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AGENCY LAW
Terminology

Know what the following are:

Agent; General agent / Special agent

Principal

Disclosed principal / partially disclosed principal / undisclosed principal.

Liability of Principal to 3rd party
Actual authority; express / implied

Apparent authority (covers principal to 3rd party representations)

Power of position

Agency by estoppel

Inherent authority (authority to do main and related acts, but not stuff too far removed – used by 3rd party to hold principal liable for agent)

Ratification; express / implied

Acquiescence

Termination of agent’s authority – when?

Liability of Agent to 3rd party
Understand agent’s liability when the principal is undisclosed, partially disclosed and disclosed.

PARTNERSHIP LAW
Remember – can always vary these default rules by written agreement.

Formation

Understand the following RUPA rules:

Non RUPA 4 element test for partnership is (i) agreement to share profits (ii) agreement to share loss (iii) mutual right of control/management (iv) community of interest in the venture.

RUPA 202(a) just says that the association of 2 or more persons to carry on a business as co-owners for profit forms a partnership, even if they didn’t mean to.

Ongoing Operation

RUPA 401(b) – partners get an equal share of profit, bear losses proportionate to share of profits.

RUPA 401(c) – partnership must reimburse a partner for expenses incurred in ordinary business dealings and indemnify a partner for ordinarily occurring liabilities.

RUPA 401(f) – each partner has equal rights in management.

RUPA 401 (j) – if the partners differ, the majority vote decides, but if it’s a matter outside normal business practice or an amendment to the partnership agreement, then all partners must consent.

Liability

RUPA 307(a) – partnership can sue and be sued in its own name.

RUPA 306(a) – partners are jointly & severally liable, unless otherwise agreed.

Interests and Property

RUPA 203 – property acquired by the partnership belongs to the partnership, not the individual partner who acquired it.

RUPA 401(i) – a new partner can only be added with the consent of ALL of the existing partners

RUPA 502 – a partner’s right to share in profits/losses and distributions CAN be transferred to someone who is not a partner, but that’s all. They can’t be made a partner and they have no right to see the books.

RUPA 801(a) – a transferee of partnership rights is entitled to judicial dissolution any time in a partnership at will, or at the end of the term in the case of a partnership set-up for a particular undertaking.

Duty of Loyalty

RUPA 103(b)(3) – the duty of loyalty in a partnership is mandatory and can’t be contracted away, but the partnership CAN define what constitutes loyalty within reasonable standards.

RUPA 404(e) – just because a partner’s conduct furthers their own ends doesn’t mean they’ve violated the duty of loyalty.

RUPA 404(b) – partners owe a duty of loyalty to the partnership, so that means (i) any property, profit or benefit derived is held in trust for the partnership (ii) can’t deal with the partnership on behalf of someone with adverse interests and (iii) no competing with the partnership prior to dissolution.

Meinhard v Salmon: Not honesty alone, but the punctilio of an honor the most sensitive.

Dissolution (breaking up the partnership)

RUPA 402 – a partner has no right to insist upon, and can’t be forced to take, a distribution in kind. (i.e. None of this “You take one store, I’ll take the other.”)

RUPA 807 – ALL creditors are placed on the same level, partners and otherwise, and on dissolution there’s a right to insist the assets be sold for cash.

RUPA 801(2) – if a partner dissociates themselves wrongly, a majority vote by the remaining partners means they can continue anyway.

RUPA 601(5) – if a judge determines a partner has engaged in wrongful conduct, the judge can dissolve the partnership. This would trigger a right to get damages under RUPA 602(c).

RUPA 801(5) – a judge can dissolve the partnership if it’s impracticable to carry on the partnership because of partner conduct (e.g. one of two partners goes to jail) or for other reasons (e.g. the partnership’s only, unique asset was destroyed).

Dissociation (a partner says “I’m out.”)

RUPA 602(a) – every partner can withdraw (dissociate) by their express will at any time

RUPA 602(b) – major types of wrongful dissociation are: (i) breach of express term of partnership agreement (ii) withdrawal of a partner before the partnership term is up or the task the partnership was formed for is completed (iii) partner engaged in wrongful conduct materially/adversely affecting the partnership (iv) a partner has breached a duty of loyalty or good faith.

RUPA 602(c) – a wrongfully dissociating partner is liable to the partnership and the other partners for any damages caused, plus they can continue on without him if they want.

INCORPORATION LAW
Pros and Cons of Incorporation
Pros: limited liability, sell stock to raise cash, freely transferable interests, perpetual existence, centralized management.

Cons: in a smaller Corp free transfer can mean managers come in you don’t like, hard to cash out due to perpetual existence, management may run it for their interests not stockholders.

Promoter’s Transactions

Typically a promoter remains liable to a third party for contracts entered into on behalf of the Corp; the Corp can later adopt (rather than ratify) the promoter’s contract, though for the promoter to get totally off the hook a novation is needed and a new K between the Corp and 3rd party. 

