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Successor Liability

I. Lender Liability
A. Rule

1. Liability
a. Ordinarily lender owes no fiduciary duty to debtor or fellow creditors.  In re Teltronics; but see In re Prima (FD imposed when creditor has control of corp.).
b. CERCLA liability depends on capability to influence treatment of hazardous materials.  
i. Fleet Factors (actual ownership of assets, even if for security purpose, sufficient to impose environmental liability when bank could influence disposal).

ii. Planning stage participation doesn’t count.  Bergsoe.
2. Remedy. Equitable Subordination requires.  In re Mobile Steel.
a. Creditor engaged in inequitable conduct.
b. Conduct injured other creditors or conferred unfair advantage on creditor.  3rd and 7th Cir. have abandoned this prong.

c. Subordination must be consistent with Bankruptcy Act provisions.

B. Cases
1. In re Prima Co. (7th Cir. 1938) (Lender liability and fiduciary duty narrowly construed when creditor uses contractual power to influence corporate conduct).
F: Ernst family controlled brewer issued debt and equity to finance its retooling after prohibition.  A creditor requested a management change.  E believed that if it did not appoint new management creditor would call loan.  When E failed to appoint a new manager, bank requested appointment of its candidate.  Skinner, bank’s candidate, is appointed and makes some questionable restructuring of debt.

Trial Ct. found that bank never threatened to call loan if its candidate wasn’t selected, and even if it had, § 77 of Bankruptcy act prevented its execution.

H: Bank is not liable to Ernst family because 

i. No undue influence in selecting management even if threat had been made b/c cred. has rt. to lawfully call loan or not call loan for any reason (Undue influence might include abuse of process).

ii. No evidence that he acted as agent of the bank.

Policy: Protect creditors from liability in order to encourage them to lend to distressed companies.
2. U.S. v. Fleet Factors Corp.  (11th Cir. 1990) (Banks are environmentally liable for the cleanup costs of their foreclosed assets if they can influence disposal).
F:  Fleet, F, makes secured loan to SPW.  When SPW defaults, F forecloses on some equipment.  After this partial foreclosure, EPA has to clean up and government sues Fleet under CERCLA for costs.
H:  Ct. narrowly construes CERCLA’s security interest exception.  Secured creditors may be liable by participating in the financial management of a facility “to a degree indicating a capacity to influence the corporation's treatment of hazardous wastes.”  Banks should not be able to escape liability attached to assets they own merely b/c of the purpose for which they own them (security interest).
N:  Rejects Mirabile standard requiring participation in day-to-day activities for bank liability to attach.
3. In re Bergsoe Metal Corporation (9th Cir. 1990) (CERCLA’s security interest exception requires indicia of ownership held primarily to protect interest and no management participation).
F: City sells land to Bergsoe (B), City issues revenue bonds, City repurchases from B, B leases from city ($ equal to interest and principal on bond).  City mortgaged land to Bank and assigns to bank all rights to collect $ under lease.  B fails, Bank forecloses and CERCLA cleanup is required.  City still technically has deed to land.
H: Port’s ownership exists to establish security interest for bank and it did not participate in management.

II. Successor and Parent Liability

A. Summary
1. Successor Liability is warranted when:

a. Mere Continuation. Salomon (purchaser continued operating plant).

b. Purchaser expressly or impliedly assumes. Cf. Salomon.
c. De Facto Merger.  Cf. Salomon
2. Parents are only liable when veil piercing is warranted AND parent had control over specific pollution generating asset.  Best Foods.
a. Veil Piercing is warranted when parent uses sub as mere instrumentality, as alter ego, or when it fails to observe corporate formalities.
B. Avoiding CERCLA Liability

1. Lend with no security – but may have so many covenants to control that you could end up crossing the line of operation.

2. Negotiate a higher interest rate to compensate for loss of control – but still increases the risk of the investment.

3. Indemnification.

4. Covenant that the debtor respect environmental laws

5. Investigate the property – get consultants to investigate: ensure there is nothing there the day you invest, you come in clean then include the new covenant for respect.

C. Cases
1. North Shore Gas v. Salomon (7th Cir. 1997) (Asset purchaser liable for CERCLA costs upon mere continuation theory). 
F:  Utility plant is sold off to Shattuck (S).  S incurs CERCLA liability and sues the former owner’s parent on the grounds that it did not assume CERCLA liability.
H:  New owner is liable for clean up under the mere continuation theory b/c it continued the corporate form and operations of the predecessor.
R:  Successor does not generally assume liabilities from asset purchase unless:
(1) Mere Continuation.  Supports liability b/c the purchaser continued the entity and its operations. Factors include

(a) Identity of officers, directors, and 
(b) Stock between the selling and purchasing corporations, as well as a 
(c) Continuity of ownership and control.

(d) Only one corporation exists after the transfer of assets
(2) Purchaser expressly or impliedly assumes.  Not present here.
(3) De Facto Merger. Not really applicable.
(a) Continuity of operations, AND
(b) Seller ceases operations, AND

(c) Continuity of S/H, AND

(d) Purchaser assumes obligations necessary to operate plant.
2. U.S. v. Best Foods (1998) (Parent corporations are liable for subs CERCLA costs only when it controls actual polluting facilities).
H:  Under neither veil piercing or participation-and-control test, is the parent liable for CERCLA liability of subsidiary.

a. Only when veil piercing is warranted can a parent be held liable under CERCLA.
b. Parent that actively participates in activities of its subsidiaries may nonetheless be liable under CERCLA.

Valuation
III. Summary
A. Philosophies

1. Buffet – principles of fundamental valuation – attempts to determine value of corp based on the various characteristics of the different corps.

2. Keynes – “Castles in the air” – share is only really worth what other people are going to pay for it—i.e. people buy stock at a rate because they believe someone will buy it from them at a higher rate.   Subjective, not objective.  

3. Chartists – try to predict stock price based on past movement.
4. Firm Foundation Theory—stocks have an “intrinsic value” which is equal to the future stream of income to be generated through the payment of dividends
B. Methods

1. Delaware Block Method: The judge considers NAV, IV and MV and assigns weights based on what is most determinative for the circumstances.  See In re Spang.
2. Weinberger.  Ct. can use whatever it wants (Del. uses this).
IV. Valuation Methods

A. Summary

1. Ct. has considerable leeway.  Piemonte.
2. Fundamental Valuation

a. Book Value (AKA Net Asset Value).
i. Courts differ on what to include.  See In re Spang (misconstruing NAV to include intangibles and basically everything else); Piemonte (includes goodwill).
ii. Adjusted Book Value. Adjust book value for appreciation, depreciation and back out intangibles.
iii. If liquidation value exceeds going concern value, party getting shares seeking to operate company must compensate other party for difference in value.  Nardini.
iv. Goodwill belongs to corp., even if form the participation of a particular S/H. Draper. 
b. Market to Book Ratio—[Market Price / Share] / [Book Value / Share]

i. Importance can be discounted for thinly traded companies.  In re Spang.
3. Capitalized Earnings

a. Multiply projected earnings by P/E ratio (you can use comparables). 
b. Alternatively expressed as projected earnings divided by Capitalization Rate (inverse of P/E).
c. Ct. may exclude extraordinary revenues and expenses.  Piemonte.
4. Market Valuation

a. Value of shares at last trade.

b. May be adjusted by court to compensate for low trading volume.  Piemonte.

c. Minority Discount generally inapplicable.  Cavalier.
d. Marketability Discount.  3 Approaches

i. Judge’s Discretion. See Blake.
ii. Always prohibited.

iii. ALI.  Allowed only in extreme circumstances (like S/H is trying to manipulate process to get better deal than other S/H would get).

