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Agency law

· agents may be special agents (single act) or general agents 

· principle liable for torts of agent via respondeat superior

· master/servant relationship (not indep. contractors) – Rest. of Agency § 220

· key question is issue of control

· Compare Humble Oil (principal controlled daily ops) and Hoover (no control)

· helpful to look at K for franchise

· A within scope of employment (Restatements § 228): (1) conduct of kind employed to perform; (2) time and space limits; (3) purpose to serve master; (4) if force used, could be expected

· compare door-to-door salesman on a frolic to buy birthday gift

· if outside scope of employee master not liable unless (1) intended conduct; (2) was negligent; (3) action violates non-delegable duty; or (4) servant purported to act on behalf of P and reliance on that authority

· contract liability requires authority to enter K

· actual authority 

· apparent authority – reasonable person could infer from conduct

· inherent authority – A would ordinarily have power for K

· See Nogales – inherent authority based on trade custom
· can’t invest oneself with authority - Jennings
· agency relationship implied if creditor assumes too much control in debtor-creditor relationship (See Jenson Farms v. Cargill – lender made company look soluble)

· A owes any profit from self-dealing to P – not just damages – w/o respect to actual losses (See Tarnowski)

Trust Law

· duty to account for profits even if approved by and no disadvantage to principal (See In re Gleeson)

· transaction with self-dealing is voidable immediately (See Zaccaro)

Efficient Capital Markets Hypothesis (EMCH): theory that stock market prices accurately reflect all public info. bearing on expected value of individual stocks
Corporate Governance
· written documents

· articles of incorporation (i.e., charter) form corporation

· can be amended at any time after filing, but class that would be adversely affected must approve by majority vote (RMBCA § 10.04)

· bylaws – rules governing corporation’s internal affairs

· some states (inc. DE) grant SHs inalienable right to amend; others grant that power only to boards

· DGCL § 109 – can’t divest SHs of right to amend bylaws

· shareholders’ agreements – impt. in closely held and controlled public corps – about buying/selling stock, payment of dividends, etc. 
· Shareholders

· must approve or disapprove fundamental changes (e.g., mergers; dissolution; liquidation – DGCL § 271)

· BUT can’t force board to do any of this (See Automatic Self-Cleansing)

· generally one vote per share
· elect and remove directors (RMBCA § 8.05(b))

· generally elect at annual meeting

· can’t remove if board is classified

· no cause needed for removal but need same vote as would be sufficient to elect - § 141(k)(2) (impt. in cumulative voting)

· amend articles of incorporation or bylaws

· inspection rights for “proper purpose” (related to being SH) – DGCL § 220
· heavy burden on company if want to deny SH list (General time)

· just need primary purpose reasonable, regardless of secondary purpose (Gen’l Time – primary purpose is proxy contest; 2ndary purpose is conspiracy)
· But SH bears burden to show need to inspect SH records

· proper purpose = evaluating investment, not unrelated personal, social or political goals 

· Board of Directors

· appoint, compensate and remove officers

· DGCL § 223(a) – board fills vacant seats unless contra to bylaws

· supervisory role – doesn’t actually operate corporation

· declare and pay dividends (must be pro rata)
· delegate authority to sub-committees

· amend bylaws

· formulate policy and make all major business decisions

· not bound by business judgment of SHs’ majority (i.e., not agents of SHs) (See Automatic Self-Cleansing Filter Syndicate Co.)

· DGCL § 141 – delegation provision – directors manage business affairs

· prevents majority SHs from overriding minority SHs – duty of care 

· must meet formally or act by unanimous written consent

· Officers

· administer day-to-day affairs under board supervision

· NOTE: can modify allocation via charter (often done in closely held corps)

Limitations on Corporate Distributions
· dividends tests

· capital surplus test – can only pay dividends out of surplus, not the stated capital (par value – amount SHs initially paid for the firm)
· DGCL § 170 – “nimble dividend rule” – if had profits from current or preceding year, can pay dividend even if no surplus

· if violate, SHs have to pay money back in

· equity insolvency – can’t pay dividends if wouldn’t be able to pay debts (NY law)
· CA stricter test - modified retained earnings test – pay dividends out of retained earnings or assets only if assets are at least 1.25 times greater than liabilities and current assets = current liabilities 
· RMBCA § 6.40 traditional distribution test w/ twist – no dividends if as result could not pay debts or assets are less than liabilities + claims of preferred SHs

· NOTE: easy to get around because can always restate capital (e.g., reevaluate assets upwards to reflect FMV)
· fraudulent conveyance (e.g., overpay brother to paint as way to direct money)

· voided under Uniform Fraudulent Conveyance Act: “present or future creditors” may void transfers made w/ “actual intent to hinder, delay, or defraud any creditor of the debtor”

· But doesn’t work if creditors knew or could easily have found out about transfer (See Kupetz v. Wolf)

· remedy = creditors can get $ from person paid

· NOTE: big dividend to SHs might be fraudulent conveyance in addition to violated dividend tests and fiduciary duties

· potential fiduciary duties toward creditors 
· See Credit Lyonnais – D liable to creditors is mishandle corp’s finances in way that is opportunistic to creditors 

· Francis v. New Jersey Bank can also be construed as about duty to creditors

· equitable subordination – prioritizes outside creditors over inside creditors (officer or controlling SH) where inside creditor has done something for private benefit and against interests of corp. (See Costello v. Fazio, 9th Cir.)

