CORPORATIONS – Cunningham – Spring 2007

I. INTRODUCTION.

A. Theory:

1. A series of contractual relationships; [Henry Butler] a nexus of contracts where the State is limited to enforcing the contracts. 

2. Three views on corporate governance [Margaret Blair]:

a) Finance Model – owned by shareholders and thus managed in the interest of shareholders. Problem of separation of ownership from control, leads to waste.

b) Market Myopia – Managers are too attentive to unaware shareholders, negative effect of short-term gains over long-term larger but deferred interest.

c) Financial Self-Interest – Shareholders understand the overall gain, but prefer their own gain over policies that increase overall social wealth.

3. Moral Agent: The company as a social institution; has a significant impact on society, thus must be responsible to society.

B. Definitions.

1. A corporation is (1) an entity that consists of an intangible structure for the conduct of the entity's affairs and operations, (2) the essence of which is created by the state, and (3) possesses the rights and obligations given or allowed it by the state, which rights and obligations are more or less parallel to those of natural persons.

2. Legal status separate & distinct from people who comprise it & consisting of a structure within which the corporate enterprise is contained.

3. Rights, Powers, & Obligations 

a) Model Business Corporation Act, adopted by half the states.

i) § 3.01; Organized to conduct lawful business in an otherwise unregulated industry. (Banking & Insurance have special purposes, different statutes.)

ii) § 3.02; Power to do any other lawful act to further business and affairs.

iii) § 3.04; Challenging validity of action cannot be based in a lack of power to act.

b) Same obligations under law as a person, when appropriate. Criminal law examples.

c) Constitutional Rights:

i) Has freedom of speech, due process, equal protection.

ii) Has freedom from unreasonable seizure, though perhaps not as extensive.

iii) Does not have self-incrimination immunity from grand jury, b/c State created entity receives franchise so State has the right to examine if that franchise has been abused.

4. Distinguishing Features of Corporation: 

a) Separate legal entity w/ own assets & liabilities, where shareholders own an interest but are not liable for the debts.

b) Creation under State auspices.

c) Franchise fee.

d) Corporate tax rate, not individual. “Double Taxation” where the corporation is taxed and any shareholder distribution is also taxed.

5. General Partnership: owners are obligated for the business' liabilities, personal formation that can be informal, no state mandated fee, entity level tax “Passed Through” to owners.

6. Hybrid LLP and LLC aim to get advantages of limited liability & pass through taxation.

C. Legal significance of the State of Incorporation.

1. Domicile for sake of jurisdictional purposes.

2. Internal Affairs Doctrine, the state of incorporation (i.e. Delaware) is the governing corporate law for the internal affairs of the corporation. 

D. Difference b/t a Publicly held and Closely held corporation:

1. Shares available on Securities Market or not – Practical effect, deep liquidity.

2. Legal consequence – publicly held corporations are subject to the additional overlay of Federal Securities Regulation law.

3. The Corporate lawyer's client is the corporation entity (by default).

a) Not the managers, employees, shareholders, creditors, or debtors. 

b) Because the interest of the corporation may be different than the individuals.

c) Difficulty to figure out what the interest of the corporation is.

d) Any Corporate representation must make clear that the lawyer works in the interest of the corp and not the individuals within.

E. Devices to protect investment: Agents such as a Board of Directors for strategy, Shareholder meetings for oversight and disclosure, Voting by shareholders for voice, derivative actions,  option to sell the stock.

1. Debt investors will care less than equity investors about voting.

2. Supermajority voting requirements for some topics such that a minority can block.

3. Where no option to sell, disclosure and voice mechanisms should be stronger.

4. The conflicts between interests are necessary Agency Costs

II. AGENCY.

A. Forms of Authority: (1) Explicit authority; (2) Apparent authority – arises on principal manifestations to third-parties that agent is authorized to act on behalf; (3) Inherent authority – where the capacity necessarily carries certain powers; (4) Ratification authority.

B. General Agency Concepts:

1. Θ knows principal identity and knows agent is acting on behalf, fully disclosed, only principal is liable.

2. Θ only knows agent is acting on behalf of unknown principal, partially disclosed, principal & agent are both liable.

3. Θ does not know of any agency relationship, undisclosed, principal & agent both liable.

4. Agency Relationship: consent by principal that agent is principal's agent, consent by agent that agent is principal's agent, principal's control over agent.

