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	1 • INTRODUCTION TC "1 • THE CRIMINAL JUSTICE SYSTEM" \f C \l "1" 


I. Models of Viewing Corporations TC "I. Purposes of Criminal Law" \f C \l "2" 
A. contractual model
1. webs of contractual agreements forming the corporation

B. fiduciary model

1. principal idea: fiduciary is obliged to act in the interest of the principal, not in their own self-interest

2. here, beneficiary of the trust is powerless, completely dependent on the trustee (greater knowledge, ability to act)

C. corporate model of fiduciaries – somewhere between the two above models

1. restrictive agency relationship – limits on what the principal, trustee, etc. can do

D. government model – corps look like little governments

1. this model focuses mostly on the documents – articles/charter (“constitution”), bylaws (“statutes”), resolutions of the board (“regulations”)

II. Structure of the Corporation TC "I. Purposes of Criminal Law" \f C \l "2" 
A. inverted pyramid – SHs elect bd of dirs, bd hires/fires managers

1. post-Enron regs have been focused on the bd (body acting as agent of SHs and supervisor of managers) – but none of these regs have radically restructured the corporation, just focused on making sure the corps get it right

2. note: one person can at the same time be SH, manager, and director

a) must distinguish clearly the capacity in which a person is acting

B. statutory regulations of corporations – NB: enabling, rather than regulatory

1. principle regulatory Σs for this class: Federal Securities Acts, as amended by SOX

a) note: even after SOX (which contains lots of corp governance provisions), securities laws only address to a limited extent internal corp governance

2. Del Code and Revised Model Business Corporation Act
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I. Directors’ Authority and Acts
A. types of directors
1. inside directors – employed full time by corp; almost always officers of the corp, who are principally employed by the corp

2. outside directors – not full-time employees of corp

a) many outside dirs have other affiliations with corp, receive compensation in other ways (e.g., company’s major supplier, banker, etc.) – potential for bias

3. independent directors – untainted by any hint of bias, able to give impartial outside opinion on corporate matters

a) in all public companies, the vast majority of the bd is made up by independent directors (as measured by a whole variety of def’ns…)

b) currently, lots of conflicts over these def’ns of “independent”

4. lead director – CEO

a) increasingly, CEO is the only inside dir on the bd

b) CEO is also the chair of the bd

· in order to avoid conflicts – legal requirement that inside dirs meet on their own to discuss various hot topics

· also: SOX requirements of three standing committees composed entirely of outside dirs (audit, compensation, and nominating and governance committees)

B. functions of the board

1. two basic functions

a) mentoring and advising management

b) monitoring function – acting as agent of the shareholders

2. arg that in recent years, balance is tipping away from advising, toward monitoring

3. problem of agency costs, resulting from separation of ownership (SHs) and control (bd) – broad dispersal of shares; widely divergent interests of SHs; problems with monitoring management in larger corps
C. mechanisms to keep managers from taking inappropriate risks, and keep them working in SHs’ best interests

1. ultimate sanction of removal – but this won’t send a precise message

2. equity-based incentives – give them stock options
a) theory that if managers have significant portion of their wealth tied up in the corp, they’ll be just as interested in overall wealth of corp as SHs

b) stock options, as opposed to outright gift of stock – contract rts, to exercise their options (option to buy a certain number of shares of stock at a certain price; price is usually market value at date of grant)

c) stock options intended to align managers’ ints with SHs, by giving them an incentive to get stock prices up, and also giving incentive for them to stay

d) out of favor these days – options were causing senior managers to focus on price exclusive of any other corp goal

· also, companies were using these grants as kind of a free good – would give grants instead of cash or other comp, but wouldn’t have to deduct it (shares accounted as capital, not expenses)

· new public corps now required to value the grants and count them as expenses against earnings; will be reflected in earning statements

e) more popular mechanism now: restricted stock – actual shares of stock, but laden with restrictions (e.g., stock can’t be immediately sold)
3. performance-based compensation

a) compensation based on managers meeting certain goals

b) still complicated – question of what to measure, keying compensation to the right goals

4. monitoring by outside auditors
a) after Enron, auditors are now hired by and report solely to the auditing committee of the bd, which is composed solely by independent directors

b) auditors are no longer permitted to render other services to the corp – in Enron, auditing firm received 2x as much in fees for consulting svcs as it did for auditing (clear conflict of interest)

5. legal rules and regulations
a) limit activities that management can take, primarily limit the way management can engage in certain activities

· after SOX, prohibit certain activities entirely

b) criminal sanctions have become increasingly in use

6. market forces – in practical terms, the most significant constraint on managers

a) required disclosures, which are fed into markets on a frequent basis, reflected in price of stock
7. social responsibility of corps – see p.38, ALI Principles of Corp Governance, §2.01
D. Del 141(a) – the business and affairs of every org incorporated under this statute shall be managed by or under the direction of a bd of directors

1. basic governing principle of corp structure is that the bd has the authority to manage and direct policies of, and execute the powers of, the corp
2. need at least one director – given corp governance rules, we know there will be more than one… but for any corp, you can be sole dir and SH without a problem

3. constraints on bd exercising its power are more practical than legal

E. Del 141(b) – default rule: bd acts by voting at a meeting at which a quorum of bd is present

1. concept of bd as a collegial body – very little can happen w/o a meeting

2. without more, a quorum is a majority of the bd

3. two main exceptions to rule requiring a meeting with a quorum

a) action by a conference call (141(i), RMA 8.20(b)) – directors can participate by any means by which all the participants can hear each other

b) action by unanimous written consent (Del 141(f), RMA 8.21))
II. Officers’ Authority and Acts
A. Del 142 – officers, titles, duties, selection, term; failure to elect; vacancies
1. you can have as many as you want, and ppl can hold more than one office
2. key: “as may be necessary to enable it to sign instruments and stock certificates, and comply with §§ 103 and 158” [documentary execution requirement]
a) cf. 158: every holder of stock will be entitled to a stock signed by CEO type and treasurer type – so you need two officers
b) need someone to certify the incumbency of the officer, as well as to certify their authority – need at least two
B. officers are primary agents through which corp acts – while bd members can’t take individual action, officers can, within scope of agency law
1. existence of ag relationship need not be in writing, need not even be understood by the parties – arises by the operation of law
2. confers with it certain fiduciary rights and obligations
3. if corp officer signs contract in his capacity as officer, and contract is breached – cannot sue the officer for the breach, but corp is bound
a) once authority of agent is established, principal is liable
C. types of authority of the officer

1. actual authority – includes express and implied

a) viewed through eyes of agent – if principal’s words/conduct would lead a reasonable person in agent’s position to believe that principal had authorized him so to act (e.g., resolution of bd), then principal is bound

b) as regards third parties – doesn’t matter whether third party knew or believed agent had authority: if agent had actual authority, principal is bound

c) implied actual authority – authority to do such acts as are necessary to accomplish what you’re supposed to do
2. apparent authority (not real, but effective)

a) viewed through eyes of third party, more difficult to prove

b) if words/conduct of principal to cause a reasonable person in third party’s position to believe principal had authorized the agent, then principal is bound

· can be by either action or inaction by the principal

c) extremely important source of apparent authority: power of position
d) Anaconda case (p.63ff) – Robin Int’l borrows money from GOF; Kraft, treasurer of Anaconda and a friend of Robin CEO, issues a guarantee of this debt to GOF on behalf of Anaconda; Robin defaults on debt, GOF goes after Anaconda on the guarantee – GOF concedes Kraft had no actual authority, but argued he had apparent authority, on basis of K’s position, etc.
· holding: GOF loses – Anaconda itself wasn’t involved in trans, and this was an extraordinary trans (personal guarantee of debt) – these two facts put GOF (sophisticated) on notice that it should investigate the trans – not reasonable for GOF to rely; no apparent authority

· ct places burden of investigation on the third party (one who deals with a corp does so at his own peril)

(a) burden on π to investigate reasonableness of its belief

e) office of secretary turns out to be office with most serious power of office
3. inherent authority – found when a reasonable person in principal’s position would have foreseen the kind of deviation that occurred, and that it was significantly likely

a) with relationship b/t agent and principal, you can’t specify with any certainty every possible contingency that may occur over the course of an open-ended long-term relationship

b) an alternate rule would place risk of loss on the third party – don’t want to create a system in which ppl spend all their time checking authority of agents
III. Ultra Vires Doctrine
A. refers to trans beyond the powers of the corp that appears to be a party to the transaction
1. alleged ultra vires nature of the trans is usually based on contention that applicable stats or articles of incorp of the corp do not indicate authority on its part to enter into the trans in question
B. historically, idea that corp was an artificial entity that could only do those things that it was specifically created to do – purpose clauses in charter

1. at common law, ultra vires Ks were void and unenforceable, but party who could not enforce the K might be able to recover in quasi-K
2. RMBCA 3.01(a)(1984) eliminates need for purposes clause entirely
a) corps must have power to carry out their purposes

3. cts have permitted SHs in derivative actions on corp’s behalf to sue dirs or officers responsible for UV trans, for any losses resulting therefrom

4. majority of US jurisdictions have held that by unanimous action, SHs may authorize or ratify UV trans

5. every state has enacted legis to eliminate most of the defenses that might otherwise be asserted by reference to a plea of UV, or to abolish the doctrine of constructive notice in relation to the contents of a corp’s articles of incorp and the companion doctrine of limited corp capacity
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I. The Duty of Care
A. grounded in negligence – π has to show duty (owed to the π), breach (duty was breached by the actions), causation (proximate cause), injury
1. here, there is always a duty so questions typically turn on whether there was a breach
a) questions of what is the std of conduct and was there identifiable damage
B. dirs, officers (and usually controlling SHs as well) may be held responsible for breach of duty to three classes of persons: creditors of the corp, SHs of the corp, and the corp entity itself
1. liabilities of corp managers to creditors – usually arise after corp is insolvent
a) most frequent instances concern dirs improperly declaring dividends or distributing other corp assets to SHs
2. liabilities of corp managers to SHs – include responsibility under fed (and state) Σs for misstatements/omissions in connection w/the corps sale of securities; duty when personally trading the corps shares; obligation when selling controlling int in the corp
C. Shlensky v. Wrigley (1968) (p.76)
1. minority SH suing dirs and president for refusing to install lights at Wrigley Stadium, thereby causing losses in income
a) claim that Δ refused to install lights not b/c of interest in corp, but for personal opinions that baseball is a daytime sport – arg that these are arbitrary and capricious actions constituting waste of corp assets, and that dirs have been negligent in failing to exercise reas care in corp management
2. holding: Δ isn’t acting contrary to the best int of corp and SHs

a) where there is no fraud, illegality, or conflict of int, judgment of dirs enjoys presumption that it was formed in good faith – business judgment rule
· burden on π to show Δ was acting in bad faith
b) alternate rule would impose undue burden on corps, which must take risks and deal with change circs

· would also make cts the arbiters of business decisions

D. Miller v. American Telephone & Telegraph Co (1974) (p.79)

1. AT&T SHs brought derivative suit against corp, based on failure of AT to collect outstanding debt of $1.5M owed to company by the DNC for communications services provided by AT$T during the 1968 Dem Nat’l Convention
a) breach of dirs duty to exercise diligence in handling the affairs of the corp; and complaint that this amounted to AT&T making contribution to the DNC in violation of fed prohibition on corp campaign spending
2. holding: where business decision is itself alleged to be illegal act – means that business judgment rule cannot insulate the dirs from liability
a) Roth v. Robertson – even though committed to benefit the corp, illegal acts may amount to breach of fiduciary duty in NY
b) Abrams v. Allen – reaffirms Roth: dirs must be restrained from engaging in activities which are against public policy
· dirs had relocated plants, curtailed production solely for purpose of intimidating/punishing employees involved in labor dispute
3. violation of fed prohibition against corp campaign contributions – both involves corp in crim activity, and contravenes a clear Cong’l policy

a) Σ meant to destroy influence of corps over elections, and to check against using corp funds to benefit political parties w/o consent of SHs

b) πs required to show three distinct elements for such a violation:

· Δ corp made contribution of money or anything of value to the DNC
· in connection with the fed election

· for purpose of influencing outcome of election

4. at minimum, πs must establish that legitimate business justifications did not underlie the alleged inaction of the Δ dirs
E. a note on SH derivative actions
1. SHs are the ones that can sue for breach of fiduciary duty

2. derivative action – if harm alleged is to the corp and you have suffered part of that harm, then bring suit in the name of the corp (corp is named as Δ, as a formality); damages go to corp with attorneys’ fees to you

3. class action – if harm alleged is to you in your capacity as a SH – where treatment is unfair to each and every SH in their capacities as owners of stock (e.g., Van Gorkom)

F. Smith v. Van Gorkom (Del, 1985) (p.83)
1. SHs class action against Trans Union Corp originally seeking recission of cash out merger of TU into New T Company (wholly owned subsidiary of Marmon Group)
2. TU was a publicly traded diversified holding company – nice cash flow, but had difficulty in generating taxable income to offset large invest tax credits
a) 1980 bd meeting came up with four possible solutions to tax credit problem
· stock repurchase, or dividend increases – would increase their cash
· acquisition of profitable companies – only one of first three that addresses tax credit problem; could be good if they found the right companies, that would beneficently use the case resources
(a) problem with this: dilution of interest of existing SHs
· LBO – doesn’t actually help much, since all it does is transfer ownership to another company, which now has heavy debt burden
(a) LBO suggested b/c there’s a big pot of cash existing in the company, which they could use to pay off debt
(b) management-led LBO – conflict-ridden situation, since management should be working for SH ints, but here would be tempted by offer of having bigger piece of pie at end
· non-LBO sale of company – would have to find a very rich buyer, with wherewithal to buy w/o leveraging; if this could happen with pot of cash intact as well as tax credits (asset to buyers going forward), SHs could extract the value of these assets
b) VG (CEO) met with senior management, had CFO crunch numbers, then came up with proposed $55/share in a LBO
c) VG then met with Pritzker, financier, and proposes sale of company to P at $55/share (secret meeting – VG didn’t tell anyone on the bd about this)
· P demurs, doesn’t want to be used to start a bidding war – proposes instead that he be given a chunk of shares – stock lockup
(a) buyer knows that any competing offer will bid at least $56/share – so he’s locked up a profit on the difference b/t his price of $55 and the actual price of $38
d) mtg with bd – but VG didn’t bring merger docs

· dirs approve, VG signs ag, w/o anyone having actually read it

e) senior managers upset, so VG gets amendments with Pritzker, which are approved, again without anyone else having read it

f) SHs then vote on the merger – 69% vote in favor of it

3. under Del law – BJR presumption that in making a business decision the dirs of a corp acted on informed basis in good faith and in the honest belief that the action taken was in the best interests of the company
a) determination of whether business judgment is informed turns on whether dirs have informed themselves prior to making a business decision of all material info reasonably available to them
b) dir liability is predicated on concepts of gross negligence
4. holding: bd’s decisions were not informed, but a violation of the bd’s duty of care

a) based solely on VG’s representations; no documentation to support quoted price; no valuation studies; etc.
b) bd acted in gross negligence – VG’s reports don’t constitute “reports” under Del law on which dirs could have reasonably relied

c) Δ bd arg that the decision was a terrific one, from a business standpoint, since the price offered was a premium over market

· NO – had the process been one geared towards adequate info, the decision would have withstood review; premium alone is irrelevant

d) ct is willing to presume good faith and an honest belief that action taken was in best int of company – but is still missing the predicate for BJR protection: that an informed business judgment was made
5. once ct determined judgment wasn’t informed, then looked at everything else bd did to see if an effective cure had happened

a) an informed SH vote could have cured – but here, SH vote wasn’t informed
b) note: negligence is a facts and circs kind of standard…

· the fact that this decision was one to sell the company – not reasonable to just assume the bd was fully informed (this isn’t a normal operational decision; biggest impact on SHs; etc.)

c) Wrigley remains intact for most operational decisions
6. if no BJR protection (not informed, and not cured), then ct will review on std of fairness
G. legislative response to Van Gorkom – Del 102(b)(7)
1. permits charter to include a provision eliminating personal liability for money damages for dirs for breaches of duty of care
H. In re Caremark (1996) (p.99)

1. Caremark was in business of providing healthcare svcs, cost of many of which were reimbursed by Medicare/Medicaid; company was subject to administrative proceedings, pled guilty, ended up paying $250M in penalties/fines; settlement has been reached, and must now by approved by the ct
a) πs (SHs) claim that dirs allowed a situation develop and to continue, which exposed the corp to enormous legal liability (p.100) – and that by so doing, violated their duty to be active monitors of corp performance
b) note: no active fraud/self-dealing is alleged – this is a bd that failed to act in a way that caused damage to corp, and violated their duty to monitor
2. source of bd’s duty to monitor
a) Del 141 – importance of bd’s role; Del law has made it increasingly clear that the bd is where the buck stops – very impt monitoring function

b) need for relevant and timely information, under Del 141

3. holding: though bd didn’t catch the wrongdoing (acts that led to corp liability), it did meet its monitoring obligation
a) had systems in place – internal and external auditing plans, took extra steps to increase management supervision, etc.