Defective Incorporation

DGCL 102 – list of info needed in cert of incorporation: name, address, type of business, amount and type of shares to be issued, etc.

DGCL 103 – tells you how to file your cert

DGCL 106 – corporate existence begins once the cert is filed with the Sec of State

De Facto Corporation Doctrine: Saves you from liability due to stupid mistake like clerical error or address error on envelope. Requirements are: (i) statute permitting general incorporation (slam-dunk b/c true in all 50 states) (ii) colorable/good faith attempt to comply with statute (iii) some actual use or exercise of corporate privilege

Model Act: you’re only a corporation when the cert arrives in the mail, hence there is no de facto Corp doctrine.

Corporation by Estoppel Doctrine: just a plain vanilla estoppel, you don’t get to represent yourself as a corporation then use a defective incorporation as a sword to escape an obligation. Note that the doctrine also operates to stop a 3rd party using the defective incorporation to escape a contract with the Corp.

Ultra Vires Conduct

DGCL 124 – a corporation can’t use the ultra vires nature of its conduct to escape an obligation; usually ultra vires conduct will be enforceable, though here are some exceptions:

124(1) – a shareholder can challenge an ultra vires executory contract to which the Corp is a party. All parties to the contract MUST be in the suit though, and a court won’t enjoin an ultra vires contract if doing so would be unfair to the third party.

124(2) – shareholder can always sue incumbent/former directors for their ultra vires conduct; if Charlie CEO caused the corporation to loan money to his buddy for a fishing boat, a shareholder can always sue Charlie.

Tainted Share Rule: you don’t get to buy stock knowing about prior ultra vires conduct, then try to disclaim the ultra vires conduct after the purchase (can’t get double benefit – lower purchase price AND escape ultra vires obligation).

DGCL 102(a)(3) – corporation can keep its business opportunities open by wording its certificate to allow “lawful business activity.” Shareholders can also use this rule to limit Corp’s business or restrict rights of those in charge.

CORPORATE RIGHTS AND POWERS
Allocation of Power

DGCL 141 – it is the director’s job to run the business of the corporation (i.e. not the shareholders).

DGCL 228 – a shareholder’s meeting MUST be called by the directors, so if shareholders want to work around the directors and mobilize the shareholder votes, they can get the written consent of shareholders to do x, y or z.

DGCL 109 – stockholders can vote to amend a corporation’s by-laws (for example, to add a new, more favored director). But…

DGCL 223 – says that normally only the board of directors is able to add a new director position.

How shareholders can unseat existing board: (i) get shareholder written consent to amend by-laws to increase the number of director seats (ii) written consent to allow shareholders to pick who fills the new seats (iii) amend by-laws to add new, favored directors by name.

Blasius case stood for the principle that directors can only interfere in a shareholder vote when there is a “compelling justification”, but “we know better than the shareholders” will never be the answer. The board can’t see shareholder activism coming (e.g. adding new seats/directors) and proactively do things like amend by-laws to pack the board with friendlies. But: Blasius never extended beyond imminent shareholder vote…need imminent harm to a vote.

DGCL 141(k) – a staggered board can never be removed without cause.

DGCL 242 – to amend the certificate of incorporation, the board and the shareholders have to agree to it.

Requirements for Corporate Action

DGCL 141(f) – don’t have to have a meeting to decide an issue provided all board members consent in writing and the certificate/by-laws allow no meeting.

DGCL 141(b) – implies a meeting is required; courts tend to think so, otherwise director could visit others individually and give different info to each.


Director Voting

Quorum: if there are 9 seats, a quorum is 5 ( majority of eligible voters.

DGCL 141(b) – quorum is defined by total number of seats in certificate, doesn’t matter if some are dead, they still count.


To carry a motion you need a majority of the quorum (e.g. 3 of the 5). Abstention = no.


141(b) – quorum can be set as low as 1/3 of directors (but no lower) or as high as 100%.

Certificate can also require 100% vote of the quorum to carry motion (supermajority provision, giving veto power to any director).

Shareholder Voting

Default rule is majority of shares entitled to vote = quorum (e.g. 501 of 1,000).

DGCL 216 – in a S/H quorum, to carry a motion you need majority of votes of those present (i.e. not all those able to vote, only present). Can be changed in the cert.

Shareholder voting problem, ask (i) what is a quorum, is it legitimate? (ii) total number of shares present, or voted? (iii) what % is need to carry the motion?

Cumulative voting explained, using hypo of majority has 6 shares, minority has 4, there are 3 board seats…

Straight voting ( majority gets 6 votes per seat, minority gets 4. With 51% or more of shares in straight voting, you get to elect the entire board.

Cumulative voting ( majority gets (6 shares x 3 seats) = 18 votes, minority gets (4 shares x 3 seats) = 12 votes. Minority should throw all 12 votes at 1 seat to guarantee at least 1 slot.

DGCL 214 – cumulative voting can be specific in the cert, otherwise Delaware default is straight voting.

