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Background

Agency

· Agency – 1. manifestation by Principal (P) that Agent (A) shall act for him. 2. acceptance of undertaking. 3. understanding that P is in control. 

· prof def: a person who by mutual assent acts on behalf of another subject to another’s control. 

· unlike contract (K), A can be gratuitous 

· A imposes responsibilities on P (torts committed in course of agency)

· A protects P (authority, fiduciary duty)

Authority

· actual – P’s words or conduct leads reasonable A to believe P authorized act

· expressed – specified action

· implied – not specified action

· incidental – incidental acts that are reasonably necessary to accomplish authorized act

· factors: P’s instructions, size of transaction, customary and ordinary

· apparent – words or conduct of P leads reasonable third party (3P) to believe P authorized act

· usually hand in hand w/ actual authority

· binding on P

· reasoning: P has CoA against A if acting outside scope 

· w/o authority, 3P sue A for 1. K between A and 3P or 2. breach of implied warranty of authorization

· estoppel – P has liability to persons who has changed their positions on belief A was acting for P if 1. P intentionally or carelessly caused such belief or 2. P knew of beliefs and did not take reasonable steps to correct belief

· power of position – placing agent in position w/ recognizable duties and powers eg. cashier, manager

· inherent – act usually accompanies or is incidental to transactions, and 3P reasonably believes A is authorized to the act

· P gets benefit of A’s zeal, P should pay the price; P should foresee problems w/ A

· information asymmetry. P can monitor A cheaper than 3P check up on A

· ratification – even if A had no actual, apparent, or inherent authority, P can be bound if 1. manifesting an intention to treat A’s conduct as authorized (expressed ratification), or 2. engages in conduct that is justifiable only if P has such intentions (implied ratification)

· must be before 1. 3P withdraws, 2. the agreement is otherwise terminated, or 3. the situation has so materially changed that it would be inequitable to bind 3P, and 3P elects to not be bound

· a series of ratifications can create actual or apparent authority in future dealings

· acquiescence – if A performs a series of acts of a similar nature, the failure of P to object to them is indication of consent to future conduct under similar conditions

· termination of A – anytime, even if 1. violates a contract, or 2. authority was “irrevocable”

· non-terminating party has CoA for breach of contract but not specific performance

Fiduciary Duty - entails a substitution of judgment from beneficiary to fiduciary

· amount of duty varies w/ relationship

· Restate 388 - A must turn over a profit made in connection with the agency

· may be modified by K or custom. eg: waiter keep tips

· Restate 388 – A can’t act as adverse party without Ps consent

· § 390 - A who wants to act on own account must take steps to put P back in an independent position 

· must be fair, disclose to P

Agent

· general – authorized to conduct a series of transactions involving continuity of service. binding for unauthorized, incidental acts if 3P reasonably believes A authorized. 

· P has burden to monitor general A

· factors controlling scope: foreseeability for P, 3P reasonably believed (customary and ordinary)

· special – authorized to conduct only a single transaction, or a series of transactions not involving continuity of service

Principal

· disclosed – 3P knows A is acting on behalf of P and P’s identity

· partially disclosed – 3P knows A is acting on behalf of P, but does not know P’s identity

· undisclosed – if 3P does not know of existence of P

· P still liable to 3P. 1. P gained from transaction. 2. 3P sues A, A sues P.

· similar to torts – master/servant, respondeat superior

Liability – 3P to P

· 3P equally liable to A and P unless 3P did not know P’s identity

Liability – A to 3P

· P bound – A had actual, apparent, or inherent authority

· undisclosed P – P and A bound, but only one judgment 

· minority – judgment discharged only by satisfaction 

· partially disclosed P – P and A bound

· disclosed P – P bound

· P not bound – no actual, apparent, or inherent authority

· A liable to 3P

Liability – A to P 

· if A takes action w/o actual authority and binds P, A liable for resulting damages

Liability – P to A

· if A acted within actual authority, P liable to A for payments authorized or made necessary

duty to inform/notify Meinhard v. Salmon must inform passive partner of lease renewal

· P & D leased land. D manages land. P contributed half the capital. 

· D renews lease w/o notice to P. D had duty to notify P of renewal. Trustee relationship in agency

· wrongly decided? unclear how much was “reasonable notice”, encourage free-riding, holding allow P to opt-in if deal results look good and risk nothing

duty to not use partnership assets for own benefit Latta v. Kilbourn 

Business Organization
Characteristics of Corporation

· limited liability, free transferability of ownership interests, continuity of existence, centralized management, entity status, separation of ownership and control

Partnership – An association of co-owners for profit. UPA 6 (1)

· Characteristics

· default organization. can involve employees and creditors

· partners have equal rights in management and conduct of business. majority control

· any partner has authority to act as agent 

· profits are distributed per capita (equally among partners)

· no transferability of ownership

· partners have fiduciary duties to each other

· unlimited liability on partnership debts

· Formation: at-will. factors: partnership intent, shared profits or losses and liability, right to control, commonly held real property

· partnership requires (1) a financial stake in the enterprise including profit sharing (2) a right to participate in control Martin v. Peyton 
· facts: loaned collateral for bank loan in return for control (negative covenants), upside percentage, life insurance policy, option to buy 50% of business, prepared resignations (if executed, lender becomes partner – unlimited liability, otherwise just creditor)

· CYA: upside potential is easy – debt convertible to common stock or attach stock purchase warrants. maintaining control is harder – specific negative covenants, general negative covenants (harder still)

· Management 

· business decisions made by majority of partners Summers v. Dooley one equal partner cannot hire employee w/o consent of other

· UPA §18(h) partnership business decided by majority. most partnerships have management committee

· act outside ordinary course of business and amendment to partnership agreement must be unanimous

· participation – all partners have right to participate and be consulted

· RUPA §106 – general partnership governed by law of state where partnership has its chief executive office

· indemnification – partner has right to require indemnification for debts paid in excess of his share

· contribution – partnership has right to require contribution from partners

· Capital Accounts – value of each partner’s share in the partnership

· default rule: equal share of profit/loss, no interest accumulates on partnership contributions, majority vote for partner draw

· Authority – each partner is agent of partnership for purpose of its business

· burden on partnership to show action not for purpose of its business

· “ordinary course of business” standard applied

· no relationship between deal and partnership, not binding on partnership Burns v. Gonzalez
· RUPA § 301 – if 3P has actual knowledge or receipt of notification of partner’s lack of authority, no authority

· RUPA §303 – partnership may file “Statement of Partnership Authority” but only effective of 3P knows of limitation or has copy of Statement

· Liability

· UPA §15(a) – partners jointly and severally liable for torts

· UPA §15(b) – partners jointly liable for debts and obligations.

· common name statutes allow partnership itself to be sued

· RUPA §307(a) – partnership may sue and be sued in its own name; partners jointly and severally liable for all obligations; must exhaust partnership assets

· Dissolution

· partnership is at-will and can be dissolved at anytime “by the express will of any partner” Girard Bank v. Haley 

· UPA: three stages. “dissolution”, “winding up”, “termination”

· may have business-continuation agreements

· issue: liability to third parties (original partnership no longer exist)

· wrongful dissolution (in violation of contract) opens up breach of contract CoA. liability: damages, valuation of partnership interest w/o good will, continuation of business w/o dissolving partner

· Some Partnership Default rules

· Equal profit sharing. 18(a)  

· Majority rule. 18(h)

· Unanimity for new partner. 18(g)

· At-will duration. § 29

Limited Partnerships – general partners and limited partners (no control, no liability)

· Uniform Limited Partnership Act 1916, RULPA 1976 amended 1985

· RULPA 303(b)(1) and 402(9) recognize corporation can be general partner in limited partnership

· limited partner who participates in control may be held liable as general partner

· Taxation

· firm taxation – business pays tax on income, owners pay taxes on distribution (typically corporations)

· flow-through taxation – owners pay taxes on gains and losses (typically partnerships)

· master limited partnership – publicly traded limited-partnership taxed as corporation

· S corporation – corporations taxed as partnership

Limited Liability Companies

· member-managed LLCs (default), or manager-managed LLCs

· members have limited liability, freedom to structure internal governance

· Formation: articles of organization, powers, operating agreement

· authority: member-managed – same as partnership; manager-managed – same as corporation

· members may bring derivative actions for breach of f/d

· distributions divided pro rata according to contributions (default)

Factors in selecting the form of enterprise

· Organization and maintenance cost

· P: substantial to draw up partnership agreement. or can be at-will

· LP: ULPA 201(a). file certificate w/ state: name, service agent, address, identity of general partner, dissolution date; pay annual franchise fee

· LLC: Articles of organization (filed) and Operating Agreement (not filed); pay annual franchise fee

· C: file certificate of incorporation; draft by laws; pay annual franchise fee

· Transferability of interest

· P: consent of all partners necessary. UPA 18(g). unconsented transfer does not terminate P, but transferee only gets cash rights

· LP: GP, same as P. if GP is corp, stock can be sold

· C: free transferability unless otherwise agreed

· LLC: distributional interest is transferable. 