I. Disney case (Aug. 2005, now pending before Delaware SC) – latest word on duty of care
1. hiring/firing of Michael Ovitz – O was a powerful Hollywood agent and friend of Michael Eisner; E decided O would make a great CEO, and negotiated his K, along with compensation committee members and a compensation consultant
a) terms were presented to compensation committee in form of a terms sheet (not the full draft K); one-hour mtg of committee, most of which was devoted to other matters; unanimously approved, sent over to bd, which also unanimously approved

b) over course of one year, things got bad b/t E and O, so E decided to fire O for cause (i.e., no severance benefits); bd didn’t vote on firing

c) under terms of K, severance pay was to be $140M

2. SHs brought suit, challenging dirs for breach of fid duty – duty of care money liability had been excluded in Disney’s charter, so SHs claimed breach of good faith
a) very impt – no one had ever tried splitting “good faith” away as its separate duty before this case

3. lower ct holding: reaffirmed opinion of BJR, allowed dirs to be insulated by the rule, without defining whether there’s a separate good faith rule

a) failure to act in good faith may be found:

· where fiduciary intentionally acts w/purpose other than the best ints of corp,

· where fiduciary acts w/intent to violate applicable law, OR

· where fiduciary intentionally fails to act in face of known duty to act, demonstrating a conscious disregard of duty

4. clear that a dir can’t just do nothing – but what more should a dir/bd do?

a) reliance on a report of the compensation committee – reasonable to delegate this duty of care to the committee of experts, unless bd has reason to suspect there’s a problem (“seagulls on the water”)

5. other factors that raise the bd’s obligation of investigation:

a) significance of the decision at hand

b) if there’s a conflict involved in the K

c) any special qualifications – if a dir has special expertise, he must bring that to bear in the decision-making: what is reasonable for an expert is stricter than what is reasonable for a non-expert in the same circs
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I. The Duty of Loyalty
A. conflicts are everywhere; we’re concerned about them when conflicts pose risk of abuse of dir (or officer) fiduciary power
1. old rule – all conflicts are disabling: as soon as CoI was shown, ct would void the trans in question – view that CoIs were so dangerous that they’re non-curable
a) classic view of obligation of corp fiduciaries – not honesty alone, but the “punctilio of an honor most sensitive” (Cardozo)
b) problem with old rule: voided conflicts that were beneficial to corp

2. other approaches to dealing with conflicts

a) impose duty of disclosure – some sort of internal corp mechanism to generate informed consent

· assumes that not all CoIs are disabling, and bd should make final call

b) independent referee to make determination re substance of conflicted trans

· assumes that while not all CoIs are disabling, they’re dangerous enough to make the parties incapable of making untainted decisions

c) governed just by BJR – conflicted trans are just like any other trans

II. Interested Director Contracts (General CoI Cases)
A. Cookies Food Products, Inc. v. Lakes Warehouse Distributing, Inc. (1988) (p.115)
1. Δ was SH of Cookies, also owned Lakes and Speed Auto; Ks for exclusive distributorship and lease for storage space b/t Cookies and Lakes

a) Δ became controlling SH of Cookies – subsequent trans: royalties and comp, extension of exclusive distributorship K, lease for storage space

· all of these Ks are ways of getting money to Δ

b) πs challenge: grounds that Δ is overcompensated, Ks are too high

· claim of waste (breach of bd’s duty)

· claim that Δ himself breached his duty of loyalty, in being on both sides of these trans

2. appeals ct: interested dir Σ applies
a) construction of Iowa Σ: as long as you comply with the Σ, the K isn’t voidable for reason of conflict alone
b) but note: there’s still a loyalty problem – have to find out if these Ks are fair; still an independent fairness review that a ct can do

3. application of Σ thus construed – stds for fairness review

a) Δ has burden of proving that the trans was actually fair

b) std impose: trans must have the earmarks of arms-length transactions
· ultimately, fairness is about price
4. note: this ct really liked Δ, saw that he brought a lot of wealth to the corp and the region (“shining example of success” lang) – very lenient fairness review in this case
a) HS: many things going on here that other cts probably wouldn’t put up with

· Δ is getting a return on his investment, but other SHs don’t have access to the cash value of their shares (no market for shares)

· structural problem – Δ controls 4 of 5 bd members

B. statutes – various states’ ways of approaching the problem (p.122-3) ((Del 144))
1. “fair” – just “fair,” “fair and reasonable,” etc.

2. disclosure requirement

a) NY Σ requires disclosure of material facts as to a dir’s int in the trans

b) DE, CA Σ: material facts as to the trans and such dir’s int must be disclosed – more than NY (all material facts about the trans, as well as about the dir int)

3. curative votes required

a) NY: vote of disinterested dirs have to be enough to pass the measure without the vote of interested dirs (unanimity)

b) DE: only need vote of the majority of disinterested dirs

4. if you can’t get curative vote

a) NY: must be disclosed to SHs, and voted/approved by them

b) CA: must be approved by SHs in good faith, w/shares owned by int’d dirs not entitled to vote (explicit that it must be a majority of disinterested shares)

c) DE: SHs entitled to vote thereon, trans has to be specifically approved in good faith

5. RMBCA 8.61 – unfair dealing arises out of dir’s failure to disclose; ct should offer corp its option as to whether to rescind the transaction on ground of unfairness even if it appears that the terms were fair by market standards and the corp profited from it
a) def’n of “CoI” in RMBCA in 8.31(a)(2)(iii); 8.60
C. how to advise bds facing potential CoI situations

1. make as much disclosure as possible

2. cure for CoI is for interested dir not to participate in the decision-making

3. but note: this means other dirs have heightened duty of care

a) duty of care violation may result in damages, but K remains in force

b) loyalty violation voids the K

4. SOX – requires that majority of dirs be independent (higher std than “distinterested”)

5. question of contracting out – should a corp be able to K out of a loyalty problem?

a) if it could be done at all, would have to be done by SHs (amend to charter)

III. Parent-Subsidiary Dealings
A. Sinclair Oil Corp v. Levien (1971) (p.135)

1. parent-subsidiary context: Sinclair owned about 97% of shares, nominates all members of Sinven’s bd, etc.

a) by reason of Sinclair’s domination, it’s clear Sinclair owed Sinven a fid duty

2. test: because of fid duty Sinclair must meet test of intrinsic fairness
a) burden is on Sinclair to prove that its trans with Sinven were objectively fair
3. distinguishing Getty Oil case – std of intrinsic fairness is applied when parent engages in self-dealing (when parent is on both sides of trans with subsidiary)

a) benefit-detriment test – when the parent by virtue of its domination of sub causes the sub to act in such a way that the parent receives something from the sub to the exclusion of and detriment to min SHs of the sub
4. application of std to facts
a) dividend payments by Sinven – NOT self-dealing (minority SHs weren’t excluded, received their share of payments)

· so BJR is applied, and met; motives for decision are immaterial unless πs can show that the trans resulted from improper motives and amounted to waste

b) corp oppties: π showed no oppties which came to Sinven independently which Sinclair either took to itself or denied to Sinven – NOT self-dealing

· sounds like Wrigley: claim that bd made wrong business decision

· b/c Sinclair didn’t receive anything from Sinven, BJR applies
c) breach of K when Sinclair caused Sinven to contract with Int’l (a Sinclair-created and -owned sub), which Int’l broke – YES self-dealing

· Sinclair didn’t enforce K rts, and denied Sinven damages
· BJR protection removed, ct looked at fairness – Sinclair failed
IV. Corporate Opportunities
A. Rapistan Corp. v. Michaels (1994) (p.170)
1. former manager/director/SH of Rapistan quit, and then signed with a competing company (Raebarn), which then acquired Alvey
a) allegations of breach of fid duty, misappropriation of corp oppty, misuse of confidential info

2. governing corp oppty case in Del – Guth
a) if there is presented to a corp officer/dir a business oppty which the corp is financially able to undertake, is from its nature in the line of the corps business and is of practical advantage to it, is one in which the corp has an interest or reas expectancy, and by embracing the oppty the self int of the officer/dir will be brought into conflict with that of the corp the law will not permit him to seize the oppty for himself
· corollary: when oppty comes to corp dir/officer in individual capacity and is not essential to the corp, and corp has no interest or expectancy, the officer/dir is entitled to treat oppty as his own, as long as he doesn’t unlawfully use corps resources to do so (stealing)
3. ct must determine whether oppty was presented to officer/dir in his official or his individual capacity, and the nature of the oppty
a) nature of oppty is analyzed differently, depending on capacity question – much higher std to qualify as a “corp oppty” when individual capacity

b) must look at facts of case as to whether corp would have taken oppty (to acquire Alvey) had they known about it
c) when a corp’s fid uses corp assets to develop a business oppty, the fid is estopped from denying that the resulting oppty belongs to the corp whose assets were misappropriated, even if it was not feasible for the corp to pursue the oppty or it had no expectancy in the project
· “corp assets” include soft assets (e.g., fiduciary’s compensated time, corp info, goodwill) as well as hard assets (e.g., cash, facilities, Ks)
4. finding that corp assets (funds, facilities, personnel, compensated time) were used in minimal amounts by Δs to further the new corp’s attempt to acquire Alvey
a) but estoppel is based on equity, and will be applied where significant use of corp assets, and direct/substantial nexus or causal connection
b) holding: here, it was minimal, on both fronts – found for Δs 

B. Burg v. Horn (1967) (p.174)

1. Darand corp had three SHs (Burg, George Horn, and Max Horn), for purposes of purchasing low-rental buildings in Brooklyn; B expected Hs to offer any properties to the corp, though no formal written agreement; Hs purchased several properties (independent of corp), partly financed by loans from corp; B later realized that these purchases were corp oppties taken away from corp
2. ct approach is case-by-case – considering relationship between dir and corp, whether duty to offer the corp all oppties with in its line of business is fairly to be implied
a) here, Hs spent most of their time in unrelated real estate enterprises and already owned corps holding similar props when corp was formed
b) duty to offer cannot be implied absent some further evidence of agreement or understanding (and there was none)
3. In re eBay (2004)

4. π SHs allege that Goldman Sachs bribed certain eBay insiders (Δs) using the currency of highly profitable investment oppties that should have been offered to eBay – accuse GS of aiding and abetting eBay corp insiders of breaching fid duty
5. πs claim that Δs usurped corp oppty of eBay
a) eBay was financially able to exploit these oppties, was in business of investing in securities
b) it’s not that every invest oppty will be seen as corp oppty – here, were unique below-market oppties to induce, maintain and secure corp business (not just broker investment advice here as Δs would like to allege)
6. conduct also placed dirs in conflict with their duties to the corp
a) even if IPO is not corp oppty, still have claim on CL ground that agent is under duty to account for profits obtained personally in connection with transactions related to his or her company
7. Δs arg: oppties came to them in their individual capacities
a) note also that Δs didn’t leave eBay and start their own business, benefiting from their use of corp assets

8. judge says eBay was never given oppty to turn investment down as too risky
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I. Capital Structure TC "I. Purposes of Criminal Law" \f C \l "2" 
A. characteristics of a corporation
1. limited liability

2. perpetual life (continuity of existence)

a) note: can form corp for a certain term, but usually don’t

3. centralized management

4. transferability of interest – can be inherited, gifted, sold in market

5. tax treatment

B. what to know about client’s desires/interests

1. have to think about the client going forward – think through future eventualities

2. how clients feel about revenue
a) “share and share alike” = financial assets usually represent tradeoff among control, return and priority
3. clients’ priority – i.e., clients’ interest in event of company failure, and there’s not enough money to pay everyone off – what’s most impt goal?

a) e.g., limited liability (for someone with great personal wealth), inheritance interest (for someone who wants to keep corp in family)

4. how clients feel about control
a) does client want to be involved in day-to-day business?

b) must develop sense of relationship b/t parties

5. tax treatment – must know client’s cash needs and tax position

a) corp is taxed at lower level than partnership

b) dividends taxed as ordinary income

c) sale of stock taxed at capital gains rates

C. where to incorporate – Del, or in state of principal place of business

1. if small corp, probably just want to stay in-state – must pay to incorporate elsewhere

2. once company does business in other states, must qualify and pay fees

a) once outside a single state, Del looks best, esp if corp is a growth corp

D. survey of financial assets – three types

1. common stock – residual financial asset issued by corp
a) only type that must be issued; residual w/r/t the rt to receive income of the corp; residual w/r/t the rt to receive assets of corp upon liquidation
b) RMBCA (p.258 of supplement) – articles of incorporation must authorize one or more classes of shares that together have voting rights, are entitled to receive net assets upon dissolution – lowest common denominator for stock
c) CS holders are last in line w/r/t income and liquidation, but first w/r/t control
· combining voting control and residual int in profits and assets ensures that decisionmakers bear consequences of own performance
· if CSs make wise decisions and select/monitor management they gain; but if make poor decisions they lose up to amt of investment
d) how to issue common stock – can’t just give it away
· Del. 151, 153, 152, RMBCA 6.21 – lawful consideration for stock

· note: can’t give stock now for future services, since there’s no current value given – future services NOT acceptable consideration
2. debt – has interest rate; comes to maturity (repayment date)

a) debt gets paid out first – most senior debt gets paid out first

b) problems with using debt as a financial instrument

· if company goes insolvent, debt holder gets paid, but not others

· if company doesn’t go into bankruptcy but needs cash, would have to ask debt holder to recapitalize his debt (renegotiate his debt to turn it into equity) at a time when he has the power to throw the company into bankruptcy – so his bargaining leverage is very strong

(a) senior securities holders will get all of the leverage – you don’t get new money in unless the old money agrees to do something, change its priorities, etc.

3. preferred stock – fallback position; this is used most often in forming corps
a) this can have a return; has a stated dividend (looks like interest payment)
· unlike debt, corp doesn’t go into default if not paid on time – cumulative, so unpaid dividend rolls over into the next year

· unlike debt, no maturity date

b) participating preferred (as opposed to stated dividend)

· amount of dividend varies with amount of dividend on common (though it also gets paid before the common)

c) has liquidation preference – senior to common stock, will get paid off first

4. note: par value = lowest amount you can charge for stock
a) somewhat anachronistic – about as much stock is issued w/o par value

b) refers only to the initial issuing; principle function of par value today is to define what goes into one of the accounts in a company’s books

c) don’t let client issue high par-value stock – will be bound by this

II. Forming the Corporation ((how to get into business once capital structure is set))
A. Del 106 – a corp commences existence upon filing with Sec of State of cert of incorporation
1. NB: Del code calls it “certificate” of incorp; vs. RMBCA “articles” – must comply with technical/formal requirements of Σ, depending on what type of state you’re in

2. hierarchy of rules: Σ ( charter ( bylaws ( bd resolutions

B. Del 102, RMA 2.02 – mandatory charter provisions
1. name of the charter
a) in Del, must have one of “magic words” to signify corps with characteristics of a limited liability

· name shall be such as to distinguish it upon the records from names of such records of other corps organized, reserved or registered

b) RMA 4.01 – must have “corp,” “inc,” or “ltd”

2. need location of corp’s registered office “in this state, and the name of its registered agent at this address”

3. nature/purpose of corp
a) in DE, general purpose statements are allowed

b) in RMA, you don’t have to say anything about purposes if you don’t want to

4. number of shares which corp can issue, and par value of shares (Del 102(a)(4))
a) RMA 202(a)(2) – number of shares corp is authorized to issue

b) note: difference b/t number of shares corp is allowed to issue, and how many it decides to actually issue

c) how to decide how many shares to authorize

· if you’re looking to grow, through stock options, etc., you need unissued stock to use as capital

· most of the time, you start out low – it’s easier to amend charter at the outset, and, filing fees vary with number of shares

d) with different classes of stock, must articulate rts and obligations of each

· common stock has certain set characteristics; every other class must be described

· cert of designation – designates rts/privileges of new class of stock; differentiates it from others (used to amend charter with new class)

5. name and address of incorporators (Del 102.5, RMA 202(a)(4))

a) the most junior lawyer on the deal is usually the incorporator

b) incorporator files the papers, corp existence commences, he appoints the bd, and then retires victoriously from the field

6. signature on the documents

a) Del 106 – requirements of form of signature; Del 103 – what constitutes a signature

C. Del 102(b) and RMA 202(b)(2) – permissive charter provisions

1. here’s where you put in the stuff about limiting liability – 102(b)(7)
2. many things can go either in the charter or the bylaws – choice at the initial structuring as to where they’ll go

a) bylaws aren’t public; are more easily amended; etc.