5. Cash Flow Based Valuation: Dividend Discount Model
6. Buy-Sell Agreements

a. Buy-Sell Agreements.  A virtual necessity for any close corporation.

i. Funding issues can be mitigated by Key Man Insurance but can be aggravated by legal capital rules.

ii. Typically, right of first refusal is in buy-sell agreements.

b. FD governs negotiations b/t partners for application of buy-sell agreement.  Helms v. Duckworth.

c. Most jurisdictions imply FD b/t partners in Buy-Sell situation and give appraisal, dissolution benefits.

d. Buy-Sell Agreement may override FD.  Nichols (allowing sale at BV when agreed upon by partners even when unfair).

i. BUT. Some cts. refuse to apply terms when oppression is present.  Pace Photographs (Ct. refused to apply 50% discount when sale was product of oppression).
B. Cash Flow Based Valuation: Dividend Discount Model

1. Formulas

a. Predicting Dividends

i. Constant Growth Stock

Dn = Dn-1 (1+g)n
Dn =  Future Div. amount in year n. 
g = growth rate = ROE x Payout Ratio
Payout Ratio = Dividends per share / Earnings per Share
(ROE) Return on Equity = Earnings per share / BV per share

b. Dividend Discount Model

i. General Formula
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Dt = Expected Dividends in year t.

k = discount rate

t = Terminal Year

ii. Zero Growth Stock (i.e. dividend payments won’t change over time).
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Where D = Expected Dividends
iii. Getting Discount Rate (k):
(1) Reverse engineer from comparable companies (k= D/V)
(2) Risk free rate of return + risk premium.

C. Cases

1. Fundamental Valuation

a. In re Spang Industries (S. Ct. Pa. 1987) (Misconstrual of NAV).
F:  Spang Industries (I) merged into Jethro Acquisition, wholly-owned sub of Spang & Co.  Jethro later merges into Spang & Co.  Jethro cashed out S/H at $20, trial ct. established $32.76 as fair price.

H: Ct. uses Del. Block to calculate value and weights the NAV, as it defines it, more than others. Ct. considers 3 valuation methods:
i. Net Asset Value.  Ct. misconstrues to include intangibles as well.  NAV should basically be book value.

ii. Investment Value. Projected Earnings x Cap. Rate.
iii. Market Value.
b. Piemonte v. New Boston Garden Corporation
F:  S/H seek appraisal when they in a cash-out merger.

H: Ct. values shares using Del. Block but makes several notable adjustments.

i. MV. Declines to adjust value of last trade to compensate for stock’s low trading volume.

ii. Earnings.  Last 5 years by 10.

(1) Ct excludes extraordinary earnings and expenses.
iii. NAV.  Goodwill may be taken into account.
c. Donahue v. Draper (Mass. App. 1986) (Goodwill should be included even if result of particular S/H).

F: Donahue sued Draper, equal co-owner of DDC shares, for breach of fiduciary duty in a freeze-out merger.  Draper, his wife and Donahue sat on board of DDC.  After BOD froze him out, DDC dissolved.  H: Ct. included goodwill in valuation (value above book value) even though it found much of it was due to another S/H participation b/c goodwill belongs to corporation.
d. Nardini v. Nardini (Minn. 1987) (In context of an ongoing business whose liquidation value exceeds going concern, party getting ownership should compensate forced seller for higher of two prices).
F:  In a divorce, ct. assesses value of family business where its liquidation value is greater than its going concern value. Under Minn. law, spouse more involved gets business.  H: It would be unfair to award going concern value to wife, when husband wants to keep business going, rather ct. should use liquidation value, but should use value as if transaction were b/t willing seller and buyer.
e. Weinberger v. UOP: Del. abandons Del. Block method in favor of “a liberal approach including proof of value using any techniques and methods generally accepted and admissible.”
2. Discounts

a. Minority Discount.  Generally inapplicable.
i. Cavalier Oil v. Harnett (1988) (Minority discount inappropriate in appraisal proceeding)

F: P sued for appraisal when refusing to tender shares in a short form merger.  D argued that a minority discount should be one of the “relevant factors” used to determine fair price. 

H: Minority discount not applied for three reasons:

(1) “The appraisal process is not intended to reconstruct a pro forma sale but to assume that the shareholder was willing to maintain his investment position, however slight, had the merger not occurred [and the company was a going concern].”

(2) Penalizes S/H for lack of control and unjustly enriches majority.

(3) Injects unnecessary speculation into valuation.
ii. SOME jurisdictions will apply.
b. Marketability Discount.  3 Approaches
i. Judge’s Discretion.

ii. Always prohibited.

iii. ALI.  Allowed only in extreme circumstances (like S/H is trying to manipulate process to get better deal than other S/H would get).

D. Buy-Sell Agreements
1. Helms v. Duckworth (D.C. Cir. 1957) (FD governs negotiations b/t partners for application of buy-sell agreement).
F: Partners had buy-sell agreement that allowed one to purchase the other’s upon his death for $10 unless superseded by other agreement.  Ag. also prevented maj. from dissolving corporation w/o min. consent.  Ag. contemplated a yearly adjustment, negotiated in good faith by the partners, of the sh. value.  One partner wrote that he had no intent of ever adjusting $10 price.  H:  Failure to disclose intent to refuse adjustment was BFD to co-venturer.
2. Nichols Construction Corp. v. St. Clair (M.D. La 1989) (Cts. will enforce buy-sell ag., even if unfair absent fraud since failure to pay agreed upon value in K cannot violate FD). 
F:  St. Clair (partner in co.) sues alleging that book value was insufficient consideration for sh. even though it had been agreed upon in buy-sell ag., b/c FD req’d fair price to be paid.  H: No FD exists since there was no obligation to repurchase stock and even if there was, a K specifically defined terms of repurchase and was adhered to.
3. Most jurisdictions have an oppression statute, which allow Ps to get appraisal, dissolution, appointment of provisional custodians or reform of charter.  If the parties don’t agree to something, most State’s laws will allow P to seek fair value.  BUT, if parties make an explicit agreement regarding determination of price, ct. will generally enforce

4. In the matter of Pace Photographs (N.Y. Ct. App. 1988) Ct. refused to apply terms for voluntary sale providing for a 50% discount of fair value to involuntary sale in dissolution proceedings when those proceedings were the result of majority oppression.
V. Portfolio Theory

A. Capital Asset Pricing Model

1. Portfolio Theory posits that you can diversify away all but systemic risk and that rates of return are directly related to risk.

2. Assumptions of CAPM

a. Risk aversion.  Pretty safe assumption.

b. Complete divisibility of assets.  Pretty safe.
c. Risk Free Rate of Return.  Doesn’t technically exist.

d. Identical Time Horizons.  Investors have different time horizons.

e. No Differential taxes.  In reality there are implications.

f. MARKET IMPACT.  Assumes no individual investor can affect or manipulate market, but this isn’t really the case (e.g. large block trades).
3. Empirical Validation of CAPM.

a. There is a general relationship b/t risk and return, though not as strong as CAPM would predict.

b. Relationship b/t risk and return is linear, not curved.

c. Basically, beta is a good proxy for expected return.
4. Calculating CAPM

Ks = Krf + B (Km - Krf)

Ks = The Required Rate of Return. 