· Management and control

· P: UPA 18(e),(h). Equal rights; majority rules; unanimity for act in contravention of Partnership Agreement

· can appoint managing partner by conduct or in PA. but all partners have right to be consulted and to information

· Summers v. Dooley cannot hire additional garbage man w/o majority vote

· every partner an agent and has power to bind partnership. UPA 9

· restrictions on partners powers. UPA 9(3)

· notice to one partner is notice to all. UPA 12

· LP: LPs have right to share in profits and vote on fundamental matters (acts in contravention, admission of new GP)

· C: board runs the business, SH elect the board. board appoints officers who manage business and are the agents

· LLC: depends on whether structure is member management or manager management

· Money

· Capital structure

· P: partners share equally in profits and losses. UPA 18(a)

· LP: profit and loss distributions allocated “on the basis of value”. 

· LLC: same as partnership. 405 ULLCA

· C: can have different classes of common stock w/ preferences for liquidation and dividends

· VCs take voting preferred stock

· can structure capital as debt. investor can take capital out at guaranteed time, corp can deduct interest payments

· concept: leverage to increase percent return

· Capital Raising

· P: debt (partners liable) or equity (new partners)

· LP: debt (general partners liable) or equity (new partners)

· LLC: debt (no member liability) or equity (new members) no public sales

· Corp: debt (no SH liability) or equity (new shares)

· Tax

· flow through: only taxed once (P, LP, LLC. optional)

· entity: taxed once for entity, taxed again as income to members (C) 

· Liability - limited or not

· Continuity/duration, dissolution 

Incorporation
Charter Competition

· Del. has 50-60% of incorporation business. Advantages

· responsive to corp needs (judges and case law)

· credibility – relies on franchise taxes for 15-20% of state income

· interest groups: Wilmington lawyers, service companies, judiciary

· but expensive

· Constitutional basis: commerce clause – foreign corp can conduct business in other states; full faith and credit clause – Del. judgments enforceable in other S

· Costs: higher franchise tax, must also pay tax in home state 

Drafting the Charter (aka articles of incorporation, certificate of incorporation)

· select name and reserve name. Del. 102(a)(1)

· signature of incorporating attorney Del. 103(a)(1)

· incorporator: NY 401 - a natural person over 18; Del 101(a) person, partnership, corp.

· only need one Del 101/NY 401

· Functions

· NY: Sign and verify; sole responsibility for electing first board [NY 404]

· Del: same unless charter names first board. Del 102(a)(6), 103 (a)(1),107, 108(a)

· Del 102: name; address of registered office; purpose; powers (not necessary. 102(c), can use catch all 121 or specific list 122); stock information (have more authorized than issued)

· Optional provisions

· 102(b)(1) - anything that’s legal and can be put in contract

· 102(b)(2) notice to creditors, 102(b)(7) directors’ liability limitation

· First meeting of directors

· Election of officers

· Doing business resolutions

· Transfer agent

· Designate corporation’s bank 

· Share issuance to designated people

· Adopt corporate seal and stock certificate

· Subchapter S election

Notes on Accounting

· income over time – income statement

· financial condition at point in time – balance sheet

· double entry booking – every change affects both assets and liabilities

· assets – liabilities = owner’s equity

· common stock – no fixed claim on the board

· preferred stock – first crack @ dividend and disposition

· convertible – convertible into common stock

· classified stock – different classes w/ different rights (voting, dividend, etc)

· derivatives – options 

· debt – liability of the corp

· trade debt – corp owes for goods or services in course of business

· bank debt – bank loans

· bonds, debentures, indentures, notes p. 110 – money borrowed from public

Corporation Distribution of Powers – Board and Officers

· Del. 141 (a) [NY 701]: The business of corp managed by or under direction of the board of directors

· SHs have votes: elect directors, remove directors, approve charter amendments, by laws, mergers, sales of substantial assets, and liquidations

· traditional conception People v. Powell trust, not agency relationship

· SH have no power to tell board what to do. not agency relationship Charlestown v. Dunsmore SH appoint 3rd party to advise board on winding up. board does not

· directors are not agents of SH, monitors function of corporation

· reasoning: constraints of time, information, composition

· Director Powers

· directors have right to information concerning corporation through inspection of books, records, and documents

· split re whether intent is relevant in providing access

· contracts must be “duly authorized by all necessary corporate action…duly executed and delivered by duly authorized officers… and constitute valid and binding obligations of the company….”

· board action means: notice, meeting, quorum, majority vote (Del 229 notice can be waived post facto)

· 141(c) Board can delegate to a committee except:

· amend A/I, merge, liquidation of all assets, dissolution, amend bylaws, declare dividend or authorize stock Del 141

· Informal action: 

· There is unanimous consent in writing. Del. 141(f) (email ok); NY 708(b)

· Telephone conference meeting. Del. 141(i); NY 708(c) (not unanimous)

· 141(b) last sentence ”act of the board” is majority vote at a meeting with a quorum. [NY 708(d)]

· no meeting, phone, or writing, but unanimous consent

· old case say invalid

· public policy: one sided for corp. corp can always ratify or void

· ratification and acquiescence makes act valid

· majority informal action more risky

· Officer Powers

· president, secretary, and treasurer have “generally pertaining” powers

· president – bind company to contracts in usual and regular course of business

· chairman of the board – unclear

· vice presidents – little or no default powers

· secretary – certify records of the corporation

· treasurer – close to nil

· factors affecting scope of powers: economic magnitude, extent of risk, time span, cost of reversing

· hiring of officers rests w/ board, who can delegate to a committee. 141

· 3P seeking to verify officer powers, checks

· Charter, certified by Secretary of State

· Corporate Secretary certifies to:

· By Laws

· Board resolutions

· Incumbency of officers executing documents

· ratification by board will bind a corporation

· express authority granted through statute, certificate of corporation, by-laws, board or SH action

· implied authority – authority reasonably necessary and proper. binding

Corporation Distribution of Powers – Board and SH

SH Powers

· corp must provide notice of annual meeting and any special meeting

· quorum – majority of share entitled to vote

· can be set to super-majority, can be set to percent of shares voting

· fundamental changes require majority or two-thirds

· may obtain written consent from SH in lieu of meeting

· plurality vote (highest number of votes) for electing officers

Ultra Vires - acts beyond purposes and powers of the corporation 

· classical example: guarantee loans of 3P, participation in partnership, make donations

· compare to beyond power – when powers discussed in charter. now rare b/c broad corporate powers

· compare to illegal acts (tort or criminal) – no UV defense

· UV contracts unenforceable to protect non-controlling SH Ashbury Ry Carriage corp limited to building railroad cars starts up an UV line of business

· cut down by judicial decisions: implied corporate powers, SH ratification, estoppel, quasi contract, not defense against corporate tort or criminal liability

· cut down by legislative action: majority vote charter amendment, broad purpose clauses in charter, powers [corp can be a partner - Del. 122(11)/ corporation can make guarantees Del 122 (13)], UV statutes - Del 124, American law: unanimous SH approval, modern statues that abolish

· guaranteeing loan not outside purpose of corp Goodman v. Ladd Estate Ps knew of guarantee when they purchased stock, Ladd relied on guarantee

· no UV defense even if 3P knew corp lacked authority Inter-Continental Corp v. Moody corp guaranteed note by president. 3P knew act was UV. president was kicked out. remedy: sue president

· cannot use UV in declaratory judgment differently from defense 711 Kings Highway Corp no DJ for lease of motion-picture theater