III. Disregarding the Corporate Form ((piercing the corporate veil))
A. ordinary legal posture – corp will be treated as a separate legal entity unless there is sufficient reason not to
B. in order to figure out when we’ll allow a claimant against corp to get thru corp and reach the assets of SHs to satisfy his claim, must understand values that support limited liability
1. “limited liability” – liability for corp obligations is limited to the amt you invested

2. encourages ppl to invest – limits the risk of your investment

3. limited liability dramatically lowers monitoring costs (vertically), and practically eliminates horizontal monitoring (SHs don’t care about who the other SHs are)

a) if your liability isn’t limited, then you care very much about who other SHs are, what their assets are – to extent that SH assets are at stake, you may be perfectly happy to invest if other SHs are wealthy as they’ll be targeted first

4. has effect of standardizing price – investment value can be much more standardized, since all you’re risking is the amount you’re investing

a) standardized prices are good, because they standardize markets

5. negative aspects of limited liability – permits corps to engage in risky activities, incur costs which they can then externalize

C. theories available for piercing the corporate veil

1. inadequate capitalization
a) NB: cts reluctant to pierce veil solely on basis of undercapitalization
b) NB2: when cts use this theory to pierce veil, will be focusing on initial capitalization – won’t pierce veil just b/c corp isn’t successful

2. intermingling theory – intermingling of corp and individual

3. fraud-based theory – actions in fraud of the creditors

4. legislative piercing – very limited
D. Kinney Shoe Corp. v. Polan (p.261) – inadequate capitalization / intermingling
1. π Kinney enters into sublease with Industrial, which then turns around and sub-subleases to Polan Inc (PI and Ind both owned by Δ Polan); K breach; both PI and Ind go broke; Kinney trying to gain satisfaction from Δ Polan
2. two prong test to determine whether corp veil will be pierced

a) unity of interest and ownership, such that separate personalities of corp and SH no longer exist – sometimes called the “alterego theory”; corp is a mere puppet

b) if they are treated separately, would an equitable result arise?  essentially a fairness test

3. corp had no assets, no income, no stock certificates

a) intermingling in the extreme – corp was mere shell of the individual

· no corp formalities were observed – no shares issued, no officers, no bd – “nothing in, nothing out, no protection”

4. inadequate capitalization – had absolutely no capital

5. Δ defense – π had burden of reas investigation… this defense is limited by this ct

E. Walkovszky v. Carlton (1966) (p.266) – piercing the veil b/t affiliated corps (sister corps)
1. π with claim against corp A seeks to satisfy claim against the assets of affiliated corp B, under common ownership with A – seeking to aggregate sister corps in the suit
2. Δ is principal SH and organization of several corps, each of which owned 2 cabs; each cab carried minimum liability insurance ($10K); π was hit by one of the cabs; π sued Δ
a) claim that Δ corp structure constitutes unlawful attempt to defraud members of general public who might be injured by cabs

b) NB: different kind of theory to pierce veil here – different to assert that corp is fragment of larger corp combined which actually conducts business than to say that corp is dummy for individual SH carrying on business in personal capacity for personal rather than corp ends
3. holding: complaint is not sufficient in stating that corps were undercapitalized and assets intermingled
a) if it’s not fraud for owner/operator of single cab corp to take out only min required liability insurance, enterprise does not become either illicit or fraudulent merely because consists of many such corps
b) horizontal intermingling doesn’t suggest vertical intermingling

F. note: cts more likely to pierce veil b/t sister corps than to pierce b/t corp and SH

1. corp veil of public companies is NEVER pierced to get to public SHs

G. parent-subsidiary context – the one exception to the “never” rule above

1. where all stock of one company is wholly owned by another (no other SHs, etc.)

2. Bartle v. Home Owners Cooperative (1955) (p.279)
a) subsidiary (acc. to dissent) was operated so that it could not make a profit

b) question of whether a corp has to be run such that it makes a profit

· no legal requirement that requires businesses to make money – cts won’t pierce the veil on these grounds alone

· holding: won’t pierce veil unless there is fraud
c) dissent’s theory – alterego theory: would have found that the sub, having the same directors/management, was merely an agent of the parent corp

3. goes back to issue of “excessive” risk being taken on in limited liability corps

a) in parent-subsid question, some ppl argue that excessive risk-taking is encouraged – double layer of insulation

b) cts haven’t answered question of what constitutes “excessive” risk

c) reluctant to second-guess business strategy or management decisions

d) cts won’t pierce corp veil without some evidence that the form itself has been subject to some abuse
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I. Corporate Disclosure and Securities Fraud
A. 1933 Securities Act – regulates process by which an issuer (usually a corp, but doesn’t have to be) sells or distributes its securities into the public markets
1. principal mechanism – prospectus, which is wrapped in a registration statement
a) essentially a disclosure system

b) requirement that all public offerings of securities be registered with the SEC

2. note: most sales of securities aren’t registered, b/c they take place after the issuer isn’t involved – this is actually an exemption to the 33 Act (biggest exemption)

B. 1934 Securities Act – intended to regulate secondary markets (market where proceeds don’t go directly to company/issuer)
1. creation of SEC
a) required all markets to register with the SEC; required all market professionals to register with and be members of a national securities association – now known as the NASD
b) markets have regulatory power over their members, subject to SEC oversight

2. disclosure system for companies that are traded publicly

a) once you hit 500 SHs and $10M in assets (in today’s market, this is nothing), you have to register, and you become subject to reporting req’ts of 34 Act

· annual and quarterly reports, as well as interim reports if certain specific things happen

· proxy statement – the doc that must be distributed before SH meeting

b) ongoing reporting obligation, e.g., annual report – includes financial statements, letter from CEO, and proxy statement (this is when/where SH mtg will take place; if you don’t want to come, fill out the proxy to vote)

3. broad prohibitions on fraud
a) e.g., §§ 10(b) and 17(a) – non-specific, broad prohibition on manipulative, deceptive acts or practices
C. listing requirements of markets – when a company trades on a public market, has to sign this

1. two types of listing standards
a) quantitative (size of corp, number of shares, share price, represents certain liquidity and stability before you can list)

b) qualitative (corp governance req’ts – not required by state law or otherwise required by fed securities law, but are strictly observed by corporations)

2. technically, these are only private contractual matters – enables listing stds to have broad national/international impact

II. The Obligation to Disclose
A. Financial Industrial Fund v. McDonnell Douglas Corp (1973) (p.319)
1. FIF buys a block of stock; two days later, MDC announces that earnings will be lower than expected; FIF sues, saying this should have been disclosed
a) claim: Δ violated rule 10(b)(5) through their silence; Δ could and should have disclosed earlier; the delay in the disclosure was improper
· π is suing b/c of the timing of the disclosure, not the content

2. going through timeline, it took Δ one whole day to issue press release re seriousness of the hit its earnings would be taking

a) press releases must be reviewed by counsel, b/c of importance of disclosures, liability that can result from poorly drafted press releases

3. std: whether management correctly evaluated significance of info, and then acted with “responsible dispatch” to get facts and come to conclusion

a) management retains significant amount of discretion – beyond SEC calendar requirements and specific triggering events, corp has discretion to disclose

b) this discretion is grounded in concept of ripeness – info must be sufficiently verified so that the company is confident that it’s accurate, and that there’s no valid corp purpose that dictates that info not be disclosed

4. holding: Δ had acted in good faith, with due diligence, and π has presented no other reason why a duty to disclose should have arisen earlier

B. concept of materiality – this is the threshold: unless you hit it, fed sec laws aren’t interested
1. Basic, Inc. v. Levinson (1988) (p.323) – the part dealing with materiality
a) context of merger negotiations; three statements made, some denying merger negotiations; π class of SHs who sold from time of first statement denying merger negotiations until disclosure of merger negotiation was made

· claim: misrepresentation, in violation of 10(b) and 10(b)(5)

b) materiality std adopted in this case
· substantial likelihood that a reasonable SH would consider it impt in deciding how to vote

· substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the “total mix” of info made available

c) adopted a gloss on the def’n that’s supposed to make it easier – probability magnitude test (see p.326)

· materiality will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity

d) two materiality tests that were rejected by the ct here

· 6th Cir: misrepresentation alone makes an otherwise immaterial fact material – NO, for securities claims, must start with materiality

· 3rd Cir: bright-line rule, preliminary negotiations become material at point in which an agreement is reached – NO, such a bright-line test makes investors out to be nitwits; ct will assume investors are reasonable and then do the hard work of determining materiality

e) after Basic – “no comment” rule (functional equivalence of silence is fine, when you’re in possession of info that’s not yet public)

f) severs the materiality requirement from duty to disclose
· π not only has to show materiality of action or omission, but now also has to show a duty to disclose (especially in cases of omission)

· after Basic, new cases tease out stds for duty to disclose
C. Backman v. Polaroid (p.329)

1. Polaroid developed Polavision, which was projected to be the new big thing; turns out, expenses ran really high, ultimately product flopped; somewhere along the way, company made some disclosures (in quarterly report, Nov 1978, a few months after beginning production), noting that earnings are suffering due to substantial expenses associated with Polavision; Feb 1979, full disclosure as to negative result, and stock prices tanked
a) πs theory – as of Jan 1979, company should have made public disclosure of these problems, but didn’t until late Feb 1979
2. first: easy duty to correct, when you say something and it’s wrong when you say it – with affirmative material misrepresentation, duty to correct immediately arises

3. much harder question in this case – a disclosure which was true when made
a) std: if the statement, correct when made, has a forward intent and connotation upon which parties may be expected to rely
b) here, statement was a simple statement of historical fact; precisely correct initially, didn’t become incorrect by virtue of subsequent events

D. SEC used to be very against forward-looking statements – too speculative, etc.
1. change in view (realization that ppl really want such statements to guide investments) – came out with Rule 175: safe-harbor rule for certain projections

a) if company complies with procedural requirements of the rule, don’t have to worry about liability

2. SEC also now has regs requiring certain projections – corp must identify any known trends/uncertainties that registrant knows will have impact

a) note: distinction b/t projecting future earnings (which SEC doesn’t require), and acknowledging a known trend/event/uncertainty that will deplete corp’s capital resources or future earnings by an estimable amount

E. In re Time Warner (1993) (p.333)

1. Time leveraged Warner; Time and Warner entered into a friendly deal; in taking over Warner, Time took on lots of debt; sought to reduce debt by making a rights offering (offering of securities that is made first to ppl who are already holders of the securities) – SHs get first oppty to exercise their rights, to extent that they don’t, underwriter will buy up and resell stocks – attempted to coerce existing SHs to buy additional shares by diluting the shares of those who failed to subscribe
a) complaint: this rights offering was highly diluted, offered in a way that diminished the value of the stocks, in attempt to make money to pay off debt

2. first thing ct does – dispense with statements that were made by the press about TW
a) not material – corp has no obligation to respond to marketplace rumors
3. if info doesn’t come from corp, no duty to correct, or comment on them at all

4. πs are alleging omissions, rather than misrepresentations
a) none of the statements were false when made, so question becomes whether noncompletion of statements over time gives rise to a claim of liability

5. holding: duty to disclose whenever secret info renders prior public statements materially misleading, not merely when that info negates the public statements
a) when the secret info so changes the total mix of info out there that the statement becomes materially misleading

b) having publicly hyped strategic alliances (option 1, before rights offering), the change in direction puts those statements in a materially different light

6. note: does NOT hold that whenever a corp speaks it must disclose every piece of info in its possession that could affect the price of its stock

a) a balancing b/t pro-disclosure thrust of sec act (premised on notion that disclosure is best vehicle for enhancing integrity of sec markets), against actual practical risks that corps take on when they speak into the marketplace

F. Texas Gulf Sulfur, McDonnell Douglas (p.319) – nondisclosure of material nonpublic info

1. no known trigger yet – no filing date (b/t filing dates), no insider trading, no affirmative statement already made to the market
2. TGS: involved in mining excursion, looking for new mineral sources; drilled a very promising test core, decided it was so promising that it was going to keep the info secret so it could buy up the surrounding land as cheaply as possible

3. principle: a valid corp purpose was served by withholding info from the public; thus a matter within business judgment of management

4. VA Bankshares v. Sandberg (1991) (p.391)
5. squeeze-out merger; πs are SHs of a bank, which is 85% owned by another corp; corp decides to get rid of public minority SHs; creates a subsid, merges bank with subsid in a merger trans for cash; vote of bank SHs was held, and majority SHs voted for merger; at the end of the day, minority SHs disappear, with consideration required by law ($42/share)
a) claim: some disclosures corp made in the doc they sent out to SHs (proxy statement, disclosure doc that must precede SH mtg) were false/misleading

b) rule governing – 14a-9, antifraud regulation governing proxies

c) interesting here: πs challenged statements of opinion and belief
· challenged bd’s opinion that it was a “high value”

· challenged motivation (bd’s statement that this was the reason “why” it approved the merger)

6. holding 1: dirs’ opinions as to value were both material and sufficiently susceptible to verification

a) statements of opinion can be source of misrepresentation claim if they’re made by ppl upon whom πs were entitled to rely; treated as statements of fact as a result, which can then be proven false

7. holding 2: statements of motivation are statements of psychological fact

a) no liability for that alone – must find statement of fact before ct can proceed
III. Implied Civil Liability – Rule 10b-5, Elements of the Claim
A. §10(b) – huge grant of regulatory power to the SEC
1. Rule 10b-5 – broad antifraud reg (unlawful to employ any device/scheme/artifice of fraud, to make any misrepresentation of material fact, etc.)
2. elements of the claim: materiality, standing, causation/reliance, scienter, and damages

B. standing to sue – Blue Chip Stamps v. Manor Drug Stores (1975) (p.370)

1. BC was subject of antitrust suit brought by excluded retailers; entered into settlement pursuant to which corp had to make a public offering of its stock (to invite all the excluded retailers in)

a) π decided not to buy the stock, alleged that the prospectus (disclosure doc included in offering) was intentionally misleading, b/c it was overly pessimistic; intentionally so, b/c corp wanted to keep retailers like π out
2. holding: no standing to sue – π was neither a buyer nor a seller

3. policy rationales – this opinion is pretty hostile to 10b-5 suits
a) concern about “vexatious litigation” (suits brought for settlement value only)
· suits are time-consuming and expensive, so even if there’s no merit to π claims, Δ corps likely to settle just to get rid of them

· view that the investing public is extremely broad, danger of issuers being put in position of having to bear litigation/settlement costs

C. causation and reliance

1. Affiliated Ute Citizens v. US (1972) (p.400)
a) tribal assets had been place into a corp, shares of which were held by members of tribe; bank Δ was transfer agent for the corp; the only market for shares of stock held by members of tribe was created/maintained by Δ; stock was trading in another market, which was trading at substantially higher prices than tribe members were getting for their shares when they went to turn them in to the corp
b) Δ claim: there was no reliance on any statement made by bank, b/c bank had stayed silent

c) holding: proof of causation was met, and proof of reliance was unnecessary

· Δs were market makers – therefore, possessed affirmative duty to disclose this fact to the mixed-blood sellers

· duty to disclose in this case was the surrogate for proof of reliance

(a) so in this circ, duty to disclose takes place of reliance, and materiality takes place of causation

d) usually – causation is an objective std; reliance is a much more subjective std (that π did in fact rely on acts of Δ)

