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CORPORATIONS

The University of Chicago Law School

§1.  Fundamentals

I. Historical Overview [K&C: 113–118; KRB: 280–85]
A. The Role and Purposes of Corporations
(1) A.P. Smith Mfg. Co. v. Barlow (KRB, 280–85)
II. Essential Terms and Concepts [K&C: 5–12, 104–13, 118–33]
A. Business Organization Choices
(1) Sole Proprietorship – Owner of the business carries on the business as an individual.

a. Debt – Owner directly liable for all debts of the proprietorship.

b. Tax – Owner reports the tax as his own.

(2) Partnership
a. General Partnership – UPA definition: “an association of two or more persons to carry on as co-owners a business for profit” §6(1).

(i) Creation 

· By operation of law – Partnership can come into existence by operation of the law, without any filing of papers.

· Creation by ‘estoppel’– If two people represent to the outside world that they are in partnership.  See UPA §16.

1. Limited scope – Applies only where 3d party extends credit to the partnership.  Other reliances inapplicable.

(ii) Life Span – Dissolution: Dissolves upon death, bankruptcy, or withdrawal of any partner.

· Absent an agreement, any partner may withdraw and demand liquidation.

(iii) Liability to Outsiders – Partners have unlimited liability, personal assets at risk for partnership obligations.

· Under some statutes liability of partnership contracts is joint, so partnership assets must first be exhausted.

· LLP Statutes – Limit liability of partners for partnership debts and obligation, unless partner supervised another partner or agent engaged in wrongful conduct.

(iv) Financial Rights – Partners share equally in profits and losses, which are divided on dissolution.

· No statutory right to profits.

· No statutory right to compensation for services.

(v) Firm Governance – 

· Binding the firm:  Each partner is an agent of all other partners and can bind the partnership, either by transacting business as agreed by the partners (actual authority) or by appearing in the eyes of 3d parties to carry on partnership business (apparent authority).

· Control of firm – Unless otherwise agreed, majority vote needed to decide ordinary partnership matters.

1. Extraordinary matters or those contravening agreement – require unanimity.

(vi) Transferability of Ownership Interests – Partner cannot transfer interest unless all remaining partners agree or partnership agreement permits it.

· Partner may transfer his financial interest in profits and distribution, entitling the transferee to a charging order.

b. Limited Partnership – 

(i) Formation – Must be created with written agreement among the partners and certificate filed with state official.  RULPA §201.

· Dissolution – Limited partnership lasts as long as the partners agree or, absent agreement, until a general partner withdraws.

(ii) Nature – 2 kinds of partners
· General – Each liable for all debts of the partnership;
1. Corporate general partner – General partners may be corporations.
· Limited – Not liable for debts of partnership beyond their proportional share of contributions.
1. No mgmt. participation – 

(iii) Liability to Outsiders –

· General Partner – Must be at least one ( unlimited liability

· Limited Partners – Liable only to the extent of their investment.

1. No participation in control
(iv) Firm Governance – 

· Binding firm:  General partners have authority to bind the partnership to ordinary matters.

1. Limited partners have voting authority over specified matters, but cannot bind the partnership.

(v) Transferability of Ownership Interests –

· General Partner – Cannot transfer interest unless all remaining partners agree or partnership agreement permits it.

· Limited Partner – Interests freely assignable.
· Both – can assign their rights to profits and distributions.

(3) Limited Liability Company (LLC) – Hybrid entity between corporation and partnership.
a. Partnership aspects – Members of LLC provide capital and manage the business according to their agreement;

(i) Interests are not freely transferable.

b. Corporation aspects – Members not personally liable for the debts of the LLC entity.

c. Life Span – LLC arises with the filing of a certificate or articles of organization with a state official.  

(i) Many LLC statutes require at least two members.

(ii) Duration – Not limited by statutes.
d. Liability to Outsiders – LLC members, both as capital contributors and managers, are not liable for LLC obligations.
(i) Veil-piercing – Some LLC statutes suggest that members can become individually liable if equity or justice requires.
e. Firm Governance – 
(i) Two Possibilities:  (1) Member-managed; (2) Manager-Managed.
· Member-Managed – Members have broad authority to bind LLC in much the same way as partners;
· Manager-Managed – Members have no authority to bind.
(ii) Voting – Generally in proportion to members’ capital contribution.
f. Transferability of Ownership Interests – Most LLC statutes provide that members cannot transfer LLC interests without all other members’ consent.
(i) Standing Consent – Some LLC statutes permit the articles of organization to provide standing consent for new members.
(ii) Transfer of financial rights – Many LLC statutes permit transfer of financial rights to creditors, who can obtain charging orders against the members’ interest.
B. Tax Implications of Organizational Choice
	
	Business Makes Money & Distributes
	Business Makes Money & Retains
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	Partnership
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	(3)
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	Corporation (Non-S)
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(1) Tax paid once – Partnership acts as tax conduit, and income flows through to partners who pay tax.
a. Partnership files an informational tax return disclosing relevant information.
(2) Double tax – 
a. Corporation taxed on income when earned.
b. If dividends are distributed to shareholders ( they pay tax on dividends.
(3) Tax paid once – Partnership’s income flows through to partners who pay tax.
(4) Deferred second tax –
a. Corporation pays tax when it earns income.
b. Tax on shareholders deferred until income is distributed or when shares are sold after appreciation.  (Double tax unavoidable).
(5) Sheltered income – Partnership losses flow through to the partners, who can deduct them against other income.
(6) Carry over/back – Corporation can deduct ordinary business losses only against income the business generates.
a. Sometimes, if there is insufficient income in a year, the losses can be carried forward or back to other years.
b. Shareholders can deduct losses only by selling their shares at a loss and deducting capital losses.
C. Avoiding Double Taxation
(1) S-Corporation (See I.R.C. §§ 1361–1378) –
a. What is it? Incorporated under state law and retains all its corporate attribute, including limited liability.  But it is not subject to an entity tax.
(i) All corporate income, losses, deductions, and credits flow through to shareholders.
b. Eligibility:

(i) Domestic – S-Corp. must be domestic;
(ii) ( 75 Shareholders – No more than 75 indiv. shareholders;
· Certain tax-exempt entities can be shareholders, e.g. stock ownership plans, pension plans, charities.
(iii) Aliens – No shareholder can be a nonresident alien;
(iv) One class of stock – There can only be one class of stock.
c. Limitation
(i) When heavy losses are anticipated, the S-Corp. may be less desirable than a partnership; S-Corp. shareholders can only write off losses up to the amount of capital they invested.
· Loss can be carried forward and recognized in future years.
(ii) Rules on deductibility of passive losses may limit deductions for S-Corp. shareholders, just like partners in a partnership.
(2) Limited Partnership with a Corporate General Partner
a. Combination – Flow-through tax treatment + Limited liability
(i) Limited partner investors – have limited liability.
(ii) Participants – Shareholders, directors, or officers of the corporation have limited corporate liability.
b. Uncertainty – When limited partners take on roles in corporate management “participate in control” by virtue of their corporate positions ( some courts interpreted early limited partnership statutes to make limited partners liable if they acted as directors and officers of a corporate general partner.
(i) Clarified by RULPA §303.
(3) Payment to shareholders of deductible compensation or interest – Corporate tax in a small, closely held C-corporation can be zeroed out by paying shareholders deductible compensation or interest.
a. Deductible  compensation – Shareholders-employees can receive salaries, bonuses, and contributions to profit-sharing plans, as long as they are “reasonable.”
(i) Constructive dividends – If compensation is not related to the value of services, IRS can treat excess compensation as “constructive dividends” and the corporation loses its deduction, e.g. secretary gets $200K per year.
b. Deductible interest – Shareholder-lenders can receive deductible interest, rather than non-deductible dividends.
(4) Accumulating corporate earnings – If corporate earnings are reinvested in the business and not distributed to shareholders, no federal income tax.
a. Under current tax law, any gains from selling assets that have increased in value are taxed at the corporate level before the proceeds are distributed to shareholders, where they are taxed again.
(i) Nonetheless, it may be advantageous to let earnings accumulate in a business, at sometimes lower corporate tax rates.
III. Relations of Agency & Control [K&C: 12–25]
IV. Valuation & Risk [K&C: 303–24, 225–35]

§2. The Formation of Corporations

I. STARTING A CORPORATION
A. Corporation Statutes

(1) Model Business Corporation Act (MBCA) §§ 2.01–2.06

(2) Delaware Gen. Corporation Law (Del.Gen) §101, 102, 106, 107, 108, 109

(3) Cranson v. International Business Machines (Supp. 1)

B. Process of Incorporation - Overview
(1) 3 Essential Steps:
a. Preparing Articles of Incorporation according to the requirements of state law. (MBCA §2.02)

b. Signing the Articles by one or more incorporators (MBCA §1.20(f))
c. Submitting the signed Articles to the State’s Secretary of State for filing (MBCA §2.01)
(2) Service co.’s – Corporation service companies will prepare articles, bylaws, stock certificates, and organizational minutes, file the proper documents, and act as registered agent in the state of incorporation and in other states where the corporation is qualified to do business.
C. Articles of Incorporation
(1) Name of Corporation – Articles must state corporation’s complete name and include a reference to its corporate statues, e.g. “Corporation,” “Incorporated,” or “Inc.”

a. Different from other names in state – Must be “distinguishable upon the records” (MBCA §4.01), or in some states it must not be “deceptively similar” to another.