· must get SH to bring UV suit to enjoin UV act, may sue officer or directors for loss 

Shareholdership – public corporations

· separates ownership and control

· very little corporate governance among small SHs

· free rider problem for non-investing SHs

· rational apathy for each individual corporate issue aka. “collective action problem”

· ease of just selling stock instead of working for change

· diversification by SH

· corrective actions: hostile takeovers, proxy fights, product market competition

· today, institutional investor activism. started when fund mangers voted against anti-takeover charter amendments

· large SH can sometimes push around management – usually private talk w/ management. no actual vote against management

· lead investors can call press conferences and launch “vote no” campaigns

· implication: still free rider problem, less rational apathy, action to correct badly run companies, aligns management interests w/ SH interests

· institutional SH: private pension funds, public pension funds, banks, investment companies, insurance companies, foundations

· institutional SH strength: meaningfully assess corporate structure, structural change, management performance, shaping policy and selecting officers

Distribution of Power – SH and Management

· summary of SH powers: vote for 1. election and removal of directors, 2. amend articles or bylaws, and 3. “fundamental” changes

· also inspect corporate records, f/d from controlling SH, bring direct and derivative suits

· SH have no power to tell board what to do Charlestown v. Dunsmore 

· SH have no power to pick officers. electing officers is a board function. Del 141(a), 142 (a),(b). NY 701, 715 (a),(b)

· director removal

· SH can remove board members w/ or w/o cause. Del. 141(k)

· only w/ cause if board is classified. 141(k)(i). protect against hostile takeovers

· NY 706(a) removal w/ cause; (b) w/o cause only if charter or by laws provide

· board cannot remove a director w/o cause

· split on whether courts can remove directors for cause

· by case law, directors get notice and a hearing in a removal proceeding

· can SH amend bylaws? yes. Del. 109. NY 601. board may amend as well if charter gives it power

· SH can vote for new directors to fill vacancies. Del 223(a, d). NY 705(a). so can the board.

· special meetings can be call by board or as provided by bylaws and charter. Del. 211(d). NY 602(c).

· SH action normally requires formal meetings (notice, quorum, resolution) 

· SH action w/o meeting. Del 228. written consent of majority of SHs

· charter amendment must be first approved by board. 242(b)

Constraints on Management Barriers to SH Action

· board cannot improperly use corporate machinery and law to entrench itself Schnell v. Chris Craft move annual meeting ahead so P can’t get enough votes

· applies when management obstructs the exercise of the SH franchise in a proxy contest

· board cannot take action to prevent or delay SH action to replace board Blasius v. Atlas threaten takeover for large dividend payouts. corp attempt to add board members to prevent majority of new directors

· insufficient justification. 9% SH, actions not against SH interest

· new shares may not be issued for an improper purpose such as a take over of voting control from others Condec v. Lunkenheimer board wants to sell assets to friendly company. SH want to make the sale. board mints new shares and conducts a swap.
· invalid when objective sought is not just business purposes but also to retain control
· valid SH vote can ratify board action, even if action entrenches board. Stroud v. Grace corp has provisions making it difficult for Strouds to get on board
· SH must be fully informed, no fraud, waste, manipulative or other IC
· Blasius only applies if there was unilateral board action Williams v. Geier attempt to create tenure voting
· SH approval means there was no unilateral board action
· voting rights
· 1 vote for every 20 shares over 50 valid Providence and Worcester effect of penalizing large blocks of stock
· class of “voting only” stock with no financial rights distributed to only to insiders valid Stroh v. Blackhawk

· corp may create whatever restrictions and limitations desired
· dual class common recapitalization valid 1) 1 to 1 dividend of new super voting issue that loses votes on transfer. 2) offer stock swap for low voting or nonvoting stock, with a payment to sweeten

Cumulative Voting – multiple # votes by # seats, distributed across board members as desired

· helps minority holder get board representation

· Classification: Del. 141(d): one, two, or three classes. Charter, SH bylaw NY: 704 two, three or four classes. Charter, SH bylaw

· X = (S*N)/(D+1) + 1/D. round up

· N = (X-1)(D+1)/S

· X - # shares needed to elect, S – total # shares, N - # directors desired to be elected, D – total # of directors to be elected

· counter-strategies: stagger terms of directors (valid), removal of directors elected by minority (Del. 141(k) must be w/ cause), reducing size of board

SH Bylaw Authority

· bylaws historically about process and rights respecting the shares themselves, not governance

· SH can restrict board implementation of SH rights plans Teamsters v. Fleming SH passes bylaw requiring all poison pill provisions be ratified by SH

· reasoning: SH vote on stock options, SH vote on option reprice

· poison pill: allow existing SH to buy offeror’s stock at low prices (flip over) if triggered or allow existing SH to buy stock of merged company (flip in)

· poison pill makes acquisition difficult. officers just out to protect their jobs

· proxy contest – offeror runs a slate for board to redeem poison pill

· no expedited motion to strike repricing bylaw General DataComm v. SWIB amendment of by law requiring option reprice be approved by SH 

· reasoning: SH repricing options as defensive move. compensation within discretion of board, no self-interest if board members not receiving repriced options.

Proxy Contests

· for issue (charter amendment, merger, etc) or for control (rival slates)

· normally accompanied by tender offer

· record date: 10-60 days before meeting, fixed by board. Del. 213(a), NY 604(a)

Inspection of Books and SH list

· proper purpose: seeking to protect interest as SH

· to get SH list. Del 220

· send demand to board alleging proper purpose relating to interest as SH

· improper purpose: indefinite purpose, bad faith, harassment, fishing expedition, for sale, idle curiosity

· proper purpose: determine mismanagement, determine condition of corporation, determine whether there’s misconduct with allegation of specific concerns, valuation of shares

· b/proof: Del. 220(c) SH must prove proper purpose. credible showing with real evidence

· or common law writ of mandamus. NY 624(f) 

· preponderance of evidence that there exists credible basis to find corporate wrongdoing for access to voting list Security First v. US Die Casting not get access to broad list of corporate books and records, no access to SH list for “idle curiosity”

· mixed purposes – valid, as long as there exists valid purpose

· proper purpose for accessing SH list: proxy fight, SH litigation, social or political interests (aka proxy fight)

· advancing social end not proper purpose Pillsbury slate to get Honeywell out of munitions business

· Pillsbury overruled. no subjective inquiry into motive Credit Bureau
· desire to solicit proxies for slate of directors in opposition to management sufficient

· voting SHs determined by ownership on “record date”

· NY 624(c). Step 1. SH have right to list within 5 days w/ affidavit alleging proper purpose and no past sales of lists

· Del 220. Step 2. Chancery court. ask for inspection (not production) to prevent foot dragging. b/p on corporation to show improper purpose

· NY Step 2. 624 specifies order compelling inspection

· no need to manufacture books for SH if not already available R.B. Associates of NJ
Stockholder List

· SH (beneficial owner) hold stock in street name (Merrill Lynch’s nominee – little partnerships). stock held at Depository Trust Co. (nominee Cede & Co.)
· proxies are sent to SH through brokers. problem: no one knows which SH holds what stock @ broker. identity may be released w/ consent. proxy solicitors keep database
· proxy solicitors purpose: win contests, insure quorum, project voting response
Proxy Contest Expenses
· corp pay expense of preparing and soliciting proxies to obtain quorum
· incumbents reimbursed for reasonable expenditures to persuade SH in policy contest (not to keep own jobs)
· insurgents can be reimbursed if 1. they win and 2. SH approval Rosenfeld v. Fairchild differences b/t slates went deep into policies
· no SH ratification for paying expenses == breach of fiduciary duty Heineman

· cannot order payment of all expenses of proxy contest before results are evaluated Johnson reimbursement paid if in best interest of corporation
· policy: insurgents can take care of themselves
Federal Securities Law – proxy contests. SEA 14-a

· Securities Exchange Act of 1934 and rules of various stock exchanges. to inform public about securities and their issuers and keep market fair and honest

· issue: relax reporting requirements to encourage foreign use of American capital markets?