· this case had two unique components – fid type relationship b/t seller and buyer, and face-to-face transactions

· presumption of this case is still frequently evoked in omission cases, to shift burden from π to Δ

· note: insider-trading is an omission-based violation – 10b-5 theory based on failure to speak; depends on finding a relationship that gives rise to duty to disclose
2. Basic v. Levinson, part 2 – fraud on the market theory
a) essentially takes the expectation that markets are free from fraud, and makes it enforceable on investors

· investor can bring 10b-5 claim based on notion that you’re entitled to trade on a market free from fraud

· imptce of presumption of reliance – if cts don’t presume reliance in some way, then large market frauds based on public statements would be unchallengeable; presumption enables large class actions

b) facts of Basic – pre-merger negotiations, untrue statements mades

· even if statements were found to be material under circs where there was a duty to disclose (which would thereby establish causation), there would still be no proof of connection b/t a fraud and each individual π’s particular injuries in an auction market
c) fraud on market theory – πs each relied on integrity of the market – which means, in these cases, they relied on market price to accurately reflect all publicly available information about the company

· dissemination of misinformation, then, results in a defective marketplace, tainted by the misinformation

· for this to happen, you have to be able to make assumption that the market for the particular securities is informationally efficient – if not efficient, you can’t presume market will reflect that info
(a) assumption that NYSE is informationally efficient

3. elements of causation and reliance after these cases

a) proof of materiality = proof of causation

b) efficient market raises presumption that πs relied on Δ’s statements

c) note: fraud on the market theory doesn’t work in omissions cases – with omissions, we still have the duty question

D. scienter – Ernst & Ernst v. Hochfelder (1976) (p.415)
a) E&E, an accounting firm, audited accts of small brokerage house; turns out president and majority SH of brokerage house was engaged in continuing and ongoing fraud (stealing lots of money); president induced ppl to invest in special escrow accts, promising them unusually high returns; but in fact was stealing the money; president then committed suicide; E&E didn’t discover these accts in course of audit, discovered when president spilled the beans in his suicide note
b) π claim: E&E aided and abetted president’s fraud by failing to discover it (negligent malfeasance)

2. holding: no private cause of action under 10b-5 in absence of proof of scienter

a) and whatever scienter means, it doesn’t mean mere negligence

3. text – plain meaning and legal def’n of “manipulative”

a) words describe knowing/intentional conduct; ct views 10b-5 as punitive (not compensatory), and therefore focuses more on Δ’s conduct

4. legislative history is silent – and when Cong wanted liability based on negligence, it knew how to say so explicitly

5. entire Σtory scheme as a whole – if we allow liability for negligence here, will nullify some of the other express claims under the Σ, which would require a higher threshold

E. damages – Mitchell v. Texas Gulf Sulphur Co (1971) (p.423)
1. TGS comes out with press release (4/12), which is held to be false and misleading; they then issue a curative press release, which contains all of the ripe and material info in their possession (4/16), most of which they knew back on 4/12
a) πs prevailed on false/misleading question – issue here is what damages

2. first question – due diligence of investors
a) π has obligation to exercise due diligence in following his investment; these πs all sold their stock after the 4/16 curative press release
b) πs charged w/knowledge of PR contents after effective dissemination – when info is effectively disseminated, fraud stops having effect

· today, this period is exceedingly short: about 24 hrs

c) also, dissemination must be to the market generally
· today, would look for dissemination to market experts

3. damages – ct adopts out-of-pocket measure of damages (reliance-based)

a) difference b/t price received when they sold the stock, and the actual value of the stock (i.e., amount by which stock went up after curative press release)

b) measured actual value by highest price at which stock traded after curative PR (during effective dissemination period) – this was kind of punitive

c) note: measure isn’t uniformly applied (ct discretion), but is most widely used
IV. Scope of the Claim ((limits))
A. not an element of the claim, but springs from the “in connection with” language
1. in connection with purchase or sales – sec claim must be more than just incidental

B. Santa Fe v. Green (1977) (p.443)
1. short-form merger: virtually all state corp Σs have provision by which, if you own enough of stock of corp, you may have that corp engage in a merger w/o getting the votes of the other SHs; here, SF owned more than 90% of stock in Kirby Lumber (90% is trigger in DE Σ); SF used short-form merger to merge Kirby into SF, w/o prior notice to minority SHs; must give subsequent notice and consideration, if minority SHs don’t like it, can seek appraisal under DE law (claim that consideration given isn’t enough)
a) in advance of trans, SF sought expert advice on adequate consideration (good move); physical assets alone appraised at $640/share; Morgan Stanley was given this info, but gave appraisal of $125/share; SF gave consideration of $150/share, believing it was being munificent – all of this info included in disclosure statement

2. π claims
a) merger itself had no valid corporate purpose (was only to freeze out the minority SHs), and therefore that in itself was a manipulative act/practice
b) price was so low that it was fraudulent – gross undervaluing of stock constituted fraud

3. holding – found against πs

a) no deception here, under meaning of “deception” – 10b requires a disclosure defect; requires material omission or misrepresentation in disclosure

b) second, once full and fair disclosure has occurred, the fairness of the terms is not our problem – no substantive review of terms in securities act

c) note: 10b-5 isn’t a breach of fid duty action, but a disclosure action only
V. Insider Trading
A. def’n: when someone with material nonpublic information and uses it in an unfair way
1. “inside information” = material, nonpublic info; doesn’t matter what it’s about, only matters how you obtain the info

B. In the Matter of Cady, Roberts & Co. (1961) (p.457)

1. Cowdin, dir of Curtiss-Wright, somehow associated with Cady, Roberts (broker firm); Cowdin is at bd mtg where they decide to slash corp dividends; Cowdin tells Gintel (a CR partner) about the decision to slash dividend; Gintel immediately sold CW stock in the accts of its customers
a) CR sells out all CW stock in clients’ accounts (NB: these are clients’ discretionary accts, in which brokerage house has authority to make investment decisions for investors), and also went short on the stock (a “covered short”)

b) Cowdin, by virtue of relationship giving access to info intended to be available only for a corp purpose, and not for personal benefit of anyone

2. rule: “abstain or disclose”
a) even if you’re an insider in possession of material nonpublic info, you may trade on it as long as you disclose

b) but if disclosure is improper or unrealistic, alternative is to forgo the trans

c) insider’s duty extends to buying public – both statute and rule talk about “purchase or sale,” no distinction

d) also rejected Δ arg that duty to speak attaches only in face-to-face trans – would be “anomalous” if protection afforded by antifraud provisions were withdrawn from transactions effects on impersonal exchanges

C. Chiarella (1980) – analysis changes ( fiduciary duty
1. mere possession of material nonpublic info doesn’t impose a burden, unless there is a preexisting fiduciary duty to speak
2. facts – Chiarella was a financial printer, had access to takeover info (with coded names); figured out which corps were at stake, and traded on that info

3. holding: regardless of the material nonpublic info – Δ wasn’t subject to the duty to disclose or abstain

a) rejected general fid duty arising out of fed sec laws – duty arises from a specific relationship b/t two parties; no general duty to refrain from trading

b) this duty must pre-exist the transaction; the trading doesn’t create the duty

4. but note: duty analysis is very difficult, comes back to haunt ct in Dirks

a) what’s the duty being implicated here?  are all duties subject to IT laws?

b) parties to a K owe duties of good faith, etc. – are these duties subject to insider trading laws?  are they the kind of duties the ct is looking for in 10b-5 litigation?  can you make someone an insider by K?

D. Dirks v. SEC (1983) (p.465)

1. Dirks is a sec analyst (works for broker-dealer firm), gets info from Seacrist, former officer of an insurance co, which was involved in cooking the books, S was an insider distressed about the fraud; Dirks decides to conduct his own investigation, tries to get WSJ to publish the story, discussed the info with his client (causing them to sell their stock); stock price goes down, causing NYSE to halt trading and investigate
a) what SC is dealing with when it takes cert on this case – looking at conflict among circuits, fallout from Chiarella, and this particular fact pattern of analyst who stumbles across a huge financial scandal

b) if Dirks is same as Chiarella, SC is then confronted with enormous loophole in the law – insiders have the duties, but if they don’t trade, but simply tell others the info, the others can trade and get off, like Chiarella

2. Dirks is a tippee, who got info from the insider (the tipper)

a) in order to find a tippee liable, must have an initial breach by the insider
b) test for initial breach – if insider will benefit personally from the breach
c) objective criteria set out for personal benefit
· pecuniary gain, reputational benefit that will turn into future earnings

· relationship b/t insider and recipient that suggests a quid pro quo from the latter, or intention to benefit the particular recipient

· when insider makes gift of confidential info to trading relative/friend

3. here, no breach – ct assumes no personal benefit to an insider whistleblower; so even though Dirks benefited, and the market was harmed, no insider trading violation
4. subsequent question – how to establish liability for tippee when there is a breach

a) where tippee knows or should know that there has been a breach
b) one reading of this: if person receiving info doesn’t know what benefit the insider is getting out of the disclosure (the breach), then tippee isn’t liable
c) maybe the breach is disclosing of nonpublic material info and that’s enough

· “knew or should of known of the breach” relates back to original breach – for each party in the chain of remote tippees, another test of “knew or should have known” (assuming predicate breach is est’d)

5. constructive insiders – not a classic insider… (from footnote 14 in Dirks)
a) must be in relationship w/company by virtue of which you receive confidential info of the company for the pursuance of legitimate corporate goals (i.e., when ppl give you the info, they’re not doing anything wrong)

· relationship must at least imply duty of confidentiality
b) question left open – whether you can create an insider relationship via K
· not the case for normal fiduciary relationships…

c) “constructive insider” requirements closes the Chiarella loophole – once you hit requirements for constructive insider, you’re treated just like an insider

E. SEC v. Lund (p.476) – first post-Dirks case interpreting footnote 14
1. two friends, both CEOs of different companies; X calls Lund and asks if his company would like to join in a joint venture; Lund declines the offer, says it’s not good for his company, but then goes and buys stock in X’s company
2. holding: Lund found liable

a) not as a tippee (X isn’t a breaching insider, so no derivative liability)

b) but as a temporary insider – status grounded in his friendship with X
· friendship was enough to create this special confidential relationship, which gave L access to the info, in which there was an expectation of confidentiality (relationship at least implied such a duty)

3. ct in Chiarella and Dirks is trying to sever relationship b/t the info and the duty – duty doesn’t flow from info, but from pre-existing relationship, duty of confidentiality

F. Regulation FD, regarding selective disclosure (FD = Fair Disclosure)

1. before Reg FD, it was common for companies to call up securities analysts and large institutional investors, and discuss lots of material nonpublic info

a) by 2000, practice of selective disclosure to analysts was so institutionalized and corrupt that SEC couldn’t reform it

b) these conference calls became means for companies to reward or punish ppl

c) SEC got complaints from those who lost out on these selective disclosures – small investors, w/o means of access to info until it was already public

2. terms of Reg FD

a) if intentional disclosure of material nonpublic info to any market professional or SH likely to trade, then corp must simultaneously make full public disclosure

b) if inadvertent disclosure, company must make full disclosure promptly (within 24 hours)

G. misappropriation theory – US v. O’Hagan (1997) (p.481)
1. O’H is a partner in law firm, which was local counsel for Grand Met, which was considering making takeover bid for Pillsbury; O’H isn’t involved in the deal at all; O’H buys stock in Pillsbury and makes $4.3M when Grand Met made offer public
a) is this fraud?  in connection w/ purchase/sale of a sec?

2. misapprop theory – liability based on breach of duty owed to source of info; outlaws trading on nonpublic info by corporate outsider in breach of a duty owed not to a trading party, but to source of the info – misapprop as grounds for 10b-5 claim
a) O’H owed a duty to the client (Grand Met), through the law firm – even though he didn’t take part in the representation; as a partner of the firm, O’H owes a duty of trust and confidence
b) breached this duty by taking info entrusted to him in confidence and using it for his own benefit

3. side note: ct does a lot of interesting things w/precedents in this case… this holding is seen as attempt by ct to pull back Chiarella/Dirks line (saw many problems for prosecutors and regulators in going after actions that should be criminalized)

4. after Santa Fe, there has to be a disclosure defect – full disclosure cures it all
a) this raises the most difficult problem in the case, which caused lower cts to reject misappropriation theory – what does it have to do with sec laws, if we’re punishing a breach of duty to source of info, who has no intent to trade… is this simply federalizing fid duty law?

5. so question is – is this in connection with a purchase/sale of a security?

a) holding: the fraud is a fraud akin to embezzlement (stealing money from employer, use it for your own purposes)

b) breach is taking the info and trading on it
c) what makes this different from plain old theft of assets: fraud isn’t complete until there’s a trade; no value in info until misappropriator realizes no-risk profit from the purchase/sale of securities

6. misappropriation also comports with a policy purpose of §10(b) – insuring honest securities markets
a) there’s a link b/t the sense that the markets are generally fair, and liquidity

b) O’H is Chiarella all over again…

· makes scant sense to hold O’H liable under 10b-5 if he was in a law firm representing target, but not if he’s in firm representing bidder
c) this was the unequal/illogical result of Chiarella/Dirks – anomalous to find liability when firm is representing target but not when firm is representing bidder, when the same thing is going on in both

7. standing question (BC Stamps objection) – yes, persons to whom duty ran were neither purchasers or sellers, but BC Stamps doesn’t apply here to a criminal proceeding – policy concerns from BC Stamps (vexatious litigation) don’t apply

a) who has standing to bring misappropriation suit – DoJ and SEC

8. last part of O’H case – 14e-3 claims (14e-3 prohibits fraud in tender offers)

a) note: 14e-3 was promulgated right after Chiarella
b) holding: SEC didn’t exceed rulemaking authority under §14(e) in promulgating 14e-3

H. US v. Chestman (1991) (p.499) – liability of tippees of misappropriators
1. question: if tippee of misappropriator has to know or should have known of the breach (tippee test from Dirks), then what do they have to know?
2. facts – Walbaum’s, grocery chain, acquired in friendly merger by A&P; president and controlling SH, Ira Waldbaum, has agreed that he will tender shares in trans; IW tells his sister Shirley Witkin and his nephew, Robert Karin, about the sale, offered to tender their shares along with his controlling block of shares, tells them not to tell; Shirley tells her daughter Susan the info, told her not to tell anyone; Susan tells her husband Keith Loeb, tells him not to tell anyone; Keith called his broker the next morning (at 8:59am!), left message; KL and broker (Chestman) engage in series of conversations over the day as to what KL should do; during pauses, C goes out and buys Waldbaum stock
a) ct sees C as tippee; traditional insider trading not available in this case – no fid relationship tracing back to the insider, b/t the parties to the trans

b) so we need predicate breach by IW (original party in this chain)

· no traditional insider trading, so must turn to misappropriation theory

3. question – to whom does misappropriations theory apply?

a) listing of traditional fiduciary relationships (e.g., atty-client, executor-heir, guardian-ward, principal-agent, etc.)
b) “similar relationships of trust and confidence”

· note: cannot be imposed unilaterally simply by giving someone confidential information

c) ct looks at essential characteristics of fiduciary relationships
· discretionary authority on the one part, and dependency on the other

4. in context of families, mere family relationship won’t create fid relationships

a) need proof of repeated disclosure of business secrets b/t family members

5. C’s conduct clearly violates express terms of 14e-3

a) but having found no fiduciary relationship on which C’s obligations could be derived, they found no liability
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I. Shareholder Voting TC "I. Purposes of Criminal Law" \f C \l "2" 
A. what SHs are required to vote on, under state law – only three things
1. electing directors

2. organic corporate changes (e.g., merger, dissolution, consolidation of company)

3. amendments to certificate of incorporation

4. (under fed law: approval of plans pursuant to which stock options are granted)

B. problems inherent in SH democracy

1. problems of collective action – cost of waging any campaign, or even opposing management, is very high
a) dispersal of ownership: so many SHs, each has relatively small int in control
2. costs of acquisition – corps disclose what they’re required to disclose, but nothing more, given the increase in liability upon making affirmative statements
C. proxy system, which governs how SHs vote, developed under state law
1. proxy developed as a legal relationship in which one party is appointed as fid to vote another’s shares – in essence, a power of atty agreement
II. State Law
A. state law requirements

