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1. Agency

a. Introduction (pp. 1-2)

b. Authority (pp.2-18)

1. Terminology

Agent: A person who acts on behalf of or subject to the control of another.

General agent: An agent authorized to conduct a series of transactions involving continuity of service.

Special agent: An agent authorized to conduct only a single transaction (or a series of transactions not involving continuity of service).

Principal: The person on whose behalf the agent acts.

Disclosed principal: At the time of the transaction b/w the agent and a third person, the third person (i) knows the agent is acting for a principal and (ii) knows the principal’s identity.

Partially disclosed principal: The third person knows the agent is acting for a principal, but doesn’t know the principal’s identity.

Undisclosed principal: The agent in dealing with the third person purports to be acting on his own behalf.

In torts the terms and master and servant; a master is a principal who has the right to control the physical conduct of an agent in the performance of the agent’s services.

Respondeat Superior: Master is liable for the servant’s torts if the tort is committed while the servant is acting within the scope of her employment.

2. Liability of principal to a 3rd person: 

Results from an act by A (another) on the principal’s behalf if A had actual, apparent or inherent authority, was an agent by estoppel, or the principal ratified the act/transaction.

(a) Actual authority: The principal’s words or conduct would lead a reasonable person in the agent’s position to believe that the principal had authorized him to so act.

Actual authority can be express or implied: Express authority exists when the principal tells the agent exactly what to do. Most authority is implied though.

Incidental authority: A common type of implied actual authority – the authority to do incidental acts reasonably necessary to achieve an authorized transaction.

(b) Apparent authority: Agent has apparent authority to act toward a third person (T) a certain way if the words or actions of the principal would lead a reasonable person in T’s position to believe the principal had authorized the agent to act that way.

 Power of position: A special type of apparent authority whereby if you appoint a person to a given position carrying with it generally recognized duties, to those who know of the appointment there is apparent authority to do those things.

(c) Agency by estoppel: A person (P) not otherwise liable to something purportedly done on his behalf is still going to be liable to people who changed their positions believing the transaction was entered into for P if (a) he intentionally or carelessly caused such belief, or (b) knowing that others believed that and that they may act on that belief, P did not take reasonable steps to tell them of the facts.

(d) Inherent authority: An agent in certain cases can bind the principal without actual or apparent authority. The doctrine is not well defined. 

Liability is based primarily on the theory that if you appoint an agent to conduct a series of transactions over time, it’s fair that as principal you should bear the losses incurred when such an agent acting without authority does something usually done in connection with transactions he’s employed to conduct.

Operates much like respondeat superior in torts: it would be unfair to allow the principal to reap the benefits of having an agent and escape the detriments when the agent oversteps their bounds.

(e) Ratification: Even if the agent didn’t have actual, apparent or inherent authority, a principal will be bound to a third person if the agent purported to act on the principal’s behalf and knowing the material facts either (i) affirms the agent’s conduct by demonstrating an intent to treat the agent’s conduct as authorized or (ii) engages in conduct justifiable only if he has such an intention.

Express ratification: The principal directly affirms what the agent did.

Implied ratification: For example, the principal knows what took place, didn’t say anything either way, but retained something to which he’d otherwise not be entitled.

(f) Acquiescence: Comparable to authority by ratification – the failure of the principal to object to a series of acts of a similar nature by the agent is an indication that he consents to such acts in similar circumstances in the future.

(g) Termination of an agent’s authority: Can be terminated any time by the principal, even if there is a contract saying otherwise. This may give rise to damages for wrongful termination, but a contract saying the agent’s authority can’t be terminated will not be specifically enforced.

3. Liability of Third Person to Principal
General rule is that if the agent and a third person enter into a K under which the principal is liable to the third person, then the third person is in return liable to the principal. Major exception is that a third person is not liable to an undisclosed principal if the agent/principal knew the third person would have refused to deal with the principal had their identity been known.

Liability of Agent to Third Person

If the agent does have actual, apparent or inherent authority, hence the principal is bound to the third person, the agent’s liability to the third person depends on whether the principal was disclosed…

Undisclosed principal: If the agent purported to act on her own behalf, then the agent is bound, even thought he principal is bound too.

Partially disclosed principal: General rule is that the agent as well as the principal are bound to the third person.

Disclosed principal: The agent is not bound to the third person if the principal’s identity was known and the agent has actual, apparent or inherent authority or ratified the transaction.

If the agent does not have actual, apparent or inherent authority, hence the principal is not bound, the general rule is that the agent is liable to the third person.

5. Liability of Agent to Principal
If an agent takes an action that she has no actual authority to perform, but the principal is nevertheless bound because the agent had apparent authority, the agent is liable to the principal to resulting damages.

6. Liability of Principal to Agent
If an agent has acted within her actual authority, the principal is under a duty to indemnify the agent for payment authorized or made necessary in executing the principal’s affairs.

c. Duty of Loyalty (pp.18-23)

- An agent is a true fiduciary – he must be selfless and loyal to his principal.

- The agent is only due whatever remuneration the principal and he agree upon, everything else collected goes to the principal.

- If loyalty is violated, the principal may seek damages from the agent.

- Agents all owe their principals the duty of loyalty, care and obedience.

- Proximate cause must be shown for a principal to sue an agent – losses must clearly be due to agent’s fault.

- Agents can generally only sue principals for failing to indemnify them.

d. Financial Statements (pp.23-28)

2. Partnership

a. Introduction (p.29)

b. Formation (pp.29-39)

1. Formalities
General partnerships can be organized with no formalities and no filing.

2. The Four-Element Test
It is sometimes said that when no express partnership agreement exists, a relationship will only be considered a partnership if four elements are present:

1] An agreement to share profits

2] An agreement to share losses

3] A mutual right of control or management of the business

4] A community of interest in the venture

The four-element test departs from RUPA § 202(a) which simply says: “Except as otherwise provided in subsection (b), the association of two or more persons to carry on as co-owners a business for profit forms a partnership, whether or not the persons intended to form a partnership.

RUPA § 202(c)(3): A person who receives a share of the profits of a business is presumed to be a partner in the business, unless the profits were received in payment:

(i) of a debt by installments or otherwise

c. Legal Nature (pp.39-41)

d. Ongoing Operation (pp.41-52) (supp. 1-2)

Profit and loss sharing:

RUPA § 401(b): Each partner is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner’s share of the profits. (i.e. the default rule is one partner, one share).

Expenses incurred by a partner:

RUPA § 401(c): A partnership shall reimburse a partner for payments made and indemnify a partner for liabilities incurred by the partner in the ordinary course of the business of the partnership or the preservation of the business or property.

Right to a say in management:
RUPA § 401(f): Each partner has equal rights in the management and conduct of the partnership business.

Who can call the shots:
RUPA § 401(j): A difference arising as to a matter in the ordinary course of business of a partnership may be decided by a majority of the partners. An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement may be undertaken only with the consent of all the parties.

e. Authority (pp.52-55, Supp. 2-7)

RUPA § 301(1) – Each partner is an agent of the partnership for the purpose of its business. An act of a partner, including the execution of an instrument in the partnership name, for apparently carrying on in the ordinary course the partnership business or business of the kind carried on by the partnership binds the partnership, unless the partner had no authority to act for the partnership in the particular matter and the person with whom the partner was dealing knew or has received a notification that the partner lacked authority.

Short version: a partnership is bound by an act of the partner for apparently carrying on in the usual way (i) the partnership business or (ii) business of the kind carried on by the partnership.

f. Liability (pp.55-57, Supp. 7-8)

RUPA § 307(a) specifically provides that a partnership may both sue and be sued in its own name. RUPA § 307 adopts an exhaustion rule, under which partnership assets must be exhausted before a partner’s individual assets can be reached.

RUPA § 306(a): except as otherwise provided in subsection (b), all partners are jointly and severally liable for all obligations of the partnership unless otherwise agreed by the claimant or provided by law.

g. Interests and Property (pp.57-64)

RUPA § 203 provides that “Property acquired by a partnership is property of the partnership and not the partners individually.”

Assignment: Although a partnership interest is assignable, a partner cannot make an assignment of his partnership interest that would substitute the transferee as a partner in the transferor’s place, because no person can become a partner without the consent of all the partners.

Adding a new partner: RUPA § 401(i): A person may become a partner only with the consent of all the partners. (i.e. it takes a unanimous vote to make a new guy a partner).

The assignee of a partnership interest does not become a partner, has no right to information about the partnership and has no right to inspect the partnership books. As long as the partnership continues though, the assignee has a right to the partnership distributions and on dissolution a right to receive the assigning partner’s interest.

What can be transferred by a partner to someone else:
RUPA § 502: The only transferable interest of a partner in the partnership is the partner’s share of the profits and losses of the partnership and the partner’s right to receive distributions. The interest is personal property.

RUPA § 801(a) provides that a transferee of a partner’s transferable interest is entitled to judicial dissolution of the partnership (i) at any time in a partnership at will, and (ii) after the expiration of the partnership’s term or the completion of the undertaking in a partnership for a particular undertaking.

h. Duty of Loyalty (pp.64-70)

Illustrative case: Meinhard v Salmon: once the lease was over Salmon pursued a redevelopment plan that was offered to him while they were still a partnership: he should have at least told Meinhard about it. “The finest duty of loyalty.” “Not honesty alone, but the punctilio of an honor the most sensitive.”

The fiduciary nature (fiduciary = someone who must never be selfish, acting only in the interest of the person they work for) of a partnership means every partner must place the partnership’s welfare ahead of their own.

RUPA §404(b): Partner owes a duty of loyalty to the partnership and the other partners: (i) account to the partnership and hold for it as trustee any profit, property or benefit derived as a result of participation in the partnership (ii) no dealing with the partnership as or on behalf of a party with an interest adverse to the partnership (iii) no competing with the partnership prior to dissolution.   

RUPA §404(e): A partner doesn’t violate their duties to the partnership just because their conduct furthers their own interest.

RUPA §103(b)(3): The duty of loyalty is mandatory and it can’t be contracted away via a written partnership agreement, but the partnership agreement can define reasonable standards of what constitutes loyalty.

i. Dissolution (pp.71-99)
(A) Dissolution by rightful election

Every partner has the right to dissociate themselves from the partnership at any time, even if it is illegal to do so: this is because all partners are responsible for the acts of the others, so you can’t force that liability onto people.

Illustrative case: Dreifuerst v Dreifuerst (pg. 72): One side wanted the partnership sold and the cash shared, the other wanted one party to take one of the feed mills, the other party to take the other mill. No dice b/c maybe there is synergy: the business is worth much more when it has two mills that two separate mills are worth.

In dissolution cases where one party is pushing to dissolve the partnership, consider their motivation and look at the timing (e.g. Page v Page pg. 79: an air force base moved near the recently profitable laundry and suddenly a partner wants dissolution).

RUPA §402: A partner has no right to receive, and may not be required to accept, a distribution in kind.

RUPA §807: this section places all creditors (partners and non-partners) on the same level; no one type of creditor has precedence over another. On dissolution of the partnership there is a right to have them sold for cash.

(B) Dissolution by Judicial Decree; Wrongful Dissolution

Illustrative case: Drashner v Sorenson (pg. 87): demonstrates wrongful dissolution. Drashner liked going to the bar a lot, he felt the partnership didn’t pay enough distributions; they fell out, he sought a dissolution. Turns out the partnership was for a term (until the initial capital was recovered); this made his dissociation wrongful. Does the partnership have to wind-up? No…

RUPA §801(2): if a partner has dissociated wrongfully, a majority vote of the remaining partners can opt to continue the partnership anyway.

RUPA §601(5): provides for dissociation of a partner upon a judicial determination that the partner has engaged in wrongful conduct. This provision does trigger a right to damages under §602(c). 

RUPA §801(5): provides for dissociation for partner conduct that makes it impracticable to carry on the partnership with that partner, or when it is otherwise impracticable to carry on the business. This provision does not trigger a right to damages under §601(c). The court may dissolve the partnership only when it is “not otherwise reasonably practicable to carry on the partnership business in conformity with the partnership agreement.” This focuses attention on both the continuation of the business and honoring the partnership agreement wherever possible.

In Drashner if the remaining partners want to continue, they have to pay the wrongfully dissociating partner his share of the value of the business as a going concern, less any damages he did and not including any goodwill value.

Dissolution is a 3-step, ongoing process:

1. The dissolution happens

2. The winding-up process

3. Termination of the partnership

RUPA §602(a): every partner has a right to withdraw (dissociate) from the partnership at any time, rightfully or wrongfully, by express will.

RUPA §602(c): a partner who wrongfully dissociates is liable to the partnership and to the other partners for damages caused by the dissociation; furthermore if a partner wrongfully dissociates the partnership can continue without him.

Rightful v wrongful dissociation:

An event of dissociation is rightful unless it is specified as wrongful in RUPA §602(b). The major types of wrongful dissociation are:

· A dissociation in breach of an express provision of the partnership agreement

· A withdrawal of a partner by that partner’s express will before the end of the partnership term or before the completion of a purpose for which the partnership was formed

· A partner engaged in wrongful conduct that adversely and materially affected partnership business

· A partner willfully or persistently committed a material breach of the partnership agreement or of a duty of care, loyalty, good faith and fair dealing owed to the partnership/other partners under §404.

3. Incorporation

a. Preliminaries (pp.100-114)

Pros of incorporation: Limits your liability as a shareholder; the corporation exists perpetually unless you act to terminate it; you can raise money by selling freely transferable stock whereas in a partnership it takes a unanimous vote; Board of Directors can sell stock to whomever they want; Centralized management – they run it, all you have to do is own the stock.

Cons of incorporation: In a smaller corporation, free transferability means someone can be brought in that you don’t like (fixable by restricting transferability in your certificate of incorporation); the centralized management may act in their own interests not for the stockholders; perpetual existence means you can’t just cash-out when you want like a partnership at will; a transfer restriction or the stock’s worthlessness may prevent you cashing out.

The only unqualified good is the limited liability.

Promoter: A person who makes an idea come to fruition as a viable business by bringing together needed people and supervising as required. Puts the corporation in a position to hit the ground running once it is incorporated. 

b. Promoters’ Transactions (pp.114-116)

· Who is held liable for these early contracts, the promoter or the as yet unformed corporation?

· If a promoter and a third party enter into a contract, can the 3rd party revoke before the corporation is formed and accepts the K? Generally no, because the promoter’s promise to do her best to bring the corporation into being functions as return consideration.

· Does the corporation “adopt” the promoter’s early K, or does the corporation “ratify” it? Technically the corporation adopts it, because in order for them to ratify it, the promoter would have to have been an agent of the corporation as principal when the K was entered into – this is impossible though because the corporation didn’t exist when the K was drawn.

· Does the promoter continue to be liable under the K once the corporation has been formed? Generally yes, unless there is an express or implied novation agreed to by the 3rd party, substituting the corporation for the promoter under the new K. Courts are very particular about this and will required unequivocal evidence of the 3rd party agreeing to the novation. The promoter would do well to clarify this up front with the 3rd party so they don’t chase him for the money once the corporation is formed.

c. Defective Incorporation (pp.117-126)

Delaware General Corporate Law (DGCL) §102: laundry list of things that must be included for proper incorporation, including name, address, nature of the business or the “general statement”, type of stock to be issued and number of shares, name/address of incorporator(s), etc.

DGCL §103: tells you how to file the certificate

DGCL §106: corporate existence begins once the certificate of incorporation has been filed with the Secretary of State.
Illustrative case: Cantor v Sunshine Greenery, Inc. (pg. 117): Cantor sued Sunshine as a corporation over a lease and got a default judgment; they also sued Sunshine’s promoter Brunetti and won. Turns out that the lease was signed by Brunetti before the certificate of incorporation was filed; Cantor uses this timing issue to argue that Brunetti is personally liable b/c when the lease was signed Sunshine Greenery didn’t exist as a corporation. Brunetti responds that Sunshine was a de facto corporation when the signed, therefore he has limited liability. Brunetti wins on this theory.

Requirements for a de facto corporation:

(1) There must be a statute that permits general incorporation in that state (irrelevant now b/c this is true of all 50 states).

(2) Must be a colorable (good faith) attempt to comply with the statute.

(3) There must have been some actual use or exercise of corporate privileges.
The de facto corporation doctrine exists to stop people like Brunetti being held personally liable for mere clerical errors like a misaddressed certificate.

Even if de facto hadn’t been found Corporation by Estoppel may have saved Brunetti: by dealing with Sunshine as if it were a corporation, Cantor is estopped from later denying that Sunshine was a corporation.

The Model Act operate differently: you are only a corporation once the certificate of incorporation is issued by the secretary of state, and once it is issued you are a corporation regardless of any clerical errors.
There is no “corporation by estoppel” or de facto corporations under the Model Act because you can’t be under any mistaken belief as to whether the corporation exists or not: you either got the certificate in the mail or you didn’t.

Under the Model Act not every shareholder is liable, only those who purported to act on behalf of the corporation.

Corporation by Estoppel doctrine:
Corporation by Estoppel doctrine is a shield not a sword: Sunshine Greenery couldn’t have escaped the lease they signed by using the defective incorporation filing: they are estopped from denying the truth of the statement they made when they represented themselves to Cantor as a corporation. (This is not corporate law, it is just common law estoppel doctrine).

Corporation by estoppel will also prevent a 3rd party (e.g. Cantor who occupied the lease) from using a defective incorporation to escape their obligations. This is a principal of corporate law rather than being a true estoppel because Cantor as a 3rd party never “said anything” or made a representation that they would be estopped from denying the truth of.