· overview: primary market – original sale of securities (public offerings that are regulated, private placements), secondary market – subsequent transactions 

· dealer v. auction markets

· stock exchanges w/ listing requirements

· reports required by SEC: 10-K annually, 10-Q quarterly, 8-K within specified number of days after certain specified events

· also have stock exchange requirements

· terminology: proxy holder person authorized to vote shares on SH’s behalf; proxy or proxy form written instrument granting authorization to vote; proxy solicitation SHs asked for their proxies; proxy statement statement sent to SH to solicit proxies; proxy materials proxy statement and form of proxy

· 14(a) regulates proxy solicitation. must file proxy statement 14a-3 and 14a-6 

· 14a-1(l)(iii): “other communication ...under circumstances reasonably calculated to result in procurement, withholding or revocation of a proxy”

· case law uses factors: medium (more general medium, less likely), timing (closer to meeting more likely to be solicitation), character (corporate or public policy less likely; subject matter of vote probably is a solicitation)

· 14a-2(b)(2) exempts solicitations of less than 10 people made on behalf of persons other than management

· amended 14a-1(l)(2)(iv). exempts public statement of how SH is going to vote. worked well for “just vote no” campaigns

· 14a-3 requires information specified in Schedule 14A sent along w/ proxies

· proxy solicitors using script must file script under 14a-6(c). video tape under 14a-6(h)

· amended 14a-2(b). exemption if not directly or indirectly seeking to act as proxy and don't furnish or request a proxy

· proxy card

· 14a-4(d)(1),(4): the bona fide nominee rule

· 14a-7: in a contest, contestant has right to ether (i) a piggy back mailing, or (ii) the shareholders list.

· 14a-5: intelligibility

Shareholder Proposals 14a-8

· must be included in corporate proxy materials if 1% or $1k SH

· social policy proposals. against: just politics that never pass. for: encourage communication

· normally, proposals for improving governance

· to exclude, file w/ SEC 80 days b/f proxy statement

· 14a-8(j)(1)- proposal from a qualified holder (14a-8(b)-($2,000 or 1%) and comes in timely (14a-8(e))

· SEC will issue a “No Action Letter” – if proposal excluded, no action will be taken by SEC

· if NAL granted, SH can ask for 1. commission review, 2. sue issuer for TRO, or 3. sue SEC on process grounds

· exemptions 14a-8(c)

· not subject of SH action – mandating board action (1)

· relates to accounting of <5% of assets or business (5), unless bear “significant relationship to issurer’s business”

· permits corporation to block recently run proposal that got no votes (12)

· proposal must be in corporation’s power and significantly related to corporation’s ordinary business

· environmental & human rights of business in Mexico is significantly related to business American Telephone and Telegraph divest tobacco stock “otherwise significantly related” to business Aon Corporation
· phase out plan of CFC w/ dates differing by 1 year excludable, report on substitutes excludable if not implicate sig policy issues  Roosevelt v. E.I. Du Pont
· matter of implementation is ordinary business decision

· employee relations are ordinary business, facilitation of management/SH and SH/SH communication sufficient for atty fees Amalgamated v. Wal Mart proposal to generate affirmative action report. 

· AA relate to policy issues

· common benefit rule: reimbursement where litigation confers substantial benefit on members of an ascertainable class; spread costs to prevent unjust enrichment. benefit needn’t be pecuniary but must be more than technical

· proposal to enhance SH value can get atty fees Mills v. Autolite 
· benefit may be relatively minor. promoting corporate suffrage Rosenfeld v Fairchild
Corporate Objective

Valuation

· factors in determining value: how much return, when, risk

· present value influenced by risk, available rate of return, time

· PV = 1/(1+r)*C, r reflects best alternative investment

· SH interests: maximize current wealth, transform wealth into usage pattern, choose risk profile

· therefore, financial manager should only seek to maximize current wealth

· Rule 1: Value is cash in your pocket. It is NOT numbers on a page.

· Rule 2: Money has a time value

· Rule 3: People are risk averse and insist on compensation for investment risk

· conflict of interest b/t SH and management. SH is diversified and want high return. Execs want low risk b/c undiversified human capital in corporation

Objectives of Corporate Entity

· purpose of corp is corporate profit and SH gain, not public good Dodge v. Ford Ford sits on profit instead of giving out dividend

· Ford had to disgorge half corp’s savings as dividend, but could possibly have saved all w/ reasonable expansion plan

· ALI Principles 2.01(a) A “view” to “enhancing corporate profit and shareholder gain” … “may devote resources, within reasonable limits, to public welfare…”

· reasonableness: comparables, nexus to business, amount given compared to corporate earnings

· now donation within power of corp if 1. <10% stock owned by donee; 2. <1% cash & surplus A.P. Smith v. Barlow factors: small gift to preeminent institution, given voluntarily versus giving to pet charity in furtherance of personal ends, public policy needs

Constituency Interests

· constituents – employees, suppliers, bond holders, etc. not SH

· tender offers – transfer wealth from management, employees, bondholders to SH

· SH hold residue value

· constituents can protect w/ contracts

· no breach of f/d if hurt bondholders to maximize SH value Katz v. Oak Indus. restructuring to maximize SH value exposing bondholders to additional risk

· conflict b/t SH and bondholders, b/c BH just want to get paid while SH want high return

· Coase – cost reduction, treat firm as one entity

· Alchian and Demsetz – contracts within firms are same as contracts w/o firm. actors can always walk away

· Jensen and Meckling – firm is nexus of contracts, should encourage contracts including ability to contract out of liabilities

· Eisenberg – SH’s consent is never informed, SH collective action problem, majority SH may have conflicts of interest, coerced consent, no consideration of adverse 3rd party side effects; consent within firms not arms length, inter-firm relationship not normal contract (supervisors, bureaucracy, 

Corporate Entity and Creditors 

Dividend, Distributions

· Legal Capital – limitation on dividend protects creditors, preferred SHs

· traditional states (Del, NY) – based on legal capital

· legal capital (stated capital) – par value of all par-value stock and any additional amounts (additional pay in)

· low stated capital = more capital for dividend

· economic capital – actual investment value in corp

· par value (modern statutes) – price at which stock will be sold, now a purely nominal amount (low-par value stock)

· par is set at a low figure to prevent problems with the pay in requirement on reissue if stock drops below par. also possible issue w/ valuation of hard assets in exchange for stock (not meeting par req)

· the corp. or a third party creditor can sue the SH for par minus amount paid at original issue for insufficient payment

· actual capital - stated capital = capital surplus

· par value previously used to protect SH from brokers selling stock cheaply

· dividends – distribution of cash or property to SHs

· dividend decisions protected by BJR, but must be made in good faith w/ no insolvency 

· retained earnings (earned surplus) – profits retained in the business minus previous dividends

· paid-in surplus – excess consideration paid to corp for par value stock 

· capital surplus – assets exceeds its liabilities not including earnings (paid in capital)

· exception for “wasting asset” corporation

· nimble dividends – declare dividends before close of relevant period, paid out of current profits (current net profits)

· insolvency (“modern”)

· Equity insolvency = unable to pay debts as they come due

· Bankruptcy (Balance Sheet) insolvency: negative net value

· Old Model Act: Earned surplus + Insolvency

· New Model Act: Equity insolvency plus bankruptcy insolvency

· Del.: Capital Surplus + 2 years nimble dividends

· creditors can contract for more protection

· no violation in repurchasing stock if there was no impairment of capital or disclosure violations Klang v. Smith’s Food and Drug
· Klang buys Smith’s share of stock w/ cash borrowed by SFD

· SFD becomes balance sheet insolvent, SFD was revalued so surplus existed after repurchase

Limited Liability

· SH and officers normally not liable for corporation’s debts

· contract creditors - voluntary and can contract guarantees on liability

· tort creditors are involuntary 

· argument against limited liability for tort claimants

· tort claimants can’t contract out of risk

· costs should be internalized as an efficiency (better risk bearer)

· creating risks and taking the benefit without paying the costs 

· over-investment in hazardous productions

· corp can insure and SH can require insurance

· protection: must exhaust corp’s assets first

· argument for limited liability

· high value SH will be exposed to high liability 

· promote SH movement offshore

· SHs lack corporate control

· difficulty in identifying SHs 

· already have doctrine of piercing the corporate veil

· legislative trend of extending limited liability, little history of requiring businesses to internalize negative externalities eg. environmental costs