DGCL 141(k) – if the votes against removing a director would be enough to get him elected in first place, he can’t be removed w/out cause…stops majority removing director elected by minority via election.

Minimum votes need to elect a particular # of directors:

X 
=
(S x N) + 1



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



   D + 1

X = min # of shares needed, S = total # of shares to be voted at meeting, 

N = # of directors you want to elect, D = total # of directors to be elected. 


Number of directors that can be elected by a group w/ certain # of shares:


N
=
(X) x (D+1)




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




       S


N = # of directors that can be elected, X = # of shares controlled


D = # of directors to be elected, S = total # of shares to be votes at meeting

Piercing the Corporate Veil

Understand the difference b/w horizontal and vertical veil piercing.

Before looking at veil piercing/derivative liability, think first if personal liability would work (e.g. sue the sole owner of a Corp for fraud).

§4 Uniform Fraudulent Transfer Act: Transfer fraudulent when…

1. Undertaken by debtor w/ intent to put funds somewhere a creditor can’t get them, or

2. Debtor gets something w/out giving value in return and debtor was (i) about to do a deal that would put the business in position of being insolvent, or (ii) debtor realized they’re taking on debt beyond the ability to pay.

Under the above statute if your Corp become undercapitalized it’s a fraud to siphon funds.

Texas – good veil piercing state for plaintiffs; if lots of mini corps are managed as one, they’re treated as such, even if formalities observed.

Parent-subsidiary: parent can generally advise or steer, but must not control day-to-day.

Summary: many factors are involved, no rhyme/reason to which matters most, free roaming inquiry by court, only reason to pierce is if someone’s played funny money.

Shareholder Informational Rights

DGCL 220(b) – default rule is that shareholders have an automatic right to shareholder lists, provided the corporation has one, and the burden is on the corporation to demonstrate improper purpose. For books and records though S/H must demonstrate a proper purpose.

Limitations: Can’t go on a fishing expedition, must give a specific reason, e.g. “suspected corporate mismanagement” isn’t enough. Need factual backing, specific allegations. If S/H does show a proper purpose, can’t see all books and records – must explain why they need x, y or z.

General Time Corp – S/H entitled to list even for ulterior motive, e.g. guilt tripping over corporate practices. Corp can always get protective order limiting use of list.

Proxy Contests

Incumbent board can incur “reasonable and proper expenses” for solicitation/defense of corporate policies. Can’t get paid back for a personal dispute, only policy (but it’s easy to dress up a personal dispute).

Insurgents who lose never get paid, if they win S/H must vote to reimburse them.

CLOSELY HELD CORPORATIONS
Introduction

Donohue held that close corp S/H owe one another a fiduciary duty; it’s more a duty to be fair than selfless. Can’t pick and choose whom to buy back stock from, must offer to all. Donohue was a classic freeze-out; holding protects minority’s investment expectations.

Nixon appears contrary to Donohue that there is no duty owed to minorities, but Nixon wasn’t a freeze-out case. Does however stand for principle that not all minorities are alike.

DGCL 342 – 3 requirements for statutory close corp (i) no >30 S/Hs (ii) transfer restrictions (iii) no public offerings.

DGCL 343 – certificate must state that it is a close corporation.

DGCL 350 – close corps can contract for most anything they want.

Voting Agreements

DGCL 218(c) – codified the result of the Ringling case that voter agreements are valid, only stipulation is that they be in writing.

DGCL 212(e) – a proxy can be made irrevocable provided it declares itself to be such and if its coupled with an interest in law sufficient to support an irrevocable power (could be an interest in the stock or in the corp generally).

DGCL 218(a) – authorizes voting trust – the vesting in another for a designated time of the voting rights of some stock, subject to any restrictions in the agreement.

DGCL 218(d) – says that §218 on trusts won’t be held to invalidate an otherwise legal voting agreement or irrevocable proxy: relates to independent legal significance principle of Delaware statute provisions. Can’t argue an agreement is invalid because it does (or does not) meet the statutory definition of a trust.

Agreements Limiting the Board’s Discretion

DGCL 350 – a written agreement b/w S/Hs is not invalid because it relates to the conduct of the corp’s business such that it restricts/interferes with the power of the board. It will relieve the board of those duties and impose liability for them on the S/Hs for the life of the agreement.

Fiduciary Obligations of Shareholders

Wilkes case of four guys who started nursing home beat a retreat from Donohue equal opportunity principle and set up the majority law today: the board must have had a legitimate business purpose for the action they took affecting the minority.

Texas and other states though look for the minority’s reasonable investment-backed expectation; are they getting the deal they anticipated.

Smith v Atlantic Properties – held that a minority with a veto power owes a fiduciary duty to the other S/Hs even though they’re a minority. Couldn’t refuse to pay dividends in face of repeated raping by the IRS.

Merola v Exergen – status as stockholder and employee are separable. Firing an employee who had certain expectations re: acquiring stock isn’t a per se breach of fiduciary duty.

Valuation of a Business

Law is that DE block method can be used, but any reasonable method will suffice.