There are three prongs to the doctrine:

1. The corporation can’t get out (this is an estoppel)

2. The 3rd party (e.g. Cantor) can’t get out (corporate law, not estoppel)

3. The 3rd party (Cantor) can’t sue the promoter (Brunetti) (corporate law, not estoppel)
All three prongs apply in Delaware, but prong 3 doesn’t apply in a Model Act jurisdiction because there’s no way for the promoter (Brunetti) to be confused about the incorporation being valid (b/c the only way is to get the certificate in the mail).

d. Ultra Vires Conduct (pp.126-151)

Illustrative case: Goodman v Ladd Estate Co. (pg. 126):
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Westover Corp. was in the business of selling mortgage insurance but the loan they guaranteed to Dr. Wheatley was for his personal use. Even if Westover did have a “general purpose clause” in their certificate of incorporation (they didn’t), the conduct still would have been Ultra Vires because there’s always an implication that conduct is for the betterment of the business; in this case it was just a loan by Westover’s 100% shareholder (Mr. Lyles) to his buddy Dr. Wheatley.

DGCL §124: a corporation is not allowed to use the ultra vires nature of its own conduct to escape its obligation. The normal rule is that ultra vires conduct is enforceable, but there are exceptions:

§124(1): a shareholder can challenge ultra vires conduct on an executory contract (not yet fully performed) to which the corporation is a party. Also all the parties to the contract must be in the lawsuit the shareholder brings. A court will not enjoin a K under §124(1) if it would be unfair to the third party; in this case that would be Ladd Estate – it would be unfair to let them carry the can for the loan guarantee but not make Westover Corp. make good on the guarantee they signed.

§124(2): a shareholder can always sue incumbent or former officers or directors for their unauthorized act; this is the largest value of ultra vires today.
The “tainted share rule”: plaintiff Goodman, had he known about the ultra vires conduct when he bought the stock in Westover Corp. would have taken this liability into account when he bought the stock and would have paid less. The rule prevents him from later protesting/disavowing the ultra vires conduct, thus getting the double benefit of no liability for the conduct and a lower purchase price.

DGCL §102(a)(3): a corporation can keep their options open in terms of the activities they can pursue by limiting the corporation in the certificate of incorporation to “lawful business activity.”
§102(a)(3) might be used by a shareholder without voting rights (or any kind of investor) to restrict the type of business the corporation can engage in or to restrain the rights of those in charge of the corporation.

DGCL §122: a laundry list of the powers corporations have; this provision exists to show that all corporations have certain basic powers by default.

DGCL §122(9): expressly empowers corporations to make charitable donations for the public welfare, or for charitable, scientific or educational purposes.

4. Distribution of Corporate Rights and Powers

a. Introduction (pp. 158-166)

b. Allocation of Power (pp.166-206, Supp. 9-22)
Illustrative case: Charlestown Boot & Shoe Co. v Dunsmore (pg. 166): Mr. Willard and Mr. Dunsmore are directors of the corporation. The shareholders aren’t happy with management and want to close in down and sell it; they hire a Mr. Osgood to head a committee to get this done but Willard and Dunsmore refuse to work with Osgood.

DGCL §141: Indicates they don’t have to: it’s up to the directors and not the shareholders to decide on the running of the corporation.
How can the shareholders achieve their goal of getting Osgood onto the board of directors so he can get the corporation shut down and sold?

DGCL §228: In lieu of a stockholders meeting which must be called by the board of directors, it’s possible to get the written consent of stockholders to do X, Y or Z.

Under DGCL §109 – the stockholders can vote to amend the corporation’s by-laws to add another director (Osgood).
Problem: DGCL §223 says that normally only the board of directors gets to appoint a new director, and Willard and Dunsmore aren’t going to vote to let Osgood in.

Solution: Also have the stockholders vote to amend the by-laws to grant the authority to elect a new director to the stockholders themselves.

The steps to resolving this case under the DGCL in 2004 are:

1) Amend the by-laws to increase the number of directors

2) Amend the by-laws to allow stockholders to fill the new vacancy

3) Amend the by-laws to hire Osgood as the new director.

Schnell v Chris Craft Industries, Inc. (pg.169)

The Board of Directors intentionally moved the shareholder meeting date up, which would give insurgents less time to organize a takeover.

DGCL §109(a) would be helpful if the meeting date was set in the by-laws b/c the shareholders could amend the by-laws to show a new date. But if the by-laws are silent on the date then…

DGCL §211 says that the Board of Directors normally has the power to call a shareholder meeting. §211(c) says that there must be at least one meeting every 13 months, and if the Board doesn’t schedule one, the Court of Chancery can schedule one.

In Chris-Craft the court held that even though the Board had followed the letter of the law, they are still bound by their fiduciary duty under common law to benefit the shareholders over themselves.

Blasius Industries, Inc. v Atlas Corp. (pg.171)

Facts: Blasius is a 9% shareholder in Atlas and pushing for a very generous distribution to shareholders; Atlas wants none of it. Atlas seemed to be very diversified, but they had taken some restructuring steps, focusing back on gold and selling the uranium division.

Facts: Blasius want to make Atlas leaner and meaner; with less cash and debt they are forced to focus on the bottom line. Holders of Atlas debt instruments won’t like this plan – when they bought the bonds there was a calculated level of risk, which is higher under the new plan.

What Blasius is doing is called a “leveraged restructuring.”

Facts: The Atlas Board decided to add a couple of friendly directors to block any damage Blasius might do. Blasius planned to add 8 new board members of their own, thus having a majority over the existing 7 board members.

The court adopts a “compelling justification” standard – if there was some coercive action taken against the shareholders restricting their choice, then it might be ok for the Board to take protective action.

“We know better than the shareholders” is never going to be a compelling justification for interfering in shareholder voting.

Blasius wasn’t able to try and motivate the shareholders to kick out the existing directors and replace them because Atlas had a staggered board. There are 3 groups of directors, so it would take a minimum of 13 months and two board meetings to take over the Board.

DGCL §141(k) dictates that a staggered board cannot be removed without cause.

DGCL §109: the power to amend the corporation’s by-laws (1) can be restricted in the Directors but (2) cannot be restricted in the shareholders.
DGCL §228: this provision allows stockholder written consent to be used in lieu of a stockholder meeting, thus in Blasius the written consent would say: (i) we the stockholders are adding new director seats (ii) the shareholders get to chose who fills the seats (iii) and here are the names of the 8 guys we’re choosing.

The existing Atlas Board saw the writing on the wall and beat the shareholders to the punch, using their DGCL §109 power to amend the by-laws and add the two new board members.

In this case the certificate of incorporation limited the number of total board members to 15 (which is why we didn’t have a running, endless battle to add the number of directors the other guy has, plus one).

DGCL §242: requires that to amend the certificate of incorporation both the Board and the shareholders have to be in agreement, obviously not going to happen here.
Ragazzo says that in Blasius the lawyers really screwed up: there’s no point in having a staggered board if the certificate of incorporation says you can have 15 directors total, but you only have a numerical minority of 7 actually serving: the lawyers set Blasius up with an end-run around the staggered board.

Stroud v Grace (pg.181)

Facts: The almighty and controlling Milliken family proposed a certificate of incorporation amendment and a by-law change.

The proposed amendment to the certificate listed 3 categories of qualifications for people they’d consider as potential board members:

(1) People with substantial experience (must be a board majority at all times)

(2) Beneficial stockholders of the corporation (must be at least 3 on the board)

(3) The CEO, COO and president of the corporation (no more than 2 at any time)

The proposed by-law change required shareholders to inform the Board well in advance of the annual meeting of any nominated new director so they can verify his/her qualifications.

The new qualifications handicap the Strouds because the Millikens have way more connections than them, hence access to people with “substantial experience.”

This case differs from Blasius because here there’s no shareholder vote looming, and no Delaware case has extended Blasius beyond an imminent vote situation.
For this reason of lack of imminent harm, the Board wins this case. The court agreed the certificate amendment was vague and subject to abuse by the Millikens, but told the Strouds that they can always sue them and come back to court if/when that actually happens.

Shareholder rights plans/stock options:

Issue: Can stockholders amend the by-laws such that shareholder rights plans must be submitted to the shareholders for approval before being implemented?

DGCL §157(a): seems to say that the Board exclusively has the power to issue options and that this power is subject to whatever is in the certificate of incorporation, but…

DGCL §109: clearly says that you can restrict the Board’s power in the by-laws.

The two statutes seem to be at a variance!

c. Requirements for Corporate Action (pp.206-219)

Does the Board have to have a Board meeting?

DGCL §141(f): they don’t have to unless the certificate of incorporation or by-laws say so, provided all Board members consent in writing.

DGCL §141(b): implies that a meeting is required.

The courts certainly seem to have taken the approach that a meeting is required. For what reason? Because the president might otherwise visit board members individually to solicit their votes, but give different information to each (not possible in a group meeting setting).

DGCL §141(i): video/web/phone conferencing is an acceptable alternative.

Directors voting:

Quorum: If there are 9 Board seats total, 5 is a quorum (a majority of eligible voting board members).

If 2 are dead and their seats aren’t filled, it still takes 5 for a quorum, because the requirement is based on the total number of directors fixed in the certificate. §141(b)

Once you have a quorum, how many votes are needed to carry the motion? In a quorum of 5 you would need 3 votes, per §141(b). Note that an abstention counts as a No vote.

DGCL §141(b): allows the certificate or by-laws to stipulate that a quorum can be as low as 1/3 of all directors (but no lower) or as high as 100% of directors. The certificate or by-laws could also require a 100% vote in the quorum rather than a majority to carry a motion. These super-majority provisions give veto power to any one director, good for empowering minority shareholders, but a dissenting director can paralyze the company.
Shareholders voting:
If there are 1,000 shares, 501 shareholders are needed, either in person or by proxy, to consitute a quorum. The default rule is a majority of the shares entitled to vote.

Of the shareholder quorum, to carry a motion you need a majority of the voting shares present (note: not just entitled to vote, but present). Abstaining votes count as No votes. DGCL §216
Also under §216 the requirement can be made higher than a majority of those present by noting so in the certificate.

In any shareholder voting problem, look for:

a. What constitutes a quorum here, and was it legit?

b. Is it the total number of shares present, or voted?

c. What % of votes are required to take it?

Cumulative voting under §214
10 shares total

The majority has 6 shares, the minority has 4.

There are 3 seats on the Board.

Straight voting: The majority gets 6 votes for each seat, so under straight voting, if you have 51% of the stock then you can elect 100% of the Board.

Cumulative voting: The majority gets 18 votes total (6 shares/votes x 3 seats), and the minority has 12 votes. The minority should throw all their votes at one seat, assuring them of at least 1 place on the board.

Why does it matter if the majority have 2 of 3 seats or all of them, they still have a majority?

i. Directors have access to information, it can’t be hidden from shareholders

ii. Directors know if illegality is afoot and can get an injunction to stop it before it happens

Delaware default is straight voting, but per §214 cumulative voting can be specified in the cert.

Voting out a Director:

DGCL §141(k): if the votes against a Director being removed were sufficient to get him elected then he cannot be removed without cause, thus if a minority have enough votes to get a director elected, the majority can’t kick him out without cause.
Formula (pg.217):

Minimum votes needed to elect a particular number of directors:

X = 
(S x N) + 1


-------------


D + 1

X = minimum number of shares needed

S = total number of shares that will be voted at meeting

N = number of directors desired to elect

D = total number of directors to be elected

Number of directors that can be elected by a group with a certain number of shares:

N =
(X) x (D + 1)


----------------


       S

N = number of directors that can be elected

X = number of shares controlled

D = total number of directors to be elected

S = total number of shares that will be voted at meeting
Authority of Officers:
Operates similarly to agency law.

A president of a corporation probably has apparent authority and implied actual authority.

As a third party dealing with a corporation, how can you be sure an officer has the authority to bind the corporation? Answer: have the secretary certify the records of the corporation – the secretary always has apparent authority to do this.

Course of dealing also plays into authority: if the Board has been aware Officer has been doing X for long enough, that’s sometimes enough.

d. Piercing the Corporate Veil (pp.219-263)

Rationale for Limited Liability:

Shareholders don’t want to be personally on the hook for debts of Lucent because we don’t know the Directors personally. Shareholder liability would force ultra-diligence in researching stocks.

Walkovsky v Carlton (1966) (pg.226)

Defendant Carlton owns 10 corps with 2 cabs each.

Plaintiff is trying to get all 10 corps to answer for the 1 cab that hit him.

Horizontal veil piercing: treating all the corporations like one big business

Vertical veil piercing: suing the owner of the corps personally.

While Carlton’s corps may be undercapitalized, there’s no statute requiring a particular level of capitalization – this would be impossible to administer, some companies might never get off the ground (ref: Fed-Ex). Texas used to require $1000 minimum by statute, since been repealed.

§4: Uniform Fraudulent Transfer Act

A transfer is fraudulent when:

(1) It’s taken by a debtor with the intent to put the funds somewhere that the creditor can’t get it, or

(2) The debtor is getting something without giving value in return, and the debtor was:

(i) about to put the business in a position with a deal where it would be insolvent, or

(ii) the debtor realized they’re taking on debt beyond their ability to pay

If your company remains or becomes undercapitalized, the above provision makes it a fraud to siphon out funds.

Mr. Walkovsky didn’t pursue a fraud claim under the act and must try to pierce the veil because fraud is very hard to prove in a case like this: the cab company records were probably a mess or non-existent. Also the fraud remedy is only that Carlton would have to put back the money he took out.

Texas is very friendly to plaintiffs as regards horizontal piercing: if you run many baby corps as if they were one large one, that’s how they will be treated even though you observed the proper formalities.

Walkovsky is such a tough case b/c of the difficulty of proving vertical or horizontal siphoning.

Minton v Cavaney (1961) (pg.238)

Ragazzo’s take on veil piercing doctrine:

· Many factors to be considered and no rhyme or reason to which matter the most.

· Unless someone is playing funny money there’s no reason to pierce, vertically or horizontally.

· Piercing is a free-form inquiry by the court, so as a small company you can never be 100% sure of you limited liability and must avoid any hint of improper blending.
Sea-Land Services, Inc. v Pepper Source (1993) (pg.246)

Case just illustrates that when the suit is on a contract the outcome may be different. In Texas there is a statute saying that veil piercing is never allowed on contract suits. Most states don’t distinguish though.

Fletcher v Atex, Inc. (pg. 220)

Facts: Atex was a Kodak subsidiary, and Kodak did follow corporate formalities.

Parental control of a subsidiary matters depending on the level of control exerted; the parent can steer the subsidiary and advise generally, but manipulating day-to-day affairs can be problematic.

Don’t forget that veil piercing doctrine aside, you’re liable for the things you do wrong, hence if a parent told a subsidiary 30 years ago to sell asbestos, the parent could be sued today (even if they didn’t control the sub’s day-to-day business).

Exam tip: 
Before getting into a derivative liability question (i.e. veil piercing), always remember to ask yourself if personal liability would work.

e. Shareholder Informational Rights (pp.264-279, Supp. 23-28)

This section is about what shareholders can do if they are unhappy with management.

Security First Corp. v U.S. Die Casting & Development Co. (1997) (pg.264)

· Facts: U.S. Die is a 5% shareholder in Security First, and would love for a proposed merger to go ahead (stock goes up) but existing management pulled out. The fishy part about Security First pulling out of the proposed merger is that existing management are probably concerned they’ll lose their jobs.

· DGCL §220(b) – the shareholders have the burden to demonstrate a “proper purpose” to see books/records. For shareholder lists though, the default is that the shareholders get them and the corp has the burden to show an improper purpose.
· Facts: Security First’s directors claim the pull-out was due to issue they had w/ acquiring company’s management. The plaintiff’s stated proper purpose is to “investigate management misconduct” but that alone isn’t enough…can’t go on a “fishing expedition.”
· Facts: Plaintiff had extrinsic evidence – Security First paid $275K cancellation penalty but the merger K only called for $250K. Technically they didn’t have to pay anything – looks like a bribe to avoid a suit by acquirer.

· Now that the plaintiff has established a proper purpose, they don’t get to see all books/records; they must also establish why they need particular records.

Shareholder Lists:

· Most shares are held in the name “Cede & Co.” or “Goldman Sachs” – easier to sell for individual shareholders, no messing with certificates.

· NOBO ( Non-Objecting Beneficial Owner rules passed by the SEC. Unless the buyer says otherwise, brokers tell companies who owns their stock.

· When a shareholder asks for a list, if the corporation has a NOBO list they must turn it over but if they don’t already have one they don’t have to go get one.

· As a shareholder even if you can’t get a NOBO list, you can still do a proxy solicitation by having Cede & Co. solicit proxies for you, or send out information.

General Time Corp. v Talley Industries (1968) (note case)

· Delaware case holding that a shareholder may get a list to communicate with other shareholders even if they have an ulterior motive (e.g. hassling major shareholders in munitions plants).

· If the corporation is concerned about a rogue shareholder’s intentions they can ask a judge for a protective order limiting use of the list.
· §220 isn’t as broad as the FRCP discovery rules and some have tried to use it as an end-run around the requirement to prove-up some aspect of your case to initiate a derivative suit.

· Directors in theory have unfettered access to books/records, hence its always great for a shareholder to have a seat on the board.

f. Proxy Contests (pp.327-337)

· Proxy fights are fought on existing management’s turf – they can set the record date, etc. Proxy fights fell out of favor for a while b/c they were expensive, slow, etc.

· Back in vogue now though because institutional shareholders no longer care about relationships with existing management, they care about the bottom line.

· So who has to pay for proxy fights?…

Rosenfeld v Fairchild Engine (1955) (pg.327)

· Facts: Proxy fight came about over a claim the CEO is grossly overpaid. The insurgents won but inexplicably paid the ousted management $28K as reimbursement for money spent on the proxy fight. Why? Because they want to get paid back by the corporation too, so paying the old bosses makes their claim look much better.

· An incumbent Board is allowed to incur “reasonable and proper expenses” for solicitation and defense of their corporate policies.