Krf = The Risk Free Rate (Usually T-Bill) 

B = Beta.

Km = The expected return on overall stock market.

5. Cede v. Technicolor (Del. Ch. 1990) (Allen, Ch.).  Allen adjusts beta b/c it was artificially raised by trading in the company after deal was announced.  He also considers the stability of the company, length in existence and other factors to adjust the pure numbers.

6. Arbitrage Pricing Theory is like CAPM but it seeks to quantify and include a number of other factors in calculating price. 
B. Efficient Capital Markets Hypothesis

1. Posits perfect information exchange.
2. Basic Inc. v. Levinson (U.S. 1988).  Fraud-on-the-market theory posits that a material misrepresentation affects stock price.  Purchasers and sellers of stock rely on stock price when transacting.  Therefore, material misrepresentation affects purchasers and sellers even if they didn’t know about misrepresentation.  S/H may therefore sue for harm and when they do they enjoy a rebuttable presumption of reliance.  This can be rebutted with evidence that severs link b/t price paid and misrepresentation (i.e. market didn’t react to misrepresentation).
C. Risk Hedging: Derivatives

1. Kinds of Instruments

a. Options.

b. Forwards.  Obligates the purchase of an asset at a specified date and price.
c. Futures. Like forwards but futures contracts are settled each day based on spot price (“marked to the market”).

d. Swaps. Payments made from one party to another based on some rate pegged to an external variable.
Rights of Bondholders
VI. Bond Doctrine

A. Bond Basics

1. Coupon Rate. Interest rate of a bond often expressed as percentage of principal.

2. Debt Value.  Value of straight bond trading at same coupon rate.

3. Conversion Ratio.  Amount of regular stock into which convertible may be converted.

4. Conversion Price.  Price used to calculate how many shares convertible gets.

5. Conversion  Premium

6. Bond Floor

B. Legal Treatment of Debtholders

1. Summary

a. Policy Issues
i. Lack of analysis founds treatment of debtholders.  They are in the same position of disadvantage as stock.

ii. Efficiency of self-protection

iii. Justness of self-protection.

iv. Predictability.  Is it really furthered?
v. Corporate responsibility or opportunism?

(1) Salutary effect of laws
b. Rule

i. Debt, even convertible gets no FD.  Simons.

ii. Test for Good Faith:  If the parties had thought to negotiate the term complained of would the action in question have violated it? Katz. 
iii. Law only peripherally concerned with self-dealing among Bd.  Simons
iv. Expropriation from one class to another OK unless explicitly contractually prohibited.  Katz.
2. Simons v. Cogan (Del. 1988) (Debt is contractual and gets no FD even if convertible).
F:  Subsidiary is sold a couple of rungs up the parent ladder in the process convertible B/H cashed out for $12 on every $19 of debt principal. Bondholders sue arguing BFD.
H:  FD is not owed to debtholders b/c an expectancy interest is insufficient to create FD.

N:  
(1) Corp. law basically req’d Bd. to act this way since it had duty only to common.


(2) Ct. looks at instrument not relationship.
3. Katz v. Oak Industries (Allen, 1986) (good faith narrowly construed, test for good faith, coercion)
F:  Oak, financially troubled, sells materials segment to Allied-Signal.  Agreement components:
i. Stock Purch. Ag.: A purchases 10M  O sh. for $15M plus shares.

ii. Common Stock Exchange Offer.  9 5/8% holders get .407 shares up to $38.7M

iii. Pmt. Certif. Exch. Off. $655 to 918 cash for debt conditioned on

(1) Comm. St. Exch. Offer succeed.

(2) Minimum tenders for each of 6 classes of outstanding debt.

(3) Removal of rest. cov. preventing issuance of pmt. certs.
C:  Plan constitutes a coercive measure to force tender of debt (since assets securing it would be gone) and thus violates implied duty of good faith.
H: Parties could not have wanted to give debtholders veto rt. over transaction.
R:  Good faith: If the parties had thought to negotiate the term complained of would the action in question have violated it? 
Coercion: Nothing wrong with allowing co. to induce debtholders to take a certain action.
N: 
(1) Case of wealth transfer (S/H forced D/H to accept lower grade security even though if company had been allowed to fail, D/H would’ve gotten fully taken care of.  S/H would’ve gotten close to nothing in bk, but got something through sales. LRA. 


(2) It’s also about Allen using efficiency to determine good faith.  This probably works were, but won’t always. 

4. Wolfensohn v. Madison Fund (Del. 1969)  Ct. OK’d swap of all of one company’s stock for some of another’s.  Debtholders of the original company (now a subsidiary) sued when the company basically became a money-losing tax shelter for parent.  Ct. found no breach and narrowly interpreted K to deny rts. guaranteed in case of “bankruptcy or liquidation.”
N:  Under Sinclair, this would be self-dealing if minority shareholders were involved.
5. Eliasen v. Green Bay and Western Railroad Company (E.D. Wis. 1982)
F: Holders of convertible debt with preferred stock-like properties sue when their company merges and they get nothing. The debt is a variable, non-cumulative coupon with rate determined at Bd. discretion.
H: 
(1) Security is debt, not equity.  While recognized to be equity for tax purposes, in this case, bundle of rts. indicated debt (at least it looked at nature or security and relationship, so better than Cogan).

(2) Although it examines relationship, ct. concludes that  Class B had no control.
N:   Case comes closest to making a good FD claim since debt is essentially stock. LRA.
6. Metropolitan Life Insurance Co. v. RJR Nabisco (S.D.N.Y. 1989) (note approaches taken in implying covenant of good faith and granting equitable relief).
F:  Ps, bondholders, allege breach of good faith and fair dealing by failing to maintain its good credit rating. Indentures explicitly stated that they did not limit additional incurrence of debt.  At best, a small number of the debentures included restrictive covenants which were bargained away by Ps.  Add’l docs show Metlife was aware of covenants restricting S/H payouts and knew risks, even, that it had been burned in past by LBOs where debentures didn’t include them.

H: 
(1) Covenant to restrict add’l debt cannot be implied b/c

(a) Action did not cause D to be unable to perform express guarantee.

(b) Fruits of K (regular pmt. of interest) were not spoiled. Adhesion K tends to favor Ps.
(c) Other factors include: Fact that investors had included these provisions in other bonds, through negotiation, and didn’t here (sophistication) AND mkt. probably priced in LBO risk.
(2) Relief cannot be granted on equitable basis b/c
(a) No unjust enrichment since no K violation.

(b) No frustration of purpose since no evidence that preventing add’l debt was principal purpose of debenture.