DGCL 262(h) – shares are to be valued aside from any anticipated value change due to a merger.

Block method factors are (i) market value – the last trading price before the evaluation (ii) earnings value – earnings per share averaged over last 5 years, excluding outliers, times a “multiplier” (less risky the biz, the higher the multiplier – usually figured by looking at comparable businesses). (iii) asset value – worth of business if sold piecemeal. Each factor assigned a weighting and multiplied out.

Transferability Contracts

DGCL 202(1)-(5) – lists transfer restrictions that are okay.

Common law gloss over all contracts that restrictions be “reasonable”, and property and contract law operate together to disallow illegal restraints on alienation like RAP.

Dissolution / Judicial Supervision

Dissolution for Deadlock

DGCL 273 – special Delaware statute for corporations with only two shareholders (high potential for deadlock).

Delaware does not have a statute granting a broad power to dissolve a close corp, though arguably a court of equity could do it.

DGCL 226 – a custodian can be appointed to any corporation

DGCL 353 – a provisional director can be appointed to a close corp to break a deadlock.

Dissolution for Oppression and Mandatory Buyouts

Because Delaware has no statute granting courts the power to dissolve a corporation on its own initiative, as an equitable intervention courts have done it in very extreme circumstances, where there is outright stealing going on.

Remember Nixon in Delaware suggests no special duties are owed by S/Hs in a close corporation.

NON-CORPORATE LIMITED LIABILITY ENTITIES
Limited Partnerships

RULPA 303 – sidesteps the issue of firsthand knowledge on the part of a third party as to the amount of control exerted by a limited partner and says that if the third party has a reasonable belief that their transaction with a LP was a transaction with a GP, then the LP is going to be held liable for exerting control over the business. 303 says a LP is liable if they are also a GP, or if they participate in the control of the business.

Corporate general partners: In Re USA Cafes Litigation suggests that a GP owes a fiduciary duty of some kind to any LPs, at least to the extent that they may not steal from them. Analogized to a trust, with the GP being administrator, LP being beneficiary.

Limited Liability Companies

Can be member managed (more like a partnership) or manager managed (like a Corp). Generally okay for members to participate in management (unlike LPs). LLC law is young, hence always analogizing to partnership/corporate law.

Mere instrumentality theory: elements are (i) complete domination/control (ii) control used to perpetrate a fraud/violate a statute or legal duty (iii) control and breach of duty proximately caused the loss.

In their capacity as managers person will owe a true fiduciary duty to one another; as members arguably a duty is owed also by analogy to partnership law…punctilio of an honor the most sensitive.

DIRECTOR’S FIDUCIARY OBLIGATIONS
The Duty of Care

There tend to be different standards re: amount of care owed subject to the nature of the business, it’s size, etc. E.g. reinsurance industry used to be entirely based on trust. Duty of Care probably means exercise the degree of care/diligence a reasonable director of a like corporation would exhibit.

The Business Judgment Rule

If there is any rational reason asserted by the directors for the judgment made, its substance may not be questioned (see Amex case re: share distribution instead of tax offset).

Smith v Van Gorkum – the duty of care case. Delaware standard for directors to be liable is they must be grossly negligent. Del Supreme Ct has said that when selling a company the directors have an absolute duty to investigate. Ragazzo calls this case the investment banker’s relief act – everyone hires one now before a sale. 

Duty of care cases usually have loyalty flavor, e.g. director self-dealing.

DGCL 102(b)(7) – Corp can disclaim director’s duty of care in the certificate; 95% do so.

Duty to Have Effective Internal Controls

Under DGCL 141 directors have a supervisory/monitoring function, hence they must ensure timely, reliable information stream to meet that obligation.

Limits of Liability – D&O Insurance

A third level of director protection in Delaware beyond the business judgment rule and 102(b)(7). Note though that it certainly doesn’t cover reimbursement for divested illicit gains!

Duty to Act Lawfully

Perhaps your only recourse if you can’t sue directors for breach of duty of care, loyalty or fiduciary duty. Note that directors get $-for-$ credit against damages for any tangible benefit the Corp got from their illegal act.

Duty of Loyalty

DGCL 144 - creates 3 escape hatches for self-interested transactions between either (i) a director and the corporation or (ii) the corporation and another corporation in which the director has an interest.

Hatch 1: material facts of the director’s interest in the transaction are disclosed (or known) to the board of directors or committee, and a majority of the disinterested directors on the board in good faith approve the transaction, even if the disinterested directors are less than a quorum. (You still need a quorum it’s just that the majority vote of disinterested directors approving the transaction don’t have to constitute a quorum. Interested directors count toward the quorum).

Hatch 2: Same as above, only substitute shareholders instead of board/committee. While the statute doesn’t say disinterested S/Hs, Delaware courts have read that in.

Hatch 3: The transaction is fair as to the corporation at the time it was approved, ratified or authorized by the board, committee or shareholders. Note they can’t approve it if they don’t know about it – someone has to tell them. (Court appears to have read a majority requirement out of hatch 3, it doesn’t have to be a majority of S/Hs approving – see Talbot approving 50% S/H’s unilateral action). Burden is on self-dealing party to prove entire fairness.