(2) Registered office and agent – Articles must state the corporation’s address for service of process and for sending official notices.  (MBCA §2.02)

a. Registered agent – Often, the Articles must also name a registered agent at the office on whom process can be served. (MBCA §§ 2.02, 5.01)

b. Changes – Change is registered office must be filed with the Secretary of State.

(3) Capital structure of corporation – Articles must specify the securities the corporation will have authority to issue.

a. Describe classes of authorized shares, no. of shares of each class, and privileges, rights, limitations, etc. associated with each class.  (MBCA §6.01)

(4) Purpose and powers of the corporation – The Articles may (but need not) state corporation’s purposes and powers.  Modern corporations can engage in any lawful business.  (MBCA §§ 3.01, 3.02)

a. Ultra vires doctrine – With decline of this, a “purposes” clause far less important.

(5) Optional provisions – Articles can contain a broad range of other provisions to “customize” the corporation.  (MBCA § 2.0(b))

a. Voting provisions – Calling for greater-than-majority approval of certain corporate actions, such as mergers or charter amendments;

b. Membership requirements – Example: Directors must be shareholders, or that shareholders in a professional corporation be members of a profession; or
c. Management provisions– Requiring shareholders approve certain matters normally entrusted to the Board, such as executive compensation.

D. Incorporators
(1) Role – Purely mechanical: sign the articles and arrange for their filing.  If the articles do not name directors, the incorporators select them at an organizational meeting.

(2) Fade away – After incorporation, the incorporators fade away and have no more continuing interest in the corporation.

(3) Corporation as incorporator – In some states, the incorporators must be natural persons, but the trend is that a corporation may act as an incorporator.  (MBCA §§ 2.01, 1.40(16))

E. Filing Process – Simple process.  Under the MBCA, the state officials must accept the Articles for filing if they meet minimum criteria.  See MBCA §1.25.

(1) Public documents – Once the Articles are filed, they become public documents.
a. Confirming existence:
(i) Certificate of existence or certificate of incorporation from Secretary of State;
(ii) Receipt returned by Secretary of State when Articles are filed;
(iii) Copy of Articles with original acknowledgement stamp by Secretary of State;
(iv) Certified copy of the original articles obtained from Secretary of State for fee
F. Organizational Meeting – Creates the working structure of the corporation, but follows a script devised by the corporate planner.
(1) Election of directors – Unless initial directors named in Articles will remain in office;
(2) Approving Bylaws – Govern internal structure of corporation
a. Bylaws have assumed greater importance in corporate practice.
b. Must be consistent with the Articles and state law.  MBCA §2.06.
(i) Not enforceable if they deviate too far from the traditional corporate model.
(3) Electing officer;
(4) Adopting preincorporation promoters’ contracts (incl. lawyers’ fees for establishing corporation);
(5) Designating a bank for deposit of corporate funds;
(6) Authorizing issuance of shares;
(7) Setting consideration for shares.
G. Doctrine of Ultra Vires
(1) Common Law Roots – In the 19th century, state legislatures chartered American corporations for narrow purposes with limited powers.  The doctrine was fashioned by the courts to invalidate corporate transactions beyond the powers stated by the charter.

(2) Modern Ultra Virus Doctrine – Modern corporation statutes eliminate vestiges of inherent corporate incapacity.   Neither the corporation nor any party doing business with the corporation can avoid its contractual commitments by claiming the corporation lacked capacity.  MBCA §3.04(a).

a. 3 Exclusive Means of Enforcing a Corporate Limitation under the MBCA:

(i) Shareholder suit – Which enjoins the corporation from entering into or continuing an unauthorized transaction.  §3.04(b)(1).

(ii) Corporate suit against directors & off’rs – Corporation on its own or by another on its behalf can sue directors and officers (current or former) for taking unauthorized action.  The officers/directors can be enjoined or held liable for damages.  §3.04(b)(2).

(iii) Suit by state attorney general – State atty. gen. can seek judicial dissolution if the corporation has engaged in unauthorized transactions, under a “state concession” theory of the corporation.  §§ 3.04(b)(3), 14.30.

(3) Corporate Powers, not Corporate “Duties” – Do not confuse limitations on corporate power with corporate duties: i.e. corporation’s duty not to engage in illegal conduct and management’s fiduciary duties.

(4) Charitable contributions? – Courts have accepted that corporations have implicit powers to make charitable gifts that in the long run may benefit the corporation.  See Theodora Holding Corp. v. Henderson.

a. Most state statutes specifically permit corporations to make charitable donations.  See MBCA §3.02(13).

b. Gifts cannot be for unreasonable amounts and must be for a proper purpose.

II. PRE-INCORPORATION QUESTIONS
A. Promoters and the Corporate Entity
(1) General liabilities – Promoters can be liable to outside creditors for:

a. Pre-incorporation contracts they sign before the business is incorporated;

b. Contracts they sign for the corporation that was not properly incorporated.

(2) Fiduciary duties – Promoters cannot engage in unfair self-dealing with corporation and must provide shareholders and other investors full disclosure during the capital-raising process.

B. Pre-Incorporation Contracts: When both parties know there is no corporation.
(1) Default rule – Promoter is personally liable on a pre-incorporation contract absent an agreement otherwise

a. Discerning the parties’ intent 

(i) Look to negotiating assumptions

(ii) Look at post-contractual actions

(iii) Look at corporation’s actions

(2) Contracting around the default rule – Parties may avoid the default rule by agreement:

a. Promoter as a “non-recourse” agent – No corporation ( no recourse.

b. Promoter as “best efforts” agent – Promoter uses his best efforts to incorporate.

c. Promoter as interim contracting party – (Novation) Promoter liable until incorporation, when the corporation takes promoter’s place.

d. Promoter as additional contracting party – Promoter liable even after inc.

C. Misrepresenting corporate existence - If a promoter creates the false impression that a corporation exists and enters into a contract on behalf of it, the promoter may be liable for either:

(1) Knowingly misrepresenting his authority (Rest. 2d Agency § 330) or
(2) Breaching an implied warranty that the corporate principal exists and the promoter was acting pursuant to proper authority.  (Rest. 2d Agency §329)

D. Corporation’s Adoption of Contracts
(1) A newly formed corporation is not automatically liable for contracts made by promoters before incorporation; to protect new shareholders and corporate participants from “surprise” corporate liability, corporation must adopt the contract.

a. Formal Resolution
b. Implicit adoption – Acts by corporation consistent with or in furtherance of the contract.

E. Outsider’s Liability to Corporation – 2 way street with promoter’s liability.  If the promoter is liable under the contract, the 3d party outsider is liable to the promoter.  Same rule re: new corp.

F. Liability for Defective Incorporation
(1) De facto corporation – For outsiders, has all the attributes of a de jure corporation.

a. 2 Elements
(i) Some colorable good-faith attempt to incorporate;

(ii) Actual use of the corporate form, such as carrying on the business as a corporation or contracting in the corporate name.

(2) Corporation by estoppel – Arises when parties have death with each other on the assumption that a corporation existed, even though there was no colorable attempt to incorporate.

a. Outsiders who rely on representations or appearances that a corporation exists and act accordingly are estopped from denying corporate existence or limited liability.

(3) Statutory Liability – Current MBCA § 2.04: All persons purporting to act as or on behalf of a corporation, knowing there was no incorporation ... are jointly and severally liable for all liabilities.

(4) Southern-Gulf Marine Co. No. 9 v. Camcraft (KRB, 206–09)

(5) How v. Boss (Supp. 3)

III. LIMITED LIABILITY
A. Reasons for Limited Liability
(1) Capital formation – Allows investors to finance a business without risking other assets.

(2) Management risk taking – Without liability shield, managers would be reluctant to undertake high-risk projects, even in the face of net-positive returns.

(3) Investment diversification – Permits investors to invest in many businesses without exposing other assets to unlimited liability with each new investment.

(4) Trading on stock markets – Without limited liability, wealthy investors with more to lose would assign lower value to identical securities than poor investors, since the greater liability risk would reduce the securities’ value for wealthy investors.

B. The Corporate Entity and Limited Liability
(1) Actual Authority – Internal Action
a. Express actual authority – Arises when the board, acting by the requisite majority at a proper meeting, expressly approves the actions of a corporate agent.  Unless the corporation’s constitutive documents limit the board’s authority, the board-approved action binds the corporation.

(i) Note:  Most corporate transactions are not specifically approved by the board.

b. Implied actual authority – 2 Ways to Infer this Authority:

(i) Officer’s authority – Consider penumbra of express actual authority delegated to the officer, e.g. corporate president.

(ii) Analogous situations – Look to the Board’s reaction to other similar actions by corporate agents as an indication that the action was already impliedly approved.

c. Retroactive ratification – Even when an off’rs actions are not binding against the corporation when made, the Board can create express actual authority.
(i) Implied ratification – Board’s knowledge or acquiescence in an officer’s novel course of conduct may evidence implied ratification.
(2) Respondeat Superior – Corporate Liability for Employee Torts
a. Where an employee is acting within the scope of his employment, the corporation is bound even if the action was not actually or apparently authorized.
C. Piercing the Corporate Veil
(1) Closely held corporation;
a. Sea-Land Services Inc. v. Pepper Source (KRB, 217–22) – The corporate veil will be pierced where there is a unity of interest and ownership between the corporation and an individual and where adherence to the fiction of a separate corporate existence would sanction a fraud or promote injustice.

b. Kinney Shoe Corporation v. Polan (KRB, 223–26) – The corporate veil will be pierced where there is a unity of interest and ownership between the corporation and the individual shareholder and an inequitable result would occur if the acts were treated as those of the corporation alone.
(2) Insiders deceived creditors

a. Perpetual Real Estate Services v. Michaelson Properties (KRB, 226–30) – Where a sole shareholder exercises undue domination and control over the corporation, the corporate veil will be pierced if the sole shareholder also used the corporate form to obscure fraud or conceal crime.
(3) Respondeat superior
a. Walkovsky v. Carlton (KRB, 211–16) – Whenever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts.  Upon the principle of respondeat superior, the liability extends to negligent acts as well as commercial dealings.  However, where a corporation is a fragment of a larger corporate combine which actually conducts the business, a court will not pierce the corporate veil to hold individual shareholders liable.