(c) No FD to creditors.
C. Fairness and Bondholders

1. FD stems from nature of relationship: Person A gives control to B for purpose of exercising power for some benefit for A.  Thus, relationship is about power and dependency.  This is present in both debt and equity.
2. Self-protection is a fiction.  B/H have little to no representation by management, underwriters or indenture trustees during K negotiation.  Result is that when they need protection the most, they get none; in fact everyone in public debt issuings is looking out for anyone but debtholders.

a. Problem is arriving at workable standards: Any clause that modifies risk should be allowed, after all reward reflects reward (if you believe ECMH). 
VII. Bankruptcy Rights of Debtholders

A. General Principles

1. 2 types of insolvency

a. Equity.  Inability to pay debts as they become due

b. Bankruptcy. Liabilities excess assets [but can still pay debts]

2. Options available to troubled corporation
a. Voluntary Restructuring

B. Rule

1. Maj. S/H owe creditors FD when company is in vicinity of bankruptcy.  Pepper.

2. S/H may bring suit when co. is in bankruptcy or in the vicinity, but we don’t know how close.  Pepper. 
3. New Value Rule.  S/H may get equity in going concern, but must pay for it.  Cf. Case (continued mgmt participation insufficient).
4. Bonus Rule.  D/H can get inferior security but must be compensated for it.
5. Judicial Evaluation of Plan

a. Ct. must determine fairness which requires determining value of co. as going concern.  Consolidated Rock. 

b. Mark Roe’s Alternative.  Float 10% of equity on public markets, estimate mkt. cap. give sh. to D/H in order of priority. 
6. Remedy

a. Equitable Subordination.  Available when mgmt improperly defalcates assets when co. in or around bankruptcy.
7.  Baird and Jackson.  Bk. law is about maximizing asset use and preventing use of assets by one class to harm interests of another.
C. Reorganization (a.k.a bankruptcy under Chapter 11).
1. When. 
a. Voluntary may be started by company filing with U.S. bankruptcy court.

b. Involuntary commenced by creditors  if it can show that

i. A debtor is generally not paying debts as they become due (equitable insolvency) or

ii. A non-bankruptcy receiver was appointed or took possession of substantially all of the debtor’s property.

2. Operations.  Generally, ct. will allow debtor-in-possession, however ct. can appoint trustee to operate.
3. Viability Requirement.  Ct. should only approve the plan when there the company is viable (i.e. it is not likely to reenter into bankruptcy or go into liquidation).  This is distinguished from plan viability (i.e. creditors will at some point get paid). 
4. Liquidation Standard.  All creditors must receive what they would get in liquidation other consent otherwise.
5. Impaired Class Consent. All impaired classes (senior class getting less than everything while junior gets something) must either
i. Accept plan or
ii. Receive or retain what they would have gotten in liquidation.
6. Alternatives to unanimous impaired class consent.
i. Articles of incorporation may state that not all creditors are req’d to accept plan, it can specify a % (usually >80%) of creditors.  However, plan must still be “fair and equitable.”  See Case.
ii. Cram Down. Ct. may force a non-consenting D/H to accept plan if it plan is “fair and equitable” (no junior class gets anything unless senior classes are fully satisfied).  11 U.S.C. § 1129. 

7. Other Reorg Plan Requirements

a. Ct. must value using accepted formula.  Zenith (DCF); Consolidated Rock (something like capitalized earnings).
b. Adequate information for approval.  Zenith (400 pages enough).
c. No Self-Dealing. Can be mitigated by Bd. hiring independent committee.  Zenith.
8. New Value Rule.  Ongoing equity participation requires commitment of new value.  
a. Opportunity to invest must be open to all, not just mgmt, AND fairly valued.  LaSalle.
b. But, different opportunities can be given to classes so long as fair and equitable.  In re Zenith.
c. Mgmt. expertise insufficient. Case.

9. Baird and Jackson on APR.  Whether senior can give something to jinior depends on whether you focus on intermediate holder or senior holder’s rights.
D. Pepper v. Litton (1939) 
(establishes corporation’s fiduciary duty to creditors in bankruptcy).
F:  Litton, sole S/H, conveyed all corporate assets to third party, filed bankruptcy and by enforcing salary claim that had been on books for years, acquired a substantial portion of the corporate assets, leaving the creditors with little or nothing to satisfy debt.

H:  Relying on equitable principles and on maj. S/H duty to creditors in bankruptcy, ct. declined to distribute assets pari passu, and subordinated L’s claim when it was part of an effort to defraud creditors.
E. Consolidated Rock Co. v. DuBois (1941) 
(fairness requires valuation, valuation should be as ongoing concern using capitalized earnings, absolute priority rule vis a vis S/H in reorg).
F: As part of a reorg merger, two sister corporations and their parent merged. Plan was: 
1. All assets transferred to new corporation; 

2. Subsidiary D/H exchanged secured bonds for 

a. 50% of the principal.

b. Remainder given in income bonds of inferior grade and pref. sh. with warrants to purchase common stock.

c. Accrued interest extinguished.

d. Net income split equally b/t D/H of subs, even though one was owed almost 2x.

3. Parent Pref. S/H get common sh. in new corp.

4. Parent common get warrants to purchase new common on same terms as D/H.
5. $5M claim that one sub had against parent extinguished.

H: 
(1) Lower Ct. erred in failing to determine fairness of plan
a. Fairness requires valuation of co. as a going concern when it will be such.  Lower ct. erred in using liquidation.  Douglas advocates capitalized earnings method.
(2) Lower Ct. plan violated absolute priority rule

(a) $5M claim was an asset of sub and properly belonged to D/H.  Allowing it to be extinguished benefited S/H @ expense of D/H.
(b) Accrued interest cannot be destroyed unless dissenting S/H get nothing.

(3) Plan unfair to D/H inter se since one was owed 2x more money than other.

(4) Bonus  Rule.  D/H can get inferior securities but they must be compensated for doing so.

F. Mark Roe’s Market-Based Solution

1. Float 10% of company on mkt., see what mkt. cap would be.  Give shares to D/H in order of their seniority.  They can then sell assets or keep.
G. New Value Rule

1. Case v. Los Angeles Lumber Products (1939). (New Value rule governs S/H participation in reorg prior to 1978 codification of “fair and equitable”).
F:  Parent reorged 7 subs by giving sub B/H P-Sh.  in new co. (77%) and old common S/H (23% sh.) in new co. Ct. found co. insolvent in bankruptcy and equity sense (D/H were owed $3.8M and co. had only $900k in assets). D/H challenged on basis of absolute priority rule.
H:  New Value Rule.  S/H may participate in reorg if their participation is proportionate to new value which they are contributing.  Here, expertise and continued participation was insufficient to justify 23%.
2. Bank of America Nat’l Trust v. LaSalle (1999) (Opportunity to contribute must be open to other parties, equity can’t restrict to selves).  
F:  B lent L $93M in non-recourse financing.  L reorgs. under ch. 11. Splits debt into secured and unsecured, pays off remaining.  Former partners invest $6M in new capital for 100% ownership.

H: “Plans providing junior interest holders with exclusive opportunities free from competition and without benefit of market valuation fall within the prohibition of § 1129 (b)(2)(B(ii)”  
· Opportunity to invest is company property and therefore cannot be given to S/H unless D/H can also compete.
Dicta:  Ct. suggests, but does not hold, that 1129 statement that junior can’t get anything “on account of such junior claim” means “because of;” it isn’t an absolute preclusion.  This is consistent with holding. 
H. Baird and Jackson on Protection of Secured Creditors in Bankruptcy.