· Incumbents may not spend the corporation’s money defending a personal dispute, only a policy dispute, but it is easy to dress-up a personal dispute as policy. Incumbents are virtually always reimbursed for proxy fight costs.
· Insurgents who lose never get reimbursed for proxy fights, but what if the challenger succeeds?

· The rule is that it takes a stockholder vote to reimburse winning insurgents for their expenses.
· There is no blanket rule that all winning insurgents get paid regardless because when they started the proxy, they weren’t directors (yet) hence had no duty to the corporation.

5. Closely Held Corporations

a. Introduction (pp. 338-354)

The states have taken different approaches to dealing with close corporations, including brand new statutes, monkeying with the old ones, or doing nothing at all.

Donohue v Rodd Electrotype (1975)

Facts: The corporation is buying back a retiring founder’s shares for the handsome price of $800/share. When the plaintiffs tried to sell back their shares, they were offered only between $40-$200/share.

This is an example of a “freeze-out”: the majority don’t pay a minority holder any dividends, don’t give them a seat on the board (hence no access to books) – the ultimate goal is to force the minority to sell their shares back dirt cheap because the stock is otherwise unsaleable.

Assuming the $800/share price extended to the founder was fair, was it okay for the corporation to buy the stock back? No, because they didn’t give the plaintiff the same opportunity.

Donohue holds that in close corporations there is a fiduciary duty owed between shareholders (shareholders can’t be true fiduciaries though because they can pursue their own interests too). It’s more a duty to be fair than to be selfless.
Corporations exist perpetually so there’s not the same opportunity to exit there is in a partnership (dissolution), so a minority can be subject to ongoing oppression by the majority.

Donohue held that a special relationship and vulnerability operates in closely held corporations distinguishing them from the IBMs and Microsofts of the world.

Fair treatment in the context of Donohue means everyone gets treated the same, the Plaintiff must have the chance to sell her stock for $800/share too.

Delaware law on close corporations:

DGCL §342 – there are 3 requirements to be a statutory close corporation

No more than 30 stockholders.

Transfer restrictions on the stock.

No public stock offerings.

DGCL §343 –the certificate of incorporation must state that it is a close corporation.
DGCL §350 – allows close corporations to contract for (pretty much) anything they want.

Nixon v Blackwell (pg. 347) Note: Contra to Donohue above.

· Delaware Supreme Court case holding that a close corporation does not have to treat EE and non-EE stockholders alike, and treating them differently is not a breach of fiduciary duty.
· However…unlike Donohue this is not a freeze-out case and laws specifically relating to majority shareholders prevent a freeze-out of a minority. More on this later in the course.

· While it looks like Nixon stands for the principle that courts won’t protect minority stockholders who could have protected themselves with a contract, that principle isn’t concrete because Nixon wasn’t a freeze-out case.

· Nixon does at least stand for the principle that not all minorities have to be treated equally.

b. Voting Agreements (pp. 354-371)

Ringling Bros. v Ringling (1947) (pg. 354)

· Facts: Mrs. Ringling and Mrs. Haley, both with 315 shares each, have a written agreement that they will vote in unison and if they can’t agree how to vote on a matter they’ll go to an arbitrator named Mr. Loos who will make the final call. Mr. North is the third stockholder with 370 shares.

· Facts: This Corp operates under cumulative voting and there are 7 seats; separately the ladies can get only 2 seats each, together they can get 5. If 4 of 7 is a majority, why do they care about getting the 5th seat? Because as a united voting majority, they render Mr. North’s vote completely meaningless, he has no voice in the corporation.

· Facts: Mrs. Haley refused to vote along with Mrs. Ringling; Mr. Loos told them what way to go, but Mrs. Haley still didn’t cooperate.

· Why allow contracts to vote a given way? Because if people could reach the same agreement on the steps of the annual meeting, might as well let them do it in advance of then.

· DCGL §218 codifies the Ringling result; the only stipulation is that the voting agreement be in writing.
· What about specific performance as a remedy rather than damages? Instead of causing Mrs. Haley’s vote to be voted as per Mr. Loos’ requirement, the judge just nullified her votes. This was a bad thing because it’s now Mrs. Ringling’s 315 votes versus Mr. White’s 370, thus denying Mrs. Ringling the majority she had contracted for.

· How to avoid this mistake in the future? Grant Mr. Loos an irrevocable proxy so he has an enforcement power, but this would require complete faith in Mr. Loos’ impartiality.

· DGCL §212(e) – says that a proxy can be irrevocable provided (1) it says it is irrevocable and (2) only so long as it is coupled with an interest in law sufficient to support an irrevocable power. The interest the power is coupled with can be an interest in the stock itself or an interest in the corporation generally.
· DGCL §218(a) – authorizes voting trusts whereby capital stock can be transferred to another for the purpose of vesting in them the right to vote the stock for a period of time and according to the conditions stated in the agreement.

· DGCL §218(c) – gives statutory authority for voting agreements, in writing and signed, for shares/votes to be voted as per the agreement.
· DGCL §218(d) –says that §218 on voting trusts will not be deemed to invalidate any voting agreement or any irrevocable proxy not otherwise illegal.

· Delaware is unusual in that portions of statutes have independent legal significance. This means that a plaintiff can’t pop-up to challenge a voting agreement on the grounds that: 

· It meets the statutory definition of a voting trust
· It doesn’t meet the statutory standards for a voting trust

· And therefore it is invalid.

c. Agreements Limiting Board’s Discretion (pp. 371-384)

McQuade v Stoneham (1934) (pg.371)

· Facts: Messrs. McQuade, Stoneham and McGraw are all shareholders of the NY Giants; between the three they constitute a shareholder majority, acting together they can control the corporation.

· Facts: Their agreement said that Stoneham (who had the most shares) would vote for the other two as directors plus three additional directors.

· Is the agreement to put McQuade on the board valid? Yes – DGCL §218(c) permits shareholders to agree to this.

· But can the shareholders agree to make McQuade an officer (treasurer) by way of an agreed upon vote? No: they would be hamstringing themselves as board members on the issue of who was made treasurer, and this they cannot do because their duty is to the corporation.

· If the contract were enforceable, that would be unfair to minority shareholders who are entitled to assume the directors are running the corporation in the corporation’s best interest, not McQuades. DGCL §141(a) says that it’s the director’s job to run the corporation, this is non-waiveable.

· If everybody who was a Giants shareholder voted to restrict the board’s conduct, that would be okay because no minority is disadvantaged. 

· DGCL §350 – says that a written agreement between stockholders is not invalid because it relates to the conduct of the business such that it restricts or interferes with the power of the board. The effect of the agreement is to relieve the board of those duties and to impose liability on the stockholders as long as the agreement is in effect.
d. Fiduciary Obligations of Shareholders (pp. 388-403, Supp. 31-32)
Wilkes v Springside Nursing Home (1976) (pg. 388)

· Facts: Four shareholders own the nursing home corporation, three of whom fall out with Mr. Wilkes and freeze him out: they denied him dividends, fired him as a director and offered to buy his stock back dirt cheap.

· Applying the principle of “equal opportunity” from Donohue this case would be easy to decide: the other 3 shareholders have jobs with the corporation, they fired Wilkes so he doesn’t have a job, hence no equal opportunity, but…what if Wilkes can’t add 2 + 2 and is a lousy treasurer?

· This case beats a retreat from Donohue’s equal opportunity rule and creates the new rule that is law today: did the majority have a legitimate business purpose for the action they took?
· In Texas and other states the critical inquiry is not whether the majority had a legitimate business reason for what they did, but whether the minority’s reasonable expectation is being met – what did he expect to get from his investment, and is he getting it?

· The bottom line is that Donohue’s “equal opportunity” rule is out: it came from a Mass. case, Mass. no longer follows it, and Delaware never did. 

Smith v Atlantic Properties (1981) (pg. 395)

· Facts: Dr. Wolfson brought in three friends on a land deal, and they’re all director/stockholders. After a falling out Dr. Wolfson is refusing to pay dividends to the stockholders and they are being dinged annually by the IRS.

· Facts: There are 4 director seats and the supermajority provision in the certificate requires 80% of director votes to get something done; this gives Dr. Wolfson a veto power, though he is a minority.

· The court held that although he is a minority, Dr. Wolfson still owes a duty to the majority.

· Later in the course we will learn that majorities owe their duty because they have the ability to control the corporation with their votes; by the same rationale Dr. Wolfson must use his veto power in good faith.

· Dr. Wolfson cannot defend on the ground that not declaring dividends because doing so was his best business judgment because the court found his failure to do so under the circumstances painfully reckless. There was also a self-dealing issue re: his personal tax situation…being in a higher bracket he stood to gain the most from not receiving dividends.

Merola v Exergen Corp. (1996)

· Facts: Plaintiff is a former (fired) V.P. and also a stockholder. He was fired without cause, and claims that by firing him the corporation breached its fiduciary duty to him. His contention is that he wanted to become a majority shareholder and now that he’s been fired he can’t.

· Plaintiff’s argument is weak because fired or not, he can still buy the stock.

· There is also no freeze-out here, in fact the stock he bought for $2.50 and $5/share was bought back from him for $17/share.

· His stockholder status and being an EE can be separated from one another.

· There was no breach of fiduciary duty in this case, but it would be a much harder question if the corporation had not let the plaintiff sell his stock, or had low-balled him.

e. Valuation of a Business (pp. 403-422)

Piemonte v New Boston Garden Corp. (1979) (pg.404)

ii. Plaintiffs want to sell their stock back to the corporation before a merger happens; according to the merger agreement they’re entitled to do so.

iii. DGCL §262 governs Delaware valuations.
iv. §262(h) says that shares are valued aside from any value arising from accomplishing a merger, so the plaintiff’s shares should not be appraised with the added value of the looming merger.

v. Shares are valued using the Delaware Block Method:

vi. Market value: the last trading price of the share before the valuation. Why isn’t this value sufficient in itself? This case does not involve an efficient market, there’s not much stock in this corporation and its traded very thinly.

vii. Earnings value: earnings per share appear on the P&L statements; the appraiser gives averages over the last 5 years. Outliers are excluded, so there’s always a big fight as to whether an item is truly “extraordinary” or not.

a.  A multiplier is used which reflects the prospective financial condition of the corporation and the risk factor inherent in the corporation and the industry.

b. The riskier the business, the lower the multiplier.
c. In choosing a multiplier the appraiser generally looks to other comparable companies and how risky they are. In this case its hockey teams which are very hard to compare (players, size of city, etc). Because comparables aren’t available here the appraiser makes an independent evaluation. There are charts available for this which give verbal descriptions of the theoretical corp’s features.

d. The flaw in earnings value is that it looks back in time, but we care most about the future. Particularly bad measure for rapidly growing corps.

viii. Asset value: normally asks what the business would fetch if sold piecemeal. The strength is that this number is based upon tangible property, not guesswork.

ix. Asset value is calculated by taking the total assets and dividing by the number of shares.

x. The assets in this case are worth $103/share but earnings are $52/share. Why even run the company if the corp is worth so much more per share broken up and sold off? Can’t the shareholders make the directors sell off the assets? No - §141 says it is the director’s job to run the corp so you’re stuck with their decision until you can vote them out.

xi. Once the market, earnings and asset value are calculated a weight is assigned to each factor.

	Market value
	$26.50
	x.10 weighting
	= $2.65

	Earnings value
	$52.60
	x .40 weighting
	= $21.04

	Asset value
	$103.16
	x .50 weighting
	= $51.58

	
	
	
	= $75.27


xii. Discount cash flow method attempts to predict the future. It calculates the present value of predicted future earnings, but the problem is that this is all just guesswork.
xiii. Most companies are valued by discount cash flow method in 2004.

xiv. The law now is that the block method can be used, but any acceptable method for valuing corporations is alright.
f. Transferability Contracts (pp. 422-440)

Allen v Biltmore Tissue Corp. (1957) (pg.422)

ii. Both contract and property law operates when transfer restrictions are at issue – restrictions on alienability, similar to RAP.

iii. The plaintiff’s contract stated that if he died the corporation could buy back his stock.

iv. An agreement that says you may never sell your stock is a classic example of an illegal restraint on alienation.
v. A corporation wouldn’t want to be subject to an agreement that says they can buy back stock at a “fair” price because they want predictability ahead of time as to how much cash on hand is needed to buy back stocks. Book value is usually an accepted method.

vi. Using what a willing buyer/outsider would pay is not a good pricing index because a shareholder could collude with a buddy to have the buddy make a high offer, forcing the corp to match the offer price. The corp can agree to this measure if they want, but its not required.

vii. Courts will allow virtually any method of calculating buyback price.

viii. DGCL §202(c)(1)-(5) lists restrictions on transfer that are o.k.

ix. There is a common law gloss over §202 that all restrictions must be “reasonable.”
Gallagher v Lambert (1989) (pg.432)

ii. The plaintiff claimed he was fired unjustly because he was a shareholder with a buyback price that would vanish at a certain date; he alleges he was fired before that date so the corporation could get his valuable stock at book value.

iii. It can be argued that under the objective theory of contracts, the plaintiff had an expectation that he could be fired for any reason, but one of those reasons was not to let the corporation steal his stock.

iv. Courts are divided on how an alleged improper purpose interplays with employment at will and the contract between shareholders restricting transfer.

g. Judicial Supervision (pp. 440-479)

Dissolution for Deadlock

Wollman v Littman (1970) (pg.440)

ii. The plaintiff and defendant are 50/50 stockholders. The Littman’s don’t like the other folks and claim they are trying to steal the business out from under them.

iii. Donohue stands for the authority that close corporation shareholders owe one another duties similar to that of partners.

iv. Meinhard v Salmon – the punctilio of an honor the most sensitive

v. Wilkes nursing home case – good analogy for situation here, theft of business.

vi. The board in this case is deadlocked via their irreconcilable differences, hence the corporation is paralyzed.

vii. One side wants the business to go under so they can steal it, so that party will decline to cooperate in daily running to drive for a dissolution.

viii. The court can’t dissolve the business because that will give the “bad” party exactly what they want.

ix. The court appoints a receiver to run the business in an orderly manner.

x. DGCL §273 governs in Delaware when there are only two shareholders.

xi. Delaware doesn’t have a general statute that grants a court a broad power to dissolve a deadlocked corporation, though arguably a court of equity could do it.

xii. §226 – a custodian can be appointed to any corporation.

xiii. §353 – a provisional director can be appointed for a close corp.
Dissolution for Oppression and Mandatory Buyouts:
Matter of Kemp & Beatley, Inc. (1984) (pg.446)

ii. Corporation had the habit of paying “bonuses” based on stock ownership: you needed stock to get a bonus and the more you have, the bigger the bonus.

iii. These aren’t really bonuses though, they’re dividends. Characterization as bonuses results in favorable tax treatment for the corporation, which can get a deduction for salary/bonuses but not dividends.

iv. This is tax fraud, plain and simple. Corporations often roll the dice on it though, big returns and little chance of detection.

v. The plaintiffs are long-term, senior employees with substantial stockholdings. Once they were fired the corporation changed the bonus policy to being tied to employment status rather than stock ownership.

vi. The plaintiff’s stock was rendered worthless by the change and they are getting no more income, so they want to dissolve the corp.

vii. New York looks to the reasonable expectations of the investor and whether they’ve been frustrated.

viii. It is oppressive conduct to fire these plaintiffs because they had the reasonable expectation of their investment affording them a job, and a return on their investment in the stock.

ix. In this particular case the court gives the majority stockholders a chance to (i) buyout the plaintiffs at a fair price or (ii) dissolve the corporation.

x. Delaware law does not have statutes permitting a court to dissolve a corporation on its own initiative, though perhaps a court of equity could do it in oppression cases.

xi. Delaware courts have only exercised such equity power in very extreme cases where the majority is outright stealing.

xii. In Delaware the Nixon case holds that there are no special duties owed by shareholders to one another in a close corporation.

6. Non-corporate Limited Liability Entities

a. Limited Partnerships (pp. 480-497, Supp. 33-45)

Gateway Potato Sales v G.B. Investment Co. (1991) (pg.482)

i. Gateway is a creditor – they sold potato seeds to Sunworth Packing, the general partner, but plaintiff wants to reach GB Investments, a limited partner, and make them pay on the account.

ii. RULPA §303 – a limited partner will be liable if they participate in the control of the business, or if they are also a general partner.
iii. Why do we create this exception? Because third parties may think they’re dealing with a general partner not a limited partner. 

iv. Limited partners should be “seen and not heard” when it comes to running the business.

v. Arguably if Gateway really believed that GB was a surety for the credit extended to general partner Sunworth, they should have checked who was whom.

vi. The first question to ask about a limited partner is whether they have any control over the business; if they don’t they keep their limited liability.

vii. Next question: is the level of control exerted that of a general partner? If so, game over, the LP is liable as if they were a GP. If the control doesn’t rise to the level of a GP then ask if there was actual knowledge on the part of the third party of the degree of control exerted by the LP.

viii. In this case, did Gateway as third party have actual knowledge of GB’s level of control in running the general partner Sunworth? Mr. Ellsworth who ran Sunworth claims he told Gateway all about how deeply involved GB were in the day-to-day operations.

ix. The court misconstrued the statute in this case to require firsthand knowledge by the third party of the LP’s level of control, and felt that just hearing about it from Ellsworth wasn’t enough.

x. RULPA §303 does not fart about with firsthand knowledge issues – if the third party has a reasonable belief that their transaction with the LP was actually a transaction with the GP, then the LP will be held liable for their control of the business.

Corporate General Partners:
In Re USA Cafes, LP Litigation (pg.490)

i. The plaintiffs charge that the GP and its individual directors, the Wyly brothers, took a bribe to sell the business at a low price to the disadvantage of the limited partners.

ii. The defendant individual directors response is that they don’t owe a duty to the LPs, but the corporate GP owes you a duty so go sue those guys instead.

iii. Court makes an analogy to a trust: an administrator can’t steal from a trust to the detriment of the trust beneficiaries without breaching a fiduciary duty.

iv. If you’re stealing money from an LP, you’re clearly doing something wrong.