(4) Parent-Subsidiary Context: Alter ego?
a. In re Silicone Gel Breast Implant Litigation (KRB, 230–37) – Totality of circumstances must be evaluated to determine whether a subsidiary may be the alter ego or instrumentality of the parent corporation.  There must be substantial domination.  Factors include:

(i) Common directors/officers between P & S

(ii) Common business departments between P & S

(iii) P & S file consolidated financial statements and tax returns

(iv) P finances the S

(v) P caused the incorporation of S

(vi) S operates with grossly inadequate capital
(vii) P pays salaries and other expenses of S

(viii) S receives no business except that given to it by P

(ix) P uses the S’s property as its own

(x) Daily operations of P & S are not kept separate

(xi) S does not observe basic corporate formalities, such as keeping separate books and records and holding shareholder/board meetings.

(5) Limited Partnership Context
a. Frigidaire Sales Corp. v. Union Properties, Inc. (KRB, 238–40) (Wash ’77) – Limited partners do not incur general liability for the limited partnership’s obligations simply because they are officers, directors, or shareholders of the general corporate partner.
(6) Other considerations
a. Plaintiff is an involuntary (tort) creditor
b. Insiders failed to follow corporate formalities
c. Insiders commingled business assets/affairs with individual assets/affairs

d. Insiders did not adequately capitalize the business

e. ( actively participated in the business
IV. CORPORATE POWERS

A. A.P. Smith Mfg. V. Barlow (see supra §1)

B. Dodge v. Ford Motor Co. (KRB, 286–91)

C. Shlensky v. Wrigley (KRB, 291–95)
D. Theodora v. Henderson (Supp. 9)
E. Union Pac. RR v. Trustees, Inc. (Supp. 14)
§3.  The Financial Structure of Corporations

I. FORMS OF EQUITY AND DEBT

A. Statutory Provisions

(1) MBCA §§ 6.01, 6.02, 6.03, 6.20, 6.21
B. Taylor v. Standard Gas & Electric Co.
C. In re Deep Rock Oil Corporation; Standard Gas & Electric v. Taylor
D. In re Fett Roofing & Sheet Metal Co.
II. CONTRIBUTIONS, DIVIDENDS & OTHER DISTRIBUTIONS

A. Statutory Provisions

(1) MBCA §6.40
§4.  Corporate Operations

I. ACTIONS BY OFFICERS, DIRECTORS, AND SHAREHOLDERS
A. Statutory Provisions
(1) MBCA §8.40

B. Apparent Authority – If the board induces an outsider to rely on an officer, even if the officer has no actual authority, the corporation may be bound on the theory of apparent authority.

(1) President or CEO – Can bind corporation as to matters in the usual course of business.

a. Not for extraordinary matters – President cannot bind the corporation.

(i) Lee v. Jenkins Brothers (Supp. 38) (holding a contract promising an employee a lifetime pension beginning at age 60, which the court assumed became vested after he worked for a reasonable time, was not ‘extraordinary’ because it neither implicated future managerial policy nor exposed the corporation to significant liabilities).

(ii) What is ordinary? – Extent of the corporation’s business interest in transaction can determine this.
(2) Vice President – Replaces the president when needed.  VPs can only bind the corporation to matters within their respective areas.

(3) Secretary – Normally does not bind the corporation.

(4) Treasurer – Normally does not bind the corporation but keeps the books, receives/makes payments.

C. Inherent Authority – Corporation can become bound regardless of any actual or apparent authority.

(1) If the costs of verifying authority are high and there is little reason to protect the traditional exclusivity of the board’s authority, courts sometimes find inherent authority even in the absence of actual and apparent authority as normally understood.

D. Shareholder Actions
(1) Auer v. Dressel (Supp. 44) (NY 1954) – Shareholders could properly make a non-binding recommendation that the corporation’s former president be reinstated, even though the recommendation had no binding effect on the board.

E. Campbell v. Loew’s (Supp. 48)

II. OFFICERS’ AND DIRECTORS’ DUTY OF CARE
A. Theory of Corporate Fiduciary Duty
(1) To whom are fiduciary duties owed?
a. Shareholders – Fiduciary rules proceed from a theory of shareholder wealth maximization. (Dodge v. Ford)

B. Duty of Other Corporate Insiders – Courts generally impose on corporate officers and senior executives the same fiduciary duties as imposed on directors.  MBCA § 8.41

(1) 3 Principal Functions of managers/directors:
a. Enterprise decisions – The Board in a public corporation establishes a strategic plan, senior executives carry it out.  Directors rely on senior executives for information in establishing and monitoring the business plan.  Shareholder and management interests typically overlap here.
b. Ownership issues – For example, initiating mergers with other co.’s or constructing takeover defenses.
c. Oversight responsibility – For example, reviewing senior executives’ performance and ensuring corporate compliance with legal norms.
C. Duty of Care Defined
(1) Duty of care addresses the attentiveness and prudence of managers in performing their business decision-making and supervisory functions.

(2) Facets of the Duty of Care:

a. Good faith – Directors:

(i) Be honest

(ii) Without conflict of interest

(iii) Not condone or approve illegal activity.

b. Reasonable belief – Substance of director decision-making.

c. Reasonable care – Procedure of decision-making and oversight.  Directors must be informed in making decisions and must monitor and supervise mgmt.  In both capacities, directors must have at least minimum levels of skill and expertise.

D. Business Judgment Rule
(1) Functions:  (1) Shield directors from personal liability; (2) Insulates decisions from review.

(2) Reliance Corollary – Directors managers may rely on information/advice from:

a. Other directors (including committees of the board);

b. Competent officers and employees; and
c. Outside experts (e.g. lawyers/accountants)

(i) Note:  Under some statutes, it also extends to off’rs.
E. Overcoming the Business Judgment Rule
(1) Not in Good Faith
a. Fraud – Director who acts fraudulently is liable, and any action tainted by fraud can be invalidated, regardless of fairness.
(i) For example: directors who mislead shareholders in connection with shareholder voting cannot be shielded by the Business Judgment Rule.
b. Conflict of Interest – If a director is personally interested in a corporate action because he stands to receive a personal or financial benefit, the Business Judgment Rule does not shield the director from liability or the Board’s approval from review.
(i) Director may be liable if a corporate action is approved because he is beholden to another person interested in the action.  See MBCA §8.31(a)(2)(iii).
c. Illegality – If a director engages in or approves illegal behavior, the business judgment presumption is lost even if the director was informed and the action benefited the corporation.
(2) Irrational Decisions–Waste
a. Rational Basis – Under the rational purpose test, even Board decisions that in hindsight seem patently unwise are protected from review as long as they were not:
(i) Improvident beyond explanation.  Michelson v. Duncan

(ii) Removed from the realm of reason.  ALI Principles §4.01
· Shlensky v. Wrigley – Court refused to force the Cubs to install night lights, even if it would increase profits, speculating that a deteriorated neighborhood might cause a decline in attendance or a decline in Wrigley Field property values.
· Kamin v. AmEx (KRB, 298–301) – Directors of AmEx faced the choice of liquidating a bad stock investment at the corporate level (taking a corporate tax deduction) or distributing the stock to shareholders as a special dividend (a taxable event for the shareholders).  Although the choice seemed obvious, the board opted for the stock dividend, and shareholders sued.  Court upheld the decision on the directors’ explanation that they were concerned about the adverse impact on the company’s net income figures.
b. Safety-valve cases

c. Board inaction – an open question – Prevailing view is that board inaction—such as not creating a legal compliance program – is protected only if the failure was a conscious exercise of business judgment.
(3) Gross Negligence
a. Smith v. Van Gorkom (KRB, 316–32) (Del. ’85) – Business Judgment doctrine shields directors/officers only if, in reaching a business decision, they acted on an informed basis, availing themselves of all material information reasonably available.

(4) Inattention
a. Inattention to mismanagement – Under the Business Judgment Rule, courts are extremely reluctant to hold directors liable for mismanagement.

b. Inattention to management abuse – 

(i) Francis v. United Jersey Bank (KRB, 310–15) (NJ ’81) – Widow took over reinsurance brokerage business when husband died.  She never read financial statements, which revealed her sons were taking client funds in the guise of “shareholder loans.”  Court held her liable for failing to become informed and make inquiries, and inferred that her laxity proximately caused the losses to the corporation.

· Case is outlier, and can be explained on its peculiar facts.  Widow and sons were only directors, and suit came in bankruptcy.  Widow died during proceedings, and the court probably wanted to add her estate’s assets to the bankruptcy pool.

c. Monitoring Illegality – Unless a director knows of or suspects illegal activity, e.g. bid-rigging, he is not obligated to install a monitoring system.