1. Bankruptcy law should be designed to keep individual actions against assets, taken to preserve the position of on investor or another, from interfering with the use of those assets favored by the investors as a group.

2. Bankruptcy law is really about putting assets to their best use.  This should not include assessing the greater social impact of bk. but rather the narrower interests of the investors.
I. Absolute Priority Rule
1. Kham & Nate’s Shoes v. First Bank of Whiting (7th Cir. 1990) 
F: FBW loaned Kham, K, $50k.  K goes bk., but FBW gave $300k line of credit on condition that it would be paid first among creditors, but line could be repealed at any time.  FBW terminated line of credit but continued to allow suppliers to draw on letters of credit in supplier’s favor. When co. filed again, S/H offered loan guarantees in exchange for keeping their stock.
H: 
(1) Bank’s termination of line of credit, in preference of using LOCs was not inequitable conduct sufficient to warrant equitable subordination of claim.

(2)  Plan was not “fair and equitable” b/c junior class, S/H, got to keep stock while senior class, Bank, didn’t get paid in full.
(a) New Value Exception prohibits retention of interest.  Equity and option to buy equity are property, and should belong to senior.  If they want existing S/H to participate, they can allow it.  It isn’t up to the ct. 

(b) Ct. stops short of declaring new value exception dead letter in light of 1978 amendment b/c guarantees are not “new value.”
2. In re Zenith Electronics Corp. (Del. 1999)

F:  As part of reorg plan, Zenith’s largest S/H and D/H, LG, proposes elimination of S/H interest and substantial reduction of debt. Additionally, plan conditions reception of new debentures on voting for plan.  Over 95% of each class approves.  Min. S/H sue claiming inducement offered exclusive opportunity, against LaSalle, disclosure statement inadequate, valuation improper and plan not in good faith.

H:  
(1) Exclusive opp. OK if plan is “fair and equitable,” unlike LaSalle, plan here is.

(2) Statement adequate when over 400 pages long and containing tons of info.
(3) Ct. uses DCF with discount higher than MS but lower than biotechs.

(4) Plan in good faith b/c (a) has legitimate purpose, (b) no self-dealing b/c independent committee used (even though they hired).
3. Baird and Jackson on the Absolute Priority Rule.
a. What happens if senior creditor wants to give some equity to junior but intermediate creditor objects? Depends on whether you focus on rt. of senior to do whatever it wants with its interest, or whether you focus on the rt. of intermediate to prevent junior from getting anything.
VIII. The Indenture Trustee

A. Summary

1. Liability.

a. Indenture cannot relieve trustee from liability for negligence or willful misconduct, except BUT 
b. HUGE LOOPHOLE: Only liable for good faith errors in judgment if negligent in getting facts AND can rely in good faith on mgmt statements. 
c. No fiduciary duty exists.  Morris (dual status of trustee OK b/c no FD).
i. BUT State law may require FD.  Broad (citing Dabney that NY law requires absolute singleness of purpose and TIA doesn’t eliminate pre-existing FD); U.S. Trust (citing Dabney that IT cannot profit at expense of trustees).
d. No duty to provide extra-contractual benefits.
2. Conflict of interest extremely narrowly construed.
a. Dual status as creditor and trustee doesn’t create cognizable conflict.  Morris.
b. But common law permits action for intentional misconduct.  Morris.

c. Clear self-dealing is cause of action.  First Nat’l.
B. Trustee Indenture Act

1. Trust Indenture Act (TIA) of 1939 and Reform Act of 1989

a. Originally applied only to indentures and required their registration with SEC

b. Duties prior to default. § 315(a).  Unless otherwise provided, bond to be qualified (submitted to the SEC) is deemed to include provisions . . . 

(1) The indenture trustee shall not be liable except for the performance of such duties as are specifically set out in such indenture; and

(2) The indenture trustee may conclusively rely, as to the truth of the statements and the correctness of the opinions expressed therein, in the absence of bad faith on the part of such trustee, 
upon certificates or opinions conforming to the requirements of the indenture; but the indenture trustee shall examine the evidence furnished to it pursuant to Section 314 to determine whether or not such evidence conforms to the requirements of the indenture.

c. Duty to notify upon default.  § 315(b).  Trustee must give notice to security holders unless the Bd., E-Committee, responsible officers or its directors determine in good faith that withholding is in security holder’s interests.

d. Duty in Case of Default.  § 315 (c).  “The indenture trustee shall exercise in case of default (as such term is defined in such indenture) such of the rights and powers vested in it by such indenture, and to use the same degree of care and skill in their exercise, as a prudent man would exercise or use under the circumstances in the conduct of his own affairs.”

e. Responsibility of Trustee.  § 315(d).  “The indenture to be qualified shall not contain any provisions relieving the indenture trustee from liability for its own negligent action, its own negligent failure to act, or its own willful misconduct, EXCEPT that:

(d)(2) Unless explicitly stated otherwise, trustee not liable for good faith errors of judgment unless it was negligent in ascertaining facts.  Combining with a(2), really all ascertaining facts means is getting info from company (which (a)(2) can rely on unless in bad faith) and making sure info conforms to indenture. 
(d)(3) Unless explicitly stated otherwise, trustee not liable for good faith actions taken at the direction of the majority in amount of security.

2. State laws. TIA doesn’t exhaustively define trustee duties.  Many of the duties actually exist under State law.  State laws can impose fiduciary responsibility when a party relies on the power of another, but TIA limits liability to contractual ones. 
3. Morris v. Cantor (S.D.N.Y 1975) (Mere dual status of trustee does not create conflict of interest, in any case, no FD exists).
F:  1967, Co. issued $20M in 4% convertible subordinate unsecured debentures under an SEC registered indenture.  Convert. sub. D/H sued claiming Banker’s Trust, D, violated TIA and common law fiduciary obligation when it also became the holder of senior secured debt.  D filed 12(b)(6).

H: 
(1) TIA creates private right of action to enforce its violations.

(2) Mere dual status of D does not create conflict under § 77ooo(d). BUT common law allows liability for willful misconduct and it is possible that Bank intentionally disregarded interests of bondholders, therefore Ct. denies 12(b)(6) and remands.
4. U.S. Trust Co. of N.Y. v. First Nat’l (1st. Dep’t, N.Y. 1977)
F: Current trustee brings suit against former trustee for conflict of interest when it failed to declare debentures in default while it accepted interest payments on monies it lent to the issuer.
H: 
(1) Trustee failed to act like a reasonably prudent person.

(2) Citing Dabney, trustee cannot profit at the expense of fiduciaries.  This duty is fiduciary and not contractual. TIA does not destroy fiduciary duty.
5. Broad v. Rockwell International Corp. (5th Cir. 1981).  

Contrarily holds that some fiduciary obligation on the part of trustees exists, but that that obligation doesn’t require them to provide benefits in addition to those contractually specified.

6. Elliot Assoc v. J. Henry Schroder Bank & Tr. Co. (1988)
F:  P, D/H, sued when trustee waived 50-day notice period which would have entitled them to an additional $1.2 million in interest.

H:  
(1) Indentured trustee is under no obligation to “provide benefits for debenture holders over and above the duties and obligations it undertook in the indenture.”
(2) Only add’l duty of IT is to avoid conflict of interest.
(3) Indentured trustee has no duty of undivided loyalty like normal trustees.
IX. Interpreting the Bond Contract
A. Summary

1. Policy Concerns

a. Certainty.  Efficient markets require consistent contractual interpretations.  Sharon Steel.