Gotham Partners LP v Hallwood Realty Partners, LP

i. The corporation was instituting a reverse split buyback; the stock was trading too low for their liking, so they gave stockholders one stock in exchange for the shareholders’ two, and the corp doubled the price of the stock.

ii. This creates efficiency problems due to odd lots. The corporation made an odd lot tender offer to tidy up.

iii. Gotham felt that the tender offer price was too low, and as a result HGI was able to acquire control over the partnership for too low a price.

iv. In this case a contract determined the scope of the fiduciary duties; contract said that the price for odd lots must approximate market price. That’s alright in theory but here the exchange didn’t allow for a control premium so it wasn’t fair.

b. Limited Liability Companies (pp. 498-506, 511-518, Supp. 45-54)

i. LLCs can be member managed (thus more like a partnership) or manager managed (more like a corporation’s board of directors).

ii. In an LLC it is generally safe for members to take part in management, which solves the problem inherent in limited partnerships of the limited partners not being able to manage or exercise any control.

iii. In Texas there is one remaining advantage to being a limited partnership: lower taxes, because LLC’s are subject to franchise taxes the same way corporations are.

PB Real Estate, Inc. v. Dem II Partners (pg.503)

i. One of two lawyers making up a LLC law firm has found himself subject to a charging order because he defaulted on his home mortgage. The charging order garnishes distributions the lawyer receives from the firm.

ii. The two lawyers paid themselves $28k each as “wages” apparently in the hope that wages would not be subject to the charging order.

iii. In making their case that certain funds should be subject to garnishment under the charging order creditors should look at past behavior – did the attorneys always pay themselves a wage or is this a new invention to defeat the charging order?

iv. Here the court easily declared this a garnishable distribution.

Bastan v RJM & Associates LLC (2001) (pg.45 supp)

i. Issue is whether veil piercing is possible in the LLC context.

ii. The defendant is an individual who was the sole member of the LLC and he used LLC monies to pay his personal expenses.

iii. The “mere instrumentality theory” – usually used in corporations law, whereby one corporation is a mere instrumentality of another.

iv. The elements are (i) control – there must be complete domination (ii) the control is used to perpetrate a fraud or violate a statutory or legal duty (3) the control and the breach of duty proximately caused the loss.

VGS, Inc. v Castiel (2000) (pg.48 supp)

i. Castiel is the major shareholder who has fallen out with another LLC member.

ii. Castiel is using his controlling member status to direct funds to his particular branch of the LLC.

iii. The three managers of the LLC are Castiel, Sahagen and Quinn.

iv. Quinn was appointed by Castiel, but Sahagen was able to talk him around and persuade him they needed to get rid of Castiel.

v. Quinn and Sahagen merged the LLC into a corporation, but did so without notifying Castiel.

vi. This lack of notice meant that Quinn and Sahagen failed to discharge their duty of loyalty in good faith.

vii. In their capacity as manager, Quinn and Sahagen owe Castiel a true fiduciary duty.

viii. In their capacity as members, arguably they do owe a duty to one another by analogy to partnership law: the punctilio of an honor the most sensitive.

ix. The court wanted to look at this particular case as more one involving the duty of members to one another, rather than the duty of manager to one another. This is because none of these guys were just in this for a paycheck as a manager, they were all members with a vested financial interest.

x. LLC law is very young and still developing; it is constantly analogizing to corporations and partnership law because there is so little case law.
McConnell v Hunt Sports Enterprises (1999) (pg. 511)

i. An LLC was formed with the goal of pursuing a NHL franchise, but McConnell got it into his head to pursue it by himself.

ii. McConnell claims the LLC’s operating agreement allows him to do this and compete with the other members. The specific language says that members may compete with one another for any other business. It all boils down to what is meant by “other.”

iii. While the LLC cant disclaim the fiduciary duty of loyalty owed by members to one another altogether, they can define it by contract. That is particularly important in this context because they could have set a definition for “other.”

c. Limited Liability Partnerships (pp. 518-519, Supp. 54-57)

7. Directors’ Fiduciary Obligations

a. Duty of Care (pp. 520-592, Supp. 57-71)

Francis v United Jersey Bank (1981) (pg.520)

i. Issue – is a corporate director personally liable in negligence for failure to prevent the misappropriation of funds by other directors who were also shareholders/officers?

ii. The business in question is a reinsurance brokerage; an original insurer mitigates their risk by selling a portion of the policy to a reinsurer. The reinsurance company will get a portion of the premiums as payment, and will have to pay their portion of benefits if the insured makes a claim.

iii. The sons of the brokerage founder took over from him; they are little bastards who would steal the teeth from your head.

iv. As directors the sons broke all the rules by commingling funds and paying themselves huge “shareholder loans” without a corresponding note.

v. This is a fraudulent conveyance – money was taken out for less than adequate consideration, thus leaving the business with a deficit.

vi. The plaintiffs here are pursuing the mother’s estate, probably b/c the sons have no money. Mom was a director but was asleep at the switch.

vii. The plaintiffs may have opted not to pursue an aiding and abetting conversion case against mom because the intent element would be hard to prove.

viii. The internal affairs doctrine does not apply in this case, but it says that the law of the state of incorporation shall apply to internal corporate matters. 

ix. The New Jersey law implicated here requires directors to exercise a duty of ordinary care. Normally this duty applies to the corporation and shareholders with no duty owed to creditors, but the unique trust-based nature of the reinsurance world changes that result here.

x. So did mom exercise the duty of ordinary care? Definitely not – she never visited the offices, looked at the financials, she was totally absentee.

xi. This case stands for the proposition that there are variable standards for directors of different types of companies, and different types of directors (e.g. family shoe store versus IBM).

xii. Director mom’s negligence would have to be the but-for cause of the theft of the funds. The court can never be 100% certain on the issue, but policy in this case dictates the uncertainty cutting against her.

The Business Judgment Rule:

Kamin v Amex (1976) (pg.536)

i. Amex bought stock for $30mill as an investment, which later fell to $4mill. The directors opted to pay out the stock as a dividend to Amex stockholders whereas they could have sold it and received a tax benefit worth $8mill.

ii. By making a distribution of an asset worth $30mill on paper, it looks like Amex has paid a $30mill dividend, which is a lot more digestible to shareholders than buying something for $30mill then selling it for $4mill.

iii. The essence of the business judgment rule is that if there is any rational reason for the judgment made, its substance may not be questioned. Even though Amex’s asserted reason was weak, it was rational, hence not negligent.

iv. This rule may not be great but its better than directors being second guessed at every turn, and a certain amount of autonomy is needed to run the corp anyway, per §141.

Smith v Van Gorkum (1985) (pg.549)

i. Ragazzo says this is the duty of care case.

ii. The standard in Delaware for directors to be liable for a decision is that they have been “grossly negligent.”

iii. At issue is a leveraged buy-out/merger for $55/share, pushed through at the insistence of the CEO/chairman who was on the verge of retirement. The board pushed through the merger in 3 days having undertaken no study and relying on the word of the CEO.

iv. The $55 price reflected a $18/share premium over market price, so there’s some merit to the argument that the premium excused the lack of investigation under the business judgment rule. But…

v. The Delaware supreme court says there is an absolute duty to investigate before selling a company. This court said relying on the market just wont do.
vi. Here the shareholders had to sue for a breach of the duty of care by the directors because they couldn’t sue for the simple fact of taking too low an offer price, that would be covered by the business judgment rule.

vii. Often breach of duty of care cases are just dressed-up instances of shareholders not liking the substance of a director’s decision.

viii. The plaintiffs claims look to me to be premised on lack of diligence – the board heard $55/share, said “Yup, looks good” and didn’t dig any further.

ix. Ragazzo calls this case the “investment bankers’ relief act” because after it, companies selling themselves always get an investment banker first to determine the true worth.
x. Note: DGCL §102(b)(7) allows a corporation to disclaim the duty of care owed by directors, and 95% of Delaware corporation do just that.

xi. Successful duty of care cases almost always have some flavor of breach of the duty of loyalty about them – there’s often some self interest by directors, but not quite enough for a suit premised on loyalty alone.
The Duty to Ensure Effective Internal Controls:

In Re Casemark International, Inc. (1996)(pg.569)

i. Caremark is being sued by its shareholders who are most unhappy that Caremark is paying large fines to the government having been busted for Medicare abuse. They paid kickbacks to physicians to refer patients to their facilities.

ii. Under §141 the board has a supervising/monitoring role, thus to meet that obligation the board needs relevant and timely information.

iii. Like anything in business, there’s a cost-benefit aspect to internal checks.

iv. There’s a policy reason at work for these checks being required – they let joe public sleep at night knowing companies must make an effort to keep honest books.

v. A corporation has its limited liability status to fall back on, so these internal checks limit that privilege.

Limits of Liability – D & O Insurance:
Malpiede v Townson (2001)(pg.58 supp)

i. The directors of Frederick’s of Hollywood negotiated themselves into a very tightly binding merger agreement that rendered it virtually impossible to take better offers.

ii. The business judgment rule bars a suit for a bad decision.

iii. How do the plaintiffs make this sound like a duty of care claim and not just a challenge to the board’s business judgment? By premising it on a failure to diligently research the offer they locked themselves into. Note: Similar to Van Gorkom case.

iv. DGCL §102(b)(7) – director’s liability for breach of the duty of care can be limited in the certificate of incorporation, and 95% do. Can’t disclaim the duty of loyalty though.

v. Because the plaintiff’s pleadings weren’t sufficient to state an actionable claim for anything other than a duty of care breach, their case is trounced by §102(b)(7) protection.

Level 3 Communications v Federal Insurance Co. (2001)(pg.68 supp)

i. L3 had engaged in some insider trading and the court had previously ordered them disgorged of their illicit gains. They now very optimistically want to claim for these lost gains through their D&O insurance.

ii. The central issue is whether this is truly a “loss” within the meaning of that term in their policy.

iii. Of course not, that would encourage directors to steal, then if they get caught and have to give it back they can just claim the value of what they stole on their insurance.

Why being a director in a Delaware corporation is so cozy:

i. The business judgment rule protects the substance of your decisions.

ii. §102(b)(7) makes it virtually impossible for you to be sued for duty of care.

iii. Your D&O insurance can be set up to protect you against any residual liability.

b. Duty to Act Lawfully (pp. 592-598)

Miller v AT&T Co. (1974) (pg.592)

i. The stockholders are mad at AT&T for not collecting on a $1.5m phone bill owed them by the Democrats.

ii. AT&T probably did as most corporations do – they cover their bases and donate to both political parties.

iii. Why not sue AT&T’s directors for breach of the duty of care? The business judgment rule would protect their decision – directors can argue that foregoing the debt is worth more than collecting it. Also probable §102(b)(7) issues.

iv. Why is there no breach of duty of loyalty claim either? Because no board member had a dog in the hunt, the transaction was for the corporation not them personally.

v. The duty to act lawfully matters in the corporate context because all too often crime pays.

vi. The directors broke the law; 18 USC §610 on campaign contributions. One element of the statute though is that there was an intent to influence the outcome of the election and given that they probably contributed to both that’s hard to prove.

vii. The court held that any intangible benefits resulting from the unlawful acts counts for $0 whereas any tangible benefits count toward recovery, i.e. if the directors’ illegal act netted $50,000 of tangible benefits for AT&T, then the directors get a $50k credit against any damages they owe.
c. Duty of Loyalty

Directors and Officers (pp. 599-637, pp. 44-52)

Lewis v S.L&E, Inc. (1980) (pg.602)

i. Plaintiff Donald is a s/h in SLE and is suing his two brothers, who are both directors of SLE and it’s “sister corp” LGT.

ii. Donald was subject to an agreement whereby he was obliged to sell his SLE stock to his brothers at book value. Donald’s problem with that is he claims his value is unreasonably low because his brothers have unfairly manipulated the value of SLE’s only asset, a lease on rental property (SLE rents space to LGT).

iii. Why no business judgment rule? Because the brothers have their fingers in both pies, hence have a monetary conflict of interest. For LGT to do super well they want SLE to rent the space to LGT for next to nothing.

iv. DGCL §144 sets up three escape hatches that render self-interested contracts/transactions between either (a) directors and the corporation or (b) directors and another corporation in which they have an interest okay:
a. Material facts of the director/officers relationship/interest in the transaction are disclosed or known to the board of directors or the committee, and the board/committee in good faith authorizes the transaction by the affirmative votes of a majority of the disinterested directors, even if the disinterested directors are less than a quorum. 

i. Note: you still do need to have a quorum, it’s just that the quorum doesn’t have to be made up of disinterested directors. One disinterested director is enough.

b. Same situation as above, but the transaction is disclosed/known to shareholders and they specifically vote in good faith to approve it.

i. Note: The Delaware statute does not say disinterested shareholders, but courts have read-in that requirement. Need approval by a majority of the (disinterested) minority.

ii. You need to tell the disinterested minority that their votes count though so they know it’s worth showing up.

c. The contract/transaction is fair to the corporation as of the time its authorized/approved/ratified by the board, a committee or the shareholders.

i. Note: Per the Talbot case below, it appears the Del. Supreme court has read a majority requirement out of the third escape hatch…it doesn’t have to be a majority of the s/h’s approving.
v. Note that interested directors can be counted to determine if there’s a quorum at the meeting of the board of directors or committee to authorize the transaction.

vi. What’s a board to do if they have 9 board seats total and 8 of the board are interested? A cleaner way to approve the transaction that just having the one disinterested guy vote is to appoint a special committee for this particular issue per DGCL §141(c)(2) and appoint the one disinterested director to the committee, then he can green light it.

vii. Under the entire fairness of the transaction standard (escape hatch number three) the burden to prove fairness is on the self-dealing parties.

viii. In this particular case the issue of fairness came down to a war of real estate experts and their opinions on what the lease was really worth.

ix. The greater point is that the fairness burden on the defendant is difficult to satisfy.

x. If you’ve engaged in a self-interested transaction as a director or officer and you can’t avail yourself of one of the three escape hatched, you’re in trouble.

Talbot v James (1972) (pg.612)

ii. Mr and Mrs Talbot are suing Mr. James claiming that he has sticky fingers; he was acting as the general contractor for an apartment building enterprise the three were undertaking and their claim is that he paid himself too much.

iii. The Talbots argue that the 50% of stock James was getting was the agreed upon compensation for his general contracting work, and no further payment was due. James argues the opposite.

iv. This does qualify as a self-dealing transaction governed under DGCL §144 because it is a contract between James individually and the apartment corporation of which he is a director.

v. Escape hatches one and two are out because there was no disinterested director’s meeting nor did the disinterested shareholders (the Talbots) approve it.

vi. James could have alleviated the fairness concern by getting bids from other general contractors to demonstrate that his price was fair.

vii. The Talbots are saying that they were never informed about the payment to James, which creates a real problem vis-à-vis escape hatch 3 because the transaction has to be fair at the time it was ratified or approved by the board/committee/shareholders. They can’t approve it if they don’t know about it.

viii. He says he told them, they say he didn’t.

ix. The Delaware supreme court has authorized a self-dealing transaction in another case by a 50% shareholder, thus they seem to have read out of escape hatch three that there be a majority of the shareholders approving.

x. Arguably that’s not very fair to the Talbots as their 50% shareholder status may have given them the sense they had a veto power.

Cookies Food Products v Lakes Warehouse

ii. Plaintiffs are minority shareholders in Cookies who are mad with Duane Herrig; they claim he breached his fiduciary duty to Cookies by acquiring control of the company, executing self-dealing contracts and misappropriating corporate funds.

iii. Herrig was a great businessman, revenues went from $20k/year in ’76 to $2.4million in ’85.

iv. The plaintiffs make the argument that the lower court shouldn’t have looked at how Herrig was the driving force behind the company’s growth, but at the fair market value of his services.

v. The fairness issue went Herrig’s way because the court was apparently so taken with his business skills. The dissent’s argument was that the plaintiffs presented expert evidence that Herrig cost the corporation at least three times what they would have paid to hire an outside guy to come in and run things.

vi. The court ultimately found that Herrig’s compensation was fair and reasonable, that he informed the board of his interest, and that was that.

vii. With Herrig being a 53% shareholder in the company, how could there ever be a vote of disinterested shareholders in favor of Herrig’s self-dealing transactions?

viii. Dylan Alexander’s solution which Ragazzo called “elegant” was to have Herrig state in advance that he would vote half his shares for, half against, that way the vote truly would be determined by disinterested shareholders.

Compensation (pp. 637-70, Supp. 72-100)

DGCL §141(h): Unless the certificate of incorporation or by-laws say different, the director’s compensation will be set by the board of directors.
Lewis v Vogelstein 

i. Mattel s/hs are bringing a derivative suit because they don’t like a stock option plan that was ratified by s/hs at the annual meeting.

ii. The plaintiffs are claiming that the proxy statement was misleading because it didn’t state the value of the option plan, that the directors have breached their fiduciary duty by approving the plan because the options are worth way more than the value to Mattel of the directors’ services.

iii. Held: no duty to report the value of the options plan, but there might be a waste of corporate assets claim.

iv. Note that the s/h vote to approve the plan isn’t required, they may have been getting the ratification to play it safe.

v. Plaintiffs make the argument that the Black-Scholes formula could have been used, but the court points out ways in which it doesn’t fit these facts well, e.g. these are non-transferable options.

vi. Court says that as a matter of public policy its better to let the SEC dictate requirements for valuing options.

vii. Waste: simply defined it’s the exchange of corporate assets for consideration that so pales in comparison that no reasonable person would make that trade.
Standard of review for transactions: under §144 escape hatch one or two, if the disinterested approval has been given then the standard that must be met is simply business judgment. If however there has not been such approval then the standard is entire fairness.