(i) In re Caremark International Inc. Derivative Litigation (KRB 338–49) – Suggests that a board may have a duty to install corporate information and reporting systems to detect illegal behavior.

F. Remedies for Breaching the Duty of Care
(1) Personal Liability of Directors – If an action of the board of directors constitutes a care breach, courts have held that each director who voted for the action, acquiesced in it, or failed to object to it becomes jointly and severally liable for all damage that the decision proximately caused the corporation.

(2) Enjoining Flawed Decision – Courts can enjoin or rescind a board action unprotected by the Business Judgment Rule.

III. OFFICERS’ AND DIRECTORS’ DUTY OF LOYALTY
A. Directors and Managers – Self Dealing
(1) Nature of Self-Dealing
a. Unfair diversion of corporate assets – Embezzlement

b. Direct Interest – Occurs when the corporation and director himself are parties to the same transaction.  See MBCA §8.60(1)I).

(i) Violation of Proportionality
· Lewis v. S.L. & E., Inc. (KRB, 356–59) – Where A and B owned equal amounts of a corporation and the corporation gave a submarket rent to a corporation that B, wholly owned himself, the reduced rent represented a transfer of assets directly away from A.  Therefore, there was a duty of loyalty violated and not protected under the Business Judgment Rule.

c. Indirect Interest – Occurs when the corporate transaction is with another person or entity in which the director has a strong personal or financial interest.

(i) Bayer v. Beran (KRB, 351-56) – Director held a concert to advertise the corporation’s product, but his wife played a key role in the concert.  The duty of loyalty was implicated, and the directors had to prove the validity of its actions, which it did.

(2) Substantive and Procedural Tests for Self-Dealing
a. Fairness plus board violation – At first courts upheld self-dealing only if the transaction was fair on the merits and was approved by a majority of disinterested directors.

b. Substantive fairness – By the 1950s, many courts upheld self-dealing if the court determined the transaction was fair on the merits.

c. Disinterested board approval – By the 1980s, courts upheld self-dealing if disinterested directors approved the transaction.

d. Shareholder ratification – Courts have upheld self-dealing if disinterested shareholders (a majority or all) approved the transaction.

(3) Burden of Proof – Once a challenger shows the existence of a director’s conflicting interest in a corporate transaction, the burden generally shifts to the party seeking to uphold it to prove the transaction’s validity.  

a. See MBCA §8.621(b)(3) (absent disinterested approval by board or shareholders, transaction must be “established to have been fair to the corporation”).

b. Self-dealing transactions rebut the Business Judgment Rule presumption that directors act in good faith.

(4) Self-dealing by Officers and Senior Executives – Subject to the same self-dealing standards as directors.

(5) Statutory “Safe Harbor” – MBCA Subchapter F
a. MBCA §8.61(b) validates a director’s conflict-of-interest transaction if:

(i) Disclosed to and approved by a majority (but not less than 2) of qualified directors, or
(ii) Disclosed to and approved by a majority of qualified shareholders, or
(iii) Established to be fair, whether disclosed or not.

(6) Remedies for Self-Dealing
a. General Remedy: Rescission – As a general matter, an invalid self-dealing transaction is voidable at the election of the corporation – either in a direct action by the corporation or in a derivative suit.

b. Exceptions to Rescission – Where rescission does not work, (e.g. when done with corporate opportunity) the corporation may be entitled to damages.

B. Corporate Opportunity
(1) Basic Rule – A corporate manager, director or executive cannot usurp corporate opportunities for his own benefit unless the corporation consents.  The ( must prove the existence of a corporate opportunity.

(2) Definition of “Corporate Opportunity”
a. Use of Diverted Corporate Assets – A fiduciary cannot develop a business opportunity using assets secretly diverted from the corporation.
b. Existing Corporate Interest – Expectancy Test – Many courts employ an expectancy test to measure’s the corporation’s expansion potential.  If the corporation has an existing expectancy in a business opportunity, the manager must seek corporate consent before taking the opportunity.
(i) Expectancies can be shown when the manager misappropriates soft assets of the corporation, such as confidential info. or good will.
(ii) If the opportunity came to the manager in his individual (not corporate) capacity, courts are more likely to conclude that the opportunity was not corporate.

· See Broz v. Cellular Information Systems, Inc. (KRB, 361–65)

c. Corporation’s Existing Business – Line of Business Test – Under this test, courts compare the new business with the corporation’s existing operations.  A functional relation exists if there is a competitive or synergistic overlap that suggests that the corporation would have been interested in taking the opportunity itself.

(3) Corporate Consent and Incapacity
a. Negating obligation:  Even if a business opportunity is a corporate opportunity, the doctrine is negated if the corporation either has consented to the taking or was unable to take the opportunity itself.

b. Voluntary Consent – Corporation can voluntarily relinquish its interests in a corporate opportunity by rejecting it.  This rejection is itself a self-dealing transaction, and therefore is subject to fairness review.

c. Corporate incapacity – Some courts allow the defense that the corporation could not have taken the opportunity because it was financially incapable or otherwise unable to do so.

(i) See Broz (refusing to find corporate financial capacity when director acquired cell phone license during pendency of corporation’s acquisition by another better financed company interested in the license).

(ii) Energy Resources Corp. v. Porter (KRB, 366–69) – Before a person invokes refusal to deal as a reason for diverting a corporate opportunity, he must unambiguously disclose that refusal to the corporation to which he owes a duty, together with a fair statement of the reasons for that refusal.

(4) Competition with Corporation
a. Noncompete doctrine goes beyond duties of corporate opportunity.  Managers may not compete with the corporation unless there is no foreseeable harm caused by the competition or disinterested directors (or shareholders) have authorized it.

(i) Applies whether the competing business was set up during manager’s tenure or before.

(ii) Consider the following other theories of liability:
· Breach of contractual covenant not to compete;
· Misappropriation of trade secrets;
· Tortious interference with contractual relationships if the manger induces the corporation’s customers or employees to follow him.
C. Dominant Shareholders
(1) Who are Controlling Shareholders?
a. Controlling shareholder has enough voting shares to determine the outcome of shareholder voting.  Therefore, any shareholder who can assemble a voting majority wields effective control.

(i) Public Corporation with widely dispersed shareholders, it may be enough to own as little as 20% and if it has the support of incumbent managers.

(2) Parent-Subsidiary Dealings
a. Basic Problem – Dealings between a controlling shareholder (parent) and corporation (subsidiary) raise many of the same conflicts of interest.

b. Dealings with Partially Owned Subsidiaries – Risks of control abuse:

(i) Dividend policy – Example: Subsidiary adopts a no-dividend policy to force the minority shareholders to sell to the parent.

(ii) Share transactions – Subsidiary issues shares to the parent at less than fair value, thus diluting the minority’s interests.

(iii) Parent-subsidiary transactions – Subsidiary enters into contracts with the parent or related affiliates on terms unfavorable to the subsidiary, effectively withdrawing assets of that subsidiary at the expense of the minority.

(iv) Usurpation of opportunities – Parent (or other affiliate) takes business opportunities away from the subsidiary.

c. Scrutiny applicable to parent-subsidiary dealings
(i) Parent-subsidiary dealings in the ordinary course of business are subject to fairness review only if the minority shows the parent has preferred itself at their expense.

· If so, the courts presume the parent dominates the subsidiary’s board and places the burden on the parent to prove the transaction was “entirely fair” to the subsidiary.

· If there no preference, the transaction is subject to business judgment review, and the minority must prove the dealings lacked any business purpose or that their approval was grossly uninformed.

(ii) Sinclair Oil Corp. v. Levien (KRB, 372–76) – The only ground on which the minority shareholders won was their claim that Sinven’s nonenforcement of contracts for the sale of oil products to other Sinclair affiliates preferred the affiliates to Sinven’s detriment.  The court treated the nonenforcement as self-dealing and held that Sinclair had failed to show that nonenforcement was fair to Sinven.

· Levien Test:  Assumes the propriety of the parent-subsidiary dealings, a departure from the traditional rule that fiduciaries have the burden to show the fairness of their self-interested dealings.  The burden is on the minority shareholders to show the dealings were not those that might be expected in an arm’s length relationship.

(3) Exclusion of minority
a. Basic Problem – Courts hold controlling shareholders to a higher standard when they use control in stock transactions to benefit themselves, to the exclusion of minority shareholders.

b. Zahn v. Transamerica Corporation (KRB, 376–80) – A corporation had two classes of common shares, class A and class B.  The class B shares held voting control.  The class A shares, which were entitled to twice as much liquidation as class B shares, could be redeemed by the corporation at any time for $60.  The controlling shareholder had the corporation redeem all of the minority’s class A shares and then liquidate the corporation’s assets, which had recently tripled in value.  The result was that the controlling shareholder received the lion’s share of the company’s liquidation value.  The court stated that there was “no reason” for the class A redemption except for the controlling class B shareholder to profit.  In a subsequent opinion, the court upheld a recovery by the class A shareholders based on the liquidation value they would have received had they exercised their rights to convert their class B shares into class A shares. 

(i) Rule:  Although the majority (class B) shareholders had every right to do what they did, they directors had an obligation to let the A shareholders exercise their conversion possibility on the basis of full information.  The corporation could not hide the covert value in the corporation.  