· need fairness hook
· undercapitalization, as here, not enough, but makes judge suspicious 

· factors considered: (1) inadequate capitalization; (2) failure to follow corporate formalities; (3) fraud or wrongdoing by insider


Piercing the Veil – recover from SHs or parent corp. 
· general rule is no liability 
· court won’t pierce (
· never against public corporation 
· never against passive SHers

· extremely unlikely against minority SHs

· virtually never if corporate formalities observed and corporation in real business (not just shell)

· Van Dorn  two–part test (see also Sea-Land Services, 7th Cir.): 

· (1) lack of observance of corporate form 
· e.g., failure to maintain records; commingling of funds or assets; undercapitalization; one corp. treats assets of another as own)
· degree of overlap might signal “domination” of corporate policy under Lowendahl test

· egregious undercapitalization not sufficient for piercing in US, but makes it more likely (See Walkovsky v. Carlton, NY – legit use of corporate shield) 

· no minimum capitalization required

· OK to form corporation structure w/ deliberate intent to limit tort liability

· (2) fraud or injustice
· no proof of intent to defraud; just evidence of wrong (See Sea-Land – remanded for further consideration of whether there was a wrong)

· NOTE: test allows court to decide whatever it wants

· Kinney Shoe, 4th Cir. – court refuses to apply “creditor should have known better limitation” (i.e., party bore risk of default) where no capitalization at all – just shell co.
· if shares held by parent corporation, court can make parent liable for debts of subsidiary

· empirical evidence shows courts don’t differentiate b/w type of case – contract v. tort – or how much control P had over A

· BUT might still argue that tort victims not in position ex ante to negotiate and do not rely on creditworthiness of debtor

· key point = only invoked when A misled creditors and used corporate form opportunistically to shield from liability

· corporations can’t avoid liability fort torts via dissolution 

· DGCL §§ 278 and 282 – SHs liable for pro rata share of assets distributed on dissolution for claims arising w/in 3 years of dissolution

· many states have successor liability – buyer of liquidating firm picks up tort liability where carries on same business as seller (de facto merger)

· Is X de factor partner?  ( jointly and severably liable
· debtor-creditor relationship (See Cargill)

· but involved apparent authority – signals to third parties & induced reliance

· share of profits provides prima facie evidence (See RUPA §202 – unless specific payment; Vohland)
· reaction to Delaney via RUPA shows control proxy for finding de facto general partner no longer relevant

Voting
· two forms: (1) straight – one vote per share per position; (2) cumulative – vote simultaneously so could give all votes to one person 

· Expenses of proxy contest – Rosenfeld - 

· incumbents can reimburse selves for “reasonable and proper” expenses

· So fine if no allegation of fraud or corporate waste

· insurgents reimbursed if (1) win and (2) SHs approve

· only get vote in DE if alter legal rights of existing security
· § 242(b)(2) specifically requires class vote if (1) amendment would increase or decrease number of shares or par value, (2) alter or change the powers, preferences, or rights of the class adversely affected

· so no vote under DE law, but vote under NY law, if adding new class of senior preferred stock – might not be enough earnings to pay dividends to everyone
· BUT get vote in DE (DGCL § 242(b)(2)) and not in NY if increasing shares within class 

· vote buying is presumptively, but not per se illegal (See Schreiber v. Carney – SH approves merger b/c gets loan so can exercise options)

· two reqs: (1) ratification by SHs; (2) passing equitable review by court

· in SHs interest b/c got merger which was good for company
· illegal if (1) object to defraud or disenfranchise; (2) interfere w/ indep. judgment of SHs

· under NYSE rules can’t issue new class of higher-voting stock (formerly in SEC rules)
· board can’t take otherwise authorized actions w/ purpose of disenfranchising SHs in light of proxy contest or acting in bad faith 

· board bears heavy burden of developing compelling justification

· no BJR even if defense to change of corporate control (Blasius)

· SO higher standard of review than Unocal
· in Blasius, SHs wanted to mount proxy fight to increase size of board (larger board allowed under charter). Board responds by adding 2 new seats itself – thus frustrating SH vote

· Blasius doesn’t apply in non-election context (See In re Mony group – postponed meeting date to enhance prospect that board endorsed merger; Time Warner)

· here okay to delay meeting b/c not trying to entrench itself

· matter to be voted on doesn’t touch on directorial control

· See also Schnell v. Chris-Craft (corp. tried to move up annual meeting to increase chances of success in proxy fight)
· w/in legal bounds in changing meeting, but not done in good faith
· SO violated fiduciary duty of loyalty
· See also Hilton Hotels Corp. v. ITT Corp, D Nev 1997 (tried to create spinoff and adopt classified board; consequence of disenfranchising SHs) (invalid under Blasius and Unitrin)
· management can’t vote shares authorized to company

· also can’t create and hold controlling stake in subsidiary and use subsidiary to vote shares pro management (DGCL § 160(c))
· just says these shares don’t count for vote

· Speiser v. Baker – really ingenious form of circular voting is no good
· in Speiser, mgmt. owns company which controls 91% of vote in subsidiary; by means of control of subsidiary they can control big company

· bottom line – if it looks like mgmt using structure to vote shares in its own company, no good

· question of how broad Speiser extends

· literally violates § 160(c) if corp. owns 51% of other corporation

· If 3 companies each own 26% in the others, doesn’t literally violate § 160(c) but would probably violate if same 9 guys are violator of each

· proxy contests impt. after poison pill b/c board control is a prerequisite to buying out a majority of shares

· bidder launches proxy contest to replace T’s board

· once in office, new directors redeem pill

· poison pill harder if you have staggered board b/c then have to have two successful proxy fights

· but hard to come by b/c SHs have to amend charter

Proxy Rules

· facilitate disclosure rather than substantive regulation

· 14a-1 – scope of rules – solicitation defined broadly to include informal letters, etc.
· 14a-3 – disclosure of person sending solicitation, motivations, conflict of interest and plan

· 14a-7 – list or mail rule - company must  either provide SH list or mail SHs’ proxy materials (at SH expense) (very few restrictions)

· 14a-8 – shareholder proposal rule –right to include certain proposals in mgmt’s proxy solicitations at mgmt’s expense
· limits

· can’t relate to ordinary business matters (e.g., cost of product)
· “case by case analytic” for determining whether issues relating to employment practices allowed (instead of bright-line Cracker Barrel approach - excluded all)

· can’t relate to matter < 5% of business (e.g., small division)
· can’t relate to election of directors

· so have to pay own costs in proxy contests

· new Rule 14a-11 would have allow long-term SHs power to place own nominees on company voting materials if met certain reqs but killed due to pol. power of managers

· can’t conflict with state law or mgmt’s proposals 

· this means most resolutions are non-binding reccs b/c SHs don’t have power to act

· BUT can relate to governance
· burden on company to demonstrate grounds for exclusion – 14a-8(g)