DGCL 141(c)(2) – can create special committee re: self-interested transaction, a good idea if you have only one disinterested director. Make him a committee and have “the committee” approve it.

If the self-dealer can avail themselves of escape hatch 1, 2 then burden shifts to the plaintiff to prove transaction wasn’t fair (moot point if they use hatch 3). 

To prove entire fairness in Delaware you must show (i) fairness as to price and (ii) fairness as to dealing.

Compensation
DGCL 141(h) – unless otherwise dictated by certificate or by-laws, the board of directors sets director compensation.

Waste doctrine: exchange of corporate assets for woefully inadequate consideration. Usually occurs in two forms (i) price is crazy off (ii) Corp puts itself in a position where it can’t make money.

Has been held that there is no duty to report to S/H’s the dollar value of executive stock option compensation plans presented to S/H’s for ratification; they can go use Black-Scholes and figure it out if they want to.

Remember: if a majority of disinterested directors (or S/Hs) approve a self-interested compensation plan, the standard is business judgment…maybe Ovitz really was worth that much to Disney.

In attacking director compensation, argue about what it would cost to bring in a comparably qualified replacement director. Also argue that company’s good fortune is independent of director’s involvement. 

Corporate Opportunities

By analogy to agency law, director may not hijack opportunities or compensation due the corporation. Corp not being in a position to seize the opportunity is a winning argument in Delaware, but not everywhere (e.g. I have a realtors license, Corp doesn’t, so I get the commission).

How to identify a corporate opportunity: different tests – (i) line of business…use in Delaware (ii) interest or expectancy…is this something the Corp would care to pursue (iii) fairness test.

Watch out for self-dealing issues and need of an escape hatch, particularly if director learned of the opportunity by virtue of being a director.

Controlling Shareholders

To determine if the majority are engaged in what amounts to self-dealing, look at facts to see if majority and minority are in the same boat, or if the majority is setting itself up favorably, e.g. paying dividends to itself but no other.

Delaware law bedrock principle: a court will only look at the equality of treatment of the shares. If they’re treated equally, inquiry ends there.

Note: majority S/H can’t be allowed to operate under business judgment standard, otherwise they could self-deal all day long.

In a majority S/H self-dealing transaction, the standard is always entire fairness; disinterested approval via hatch 1 or 2 will serve only to shift the burden to plaintiffs. 

Note the circularity of burden shift – if self-dealing majority do prove transaction entirely fair, burden shifts to plaintiff to prove it wasn’t entirely fair.

Sale of Control

Upside of sale of control: might get better managers, maybe new controlling S/H has other Corps that can operate synergistically with this one.

Downside: control premium = a bribe from someone seeking to loot the Corporation.

A controlling S/H can sell control for a premium as with any property right, but they can’t do it for a “bad” reason.

Some courts hold there’s always a duty to check out the buyer of a control block before selling, other courts require a “red flag” such as highly fungible corporate assets or enormous control premium being offered. Stalling to investigate might cost you the deal though.

It’s per se illegal to transfer control of a board if you don’t actually have control (e.g. if there was a staggered board). If you do have sufficient control via your shares though, you can turn over board control on sale of the shares…efficiency, could fire ‘em all at next meeting anyhow.

California: oddity as the only state requiring the majority selling control to cut in the minority on the same benefit as well.

You can’t sell corporate assets when you sell control (e.g. Corp’s right to choose to whom they sold steel in a time of national shortage = corporate asset).

Controlling S/H caught selling for bad reasons has to repay illegal portion of control premium and pay for any damages done to the Corp.

SECURITIES REGULATION & PROXY RULES
Rule 14a-9 and Proxy Solicitations

Fed regs do not referee fairness, only truth of information. Fairness is state law problem.

Three types of lies: (i) affirmative misrepresentation (ii) half-truth (qualifying info makes partial statement misleading) (iii) omission (when there’s duty to speak).

Big issue in sec law cases is emphasis directors choose to place on information.

Materiality standard for proxy solicitation: whether a reasonable S/H would consider the information important in deciding how to vote.

Reliance in 14a-9 case ( S/H only need show that votes of misinformed S/H’s were needed to complete merger (or other transaction).

Damages: can’t unscramble merger eggs usually so damages = diff b/w what you had before versus now, which may be $0.

Can be sued for an opinion if it’s a lie, which is provable by showing underlying facts are lies.

14a-9 cases summary:

(i) focus on who is lying and why that matters, can’t go forward w/out that.

Elements of 14a-9 case: (i) a lie (ii) that’s material (iii) mens rea – scienter (iv) reliance (v) loss causation (vi) damages.

14a-8 – S/H can have info sent w/ corporation’s mailing but: 500 word limit, must have $2k+ of stock held for >1 year.

14a-9(i)(7): corp does not have to include info relating to ordinary business matters, but do have to include policy issues.