Quick and dirty summary of how stock options work:

i. Imagine a stock presently trading at $50. If event x occurs the next day the stock will increase to $60, but if event x does not occur than the stock price will fall to $40.

ii. How much would you pay for an option to buy the stock the next day after event x occurs/fails to occur?

iii. If you pay $5 for the option, event x occurs and the stock goes up, you make $5 per stock. If event x does not occur and the stock drops to $40 then you just don’t exercise your option and lose $5 per stock (whereas if you’d actually bought the stock itself, you’re out $10 per stock: $50-$40).

iv. Options are usually exerciseable some time off in the future, in which case you discount them because you have to wait for your money.

v. The Black-Scholes formula considers:

a. Volatility - Option traders like volatile stocks because it gives them a chance to make lots of money quickly.

b. The risk-free interest rate

c. Exercise price – can be either lower than the current market or higher; a lower than market price makes an option “in the money” from the get-go, hence worth more.

d. Length of option term: the longer the option the more its worth, because you have more time available to sit out market swings until the option becomes in the money.

American Tobacco Litigation (pg.654)

i. When they were offered to the directors in 1910 the options were more objectively reasonable because they were tied to the fortunes of the company. As the company’s stock soared though, the options kept pace ultimately becoming worth a fortune.

ii. How to counter the claim that these directors deserve their money because under them the corporation has done so well?

iii. By comparing their compensation to other executives – the corporation can always get someone cheaper to do their job.

iv. Consider also that if the entire market has boomed separate and apart from anything the directors have done (e.g. dot com boom), should they still be entitled to the options?

v. DGCL §144 governs here because this is a self-dealing transaction – a contract between the corporation and its directors.

vi. If one of the first two “disinterested approval” escape hatches applies then the standard of review for the options is business judgment rule. If one of the first two hatches don’t apply though, the standard is entire fairness.

vii. The business judgment rule will never protect directors from a truly wasteful transaction.

viii. If the directors can use escape hatch 3 then we never reach the business judgment rule because they have proven the transaction entirely fair.

ix. The waste doctrine exists to protect the dissenting voices who never approved the transaction: no s/h should be subjected to having their money given away.

x. Waste usually comes in two forms:

a. The price is totally out of whack

b. The corporation puts itself in a no-win situation, which would include transfers for no corporate purpose. Comes down to the corporation doing something where there’s no way it can make money or break even.

In Re Walt Disney (2003) (pg.85 supp.)

vi. Ovitz’s original compensation package was:

a. $1million/year salary

b. a 5 year contract

c. annual bonus of $0-10mill

d. option to purchase 3mill shares at Oct 16 ’95 exercise price, vesting at 1mill/year for 3 years

e. option to buy 2mill more if contract renewed

vii. When Ovitz got his up-front options he was able to buy stock worth $61 for $56; he was in the money off the bat to the tune of 3mill x $5

viii. There is virtually no chance this will be found to be wasteful. Ragazzo says wasteful means something is so bad that you can’t look at it without throwing up.

ix. DGCL §144 governs this self-dealing transaction.

x. Disney would have us believe they have the protection of escape hatch one, disinterested director approval. I happen to think that’s a tortured notion of “disinterested”, plus Sidney Poitier and the other compensation committee members were asleep at the switch. They put their heads in the sand and rubber stamped everything Eisner proposed.

xi. The plaintiffs claim here is premised on a breach of duty of care: the outside directors who approved Eisner’s plan and the compensation committee were so hapless in not looking into the conditions of Ovitz’ employment that they breached the duty of care.

xii. Why won’t this get crushed by Disney’s §102(b)(7) charter protection? Ragazzo was a bit vague about this but it seems that because there’s a flavor of loyalty breach issues about this, that should get the plaintiffs past §102(b)(7).

xiii. Ragazzo says they didn’t bring it as a straight breach of loyalty claim because there’s a definition of “interested”, and Eisner and Ovtiz being friends isn’t sufficient proof that they were self-dealing.

xiv. Michael Eisner is a jackass.

Corporate Opportunities (pp. 670-697)
Hawaiian International Finances v Pablo (1971)(pg.670)

i. Pablo was a director who took a real estate commission that the corporation was not in a position to take (because only real estate brokers can get paid commissions).

ii. But…maybe the corporation could have argued down the purchase price of the real estate because no commission was due. Pablo could have done the deal on behalf of the corporation and not taken the commission.

iii. Court turns to agency law – Pablo is an agent of the corporation, so he has a duty to act selflessly.

iv. Pablo could have just gone to the board and have them approve the commission beforehand, because disinterested director approval would mean the business judgment rule would apply.

v. Agency law says the agent can’t take any commission payment for their work as an agent, beyond that which was originally bargained for.

Northeast Harbor Golf Club v Harris (1995)(pg.673)

i. Mrs. Harris, director of golf club, bought some non-contiguous land lots bordering the golf course. The club’s concern is controlling the type of development that takes place…they wouldn’t want low income housing going up next to their posh course.

ii. One of the first things to decide in these cases is whether there really is a corporate opportunity at stake: is this a deal that rightly belongs to the corporation?

iii. Line of business test – is the opportunity in the corporation’s line of business? This test is easy to argue broadly hence it’s difficult to predict.

iv. Interest or expectancy test – centers on whether the corp has indicated a desire to think about or pursue the opportunity. This can be determined by looking at meeting minutes, who the board has hired, etc. You don’t actually need the directors to say “Let’s do this thing.”

v. Fairness test – very vague…what is fair?

vi. Assuming the land development is in the line of business of the golf club but they don’t have the capital to develop it…then what?

vii. Maybe the directors still shouldn’t be allowed to pursue it in their individual capacities because the corporation if informed might work to raise the money. The interested director might also be tempted to manipulate funds to put the corporation in a position to not be able to afford the opportunity.

viii. In Delaware it is a winning defense to prove that the corporation could not pursue the opportunity for financial or any other reason.
ix. The ALI approach requires disclosure and permission from directors to pursue it.

x. In Delaware §144 applies because this is a self-dealing transaction so the director must use one of the three escape hatches. If the escape hatch that applies is #3, to prove fairness the director would have to show the opportunity would be a bad business move for the corporation. This is very difficult to prove up, so it’s much better to have these transactions ratified.

xi. Don’t forget that operating in the background are lots of other duties, including loyalty.

xii. DE Test: Did the director come to know of the opportunity b/c of his position as a director? If so, you use the line of business test (tougher), if not you use the interest or expectancy test. 

Controlling Shareholders (pp. 697-767, Supp. 100-116)
Sinclair Oil Corp v Levien (1971)(pg.707)

i. Sinclair owns 97% of Sinven’s stock.

ii. The plaintiff is complaining about three counts:

a. Payment of dividends – the plaintiffs say that Sinclair is causing Sinven to pay out dividends in order to create cash for themselves. There is only a motivation to pay dividends when you think those dollars are more valuable in the hands of the shareholders than in the company’s hands. The company only will want to reinvest money when the potential return is such that the risk is justified.

b. In high growth companies, directors are more likely to favor reinvestment.

c. CEOs however tend to get paid more when their company grows, hence it benefits them personally to reinvest rather than pay dividends.

d. The plaintiffs have argued that Sinven is being forced to pass on valuable investment opportunities because Sinclair has forced Sinven to go dividend crazy to fulfill Sinclairs need for cash.

e. The business judgment rule will apply when there is no self-dealing involved.
f. §144 does not apply here because there is no contract between a director and the corp, or a director and a corp he is involved with.

g. To determine if there is a self-dealing transaction, you look to see if the majority S/H and minority S/H are in the same boat, or if the majority are affording themselves special treatment.
h. In this case everyone got paid the dividends, so weren’t the majority and minority treated just the same? The majority aren’t claiming they were treated differently, they’re claiming that the decision to pay dividends was not based on legitimate criteria, it was all about floating cash to Sinclair.

i. Bedrock Delaware law principle: the only thing the court will look to is the equality of treatment of the shares.
j. Here the decision to pay dividends is protected by the business judgment rule.

Kahn v Tremont Corp. (1997)(pg.713)

i. Plaintiffs claim is that Tremont is purposefully overpaying for stock in another company, Valhi.

ii. What standard of review should be applied to Tremont’s decision to buy the stock at $11.75? Entire fairness, because this is a self-dealing transaction: Valhi is getting the benefit at the expense of the Tremont S/Hs.

iii. In this case a special committee approved the sale, shouldn’t that move the sale to the business judgment rule? The committee shifts the burden to prove the transaction as not entirely fair to the plaintiffs; controlling S/Hs can’t be allowed to operate under the business judgment standard because they would self-deal all day long. As controlling S/H they are the 600lb gorilla.

iv. The issue thus becomes whether the committee acted well enough to shift the burden to the plaintiff.

v. To prove a transaction is fair under Delaware’s entire fairness standard, you must prove (a) a fair price and (b) that there was fair dealing.
vi. Here the committee did almost no investigation beyond talking to Salomon about the fairness of the purchase price. One of the supposedly disinterested directors had been paid big bucks as a lawyer for Simmons who owned 90% of Valhi.

vii. In this case because of the level of interestedness of the directors, they can’t prove entire fairness so there will be no burden shift.

viii. Damages for self-dealing: the excess amount paid beyond what should have been paid, but the problem in this case is that the evidence suggests the price was fair.

ix. The Delaware Supreme Court has suggested that in a self-dealing transaction, the transaction might be rescinded and the difference given to the plaintiff between the price paid and what the stock is worth at the time of the suit. If after the self-dealing the stock price goes down, the plaintiffs get the difference.

x. This solution ignores proximate cause though – the stock may not have gone down because of self-dealing.

xi. When a parent buys a subsidiary, they usually change it a lot, so it’s hard to unscramble the eggs and figure out what would be the status if the self-dealing transaction had never happened.

xii. Fairness test always applies to majority S/H self-dealing transaction, even when §144 escape hatch 1 or 2 applies. Disinterested approval will serve only to shift the burden.
Sale of Control

Zetlin v Hanson Holdings, Inc. (pg.736)

i. Plaintiff owned 2% of Gable. Defendants Hanson and Sylvestri owned 44.4% of Gable.

ii. Defendants sold their shares at $15/per but the market price was only $7.38/per.

iii. Good reasons for control premiums:

a. Reduces agency costs of running the business – directors do what the majority S/H tells them to. Controlling S/H doesn’t have to worry someone will want to go a direction he doesn’t care for.

b. Change of control might lead to better management.

c. Synergy – the new controlling S/H may hold companies that will be enhanced in value when combined with this one.

iv. Negative effects of control premiums:

a. Looting of assets and self-dealing transactions are limited only by ones imagination; crime can pay very well and often goes undetected.

v. Neutral aspect: Shares may be undervalued, but this is only true if you don’t believe the market is a good indicator.

vi. Is forcing ratable sale of majority along with minority stock a good solution? Not really: sellers don’t want to have to retain a portion of their stock which has gone from majority to minority status.

vii. Splitting the baby:

a. A seller can sell controlling shares for a premium, but if there is a suggestion that control was sold for a “bad reason” there will be a case-by-case inquiry.
b. Some states use per se rules with no wiggle room or investigation, but not TX or DE. It’s not clear which is the greater evil, inhibiting value-adding transactions or self-dealing.

c. The case-by-case rule only holds up if these two problems occur at about the same rate, but if 99% of the time the problem is self-dealing then case-by-case is senseless.

Gerdes v Reynolds (pg.740)

i. The market price of Reynolds Co shares is $0.06/per and the experts said the value is between $0.28-$0.50. Controlling stock was sold for $2/per – HUGE premium.

ii. Reynolds is essentially a mutual fund with all of its assets being immediately saleable stocks. The purchasers take control and plunder it for $900,000.

iii. Control group’s investigation was negligible: called the purchaser’s bank. Why should the controlling S/H have a duty to check out the purchaser?

iv. Allowing controlling S/H to collude with crooked buyers violates public policy.

v. Controlling S/H’s are uniquely in a position to make these company-altering decisions.

vi. Facts in this case particularly point to a duty: fungible assets, Reynolds Co’s assets could have been duplicated in two days, enormous control premium.

vii. Half the courts say there’s a duty to make an adequate investigation before selling control under any circumstances, half say some red flag is needed. Trade-off exists – the more obligations on a controlling S/H the more the deal is likely to be stalled and a good opportunity missed.
viii. Damages: Here the defendants had to pay back the illegal control premium (which the court calculated at $1.25/SH) and also the $900,000 already looted from Reynolds Co. Strong incentive not to steal – having to give up illicit gains and pay damages to the business.
Perlman v Feldman (pg.750)

i. Sale of control stock in a steel manufacturing company to a steel products maker at a time when steel was in great shortage and demand; plaintiffs complain this deprived them of the chance to reap benefits of the supply and demand shift.

ii. The rule from Gerdes above is prophylactic – even if there is no looting, the controlling S/H must pay back the excess portion of any control premium received.

iii. You can’t sell a corporate asset when you sell controlling stock, because the corporate asset belongs to the corporation – the asset here would be the ability to decide to whom the corporation would sell a much in demand product.
iv. Defendants were divested of their illegal control premium.

Essex v Yates (pg.758)

i. It is per se illegal to transfer control of a board of directors if you don’t actually have control. You cannot sell a corporate office. If you have controlling shares however, you are allowed to turn over control of the board.
ii. Rule exists for efficiency – if the purchaser of controlling shares could fire and replace the board at the next annual meeting anyway, its more efficient to allow him to do it at the time of purchase of the control block.

iii. In this case 28% of the shares were being sold, so its not clear if this was a controlling block or not. On remand it must be determined if 28% does equal control. There is a presumption that it is, but the defendants can prove otherwise by showing a larger block exists or that smaller groups of S/Hs usually vote together.

Jones v Ahmanson (pg.728)

i. In California, it is the controlling S/Hs duty to not accept any benefit that is not also extended to the minority S/Hs at the same time. Cali is the only state to do this.

ii. In this case the majority created a holding corp. to increase the marketability of their stock in a S&L company, but they didn’t cut in the remaining 15% (minority) S/Hs which left their S&L stock unmarketable.

Summary:

i. Control is a property right in a controlling S/H, and he may do with it what he likes. 

ii. If he sells control, he may also turn over control of the Board.

iii. If selling control, he must make sure the purchaser isn’t going to loot the company.

iv. Controlling S/H must also make sure he is not selling corporate assets.

v. Exceptions are such that many think it is incorrect to say a controlling S/H may sell control as he chooses.

vi. There are no per se rules, you need to look at the facts and see if there is a shady reason control might have been sold. 

vii. If the controlling S/H sells for bad reasons, he must repay the illegal control premium and pay for any harm done to the corporation. Every controlling S/H must weigh these risks in deciding whether to sell.

8. Federal Securities Regulation & Proxy Rules

Introduction

i. Three main goals of the security regs are: (i) get information to investors (ii) make sure it is complete and truthful (iii) regulate the market, to an extent. We focus on number ii.

ii. One of the purposes of the Fed Sec Regs is not to referee the fairness of transactions, that is a state law concern.
iii. The fed proxy rules require that if you solicit proxies, you must send S/Hs a copy of the annual report; this is how most S/Hs come by information.

iv. Securities fraud actions do not always have the same elements. There are also standing issues as to who can be a plaintiff and which defendants you can sue.

Mills v Electric Auto-Lite Co. (1970)(pg.292)

i. Plaintiff S/Hs of Auto-Lite are complaining that they were not told of a director conflict prior to a merger with Mergenthaler.

ii. Remember: whether something is a lie and whether it is material are two separate issues, so don’t treat them as one. You can lie about non-material matters all you want.

iii. A half-truth can be a lie if the literal meaning of what you say is true, but because you left out some qualifying information you are misleading someone.

iv. An omission can be a lie too when there is a duty to disclose.
v. There are two bases for finding that the Auto-Lite directors owed a fiduciary duty not to lie to the S/Hs: (i) they are directors after all, and (ii) they happened to be major S/Hs themselves.

vi. Here the Auto-Lite board supported the merger, but they were under the control and dominance of Mergenthaler’s board; how is not telling the S/Hs this a lie when a 2nd grader could join the dots?

vii. Because there’s a big difference between putting the dominance and control issue in block caps on page one versus burying it in page 7 of the merger prospectus. 

viii. It’s a question of emphasis, which is a big issue in securities law.

ix. Materiality standard in a proxy solicitation is “whether a reasonable shareholder would consider the information important in deciding how to vote.”
x. The theory goes that if you put the S/Hs on notice about the conflict, maybe they’ll dig deeper into the merger proposal.

xi. Materiality does not require that the information be “powerful” enough to change a S/Hs vote, only that it be important. The right that’s protected is making a fully informed decision.

xii. Reliance: in a Rule 14a-9 case, honest-to-goodness reliance is not required, you don’t have to prove the S/Hs would have voted otherwise if fully informed.

xiii. In this case the court only requires by way of reliance that it be demonstrated the merger could not have been consummated but for the affirmative votes of those who were ill informed.
xiv. Damages: the only way a court is going to unwind a merger is if it is equitable; very hard to unscramble the eggs after a merger.

xv. The measure of damages thus will be the difference between what the plaintiffs had before the vote versus afterward: Auto-Lite stock pre-merger value less Mergenthaler stock post-merger.

xvi. If it so happens that the merger was a great idea and the merged stock is worth the same or more than the old stock, damages are zero.