· Rule 14a-9 – antifraud – proscribes false or misleading statements 

· SEC can bring suit

· ALSO implied private right of action – key elements 
· materiality – substantial likelihood reasonable SH would consider it impt. (Virginia Bankshares – fine that statement was opinion/belief about “high value”)

· culpability

· causation and reliance

· not actionable if outcome wouldn’t be different (See Virginia Bankshares – majority enough to pass action)

Business Judgment Rule (BJR) – court should not second guess good-faith decisions made by independent and disinterested directors
· court won’t look beyond strategic choices

· SO no liability absent fraud, oppression, self-dealing or bad

· See Kamin v. Amex (Amex immune from liability where it distributed shares that had lost a sig. value as in-kind dividends, rather than selling them at a loss and claiming tax advantage of capital gains loss)

· See also Gagliardi v. Trifoods Int’l , DE 1996 – no liability unless no person could possibly authorize such a transaction if they were acting in good faith)  

· BUT see Smith v. Van Gorkom – no BJR for “gross negligence” (directors “grossly negligent” in approving merger; no allegation of fraud or bad faith)

· exceptions

· criminal misconduct (See Miller v. AT&T – illegal campaign contributions)
· pursuit of social goals unrelated to corp. welfare (See Ford)
· to win BJR case, Ps attempt to rebut presumption of BJR

· fail ( Ds win

· successful ( D must prove by preponderance of evidence that challenged transactions were fair

Indemnification 

· mandatory 

· D wins on the merits (See § 145(c); Waltuch)

· corporation bound itself by charter, law or contract

· permissive 

· 3d party suits if D or O acted in good faith, even if he loses – § 145(a)

· derivative suit for litigation expenses, if D is not found liable 

· fine or penalty unless 
· (1) knew or had reason to believe conduct was unlawful; or 
· (2) would frustrate deterrent effect of statute

· not permissive where Ds acted in bad faith (Waltuch; DGCL § 145(a))

· can buy D&O insurance for any action whether or not corp. could indemnify (e.g., bad faith)

· practical effect is that companies seek to settle lawsuits

Fiduciary Duty 
· only weak version of duty of care

· BUT see Francis v. United Jersey Bank (director liable where she had no idea what’s going on – more duty of care to creditors) – need to show causation - and Smith v. Van Gorkom (liable where “gross” negligence – not informed in approving deal) – more have to do w/ M & As
· BUT see Cede & Co. v. Technicolor – burden shifts to board to show entire fairness when P establishes duty of care breach – DUMB case

· no liability if charter has provision allowed under §102(b)(7)) if directors – 1) disinterested, 2) informed, and 3) rationally believes in best interest (Emerald Partners) 
· can’t eliminate liability for

· breach of duty of loyalty (In re Emerging Comm.)
· actions not in good faith or which involve intentional misconduct

· self dealing (director got improper personal benefit)

· SO this and BJR protects against duty of care (McMillian v. Intercargo)
· SO no liability if disinterested, but have duty to monitor

· need cause for suspicion to hold liable for failure to monitor (Graham v. Allis-Chalmers – no cause, so not liable)

· can rely on honesty and integrity of subordinates

· TODAY might have liability for not setting out monitoring program (See Caremark)

· See In Re Caremark – duty to implement adequate information gathering systems

· higher than BJR; Allis-Chalmers

· existence of monitoring system insulates directors from liability

· level of detail of monitoring – BJR 

· spirit of Caremark embodied in Sarbanes-Oxley (must certify there’s a system of reporting)

· outside director has duty to monitor firm’s financial statements (In re Michael Marchese – SEC proceedings)

· BUT no duty to monitor personal financial and legal affairs (See Beam v. Martha Stewart)
· duty of loyalty to SHs – essentially duty to act in good faith 
· See Meinhard v. Salmon – P took away corp. opportunity 

· cited wherever D loses
· illegitimate to run corporation for benefit of others (See Dodge v. Ford – stop paying dividends)

· TODAY could hide behind BJR and statements about good of company

· constituency statutes in many states (e.g., PA, but not DE) give directors the power, but not the obligation to consider non-SH constituencies 
· little impact, but some effect in preventing takeovers

· BUT charitable contributions not waste (See AP Smith v. Bartow – donation to Princeton; say benefits firm indirectly)
· heightened duty of loyalty in closely held corporations – “utmost good faith and loyalty,” not just EFR (See Donahue)

· BUT can harm minority for legit business purpose (See Smith v. Atlantic Properties)

· minority can breach fiduciary duty (See Smith – refused to vote to pay dividends; duty not to abuse veto power)

· conflicted transactions – Ds on both sides
· per se rule requiring disclosure of conflicts of interest ( safe harbor 
· in WA, no disclosure ( transaction void (See Hayes Oyster Co)
· DE rule – conflicted deals fine if 
· adequate disclosure (unclear how much) AND

· provides safe harbor – DGCL § 144

· approval by majority of disinterested directors or SC ( BJR (Cooke v. Oolie)

-use SCs a lot for transactions b/w parent and affiliate (See Kahn v. Lynch)

OR no disinterested approval ( EFR (Sinclair Oil; Cookies Food Products)
· Sinclair actually said only apply EFR if parent receives something to detriment of minority SHs, but fallen somewhat out of disfavor
· in Cookies Food Products, disinterested, but not completely independent SO test = substantive fairness (deferential) + full disclosure
· NOTE: ratification doesn’t immunize transaction from judicial review; just apply BJR (See In re Wheelabrator Tech.)

· obviously no waste, but SH approval makes that unlikely (Lewis v. Vogelstein)

· SO not voidable solely because self-interested in DE

· Cookies Food Products – Iowa safe harbor statute must be read w/ common law gloss including good faith, honesty, and fairness

· HH wouldn’t be surprised if Delaware did this

· remedies 

· rescission 

· damages (actors pays back to corp.) 