· close corp and subsidiary corporations – control and ownership intertwined 

Tort and Contract Creditors

· summary: factors to consider when piercing: commingling of assets, lack of corporate formalities (except for close corporations), undercapitalization, domination and control by SH, “alter ego”/”instrumentality”/”unity of interest”, fraud/wrong/dishonesty/injustice

· piercing the corporate veil Fletcher v. Atex must show (1) fraud or (2) alter ego to pierce. Alter ego when: (a) single economic entity and (b) overall injustice

· factors for single economic entity: adequacy of capital, solvency, dividends, corporate records, officers and directors, other formalities, siphoning, whether corporation functions as façade for majority SH

· not fraud to have multiple corporations, each w/ min liability insurance Walkovsky v. Carlton cab company w/ 2 cabs, owner owns 10 cab companies

· inadequate insurance should be addressed by legislature

· to pierce, plead: alter ego/instrumentality: using the corporation to further SH rather than corporate business leads to liability on agency grounds

· evidence of alter ego: lack of meetings or minutes, commingling of funds, unpaid loans back and forth, personal use of assets, siphoning of assets, corp acting in ways that make no sense until you see SH interest, personnel, representations

· lawyer liable as director of corp that leased a swimming pool Minton v. Cavaney
· lawyer was SH, officer, director, and held records in his office

· veil pierced for inadequate capital plus active participation

· note: completely passive SH would be immune

· inadequate capitalization is merely an important factor to consider in piercing the veil in CA Arnold v. Browne
· inadequate capitalization becomes important in parent-subsidiary situations Slottow v. Fidelity 

· no duty to put in more money after business loses money

· no under-capitalization b/c D did insure Radaszewski insured, insurance co goes under

· fraud – misrepresentation, unfairness (“constructive fraud”), fraudulent conveyance. 

· misrepresentation is best for piercing veil

· doctored balance sheet showing non-existent assets

· run business through sub while letting 3rd party think it’s dealing w/ parent

Contract Creditors

· contract creditor must overcome presumption of implied consent to pierce corporate veil

· IL test for alter ego: no corporate records or formalities, commingling of funds or assets, undercapitalization, treating assets of another corporation as its own Sea-Land Services v. Pepper Source
· inability to collect judgment insufficient injustice

· judgment for P: pierced veil Sea-Land Services II
· also need to show causal connection between fraud and damages

· Hackney & Benson – many contract creditors are in fact involuntary claimants (not able to select corp or research financial condition of corp)

· Eisenberg – wholly owned subsidiaries exist only as response to legal rules

· empirical study of piercing the veil cases – results vary by state (DC has little deference, MD has great deference). pierced in 40% of cases

Summary

· Torts

· Misrepresentation - not a factor

· Alter ego/instrumentality - works if elements are present

· theory: parent-sub cases easier to make out

· fact: big corps more likely to have formalities

· inadequate capitalization – important factor

· Contracts

· Misrepresentation - always works

· Alter ego/instrumentality-works but watch out for “fraud/fairness” glosses and other anti-big guy exceptions 

· Inadequate capitalization - a factor

Equitable Subordination (ES)

· where SH are also creditors. outside creditors get priority b/c SH ran company into the ground causing the damages

· factors to consider: fraud, mismanagement, undercapitalization, commingling, failure to develop corp as independent business, corporate informalities/excessive control, arm’s length bargain for debt

· Benjamin v. Diamond ES of SH debt claims is not automatic. need showing of 1. inequitable conduct by debtor corporation that 2. results in injury to creditors and 3. ES not inconsistent w/ Bankruptcy Act

· ES upheld Gannett v. Larry D buys company to produce cheap newsprint. company goes under. ES
· ES not upheld Arnold v. Phillips startup loan and subsequent loans after 2 years of profit. startup loan subordinated, subsequent loans not subordinated
· Fraudulent Conveyance. UFTA § 4: (1) makes a transfer without receiving reasonable consideration, or (2) firm’s remaining assets are unreasonably small in relation to its business

· insolvency – 1. inability to pay debts as they become due (equity), or 2. liabilities exceed assets (bankruptcy)

· insolvency limits the payment of dividends in some states

Fiduciary Duties of Directors – care of ordinarily prudent and diligent persons under like positions and similar circumstances

Basics

· NY 717 - ordinarily prudent person in like position under similar circumstances

· rationality standard not satisfied by decision that is not coherently explained Selheimer failed to give satisfactory explanation of plant location

· Hun v. Cary (NY 19th c.) (not in cb) actors “prompted by self interest exercised in their own affairs”

· director has duty to inform himself of all material information reasonably available Aronson v. Lewis
· ALI 4.01 - what an ordinarily prudent person reasonably would be expected to do in a like position

· ALI 4.01(c). business judgment rule (BJR) protects directors by limiting review to decision making process. elements: 

· director must have made a decision (failure to conduct due diligence not protected)

· director employed reasonable decision making process

· decision made in good faith (not illegal)

· no financial interest in decision

· reasoning: hindsight bias

· affirmative defense. D bears burden of proof

· lack of precondition opens up decision to “fairness or reasonability” review Cede & Co v. Technicolor
· expected return based on sum of risks multiplied by outcomes 

· directors’ & officers’ liability insurance

· technically indemnification insurance b/c no payout until claim is settled or adjudicated

· corporate reimbursement – insure corporate liability to indemnify D&O’s

· personal coverage – insures D&O’s individually

· factors reducing D&O insurance usefulness: aggressive exclude claims, policy limits, no “insured v. insured” payouts, only to claims made while policy in force, strict disclosure requirements

Nonfeasance (failure to monitor and inquire) (4.01(a))

· director has duty to inform himself of business. nominal director no defense against liability for breach of f/d Francis v. UJB reinsurance company, other directors take out personal loans
· director cannot take president’s word; have active duty to learn company’s situation Barnes v. Andrews OD relies on president for assurances
· nonfeasance fact pattern; P must show causation
· application of duty of care more strict for financial corp directors
· still very difficult to find liability in director, but liability is severe (whole loss)
· not liable for mistaken judgment, only failure to monitor
· Director CYA handbook: understand business, stay informed, show up regularly, review financials frequently, ensure outside audit is done, inquire into irregularities, object to illegality, resign if necessary, seek advice of counsel/consultant
· directors allowed to rely on management reports and expert opinion in absence of suspicious circumstances ALI 4.02 
Malfeasance (negligent action) (4.01(c))

· pleading malfeasance != negligent action. must plead malfeasance Kamin v. Amexco management wants to spin out instead of selling to prevent reporting loss
· ALI 4.01(b) – BJR (supra)

· Eisenburg Duty of Care: ALI 4.01 expanded into a duty to (1) monitor (2) inquire (3) make prudent or reasonable decisions on matters the board is obligated to act upon and (4) to employ a reasonable process

· standard: manifestly crazy or “arbitrary” Selheimer v. Manganese building factor at manifestly uneconomic location
· director CYA handbook: record informational and decision process (“Black Binder”). BJR review focuses on decision process
· justification for BJR: 1. SH take risk of board’s BJ. 2. ex parte litigation bad venue to review BJ. 3. protect management risk taking. high return = high risk
Crime

· can sometimes go after individual officer or employee acting in capacity (civil)

· corporations can only be fined

· cannot expect board to know of employees’ wrongdoings Graham v. Allis Chalmers concealment by employee from board

· absent cause for suspicion, no duty to install detection system

· FCPA enacted – require “accounting control”. increase internal monitoring

· aftermath of overseas bribes

· process providing reasonable assurance regarding: effectiveness and efficiency of operations, reliability of financial reporting, compliance w/ applicable laws and regulations

· reasoning: asymmetric information b/t board and corp, managerial opportunism 

· accounting firms can setup and monitor “internal control structure”

· since 2000, must not be your own auditor

· duty to insure integrity of information and reporting system Caremark prosecuted for paying MDs for referrals to medical products, no breach in f/d

· P must show 1. board knew, or 2. board should have known b/c they took no good faith steps to prevent problem and failure to act was proximate result of loss

· reliance on expert compliance reports will protect board

· P must show systemic failure to exercise reasonable oversight

· individual corporate actors can be held liable as tortfeasors if committed in course of performing duties

· corp can insure unless breach of D/L or D/C

· D&O insurance may cover D/C cases, but not when corp sues officer, and only during period of coverage, not period of conduct

Duty of Care – Tender Offer

· Del 102(b)(7) – corp may opt out of D/C by charter, but not D/L. D must show good faith