1. must have election every year for directors (in some cases, more often)

2. SHs must receive specified notice of the annual meeting (Del 222b)

a) in DE, it’s not less than 10 or more than 60 days
b) notice must include place, date, and hr of mtg, and general nature of business to be discussed (esp. if it’s for a special as opposed to an annual mtg)

3. to determine who’s entitled to receive notice of mtg and vote, bd of dir must declare a record date – not less than 10 or more than 60 days before mtg day (Del 213a)

a) list of SHs on that date is the list of ppl who are entitled to notice and vote

b) complicated by phenomenon of street name ownership – most ppl don’t own stock certs of shares they hold, but stocks are held by brokerage houses; on record date, brokerage houses tell holding corps how many shares they need

4. meeting may be held on the date determined by bd, or bylaws of bd

5. SHs of record of common stock get one vote per share (Del 212a) – default rule

6. SHs don’t have to be present, but may vote by proxy

a) proxy may be in writing (212b), or with some significant limitation, via electronic transmission (212c)

b) proxies are fully revocable (except in rare cases, used mostly in closed corps) – they’re not Ks, so they’re not bilaterally enforceable

c) the latest signed dated proxy is the one that counts

7. in order for business to be transacted at a SH mtg, quorum must be present

a) default rule – the quorum is the majority

8. note: no informational distribution requirement under DE law

B. shareholder consents (permits SHs to take action w/o a mtg) – Datapoint Corp. v. Plaza Securities Co. (1985) (p.603)
1. SH voting occurs at either an annual/special mtg, or pursuant to Del 228, by which written consents are solicited from SHs w/o a mtg

a) Del 228: unless otherwise provided in cert of incorp, any action that can be taken at a mtg can be taken w/o a mtg, w/o prior notice, and w/o a vote, if written consents are signed by the requisite number of SH voters

2. question: whether bylaw designed to limit the taking of corp action by written SH consent in lieu of SH meeting conflicts with Del 228 and is thereby invalid
3. facts: appeal by Data from order enjoining enforcement of a bylaw adopted by bd – bylaw amend was passed to regulate consents, to defend against plan by 10% owner Edelman to solicit SH consents in his bid to take control of the company
a) E’s plan to solicit consents for removal of bd and election of own candidates

4. holding: this bylaw conflicts with Del 228

a) nothing in 228 suggesting that action accomplished written consent could be deferred/thwarted on grounds not relating to legal sufficiency of consents 

· bylaw imposes arbitrary delay on SH action via consents, by delaying effective date of such action – 228 says action taken is to be effective when sufficient consents are signed

b) this delay is also unreasonable – underlying intent is to give bd time to seek to defeat SH action by soliciting its own proxies or revocations of consents

· can’t delay effectiveness of SH action in order to seek to defeat it

c) note: ct would allow a bylaw intended to permit merely a ministerial-type review of the sufficiency of the consents, under 228

5. side note: once company is under attack, motives of the bd become very suspect and subject to considerable scrutiny – limited defenses available
6. key fact here was motive – real problem with this bylaw is that bd put it in for its own self-interested reasons (desire to retain control)
C. special voting systems

1. cumulative voting: voting for election of dirs intended to give min SHs representation on bd, by allowing them to concentrate votes on a limited # of nominees
a) formula for determining min number of shares required to elect one dir:
               (number of dirs wanted) x (number of shares voting)
                          1 + (total number of dirs being elected)
b) generally, cumulative voting is optional – Del 214, RMBCA 7.28
c) evasive tactics by a bd wishing to avoid effect of cumulative voting

· staggering terms of dirs – cts are split on whether this is okay

(a) Bohannan (AZ) – permitted stag’d terms

(b) Wolfson (Ill) – violation of state const req’t for cum voting

· provision authorizing removal of dirs by majority vote

(a) many Σs: maj SHs can remove entire bd, but not just one dir

· reducing size of bd

2. class voting – a way to work around adverse effects of creation of new (more senior) class of stock, by requiring that class of SHs adversely affected by change get to approve by maj vote
a) NY Bus Corp 804 – class voting on amends that would adversely affect them

3. supermajority voting

a) RMBCA 7.27 – art of incorp may provide for greater quorum or voting req’t for SHs than is provided for by this act
III. Federal Law: General
A. SEC proxy rules can be grouped into four general categories:

1. disclosure of material info to SHs w/r/t proposals for SH action (14a-3)

a) prescribes form/contents of proxy statement and annual report

b) 14a-4 – form/content of proxy itself, to ensure SH voting rts

2. election contests – uniquely apply where rival slates of nominees are contending for election to the bd (cf. 14a-7 rule for insurgents’ rts)

3. SH proposals – 14a-8 (see below)

4. anti-fraud provisions – 14a-9, anti-fraud w/r/t proxy solicitations (see below)

B. proxy system under fed laws: §14(a) (broad grant of rulemaking authority re proxies)

1. basics of proxies

a) must be in writing

b) is normally revocable at any time; can be made irrevocable if expressly stated and coupled with an independent interest

2. information disclosure, via proxy statement (technical name: Schedule 14A)

a) annual report must be filed w/in 75 days of end of fiscal year

b) imptce of dates – serious consequences for companies

· to use the annual report to disclose most of the info, it has to go before or with the proxy statement

· 14a: you can’t begin soliciting proxies until info is received

· so before company can give notice of SH mtg, must have proxy statement available to SHs

c) SEC’s attempt to fix informational problem under state laws

3. information required to be furnished

a) base level: date, time place of mtg; revocability of the proxy; identification of persons making the solicitation; their int in matters being acted on; and voting rts and beneficial ownership ints of large SHs or groups of such SHs
b) since early 1990s, more disclosure req’ts re executive compensation (p.677)

c) if management solicitation relates to election of dirs, 14a-3 requires proxy statement to be preceded/accompanied by annual report (basic package of financial info, inc audited income statements for 3 most recent FYs, etc.)
d) statement is publicly available as of the time its preliminary filing with SEC
e) degree of discretionary authority that a proxy can confer on management or others is closely circumscribed by rule 14a-4
f) 14a-7 – mailing rules for proxy materials

IV. Federal Law: Proxy Solicitations (( 14a-1(l)(iii) ))
A. when waging proxy fight, have to be in compliance of proxy rules under §14a
1. disclosure requirements, for both management and for opposition

a) Schedule 14B for opposition – has to be sent with or in advance of proxies
b) at least two proxy statements in proxy fight – 14A, 14B
B. costs of proxy fights – management’s costs may be reimbursed for soliciting proxies to obtain a quorum, and for proxy fights involving corp policy (not personnel); opposition never has a right to reimbursement, but corp may choose to reimburse those who win a policy contest
1. Rosenfeld v. Fairchild Engine & Airplane Co (1955) (p.607)
a) SH derivative action brought by π atty who owns 25 out of corp’s 2300000+ shares, seeks to compel return of $261K paid out of treasury to reimburse both sides in proxy contest for their expenses
· insurgents had won here – policy fight re Ward’s long-term K
· π claims: that it wasn’t legal to reimburse both sides – theory of corp waste (unreas expenditure of corp assets for non corp purpose)
b) holding: dismissed π complaints
· when dirs act in good faith in a contest over policy they have the rt to incur reasonable and proper expenses for solicitation of proxies and in defense of their corp policies, are not obliged to sit idly by
· members of new group could be reimbursed by the corp for their expenditures in this contest by affirmative vote of SHs – and this reimbursement was approved by 16:1 vote (unanimity not needed, this wasn’t an ultra vires act requiring unanimous vote to cure)
c) in contest over policy (not purely personal power contest), dirs have rt to make reasonable/proper expenditures from the corp treas
· pretty much gives management free hand to spend on proxy fight as matter of policy in good faith belief
C. solicitation of proxy defined in 14a-1(l)(iii) – broad clause, giving SEC authority to go after what it believes is really at bottom a proxy solicitation

D. access to list of SHs – Studebaker v. Gitlin (p.668)

1. question of who has access to SH list is a question of state law

a) under most state laws, you’re required when you request a SH list to state your purpose – must have a proper purpose

2. corp sued G for violation of proxy rules – now alerted to fact that G has contacted 42 other SHs for purposes of getting a list in order to throw them out of office

3. holding: G had violated proxy rules – ct believed that G would ultimately engage in a proxy fight (note that this is a step way before actual engaging in proxy fight)

a) under the rules, even if he never decided to go ahead and engage in a proxy solicitation, his actions at this point violated the rules – he contacted 42 other SHs under circs reasonably calculated to result in procurement of proxies, even if he never actually sought one

4. note: 14a-2(b)(2) exemption – it’s okay if you contact fewer than 10 persons

a) today, exemption provisions have been expanded even further

b) new exemption: 14a-2(b)(1) – any solicitation by or on behalf of any person who does not at any time seek, either on his own or another’s behalf, a proxy

· put in at insistence of inst investors, who wanted to talk to each other

· if you’re not looking for a proxy, then you can talk to other people, unless you fall under one of the groups listed in 14a-2(b)(1) – registrant, affiliate, or associate of the registrant (i.e., can’t take advantage of this exemption if you’re too close to the corp)
V. Federal Law: Shareholder Proposals ((14a-8))
A. under proxy rules, corp must include SH proposals in the corp proxy materials (determined to be material, and to require disclosure, by law), provided they meet certain basic conditions:
1. 14a-8(b)(1) – proponent must own 1% of outstanding, or at least $2K of market value, and have held that amount for a year, before proposal is eligible for inclusion

2. 14a-8(c) – may submit no more than 1 proposal

3. 14a-8(d) – proposal plus statement of support cannot exceed 500 words

B. grounds for exclusion – 14a-8(i)

1. not a proper subject for action by SHs under state law
2. proposal would, if implemented, cause corp to violate any law

3. proposal or supporting statement is contrary to any SEC proxy rules (e.g., no materially false or misleading statements)

4. relates to redress of a personal claim/grievance, or furthers personal int

5. relates to operations which acct for less than 5% of corp’s total assets, earnings, and sales at end of its most recent FY, and not otherwise significantly related to corp’s business

6. corp would lack power/authority to implement the proposal

7. deals with a matter relating to corp’s ordinary business operations (management makes these decisions) – e.g., uses lang of “resolutions”
8. relates to an election to the bd or analogous governing body

9. directly conflicts with one of the corp’s own proposals to be submitted at same mtg

10. corp has already substantially implemented the proposal

11. substantially duplicates another proposal previously submitted that would be included in the proxy materials for the same mtg

12. deals with substantially the same subject matter as another proposal that has been previously included w/in the previous five calendar years, and it received less than 3% of the vote (if submitted once), 6% (twice), or 10% (three times)

13. relates to specific amts of cash or stock dividends
C. Medical Committee for Human Rts v. SEC (1970) (p.684)

1. MC wanted Dow to stop making napalm
a) rationales: human rights (concerned for human life); recruiting by Dow has been hampered because of their sale of napalm
b) Δ args: this is just on political grounds (NB: this is no longer 14a-8(i) exception); matter of ordinary business
2. ct places burden of proof on management
3. holding: Δ’s args unconvincing; not clear it was just related to ordinary business
a) overriding purpose of 14a is to ensure SHs their right to control important questions that affect them
b) cannot exclude this proposal on ordinary business grounds when corp not following ordinary business = political position of company deals with rights of ownership rather than ordinary business
· here, management felt that it was morally/politically impt to continue to manufacture napalm – this isn’t a matter of ordinary business
4. bias is toward inclusion once SH has proved eligibility
D. Roosevelt v. E.I. Du Pont (1992) (p.693) – another 14a-8(i)(7) ordinary business case

1. R make proposal regarding phase out of CFCs
2. holding: must distinguish between fundamental business strategy or long term goals (extraordinary business matters) and things that are mundane in nature that do not involve substantial policy matters
a) found that this was ordinary business, since corp had already started to phase out CFCs – already-established policy

· R disagreed not on a matter of business strategy, but on question of the rapidity with which the near-term phase-out should occur
b) another consideration: degree to which proposal seeks to micromanage, by probing too deeply into matters upon which SHs, as a group, wouldn’t be in position to make an informed judgment

VI. Federal Law: Anti-Fraud Liability ((14a-9))
A. generally only req’t for standing is that π have been the subject of the proxy solicitation (π was a SH, either of record or beneficiary, at the time of the solicitation)

1. private right of action, recognized by SC in 1964: J.I. Case v. Borak (note a, p.703)

B. materiality – trigger for fed int, still required to be shown w/r/t for a proxy violation

1. in the proxy area, disclosure trigger is simple – no obligation to disclose analysis

a) req’t to file proxy statement is mandatory; in that statement, you’re required to disclose all material facts necessary to make the statement not misleading

2. question of disclosure – to what extent do you have to “hang yourself” with a proxy statement?

· criminal context: US v. Matthews (p.704)

· Δ was object of grand jury proceeding, for bribery and tax evasion; while this proceeding was pending, proxy statement was issued – didn’t disclose grand jury proceeding; DCt acquitted of bribery and tax evasion, but convicted of securities fraud for failure to disclose

· on appeal: this is ridiculous; line-item disclosures only require convictions, post-indictment, pending criminal proceedings; nothing before indictment triggers duty to disclose

b) civil context: GAF v. Heyman – context of proxy fight

· management had hired private investigators to follow insurgent, found out a lot of personal dirt; they sued, claiming insurgent’s proxy statement was misleading

· ct refused to allow this disclosure – have to satisfy a very heavy burden of proof to require personal information to be disclosed

C. scienter requirement – generally, liability is all you have to prove (no mens rea requirement)

1. Gould v. American Hawaiian Steamship Co (3rd Cir)

a) §14(a) and 14a-9 (unlike 10(b)) do not talk about artifices to defraud, etc.

b) fact that proxy statements are required disclosure docs allows us to have liability for negligence w/o deterring information flow

· can set the liability threshold lower, underscoring their importance w/o fear of deterring them

2. Adams v. Standard Knitting Needle (6th Cir)

a) did require mens rea, but this case is usually read to involve liability of third parties (someone who doesn’t benefit directly from misleading information)
b) level of mens rea varies by the role you play, and by the likelihood of personal benefit from the misleading statement
D. causation is a more complicated question

1. Mills v. Electro Auto Lite (1970) (p.707)

a) EAL was being merged into Mergenthaler, which at the time of the trans owned 54% of stock; proxy statement w/r/t to this merger was challenged

· challenge: that the bd failed to disclose, in recommending the merger, that all of the members of the bd had been appointed by M (were actually M representatives) – NB: SOX wouldn’t allow this

b) defense: no causal relationship b/t the omission and the merger – terms of merger was fair, everyone would have voted for it anyway (even with the full statement), so no injury was caused by the omission

c) test for causation (p.709) – where there has been a finding of materiality, a SH has made a sufficient showing of causal relationship b/t violation and injury if (as here) he proves the proxy solicitation itself, rather than particular defect, was an essential link in accomplishment of transaction
· ct looking at trans causation, not loss causation

· essential link test – proxy solicitation itself was essential link in trans

2. VA Bankshares (1991) (p.710)

· on circs of this case, no essential link – votes weren’t needed, therefore no causation, therefore no 14a-9 claim

· πs claimed, on causation, that the proxy statement was necessary b/c the vote of minority SHs was required under VA state law, in order to insulate dirs from a state law breach of fid duty suit

b) holding: narrowing Mill; unless you have more than a theoretical reason to use proxy statement, if you don’t need the votes of the SHs, then the proxy statement isn’t the essential link

· fed int in integrity in proxy process is only in circs where the votes are needed to effect change

· proxy could still be liable under 10b-5, but BC Stamps standing req’t

	8 • CLOSE CORPORATIONS TC "1 • THE CRIMINAL JUSTICE SYSTEM" \f C \l "1" 


I. Close Corporations TC "I. Purposes of Criminal Law" \f C \l "2" 
A. six basic attributes of close corporations
1. owned by a small number of persons

2. often high overlap b/t SHs, managers, and employees of the business

3. desirable to customize the management structure and corp governance rules – business is too small to support cost of formalities, or overlap makes traditional corp governance structure inappropriate

4. SHs have little investment liquidity

5. difficulty of valuation – value of ownership int in close corp has no readily observable market price

6. deadlocks may arise – small number of SHs, who may have required supermajority to resolve contested issues

B. statutory def’ns of close corps

1. NY: any corp other than a public corp

2. Del 342: all of corp’s issue shares held by not more than 30 persons; all issued shares subject to one or more authorized restrictions on transfer; and corp cannot make any public offering of shares

3. RMBCA 7.32: doesn’t try to define “close corp,” but provides mechanism

a) authorizes SH agreements that restrict discretion/power of bd if agreement is signed by all persons who are then SHs; proper notice to be given to SHs

b) 7.32(d) – agreement ceases to be effective when shares are listed on national sec exchange or regularly traded in a market maintained by sec assn

II. Restrictions on Transferability ((Del 202)) TC "I. Purposes of Criminal Law" \f C \l "2" 
A. transfer restrictions may take many forms

1. least severe: rt of first refusal – grants corp and/or remaining SHs (or, first the corp and then the remaining SHs) a first option to buy shares of a SH who wishes to sell (or dies, becomes disabled, leaves corp’s employ, etc.)