· only where too late for rescission

· executive compensation – money or stock options

· inherently conflicted

· disclosure not at issue b/c conflict pretty obvious
· okay as long as officer not present and voting

· standard – has to be so high as to be waste

· provision in Sarbanes Oxley against granting loan

· duty of care in exec compensation cases ( so higher than BJR
· See In re Walt Disney Co. Deriv. Litig. (alleged that Disney pres. compensated too much when hired and fired; no breach of fid. duty in granting original K or not considering firing for cause)

· key is had claim despite DGCL § 102(b)(7) 
· helped by Smith v. Van Gorkom

Corporate opportunity doctrine

· aspect of duty of loyalty

· 1) Is it an opportunity that belongs to the corporation? (See Meinhard v. Salmon)

· P has burden of proof

· two types of tests

· expectancy/interest test – narrow - only existing transactions to which corporation has legal right are counted
· line of business test – any opportunity within line of business counts

· was it in corp’s objective interest?

· did it fit well w/in overall business

· corporate opportunity might be anything related to company

· Recall Meinhard v. Salmon – duty of finest loyalty

· See In re Ebay (corp. opp. when SHs didn’t let company in on offer to buy other IPOs at low price when Ebay went public)

· HH - case looks more like agency law

· But see Beam v. Martha Stewart – not selling treasury stock was not lost corporate opportunity

· could always sell on market and not in business of selling stock 

· 2) Was there a defense? 

· D has burden of proof

· D can escape liability if corp. legally or financially able to go after it (See Broz v. Cellular Info. Sys. – company not financially capable)

· if board declines to pursue, “safe harbor” and fiduciaries can go after it

· but don’t have to present if don’t have financial ability to exploit
Shareholder Lawsuits

· derivative suits – recovery to corporation

· e.g., breach of fiduciary duty; corporate opportunity

· P can get attorneys’ fees as long as corporation receives “substantial benefit,” even if benefit is not pecuniary (See Fletcher v. A.J. Industries, CA)

· substantial = raise the standard of fiduciary relationships; prevent abuse

· standard requirements

· continuing ownership for duration of action

· contemporaneous ownership (during action complained of)

· only an onerous requirement for closely held corporations

· demand requirement – P must act board or show that asking would be futile

· in DE, P who asks forfeits argument that asking would be futile (concedes independence of board)
· SO DE therefore has universal non-demand rule

· to show futility of demand must either – Levine v. Smith 
· (1) rebut presumption directors are independent and disinterested; OR
· (2) create reasonable doubt original transaction was valid business judgment (not quite BJR)
· If new board hasn’t made challenged decision, ? is whether parent board could exercise independent and disinterested BJR (See Rales v. Blasband – action done by T who has since been acquired)

· NOTE: board gets two bites at apple – if gets past first stage, board can seek dismissal later via SLC (special litigation committees)

· court will defer somewhat to SLCs – two step inquiry (See Zapata) -
· 1) SC was independent and acted in good faith
· Stanford profs not sufficiently independent from Stanford profs on board (In re Oracle Corp. Derivative Litigation)
· 2) court exercises own BJR

· important b/c everyone knows guys appointed w/ expectation that they’d ask for dismissal

· Joy v. North, 2d Cir. proposes straight-up cost-benefit rule - ? is whether costs of litigation exceed recovery to corporation

· okay for SLC to negotiate settlement (Carlton Investments v. TLC – fair and reasonable)

· Allen expressed discomfort with prong 2 of Zapata

· class actions – recovery to SHs

· e.g., action to enforce voting rights, compel payment of dividends, prevent mgmt from entrenching itself (poison pill), compel inspection of books and records

· can sometimes couch as direct wrong (e.g., financial harm to company and dilution of votes)

· advantages: (1) simpler proc. reqs; (2) no demand reqs; (3) can keep some or all of recovery

Control Transactions

· Control premium is okay; don’t have to share with minority (See Zetlin) – with Digex Qualification

· No equal opportunity rule
· BUT see Perlman v. Feldman, 2d Cir. – equal opportunity rule - violation of fiduciary duty to sell for control premium where corporate opportunity sold; all SHs should be able to sell for same price as controlling SH

· not really good law but prominent enough to throw cloud over existing rule – could be persuasive 
· implication is that opportunity sold was opp. to get around price freeze

· Digex – when board has authority to prevent a control transaction, it should use that authority to force seller to share premium with corporation 

· in Digex, court found board breached duty by not bargaining for waiver of DGCL § 203(b) provision in charter (prevents freeze-out merger for 3 yrs)

· could have gotten premium for shareholders

· Can argue that X is not a controlling SH b/c of amount of stock
· use functional, rather than formal definition under Kahn, to argue it is control block

· But under In re Western Nat’l Corp., functional standstill agreement (if less than maj. on board) so not subject to duties of controlling SH

· Only okay if no evidence of fraud or looting

· Can’t sell office but can sell voting control

· Compare Carter v. Muscat, NY 1964 - court upheld “election” of new slate of directors as part of mgmt’s sale of 9.7% block of stock at premium) with 
· Brecher v. Gregg - CEO got 35% premia on 4% block of non-controlling stock; promised to secure buyer’s candidates for CEO & bd ( illegitimate sale of office
· major issue is that 4% too small to sell control so clearly selling office

· giant premium is problematic ( self dealing of worst kind

· may not sell control block if know or suspect buyer intends to “loot” firm (See Harris v. Carter) 

· negligence standard (owe duty to SHs)
· duty to investigate – unclear how broad this duty should be

Tender Offer – buy control block to facilitate tender offer 

· offer to SHs in publicly-held corp. to exchange shares at price higher than market price contingent on getting certain number of shares
· often followed by freezeout merger for cash
· definition of tender offer (not defined in Williams Act)
· eight factor test in Wellman v. Dickinson (SDNY, 1979)
· 1) active and widespread solicitation
· 2) for substantial % of issuer’s stock
· 3) premium over market price
· 4) firm not negotiable price
· 5) contingent on number of shares
· 6) limited time 
· 7) offerees have pressure to sell
· 8) public announcement of program

· HH says test is pretty useless – unclear how many or how strong you need for TO
· applied in Brascan v. Edper Equities (not TO b/c only #2 clearly met and #3 barely met)

· prisoners dilemma

· if you think tender offer will succeed, should tender so you get more money

· if TO fails, doesn’t matter what you do b/c nothing happens

· SO you should tender whatever happens

· Tender offer not coercive– Pure Resources – if
· 1) Subject to non-waivable majority of the minority tender condition
· 2) Offerer promises that if 90% tender, there will be immediate short-form merger (squeeze-out) at same price as TO.