D. Shareholder Ratification
(1) Fliegler v. Lawrence (KRB, 382–85) – Rule:  Shareholder ratification of an “interested transaction,” although less than unanimous shifts the burden of proof to an objecting shareholder to demonstrate that the terms are so unequal as to amount to a gift or waste of corporate assets.  Holding:  Where less than 1/3 of the “disinterested” shareholders vote for ratification, the court cannot assume that such non-voting shareholders approved or disapproved.  Thus, corporate directors and officers cannot shield themselves under the ratification doctrine. 

§5.  Shareholder Litigation

I. SHAREHOLDER DERIVATIVE SUITS [KRB: 241–79; K&C: 196–201]
A. Introduction

(1) Competing Tenets:

a. Corporate fiduciaries owe their duties to corporation, not to individual shareholders;
b. Board of Directors manages the corporation’s business, which includes authorizing lawsuits in the corporate name.
(2) Structure of Derivative Suits – 2 in 1:  Shareholder (1) sues the corporation in equity (2) to bring an action to enforce corporate rights.
(3) Recovery – Any recovery in derivative litigation generally runs to the corporation ( the shareholder-( shares in the recovery only directly.
a. Plaintiff’s Expenses – In derivative litigation, the corporation pays the successful (’s litigation expenses, including atty fees.  MBCA §7.46(1).
(i) Calculation – Attorney fees in derivative litigation generally have been calculated using either a percentage of recovery (usually 15-35%) or a lodestar method (fees based on number of hours spent multiplied by prevailing market fee rate).
(4) Derivative Suit Plaintiff – Self-Appointed Representative

a. Courts and statutes impose on the derivative suit (s a duty to be a faithful representative of the corporation’s and the other shareholders’ interests. See Fed.Rule Civ.Proc. 23.1.
(5) Res Judicata – Preclusion of “Corporate” Relitigation – Corporation cannot bring a subsequent suit based on the claims raised in the derivative suit.  Conversely, shareholders cannot bring derivative suits where the corporation is already pursuing its own suit or settlement.
(6) Derivative v. Direct v. Class Action Suits

a. Direct Suits – Those in which shareholders seek to enforce rights arising from their share ownership:
(i) Enjoin ultra vires action;
(ii) Compel payment of dividends declared but not distributed;
(iii) To challenge fraud on shareholders in connection with their voting, sale, or purchase of securities;
(iv) To challenge corporate restrictions on share transferability;
(v) To require the holding of a shareholders’ meeting
(vi) To compel inspection of shareholders’ lists, or corporate books and records;
(vii) To challenge the denial or dilution of voting rights, such as when substantially all the corporation’s assets are sold without shareholder approval;
(viii) To compel dissolution of the corporation.
b. Claims with Direct & Derivative Attributes
(i) Some courts characterize suits to compel payment of dividends as derivative;
(ii) Look at the facts, e.g. wrongful refusal by management to provide a shareholders’ list to a shareholder for a proxy fight may violate the shareholder’s right to inspection and mgmt’s fiduciary duty to the corp.
(iii) Eisenberg v. Flying Tiger Line, Inc. (KRB: 245–48) – A shareholder challenged a corporate reorganization in which shareholders of an operating company became, after a merger, shareholders of a holding company.  The corporation sought to require the ( to post security for expenses, a derivative suit requirement.  Held:  The action was direct because the reorganization deprived the shareholder of “any voice in the affairs of their previously existing operating company.”
c. Class actions – Direct Suits Brought by Representative
(i) When a shareholder sues in his own capacity, as well as on behalf of other similarly situated shareholders, the suit is not derivative but class action.  Some of the suits enforcing fiduciary duties are class action, e.g. Weinberger, Van Gorkom.
· Some procedural rules applicable to class actions also apply to derivative suits.
1. All don’t, e.g. demand requirement is not applicable in class actions.
(7) Procedural “barriers” to derivative suits

a. Cohen v. Beneficial Industrial Loan Corp. (KRB: 241–45) – New Jersey statute that conditions a stockholder’s action cannot be disregarded by the federal courts as a procedural under Erie v. Tompkins.
B. The Requirement of Demand on the Directors

(1) Requirement:  Many statutes require that a derivative (’s complaint state with particularity her efforts to make a demand on the Board to resolve the dispute or the reasons she did not make such a demand.
a. This allows the court to determine whether the Board could have acted on the demand.
(2) Futility

a. Delaware:  Grimes v. Donald (KRB: 250–58) – Demand requirement is mandatory, unless it would be futile.  It is futile if reasonable doubt exists that the Board is capable of making an independent decision to assert the claim if demand were made.  3 Excuses:  
(i) Majority of the board has a material financial or familial interest; 
(ii) Majority of the board is incapable of acting independently for some other reason such as domination or control; or
(iii) Underlying transaction is not the product of a valid exercise of business judgment.
b. New York:  Marx v. Akers (KRB: 259–64) – A demand is futile if a complaint alleges with particularity that:
(i) A majority of the directors are interested in the transaction, or
(ii) The directors failed to inform themselves to a degree reasonably necessary about the transaction, or
(iii) The directors failed to exercise their business judgment in approving the transaction.

C. The Role of Special Committees

(1) What are they?  Special Litigation Committees (SLCs) are appointed by the board and consist of disinterested and often recently appointed directors to decide whether a shareholder’s derivative suit should go forward.  The committee consisted of directors who did not participate in the challenged transaction and ( could not be named (s.
(2) NY:  Business Judgment Review – Courts held that an SLC’s recommendation to dismiss litigation was like any other corporate business decision.  Unless the ( could show the committee’s member were themselves interested or had not acted on an informed basis, the committee’s recommendations were entitled to full judicial deference under the Business Judgment Rule.
a. Auerbach v. Bennett (KRB: 265–70) (NY ’79) – Disposition of the case turns on the “proper application of the business judgment doctrine, in particular to the decision of a specially appointed committee of disinterested directors acting on behalf of the board to terminate a shareholders’ derivative action.... [T]he determination of the special litigation committee forecloses further judicial inquiry into this case.”
(3) DE:  Heightened Scrutiny (demand-excuse cases) – When demand on the board is excused as futile, the courts listen to the SLC but regard any recommendation to dismiss with great suspicion.  
a. Zapata Corp. v. Maldonado (KRB: 270–79) – In demand-excused cases, 2-Part Inquiry into whether an SLC’s recommendation to dismiss would be followed:
(i) Procedural inquiry – ( must carry the burden of showing the committee members’ independence from the (s, their good faith, reasonable investigation, and the legal and factual bases for the conclusions.
· Any genuine issue of material fact ( suit proceeds.
(ii) Substantive inquiry – Even if the procedural inquiry passes, the trial judge may apply his own “independent business judgment” as to whether the suit should be dismissed.
(4) CT: Joy v. North (KRB, 301–09) (2d Cir ’83) – In evaluating a recommendation by a special litigation committee for dismissal of a derivative action, a court must use its own independent business judgment as to the corporation’s best interest.  While the Business Judgment Rule has many merits, it will not shield directors and officers when their acts amount to an obvious and prolonged failure to exercise supervision or when a corporate decision clearly lacks business purpose.  Directors who willingly allow others to make major decisions affecting the future of the corporation without supervision or oversight may not defend on their lack of knowledge, for that in itself is a breach of fiduciary duty.
§6.  Organic Changes in Corporations

I. MERGERS
A. Statutory Mergers
(1) Code sections:

a. MBCA §§ 11.01–11.06, 13.02

b. Del. Gen. §§ 251, 253, 259, 262

(2) Basic statutory merger: Acquiring corporation absorbs the acquired corporation, the acquired corporation disappears, and the acquiring corporation becomes the surviving corporation.

a. Consolidations – (Diminished importance) Two or more existing corporations combine into a new corp. and the existing corporations disappear.

b. Consolidation through statutory merger
(i) A creates a shell subsidiary, AX

(ii) A, S, and AX enter into a tripartite merger agreement

· A and S are absorbed into AX, the new surviving corporation

(iii) Shares of A and S are converted to AX shares.

(3) Statutory Protections in Merger – 3 Layers of Protection:

a. Broad initiation and approval

(i) Board of each constituent corporation must initiate the merger by adopting a “plan of merger” setting out the terms and conditions (incl. voting) of the merger, the consideration that shareholders of the acquired corporation will receive.

(ii) Fiduciary protection – Directors still bound by fiduciary duties (think self-dealing, parent-subsidiary, etc.)
(iii) Disclosure protection – Issuance of stock is a sale under federal securities laws.
b. Shareholder approval – After board adoption, the plan of merger must be submitted to the shareholders of each corporation for separate approval.  MBCA §11.03(a); Del. GCL §251(c).
(i) Acquired corporation’s shareholders – Must always approve, since their interests are fundamentally altered.
(ii) Acquiring corporation’s shareholders – No approval of shareholders necessary where there is a whale-minnow merger:
· Articles of surviving corporation are unchanged;
· Acquiring corporation’s shareholders continue to hold the same number of voting shares as before the merger; and
· Merger does not dilute voting and participation rights of the acquiring corporation’s shareholders by more than 20%.
c. Appraisal rights – Shareholders cannot opt out of a merger and retain their original investment.  All statutes grant dissenting shareholders, who are entitled to vote on a merger, a right to receive the appraised, fair value of their shares in cash.
(4) Short form Merger (Subsidiary into Parent)
a. When a parent owns 90% or more of a subsidiary, many corporate statutes allow the subsidiary to be merged into the parent without either co’s shareholder approval.  (MBCA §11.04; Del. GCL §253).
b. Protection of shareholders:  (1) Fiduciary rules applicable in a squeeze out transaction; (2) Appraisal remedies.
(5) Merger of Corporations Incorporated in Different States
a. Nearly all statutes authorize the merger of a domestic and foreign corporation and allow the surviving corporation to be a domestic corp.
(i) Each corporation is bound by the statutory merger requirements of its jurisdiction.  MBCA §11.07.
(6) Triangular Merger (and Compulsory Stock Exchange)
a. Why? An acquiring corporation may want to keep the target firm’s business incorporated separately, held as a wholly owned subsidiary.
(i) Antidiversification requirements in regulated industries, such as banking or insurance;

(ii) Insulate the parent from subsidiary’s liabilities;

(iii) Parent wants to sell in the future.

b. How? – (Forward triangular merger) C1 wants to acquire C2 and hold it, as TS.