· board must be open to accept best offer, and should never give that right away. gross negl standard for determining BJR Smith v. Van Gorkom equipment leaser w/ tax deduction. competition between hostile takeover and manager LBO. decided within 2 hours w/ no documentation
· holding: duty to inform
· board did not inform themselves of Van Gorkom’s role in forcing sale, intrinsic value of corporation, merger contract
· court’s holding (be cautious in such deals) will slow down future deals
· CYA: get IB opinion on value of company, have real market test (no lock up, encourage competitive bids)
· grain co-op should be familiar w/ hedging to protect against price swings Brane v. Roth

· allegations of bribes on part of director do not require BJR standard Parnes v. Bally Entertainment “so far beyond the bounds of reasonable judgment”
· Cede v. Technicolor IB report, hasty meeting, no prudent search for alternatives before meeting. standard of review: fairness or reasonability
· derivative suits – collection goes to corp, incentive is P’s atty fee, overcomes collective action problem. preceded by a demand on corp
· derivative suits goes to duty owed corp. direct suits goes to duty owed SH
· board has right to turn down demand and form litigation committee
· demand excused for breach of F/D

· policy on derivative suits:

· protect officer’s BJ, give board power to pronounce corp’s best interests

· discourage frivolous suits

· do officers have right to control? (derivative is corp’s suit)

· S/R in NY (pre Maldonado): under BJR, court can review special litigation committee’s (a) “good faith” and disinterestedness and (b) procedures. where good faith==disinterested independence

· in practice, no scrutiny

· court reviews independence and procedures of committee investigation. no violation, derivative lawsuit barred Maldonado
· result: no BJR protection. board members never 100% independent, so review possible

Duty of Loyalty – Self-Dealing Transactions

· British rule: all self dealing transactions are voidable unless the charter confers an express power to transact with the company on the director

· American rule:

· Pre 1880: per se void

· From turn of century to World War II: valid if disinterested majority of the board approves the transaction and it’s not unfair. Interested majority: per se void

· Post War: fairness scrutiny, interested director count for quorum

· Anderson: f/d as (1) a cost saving device, filling in terms, where (2) there is a disparity as to expertise and an information asymmetry

· can be contracted around with (1) consent, (2) disclosure ,and (3) fairness (b/c information asymmetry between fiduciary and beneficiary)

· remedies: accounting for difference, rescission

· relevant statutes: NY 713, Del 144, ALI 5.02

· must make full disclosure to an independent board, fair transaction

· ALI standard: 

· interested director approval: fairness; B/P on board

· disinterested director approval: “reasonably could have concluded” fair; B/P on P

· unanimous SH ratification: corp estopped 

· disinterested SH ratification: waste; B/P on P

· fiduciary have b/p to show contract was fair if exist conflict of interest. fairness/reasonableness standard Lewis v. SL&E letting low lease ride until termination, depressing P’s stock at buyback. D’s expert concedes rent was low

· remedy: restitutionary (disgorge profit, recission, difference b/t contract and fair price)

· ALI 5.02 – disclose and a) transaction fair to corp, b) transaction authorized in advance after disclosure of CoI and transaction by DI directors, c). ratified by independent directors or d) authorized in advanced or ratified by DI SH and not waste

· ex post cure exception

· disclosure as initial bar, easier to sustain w/ more ratification

· must reveal self-dealing interest before signing contract Talbot v. James D constructs, P operates. D signs construction contract w/ self. P thrown out for poor management. P wants share of profit after D turns business around

· SC rule: disclosure + approval by disinterested directors + fairness + b/p on D. alternatively, argue fairness

· reasoning: D’s only contribution besides construction was arranging financing

· fairness: must show that entering into the fair transaction is in the corporation’s interest Fill Buildings v. Alexander Hamilton Life Ins
· no safe harbor for self-dealing transaction. court can always review for fairness even when conflict of interest was disclosed Cookies Foods v. Lakes Warehouse D serves on board. 4 self-serving transactions w/ independent board approval

· fairness defined by comparison to comparable transaction. successful company insufficient in itself

· but cheaper comparables != unreasonable price by D

· ALI 5.07: fiduciary scrutiny with interlock if (a) the interlocking director negotiates for one party or (b) his/her vote is necessary for approval

· disinterested director approval still reviewed for substantive fairness b/c

· difficult to define “disinterested”

· directors unlikely to criticize each other

· but not automatically void or voidable

· approval of neutral decision-making body key in upholding interested transaction Oberly v. Kirby 

· burden of establishing fairness of transaction on director. compliance w/ §144 shifts burden to plaintiffs to show transaction was unfair Cooke v Ollie 

Duty of Loyalty – Executive Compensation

· executive compensation keeps increasing

· causes: use of consultants, industry pay quartiles, lose/lose argument: need incentive to turn company around/need to reward good performer

· Del. 141(h) explicitly allows directors to set own compensation

· courts rarely overturn compensation of senior execs in public corp if approved by disinterested directors. CoA – waste, reasonableness

· excessive compensation will be reviewed and reviewed for waste Rogers v. Hill post tobacco-breakup profit percentage scheme for executives. reasoning:

· original SH ratification invalidated b/c changed circumstances, or

· need 100% SH ratification for waste

· waste: need to show big disproportion in D’s salaries & comparables

· consideration in compensation can be past service Zupnick v. Goizueta stock option plan w/ immediate vesting for retirement (alleged lack of consideration)

· will have to attack on waste theory, very high bar

· retroactive compensation permissible if not unreasonable in view of services rendered Blish v. Thompson
· excessive compensation will be overturned as unreasonable Sanders v. Computer Assoc S.O. worth $320M

· sloppy consideration of compensation by directors and excessive compensation sufficient CoA Brehm v. Eisner $140 M for leaving the company after 14 months

· P’s low atty fees will prevent excessive suits

· market controls: internal revenue code, SH ratification

Stock Options

· Non-Qualified: no tax at grant provided if no trading market, not transferable, not immediately exercisable. ordinary income on spread at exercise

· Incentive SOP: no tax at grant or exercise, capital gains after exercise. limit of $100k/employee/year

· Stock Appreciation Rights (SAR): pay cash of difference b/t strike and market price, not provide dividend – help execs pay income tax at exercise or to purchase

· Phantom Stock – units equivalent but not actual shares of employer shares

· Restricted Stock – common stock issued pursuant to a plan or agreement (vesting, forfeiture upon departure)

· arguments for: counteract conservative tendency, leverage magnifies increases

· alternative: indexed striking – must beat market. not used in industry

· reprice 

· argument for: replace positive incentive effect

· argument against: no different than cash bonus

· SH ratification required, embarrassing, rare

· alternative: grant new options

· Restricted Stock Plans

· get stock as comp or buy stock @ discount, but ownership vests over time

· unvested shares either forfeited or sold back to the firm at what employee paid for them.

· vested shares also may be subject to repo agreement; repo at FMV

Compensation of Outside Directors

· salary can be significant

· use of consulting contracts (barred by Sarbanes Oxley and NYSE from sensitive committees)

· pension

· payment in stock

Close Corporation

· courts much more willing to inquire b/c

· not approved by disinterested directors

· compensation may be large part of corporation’s earnings

· IRS willingness to challenge compensation of close corp execs

· factors to consider when determining reasonable salary: comparable executives, ability of executive, IRS deduction, relation to success of corp, previous salary, comparables within company Wilderman 

Duty of Loyalty – Corporate Opportunities. must offer opportunity to corporation first

· no use of position for personal gain Hawaiian International Finances v. Pablo CEO negotiates real estate investments; takes RE commission as buyer agent

· director cannot retain undisclosed profit

· no use of corporate assets for personal gain Forkin v. Cole mortgage corporate property for loan

· ALI 5.04: No use of corp prop, position or information to secure a pecuniary benefit unless 1) you pay 2) it’s compensation, or 3) disinterested director approval

· adopt ALI 5.05, must make full disclosure before taking c.o. Northeastern Harbor buy parcels surrounding golf course

· CYA: formal board resolution that company not in market for land 

· c.o. must be disclosed regardless of possible impediments Demoulas opportunity would have been illegal for corp doesn’t excuse duty to tender