· 3) Offerer makes no retributive threat if don’t get 90%

· 4) independent directors have “free rein” and “adequate time” to investigate

· IF coercive ( EFR; if not BJR 
· See Siliconix – no recourse absent misrepresentation, fraud or coerciveness; price term not subject to review) 

· Hart Scott Rodino Act (below) might apply

· Williams Act (below) dictates proc and state law provides substantive limits on price (inc. appraisals)

· market price doesn’t always rise to meet tender offer price, so arbitrageurs buy up shares and tender at last minute in hopes of making profit on spread

· Williams Act

· early warning system - § 13(d) - requires disclosure whenever anyone (indiv, beneficial owner or group) acquires more than 5% of stock

· must file 13D report w/in 10 days 

· must file updates for ± percentage point of shares – 13(d)-2
· management required to respond and tell SHs what they should do 
· can say no opinion – 14e-2 

· is transaction fair? how structured? did maj. of indep. directors approve?
· general disclosure - § 14(d)(1) – tender offeror must disclose identity and future plans, including subsequent going private transactions and intent to change management
· anti-fraud provisions - § 14e – prohibits any “fraudulent, deceptive, or manipulative” practices in connection w/ a tender offer

· 14e-3 specifically says no insider trading

· private right of action

· substantive terms of the offer governed by §14(d)

· 20-day minimum open period

· and 10 additional days if change price
· gives another acquirer time to step in ( sets up auction
· “best price” rule – if bidder increases price before offer expired, he must pay increased price to each SH who tendered 

· “pro rata” rule – if only buy a portion of shares, must buy in same proportion from each SH - §14d-10 (equal opportunity rule)
· NOTE: SEC big proponent of equal opportunity rule so pushing for all expanded scope of Williams Act so all acquisitions of more than 10% must be done by tender offer 
· so can’t just buy control from controlling SH (as in Perlman v. Feldman)
· withdrawal rights: SH may withdraw stock from tender at any time while offer remains open – 14d-7 (impt. if someone else makes higher offer)

· can’t buy “outside” tender offer at higher price – 14e-5
· NOTE: no limits on price; all about procedure
· Act led to increase in premia paid by companies for acquirees (so gain to acquirers diminished)
Mergers and Acquisitions
· SHs get vote in

· mergers
· but A SHs only get vote if A increases stock by >  20% -  § 251(f); NYSE listing rules
· T sells all or substantially all assets (Katz v. Bregman; Thorpe v. CERBCO)
· SHs don’t get vote 
· A in assets acquisition 
· Hart-Scott Rodino Act – bidder must give notice to govt. of certain proposed deals 

· always applies to transactions > $200 million and sometimes when smaller

· waiting period  before deal can be consummated

· 30 days for open market transactions, mergers, and negotiated deals

· 15 days for cash tender offers 

· appraisal remedy (DGCL § 262)

· P can pursue both appraisal remedy and fiduciary duty suits – EFR (see Rabkin v. Philip A. Hunt; Cede v. Technicolor)

· BUT not in § 253 mergers (see Glassman v. Unocal)

· market exception - no appraisal when T corp’s shares traded on national exchange or held by 2,000 SHs (market out rule - § 262(b)) AND you receive consideration in A shares or 3d company w/ trading reqs

· knock out basically any publicly held company

· ALSO no appraisal for large company in whale/minnow situation

· appraisal ALWAYS available in cash-out merger

· deminimis exception for cash in lieu of fractional shares (BUT get if hash cash, half stock)

· procedure (DGCL § 262)

· SHs get notice of appraisal rights 20 days before vote - § 262(h)

· SHs must submit written demand for appraisal before vote

· SH votes against or doesn’t vote for merger – (d1)

· if merger is approved, SH files petition for appraisal in chancery court 

· valuation proceeding (can take years) 

· no class action option but ch. court can apportion fees among Ps - § 262(j)

· valuation - § 262(h) – fair value exclusive of any amount arising from merger
· appraisal must include all relevant factors (See Weinberger)

· DE block method is dead in DE, but not elsewhere

· inc. market price, net asset value and earnings valuation

· tendency to undervalue shares

· most popular method post-Weinberger is discounted cash flow -  calculate max. dividend payment that won’t affect the co’s ability to function as a going business & continue to make profits

· used in Vision Hardware

· if debts exceeds assets company worth nothing (In re Vision Hardware – company bound for bankruptcy so no value)

· appraisal is only remedy unless

· illegality

· deception

· unfair (See Kahn below)  ( fiduciary duty (except in § 253)

· generally appraisal is unnecessary in arms length negotiations

· timing

· multi-step acquisition is quickest

· tender offer is slow b/c of Williams Act 20-day period

· merger even slower b/c need SH vote

· anything involving new stock is really slow b/c requires registration w/ SEC

Acquisitions 

· stock/ assets acquisition – DGCL § 271

· T sells all of its assets and liquidates itself; T shareholders get cash or stock in A

· A SHs don’t get vote 
· T SHs get vote and appraisal rights if sale of all or substantially all assets (Katz v. Bregman – 51% counts – this is outer borders of what counts)
· Ct probably expected fraud b/c Universal offered higher bid than A

· Thorpe v. CERBCO – standard – not measured by size of transaction, but by “qualitative” effect on corporation

· does it substantially affect existence and purpose of corp?

· remedies: appraisal; fiduciary duty suit
· liability doesn’t carry over unless assets constitute an integrated business 
· then liability for torts, Ks where seller owes $, and environmental cleanup

Mergers

· short-form mergers – freezeout - DGCL § 253

· majority can force out minority SHs when it has 90% or more

· so if A corp. earns 90% or more of B Corp., B can be merged into A and B SHs paid off in cash

· no SH voting right

· appraisal is exclusive remedy – Glassman v. Unocal
· statutory merger – DGCL § 251 - collapse 2 entities into one (pre-existing or new corp.) 
· T SHs ALWAYS have vote - § 251(c)
· get back A stock 

· A SHs vote if A’s stock increased by > 20% (§ 251(f)
· surviving corp. assumes liability

· appraisal remedy and fiduciary duty
· Triangular, or subsidiary merger

· A just collapses T into subsidiary, preserving liability shield of subsidiary
· T SHs vote; A vote if > 20% stock issued in company

· A sub only has one SH (mgmt)so will vote for merger

· forward – A creates subsidiary and merges T into subsidiary

· reverse – A’s subsidiary merges into target (*standard structure)
· triangular mergers are faster than reg. mergers

· just lock everything up w/ TO and then figure out the terms

· tax-free mergers

· stock for stock mergers – get stock in new corp.