Virginia Bankshares, Inc. v Sandberg (1991)(pg.300)

i. An 85% shareholder of a subsidiary seeks to absorb the subsidiary within itself.

ii. The Virginia requirement for the merger to pass is that the directors must vote for it (they will because they are dominated by the parent) and 2/3 of the S/Hs must vote for it (easy b/c the parent owns 85% of the stock).

iii. The minority can raise a claim here because the majority S/H is engaged in a self-dealing transaction, thus must prove entire fairness (price and dealing).

iv. Had the disinterested S/Hs (i.e. the minority) approved the merger, the burden would shift from the defendant to plaintiffs…remember that a majority S/H is always evaluated under entire fairness, never business judgment.

v. The directors rendered their opinion that the merger was a good thing, so can they be sued for their opinion? Yes, if it is a lie.

vi. You prove the opinion is a lie by establishing that the underlying facts are a lie: here the directors used the book value as a measure of fairness, but book value is an iffy measure because assets like real estate can increase in value. Also used market price, which is fishy because the only real market for the stock was the 85% shareholder.

vii. There was also a lie by omission; the board had evidence the going concern value was $60/sh, which is $20 more than the merger price.

viii. The board might try to rebut that by saying they judged the study unreliable, but contra to that is the view that the S/Hs should see it and decide for themselves.

ix. Reliance: the court held that the 15% minority votes weren’t needed to complete the merger, so the plaintiffs lose on the reliance element.

Summary of 14a-9 Cases:
Always focus on who is lying and why it matters, you can’t reach the other issues without that first.
There is a rebuttable presumption in these cases that the transaction would have happened anyway without the deceptively obtained misinformed votes.

Elements of a 14a-9 case are:

(1) A lie

(2) That’s material

(3) Mens Rea (scienter)

(4) Reliance

(5) Loss causation

(6) Damages
Probably good idea to set out exam answer by elements and address each in turn.

Roosevelt v Du Pont (1992)(pg.314)

i. Plaintiff wants defendant to include her proposal re: CFC reduction in their proxy materials.

ii. Under state law, DGCL 220(b), the plaintiff would need to litigate to get the S/H list and pay to send the materials herself.

iii. Under rule 14a-8 though she can get it sent free along w/ the corporation’s mailing. Disadvantage though is that there’s a strict 500 word limit.

iv. To qualify for 14a-8 the S/H must have >$2,000 of stock and have held it for >1 year.

v. 14a-8(i)(7) creates an exclusion for “ordinary business matters” – any S/H proposal falling under that umbrella may be excluded from the proxy materials.
vi. Policy matters though are good to go, so the question becomes how different the plaintiff and defendant’s proposed CFC phase-out dates have to be to become a policy matter.

vii. Plaintiff also was insisting that a report be done by Du Pont on their CFC reduction progress; courts evaluate reports as ordinary business matter or policy issue by looking at the subject matter of the report.

Amalgamated Clothing v Wal Mart (1995)(pg.321)

i. The plaintiff wants the S/Hs to vote on whether Wal Mart must report its minority hiring practices. Is the subject matter of this report an ordinary business matter?

ii. The argument that this is a policy matter is premised on it being a social issue.

iii. There is an exclusion under 14a-8 for S/Hs to make recommendations (rather than demands) regarding matters normally under the board’s discretion, such as hiring of minorities.

iv. Rule 14a-7 says that on request of a S/H of a shareholder list, the company can either (i) send it within 5 business days or (ii) ignore you. They never do send it. If they decline though, they are obligated to send out your materials at your expense.

v. State law is about the only way to get a list.

Insider Trading and Rule 10b-5

Common Law:
Goodwin v Agassiz (1933)(pg.768)

Plaintiff sold his stock on the Boston stock exchange, it was bought by a director and general manager of the company.

The insider info was an expert’s report that suggested prior negative reports on mining potential of some land were wrong, that there was gold in them there hills.

Under common law, insider trading is not a common law fraud (majority) though a substantial minority hold it is a fraud.

Delaware is a majority state, per Lank v Steiner.

US Sup Ct created a “special facts” exception whereby it would be a common law fraud.

Federal Law:
SEC v Texas Gulf Sulfur (pg.779)

i. Rule 10b-5 says that an affirmative misrepresentation is a lie, and so is a half-truth. While omission isn’t mentioned, the courts put a common law gloss on 10b-5 finding it to be a lie too when there is a duty to speak.
ii. The duty to speak may come from the federal policy of making the market a level playing field, or perhaps from the state law.

iii. What the defendant directors did wrong here was they bought stock in their droves based on an insider report that suggested they were going to hit a big mine strike. They got bargain stock that didn’t reflect the additional cost of the possibility the mine would hit pay dirt.

iv. Speculative info can still be material – a reasonable investor would consider it important to know that a big strike might be around the corner before buying/selling.
v. Not much guessing about importance here because the directors with insider info traded like fiends. 

Basic, Inc. v Levinson (1988)(pg.798)

i. The common problem of a pending merger leaking out caused Basic’s stock to rise.

ii. Basic’s directors made three press releases; the first contained a bold-faced lie – they said there were no merger negotiations going on.

iii. The others contained half-truths – they said they had no idea why their stock was rising; the missing part of that sentence is “…oh, but we are having merger negotiations.”

iv. Materiality in the insider trading context is a function of (i) magnitude (size of impact on stock the potential merger will have) and (ii) probability (that the merger will go down).
v. Tough for executives to gage when magnitude x probability = materiality great enough to create a need to break the news.

vi. If someone calls for comment on the merger rumor and you say “no comment”, that needs to have been your answer to all questions going back years.

vii. In a 10b-5 action, reliance can be shown via a fraud-on-the-market theory: plaintiffs will argue that they relied on the efficient market to set a fair price, but because the bad guys traded on insider information the market was not efficient, hence the market as a whole was defrauded.

viii. In 10b-5 cases there’s a rebuttable presumption of reliance by plaintiffs on an efficient market, but the courts are split on this presumption in half-truth cases.
Blue-Chip held that if you didn’t buy, you don’t have standing to sue on the theory that you would have done so if insider information had been shared with you.
Prevents plaintiffs taking the stand to say “Oh yes, I’d have bought hundreds of shares had I known.” to get past SJ and cost the corporation legal fees.

Scienter: knowingly or recklessly lying, misleading or omitting information. This is the mens rea requirement in a 10b-5 case.
10b-5 damages:
Out-of-pocket = tort type damages ( market value – actual value

Benefit-of-bargain = contract damages ( represented value – actual value

Some courts are prepared to grant benefit of the bargain damages, but only if you’re the buyer.

You can get recission in theory but that’s an equitable remedy so there must be no adequate remedy at law – if money will shut you up, you’ll get money.

Who can sue you for insider trading?

You can be liable for (i) your own trading (ii) people you gave tips to and (iii) foreseeable users of the info.

In the trading window from the time you first traded using your insider info to the time of disclosure, anyone who traded in that window can sue you. You only have to pay one judgment though: either your illicit gains or the money you saved by getting out early (Martha Stewart).

You might get triple damages under RICO though.

Why study insider trading in biz org rather than security regulations?  B/c it deals w/violations of fiduciary duties that arise from corporate law.

 
Chiarella v. U.S. (p. 836)
i. The information is valuable because the buyer will pay over market price for the stock, and therefore the price will go up.  
ii. He didn't lie though because he didn't say anything and had no duty, so there was no fraud based on silence. 
iii. Duty stems from one's relationship with the corporation. 
iv. He works for the printer who was employed by the bidding company and therefore has no relationship with the target company and therefore no duty to the shareholders of the target company.
v. Duty doesn't flow from 10b-5, but flows from some other outside source, usually state law.  Interesting question is why the supreme court makes this determination?  Why didn't they create this duty and base it upon federal securities law?  Raggazzo says this is a terribly interesting question.
vi. Why not have a rule that if you know something material, you have a duty to disclose?  Bad idea-freedom of information in the market.  Rule of complete equality makes no sense. 
vii. But the problem with Chiarella is that people who find out things from overhearing conversations or other easy ways get the same protection as those who spend time and effort ferreting out material information to base their trading on.
 
Dirks v. Securities & Exchange Commission (p. 844)
i. Secrist calls the SEC and tells them that there is securities fraud going on in his company.  SEC says they're too busy to deal with it.  Secrist then tells the newspapers, but they refuse to publish.  So Secrist goes to Dirks, who is a fund manager whose customers hold lots of Secrist's company's stock. 

ii. Secrist told Dirks so that Dirks would pass along the information to his clients, causing a massive sell-off of the Equity Funding stock, thus creating interest by the SEC. 

iii. Dirks says he has no duty to the shareholders of EF under the Chiarella standard. 

iv. SEC says that Dirks stands in the shoes of Secrist, and his clients do as well.  Since Secrist couldn't sell, SEC says neither can Dirks and his customers.  But SC says no. 

v. A tippee is liable for insider trading when (TIPPING DOCTRINE): 

· The tipper has breached a fiduciary duty in passing along the information.
· The tippee knows or should know that the tipper breached this duty.
· The tipper gains from the relationship.
vi. So, here you have to look and see if Secrist gained from making the tip.  Since he didn't, the SC says no liability here. 

vii. SC was concerned that using the SEC's recommendation would impact the relationship btw market analysts and insiders. 

viii. But, new laws prevent this type of behavior.  The SEC has passed regulations making it illegal to disclose something that will affect stock price to a person you know would trade unless you make full public disclosure-SEC Reg. FD (full disclosure).   Now, no analyst meetings. 

ix. Would Secrist be liable under the tippee doctrine?  Nope, can't find a pecuniary gain from him.  But look to see if he has some type of shady deal w/Dirks, like lower commissions, etc. 

x. What about if you're a lawyer for EF and you buy puts?  Can't do it.  Confidential information received in the course of a fiduciary relationship (lawyers, accountants, etc.) cannot be traded upon.  (QUASI INSIDER DOCTRINE). 

xi. Of course, the SC is willing to use federal law to base this duty on, but still not ready to make the full leap to basing the entire duty of disclosure on federal security law. 

xii. Notes: 

xiii. If Dirks could not have traded, then his clients could not have traded (if it was a tipping violation)
xiv. If this case had failed the tipping doctrine test, then Secrist would be liable for all trading that stemmed from the test.
 
U.S. v. O'Hagan (p. 855)
i. O'Hagan is a partner in a law firm and knows that Grand Met wants to takeover Pillsbury.  Law firm represents Grand Met. 

ii. O'Hagan runs out and buys calls on Pillsbury.  Grand Met plans to offer $60/share for Pillsbury; value of Pillsbury is $39. 

iii. 14(e)(3):  if you know material, non-public information regarding a tender offer that you got from either the acquiring company or the target company, you cannot trade on it. 

iv. Clearly, O'Hagan violated this rule.  He has information regarding the tender offer that he got from the acquiring company.  The information is material and not public when he acquires and trades on it. 

v. The SC says that this rule is valid.  For 14e-3 purposes, doesn't matter whether fraud is involved.  Okay for SEC to promulgate prophylactic rules. 

vi. Ragazzo spent a lot of time wondering why should it be that if you hear material non-public information while sitting in a restaurant, but NOT about a tender offer, it's okay to trade on it.  But why is the "tender offer" information given such status?  Why not just make all of them violative? 

vii. Has he committed a 10b-5 violation? 

a. The lie here is he has an implied duty to his client not to use information he gained from the relationship for his own benefit.  So this violation of the duty is seen as a lie.
b. MISAPPROPRIATION THEORY:  a person commits fraud in connection w/a securities transaction and violates 10b-5 when s/he misappropriates confidential information for securities trading purposes in breach of a duty owed to the source of the information.  This theory premises liability on a fiduciary-turned-trader's deception of those who entrusted him with access to confidential information.
c. However, full disclosure to the entity owed the fiduciary duty forecloses liability under the misappropriation theory.
 
5 doctrines designed to close gaps caused by Chiarella:
TIPPING DOCTRINE (Dirks)
QUASI-INSIDER DOCTRINE (Dirks)
14-E-3
MISAPPROPRIATION (O'Hagan)
MAIL FRAUD/WIRE FRAUD
 
These doctrines have closed all the holes, except for the restaurant situation where you overhear some information that's not about tender offers.
Pay attention to which stock is being traded.  If it's the stock of the company the tip comes from, then it'll be a quasi-insider case.  If it's the stock of the other company in the transaction, then it'll be a misappropriation case.
Insider Trading Act of 1988:  anyone trading contemporaneously can sue you, regardless of whether you owe a duty to them.  But you are liable for only a single loss, so contemporaneous traders split it pro rata.
Santa Fe Industries v Green (1977)(pg.866)

i. Parent company owns 90% of stock and wants to complete a short form merger with their subsidiary.

ii. Minority S/Hs are being offered $150/sh which is $25 over Merrill Lynch evaluation of $125/sh. Asset value of the shares is $640/sh – the minority are mad, they want the asset value.

iii. The $125/sh that Merrill came up with is going concern value – future profits discounted to present value.

iv. The director’s decision to continue running the subsidiary instead of liquidating it is protected by the business judgment rule.

v. Offering $150 when the valuation was $125 implies the directors knew they were doing something wrong.

vi. Under DGCL 253 the minority could have gone to the chancery court to get a fair valuation…more about this later in the course.

vii. Ragazzo says we should wonder why the plaintiff passed on the other state court option, a DGCL 144 self-interested transaction.

viii. Do they have a 10b-5 action? We need a lie and there’s none here. They revealed all the pertinent details re: the Merrill evaluation and such. Is there’s no fraud/lie, there’s no 10b-5 action.

Short-Swing Trading Liability - §16(b) of the Securities Exchange Act

i. Have to be a covered company to be required to register under the Act: (i) have 500 shareholders or >$10 million in assets or (ii) you trade on a national exchange.

ii. Also have to be a covered person: (i) you have 10% of shares, (ii) directors (iii) officers.
iii. §16(a) requires that you report your trading – hot sellers on Wall Street b/c these guys are either (i) trading on insider info or (ii) using their superior knowledge and understanding of the company when they trade. Either way it’s a good idea to shadow their trades.

iv. §16(b) says any existing S/H can bring a suit on behalf of the corp if the corp opts not to sue; contemporaneous stock ownership at the time of the wrong is not required.

v. §16(b) does punish insider trading but it’s under-inclusive: if you buy using insider info but don’t sell for > 6 months, 16(b) won’t cover that.

vi. §16(b) also punishes trading that’s not insider trading, e.g. if you start with 10% of the shares, up your ownership to 12% then change your mind and sell the 2% within 6 months, you’ve violated 16(b).

vii. 16(b) damages: these are figured by taking pairs of (i) the highest sale price in any 6 month period and matching it up with (ii) the lowest purchase price in 6 months. Then doing this again with the 2nd highest sale price. Keep going until there are no more sale prices higher than purchase prices. The total amount is what the company must be paid back.
Kern County Land Co. v Occidental Petroleum (1973)(pg.888)

i. Occidental is trying to merge with Kern and while the merger is still in the think about it stages, they buy a total of 25% of Kern’s stock.

ii. When you buy more than 5% of a company’s stock, you have x number of days before you have to report your intentions. A company making a takeover would want to buy like crazy in that period and get cheap stock before the merger is announced and a premium is attached by sellers.

iii. 16(b) requires that you be a 10% shareholder at both ends, when you buy and when you sell.

iv. Occidental got off in this case b/c the court held this was not a sale within the meaning of sale in the Sec. Exch. Act. The court reasoned this way b/c Occidental had no control over the merger between Kern and Tenneco – Occidental was trying to make a hostile takeover, so they couldn’t have had any inside info that Tenneco was competing to takeover Kern, otherwise they’d have done something.

v. The bottom line is this: under 16(b) there is no liability for an involuntary sale.

A director: (i) buys ( (ii) resigns ( (iii) sells his stock, all within 6 months. This is a 16(b) violation because at the buy point the director had access to insider info, and resignation doesn’t change that.

An employee: (i) buys ( (ii) becomes a director ( (iii) sells. Rule 16(a) says that this is not a violation, because at the buying point the trader was just a regular employee, hence no access to insider info.

Diamond v Oreamuno (1969)(pg.912) Note: common law case.

i. A S/H in MAI corporation is suing directors b/c they allegedly traded on insider info that IBM was about to raise it’s service charges to MAI.

ii. When the IBM price hike news broke, MAI stock fell from $28/sh to $11/sh.

iii. Can there be a common law fraud action? No, b/c an omission is only a lie when there’s a duty to disclose.

iv. 10b-5 action? Need a lie, which there was b/c of the fiduciary duty to S/Hs. It was clearly material b/c the stock fell so much. Scienter: the directors must have known it was material b/c they dumped all their stock. Reliance – per the Basic case, reliance can be proven via fraud on the market theory. Loss causation – show that b/c of the IBM price hike the stock fell $17; also need to eliminate other causes.

v. Wouldn’t work as a 16(b) case b/c there’s no evidence of buying, only of selling, and you need both for 16(b).

vi. Probably didn’t bring a 10b-5 case b/c Gulf Sulfur was only decided a year beforehand, so attorneys were unsure of where the rule was headed.

vii. In Delaware the law is that a corporation can sue directors for insider trading, even though it is not a common law fraud and the S/Hs can’t sue the directors.

Malone v Brincat (1998)(pg.918)

i. Buyers are complaining that they paid too much for Mercury shares because the directors misrepresented the company’s earnings.

ii. Can you bring a 10b-5 action? Sure…use the fraud on the market theory to prove up reliance as per the Basic case.

iii. The directors don’t have to be trading themselves for a 10b-5 action to lie, they just have to lie materially.

iv. This is a common law fraud action, so honest-to-goodness reliance needs to be shown: that the plaintiff’s knew about the inflated earnings statements and acted on them to their detriment.

v. Here the plaintiffs were told to replead their case because they didn’t specifically state if they themselves had been injured (direct claim) or if the corporation had been injured (derivative).

vi. As we’ve said before, 10b-5 is much easier to bring because of lower barrier to showing reliance than in common law action. 

viii. Derivative Suits
The difference between a derivative suit and a direct claim matter b/c the procedural battle for a derivative suit is enormous – they’re typically won, lost or settled on procedural grounds.