· ALI 5.05 – 1. exec first offers to corp and discloses CoI, 2. either fair rejection, rejected in advance by disinterested directors, or authorized rejected in advanced by disinterested SHs and not waste 

· corporate opportunity – opportunity that presents itself to the officer while acting in his capacity, or closely related to a business in which the corporation is engaged

· Tests

· AL interest or expectancy - require an existing contract or contract negotiation re the opportunity

· DL line of business Guth v. Loft (a) same line of business as corporation and (b) comes to executive in corporate capacity

· MN fairness (a) is it a c.o. in the line of business? (b) was it was equitable to take it 

· ALI 5.05 (b)(1)(A) circumstances such that dir/officer should know offeror expects it to go to corporation/(b)(1)(B) corporate information if there’s reason to believe corporation would be interested or (b)(2) senior officer and closely related to the business

· (d) good faith but defective disclosure

· (e) late disclosure

· when disinterested directors turn down offer, directors protected by BJR

· director right determined at time c.o. presented  Broz opportunity doesn’t come to him in a corporate capacity or through corporate property or position, D’s company is then bought out
· DL analysis: 
· no per se duty to offer
· financial ability/ line of business/interest or expectancy/taking it puts you in a position inimical to the firm’s interest
· turning it over = safe harbor with no scrutiny of board’s decision

· DL law Guth may not take c.o. if 1. corp financially able to take opportunity, 2. opportunity within corp’s line of business, 3. corp has interest or expectancy in opportunity, 4. taking c.o. will breach f/d

· cannot resign to take c.o. w/o prior full disclosure Energy Resources v. Porter D develops the opportunity for himself while still working at the company
· can disclose and resign

· 3 related duties: duty not to use corporate assets or position for personal use; corporate opportunity principle; competition principle

· no duty to offer c.o. not in line of business Johnston v. Greene D offered corp opportunity to buy stock, but kept patent for himself

· remedies for taking c.o.: constructive trust, damages (profits)

· Insider Trading – trading on non-public information

· remedy: constructive for company of profits

Tender Offers

· terminology

· crown jewels – target’s coveted business units (for lock-up)

· fair-price provision – requires supermajority to approve merger w/ acquirer who owns specified interest in corp

· junk bonds – bond w/ unusually high risk of default

· leveraged buyout – management buyout w/ high degree of leverage

· lock up – protects white knight in bidding process. option to acquire selected assets or shares of target

· no-shop clauses – board agrees to not shop around for better offer, and/or recommendation agreement to SH

· poison pills – SH other than those who have tendered have right to purchase stock in new corporation. flip-in v. flip-over

· greenmail – target pays SH to buy back shares so SH does not pursue takeover

· raider – person who makes a tender offer. aka bidder

· standstill – deal where large SH agrees to limit further purchases for board cooperation/representation

· target – corporation being purchased in tender offer

· white knight – preferred acquirer other than original bidder

· Williams Act – keep offer open for 20 days, offer change or price increase -> extend 10 days, all tenders are conditional and can be w/d, best price rule, disclose offeror and considerations being financed, open to all holders of the class, offeror may w/d after 60 days if not accepted, bidder must accept stock on prorated basis

· must disclose toehold acquisitions (5%) SEA 13(d)

· def tender offer: likelihood that solicited SH will lack information needed to make considered appraisal of the proposal. 2nd Cir

· 2-step front loaded tender offers: tender for majority, then cash out minority at lower price. coercive

· defenses: MBO, Dual class common recapitalization

· charter amendment: staggered boards, removal only for cause, special director qualifications, reduce SH action by written consent, super majority voting (removal of directors, mergers), fair price provisions

· other: white knight merger, white squires (stock placement), lock up, poison pill, Pac Man defense, constituency statutes

Fiduciary Duty regarding Tender Offers

· before Unocal Cheff v. Mathes directors must have reasonable grounds to believe existence of threat. 1. good faith, 2. reasonable investigation, 3. burden on directors, 4. improper to perpetuate control

· in addition to Cheff, defense must be reasonable in relationship to threat, must be acting in best interst of corporation and SH Unocal v. Mesa Petroleum 2-step front-loaded offer. defense: self-tender excluding Mesa

· Mesa Exclusion proper (exclude hostile offeror from MBO)

· enhanced scrutiny higher than BJR, less than full-fairness

· unless defensive measure is draconian, enhanced scrutiny is focused on “range of reasonableness” Unitrin Board owns 23% of stock, 75% SH approval for 2nd step merger. effective veto, but stock repurchase not coercive or preclusive

· first determine if defense is “draconian” by being either preclusive or coercive

·  “flip-over” poison pill valid under Unocal if redeemable Moran v. Household International, Inc. review w/ BJR if directors show defense was reasonable 

· offeror can tender for all outstanding shares, or tender w/ redemption condition

· reasonable in relation to coercive 2 step front end loaded offer

· impact: hostile offeror must go through board room of target to redeem pill

· Deadhand Pill - pill may be redeemed only by the incumbent directors who adopted the pill or their designated successors. invalid Carmody v. Toll Bros
· No Hand Pill - no newly elected board can redeem the pill for six months after taking office if the purpose of the redemption is to facilitate a transaction with an interested person. invalid Quickturn Design v. Shapiro
· when sale/breakup inevitable, defense not measured under Unocal. board has duty to get best price Revlon v. MacAndrews & Forbes cannot give lockups and no-shop in auction

· cannot consider noteholder interests in auction. “they made their deal”

· lockup not per se void, but impermissible to end auction 

· no shop not per se void, but impermissible to end auction

· no cancellation fee when added to thwart additional bids

· director’s duty to seek best value for SH when 1. corporation institutes active bidding process, 2. target abandons plan and seeks alternative transaction involving break-up of company, or 3. in sale or change of control Arnold v. Society of Savings Bancorp p 1174

· lockup invalid if not necessary to induce bid Mills v. MacMillan lockup prematurely ended auction

· no shop must bring “material advantages to SH”

· only 1 offer, board must search for higher bids Barkan v. Amsted board’s duty to SH

· unreasonable under Unocal to structure alternative so that shareholders no longer have a choice Anderson, Clayton counter tender by management that must be accepted before the hostile tender offer is complete

· stonewalling must be proportionate Grand Met v. Pillsbury can’t hide behind the pill and say “Be patient” with an all cash all shares offer at a 60% premium

· board can defend “strategic vision” w/ friendly merger Paramount Communications v. Time Inc. Time buys out Warner for cash after Paramount ambushes w/ a hostile tender offer

· management has no duty to maximize short term SH value absent Revlon 

· management was not auctioning, was carrying forward previous transaction

· Revlon extended to transfer of control and not just inevitable break-up; does not require auction but does require due diligence Paramount v. QVC 

· Viacom offers cash + minority voting position, no-shop and termination fee and option for 20% of Paramount stock. Paramount trying to avoid QVC. QVC makes bigger bid contingent on pill redemption and invalidation of Viacom stock option

· due diligence: decision making process, reasonableness, b/p on directors

· approval of option and turning down $1B was unreasonable

· lockups – no asset LU after Macmillan, no stock option after QVC. now cash

· Anti-takeover Statutes

· 1st Gen – review of bid for fairness. unconstitutional Edger v. MITE
· 2nd Gen 

· control share: remaining SH must vote approval for offeror to purchase shares over threshold. passes Williams Act and constitutional

· fair price – 2nd step merger must pay highest price

· 3rd Gen – asset freeze/waiting period (2nd step merger blocked b/c assets cannot be mortgaged), disgorge profit on large block of stock. constituional

Close Corporations – small # of SH, no general market for stock, limitation on transferability

Voting Trusts – stock placed in trust which are voted together

· Del. 218(a) - VTA provides that VT votes and holds record title to the stock, usually pass through dividend to SH

· SH transfer shares to VT in exchange for “VT Certificates”

· VTA must be filed in corporation’s registered office and be open for inspection

· guarantees unified voting block while preserving non-voting rights (dividend, inspection, bring derivative action)

· useful to prevent SH from having influence or control over management

· creditors/post bankruptcy.  Limited liability 

· family situations-dissolute younger generation

· minority shareholder protection

· anti trust divestitures

Voting Agreements

· VA not per-se invalid; proxy arrangement is not invalid as a VT Ringling VA to act jointly, submit dispute to arbitrator. Haley refuses to vote and arbitrator votes joint shares. Haley’s shares untouched