· acquiring assets of T in exchange for stock of A

· two-step merger 

· get control then force a merger; usually pay case to minorities (“cash out” merger)

· can be short-form – DGCL § 453

· no de facto merger doctrine in DE (See Hariton v. Arco Electronics, Inc. – A bought all T’s assets for stock in A; T agrees after selling to liquidate and distribute stock)

· but RMBCA and other states (e.g., PA) allow de facto mergers

· EFR

· duty of loyalty - for basic fairness need - Weinberger v. UOP (parent/offspring freezeout not fair) 
· fair dealing / process (e.g., when timed; how initiated, structured, negotiated, disclosed, how approvals of Ds and SHs obtained)

· majority of minority SH approval good

· fair price (e.g., all relevant financial factors)
· board bears burden to prove entire fairness unless independent SC that is high quality in two respects – Kahn v. Lynch (parent-sub. fiduciary breach b/c committee not independent enough; caved in)
· (1) it has real bargaining power

· (2) controlling SHs can’t dictate terms of merger

· if this exists ( BOP on P for entire fairness

· See also In re Emerging Comm. SHs Litig. – bd. didn’t negotiate (as in Kahn) hard enough (price is about 1/3 of what willing purchasers would pay)

· lack of fair dealing and failure of EFR – (1) board not independent (controlled by CEO); (2) breach of duty of loyalty

· if controlling SH part of standstill agreement (limited to some subset of the board) court will be more deferential to SC (In re Western Nat’l.)
· breach of fiduciary duty suit can be brought before transaction and be run as class actions

· Why different standards? – EFR in controlled mergers (See Weinberger/Lynch – result is can negotiate higher premia) but not in tender offers (See Siliconix)
· deep and puzzling question b/c highly similar: both involve shareholder ratification, etc.

· tender offers actually present more opportunity for abuse than mergers b/c no ability to negotiate, have board review proposal, slow thing down, etc.

· in Pure Resources, Strine says there shouldn’t be any difference 

Public Contests for Corporate Control

· Response to takeover threats must be reasonable in relation to threat posed (Unocal v. Mesa Petroleum Co. – T’s defense against TO is discriminatory TO open to everyone but A)

· NOTE: discriminatory self tender now illegal under SEC Rule 13e-4
· SEC would like to apply equal opp rule whenever someone acquires > 10% 

· Unitrin establishes three part test: (1) reasonable; (2) not coercive; (3) not preclusive (pretty high standard)
· doesn’t take much after Unitrin to show threat and reasonable response

· Unitrin was target co. of hostile TO – okay to put in poison pill and repurchase shares to increase mgmt’s power in proxy fight 

· concern was unreasonable price

· reasonable = w/in range of reasonable action (i.e., BJR) (Unitrin)

· under Unocal/Unitrin, target’s directors, not P, bear burden of showing defensive action was proportionate to threat
· not preclusive / coercive = not merely to entrench selves in power
· Unitrin takes anything as threat – if board feels threatened, it’s a threat

· Unitrin is pro-mgmt but some things might fail Unitrin 

· See Hilton Hotels Corp. v. ITT – spinoff preclusive under Unitrin (board transfers all of most valuable assets to subsidiary w/ full range of anti-takeover weapons) and Blasius (voting)
· Nevada case but based on DE law
· BUT can’t entrench board/interfere w/ voting even if defense (See Blasius)
· could go to legis for help 

· See Norton Indus. v. MA – convinced state leg to require staggered boards in defending against takeover
· poison pill (subject to Unocal/Unitrin rules)
· flip-in pill – if someone buys  > X% of outstanding shares, all SHs except for A can buy company’s stock at reduced price

· hasn’t been tested yet, but probably okay

· flipover pill –when A buys certain % of stock, SH has right to acquire shares of bidder at cheap price

· requires merger to trigger; not just sale of a lot

· Moran – upheld flip-over pill  
· reasonable means to defend against threat of “coercive, bustup, bootstrap takeovers” under Unocal

· reaching to allow under DGCL § 151

· necessary to overcome collective action problem and strengthen corporate governance

· flip-in pills better b/c can avoid flip-over trigger by acquiring majority, electing new board, and removing pill
· no duty of board to deploy pill (Pure Resources)

· mandatory pill redemption bylaws adopted by SHs okay in OK (Int’l Brotherhood of Teamsters Gen’l Fund v. Fleming) 

· BUT probably not OK in DE b/c of DGCL § 141 (delegation provision – directors manage business affairs)

· deadhand pills (only directors on board b/f takeover can vote to take away or time limits on removal) are not OK in DE or NY; most juris have not ruled 
· lockups

· asset lockups – options to buy assets

· stock lockups – options to buy stock 

· standard depends on whether you’re in Revlon-land (is there change of control?)
· Defensive tactics include 

	Structural defenses, i.e., shark repellents

(in order by potency)
	Tactical defenses

	· Golden parachutes

· Anti-greenmail provisions (can’t buyback stake from large SH at premium)

· Supermajority voting provisions

· Poison pill

· Staggered board

· Dual class stock
	· Greenmail

· Leveraged recapitalization

· Pac-man defense (counter TO by making TO for their company)

· White Knight defense (Revlon – agreed to sell to Forstman Little)

· Crown jewel defense (also Revlon)

· White squire defense (seek friendly party to buy substantial stake)


BJR for board to choose particular defense within Unocal/Unitrin framework

· fiduciary outs – allow A to renege on deal if better offer comes along

· don’t matter much since courts rarely enforce contracts contrary to fiduciary duties 

· BUT fiduciary duty to contract for fiduciary out clause in merger agreement (See Omnicare v. NCS)

· lock-up deal protection devices that are coercive and preclusive are invalid

· Smith v. Van Gorkom represents early effort to implement special fiduciary duties in mergers; exhibited some impatience with BJR re: defense hostile takeovers

· when whole sale approved by board, board is under a duty of care to make sure terms are fair (not just BJR)

· allowed to “just say no” to unwanted takeover offers (See Paramount Comm. v. Time)

· but as practical matter might still want to present to board

· BUT once board decides to sell, duty to get highest price (i.e., auction firm) – Revlon

· threat that justified defensive tactics is eliminated 

· in Revlon had lockup to sell for preferred buyer; valued its interests over SHs

· inappropriate to consider constituencies other than SHs

· How do you know when you’ve triggered Revlon?