(i) C1 sets up a new wholly owned subsidiary, TS

(ii) C1 capitalizes NS with its shares or other assets, e.g. cash.  In return, TS issues shares to C1.

(iii) C2 enters into a merger plan with TS, and C2’s shareholders receive as consideration the assets that TS received when C1 capitalized it.

(iv) After the merger, C1 continues as the sole shareholder of the surviving TS, which typically adopts a new, more descriptive name combining C1+C2.

c. Reverse triangular merger – The target corporation’s existence is maintained and it becomes the surviving corporation.

B. The De Facto Merger Doctrine
(1) What is it?  Courts have interpreted the statutory merger provisions as giving shareholders in functionally equivalent asset sales the same protections available in a statutory merger.

a. If an asset sale has the effect of a merger, shareholders receive merger-type voting and appraisal rights.

b. Farris v. Glen Alden Corporation (Pa. 1958) (KRB, 704–09) – Glen Alden acquired the assets of List in a stock-for-assets exchange approved by both co.’s boards and the List shareholders, but not the Glen Alden shareholders.  The transaction doubled the assets of Glen Alden, increased its debt 7X, and left its shareholders in a minority position.  (, a shareholder, of Glen Alden sued to protect the Glen Alden shareholders’ expectation of “membership in the original corporation.”  Held:  The court recast the asset acquisition as a merger and enjoined the transaction for failing to give the Glen Alden shareholders the voting and appraisal rights they would have had in a statutory merger.
(2) Rejection of the doctrine – Since modern shareholders purchase their shares with the expectation of control transfers, most courts have rejected the de facto merger doctrine and have refused to imply merger-type protection for shareholders when the statute doesn’t provide it.  
a. See Hariton v. Arco Electronics (KRB, 710–11) (Del. 1963)

(i) In DE, courts accept that corporate management can structure a combination under any technique it chooses.  Form trumps substance.

C. Squeeze-Out Mergers
(1) How it works?
a. Parent corporation merges into a wholly owned subsidiary created for the merger.  The plan for the merger calls for disparate treatment of the parent and minority shareholders.  The parent receives the surviving subsidiary’s stock while the remaining shareholders receive other consideration, e.g. cash or nonvoting debt securities.

b. Mechanics
(i) Squeeze-out merger – Parent and subsidiary agree to merge under which subsidiary’s minority shareholders receive cash or other consideration for their shares.

(ii) Liquidation – Subsidiary sells  all of its assets to the parent (or an affiliate) and then dissolves and is liquidated.  Minority shareholders receive a pro rata distribution of the sales price.

(iii) Stock split – Subsidiary declares a reverse stock split, e.g. 1 for 2,000, that greatly reduces the number of outstanding shares.  If no minority shareholder owns more than 2,000 shares, all minority shareholders come to hold fractional shares, which are subject to mandatory redemption by the subsidiary as permitted under some statutes.

(2) Business Purpose Test
a. Requirement – Some states require that the transaction not only be fair, but that the parent also have some business purpose for the merger, other than eliminating the minority.

(i) Coggins v. New England Patriots Football Club (KRB, 725–31) (Mass. 1986).

b. Delaware – Abandoned the business purpose requirement.  (Weinberger)

(3) “Entire Fairness” Test – DE squeeze-out mergers subject 2-Prong Entire Fairness Test:

a. Fair dealing – Court held that valuation must take into account “all relevant factors,” including discounted cash flow.

(i) Discounted cash flow method – Generally used by the investment community looks at the co.’s anticipated future cash stream and then calculates present cash value.

(ii) Fair dealing – When the transaction was timed, how was it initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and stockholders were obtained.

· Indep. Negotiating Comm. – Court strongly recommended that the subsidiary board form a committee of outside directors to act as a representative of the minority shareholders.

(iii) Weinberger v. UOP, Inc. (KRB, 712–23) – (De. ’83) A freeze-out merger without full disclosure of share value to minority shareholders is invalid.  For a freeze-out merger to be valid, the transaction must be fair.

b. Rabkin v. Philip A. Hunt Chemical Corporation (KRB, 731–37) – (Del. ’85) Delaying a merger to avoid paying a contractual price may give rise to liability to minority shareholders.  While an appraisal is an appropriate remedy in many instances, it is not the only remedy.  In cases of fraud, self-dealing, manipulation, and the like, any remedy that will make the aggrieved shareholder whole may be considered.  In the context of a cash-out merger, timing, structure, negotiation, and disclosure are all factors to be taken into account in ruling upon the fairness of the transaction.

(4) Remedy in Squeeze-Outs
a. No damages, just appraisal – Even if minority shareholders prove the squeeze-out is unfair, they are not necessarily entitled to recover damages.  Appraisal rights are the exclusive remedy when the squeeze-out is challenged on price, Weinberger, unless:

(i) Fraud, misrepresentation, self-dealing, deliberate waste, or palpable overreach.

D. De Facto Non-Merger – Rejected in Delaware.

(1) Doctrine – DE:  If a transaction takes the form of a merger, but is in substance (or de facto) a sale of assets followed by redemption, the claimants are not entitled to redemption rights.

(2) Rauch v. RCA Corporation (KRB, 738–40) – When GE acquired RCA, all common and preferred shares of RCA stock were converted to cash.  Each share of preferred stock would be converted from $3.50 to $40.  ( claimed that the merger constituted a liquidation or dissolution or winding up of RCA and a redemption of the preferred stock, and under Articles, preferred stock could be redeemed at $100.  Held:  Under DE law, a conversion of shares to cash that is carried out in order to accomplish a merger is legally distinct from a redemption of shares by a corporation.  RCA was allowed to choose conversion over redemption, and since the $40 conversion rate for Preferred Stock was fair, ( had no action.

II. RECAPITALIZATIONS
A. Charter Amendments
(1) No immutability – By authorizing charter amendments, state corporation statutes reserve the majority’s power to change the corporate “contract.”  Shareholders have no expectation of immutability.

(2) Limitations in articles – The Articles themselves can limit the corporation’s amendatory powers requiring supermajorities or other special procedures.

B. Approving Charter Amendments – Shareholders have 3 layers or protection;

(1) Initiation – Board must initiate the amendment;

(2) Approval – Majority of the shareholders must approve it; and
(3) Appraisal – In some circumstances, dissenting shareholders may force the corporation in an appraisal proceeding to redeem their shares for cash.

a. Not in Delaware.  Del GCL §262(a)

C. Recapitalization through Charter Amendments – Corporation can change its capital structure through charter amendments, but this is subject to abuse, since financial rights can be changed by majority action.

(1) All protections applicable to charter amendments are applicable.  Note: In DE, nonvoting shares are not entitled to vote, even if the amendment would adversely affect them.

D. Recapitalization through Merger
(1) Mechanics – A shell subsidiary is created, the corporation is merged into it, and shareholders receive a new package of securities in the surviving corporation.

(2) Bove v. Community Hotel (Supp. 56) (R.I. ’69) – A preferred shareholder sought to enjoin a merger whose effect was to convert preferred stock (and its accrued, but unpaid, dividends) into common stock.  The shareholder argued that if the recapitalization had been accomplished as an amendment to the articles, state law governing charter amendments would have required unanimous approval by the preferred.  The merger statute required that only 2/3 of the preferred shareholders approve.  The court accepted the board’s choice of form and upheld the merger.

III. ASSETS SALES & LIQUIDATIONS
A. Statutory Provisions
(1) MBCA §§ 12.01–12.02, 14.02, 14.05, Del. Gen. §§ 271, 275

(2) Most state statutes treat the sale of all or substantially all of the corporate assets (not in the usual or regular course of business) as a fundamental change and impose the same 3 layers of protection applicable in a merger: (1) board approval; (2) shareholder approval; and (3) (in many instances) dissenters’ appraisal rights.  MBCA §12.02; Del Gen. §271.

(3) Differences between statutory merger and sale of assets:

a. No statutes require approval by the shareholders of the buying corporation.

b. All statutes require shareholder approval for asset transactions between parent corporations and their subsidiaries unless the parent owns 100% of the subsidiary’s shares.

c. Some statutes do not provide dissenters’ appraisal rights in a sale of assets.

(4) Conditions triggering protections
a. “Sale” of assets – Any transaction fundamentally affecting corporate ownership and use of corporation’s assets is a “sale” triggering the three layers of protection.

(i) A pledge, mortgage, or deed of trust covering all or substantially all the assets to secure debt of the corporation as triggering a “sale.”  MBCA §12.01(a)(2).

b. “Substantially all” assets – When a corporation sells less than all its assets outside the ordinary course of business, the three levels of protection apply only if “substantially all” were sold.
(i) “Nearly all” under MBCA §12.01.
B. Effect of a Sale of Assets
(1) After selling all or “substantially all” of its assets, the corporation’s existence does not automatically terminate.  It becomes a shell company whose only assets consist of the sale proceeds.

a. Corporation can dissolve after paying its liabilities and distributing the remaining sales proceeds to shareholders pro rata.