2. first option (Allen v. Biltmore Tissue Corp) – a bit stronger

a) option triggered by your desire to sell; at that point, option arises, is subject to a certain price/formula previously agreed upon
3. buy-sell agreements – can be very complicated, take different forms
a) essential difference b/t this and options – buy-sell agreement can be triggered by certain events, whether you want to sell or not
b) e.g., if someone is a SH in a close corp and is also an officer/employee, and decides to quit – when you leave employ of corp, required to sell back shares
· other triggers: death, change in control, shift in ownership
c) can be used strategically – if you really want to sell your shares and get out of corp, but other party can’t afford to buy them, you can trigger buy-sell ag, saying that either they buy your stock, or they sell their stock to you
· they’ll be obligated to sell their stock to you, and you wind up with the company at the end of the day
4. most severe: consent restrictions – require consent of dirs or SHs for transfer

a) while subject to a reas’ness restriction, this is a pretty low threshold to meet
· in a close corp, reasons why it’s “reas” to reject s.o. are very broad
B. Allen v. Biltmore Tissue Corp (1957) (p.743)
1. Kaplan died, his shares became subject to the bylaws’ right of first refusal clause
a) note: difference b/t first option (exercisable at a price or formula set out in the option) and right of first refusal (right to match someone else’s offer, on all of its terms, including price) – real difference is purchase price
b) K’s executors refused to sell shares back to corp when bd voted to exercise its option, claimed it was an unreasonable restraint on transfer – but really, all about price (felt that option price was way lower than FMV)
2. holding: not unreas, b/c parties had entered into this arrangement willingly; provision applies to every party; so it’s binding on all
a) “more than mere disparity between option price and current value of the stock must be shown” – validity of the restriction on transfer doesn’t rest on any abstract notion of intrinsic fairness of price
3. a price of $0 would be “too low” and invalidate – this amounts to a de facto prohibition on alienability
a) ct is looking for a de facto prohibition on transfer, and this wasn’t one
4. note: reas’ness of K is assessed at time of formation, not over course of performance
a) at time of formation of this K, there was no readily ascertainable FMV
b) as long as there’s a price/formula agreed to at the time, and there’s adequate notice to all the SHs (provided by the legending of the stock and amending the certificate), then it’s valid, even if it’s very low
C. Rafe v. Hindin (1968) (p.745) – two 50% owners; ag that stock can only be transferred to other SH, or w/ the other SH’s consent
1. ct invalidated this – no provision that he couldn’t unreasonably withhold consent
a) means that the other SH has the arbitrary right to prohibit any/every sale – de facto prohibition on transfer (no constraints on refusal to consent)
b) mere inclusion of a clause saying “such consent cannot be unreasonably withheld” would have been enough
D. practical considerations re transferability
1. difference b/t the option being exercised by the corp or the other SHs – if stock bought by other SHs, this changes percentage of ownership
2. if we want to avoid difficulties of having option in SHs, and just leave option in the corp – next question is how to fund the buy-out (what corp will use to buy the shares)
a) typically, either corp uses combo of cash and debt, or it uses all debt
b) another typical way to fund this – through the use of insurance
· “key man” ins, to provide cash cushion in event of death/disability; also provides cash to buy stocks if a buy-sell ag is triggered
III. Control Device: Shareholder Agreements TC "I. Purposes of Criminal Law" \f C \l "2"  – Del 218(c), RMBCA 7.31
A. Del 218(c) – agreement b/t 2+ SHs, if in writing and signed by the parties, may provide that in exercising any voting rts, the shares held by them shall be voted as provided by the agreement, or as the parties may agree, or as determined in acc w/proc agreed upon by them
1. RMBCA 7.31 – pooling agreement; is enforceable by irrevocable proxy (7.22); could cover election of dirs or whatever else goes to SHs in natural course of business
2. in Del, can move certain things to SH level, but not everything

a) SHs do have to vote on substantially all of the disposal of assets

b) but if not substantial, then doesn’t have to go to SH level

3. in Del, if decide to make close corp, then can enter into SH agreement under Del 350, which only needs to be signed by a majority of SHs – can impinge on bd with this with a majority of SHs
a) note: 350 increases SH liability – when you move things to SH level, you move liability with them

· increases SH liability b/t nonsignatory SHs can go after you

b) Del 351 – close corp can get rid of bd entirely, and can enter into SH ags even w/o board – note: requires unanimity among SHs

4. RMBCA 7.32 – what RMBCA uses instead of a close corp def’n

a) a 7.32 agreement can eliminate bd entirely, or just move things to SH level

b) list of things that can be moved – 7.32(a)(8) gives basket of issues at end: can usually fit into this
c) a 7.32 agreement must be in cert or bylaws, must be signed by all SHs (requires unanimity), and lasts for only 10 years

d) SH agreements much more limited under RMBCA

5. a note on unanimity

a) Del 218(c) and 350, and RMBCA 7.31 don’t require unanimity

b) Del 351 and RMBCA 7.32 require unanimity

B. Ringling v. Ringling Bros. (1947) (p.756)
1. agreement b/t SHs that they would confer and act jointly in exercising voting rts, and would submit to arbitration in event of deadlock; arbitration clause was triggered; π SH brought suit against Δ SHs, claiming agreement was invalid b/c it separated voting rts from ownership

2. principle: ownership of voting stock imposes no legal duty to vote at all; a group of SHs may vote their respective shares so as to obtain advantages of concerted action

a) SHs may exercise wide liberality, can vote their own interests, can do whatever they want – no duty owed to his fellow SHs

b) can be in cahoots with each other on the SH level; can combine for selfish reasons, or any reasons at all

3. reasonable deadlock-breaking measures are fine, and this was reasonable
IV. Control Device: Voting Trusts TC "I. Purposes of Criminal Law" \f C \l "2"  – Del 218(a), (b); RMBCA 7.30
A. device established by the formal transfer of voting shares, usually for a designated period, from their owners to trustees
1. designed in response to judicial aversion to separation of ownership from control – it results in trustees having legal title to shares as well as rt to vote in manner agreed on
2. Del 218(a) – one SH or two or more SHs may by agreement in writing deposit capital stock with or transfer capital stock to any person or corp authorized to act as trustee for purpose of vesting rt to vote thereon for any period of time determined by such agreement upon the terms and conditions stated in such agreement…
a) have to file with registered office; usual duration is 10 years (under Σs)

B. Abercrombie v. Davis (1957) (p.765)
1. corp was an oil company – in fact, was a joint venture, organized in form of a corp –very common; when corps or individuals want to organize in a joint venture, you have available to you all of the organizing vehicles available to you in any situation
a) joint venture involving two individuals and 9 oil companies: so, 11 SHs
b) there were 15 directors, and cumulative voting – designed so that each SH could effectively elect at least one dir to rep its interests, if you used your cumulative voting right, but none could have maj’ty
2. 6 SHs, who owned 54%, entered into voting agreement w/people called their agents
a) first, delivery of all shares endorsed in blank for 10 years – means you’ve handed over certificate signed on the blank, but w/no name saying who the original owner is handing it over to
b) second: shares were all voted by the agents through use of irrevocable proxies, which were made irrevocable for 10 years; structured as a 218c voting agreement
3. finally, ag was convertible into a voting trust at any time, by 7 out of 8 – no way a non-complying SH could disturb cum voting structure as in Ringling
4. πs here were non-signatory SHs – claim: ag is in actuality a voting trust which doesn’t comply with the Σ
a) when an ag enters into the field designated for statutory voting trusts it must comply with the stat requirements regardless of how the agreement is termed
b) voting trusts only valid as long as they comply w/Σtory req’ts – so an ag that in essence forms a voting trust must comply, regardless of how parties termed the ag
5. test: one essential feature that uses a voting trust is separation of voting rights of trust from other attributes of ownership (767)
a) remember in Ringling, SHs owned their stock, were able to vote their stock; never had to give up their rts to vote their own shares, even in a limited way
· if you use a Ringling ag, you have an irrev proxy arising out of K only when there’s been a breach (when there’s a non-complying SH), and only for purposes of voting those shares, so that they comply
· here, ct says, these aren’t proxies that arise in event of disagreement, they’re proxies on all matters on all votes for 10 years, irrevocably
b) second, voting rts are pooled in the agents: no SH can determine directly how their shares will be voted
c) finally, ct says, there’s a provision to turn this into a voting trust
6. this is not a standard voting ag; if this is a voting trust this doesn’t comply w/Σ
7. Del 218(a): differences are clear – in voting trust, you actually give the stock away, transfer title of it to trustee(s); you no longer are the voter of the shares
a) new stock certs get issued in name of transferee; SH becomes beneficiary of the stock; you remain the “beneficial owner” – you don’t have the vote
b) note: RMBCA 7.30 – trust is limited in duration

8. if you’ve created a voting trust: put an irrevocable proxy in the voting trust ag?
a) only need it if you have >1 trustee and you need a deadlock breaking device
C. pros and cons of voting trusts, as compared to voting agreements

1. a voting trust has advantage of being self-executing, self-enforcing
a) but you lose the vote on all issues for the duration of the trust
2. a voting agreement can be for longer terms than voting trust
a) most states limit voting trusts to 10 years
3. a voting agreement can be kept secret, a voting trust cannot – must be public
4. situations where voting trusts are par’ly appropriate
a) where family wants to retain control of company, as family grows and new family comes in (ex. Ford company)
· a voting trust can be used for limited durational voting authority
b) creditor situation
c) alien ownership rules – certain companies/industries in which it is not permitted, b/c of various fed regs, for co to be owned by non-U.S. interests
· often a voting trust is used, in negotiation w/ DoD, to avoid problems of non-US controlling ownership of these companies
d) anti-trust divestiture situations – one company has bought another, or wants to, and either you cannot divest for some reason, or there’s complication to divestiture, or you need to make it pass muster w/feds, so you create voting trust, and voting power then goes to trustee
5. why was ct so hostile to voting trust in Abercrombie?
a) only reason Δ called it a voting agreement rather than trust is b/c they can keep it secret: they were, in fact, secretly transferring control of the company
b) a voting trust is a complete transfer of control for the period of the trust
· required to be public, b/c change of control of company is dramatic enough to be made public
6. in terms of crafting control devices for our close corp CEO – voting trust is a more powerful way to transfer voting power: if SHs want, they can transfer power to CEO as voting trustee, who votes all shares for all maters for duration of trust
D. Lehrman v. Cohen (1966) (p.769) – creation of new class of stock
1. from its inception, Giant Food Inc. had two classes of stock: class AC owned by C, class AL owned by L; each class of stock entitled to vote for two dirs; in 1949 to avoid deadlock parties unanimously agreed to created one share of class AD stock with rt to elect one dir but with no rt to divs or distribution of assets; this share given to Danzansky (company counsel); b/t 1950-1964, D elected himself to bd; in 1964 D and C combined voting power to elect D pres and give him a 15 year exec employ K
a) L brought suit contending that the creation of AD stock was in substance and effect a voting trust that is illegal for not complying with stat requirements
2. holding: creation of a new class of voting stock does not amount to the creation of a voting trust, and none of the attributes of a voting trust are present here
a) each SH retains his shares and the right to vote them
b) no SH is divested of his rights
· creation of AD class may have diluted previous voting rts, but creation of new class did not divest and separate voting rts which remain vested in each AC and AL SH
3. side note 1: new class of stock could only be created via amendment of cert – unanimous vote of SHs to so amend

4. side note 2: resolution at SH mtg to grant D the 15-yr K with stock options – couldn’t have been done by bd (extraordinary K at extraordinary length), had to go thru SHs

a) at SH level, must be adopted by at least 3:2 vote

b) bd appointing D pres – could have been done at SH level, if moved to SH level via 218(c) voting agreement
c) advantages of voting agreement arrangement (as opposed to voting trust)

d) once put in correctly, there are no other Σtory req’ts – self-executing

e) perpetual – no time limit, unlike with voting trusts

f) don’t have to worry about noncomplying SH – ag being challenged or irrevocable proxy

5. clear vote-shifting mechanism, which avoids many of the Abercrombie problems

a) everyone had agreed to arrangement, unseemly to complain about it now

b) wasn’t secretive – rather, it was unanimous
c) legislative policies re non-participatory stock

· simple Σtory req’t – that there be at least one class of stock at all times that isn’t callable [Del 151(b)], at least one class have unlimited div and liquidation rts [RMCBA 601(b)]

· can create any class of stock you want with just above limitations
· lots of reasons why corp would create classes of stock – ct isn’t in business of examining motives
6. ways to avoid problems that arose in this situation
a) write into charter that AD SHs not allowed to be on bd, along with transfer restriction to limit who can be appointed dir by the stock (to avoid AD SH transferring stock to friend who then votes for original SH)

b) could require supermajority for employment Ks – but still problem of deadlock

c) limit term of officers in bylaw (amendable…) or in charter (more lasting)

d) design stock to have any rts you want – HS solution: all this stock can do is vote on dir; we’ve met Σtory min with other classes of stock already
· under Del 151a, RMBCA 601c – have stock that is issued – special conditional or limited voting rights or no right to vote
· could say that all this stock can do is to vote to elect a dir – has no other vote on any other matter
V. Agreements Regarding Directors TC "I. Purposes of Criminal Law" \f C \l "2" 
A. an aside – one way to ensure a dir’s control over corp at bd level is to make him the sole dir
1. permissible under Del 141(b) (one or more dirs), RMBCA 8.03a

B. if everyone else wants one dir to do most of everything – delegate duties to exec committee
1. authorized by Del 141(c) and RMBCA 8.25a
a) committees made up of one or more dirs; can then delegate bd’s powers to that committee (except for Σtory exceptions)

b) RMBCA is more extensive – no divs, no recommendations to SHs, no vacancies on bd and no bylaws
C. question of forming Ks with other SH/dirs, to ensure that they will vote for you as CEO
1. individual Ks with SHs are useless unless you get the appointment of CEO moved down to the SH level

2. so move to SH level (142(b)), enforce it with a 218(c) voting agreement, w/r/t the election of the CEO, and enforce it with a 212(e) irrevocable proxy

D. question of Ks ensuring a twenty-year employment K

1. if we move it to SH level, it’s fine – no durational limit, SHs can vote on a 20-year

2. difference with RMA states: RMA 7.31 – you cannot remove the election of officers down to the SH level and use a plain old 7.31 agreement; you have to use a 7.32 agreement

a) for 7.32 agreement, you need unanimity, and there’s a durational limit (limited to 10 years, unless provided otherwise in the agreement)

b) we can do a 20-year K in a RMA state if there’s unanimity and specific decision to extend the agreement

c) question of who can attack this SH vote (in a Del state, where the decision has been bumped up to SH level and SHs vote for the 20-year K)
d) CEO is vulnerable for breach of duty of loyalty, potentially, but they know that, so they’ll pop it down to SHs – even if Σ requires disinterested SHs to approve it, they have 2 out of 3

e) dissenting dir could still attack as breach of fiduciary duty – attack is that this constitutes corporate waste – unreasonable use of corp assets for a non-corp purpose (this K is so extraordinary, it constitutes waste)

· waste claim – that no reas businessperson could have done this

· waste claim is hard to make, but if you can make it, the only thing that will cure it is a unanimous SH vote (bd agreement can’t cure it)