2. Factors.
a. Intent v. Text

i. 4-Corners approach.  Sharon Steel.

ii. Intent should not be used unless term is ambiguous.  Harris.

iii. Intent must be clear. ADM, remand.
b. Balance of Considerations.  Interpretation should balance harms and benefits such that no party greatly sacrifices for another’s minor gain.  Sharon Steel.

c. “All or substantially all” determined at time course of action decided.  Sharon Steel.

d. Bargaining Position/Sophistication  Controversial

i. Rudbart (parties equal).
ii. If parties equal, should not construe adhesion K against debtor.  ADM, remand.
e. Boiler Plate provisions get interpreted by judge, and usually narrowly.

f. Public Policy. Cf. Rudbart (enforcement advanced PP).
g. Form over meaning.  ADM (Ct. allowed use of equity to pay sinking fund deb. when deb. prevented use of any security bearing rate less than 16%, which equity is).
B. Factors
1. Sharon Steel Corp. v. The Chase Manhattan Bank, N.A. (2d Cir. 1983).  Convertible debs had clause whereby holders could not prevent sale of “all or substantially all” of assets, or merger if bonds redeemed in full early or equivalent bonds are issued.  Co. sells off main asset (>50% profits and book value). Trustees demanded pmt. and sign K stating trustees will not enjoin asset sales/liquidation if cash fund is set aside. Co. liquidates remaining assets and gives proceeds to S/H.  Sharon (S) (who bought most assets) issues supplemental indentures which trustees refuse to sign.  Trustees sue claiming default, S countersues.

H: 
(1) Successor obligor clause did not permit UV to assign its debt.
i. Policy Reason:  Consistency.  Clause is boilerplate and should have consistent interpretation to facilitate efficient capital markets.  Consistency is best assured by allowing ct., not jury to determine meaning.
ii. Evidence of Intent irrelevant. Consistency requires 4-corners approach.

iii. Purpose of clause is to protect both the company and creditors, not just company.
iv. Balance of Considerations.  Interpretation should balance harms and benefits such that no party greatly sacrifices for another’s minor gain.  

v. “Boilerplate successor obligor clauses do not permit assignment of the public debt to another party in the course of a liquidation unless “all or substantially all” of the assets of the company at the time the plan of liquidation is determined upon are transferred to a single purchaser.”
(2) UV had to pay redemption premium.  It makes no sense to allow companies to avoid redemption by willfully creating default.

N: Meaning of “all or substantially all” is still unclear in most jurisdictions.
2. Rudbart v. N. Jersey Dist. Water Supply Comm’n (N.J. 1992)
F:  1984 Comm’n (C) issued $75M of 7 7/8% with a 1987 maturity date.  Redeemable by C with 30 day notice for accrued interest plus redemption price (100.5% to 101%).  Fidelity required C to put enough money to cover redemption in escrow account.  C chose to redeem but did not mail notice, rather it put ads in local papers.  S/H who got notice late redeemed, but they sued for interest between date when redemption would have occurred June, 23 until they actually redeemed.

H:  Notice provision not subject to entire-fairness test because
a. Parties’ relative bargaining position is equal. C not in superior bargaining position, invalidation of notice would contravene public policy and invalidation would contradict legislative policy of self-protection.  See Henningsen.
b. Subject matter. Here, SM is not a necessity like food or rent.

c. Economic compulsion not present, investors could have put their money anywhere.
d. Public Policy: Enforcement advances rather than contravenes public policies. 

D (Petrella): Breach of Duty Issues
· A division of Fidelity notified own customers but not others, however, F argued that is was an indentured trustee not common-law trustee and that there was a Chinese wall between Trust and other division.

· Ct. held that according to internal documents, Bank was a trustee and that Chinese wall irrelevant because bank, not divisions, had duty of undivided loyalty.

3. Morgan Stanley & Co. v. Archer Daniels Midland Co. (S.D.N.Y. 1983)

F: 1981 ADM issued $125M in Sinking Fund Debentures, (usually you put money aside in an account money that you can use to pay bonds as they become due). which allowed company to redeem at specified percentages (p.541).  However, if redeemed before 1991, can’t be redeemed using debt bearing an interest rate less than 16.08% per annum.  ADM made two secondary stock offerings for $145M.  ADM sues claiming that redemption through sale of equity constituted redemption through security bearing less than 16.08% per annum.
Morgan Stanley paid 1,252 b/c they knew that that interest rates go down.  
H: Formalism: Clause covered debt but not equity, therefore provision not breached.
R/A:
(a) Ill. ct. interpreted different way.
(b) ABA Model Indenture Act recognizes that redemption may occur through funds gotten through something other than debt.

(c) Language itself supports it.

Remand (Sand):  

(1) Plain meaning can go either way on “directly or indirectly”

(2) Intent is also difficult.  ADM may have rejected and absolute “no call” provision, and ADM thought it could issue stock to redeem.

(3) Inappropriate to interpret terms against ADM because it was negotiated by sophisticated parties on both sides of the table.

N: Mkt. seemed to think covenant prevented redemption since mkt. price was higher than redemption price.
4. Harris v. Union Electric (Mo. App. 1981): Extrinsic evidence should not be considered unless there is a preexisting ambiguity.
5. Why should it matter that something is boilerplate?  Mitchell doesn’t seem to think it makes a difference.
Rights of Contract Claimants

X. Summary

1. Dividends
a. Generally

i. Once dividend is due, fiduciary duty exists to pay it.  Baron v. Allied.

b. Non-cumulative dividends. If earnings used for legitimate outlays, broadly construed, S/H must challenge that same year. Gutmann.

i. But see Dividend Credit Rule (requiring pmt of current pref. dividends before pmt. of common).

c. Rights narrowly construed.  
i. Wood (Sale of main profit generating asset does not trigger recapitalization provision when stock not eliminated despite being made close to worthless).
ii. Hariton (Equal dignity allows circumvention of pref. protections).

iii. Rothschild (cash out merger does not trigger pref. liquidation provision).
iv. But see Shidler (Ct. triggers pref. protections based on effects of transaction)
d. Even overt attempts at destroying preferences OK.  Bove (Ct. declines to apply liquidation provision when co. creates second co. to merge into for express purpose of eliminating preferences).

2. Fiduciary Duty to Preferred

a. Korenvaes suggests that good faith and fiduciary duty are functionally the same.  
i. There are times when parties would compromise, but FD requires undivided loyalty.

ii. Source differs.  FD comes from power and dependency, good faith comes from contractual expression of autonomy.

b. FD exists for rts. that are shared, but not for contractually unique rts. (pref. div.).  Jedwab (for example, if both pref. and cmn can vote).
c. Unclear after Jedwab, how Bd. is to interpret pref. contract: as fiduciary or arm’s length.
d. Cts. ignores actual nature of preferred.  Liggett

e. Ignores equity interest in preferred (they have a claim to assets too, we just forget b/c we screw them out of it so often).
f. Harms investment by discouraging early stage venture capital. Though you have to deal with Modigliani-Miller theorem (best way to deal with it is informational asymmetry). 
g. Bd. can coerce relinquishment of pref.  Marriot.
h. Wealth transfer b/t preferred and common seemingly OK.  Korenvaes.