S/H insisting corp issue a report will be evaluated same way: does report relate to policy or merely ordinary business matters?

14a-8 has an exception for plaintiff’s making recommendations re: matters ordinarily within board’s discretion.

14a-7: if you ask for list corp can either (i) send it or (ii) not send it, but then obliged to mail your materials at your expense. State law (DGCL 220(b)) about only way to get list. 

Insider Trading and Rule 10b-5

Majority of states hold insider trading is not a common law fraud, including Delaware.

10b-5 says aff misrepresentation and half-truth = lies, but doesn’t mention omissions. Courts apply common law gloss though, so they likely are lies.

Speculative info (e.g. possible gold mine strike) can still be material – all that matters is whether reas S/H would consider it important, not if it’s speculative or concrete.

Materiality is a function of (i) magnitude (significance of information e.g. pending merger) and (ii) probability – how likely is it to come off?

10b-5 action: reliance can be shown via fraud-on-the-market theory – plaintiff relied on efficient market to set fair price, but market not efficient b/c of insider info not known to all market participants.

10b-5 cases have rebuttable presumption of plaintiff’s reliance on efficient market; appeals cts split on presumption in half-truth cases.

Blue Chip case: if you didn’t buy or sell you have no standing; can’t sue b/c you would have bought had you known.

Scienter: knowingly or recklessly lying, misleading or omitting information.

10b-5 damages: (i) out-of-pocket = diff b/w what you had and what you got (ii) benefit of bargain = diff b/w what you have now and what you would have gotten. Some courts give benefit of bargain, but only if you’re the buyer.

Whose insider trades you can be liable for: (i) people you tip (ii) your own trades (iii) foreseeable users of info. All who traded b/w when you first traded on insider info and time of disclosure can sue, but only one judgment must be paid: either your illicit gains or what you saved by getting out early.

Chiarella – nosy printer for bidding company figured out pending merger. No relationship to target company, hence no duty to S/Hs.

5 doctrines closing the Chiarella gap:

(1) Tipping doctrine: tippee (person who receives tip) is liable for insider trading when: (i) tipper breached fiduciary duty in passing on info (ii) tippee knows/should have known tipper breached the duty, and (iii) tipper gains from the relationship (e.g. tippee pays tipper a commission). 

But: SEC now has regs that make it illegal to disclose info you know will affect stock price to a person you know will trade unless you make public disclosure too.

(2) Quasi-Insider Doctrine: covers lawyers and such working for a company. Confidential info received via a fiduciary r’ship can’t be used to trade on.

(3) Rule 14e(3): if you have material, non-public info re: a tender offer and you got it from either the target or acquiring company, you can’t trade on it. Note – applies in limited context of a tender offer. Also there need not be fraud for rule to apply.

(4) Misappropriation theory: You violate 10b-5 when you misappropriate confidential info to use in trading in breach of a duty owed to the source of the info. You have deceived those who trusted you with the confidence. But – if you fully disclose your intentions to whom you owe the duty, no liability under this theory.

(5) Mail fraud/wire fraud statutes.

§16(b) Short-Swing Trading
Must be covered company: 500 S/Hs or >$10mill assets or trade on a nat’l exchange.

Must be covered person: 10%+ S/H, director, or officer.

Covers trades made within 6 month period, thus is over/under inclusive. Rule doesn’t care if you had insider info or not – prophylactic.

16(a) – covered persons must report their trading…hot seller on Wall St.

16(b) – any existing S/H can sue on Corp’s behalf; contemporaneous stock ownership not needed

16(b) damages – match up highest sale price w/ lowest purchase price. Keep going until you run out of pairs. That’s the amount trader must pay back to the Corp.

16(b) needs evidence of both buying and selling – if you only have one, no 16(b) case.

No liability under 16(b) for an involuntary sale, e.g. a merger beyond your control. Occidental
Director buys, resigns, sells within 6 months. 16(b) violation b/c he had access to insider info when he bought. But: employee buys, becomes director, sells – no violation says 16(a) b/c no access to inside info when he bought.

Diamond case held that in Delaware a Corp can sue directors for insider trading, even though it’s not a common law fraud and the S/Hs aren’t able to sue the directors.

Derivative Suits

Pros: only one lawsuit, protects creditors interests, directors won’t sue themselves for wrongdoing. Cons: lawyers may institute strike suits just to drum up a fee.

In Delaware the bottom line in choosing b/w a direct claim or derivative suit is that if the shares are treated the same, it’s a derivative suit, end of story. Sax v Worldwide Press.
Who gets the money? (1) Pro rata or (2) pay back the corporation? May depend upon whether wrongdoer would regain control of funds and concerns re: protecting creditors rights.

Contemporaneous ownership is required to file a derivative suit unless exceptions apply: (1) shares acquired by operation of law (inheritance) (2) a continuing wrong, extending beyond time of purchase, (3) suit under 16(b), b/c contemp ownership not required.