Derivative suits are good because directors aren’t going to sue themselves for wrongdoing to the Corp; also good b/c there’s only one suit and the money goes back to the corporation which protects creditor’s interests. They’re bad b/c entrepreneurial lawyers may drum up a fee via questionable claims in strike suits.

Sax v World Wide Press (1987)(pg.934)

Plaintiff is mad b/c he says the other directors are making unsecured loans to themselves via the corporation, and selling off World Wide’s assets dirt cheap to another corporation they own.

In Delaware the bottom line is that if the shares are all treated the same, then it is going to be a derivative suit, not a direct claim.

Who gets the money from derivative suits?
i. Hypothetical: Majority has 60% of shares, minority has 40%. Majority steals $1million, gets caught, and has to give it back. If they had to pay back proportionate to their stock ownership – 60%, they give back $600k but are able to keep $400k of stolen money.

ii. What if the minority brings a derivative suit? If the majority has to give back $1million, he loses $400k because as a 60% majority S/H, he gets 60% of the benefit of the returned money.

iii. If a pro rata recovery is ordered, the majority will have to give the minority $400k because that’s what was stolen from them. The other $600k the majority effectively “stole from itself.”

iv. The greater point is pro rata or pay back the corporation – math is the same either way.

v. The court has the discretion to choose, e.g. to avoid the bad party regaining control of the stolen funds, but the preferred course is to return the money to the treasury. Glenn v Hoteltron
vi. Policy reason: giving the money back to the corporation protects creditor’s rights.

vii. Absent creditor concerns though, the exception might apply and the court will order the majority to pay the minority.

Contemporaneous Ownership Rule:
Bangor Punta Operations v Bangor & Aroostook (1974)(pg.951)

i. Essentially case involved plundering of a subsidiary via self-interested transaction – the majority S/H is draining assets from BAR.

ii. The problem for the complaining party is that they had access to the balance sheets before the purchase and understood that the stealing had depleted the company’s worth, so the price they paid reflected that.

iii. The purchaser can’t get the double benefit – operates like the tainted share rule.

iv. It will always be a minority S/H brining a derivative action b/c a majority S/H can just use their votes to tell the Corp what to do.

v. In this case it is not a derivative suit, b/c the Corp is suing in its own name. It amounts to a derivative suit however b/c there is one 99% S/H driving the Corp to sue.

vi. The 1% S/H is left out to dry here, though if they had contemporaneous ownership, they could bring their own derivative suit later.

vii. The only fair result in this case is for the stolen money to be returned to the 1% minority, because the 99% majority relay just stolen assets from itself.

viii. This case only makes sense if the buyer was aware of the stealing when he bought.

ix. 3 exceptions to contemporaneous ownership requirement:

a. The shares were acquired by operation of law (inheritance).

b. It was a continuing wrong, extending beyond the time you bought.

c. Under 16(b), b/c no contemporaneous ownership is required.

x. To bring a derivative suit, you must be a S/H at the time of the wrong, of the suit, and of the judgment.

Demand on the Board Before Filing Suit:

i. Demand is required because it gives the board (on the Corp’s behalf) a chance to say “No thanks” and stop you bringing suit.

ii. In Delaware, if a majority of the board are interested (e.g. because they had a hand in a self-interested transaction), demand is futile, hence excused.

iii. If only 1 of 9 were interested though, by analogy to §144(a) disinterested director approval of a self-interested transaction, demand is not futile.

iv. In such a case where only 1 of 9 are interested, you’d likely sue the other 8 for breach of duty of care, e.g. asleep at switch for the one guy’s transaction.

v. To avoid demand if you sue them all as above, you have to plead sufficient facts to show that the business judgment rule wouldn’t protect the approval. This is very hard to do though of course, because discovery doesn’t come until after the pleadings are filed.

vi. Another way to avoid demand is by questioning the substance of the transaction, and alleging waste.

vii. Delaware has no per-se rule that if you sue all of the directors you don’t need to make a demand, otherwise everyone would use it as an end-run and demand would be a meaningless concept.

viii. Delaware law summary re: demand. Demand is excused when (1) you can show the majority are interested (2) you can demonstrate breach of duty of care (3) show that the transaction looks like waste.

ix. What about if the board gets smart and appoints two new disinterested directors who then form a special litigation committee whose job it is to decided not to pursue the suit. Does the court have to abide by the committee’s decision?

x. In Delaware if a demand is made and the committee votes not to sue the Delaware court will defer to the committee’s business judgment.

xi. But if a demand is not made and the committee votes not to sue the Delaware court does not have to defer to the committee’s business judgment, but may use its own.

xii. The upshot is that in Delaware, you should NEVER MAKE A DEMAND on the board, because then you’re never put in the position of being barred by a committee vote, and have the court apply the business judgment rule.

xiii. As a member of a special committee, you will want to look at the substance of the transaction, maybe it made the corporation some money, in which case damages are zero, so then you definitely don’t want to sue.

xiv. Also as a special committee member, your most defensible ground for rejecting the suit is that the “soft costs”, such as demands of a big lawsuit on a director’s time plus damage to public reputation outweigh the merits of going forward with the suit. Just telling the court that you don’t think you’ll win, and if you do that the money won’t be that much isn’t likely to persuade the court.

xv. It is smart when a board appoints a special committee to have the committee members selected by a disinterested director, instead of an interested director picking sympathetic friends (see Einhorn v Culea – picked neighbors and friends).

Demand on Shareholders:
i. FRCP 23.1 (which Delaware has adopted verbatim) says demand on S/H’s must be made “if necessary”, but what does that mean?

ii. Demand on S/H’s is usually excused when:

iii. The wrongdoers hold a majority of the stock, b/c then demand would be futile.

iv. If the board refuses to call a S/H meeting.

v. If a wasteful transaction is alleged, b/c while a unanimous S/H vote is required to ratify a wasteful transaction, a decision not to file suit over wasteful conduct may be respected by some courts (b/c the likely returns are of de minimis benefit).

vi. In Delaware if the wasteful conduct could not be ratified by a majority S/H vote, then you do not have to make a demand.

vii. Demand on S/H’s is almost never made.

Legal Fees:
i. What wrong with paying an hourly rate? Incentive to run up the hours for work bringing marginal benefits, and a disincentive to settle b/c then you have no hours to bill.

ii. What about paying a percentage? Might encourage premature settlement, and risk of collusion is high – plaintiff’s attorney let’s defendant off with reduced damages in exchange for agreeing to pay enormous legal fees.

iii. What about paying a percentage of recover? Runs the risk of undeserved windfalls.

iv. Lodestar is the Delaware method, using reasonable fees x reasonable hours, adjusted for factors such as difficulty.

v. Legal fees are available when the benefit conferred is non-monetary, e.g. securing an injunction.

vi. It is a very rare case (see Kaplan v Rand 1999 pg.1013) when settlements re: legal fees are not approved…judges want these cases off their dockets.

vii. The benefit conferred must be “substantial”, which may mean a successful suit to correct a misleading proxy statement.

viii. Attorney fees may also be available in a direct suit, rather than derivative, because otherwise if the solo plaintiff is forced to bear the cost of all his legal bills, the other S/H’s get the benefits but are free-riders.

ix. If its easier to get attorney fees under a derivative suit than direct, why would you ever go the direct suit route? Because the procedural headaches are less…no demand on the board.

Security for Expenses:
i. Policy behind security for expenses is to avoid abuse by plaintiff’s attorneys (strike suits).

ii. Delaware does not require security for expenses. Why? More derivative suits mean more money for Delaware – along comes a derivative suit and you need a Delaware lawyer.

iii. Delaware is much less likely to throw out a derivative suit based on a litigation committee’s recommendation, because that would kill the suit, hence all the associated revenues.

iv. Alcott v. M.E.V. Corp. (1987)(pg.1026) – the Corp prevails in the suit and then seeks their fees. They’re not able to get them though because they did not require the plaintiffs to post security ahead of time.

v. The only recovery available to the prevailing corporation must come out of the bond posted.

vi. The policy behind limiting recovery to the bond is to put the plaintiff on notice that this is the amount they stand to lose – plaintiff understands risks going into the suit.

vii. Getting into federal court does not do an end run around the security for expenses requirement; diversity won’t matter, because in a diversity suit state law will apply.

viii. You can get around security for expenses though by getting a stay on the security for expenses requirement from the judge, then getting a S/H list in order to find more plaintiffs. If you can get enough other people with a substantial enough stake in what’s going on (i.e. they have large holdings), you can get a statutory exemption from posting security. This is because having a lot of genuinely interested plaintiffs means no strike suit.

ix. If you can’t do this though, and the court says you do have to post security, the suit will go away – no plaintiff’s lawyer wants to put up his own money. This is a very important issue in derivative suits – example of winning the case on procedural grounds.

x. In Texas a bond isn’t necessarily required and it’s up the judge at the end of the case to decide if you have to pay the defendant’s expenses. If he thinks it smells like a strike suit and you lost, you may have to pay D’s legal fees.

Indemnification and Insurance of Directors
i. Delaware indemnification statute is DGCL §145.
ii. Directors, officers, employees and agents are covered when they are sued because of their position. But what does this mean?

iii. Courts are split on whether insider trading is because of their position – being a director or officer is an essential requirement of insider trading, but on the other side, the conduct was solely for their personal benefit.

iv. There are circumstances when you must, may and may not be indemnified.

v. When you must be indemnified: when you are “successful on the merits or otherwise.” The Corp has no choice here, they must indemnify. Otherwise would include getting the suit dismissed for statute of limitations, or similar. You don’t have to win the whole case: if you’re sued for two things, win one and lose the other, the court will somehow allocate indemnification for expenses. Bottom line: win any part, you’re getting at least something.

vi. When you may be indemnified: when you acted in good faith in a manner you believed was not opposed to the best interest of the company.

vii. When you may not be indemnified: when you acted in bad faith, in clear opposition to the Corporation’s interest.

viii. A majority of disinterested directors can always approve indemnification.

ix. If the whole board is sued and wants to indemnify itself, they can get independent legal counsel or the S/Hs to approve the indemnification.

x. The corporation can always advance legal fees to a director, provided they sign something saying they agree to pay the company back.

xi. Waltuch v Conticommodity Services, Inc. (1996)(pg.1029)

xii. The Corporation settles a bunch of civil suits for $35million.

xiii. Plaintiff Waltuch was sued as an individual by the CFTC (like the SEC).

xiv. He lost one of his suits, and is relying on a charter provision of the Corp which he claims says will cover his legal fees regardless of good faith.

xv. DGCL 145(f) – if you read this to say that Corp’s could write agreements to indemnify under any circumstances, then the good faith requirement of 145(a) would be meaningless. How can 145(a) and (f) be read consistently?

xvi. The court reads 145(f) to say that you can do anything you want by way of indemnification, provided it does not violate the whole of §145. Example: you could have a provision in your cert that requires indemnification allowed by 145, whereas the language of the statute is permissive.

xvii. Also §145(g) says that if you buy insurance for your directors, you can indemnify them for things the statute does not allow.

xviii. Waltuch did get his expenses paid for the other part of his suit because he succeeded “on the merits or otherwise.” The court just uses the language of the statute and doesn’t buy the defendant’s arguments that the only reason he prevailed was because they settled on his behalf.

Settlement of Derivative Actions
Clarke v Greenberg (1947)(pg.1044)

i. The S/H here was paid $9,000 for his stock worth $51.88 for settling the derivative suit.

ii. Court order the S/H to (i) keep his share but (ii) turn over the rest to the other S/Hs.

iii. This would never happen nowadays because a derivative suit plaintiff must get the court’s approval to drop the suit. How much protection this offers though is questionable – collusion b/w plaintiff and defendant’s lawyers re: keeping discovery innocuous to get the settlement approved by the court.

iv. If the corporation decides to settle the claim underlying a derivative suit, then that’s it, the S/H plaintiff cannot go forward with their derivative suit. Not completely case closed though, could always sue the directors for self-dealing by settling the suit (though this isn’t as good as the derivative suit). Wolf case.

v. The rationale in allowing the Corp to settle the underlying claim is that they could have done it before you brought your derivative suit, so there’s no reason not to allow them to do it once the suit is underway.

vi. Ragazzo said that this looks very much like an end run around the derivative suit, a real gotcha for plaintiff’s lawyers.

ix. Corporate Combinations

Sale of Substantially All Assets

Katz v Bregman (1981)(pg.1064)

i. Plant industries are looking to sell their Canadian assets to Vulcan Industries for cash.

ii. S/H’s challenge it on the ground that Plant should allow the S/Hs to vote on the issue (i.e. they are not meeting a procedural requirement). 

iii. What’s really going on though is that he’s challenging the substance of the transaction – there is a higher bid available. Can’t challenge it directly though b/c of business judgment rule.

iv. Why did the legislature require the S/H vote? Policy – protecting S/H expectations…can’t change a munitions plant into a cookie factory.

v. A majority of outstanding stock must vote in favor of the asset sale – this means that it is a majority of ALL of the stock entitled to vote, not just those who show up.

vi. DGCL 271(a) says that if you sell “substantially all” of the corporation’s property and assets, the section applies and a vote is needed.
vii. Even if the assets being sold are fewer than 50%, but the assets up for sale are the only ones making any money for the corporation, there’s going to be a S/H vote. This isn’t the exact language of the statute, but this is how court’s read it.
viii. What courts read into the statute is “significant assets” rather than what the statute actually says, which is “substantially all.”
ix. Court says significance is measured in terms of quantitative effect (how much of the assets) and qualitative (how important/central are those assets)?
x. Quantitative = selling 6 out of 10 shoe stores. Qualitative = selling the shoe store that makes $5mill revenue when the other 9 stores make only $250K.
xi. The Gimbel case found 26% of the assets (quantitative) was “significant” because of the importance of those assets (qualitative). Stands for the principle that it doesn’t have to be more than 50%. Looks like it’s largely a fact inquiry.
xii. Bottom line: “all or substantially all” is not just a numbers game in Delaware – the court will look behind the numbers to the significance of the assets.
Appraisal Rights in a Merger:
i. DGCL §262(b) – there is no right to an appraisal in a sale of assets.
ii. DGCL 262 lists circumstances where S/H are entitled to an appraisal.

iii. The policy behind allowing an appraisal is to protect investor’s expectations – they didn’t bargain for this joining with a new company when they bought their shares.

iv. Isn’t a sale of assets about the same thing as a merger? So why don’t you get an appraisal on a sale of assets? Good question – states other than Delaware do allow one.

v. A liquidation will require a board and S/H vote (per DGCL 273).

vi. DGCL 263 Short Form Merger = No appraisal right. Appraisal rights cease to exist if you don’t get to vote on the merger transaction; types you don’t get to vote on are short form mergers (under DGCL 263 – where the parent owns 90%+ of the subsidiary, and the board of the parent gets to decide on the merger without a S/H vote). 

vii. In a short form merger the S/Hs of the parent don’t get to vote because their investment really hasn’t changed – it’s just the parent absorbing into itself the assets of a subsidiary it pretty much owns outright.

viii. DGCL 253 – no vote is needed in favor of a short form merger by the directors of the subsidiary (because they’re controlled by the parent’s board anyway).

ix. Only the S/Hs of the subsidiary get an appraisal in a short form merger; they do not get to vote.

x. A merger under DGCL 251 means that everyone must vote – the S/Hs on the acquiring and acquired company, in a stock-for-stock exchange.

xi. DGCL 251 – you must make a written demand, prior to the vote, in order to get an appraisal. If you wait too long you don’t get one.
xii. Assuming you remember to make a written demand, you must file it with the chancery court within 120 days of the effective date of the merger. Assuming you do so, the court will determine the “fair value” of your stock (251(h)) but note that this appraisal will be exclusive of any gains created by the merger.

xiii. 262(b) – the so-called “efficient markets exception”: if it’s a merger between two public companies as defined in the statute and it’s a stock-for-stock exchange, the stock market will set the fair price for the two stocks so the court won’t get involved and give you an appraisal. Ragazzo doesn’t understand that because what if it wasn’t an efficient market – what if there had been insider trading?

Stock Modes and the De Facto Merger Theory:

Hariton v Arco Electronics, Inc. (1963)(pg.1081)

i. 3 steps transaction: Arco (DE Corp.) is agreeing to sell 100% of its assets to Loral (NY Corp.), in exchange for 283,000 shares of Loral stock.

ii. This stock is then disbursed as a dividend to the Arco S/Hs.

iii. What is needed for Loral (the buyer) to do this? Nothing more than the decision of the Loral Board of Directors…all they are doing is buying assets so the S/Hs can’t get involved...they have no vote.

iv. What is needed on the Arco (seller) side? Under DGCL 271 - approval of the board and a vote by the majority of the outstanding shares of Arco.

v. The economic effect of this sale followed by dissolution of Arco is exactly the same in substance as a stock-for-stock merger; at the end of the day you’re in the exact same place.

vi. Why do it this way? Because it means the Arco stockholders have no appraisal rights this way. Also the Loral S/Hs have no voting rights.

vii. Loral was chosen to be the surviving corporation because had it not been, NY law would apply – it’s different to DE law and in NY you do get an appraisal for sale of assets.

viii. The holding of this case is that even though this is the functional equivalent of a merger, you do not get the same voting or appraisal rights for a sale of assets as you do for a merger.

ix. This is using §271 as and end-run around §251 by using independent legal significance as opposed to reading the statute as a whole.

x. Why have this policy? (1) Efficiency – get the merger done without being bothered by shareholders for voting or appraisal rights. (2) Certainty – once you decide whether to operate under 271 or 251 – sale of assets or merger – you know how the court will characterize what you’re doing. Independent legal significance.

xi. You can choose between 251 and 271 – merger or sale – to “cheat the S/Hs out of as many of their rights as possible”. There’s a premium in DE on clever lawyering – finding one section that will let you do the very thing another statutes appears to prevent.
xii. There’s one last group you get to cheat: creditors. Because if all you are doing is making a sale of assets, you don’t have to take on the liabilities of the asset-selling company (whereas you do in a merger).