· key is change of control – if SHs lose right to get control premium in future transactions, Revlon more likely

· Compare Paramount v. QVC (Revlon applies where court has lockup agreement w/ Viacom and refuses to negotiate w/ QVC) and Paramount v. Time (Revlon doesn’t apply where Time’s board acquirers Warner w/ junk bonds to block Paramount’s TO; no change in control & long-term plan)

· Time – board may, under Unocal/Unitrin define threat in terms of threat to pre-existing corporate policy and pre-existing merger

· Note that breakup of firm not required to trigger Revlon
· specifically if SHs going to get cashed-out in short-term rather than becoming SHs in new company for long-term, goal is to maximize SH value  ( So Revlon-land
· same thing if A is small minnow getting swallowed up – little chance of control premium in new firm

[See chart on next page]
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Who’s better at making decisions: 









    board or SHs?

· Textbook authors say BJR –Revlon distinction is untenable b/c in most cases value of offers is not clear (b/c of contingent financing, etc.) so can’t just choose highest price

· ultimately only workable rule is bd. acts in good faith and informed manner

· BJR dichotomy best though of as continuum

· State anti-takeover statutes – most states amended corp. statutes to make it easier for incumbent managers to defend selves against hostile takeovers

· Williams Act does not preempt more restrictive state action as long as it complies w/ commerce clause (CTS Corp. v. Dynamics Corp.)

· 1st generation – tried to allow SHs or state officials to block acquisitions of more than X% 

· SC struck down as contra Williams Act (Edgar v. MITE Corp.)
· 2nd generation – allow acquirers to accumulate large stakes, but make ownership less attractive
· SC upheld Indiana statute requiring SH approval for people acquiring control stakes to exercise voting rights (CTS Corp. v. Dynamics Corp.)
· 3rd generation – moratorium statutes – no merger right away
· DGCL § 203 – no “business combination” b/w T and SH w/ more than 15% of target for 3 years unless

· 1) board of T approves transaction prior to acquisition of shares

· 2) Acquirer gets 85% of T’s shares

· 3) current board of directors (new board) votes to approve merger and vote is approved by 2/3 of disinterested SHs (don’t count mgmt or acquirer)

· this is a default rule, not a mandatory one, so can opt-out in original charter

· advantage – puts managers in position to negotiate for better deal 

· other kinds of anti-takeover statutes

· disgorgement statutes – controllers can’t profit off sale of T’s assets or equity securities for 18 months (e.g., PA)

· redemption rights – minorities get appraisal rights after someone acquires control

· other constituency statutes - can consider people other than SHs
· extremely popular and often include labor interests

Insider Trading – buying or selling on undisclosed news
· problem with insider trading is it gives money to insiders that would be dispersed among SHs

· makes it more expensive to raise equity capital

· might be able to bring state common law action for breach of fiduciary duty
· NY (Diamond) and DE recognize duty not to engage in insider trading in classic agency sense

· treats corp. as owning info. (this suggests could allow insider trading)

· recovery to corporation, not uninformed SH w/ whom insider trades

· but problem with this is identifying harm to company (See Freeman v. Decio, Ind.) and Goodwin v. Aggasiz, Mass. – court couldn’t ID harm)

· DE duty of candor – SH who didn’t sell stock can sue for breach of fiduciary duty (See Malone v. Brincat) (no 10b-5 action b/c didn’t sell)

· also may be able to get injunction for failure to disclose

· NO private liability unless can show bad faith  if have § 102(b)(7) provision
· SEC Rule 10b-5, which prohibits any “fraudulent or manipulative device” in connection w/ purchase or sale of security, bars most types of insider trading

· classic case = SEC v. Texas Gulf Sulphur – liable under 10b-5 because traded on non-public info. of new mineral discovery

· equal theory in Texas Gulf no longer valid; now need FD (See Chiarella)
· rule is disclose-or abstain from selling (Texas Gulf Sulphur), but liable for misrepresentation even if doesn’t buy or sell 
· requirements for private right of action

· P was purchaser or seller of stock during time of non-disclosure

· not enough to hold stock in reliance on statement (Blue Chip Stamps)

· D traded on material, non-public info.

· material = substantial likelihood reasonable SH would consider it important in deciding how to vote (Basic Inc. v. Levinson – denied very prelim merger negotiations, should have said no comment; see also VA Bancshares)

· fraud on the market theory - semi-strong view of EMCH

· need not be outcome determinative – just alter “total mix” of information available
· D had fiduciary duty (Chiarella – printer had no fid. duty, so no liability)

· reject equal access theory (a la Texas Gulf Sulphur) 
· today Chiarella would be decided under misappropriation theory 
· insider 
· no breach of FD absent personal gain (Dirks v. SEC)

· tippee (get info. from insider)– 
· only violation if 1) insider breached fiduciary duty; and 2) tippee knew or should have known this (Dirks v. SEC) 

· misappropriator- 14e-3 - takes info. in violation of express or implied obligation of confidentiality (US v. O’Hagan)

· BUT authorization permits trading (See O’Hagan)

· misappropriation by family members or other non-business relations give rise to liability under SEC 10b5-2 -duty of trust or confidence when:

· person agrees to maintain info. in confidence

· “history, pattern, or practice of sharing confidences” 

· familial relationship

· overrules Chestman (no FD based on family)

· US v. Carpenter – reporter for WSJ liable where he buys stock based on favorable news story in the Journal
· Court actually convicted under wire fraud statute and split 4-4 on whether 10b-5 applauds