E. McQuade v. Stoneham (1934) (p.773)

1. suit among three SHs of the NY Giants; three SHs owned majority of shares, entered into SH agreement providing for election of dirs, appointment of certain officers, and salary levels; π (treasurer of corp) was fired when other signatories to the agreement just didn’t vote for him (didn’t renew him)
a) π was fired for protecting the interests of the minority SHs, but ct says π was fired for being a royal pain – questioning controlling SH’s use of assets, etc.

b) π sues to enforce the agreement
2. holding: agreement is void

a) principle announced here: agreements limiting the power of the bd to act according to its unrestricted lawful judgment are illegal
F. Clark v. Dodge (1936) (p.777) – same ct as McQuade, two years later, different result
1. two SHs in two corps, one with 75% and one with 25%; agreement that the majority SH would vote for the other as director and general manager, and he would get 1/4 of net income of company as salary or dividends, as long as director acted in good faith
a) big agreement – looks even worse than that in McQuade, in terms of intrusion into bd’s lawful authority to act in best interests of corp
2. ct rationale: crucial difference – in McQuade, there was a K among SHs that together controlled a majority of shares; but there were other SHs who weren’t parties to the K
a) here, agreement represented 100% of SHs – unanimity
b) where there is complete identity b/t the SHs and the bd, don’t have to worry so much about the distinction b/t the bd level and the SH level
3. test to decide if voting ag will be subject to McQ (struck down), or to Clark (upheld)
a) impingement is slight
b) no damage suffered or threatened by this provision – logical/practical test
· i.e., caused by departure from Σtory norms

· damage to min SHs, future purchasers w/o notice of departure, creditors of the corp

G. Long Park Inv. (note 1a, p.779)
1. agreement here gave management authority to one SH, provided that other SHs may at any time submit to arbitration the Q of whether management should be changed
2. holding: this isn’t just a slight impingement – completely sterilizes the bd; takes away from bd all discretionary authority over management, b/c SHs can throw issue of firing management to an arbitrator at any time
VI. Fiduciary Duties TC "I. Purposes of Criminal Law" \f C \l "2"  – whether SHs in closed corps are subject to fid duties to each other
A. Donahue case (cited in Wilkes)

1. original corp had two SHs (Rod and Donohue); R’s two sons joined business and came on bd; R getting old and wants out of business, so corp repurchased 45 of his 81 shares, gave or sold the rest to R’s sons; D claims her shares should have been bought out as well, at same price, and failure to do so was breach of fid duty
2. holding: for D – in closed corp, SHs must have relationship of highest trust, confidence, and absolute loyalty

a) closed corps vulnerable to oppressive practices by maj SH, since no exit available (no market for closed corp shares) – so ct imposes higher fid duty here

3. std: SHs who are dirs or controlling, who caused corp to enter into the stock purchase agreement, must have acted with utmost good faith and loyalty to the other SHs
a) control group can’t get special advantages or disprop benefits from share ownership

b) here – got preferential access to corp assets; created market for R and no one else, using corp assets to do so

c) note: would probably not be breach of duty of loyalty in public corp – if acted in good faith, would probably be okay

4. in order to meet this std, minority SHs had to be offered an equal chance to be bought out on the same terms
a) could do this by K – tagalong rt, dragalong rt
b) question here is if not done by K, should ct imply it as a matter of fid duty?

· only one reason why the ct imposes the std on close corps – absence of a market for shares (illiquidity of SH’s holding)
· question is if illiquidity alone is enough to create fid obligation
5. could treat this just as a duty of loyalty case – normal fid obligation is always heightened in a conflicts case (greater risk of dir acting in own self-interest)
a) problem is, with close corps, this could be every single decision…
B. Wilkes v. Springside Nursing Home (1976) (p.782)
a) W is one of the founders of the corp, a dir and a full-time employee; when relations b/t W and another SH broke down, W was fired (and his salary ended); doesn’t appear that he had a K, but was an employee at-will
b) facts seem more compelling than in Donohue – conscious decisions to force π out of company, deny him access to corp funds that he’d been receiving in salary
c) clearly attempt to force π out at a disadvantage; and π hadn’t been doing anything legally cognizable as wrong (ct recognizes that he’d been doing a good job)

2. holding: ct chooses not to apply higher fiduciary duty; two part test
a) control group has to demonstrate that it has a legit business purpose for the action being taken
b) then burden shifts to complaining SH to show that same objective could have been achieved thru alternative course of action that was less harmful to min’s interests
3. how to read Donohue in light of Wilkes

a) where the action affects SHs in their capacity as SHs only, then we can require a special obligation from the majority to the minority (dealing with stocks, etc.)
b) but once we get to bd and actual operation of corp, and entire realm of management decision-making (min actually has as much power, maybe even more, to act oppressively as any other) – at that point, the Donahue duty is softened
· at this point, ct intrusion into corp norm becomes huge huge – allowing ct to review all management decisions on claim that they disadvantage a min SH would completely undercut the structure the Σs contemplate
C. Zidell v. Zidell (1977) (p.789)

1. case is about stock transfers – so this affects a SH as a SH (as opposed to role of the bd to manage the company in the operational aspects) – this is more with Donohue than Wilkes
a) 3 SHs, two of whom own 37.5% each; one of the 37.5% SHs bought out the 25% SH, giving him an automatic majority (these two were Δs, other 37.5% SH was π)
b) π SH claiming that Δ SHs should be in balance in terms of duties to the company; only way to do this would be to retire the block of stock when it went up for sale, to be bought by the company
2. holding: as a general rule, dir violates no duty to the corp by dealing in stock personally
a) assuming no insider trading, state corp law doesn’t care if dirs buy/sell stock in their own companies
3. in order to overcome this rule, must have evidence that company had a practice of buying back stocks whenever SHs want to cash out, or evidence that there was an agreement b/t or among the SHs to maintain proportionate control
a) ct read Donohue to be about oppressive treatment by controlling SHs
b) here, this isn’t what π wants to cure (isn’t about oppressive behavior by controlling SHs) – in fact what π wants is relief that would favor him at expense of other SHs
· π wants to make it a 50-50 corp, which it never has been
4. finally, and most tellingly – ct points out that there were many ways to preserve proportionate ownership, which SHs didn’t do
a) this ct very clearly moves away from the strong view (Donohue-Wilkes) of oppression – won’t impose any higher fid duty unless you can show some of the above evidence
b) burden-shifting – requires π to make a proper showing that the complained-against deal violated an agreement that they had
D. Nixon v. Blackwell (DE)
1. Del ct, fully aware of the liquidity problem, etc. – said this alone wasn’t enough
a) ct went very far into a pure contract analysis – this is exactly the same problem as entering into a K that later turns out to be disadvantageous to you
· cts won’t let you out of a bad K just b/c you made a bad deal
b) if it’s really bad to you, you have only two ways out: breach, or bankruptcy
2. tools of corp law are designed with such a K arrangement in mind
a) would do damage to corps to impose a special fid duty here
3. finally, ct speaks to the close corp provisions in DE – legislature put all these provisions in so that you can make any deal you wanted once you became a close corp
a) if you could have achieved the outcome you wanted using close corp provisions, and didn’t use them, then you can’t come to the cts and complain
E. Del ct’s approach to illiquidity problem: basically saying you have to negotiate it up front, before you make the investment
1. ideas of freely contracting adults making business decisions and negotiating upfront, thereby leaving the entire corp structure and rules intact
2. assumes that either you have a certain level of sophistication, or you’re going to be represented by counsel, in order to make this real
3. leaves this particular population vulnerable – the population the least likely in corp world to be well-represented by counsel
F. Mass ct’s approach (Donohue-Wilkes): to make the controlling SHs respond in some way, will elevate level of behavior required when they take action that could be oppressive to minority SHs
1. gives more protection, but also generates more litigation, and gets ct involved in decisions it doesn’t want to be in
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I. Takeovers in the Context of General Corp Analysis TC "I. Purposes of Criminal Law" \f C \l "2" 
A. general std in judicial review of corp decisions is BJR

B. means of removing BJR protection from bd decisions

a) duty of care – Van Gorkom

b) if π shows that bd didn’t avail itself of all the info reasonably available to it, then cts will review the decision on the std of fairness
2. duty of loyalty

a) π burden to show a loyalty problem (CoI), and that problem remained uncured

b) in corp oppty context, the finding that something was a corp oppty is the conflict
· burden then shifts to bd to show cure

· potential cures: vote by disinterested dirs (144); vote by SHs (Del says nothing about SHs having to be disinterested, but some states do)

· failing these cures, then inherent fairness of the trans (price…)
· if bd proves cure, burden shifts back to π – BJR presumption restored

c) in parent-sub context – this is a structural CoI (more complicated analysis)

· usual avenues of cure are often unavailable – no disinterested dirs, or not enough to meet Σtory min; majority of SHs also conflicted

· middle ground approach – here, mere showing of conflict isn’t enough

(a) π has to show the probability, if not the fact, of actual harm – benefit-detriment test
(b) once benefit-detriment test met (that trans was benefit to parent and detriment to sub), burden shifts – BJR presumption removed, bd can show either cure or fairness

(c) cure is unlikely, and fairness is a very high std

C. takeovers present, for target bd, another difficult analytical context

1. acquirer’s behavior isn’t subject to fid duty claims for the bidder’s bd – this is a business decision (management decision, not an ownership decision), protected by BJR

2. target’s bd could be viewed as always conflicted – their ownership of corp is at stake

a) should we permit target bd to defend?  if so, what are the limits of its defenses?

3. interests that a bd should be protecting (or, roles that a bd should play w/r/t SHs)

a) bd as broker – responsibility to get the best price, etc.; bd acts merely as advisor to SHs, and represent their ints

b) bd as surrogate – makes decisions in light of its own expertise; though control ultimately belongs to SHs, they’ve delegated decisions to the bd
II. Hostile Transactions TC "I. Purposes of Criminal Law" \f C \l "2" 
A. Cheff v. Mathes (1964) (p.971) – the early doctrine re hostile takeovers
1. Holland Furnace, which was under investigation for its sales-trade practices; 7 dirs; together owned about 22% of stock, but only one was insider (Chef), fulltime employee of corp
a) Arnold Maremont (as close as we had in those days to a well-known corp raider), started buying into the corp, got about 17.5% of stock; he wanted to merge, wanted place on bd; bd rejected all of that
b) M’s response: you won’t do a deal or put me on the bd, so buy me out; bd did buy his shares back, at premium over market
2. π sued, for breach of fid duty – act of repurchasing its own shares was legal on its face, corp can do that, but was made illegal b/c was done for self-interested reasons – breach of loyalty
3. holding: yes, this was a breach of loyalty
a) under normal BJR jurisprudence, would go straight to fairness review – but ct doesn’t do this (first time we see a shift in analysis applied to takeover situation)

b) put initial burden on bd to show reasonable grounds to believe a danger to corp policy and effectiveness existed by presence of Marymount stock ownership
4. how to meet this std, and get back under BJR presumption

a) bd has to show good-faith reasonable investigation
· process remedy – show outside advisors, personal investigations, etc.

5. how this test fits with the roles of the bd
a) if we think of bd merely as a broker for SHs, then in fact, once M surfaces, the bd should do nothing more than make sure they get the best price out of him
· ct decides that this isn’t so, bd shouldn’t be required to put corp up for sale, just b/c someone credible shows interest
b) SH surrogate model – once bd determines that bidder represents a threat, BJR presumption is restored to whatever bd does next in response to that threat
B. defensive tactics
1. charter/bylaw provisions – most defensive tactics are responsive to pending threats; these are the major exceptions to that rule (“shark repellents” seeking to deter takeover bids)

a) supermajority provisions – makes it difficult for acquirer to follow tend offer with a quick second-step merger that eliminates the rest of the SHs

· works to discourage partial bids

b) fair price amendments – popular variation on supermaj provision; provides for similar vote but then waives the supermaj requirement if the bidder pays a defined fair price in the second step transaction
· these amendments cause uncertainty for bidders

c) staggered bd provisions – classify the bd into several classes (with only one being elected at each annual election of dirs); delay bidder’s ability to acquire control

2. poison pill plans – ability to issue a contingent security; device adopted by a target to make its stock less attractive to bidder
a) corp issues a new series of preferred stock (or other rts) that give existing SHs the rt to redeem stock at a premium price after certain events, like a takeover

b) “flip in” pill – allows all existing holders of target shares, except acquirer, to buy additional shares at a bargain price
c) “flip over” pill – if acquirer purchases in excess of specified percentage of target’s stock and thereafter acquires target in business combination (i.e., merger), PS becomes convertible into the CS of the acquirer at a conversion ratio that permits the PS to purchase the CS at half price – i.e., allows all holders of target’s shares to convert into the acquirer’s shares at a bargain price in event of unwelcome merger
d) often, pill provide that bd can redeem PS at modest price for limited period – forces you to negotiate with target bd
e) critics don’t like this: prevent SHs from ultimately deciding whether to accept an acquisition proposal
3. greenmail

a) selective repurchase by the target corp of a potential bidder’s stock usually at a premium over the market
b) usually leads to SH protests
C. Unocal Corp v. Mesa Petroleum Co (1985) (p.982)
1. Pickens, SH activist, controller of Mesa, proposed a “two-tier front-loaded cash tender with a cheap back end” – Pickens owned 13% of stock; offered to give $54/share for 37% of stock (to get him up to just over 50%); remainder 49% SHs would get junk bonds in nominal amount of $54 – but by time of case, these bonds aren’t worth anything near $54
a) coercing SHs to tender into bid – if 37% of shares tender in, and you don’t, you’re in back end of deal – collective action problems involved, particularly in two-tiered setting (prisoner’s dilemma)
· decision must be made by bd, since SHs aren’t able to make best decision

b) bd defended by making a self-tender for Unocal stock at $72, but excluding stock owned by Mesa (asked all SHs except Mesa to tender shares back to corp)
c) Mesa sued to enjoin Unocal’s defensive measure – claim of breach of fid duty
2. holding: enhanced BJR applies in pending takeover context
a) dirs must show reasonable grounds for believe that a danger to corp policy and effectiveness existed b/c of the bid – good-faith reas investigation, etc.