Demand on the board: demand in Delaware is excused when you can show (1) the majority of board are interested (2) you can plead sufficient facts to show business judgment doesn’t protect transaction, b/c board breached its duty of care (3) the transaction looked like waste.

Special litigation committee: in DE if (i) demand is excused (ii) the committee opts not to sue then (iii) the court may defer to the committee’s business judgment or may use its own. If (i) demand was made (ii) the committee declines to sue (iii) the court will always defer to committee’s business judgment. Bottom line: NEVER MAKE DEMAND in DE.

Committee members should be picked by disinterested director and should argue to court that suit decline b/c of “soft costs” (dir’s time, reputation damage) not just “We think we’ll lose.”

Demand on S/Hs: FRCP 23.1 requires demand “if necessary.” Usually excused when (i) wrongdoers hold majority of stock (ii) board refuses to call S/H meeting (iii) if there’s wasteful conduct that could not be approved by a majority of the S/Hs (need unanimous vote).

Legal Fees: hourly rate but encourages padding, discourages settlement. Paying a percentage but problem of undeserved windfalls. Judge must review settlements re: fees to avoid collusion – lower damages for sky-high attorney fees. Benefit conferred must be substantial, but settlements rarely refused – get the case off the docket. 

Security for Expenses

Policy reason for security is to discourage strike suits; if they’re prepared to put up own money, the plaintiff must be serious.

Delaware does not require security for expenses; (cynical) policy reason – more litigation = more revenue for DE, so why discourage plaintiffs from filing?

In states that do require security – work-around is to ask judge for a stay on expenses so you can get a S/H list and find more plaintiffs: if P’s combined holding is large enough, they’re exempt.

Another procedural battleground; if the judge insists on expenses, this’ll kill the suit at birth.

Director Indemnification

DGCL 145 – Directors/officers/EE’s/agents covered when sued because of their position; unclear from cases if this includes insider trading.

Must indemnify when the person is “successful on the merits or otherwise.” Includes a “win” because the SoL has run.

May indemnify when acted in good faith in manner you believed was not opposed to the company’s best interests.

May not indemnify when you acted in bad faith and clear opposition to Corp’s interest.

Majority of disinterested directors can approve indemnity; if whole board is sued, can get independent legal counsel or the S/Hs to approve indemnification.

§145(f) allowing Corp to write indemnity agreements must be read in light of §145(a) – Corp is free to indemnify for anything that does not violate §145(a) good faith.

Settlement of derivative actions

Court approval is always required now to settle a derivative suit.

End run around derivative suit: Corp can opt to settle the underlying dispute and kill the derivative suit (but you could always then sue the directors for self-dealing).

CORPORATE COMBINATIONS
Sale of Substantially All Assets

Policy behind requiring S/H vote for sale of all assets: changing investment expectations. Requires majority vote of ALL outstanding stock, not just those who show up.

DGCL §271 – if you sell “substantially all” of the Corp’s property and assets, must have a S/H vote; courts have read this to mean “significant assets.”

In DE, “substantially all” is qualitative (e.g. only 10% of total assets, but makes 90% of profit) rather than simply quantitative (a numbers game). See Gimbel case: 26% found “substantially all.”

Appraisal Rights

DGCL 
262(b) – no S/H right to an appraisal for a sale of assets in Delaware.

No appraisal right if there’s no right to vote on a merger, e.g. a short form merger under DGCL 253: parents owns 90%+ of the subsidiary – board of parents acting alone can vote to merge).

S/Hs in subsidiary do get an appraisal in a short form merger though.

DGCL 251: must make written demand for appraisal before vote, then file w/ chancery court within 120 days of effective merger date. Court will determine fair value of stock not taking into account value added due to merger.

DGCL 262(b) – “efficient markets exception” – in stock-for-stock merger b/w two publicly traded Corps, the market sets price for the stocks, so courts won’t get involved (Ragazzo says this ignore insider dealing effects/fraud on the market).

The De Facto Merger Theory

In DE where de facto merger theory doesn’t operate, a Corp can choose either a statutory merger under §271, S/Hs do get vote/appraisal rights, or §251 sale of assets – no vote/appraisal. Independent legal significance bars complaint. Shows the premium on clever lawyering – you cheat the S/Hs out of a vote and the target’s creditors – liabilities don’t come-with in asset sales.

States that do recognize de facto merger doctrine look at transaction substance, not form. If it walks like a duck, etc.

Not all sales implicate the doctrine: huge company swallowing tiny one won’t implicate.

Also if two Corps are in the same line of business, might just be an asset sale; goal is to protect S/Hs investment expectation, so if no meaningful change occurs, there’s no problem.

Triangular Mergers and Share Exchanges

DGCL 251(b) – the stock used as security for a merger (i.e. the stock the target gets) does not have to be the stock of the acquiring Corp.

Triangular merger: Huge parent Corp can have smaller subsidiary merge with target Corp, then issue target Corp’s S/Hs stock in the huge parent; this deprives S/H’s in huge parents Corp of voting rights.