· no specific performance when less than all SH are parties

· express contract for irrevocable proxy must be supported by interest in corp Haft v. Haft senior officer position sufficient

· Del 218(c) VA authorized by statute

· limited to SH action (vote for director, amendments)

· 212(e) irrevocability when 1. proxy states it and 2. coupled w/ sufficient interest in the voted shares

· remedy: specific enforcement favored in recent decisions, will uphold irrevocable proxies

Classified Stock

· classified stock with dedicated board seats assures minorities of representation and avoid hassles of VA

· buy out swing vote to freeze out opposition Lehrman v. Cohen 2 board seats each, plus corporate attorney. Cohens buy out attorney

Impingement – agreements affecting action by directors

· impinging agreements invalid if less than unanimous agreement Manson v. Curtis contract b/t 2 SH providing board will do bidding of 1 SH for 1 year. non signing minority SHs

· impingement – statutory policy/141(a); injury to non signing minority SHs

· agreement to appoint officers is impingement McQuade v. Stoneham and McGraw minority SHs to be elected officers w/ set salaries and guarantee of no fundamental changes

· unanimous agreements enforceable Clark v. Dodge Dodge (75%) to vote for Clark (25%). no minority SHs

· injury scrutiny

· current law: Del 141(a)/142(b) – pass management duties to whoever w/ 51% 

· w/ VA, give contingent irrevocable proxy to complying party

· 141(a) requires f/d on part of whoever is exercising power

· Del subch 14 - elect under 344 with a 2/3 vote and then amending charter per 342/343

· 350 validates agreement. not invalid as b/t parties

· 100% agreement can be later enforced by court Adler v. Svingos failed to amend charter after creating impinging VA

Supermajority - problem: deadlock

· veto: leads to deadlock, no time limit, exercised by staying home

· VA: leads to specific result, some states have 10 year limit, enforced by court

· ideal instrument: irrevocable proxy to SH

· to change voting req, modify C/I, must note on shares, majority to remove or otherwise provided

· deadlock breaking provisions in close corp 352, 353

Transfer Restrictions Del. 202

· first option, right of first refusal, consent restraint, buy-sell contract

· first refusal – normally no problems

· valuation of first option price: book value, capitalized earnings, periodic revisions, appraisal/arbitration

· more than disparity b/t option and market price to have invalidity

· consent restraint valid under Del. 202(c)(3), but questionable w/o statute

· buy-sell – usually at termination or death, buyer has duty to buy, seller has duty to sell, price provision must be well-drafted to avoid inequity

· notice requirement – SH must have actual knowledge or restriction be “conspicuously noted” on certificate

Fiduciary Duties to Minority SH 

· cannot have unequal treatment between majority and minority SH Donahue stock buyback not offered to minority 

· equal opportunity doctrine

· “business purpose” defense for corporate action Wilkes v. Springside Nursing 4 person corp, 1 gets thrown out while still willing to work. breach of f/d by majority

· Zimmerman v. Bogoff P must show less harmful alternative to rebut “business purpose” affirmative defense

· At-Will Employment

· at will employee with a stock purchase incentive not entitled to expectation of tenure Merola v. Exergen Corp lured employee w/ stock options, fires employee and pays fair price for stock
· not employee partner with a legitimate expectation of tenure 
· no expectation if at-will employment contract had buyback clause Ingle v. Glamore

· Motor Sales P fired when owner’s children take over business, stock bought back at agreed price
· contracted buyback provisions, at-will provisions valid. no CoA Gallagher v. Lambert fires executives before new valuation of stock options
Dissolution

· 275(a)(b) - board vote on resolution, majority SH vote

· 275(c) - 100% SH vote (skipping the Board)

· 226 – w/ deadlock, can ask Chancery to appoint custodian

· Subch XIV corp: §355, in charter, at will dissolution in a SH or percentage

· to give right to one SH – Voting Agreement w/ irrevocable proxy for dissolution

· alternative: buy-sell contract @ deadlock

· dissolution: evenly split board insufficient to warrant judicial ordered dissolution Wollman v. Littman

· general rule: look through to economic reality and toward forcing a buyout at a fair price. only dissolve if conditions are “oppressive” w/ no alternative remedy

· profitability not a bar to dissolution for deadlock Weiss v. Gordon 

Advanced Duty of Loyalty – Majority-Minority F/D
Controlling SH of Public Corp

· majority SH have f/d to control corp in fair, just, & equitable manner; majority SH cannot use control to extract benefit to detriment of minority SH Jones v. Ahmanson insider spins out company that’s goes public and issues debt, cuts minority SH out of IPO

· parent company must give dividends to shell to pay interest on debt

· must offer equal opportunity to minority SH

· still have “business purpose” defense

· no self-dealing -> no intrinsic fairness scrutiny. majority has b/p to show fairness Sinclair v. Levien Sinclair makes dividends in excess of earnings from Sinven, makes late payments, not fulfilling minimum purchase. not prejudicial to minority

· Del. control and self-dealing trigger intrinsic fairness scrutiny with burden of proof on Majority SH

· self dealing only if minority has a right to the opportunity

· cannot take sub’s opportunity Greene v. Dunhill Int’l 

· not as strict as directors and officers

Sale of Control

· principles

· fiduciary may not sell office if not incidental to stock sale

· SH may sell control block for whatever the purchaser is willing to pay with control being an inevitable incident of the sale

· absent looting by purchaser, conversion of a corporate opportunity or other bad faith, controlling SH can sell at premium Zetlin v. Hanson Holdings
· argument: Adolph Berle – control is a corporate asset

· Andrews – equal opportunity, tender to all SH

· Javaras – sharing would kill deals and prevent asset transfers to highest valuing bidders

· cannot sell control if reasonably believe looting will result Gerdes v. Reynolds premium paid for highly liquid company, looting resulted

· remedy: premium for sale of control

· cannot sell control if reasonably believe buyer plans to deprive corporation of profits Perlman v. Feldmann sells steel producer to steel buyers who stop interest free loans to corporation
· sale of control – disgorge premium
· sacrifice of good-will – return value of corporate opportunity
· can arrange transfer of control upon sale of control block through direct resignations Essex v. Yates seller of 28.3% want to invalidate deal
· not selling office
Mergers and Acquisitions
Basics

	
	A vote
	T vote
	A AR
	T AR

	classical merger – T SH take A shares
	yes
	yes
	no
	no

	A buy CC
	yes(>20%) 
	yes
	no
	yes

	classical merger – cash
	no
	yes
	no
	yes 262(b)(2)

	parent-sub merger
	no
	no
	no
	yes 262(b)(3)

	asset sale
	no
	yes §271
	no
	no

	tender offer
	no
	no
	no
	no

	voluntary share exchange (T becomes sub)
	yes (>20%)
	yes
	no
	no (yes if cash)

	forward triangle merger 
	no
	no
	no
	no

	reverse triangle merger
	no
	yes
	no
	no


forward triangle merger (T merges into A sub) T’s business owned by A indirectly, through A sub. protects against T’s liabilities (maybe)

reverse triangle merger (A sub merges into T) retains T’s legal status and saves corporate filing costs and existing contracts

· make sure you have unissued authorized stock

· no voting or appraisal for A’s SH

Alternative Remedies to AR – expensive to value stock, limited upside

· merger was illegal and not authorized by statute

· merger was illegal due to failure to follow procedural steps

· SH approval improperly obtained (class action)

Freeze-Outs – involuntarily eliminating equity interest of minority SH

· dissolution freeze-outs – S cause C to dissolve giving assets to S illegal
· sale-of-assets freeze-outs – S causes C to sell its assets to S shell disapproved
· debt or redeemable-preferred mergers – S causes C to merge w/ shell, minority SH get short-term bonds or redeemable preferred stock 

· cashout mergers – S merges with C, issuing cash for consideration

· immediate, at same price – likely no problem

· wait, lower price

· what form of consideration

· what price – can’t be lowball

· issue: difficult to have arms-length transaction after control is acquired – sub’s boardroom is filled w/ A’s employees

· failure of sub board member in disclosing top price makes SH decision uninformed Weinberger v. UOP 51% tender offer, close on remainder at same price 2 years later
· need an independent director negotiating committee with its own investment banker and counsel