(2) Unlike a merger, an asset acquisition does not automatically substitute the buying corporation for the selling corporation  Creditors, suppliers, lessons, employees, and others who deal with the selling corporation may have to consent to the substitution.  But if consent is given, the sale of assets transaction can be structured to have the effect of merger.

C. Regular Course – If substantially all of the assets are sold in the regular course of business, e.g. real estate holding co. that regularly sells its inventory, the transaction is treated like any other business transaction, and only board approval is req’d.  MBCA §12.01(a).

D. Successor Liability Doctrine
(1) Asset sale versus merger – In a statutory merger, all outstanding claims pass to the surviving corporation.  In an asset acquisition, none of the liabilities are transferred unless the parties agree.

(2) Doctrine – Buying corporation cannot completely escape liabilities by agreement, under the doctrine.  Courts imposing successor liability often refer to:

a. A (’s inability to seek relief against the original owner;

b. The buying corporation’s ability to assume a risk-spreading role; and
c. The continuity of the original business after the sale of assets.

(3) Continuity – Stock for stock merger.  Some courts require there to be continuity in the business, management, assets, and shareholders of the selling corporation, and that the selling corporation dissolve and liquidate after the buyer assumed known liabilities.

§7.  The Question of Corporate Control

I. PROXY FIGHTS
A. Federal Proxy Regulation – To avoid proxy abuse, the regulations require:

(1) SEC-mandated disclosure – SEC requires that anyone soliciting proxies from public shareholders must file with the SEC and distribute to shareholders specified info. in a stylized proxy statement.

(2) No open-ended proxies – SEC mandates form of proxy card and scope of proxy holder’s power.

(3) Shareholder access – SEC requires management to include “proper” proposals by shareholders with management’s proxy materials, though this access is conditioned.

(4) Private remedies – Fed. Cts. allow private causes of action for shareholders to seek relief for violation of SEC proxy rules, particularly the proxy anti-fraud rule.

B. Mandatory Disclosure when Proxies Not Solicited
(1) When a majority of a public corporation’s shares are held by a parent corporation, it may be unnecessary to solicit proxies from minority shareholders.

(2) Proxy rules require the company to file with the SEC and send shareholders, at least 20 days before the meeting, information similar to that required for proxy solicitation.

C. Antifraud Prohibitions – Rule 14a-9
(1) Rule 14a-9 – Any solicitation that is false or misleading with respect to any material fact, or that omits a material fact necessary to make statements in the solicitation not false or misleading is prohibited.

a. Full disclosure – Proxy stmt must fully disclose all material information about the matters on which the shareholders are to vote.

(2) Private suit – Although Rule 14a-9 does not specifically authorize suits, federal courts have inferred a private cause of action.

D. Strategic Use of Proxies
(1) Levin v. MGM, Inc. (KRB, 520–23) – In a proxy fight between two groups vying to elect their own slate of directors, the incumbents hired specially retained attorneys, a public relations firm with the proxy soliciting organization, and used the good-will and business contacts of MGM to secure support. Held:  These actions did not constitute illegal or unfair means of communication since the proxy statement filed by MGM stated that MGM would bear all the costs in connection with the  management solicitation of proxies.

E. Reimbursement of Costs
(1) Rosenfeld v. Fairchild Engine & Airplane (KRB, 523–27) – In a contest over policy, as compared to a purely personal power contest, corporate directors can be reimbursed for reasonable and proper expenditures from the corporate treasury.  This is subject to court scrutiny.

a. Where it is established that money was spent for personal power and not in the best interests of the stockholders/corporation, such expenses can be disallowed.

F. Private Actions for Proxy-Rule Violations
(1) Nature of Action
a. Either direct or derivative – Shareholder can bring suit either in her own name (class action) or in a derivative suit on behalf of the corporation

(i) Federal suit advantages – Allows Shareholder-(s to recover litigation expenses, including attorney fees, and to avoid derivative suit procedures. 

(2) Elements of Action
a. Misrepresentation or omission
b. Statement of opinions, motives or reasons – Board’s statement of its reasons for approving a merger can be actionable.  

(i) Virginia Bankshares, Inc. v. Sandberg (KRB, 530–37) (S.Ct. ’91) – A statement of opinion, motives or reasons is not actionable just because a shareholder did not believe what the board said.  Shareholder must prove:

· Speaker believes his opinion to be correct and
· Speaker has some basis for making it or  Speaker knows of nothing contradicting it.

(ii) An opinion by the Board must both misstate the board’s true beliefs and mislead about the subject matter of the statement, such as the value of the shares in a merger.

c. Materiality– The challenged misrepresentation must be “with respect to a material fact.”

d. Culpability – Scienter is not required.

e. Reliance – Complaining shareholders do not need to show they actually read and relied on the alleged misstatement.

f. Causation – Federal courts require that the challenged transaction have caused harm to the shareholder. (Virginia Bankshares)

(i) Loss causation:  Easy to show if shareholders of the acquired company claim the merger price was less than what their shares were worth.
(ii) Transaction causation – No recovery if the transaction did not depend on the shareholder vote.
g. Prospective or retrospective relief – Federal courts can enjoin the voting of proxies obtained through proxy fraud, enjoin the shareholders’ meeting, rescind the transaction or award damages.
h. Attorney fees – Attorneys’ fees available under Mills (S.Ct.).
(3) Stahl v. Girbralter Financial Corporation (KRB, 537–40) – Shareholders who do not vote their proxies in reliance on alleged misstatements have standing to sue under SEC §14(a), both before and after the vote is taken.

G. Shareholder Proposals
(1) Rule 14a-8 Procedures
a. Any shareholder who has owned 1% or $2,000 worth of a public company’s shares for at least one year may submit a proposal.

b. The Proposal must be in the form of a resolution that the shareholder intends to introduce at the shareholder’s meeting.

c. If management decides to exclude the submitted proposal, it must give the submitting shareholder a chance to correct deficiencies.

(i) Management must also file its reasons with the SEC for review.

d. NY City Employees’ Retirement Sys. v. Dole Food Co. (KRB, 547–52) (2d Cir ’95) – The SEC can reinterpret the rule without formal rulemaking proceeding, but corporations can only omit shareholder proposals from proxy materials if the proposal falls within an exception listed in Rule 14(a)–8(c).

(2) Proper Proposals
a. Proposals inconsistent with centralized management – Interference with traditional structure of corporate governance.

(i) Not a proper subject – Where a proposal is not a proper subject for shareholder action under state law, it can be excluded. 14a-18(i)(1)

· Auer v. Dressel (Supp. 44) (NY 1954) – Shareholders could properly make a nonbinding recommendation that the corporation’s former president be reinstated, even though the recommendation had no binding effect on the board.

(ii) Not significantly related – Where proposal doesn’t relate to the company’s business. 14a-8(i)(5)

· Lovenheim v. Iroquois Brands, Ltd. (KRB, 542–46) (DDC) – Holding to be “significantly related” a resolution calling for report to shareholders on forced geese feeding even though the company lost money on goose pate sales, which accounted for less than .05% of revenues.

(iii) Not part of co’s ordinary business operations 

· Austin v. Consolidated Edison Co. of NY (KRB, 552–54) – (SDNY ’92) In attempting to exclude a shareholder proposal from its proxy materials, the burden of proof is on the corporation to demonstrate whether the proposal relates to the ordinary business operations of the company.  Since here, there is an SEC stance of no enforcement with respect to exclusion of pension proposals from a company’s proxy materials, summary judgment granted.

(iv) Proposals relating to the specific amt of dividends – Recognizing the fundamental feature of U.S. corporate law that the Board had discretion to declare dividends, without shareholder initiative or approval.

b. Proposals that interfere with management’s proxy solicitation
(i) Election – Proposals relating to the election of directors/officers

(ii) Direct conflict – Proposals that “directly conflict” with management proposals

(iii) Duplicative - Proposals that duplicate another shareholder proposal that will be included

(iv) Recidivist – Proposals that are recidivist and failed in the past.

c. Proposals that are illegal, deceptive, or confused
(i) Violation of law
(ii) Personal grievance
(iii) Out of power – Proposals dealing with matters beyond corporation’s power to effectuate

(iv) Mootness – If co. is already doing what shareholders want.

II. SHAREHOLDER CONTROL
A. Limitations on Control based on Stock Class
(1) Stroh v. Blackhawk Holding Corp. (KRB, 573–76) (Ill. 1971) – A corporation may prescribe whatever restrictions/limitations it deems necessary in regard to issuance of stock, provided that it not limit or negate the voting power of any share.  Under applicable Ill. statute, a corporation may proscribe the relative rights of classes of shares in its articles of incorporation, subject to their absolute right to vote.  A corporation has the right to establish classes of stock in regards to preferential distribution of the corporation’s assets.  However, the shareholder’s right to vote is guaranteed, and must be in proportion to the number of shares possessed.  Here, the Class B stock possessed equal voting rights, though it did not possess the right to share in the dividends or assets of the company. The stock is valid.