Farris v Glen Alden Corp. (1958)(pg.1084)

i. Glen Alden (a PA Corp.) is purchasing List (a DE Corp.). List is to give all its assets to Glen in exchange for 3.6million shares of Glen Alden stock, which are dividend to List stockholders.

ii. List is the much bigger company, so why is the little fish buying the big fish? They’re trying to dodge S/H appraisal/voting rights. They want this to be an asset purchase which under DE 141 is up to the directors to decide on – no S/H vote.

iii. On the List side, under DGCL 271 the board and the S/Hs have to vote to approve the sale, but there are no appraisal rights under DGCL 262 for an asset sale. This is true provided you respect the form in which the transaction is made.

iv. If Glen Alden was the seller though, PA law would apply, and the Glen S/Hs would have voting and appraisal rights.

v. How would this have been done as a stock-for-stock merger? The List S/Hs will give up all their stock, and in return they will get 3.6mill shares of Glen Alden, which will be divided on some kind of ratio (e.g. 5 shares of Glen Alden for every share of List turned in).

vi. PA however looks at the substance of the transaction, not the form. They recognize de facto merger doctrine. PA doesn’t want S/Hs being cheated out of voting or appraisal rights just by dressing it up as a sale of assets.

vii. Not every sale of assets transaction that looks like a merger will implicate the de facto merger doctrine; if the acquiring company is huge and the target is very small (a whale swallows a minnow), then the stockholder of the “whale” has had their investment expectations changed minimally.
viii. The line of business of the acquiring company and the target is a factor – are they in the same line of business? This will influence the impact on investor’s expectations.

ix. Here Glen Alden will become twice as large, will have 7 times as much debt, and will enter a new line of business, hence it is a de facto merger.

x. Analysis in a de facto merger inquiry: look at the relative sizes of the two companies to see if it’s really just a sale of assets.
xi. De facto merger doctrine is bad because it makes transactions less predicable.

xii. Note that subsequent to this case, the PA legislature amended the statute to say that a sale of assets transaction will not be re-characterized as a de facto merger. Texas did this too.

xiii. Not recognizing de facto merger doctrine is pro-director freedom; it lets them get the deal done “efficiently” without needing S/H vote. Race to the top or race to the bottom?

Triangular Mergers and Share Exchanges

Terry v Penn Central Corp. (1981)(pg.1094)

i. Mr. Terry and Mr. Hunt are S/Hs of Penn Central, they are the complaining party.

ii. Penn Central owns 100% of Holdings Corp.

iii. The plan is for Holdings to acquire via a merger Colt Corp. 

iv. The Colt Corp S/Hs will get preferred stock in Penn Central for this exchange, and Holdings will get the assets of Colt.

v. Is this okay? Yes – the security for the merger does not have to be the stock of the surviving corporation - DGCL 251(b).

vi. The purpose of structuring this transaction was to cut the Penn Central S/Hs out of their voting and appraisal rights.

Preferred stock


Owns 100%






    Merger


Above is a triangular merger; has Colt been the surviving company it would be a reverse triangular merger.

Self-Interested Combinations

Sterling v Mayflower Hotel Corp. (1952)(pg.1101)

i. Hilton wishes to merge with the Mayflower Hotel in Washington DC. Hilton owns 83% of Mayflower.

ii. Hilton will be the surviving company; Mayflower S/Hs are to get 1sh of Hilton stock for each 1sh of Mayflower, or they could opt to take $19.10/sh in cash for their Mayflower stock instead.

iii. Complaining S/H wants to enjoin the merger b/c he thinks it’s not fair.

iv. If this case happened today, Hilton would have to prove entire fairness (fair dealing and price), unless there was disinterested director or S/H approval (under §144).

v. Fairness of price: choice for Mayflower minority was 1sh in Hilton or $19.10 in cash. Hilton shares had historically done better than Mayflower shares in terms of earnings, dividends, etc.

vi. Approximate current price of Mayflower was $16.25, so why is the plaintiff upset if he can get $19.10? Because the asset value of Mayflower stock is $27/sh (if broken up and sold).

vii. DGCL 141 though says that it’s the director’s job to decide whether or not we’ll continue running the business (protected by business judgment rule). If you don’t like it then sell your stock or file a derivative suit.

viii. Because the business is being continued, not broken up and sold, the correct comparison to determine if the price is fair is the going concern value not the liquidation value.

ix. Prior to the merger, plaintiff had no right to insist on the liquidation value, hence he has no right to it during or after the merger either.
Freezeout Mergers

Weinberger v UOP, Inc. (1983)(pg.1110)

i. Signal owns 50.5% of UOP. Those shares were bought for $21/sh.

ii. Prior to the Signal purchases, UOP was selling for about $14/sh. The people who sold their controlling block made about a 50% premium.

iii. Signal wants to do a cash-out merger: Signal will give the remaining UOP S/Hs $21/sh, get the UOP shares back, but then UOP shares will be extinguished.

iv. DGCL 251(b) says that the plan of merger should say what the stock of the target is being exchanged for (cash, stock, etc) which gives authority to exchange stock for cash.

v. This was the first case to hold that freezeout mergers were okay; policy reason is efficiency – to avoid the minority being a stumbling block to closing the deal.

vi. While in DE it is okay to freezeout the minority in a merger, they still must be treated fairly – fair price and dealing. This would mean the vote of the majority of the disinterested minority shareholders, which did occur here, but the court said it didn’t count because the minority was misinformed.
vii. The price here does look fair, b/c when Signal bought their control block in an arm’s length transaction they paid $21/sh, so to offer the minority that for their shares is really very generous.

viii. So if there was a fair price, then even if there hasn’t been fair dealing – what are your damages? Maybe $0, but this court holds out the possibility of recissory damages, but it’s very hard to unscramble the eggs. The recission remedy would only make sense if the merger hadn’t happened.

ix. Ragazzo suggests there is very little bite to the fair dealing prong of the Delaware fair dealing test, because recission is such an unlikely/impractical remedy.

x. DGCL §262 says that appraisal is the exclusive remedy if you are suing over the adequacy of consideration in a merger – this means you couldn’t sue the Signal directors for breach of fiduciary duty.
Unocal Corp. v Mesa Petroleum Corp. (1985)(pg.1140)

i. Mesa got a preliminary injunction enjoining a tender offer by Unocal for its own stock.

ii. Boone Pickens is the president of the board of Mesa – he bought 13% of Unocal stock before he made his tender offer (he bought as much as he could before he had to disclose his tender offer plans under the SEC rules).

iii. Pickens makes a two-tiered tender offer that is front-end loaded: he wants to buy 37% of Unocal stock, and then use his majority position to effect a freeze-out merger.

iv. He’d do the freeze-out merger by getting written consent under §228 to kick out the existing board, then bring in his own guys who would authorize whatever.
v. He wants to get rid of the minority because he plans to use Unocal assets as security for the junk bonds he will use to pay the minority for their shares. If the minority are still around it would be a self-interested transaction to do this.

vi. Junk bonds – very risky b/c high rate they will be defaulted on – in this case the company is being bought entirely on borrowed money. Great risk of failure.

vii. If you say a junk bond is “worth $54”, that’s very much a subjective judgment regarding the risk on one hand and the interest rate they will pay on the other. Pickens maintains they’re worth $54, but that’s his opinion.

viii. Goldman Sachs presented evidence that $60/sh was a fair price, so Unocal creates a defensive measure that kicks in IF Pickens is able to acquire his extra 37% of stock.

ix. The Unocal self-defense measure is to buy ALL of the remaining stock (49.99%) for junk bonds “worth” $72 (so, in Unocal’s judgment, the interest the bond will pay versus risk makes it worth $72).

x. The point of the defense: Let’s say Pickens gets the first ½ of the stock at $54/sh, then has to buy the remaining ½ at the defense-mechanism/self-tender offer at $72/sh, then the average price is $63/sh. If Pickens thinks the company is worth more than $63/sh (e.g. asset value) then he’ll go forward, otherwise he’ll abandon the offer.

xi. Standard to evaluate the self-defense measure: business judgment would be easy. What about entire fairness: fair price, fair dealing. Fair price - In this case you’d have to show that forcing Pickens to pay $63/sh was justified, but if you’re wrong you’ve screwed up by denying the S/Hs the chance to get the $54 offered.

xii. The self-defense measure isn’t a self-interested transaction under DGCL 144 because they have no direct financial interest…no contract b/w director and corporation (but of course, they want to keep their jobs and if Pickens takes over, they’re fired).

xiii. The court comes up with an intermediate standard of scrutiny falling somewhere between biz judgment and entire fairness. 
xiv. Unocal standard for a defensive measure by an incumbent board facing a hostile takeover is two prongs: (1) the board must reasonably perceive a threat, e.g. based on a reasonable investigation (2) their response to that threat must be proportionate.
xv. In proving that there was a threat the directors will need to show:
i. Adequacy –The offer must reasonably have been viewed as inadequate: the comparison used to decide it is inadequate does NOT have to be the plan you intend to implement instead, it could be (as it was here) the liquidation value of the shares. Ragazzo says this looks just like business judgment standard to him – all the company needs to do is take the investment bankers’ word for it. 

ii. Coercion: The tender offer must be coercive in nature – coercive means that you would sell even if you think your stock is worth more than what’s on the table via the tender offer (in this case, you’d rush to get the $54 cash rather than get stuck with the $54 junk bonds). You have to be able to show that the 2nd step of the tender offer is worth less than the front-loaded cash payment. No evidence shown of that in this case, the court just accepted the argument that it “could” be coercive.

iii. Greenmail – raider makes a tender offer, acquires shares, and the corporation offers the raider a premium to get his shares back (gives him more $ than he paid).
xvi. Applying the intermediate test to Unocal case:

i. A defensive measure that oversteps the mark and is unreasonable would be requiring Pickens to pay a disproportionate price, i.e. if the tender-offer price Pickens made was in fact adequate, but they required more. They would be acting over-defensively.

ii. To remove the coercive nature of his offer, all Pickens would have to do is make sure his “junk bonds” really are worth $54/sh. He could do this by making a guarantee that if the bonds turn out to be worth less than $54, the difference will be made up in some other way. Here the board offered “junk bonds” worth $72…Ragazzo says this is using a Howitzer to kill a gnat, and he has no idea how the court found it proportionate.

iii. Greenmail – the way to stop Greenmail is simply just to not pay the raider (Pickens) a premium. Ragazzo doesn’t see how Greenmail is ever a threat that must be responded to via a defensive measure b/c not paying him is so simple.

Revlon, Inc. v MacAndrews & Forbes Holdings, Inc. (1985)(pg.1160)

i. Pantry Pride wants to buy Revlon to break it up and make a killing.

ii. There’s a penalty assessed by the market on diversified enterprises because management is disparate, hence management costs are high. 

iii. $47.50 was the first tender offer made by PP for Revlon.

iv. Revlon wheels in their I-Banker who says that Revlon is worth mid-50’s if the entire enterprise is liquidated, or mid-60’s if it is sold off in pieces.

v. Revlon adopts a “back-end rights plan” – the S/H’s each get a dividend that entitles them to trade in 1 Revlon share in exchange for a note valued by Revlon at $65; exercising the right is contingent on someone getting control of 20% of the shares of Revlon.

vi. This works to dodge a tender offer because the S/Hs won’t bite at an offer that is one cent lower than the $65/sh offer they have on the table under the rights plan.

vii. Revlon also has a repurchase plan, whereby if you choose to resell your shares to Revlon you can get a note worth $47.50 and a $10 preferred stock.

viii. There were covenants attached to the notes making any highly leveraged offer (using a lot of debt to buy the shares) a violation…this made it tougher for the raider to buy the shares because without the covenants being dropped, he can’t buy.

ix. This is not a coercive offer, because PP is presenting S/Hs with $47.50/sh in cash, and even if you vote no initially but the merger comes off anyway, you can still get the same $47.50 from PP on the back end.

x. This case is just a re-run of Unocal; so long as the board perceives based on an I-Banker’s opinion that the liquidation value of the corporation is higher than the tender offer price, that’s good enough reason to pursue defensive measures.
xi. Why could the break-up and sale of Revlon be a threat to the company? Because a bunch of people will get fired after the acquisition – they’ll get fired b/c the raider has bought the company on debt and is very concerned with making his debt payments. A good way to make sure you’ve got the cash to make your payments is to fire a bunch of EE’s and save on salary.

xii. Unocal said there is nothing wrong with considering persons other than the S/Hs (e.g. charitable donations by corps are okay provided they’re reasonable). This suggests that concern for the EE’s of the corporation is valid.

xiii. Are the defensive measures reasonable? Arguably so – the I-Banker said the company is worth mid-60’s, so setting the rights-plan back end such that offers must be over $65 is reasonable.

xiv. The repurchase plan also appears to be proportionate because the covenants in the notes pretty much barred a leveraged buy-out, meaning that you’d have to have $6billion in cash to buy.

xv. Perelman (the raider) keeps bidding against himself and increases his offer from $47.50 to $53. The stock is selling in the 30’s. While the board’s defenses were legal, the shareholders are only going to allow the board to reject these juicy offers to so long before they mobilize and fire them. When this realization sets in…

xvi. …the board goes looking for another buyer, enter Forstmann (the “White Knight”).
xvii. Forstmann offers $57.25/sh and insists on:

a. An asset lock-up option: if Forstmann loses the bidding competition they get to buy some of Revlon’s nicest assets dirt cheap.

b. A no-shop option: Revlon can share info with other suitors and entertain offers, but not go out looking for them.

c. A $25million cancellation penalty.

xviii. There is a negative aspect to the favored treatment of Forstmann as a bidder - Perelman/PP bidding is being discouraged because the asset lock-up option makes it much more expensive for PP to buy Revlon.

xix. Favoring a bidder is okay but it must be in the best interests of the S/H.

xx. PP then offered to buy for $58, provided the covenants and cancellation penalty are dropped.

xxi. There’s an argument that without the favoritism shown to Forstmann, they still would have made their $57.25 bid anyway: the supporting evidence for this is that even before they were extended a sweetheart deal, they upped their bid from $53 to $56.

xxii. This is NOT THE BUSINESS JUDGMENT RULE – when you decide to sell the company 

a. (i) You’re no longer allowed to consider the noteholders, community at large, etc. the only people who matter are the S/Hs and 

b. (ii) Everything must be oriented toward increasing S/H value and there will be strict judicial review to make sure that happens.

xxiii. Board behavior toward tender offers are scrutinized very differently in terms of judicial review, depending upon what side of the decision to sell the offers were made. 
xxiv. Before the decision to sell = Unocal = court will show deference. 
xxv. After the decision to sell = Revlon = very high standard.
Paramount Communications Inc. v QVC Network (1994)(pg.1191)

i. Viacom makes the first offer to buy Paramount for $61 (cash and stock combo).

ii. Viacom wants Paramount to agree to:

a. No-shop provision…no soliciting other bids

b. Termination fee…$100million goes to Viacom if someone else buys at a higher price

c. Stock option agreement…if someone else buys at a higher price, Viacom has the option to buy 19.9% at $69.14/sh. This just means that if they lose the bidding war, they get to make a profit ($500million). They didn’t need cash to exercise the stop option either – there was a “put option” whereby Paramount would just give Viacom the difference in cash.

iii. QVC pops-up and offers $80/sh in cash and stock.

iv. In response to that, Viacom raises their bid to $80/sh also. They then (this is very unusual) bid against themselves and offer $85/sh.

v. QVC responds by offering $90/sh on the condition that the no-shop, termination fee and stock options extended to Viacom.

vi. The board of Paramount says to Viacom “Oh, no thanks…Viacom’s offer has way too many conditions.” Crazy, because these are the very conditions the Paramount board created!

vii. Judged under the Revlon standard, b/c the decision to sell the company has been made, the board’s job changes to auctioneer and they must get the highest value for the S/Hs possible.

viii. The argument they’d lose under Revlon is easier, they took at lower bid.

ix. The argument they’d win under Revlon is that this is (in part) a stock-for-stock merger, so perhaps the Viacom stock is worth more than the QVC stock.

x. Under Unocal  the board would have to reasonably perceive a threat and their response would have to be proportionate: the board would win under Unocal b/c they did the minimum – they got an opinion from their I-Banker Booze Allen.

xi. The problem here is that Viacom, off their own bat, made and offer at $61/sh, so there was no need for the favoritism shown Viacom…no need to use the protective measures to try and start a bidding war.

xii. Winner under Unocal, loser under Revlon. Makes the big question in this case – which one applies?

xiii. There’s a sale of control going on here: the Viacom stock being traded for Paramount stock is non-voting stock.

xiv. If Redstone (the top guy at Viacom) comes to be in control, theoretically he can’t mistreat the minority, but the law’s no perfect and he might not get caught for trying. The market will recognize that in some circumstances crime pays, so the minority stock will be devalued if Redstone/Viacom comes to own a controlling block.

xv. Selling control has great significance to the minority, so perhaps we should say that selling control amounts to the same thing as selling the whole company, hence Revlon should apply (not Unocal) because the de facto decision to sell the company was made vis-à-vis the sale of control. The court didn’t see the “Is it Revlon or is it Unocal?” question as being the big issue here.

xvi. The standard used here was “enhanced scrutiny”: 

a. Is the defense “draconian” – this means it is “preclusive and coercive”

b. Coercive = S/Hs are forced to take something they don’t want to take (Ragazzo said that didn’t happen here)

c. Preclusive = you’re put in a spot where you can’t take someone else’s bid.

xvii. Ragazzo said we need to think about what standard the board applies when they decide the defense is neither preclusive nor coercive, and also whether the law has really changed from the standards set by Unocal and Revlon.
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