· outside advisors, personal investigation – here, discovered that Pickens had rep as greenmailer; independent confirmation of inadequacy of price

· nature of threat found: inadequate price, and coercive

b) and, defensive measure must be reasonable in relation to the threat posed – proportionality requirement

· response to threats of price and coercion
· self-tender offer of $72 was a proportional response to price threat

(a) note: if self-tender offer was too high (more than $72), would raise specter of corp waste, and tilt balance more towards self-protection

· exclusion of Mesa was proportional response to coercion – Mesa wasn’t being coerced in the Pickens proposal, so didn’t need to be protected; this response gets value to the SHs being coerced
3. proportionality req’t = “no scorched earth” (can’t destroy corp in order to save it)

a) difference b/t putting defensive tactic in place, and implementing defensive tactic

b) e.g., classical poison pill wd be a contingent rt issued to SHs that says, if someone acquires more than 15% of corp’s stock, you will have rt to exchange yr share of stock for preferred stock in corp having a value of 7x market on today’s date; this option can be redeemed by bd for a tenth of a penny per share, at any time before it goes into effect
· it’s a contingent pill, intended to give bidder fear/risk that if it actually gets corp, a minute and a half later, it’ll own essentially none of the value
· that obligation might b’rupt/destroy corp; so, if it operates, might operate like a doomsday machine—once it goes into effect, that’s it, the co’s gone
c) big legal difference b/t putting a pill in place, creating that risk for the bidder, and actually letting it roll fwd into its doomsday function
4. w/r/t poison pills – Moran upheld them generally, in 1985 (same year as Unocal)
a) develop a sense, from these cases, that the earlier a bd takes action/decides on a strategy, the less tainted its activities will look: the closer you get to a hostile takeover, the more suspect a bd’s actions will look
· as a result, most large corps have poison pills in charters, just sitting there
D. Paramount v. Time (p.991) – the Unocal part of the case (see below for Revlon part)
1. in 1983, Time started considering expanding its business, both globally and more into entertainment; development of this strategic goal progressed over time; included in the analysis was the option of acquiring a company already in the global entertainment market
a) in July 1988, presentation was made to bd regarding various acquisition candidates, including Warner and Paramount, but Warner was recommended, in terms of Time’s desire to expand globally, and the businesses into which it wanted to expand
b) negotiations commenced in July 1988, and proceeded into March 1989, resulting in an agreement, approved by both bds
c) stock-for-stock merger – the consideration received was stock: stock of the parent corp, in exchange for the stock of Warner
d) in addition, companies made a few special arrangements
· share exchange

· each company gave the other a stock lockup; intended to cement the deal by making it harder for someone else to take over the company
· very strong no-shop clause
2. May 1 was set as record date, for a June 23 vote by SHs of both Time and Warner
a) June 7 – Paramount weighed in with an all-cash, all-shares bid for Time, at $175/share (significant premium over market)
b) Time’s bd begins meeting – everything and more that was required under VG
c) Time concludes that the Paramount bid constitutes a threat, of two sorts
· inadequacy of price – $175/share is too low for entire company
· threat to the Time culture (company’s control over own destiny, and its particular governance structure)
3. Time restructured the transaction – make it a 2-step trans: they buy 51% of Warner at $70/share in the first step; second step is a package of cash and securities to be valued at $70/share in the second step merger – in order to get out from NYSE listing req’ts that all Time SHs should vote on the trans
a) note: Time SHs only had to vote b/c of listing req’ts; this was a triangular merger b/t Warner and a third corp (vehicle), and Time SHs weren’t constituents
4. on 6/23 (supposedly the day of the SH vote), Paramount raises its bid to $200/share
a) Time still doesn’t want anything to do with it
b) so Paramount sues to enjoin the T-W deal, on the grounds that dirs breached their fid duty in restructuring the trans (claimed entrenchment, breach of duty of loyalty)
· basic arg, under Unocal – bd couldn’t have formed a good-faith reasonable believe that the bid is a threat, since the price is so high
· arg: the only defense the bd can therefore erect are price-based defensive actions (designed to raise the price to SHs)
(a) once price threat is removed, bd must be able to take defenses down and let the bid go forward
(b) but T’s defensive actions were irreversible (merger of company)

c) so P is arguing both parts of Unocal – the only reasonable threat that could be perceived here is price; and once the price threat is averted (price is high enough), defenses must be able to be dismantled (proportionality of response)
5. holding: found against P, and its reading of Unocal
a) there is no obligation for a bd to seek short-term profit for SHs – part of bd’s management obligation under Del 141 is to assess appropriate timeframe in pursuing corp goals
b) re P’s arg that it should have gone to SHs for a vote

· no requirement under law for SHs to have a say in this
· non-delegable duty of bd to make this decision (Del 141)
6. bottom line: Unocal is the test to be used in this case
a) attached once P made its first bid – before then, it was just a business decision to expand via merger, protected under normal BJR
· once Paramount intervened in the process, Time became just another target corp – and a target bd is obligated to comply with Unocal
b) obligations of target bd

· nature of the threat perceived by the board – bd must engage in an open-ended analysis, not a mathematical exercise (not just about price)
(a) cts are ill-equipped to make this kind of determination
· reasonable response to the threat – requires an evaluation of the importance of the corp objective threatened, impact of the threat, etc.
(a) Del 141 gives this job to the bd
III. Friendly Transactions TC "I. Purposes of Criminal Law" \f C \l "2" 
A. Revlon Inc. v. MacAndrews & Forbes (1986) (p.1024)
1. Pantry Pride made tender offer for stock of Revlon; bd adopted a defensive discriminatory flip-in poison pill – if someone acquired 20% of the company or more (triggering event), each SH, except the triggering SH, would have the rt to exchange its shares of stock for $65 face amount notes, bearing interest at 12%, due and payable in one year, unless the purchaser acquired 100% of company for at least $65
a) pill is revocable/terminated if the purchaser buys 100% of stock for at least $65
b) note: facially legal – no Σtory constraints on issuing debt
c) pill works to deter PP’s debt – he doesn’t want the company to be burdened by a lot of debt; needs the credit capacity of the company – financial bidder
· prices the company in a way designed to get money to SHs
· discourages bidders, by loading company with debt
d) so far, so good – nothing wrong with Revlon’s actions up to this point
2. PP response: commenced an any or all tender offer at $47 in cash, conditioned on redemption of pill
a) Revlon, still finding price to be grossly inadequate, makes exchange offer for 10M of its own shares, each of which can be exchanged for a package: note w/face amt of $47.50 w/interest at 11.25%, over x years, plus of a tenth of a share of new $9 preferred stock
· these notes were actually issued, unlike the notes that would have been issued had pill been triggered
· limitations/covenants attached to the notes (can’t issue dividends, etc.) – function to prevent acquirer from being able to leverage the company
b) still no problems yet with bd actions – bd is acting reasonably and legitimately, as long as they rely the good faith reasonable belief in the threat
3. PP withdraws its first offer, goes to the company and offers $50/share, then $53/share if R will engage in negotiated merger (to waive covenants and redeem pill)
a) in response, R bd authorized management to negotiate with other parties interested in acquiring Revlon
b) once bd decides the company is going to be sold, control is going to be changed, duty of the bd (p.1026) changes – from defenders of the corp bastion to auctioneers charged with getting the best price for the SHs at a sale of the company
· nature of threat changes – no longer a coercive bustup threat, since bd has decided it’s going to be busted up – all that’s left is price
c) in order to favor one bid over another (note that these are all LBO firms), bd has to have a reasonable belief that one bid was preferable
· bd failed this test, so therefore went to fairness review
4. critical fact in Revlon is ct’s finding that the bd decided to sell the company
a) once bd’s role shifts to auctioneer, then how the bd deals with the pill becomes subject of a new inquiry, in light of bd’s duty to get the best price for SHs
B. Mills Acquisition Co. v. Macmillan, Inc. (1989) (p.1032)
1. in 1987, Evans (CEO of Macmillan) saw that corp was likely to become a takeover target; went to bd, proposed trans that would have consolidated control in management through a management-led leveraged buyout (MLBO); bd approves, adopts poison pill
a) turns out that Robert Bass has been acquiring stock in the company via other vehicles; by late Oct, he’s acquired 7%; bd tells him to go away; he offers $64/share, but his offer is rebuffed by Evans
b) restructuring proposal (Evans) was at $64.15/share; Lazard (fin company) says Evans’ proposal is fair, but Bass’s is inadequate, since company is worth $72…
c) Bass then comes back with offer of $73/share, is again found inadequate
d) Macmillan gets sued, Evans’ proposal is enjoined

2. once deal for restructuring gets enjoined, bd realizes it’s in Revlon land, and starts to shop the company
a) Robert Maxwell comes in with an all-shares merger proposal at $80/share
b) company says nothing for 5 weeks – in process of negotiating with KKR (buyout firm) to do another LBO – KKR got confidential info
· note: Evans and Riley (two top officers) are part of KKR plan for afterwards, are planning to stay afterward and run the company – CoI!
c) Maxwell comes back with an offer for $80/share tender offer, conditioned on getting the same info that KKR got, and company still never answered him
d) more offers and negotiations…
3. company finally decides to have an auction
a) M offers $89 all cash, KKR’s bid comparatively sucks; Wasserstein told Evans and Riley the status of bids in at auction, went and told KKR (they were going to run co if KKR won), and KKR used that info to restructure their bid; W then accepts KKR bid, and tells the bd that it’s been on a level playing field
b) KKR submits its filing, as required, and reveals the secret conversations it had with Macmillan dirs
c) Maxwell then storms in with a higher bid and sues
4. ct’s job – to consider the validity of the crown jewel lockup (of everything the bd did, it’s the crown jewel lockup that’s deterring a higher bid from being made and accepted)
a) ordinarily, ct won’t look at wisdom/merits of a business decision – but must do so when bd manipulated by self-interested corp fiduciaries
b) here – E&R were conflicted, and bd failed in its duty to establish a truly independent auction
· bd’s lack of oversight over the business process that allowed an environment to fester in which the illicit conduct spawned
c) once bd knows there’s a subst probability that their role is tainted by conflicts, then bd’s obligation is to get beyond those conflicts, as a matter of care
5. since the change of control of company is guaranteed (either by auction, or by the kind of trans in which SHs will be bought out) – case is now governed by Revlon
a) any defensive action that favors one bid over another has to be motivated by substantial benefit to SHs
b) here, lockup option has no such benefit, principally b/c KKR was already involved
· lockups aren’t per se invalid – can be used to get a substantial benefit to SHs (i.e., to entice new bidders)
c) so bd failed fairness review
d) once you’re under Revlon, bd has to completely change way it runs trans, and reacts to bid – ct will scrutinize process for good-faith reas belief that one bid is preferable, in terms of benefits to SHs
C. Paramount (p.1044) – the Revlon part of the case
1. P’s claims in attempt to trigger Revlon duty
a) that merger ag b/t Time and Warner was legal equivalent of a sale
b) that original merger would have precluded the T SHs from having ever received a control premium on their stock
2. Chancery ct finding – Revlon isn’t triggered here

a) no change in control – control would have remained where it was
b) control of both remained in a large, fluid, changeable, and changing market
· yes, there’s a bigger corp, and more SHs, but still no SHs have any more or less power to control the larger entity than they did in the smaller entities
c) bottom line: potential for SHs to receive a control premium still exists – someone could still come in and seek control of the combined corp and would still have to pay all these ppl out on the market the premium for control of the entity
3. SC opinion made clear that Revlon doesn’t attach so easily – can’t attach inadvertently
a) limited circs where obligation to maximize over the short-term attaches
· where company initiates an active bidding process – intentionally puts itself up for sale
· or, where company effects a business reorganization involving a clear breakup of the company
b) in other words: “in play” is not “for sale”
· bd must take conscious, advertent steps that will either result in the sale of the company, or a trans that will result in the dissolution or breakup of the company – corp can’t be made “for sale” by decisions of another entity
c) so ct analyzed under Unocal (not Revlon), found that bd satisfied that test
D. QVC (1994) (p.1050) – Paramount tries again
1. P, which has lost T, b/c of T bd’s pursuit of a long-considered, well-thought-out strategy, which entitled it to BJR protection, said okay, we can do that too – now tried to enter into a different deal, with Viacom (claim that this fit with its own long-term strategy)
a) if merger went through, control of P would be vested in new controlling SH; merger ag contained no-shop provision, as well as a lockup variant (stock option ag giving V an option to purchase almost 20% of P stock on favorable terms)
b) though a bidding contest developed, P bd gave favored treatment to V
2. central finding of the case – control was being sold here, so Revlon attaches
a) change of control = where a majority of corp’s voting shares are acquired by a single person or group – will shift all of the powers away from a widely dispersed group into the hands of the single person/group
b) didn’t buy the long-term strategy stuff, b/c as soon as there’s a new controlling SH, he can take that long-term vision and throw it out the window
3. new reading of Revlon – it’s not just putting yourself up for sale, but involving itself in any trans that’ll result in a change of control
4. note: bd here didn’t have a loyalty problem – this is really a duty of care case (bd failed to consider both offers neutrally and critically)
a) no-shop and lockup provisions were invalid under these circs b/c they interfered with P’s duty to get the highest price for corp after it decided to sell (Revlon duty to conduct fair auction, with an eye to getting most benefit to SHs)
E. Omnicare (2003) (p.1069) – need for deal-protective terms to have fiduciary outs
1. NCS (target) was basically insolvent, in danger of being thrown into bankruptcy; looked into strategic alternatives; invited Omnicare to talks, they made a couple offers, all of which were asset sales in bankruptcy, and weren’t quite enough to pay off the debt
a) committee brings in Genesis, which came in w/an offer that wd not only pay off debt holders, but wd also give some money to SHs – much more valuable offer
· a total no-shop wd be struck down as breach of dirs’ fid duty, but this is tightly drafted
· also, under Del 251(c), an ag may be submitted to SHs, regardless of whether bd approves of it or not
· so: 251(c) ag that they’ll submit it to SHs, no matter what; also demand and obtain two stockholder lockups
b) Omnicare weighs in at last minute w/bid that bd rejects; bd distrusts them, based on their own behavior, but bd takes it and uses it to get better bid out of Genesis; goes forward w/Genesis offer; Omnicare sues to stop the trans
2. legal standard that applies to bd’s actions in this situation
a) dissents say it should just be BJR

b) majority, however, applies Unocal – noshop, 251c, goodbye fee are defensive actions, which require Unocal enhanced BJR
3. interesting Unocal analysis here – what the ct does with the second prong

a) first prong (good faith reas investigation resulting in reas belief in threat) OK

b) second prong (proportionality) – bd doesn’t have unbridled discretion to defeat perceived threats; this action fails b/c it’s preclusive in nature

c) previous rule – if you can show us that, what you’ve done, using the utmost care and diligence, w/o any loyalty problems, is to secure the best available deal, we’ll let you lock it in, preserve that deal against subsequent attack, against bid that comes in at 11th hour
d) new rule (acc to dissents) – a merger ag, entered into after a market search and before any prospect of a topping bid has emerged, is per se invalid when a topping bid emerges
4. what to tell a client after Omnicare – can’t enter into a K that doesn’t have a fiduciary out
a) must be able to get out from under deal-protective terms when a new, better bid comes into play (fid duty to SHs to secure the best deal; can’t preclude better bids)

IV. Sale of Control TC "I. Purposes of Criminal Law" \f C \l "2" 
A. question of whether control is, or when control is, an asset of the corporation like any other
1. if control is a corp asset, then dirs should have full BJR protection for decisions involving control (should have authority to deal with control, just like any other asset)
2. if control is a corp asset, then SHs shouldn’t have disproportionate access to it (trans that give one SH disproportionate access to corp assets are heavily scrutinized)
3. if control is an asset belonging to the SHs (not to the corp), then bd should have no role to play in decisions affecting control
a) but this isn’t true –circs where bd has authority to effect changes in control
B. possible rules re control
1. (US rule): controlling SHs are free to sell their control blocks at whatever price, whenever they want, subject to certain exceptions
a) absent fraud, looting, theft of corp oppty, breach of fid duty…
2. controlling SHs aren’t free to sell control blocks, unless they share that sale w/other SHs
a) since control is something that belongs to the shares as a whole (you only own one piece of control) – so if you’re going to sell control, you have to sell the whole company, invite other SHs in
3. (UK rule) purchasers cannot buy control solely from controlling SHs, but must offer to purchase from everybody, and accept the stock on a pro rata basis
a) there are state laws that have tried to implement this model (e.g., PA) – attempt to buy 20% of company triggers an appraisal right
C. Perlman v. Feldman
1. president of Newport Steel; in Aug 1950, he sold his block and the stock of his friends (total 37% of stock) to Wilport Co, for $20/share, at a premium
a) note: control premium – control block is generally going to be worth more than market price of single share of stock
2. ct says this is all about misappropriation of a corp asset – reads as a corp oppty case
a) impt background facts – steel shortage plus price controls, so corp suddenly had an enormous value in its power to allocate steel among buyers – power embedded in company to allocate steel not in the normal market way, but in this regulated market
· Feldman plan – F sought from buyers of steel interest-free advances; in exchange for an interest-free advance payment of the price of steel, company would guarantee that you’d get the steel upon its manufacture – gave the corp a nice stream of revenue not ordinarily available to it
· if F has obligation not to transfer his control, then, it’s b/c he’s transferring a disproportionate amount of corp assets
(a) if in fact company is bought by users of this steel, that stream of revenue will disappear
b) when F transfers control, he took that stream of revenue for himself – value of the Feldman Plan money (which could have been used in valuable ways for the corp), was capitalized into the price of his stock; sold his stock to ppl who were going to take control and end that stream of revenue (since they’re buyers of the steel)
· how the majority views what happened here: F took an asset of the company and sold it along with his stock
3. key to this case – Feldman’s multiple roles – dominant SH, pres and chairman of bd, etc.
a) idea is that a SH, acting as a SH, can do whatever he wants with his stock
b) what’s really going on here – F had received a merger offer from another firm, which would have been highly profitable to all SHs – F rejected it, then turned around and sold stock at premium to Wilport
· when F rejected the prior bid, he’s rejecting it in order to benefit himself personally – self-dealing, breach of loyalty
4. dissent lays out old rule – you (as SH) can sell whenever you want, unless you know your sale will do harm to the corporation
a) but now, after all these takeover cases, analysis as to whether bd has rt (if not obligation) to represent all SHs w/r/t transfer of control of company, maybe there’s a greater duty in controlling SHs, maybe you can’t sell in circs that would constitute any breach of fid duty, either by conflicted SH, or by the bd
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