III. ABUSE OF CONTROL IN CLOSELY HELD CORPORATIONS
A. Employment Context:
(1) Wilkes v. Springside Nursing Home, Inc. (KRB, 612–18) (Mass. ’76) – In a closely held corporation, the majority stockholders have a duty to deal with the minority in accordance with a good faith standard.  The burden of proof is on the majority to show a legitimate purpose for its decision related to the operation of the business.

a. Note:  Shareholders in a closely held corporation are held to a similar standard as required between partners.

(2) Ingle v. Glamore Motor Sales, Inc. (KRB, 619–25) (NY ’89) – A minority shareholder in a closely held corporation, who is also employed by the corporation, is not afforded a fiduciary duty on the part of the majority against termination of his employment.  A court must distinguish between the fiduciary duties owed by a corporation to a minority shareholder, as such, in contrast to its duties owed to him as an employee.
B. Squeeze-out Merger
(1) Sugarman v. Sugarman (KRB, 625–29) (1st Cir. ’86) – Shareholders in a close corporation owe one another a fiduciary duty of utmost good faith and loyalty.  Majority shareholder received excess compensation which was designed to freeze-out the minority shareholders from the co.’s benefits.  Further, given the lowball price offered for the minority shares, there was evidence of freeze-out.
C. Control of the corporation
(1) Smith v. Atlantic Properties, Inc. (KRB, 629–34) (Mass ’81) – Stockholders in a close corporation owe one another the same fiduciary duty in the operation of the enterprise that partners owe one another.
D. Disclosure Rules
(1) Jordan v. Duff & Phelps, Inc. (KRB, 635–46) (7th Cir. ’87) – Close corporations buying their own stock have a fiduciary duty to disclose material facts.  Where ( sold his stock in ignorance of facts that would have established a higher value, failure to disclose an important beneficent event is a violation even if things later go sour.  A ( must establish that, upon learning of merger negotiations, he would not have changed jobs, stayed for another year, and finally received payment from the leveraged buyout.  A jury was entitled to conclude that the ( would have stuck around. 
IV. COUNTERMEASURES – CONTROL, DURATION & STATUTORY DISSOLUTION
A. Constructive Dividends as an Equitable Remedy
(1) Alaska Plastics, Inc. v. Coppock (KRB, 648–54) (Alaska ’80) – Majority shareholders in a closely held corporation owe a fiduciary duty of utmost good faith and loyalty to minority shareholders.  Although there is no authority allowing a court to order specific performance based on an unaccepted offer, where payments were made to directors and personal expense paid for wives, they could be characterized as constructive dividends.

B. Statutory Dissolution
(1) Meiselman v. Meiselman (KRB, 655–56) (NC ’83) – Minority brother (() shareholder sued his brother after he was fired and lost his salary/benefits.  ( invoked a NC statute allowing a court to order dissolution where such relief is “reasonably necessary” to protect a complaining shareholder, or alternatively order a buy-out of the (’s shares.  Held:  At least in close corporations, a complaining shareholder need not establish oppressive or fraudulent conduct by the controlling shareholders.  Rights and interests, under the statute, include reasonable expectations, including those that the minority shareholder will participate in the management of the business or be employed obey the company – as long as they were embodied in express or implied understandings among the participants. 

V. MARKET FOR CORPORATE CONTROL
A. Transfer of Control
(1) Right of first refusal
a. Frandsen v. Jensen-Sundquist Agency, Inc. (KRB, 675–80) (7th Cir. ’86) – In a transfer of control of a company, the rights of first refusal to buy shares at the offer price are to be interpreted narrowly.  In this cases, there was never an offer within the scope of the stockholder agreement ( (’s right of first refusal was never triggered.  The acquiring bank was never interested in becoming a majority shareholder, but just wanted to acquire the bank.  A sale of stock was never contemplated.

B. Controlling Stockholders Interests/Obligations
(1) Selling at a Premium Price
a. Zetlin v. Hanson Holdings, Inc. (KRB, 680) (NY ’79) – When a controlling shareholder sells its interest at a premium price, a minority shareholder brought suit claiming equal entitlement to the premium paid for the controlling interest.  Held:  Absent looting of corporate assets, conversion of a corporate opportunity, fraud or other acts of bad faith, a controlling stockholder is free to sell, and a purchaser is free to buy, that controlling interest at a premium price.  Minority interest are protected from abuse, but cannot inhibit the legitimate interests of other stockholders.

(2) Accounting to minority shareholders
a. Perlman v. Feldmann (KRB, 683–87) (2d Cir ’55) – Directors and dominant stockholders stand in a fiduciary relationship to the corporation and to the minority shareholders as beneficiaries thereof.  But, a majority stockholder can dispose of his controlling block of stock to outsiders without having to account to his corporation for profits.  However, since the sale provides unusual profit to the fiduciary who caused the sale, he should account for his gains.
(3) Transfer of Control Immediately after Sale
a. Essex Universal Corporation v. Yates (KRB, 693–96) (2d Cir ’62) – A sale of a controlling interest in a corporation may include immediate transfer of control.  It is the law that control of a corporation may not be sold absent the sale of sufficient shares to transfer such control.  The right to install a new slate of directors can be assignable upon sale, since transfer of control is inevitable in such a situation.
C. Takeovers
(1) Introduction
a. Williams Act:
(i) 5%+ – Requires disclosures of stock accumulations of more than 5% of a target’s equity securities so the stock market can react to the possibility of a change in control;
(ii) Tender offers – By anyone who makes a tender offer for a company’s equity stock so shareholders can make buy-sell-hold decisions; and
(iii) Structure of tender offers – Regulates the structure of any tender offer so shareholders are not stampeded into tendering.

(iv) Same price - Tender offeror must give same price to all shareholders, and that must be the highest price ever offered.
b. De GCL § 203 – Directed at 2-stage freeze-outs
(i) A controlling shareholder of a corporation that has recently acquired an interest in the corporation must wait 3 years from the time he created the interest to the second stage squeeze-out.
· Exceptions:   If the controlling shareholder has over 85% of the co. or without 85%, if 2/3 of the other 49% shareholders vote, the 2d stage squeeze out may proceed.
· Incumbent waiver – Incumbents can waive these requirements under §203.
(2) Greenmail.  
a. Cheff v. Mathes (KRB, 743–51) (Del ’64) – Corporate fiduciaries may not use corporate funds to perpetuate their control of the corporation  Corporate funds must be used for the good of the corporation, although activities undertaken for the good of the corporation that incidentally function to maintain directors’ control are permissible.  But acts effected for no other reason than to maintain control are invalid.
D. Takeover Defenses

(1) Dominant Motive Review
a. Under this standard, courts readily accepted almost any business justification for defensive tactics.  The target board only had to identify a policy dispute between the bidder and management.  (Cheff v. Mathes)
(2) Intermediate Due Care Review – Heightened standards of deliberative care in takeover fights, requiring directors to probe into the business and financial justifications for takeover defenses.
(3) Intermediate “Proportionality” Review – Intermediate substantive standards – between intrinsic fairness and rational basis.
a. Unocal Corporation v. Mesa Petroleum Co. (KRB, 755–64) – 2 Prong test:
(i) Dominant purpose.  Board must reasonably perceive the bidder’s action as a threat to corporate policy – a threshold dominant-purpose inquiry into the board’s investigation; and
(ii) Proportionality.  Any defensive measure the board adopts “must be reasonable in relation” to the threat posed.
b. Revlon v. MacAndrews & Forbes Holdings (KRB, 766–76) – Requires Board to conduct a fair and impartial auction when management-friendly bidder plans to bust up the company.
c. Paramount [I]  v. Time Incorporated (KRB, 778–87) – Permits a target board to block an unsolicited (but attractive) cash bid.
d. Paramount [II] v. QVC Network Inc. (KRB, 788–801) – Prohibits a target board from preferring one all-cash offer for another without looking at the alternatives.
(4) Reconciling the Unocal–Paramount Doctrine:
a. Incumbent resistance – A corporation threatened with takeover move to resist the takeover.
(i) No Business Judgment Rule applicable.
b. Intermediate Standard of Enhanced Scrutiny- Unocal

(i) Incumbents need not prove entire fairness of takeover defenses but must satisfy 2 prongs:

· Purpose.  Incumbents may defend if they first engage in adequate review (Business Judgment Rule) and on the basis of full information;

· Proportionality.  The defenses must be proportional to the threatened takeover.

(ii) Purely defensive situation.  Did the incumbent take any steps toward transfer/shift of control or significantly depart from previous corporate policy?
· If no (Paramount I) ( Comes very close to the enhanced business judgment rule and incumbent defenses are highly protected.
· If yes (Paramount II (  Incumbents must maximize shareholder wealth, and corporate concerns fall apart: 
1. Auction! (Revlon)
(5) Nevada
a. Hilton Hotels Corp. v. ITT Corp. (KRB, 802–13) (D. Nev ’97) – ITT had come up with a bankruptcy reorganization plan in which it broke up into several parts.  Preemptively, it was doing what Revlon had intended to do.  The corporate operations nerve center was going to be reshuffled.  Although not significant, the court construed this as a step toward shift in control in favor of incumbents ( the Revlon rule was triggered.
(6) State & Federal Legislation
a. CTS Corporation v. Dynamics Corporation of America (KRB, 816–28) – Indiana Statute under which a corporate raider loses voting rights.  That makes it very difficult to set up a 2-stage takeover, because without voting rights in the acquired company, control is very difficult.
b. Amanda Acquisition Corporation v. Universal Foods (KRB, 828–35) – WI law similar to DE law imposing an absolute 3-year waiting period before a 2d stage freeze-out of a significant voting bloc of the corporation.
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