· D had scienter (i.e., intent to deceive) (Ernst & Ernst)
· knew info. was material and non-public for insider trading

· BUT unclear what you need in pleading to avoid MD
· is it enough to be willfully or recklessly negligent ?!?
· reliance and causation 

· only matters for misrepresentation

· rebuttable presumption of reliance for insider trading (Basic)
· rebut by showing (1) P explicitly disbelieved the statement or (2) would have traded anyway if knew truth

· Not a general fiduciary duty provision (Santa Fe v. Greene, 1977 – no 10b-5 action where Santa Fe paid less for T’s shares than they were worth; remedy is appraisal

· BUT applies to manipulation and deception, not just insider trading

· See Schonebaum v. Firstbrook, 2d Cir. 1968 (majority SH used influence to cause shares to be sold to him for inadequate consideration)

· actionable under 10b5 b/c deception 
· could strengthen action by alleging failure to disclose unfairness 

· See Goldberg v. Meridor, 2d Cir. 1977 (press release didn’t disclose material facts about value in describing stock-for-assets transaction) 

· Test: actionable under 10b5 where (a) misrepresentation or nondisclosure; and (b) caused loss to SHs (SH vote or foregone state law remedy)

· SEC Rule 14e-3 – no insider trading on inside info. about TO – regardless of whether you have a fiduciary duty (See Chestman)
· SEC Regulation FD (2000) prohibits selective disclosure by corporate insiders acting on behalf of the firm to analysts w/o telling everyone
· controversial b/c could shut down market

· ITSFEA seems to allow SH of target to sue person who misappropriates info. from bidder in tender offer or merger
· damages

· misrepresentation – P receives damages needed to put him in position he would have been in

· insider trading – disgorgement (Elkind) – decline in market value capped at amount gained

· SEC can seek civil penalties up to 3 times profit gained or loss avoided – ITSA § 21A(a)(2)
· Section 16(b) - insiders liable for any short swing trading profits whether or not they’re based on insider information

· disgorge any profits from turnovers w/in six months (sale-purchase, purchase-sale) 

· sale must be voluntary transaction (See Kern County Land Co. v. Occidental Petroleum – no sale b/c involuntary transaction under previous K)

· covers officers, directors and beneficial owner of more than 10% in publicly held companies

· must file public reports when they trade

· any SH may sue but recovery goes into corporate treasury

Business Structures

Corporation

· problems with partnership: (1) instability; (2) illiquidity of assets; (3) personal liability; (4) cumbersome joint management

· BUT corporation has tax disadvantages and more complex operations

· investor ownership – earnings, controlled apportioned according to amount invested

· legal personalty with indefinite life

· separate assets and contracts

· investors can’t w/draw investments arbitrarily 

· limited liability for SHs and managers

· free transferability of share interests
· owners can exit w/o dissolving firm no hold-up power by threatening to leave

· centralized management

· clarifies and focuses authority

· NOTE – closely-held corporations
· few shareholders – often same as officers and directors

· SHs get money in three ways

· pay dividends according to pro-rata rule

· pay out compensation in (tax-deductible to corp.) salaries and perks

· repurchase shares

· must be pro rata (See Donahue v. Rodd, MA) – basically equal opportunity in closed cops 

· BUT other juris have not followed 

· incorporated for tax or liability reasons rather than raising capital

· also can take advantage of default provisions

· really just incorporated partnerships so drop some characteristics of corporation (e.g., limits on transferability)

Partnership
· receipt of share of profits is PF evidence of existence of partnership

· See RUPA § 202 (unless payment for something specific); Vohland
· all property owned by partnership as entity

· partners all jointly and several liable for obligations of partnership (unlimited liability)
· so one partner has power to bind even if other partner disclaims liability (Nat’l Biscuit Co.)

· BUT if one partner assumes K upon dissolution liability of others ends (See Munn v. Scalera)

· bankruptcy

· partnership creditors have 1st priority over partnership assets and placed on parity with individual creditors for individual assets - RUPA

· can’t sue partners individually (and claim individual assets) until bankruptcy estate finishes proceedings (See In re Comark)

· Meinhard v. Salmon – breach of fiduciary duty not to tell partner about corp. opportunity

· dissolution

· all assets liquidated unless K specifies differently (Dreifuerst v. Dreifuerst – court refused to allow for distribution in kind b/c not in K)

· w/drawal of one partner leads to disassociation – paid full share – RUPA § 601

· owe fiduciary duty even at dissolution (See Page v. Page)

· partnership at will (not term) absent evidence to contrary (See Page v. Page, UPA § 31(1)(b))

· limited partnerships

· must register w/ state to give notice 

· one gen’l partner with unlimited liability and one or more limited partners

· LPs can vote on major decisions such as dissolution, but can’t represent partnership in dealings w/ 3d parties

· LPs can only lose up to investment amount 

· BUT if limited partner exercises control, previously became defacto gen’l partner ( unlimited liability (See Delaney v. Fidelity Lease Limited)

· now RUPA exempts LPs from becoming gen. partners via control
· typical structure = gen. partner gets fixed salary and % of profits; next slice goes to LPs; after that, money divided equally between GPs and LPs
· LLP – all partners have limited liability (only liable to extent of investment)

· NEVER tested in court

· initially just limited liability for torts but now trend toward limiting K liability

· HH thinks this is unfair b/c should be all or nothing)

Other Forms

· LLC – investors operate firm and serve as agent but have limited liability

· advantages 

· not governed by RUPA (so no dissolution; auctioning of assets)

· centralized management – delegate authority to board

· transferability of shares

· continuity of liability

· freedom to opt out (e.g., pass out earnings however you want; owners can be only managers; no board; no elections)

· taxed like partnership but assigns liability like corp

· BUT CANNOT be publicly traded
· business trust (based on common law trust)

· full limited liability for beneficiaries of trust

· firm can own its own assets, which creditors can’t get at

· governance open (no defaults) ( SO draft everything rather than DGCL

· fiduciary duties are contractual

· cooperative firm 

· looks like regular corporation (voting might depend on how many prods you buy)

· nonprofits – barred from giving any profits to members

· fiduciary duties really impt b/c that’s all you have
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