3. The Modigliani-Miller Theorem.  In the absence of taxes, bankruptcy costs, and asymmetric information, and with perfect markets, the value of a firm is unaffected by how that firm is financed.
4. Though contractual protections are the only ones available for preferred, some Cts. have strictly interpreted language in favor of preferred.  See Wouk v. Merin.

5. Appraisal available for conversion adjustment.  Bove.
6. Literalist Interpretation

a. Fails to ask: To whom does the property interest belong?
b. Inefficient.

XI. Preferred Stock

1. Gutmann v. Ill. Cent’l R&R., (2d Cir. 1951) (no obligation to pay non-cumulative dividends unless in K).

F:  Bd. hadn’t paid preferred dividends but did pay common.  Preferred sued.
H:  Bd. could properly refuse to pay non-cumulative dividends because the rules for paying preferred dividends are less strict than those on common stock. If earnings are used for legitimate capital outlays and claim is not asserted within 1 year, then cannot be asserted.
N:  Contrast this case with the “Dividend Credit Rule” (NJ and SC), requiring payment of current non-cumulative before pmt. of current div. to comm.. common can get current dividends, but payment of any other dividends requires payment of arrears.
2. Baron v. Allied Artists Pictures Corporation (Del. 1975).

F:  Min. S/H but maj. pref. gets control of company when co. fails to pay pref. div.  After a while, co. has money to pay, but S/H prevents so it can retain control. S/H sues Allied seeking to invalidate 1973 and 1974 Bd. elections claiming that Bd. improperly retained control of the Bd.
H: Ct. holds for D finding that pmt. of div. is at Bd. discretion and that there is neither abuse of discretion nor fraud by the Bd. BUT Ct. holds that Bd. clearly has “a fiduciary duty to see that the preferred dividends are brought up to date as soon as possible in keeping with prudent business practice.” So there, it doesn’t rule out future suit. 
N:  Self-dealing could’ve been argued that non-payment was just to perpetuate selves in office (traditional self-dealing claim).
3. Entitlement to pref. is fiduciary, payment and scope is not.
4. Burton v. Exxon (SDNY 1984).  Parent and maj. owner in sub pays arreared dividends to classes in which it has substantial control and not those it doesn’t. Ct. applied Sinclair test (complete fairness test) for self-dealing but finds fairness b/c K dealt with this situation.
XII. Convertible Preferred Stock 
1. Wood v. Coastal States Gas Corp (No FD to pref.)
F: To satisfy gov. ordered refund to customers, Coastal (C) agrees to spinoff its sub, Producing, and its sub, Lo-Vaca.  Producing renamed Valero (V).  Customers get 5.3% of Coastal, 13.4% of V,, $8M in V debt, 1.1M V pref. sh. V gets $80M in C pref.  Remaining 86.6% goes to C S/H as special dividend on 1 for 1 basis.  Holders of Coastal pref. sue b/c main revenue generating asset was spun-off and $ went to common, but they got nothing in violation of their conversion preservation provision.
Provision:  If corp. is recapitalized, consolidated or merged into any other or if it conveys all or substantially all of property, pref. get, instead of common stock, pref. stock with same terms and conversion ratio and if they convert, the same “kind and amount of securities or assets as may be distributable upon such event as would be distributed to common.

H: Ct. finds for D finding that provision not triggered b/c transaction not recap, consold. Or merger.  Provision designed to preserve pref. conversion in the event that common S/H disappear, not if their value decreases. 
M:  Ct. misconstrues claim, it should be BFD b/t S/H and Bd.
XIII. De Facto Merger Doctrine
1. Hariton v. Arco Electronics Inc. (1963) (merger appraisal rt. can be circumvented by using asset acquisition law).

F:  A sells all assets to L for L shares.  A submits sale for S/H app. 
H: While ct. explicitly acknowledges that transaction is in effect a merger, b/c of equal dignity, transaction should be treated as asset sale, therefore no appraisal rt.
2. Rothschild Int’l Corp v. Liggett Group (Del. 1983) (= dignity in face of BFD claim by powerless pref.).
F: L merges into Grand Met. cashing out pref. at less than would have gotten in liquidation.  P claims BFD b/c transaction structured to avoid paying K determined sh. value.  
H: (1) Merger not liquidation (2) Liquidation of security not liquidation of assets under cert.  
N: Ct. doesn’t care that pref. had few rts. (not convertible, not redeemable, couldn’t be called).  Ct. also sidesteps question of fairness.
3. Rauch v. RCA Corp.  (2d Cir. 1988) (= dignity allows circumvention of pref. protections).
F:  Pref. sue claiming that cash out merger was functionally a redemption (would’ve gotten $100 in redemption, but got only $40 in merger). P basically argues that liquidation should apply to elimination of class as well as corp.
4. Shidler v. All American Life & Financial Corp. (Iowa) (Contrast: effects-based transaction classification).
5. Bove v. Community Hotel Corp. (1969)

F:  Co. creates second co. for purpose of eliminating preferences.  Cmn get shares in new co. Pref. has 1:5, pref.:comm., rt. Under cert., eliminating pref. would have req’d unanimity, only 2/3s in merger.
H: Ct. finds no violation of absolute priority rule b/c it only applies to liquidation and this isn’t liquidation.

6. HB Korenvaes Investments, LP v. Marriot (Del. Ch. 1993) (Allen)

F:  Marriot spins of profit generating assets leaving debt behind, also suspends dividend pmt.  After announcement, P’s buy pref.  Ps sue

H: Ct. rejects all P claims:
(1) Transfer of assets is coercion to force conversion.  Unless FD exists, Bd. can provide inducements to S/H in their exercise of rts.
(2) cash pmt. to cmn while suspending dividends violates preference. 
(3) Spinoff violates antidilution provision.  K antidilution provision allows adjustment using FMV.  D’s use of book value does
N: Allen analyzes this as business decision (but is boosting stock price really a valid business purpose?
7. Jedwab v. MGM Grand Hotels Inc. (1986)
F:  To boost its sagging sh. prices, MGM offers to exchange one third of outstanding common for Ser. A Conv. Pref.  Pref.  MGM must redeem set number of shares per year at either $20 or market price, whichever is lower.   MGM Grand seeks to merge with Bally’s in cash out merger.  Bally’s offered $440M (didn’t specify how it should split among pref and cmn).  $14 for pref./$18 cmn. determined fair, but more than $440M, so Kerkorian only takes $12.86 (and right to use name) for his common and gives difference to S/H.  S/h approve transaction. P, minority of pref. sues, alleging BFD for failing to properly apportion benefits b/t pref. and cmn.
H: Pref. have rt. to claim FD where the characteristics of pref. overlap with those of common.  Allen applies Sinclair finds self-dealing in that Kerkorian received something different than other S/H, but determines price rec’d to be fair.
N: This rt. has only worked in the merger context where there is self-dealing by common upon preferred.
Rights of Ownership Claimants
XIV. Summary

1. Common Stock Dividends
a. BJR (essentially gross negligence) applies to payment of dividends unless self-dealing exists.  Gabelli.
b. Oppression may force payment of div.
i. Some cts. define as deprivation of reasonably expected ROI.  More likely to be found in close corps.  7L Ranch.
2. Stock Repurchases

a. Defensive measures get BJR if Bd. shows.  Unocal
i. Bd. reasonably perceives threat to corporate policy or effectiveness, AND

ii. Response is reasonable and proportionate.