Self-Interested Combinations

Had the Mayflower/Hilton case happened today, Hilton as the 90% majority S/H in Mayflower would have to prove the entire fairness of the transaction under DGCL 144: fair price and fair dealing.

The correct comparison to determine the fairness of a merger price is going to be the going concern value, not the liquidation value as minority S/H’s claimed in Mayflower – they had no right to liquidation value before the merger, so they don’t during or afterwards.

Freeze-Out Mergers

Works like this: takeover artist buys a controlling block in the target company, then pays the minority S/Hs for their shares, then those shares are dissolved, making takeover artist the 100% majority owner. Weinberger case first to hold this maneuver legit.

While DE law lets you freeze-out a minority, must still treat them fairly (fair price/dealing).

Fair dealing prong (Ragazzo says) in DE is pretty meaningless if price is fair; recission is very unlikely remedy (can’t unscramble the eggs).

DGCL 262 says appraisal is the exclusive remedy in DE when you are complaining of the adequacy of consideration in a merger (so you can’t sue directors for a breach of fiduciary duty).

Defensive Measures
No-shop option: can entertain or take unsolicited better offers, but can’t actively look for them.

Asset lock-up: if favored bidder doesn’t win, they get to buy choicest assets dirt-cheap

Cancellation penalty: millions of dollar penalty if favored bidder ends up losing

Stock option agreement: if favored bidder loses bidding war, they get to exercise stock options at favorable price. Don’t even need to exercise options if there’s a “put option” – target company would just pay favored bidder the difference b/w option and market price.

Unocal Standard

Two prong test applies to defensive measures taken against a hostile takeover:

(i) Board must have reasonably perceived that there is a threat to the corporation (e.g. based upon a reasonable investigation).

(ii) The response to the threat must be proportionate (Ragazzo: “Can’t use a Howitzer to kill a gnat” – Board offered junk bonds worth $72 to counter Pickens’ $54 bonds – Ragazzo says totally disproportionate…a Howitzer).

Factors that speak to whether there really was a threat:

(i) Adequacy: the offer must have been inadequate. This is pretty easy to prove-up b/c the comparison measure the hostile tender offer is held up against doesn’t have to be the board’s response, it can be the liquidation value for example. Simple solution: wheel in your I-Banker to figure liquidation value and render opinion hostile offer is inadequate.

(ii) Coercion: hostile offer must be such that, even if S/Hs felt their stock was worth more than the hostile offer, they’d still take it b/c of the fear of missing favorable terms part of offer. E.g. front-loaded tender offer, first 50% to sell get cash, last 50% get junk bonds. But to prove coercion, you’d need to bring evidence the junk bonds really weren’t worth the same as the cash offer.

(iii) Greenmail: Ragazzo said it’s ridiculous to call this a threat; it’s a premium you pay to a raider for whatever stock he’s acquired thus far to make him go away. Ragazzo said the simple answer is to just not pay it, then there’s no threat.

Revlon Standard

Most notable facts: (1) the board had a preferred/favored bidder (wanted to sell to Forstmann not Pantry Pride) and (2) unlike Unocal the line was crossed and decision had been made to sell the company.

Revlon is NOT the business judgment rule; this is an elevated standard of scrutiny. When you cross the line and the company is to be sold, directors’ duties change:

i. Can no longer consider anyone but the S/Hs: not the community, employees losing jobs, nobody.

ii. Every effort must be oriented toward increasing S/H value; strict judicial scrutiny to make sure that happens. 

iii. Role becomes that of auctioneer, so if defensive measures get in the way of a better bid, there better be a damn good reason.

Unocal v Revlon: before the decision to sell = Unocal = court has deference to board’s defensive measures. After the decision to sell = Revlon = court scrutinizes defenses very heavily.

Paramount/QVC Standard

The court identified the negative consequences of sale of control of Paramount to Viacom (whereby Sumner Redstone would become voting majority of the combined company): 

(1) Minority are vulnerable to oppression by majority and 

(2) Minority lost opportunity to get control premium for sale of their shares.

QVC court found this a sufficient basis to trigger enhanced judicial scrutiny and put the burden on the directors to take maximum advantage of the opportunity to maximize S/H value.

Perhaps the effect of QVC is to bridge the gap between the deferential Unocal standard and the strict scrutiny of Revlon. QVC confirmed that a board can survive a Revlon challenge provided its actions are within a range of reasonable options designed to maximize shareholder value – this applies some of the judicial deference from Unocal to Revlon.

The Paramount board’s substantive decisions look like they were beyond the range of reasonable options: the no-shop provision, termination fee and stock options made Paramount $600 million more expensive to QVC than to Viacom.

But note that in the language of the QVC case the court specifically says that it’s holding isn’t intended to be extended beyond the facts of the case. Does this mean for a sale of control in a tender offer that the standard is that the board’s defensive measures in the face of a tender offer (once the decision has been made to sell the company) is to be judged by whether it is “within a range of reasonable alternatives”?
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