(1) Threat to corporate culture sufficient.  Paramount v. Time.
iii. BUT, once breakup is inevitable, Bd. must get best deal.  Revlon.
3. Preemptive Rights
a. Protect against voting and value dilution.
XV. Dividend Policy
1. Gabelli & Co. v. Liggett (Del. Ch. 1982)

F:  S/H in cash out merger sue for payment of dividends (which had been traditionally paid).

H:  BJR applies to payment of div., unless self-dealing (Bd. gets something to the exclusion and detriment of min), then Sinclair applies.
N:  This case seems to recognize a property right to dividends, difficult to reconcile with rest of corporate law.

2. Dividends and FD in Close Corporations

a. Fox v. 7L Bar Ranch Co. (FD in close corporations)
F:  An interlocking set of family owned cos. begin to fail.  Maj. of one freezes out min..  Min. sues alleging oppression.
H: Oppression, usually a violation of FD by unfair conduct, may warrant pmt. of dividends.  Oppression more likely to be found in close corporations. 
b. Smith v. Atlantic Properties: Min. possesses FD when able to unilaterally block Bd. div declaration. 
XVI. Defensive Measures
1. Unocal Corp. v. Mesa Petroleum Co.
F:  Mesa makes two-tier tender offer (front: cash/back: junk bonds) for $54, below real value (really just wanted greenmail).  BOD adopts exclusive self-tender at $72 through bonds. Mesa sues 

H:  
(1) Unless self-dealing shown, defensive measures, OK if BOD shows:

(a) BOD reasonably perceives threat to © policy or effectiveness,

(b) Reasonable and proportionate

(2) If (1) satisfied, BOD get BJR.

(3) Discriminatory self-tender OK b/c Mesa caused harm 

2. Revlon.  Once Bd. determines sale is inevitable, it must get the best price available for S/H.
3. Paramount v. Time. Threat to culture sufficient to satisfy BJR where breakup not inevitable.
XVII. Preemptive Rights
1. Katzowitz v. Sidler (NY 1969)
F:  Close corp with 3 S/H, each with equal ownership.  2 of the shareholders want to oust the other 1 and offer new securities at a value 1/18 of book value.  3rd declines to purchase, and then sues when the corp dissolves and the other 2 get more money because of their higher share holdings.
H: Ct. finds for P b/c issuing had no legitimate business purpose.  Squeezing out S/H not valid business purpose.  Min. should not have to continually bid against other S/H to keep ctrl.
N: Ct. should’ve seen as self-dealing then req’d Bd. to show fairness.
2. Ski Roundtop, Inc v. Hall (Mont. 1983)
F: Ski Yellowstone is a sub of Ski Roundtop, which issues several series of convertible debenture (after issuing stock).  Hall (H), S/H, acquires debentures and converts them and gets control of corp.  Founders (who don’t want to invest more money to retain control) advise against additional investment in corp.
H:  Business judgment rule protects issuing of convertible debt.
D: This is a self-dealing case and Bd. should have to prove entire fairness.
3. Frantz v. EAC Industries (Del. 1985) 
F:  As part of an MBO plan, CEO authorized purchase of sh. that would allow mgmt. to control by purchasing less sh.   CEO had secured funding, but didn’t pull trigger.  EAC gets control of Frantz through S/H consent provision (after having secured purchase of 51% of stock).  Consent provision also changed bylaws to require unanimous vote for any Bd. action.  Before new Bd. elected, Bd. funds ESOP plan and dilutes EAC’s 51% stake.

H:  
(1) Bd. decision to fund unauthorized b/c it violated bylaws’ unanimous req’t.  Problem with this is that Bd. had already authorized, therefore, unanimous consent could just as easily be required to stop funding.
(2) OK that Bd. member resigned and sold stock to EAC b/c Dir. can freely deal in their own stock.

(3) Ct. sidesteps BJR by saying Bd. cannot act merely to perpetuate itself in power AND once control is transferred BJR can’t protect.

N: This case really about ct. seeking to encourage bidding for sh.
XVIII. Recapitalization and Restructuring

1. Leader v. Hycor (Mass. 1985)
F: Maj. (85%) cash out minority through reverse stock split (instead of cash out merger or open market repurchase).  Split is 4,000 old sh. = 1 new sh., and no fractional sh. can exist.  This effectively cashes out minority. Issue is whether Bd. had power to reverse split and whether it was fair.
H: 
(1) Statute allows Bd. to reverse split.

(2) Maj. established leg. biz. purpose, and min. did not show less restrictive alternative.  Rule for action in close corporations is whether “controlling group can demonstrate a legitimate business purpose for its action, the minority can show less restrictive means.  Wilkes.

N: Some jurisdictions don’t allow freezeout by reverse stock split.
XIX. Fiduciary Duty and Corporate Democracy

1. Blasius Industries Inc v. Atlas Corp. (Del. 1988) (Allen)
F: B leverages itself through $60M in junk bonds to purchase 9.1% of A.  B gets another S/H to sign consent statement requiring (1) Precatory (request) to implement plan for sale of assets and issuance of bonds, the proceeds of both going to S/H, (2) Amend bylaws to expand Bd. to include 8 new named persons (basically, B starting a proxy battle).   Existing Bd. appoints two of its own directors anyway as a means of obtaining control.

H:  (1) Ct. nullifies Bd. action despite noting good faith b/c Bd. is denying S/H means of asserting control (i.e. S/H democracy).  So control is treated differently than $?
(2) Can also be distinguished from Paramount b/c here you aren’t trying to get a better offer, just preserving control by thwarting S/H democracy.
N: Shaky distinction to deny market for control (Unocal) while protecting corporate democracy.  
2. ER Holdings v. Norton (Mass. 1990)
F:  ER (sub of BTR) makes a hostile tender offer to acquire Norton together with a contemporaneous proxy solicitation.  If it was rejected by the board they would submit the proxy at the annual meeting.  The board rejected the offer, cancelled the regular meeting, and scheduled a special meeting. ( sue for an injunction on the special meeting, a holding of the regular meeting, and an injunction on Mass Gen L ch. 110c – anti-takeover statute (acquiring corps often brought suit once they announced the offer to invalidate the statute against their offer).
H:  Bd. cannot amend by-laws as they are a K b/t S/H and Co.

N: This K analysis is flawed b/c:

(1) No real consideration for Bd. (no rt. to salary or equity).

(2) No bargain (Lawyers, not S/H draft articles)

In reality, K is a statutory document.  Tauro, J., gets it right but using the wrong analysis.
b/c they are a statutory instrument.  Bd. has FD to follow an implement it.
3. Anadarko Petroleum v. Panhandle (Del. 1988)
F:  Pan. spun-off subsidiary through dividend to existing shareholders.  Prior to distribution, company started trading shares on market on “as-issued basis.”  After trading but before distribution, Pan concluded contracts with sub in its favor.  

H:  Prnt. owes no FD to prospective S/H of spin-off sub. even if it created a mkt. for shares b/c expectancy interest does not justify FD.
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