C. A. Gay Jenson Farms Co. v. Cargill, Inc., (Minn. 1981) – [Agency Relationship]

1. Huge close corp agri-bank, w/ grain elevator it financed, bought & sold on exchange, bought / sold supplies, seed, consulting, conducted co-ventures.

2. Grain elevator went bankrupt; Cargill based on its actions became the principle & liable, absent a formal contract; different from an arm's length commercial relation.

a) gave directives to agent on how to act; manifest of consent.

b) the grain elevator doing as directed, acted.

c) Cargill was in control. 

3. Not mere “creditor / debtor with contractual conditions so secure interest” b/c there was too much involvement in all operations.

4. Not “just buyer/seller” b/c not typical relationship b/t buyers & sellers that are unrelated.

5. This is Agency, no fraud intended, simply activity that as a matter of law exposes the principal to obligations. 

D. African Bio-Botanica, Inc. v. Sally Leiner, t/a Ecco Bella, (N.J. App. 1993). [Disclosure]

1. Π seeking payment from Δ-individual who is sole party of Δ-corporation.

2. Δ failed to give adequate notice of the representative relationship, failed to create  liability protection. Δ was personally liable as the undisclosed principle.

3. “Notice” is knowledge of a fact, should know it, or has been given notification through adequate or specified means or if other facts lead the party to should know.

4. Fairness & expediency require that the Π not be required as law to ask if the Δ is agent.

E. Water, Waste & Land, Inc., d/b/a Westec v. Lanham, (Colo. 1998) – Record notice of filing as LLC with the State is insufficient, because the purpose of filing is not constructive notice for agency law.

F. Fennell v. TLB Kent Co., (2d Cir. 1989) – [Apparent Authority]

1. Alleged race discrimination; Agent accepted a $10K settlement offer; Principal disagreed w/ settlement amount, prior statements for a minimum. 

2. Appellate court: no inherent authority unless the client tells the other side that the lawyer does have that power, this wasn't apparent authority.

G. U.S. v. International Brotherhood of Teamsters, (2d Cir. 1993) – [Actual Authority]

1. Settlement of civil contempt b/t U.S. and union for breaking racketeering agreement.

2. Union & clients attempt to deny that lawyer had authority to enter into that agreement.

3. Court rejects finding actual and apparent authority. Actual authority can be implied. 

a) The clients had acted according to the settlement.

b) The lawyer had said he had authority, with no objection.

c) Indications that the lawyer was acting under the clients direction.

H. Koval & Koval v. Simon Telelect, Inc., (Indiana 1998) – [Inherent Authority]

1. Estoppel, i.e. Inherent in a Relationship

2. The Lawyer is an Agent for the Client in Open Court.

I. Conn. Junior Rep. v. Doherty, (App. Ct. Mass. 1985) – [Ratification Authority]

1. Will changed beneficiaries twice, but second codicil drafted mistakenly used original will beneficiaries; testator examined the second codicil in detail and did not object.

2. Π suing the negligent actions of the lawyer (Π being removed lacked standing).

3. Must assume that will was properly examined and ratified with full awareness.

a) Testator consciously ratified the mistake, thus relieving the draftsman of liability.

b) Agent was acting outside his scope of apparent or inherent authority, but the principal action ratified that unauthorized agent action.

J. Note relationship b/t ratified and apparent authority. 

1. Ratification, related to “Promoter Activities” for Corporation Law context.

2. Both make the principal liable for the actions of the agent taken even without approval.

3. Apparent brings in liability, ratification tends to be positive consequences.

K. Liability for Torts by Agents

1. Respondeat superior for a bouncer injuring a bar customer, distinguishing point is scope of employment.

2. Employer is responsible for employees, but not for independent contractors.

a) Employee relationship is determined by physical control.

b) Employer responsibility only when employee is acting within scope of employment.

c) Dangerous activity exceptions when stakes are so high for potential damages.

L. Agent Duties & Standards of Behavior

1. Agents have significant discretion, duties of care and loyalty exist to reduce the agency costs such that principals do not have to monitor the agents constantly or even at all.

2. Duty of Care, officers & agents must act as reasonable prudent people would do in similar circumstances.

3. Duty of Loyalty, officers & agents are required to act in the best interests of the principals at all times, including when against the interest of the officers & agents.

4. Duty of Good Faith, 

a) Conceived in Agency law, has started to creep into Corporations.

b) Taking of bribe by agent from Θ may not breach duty of loyalty, as interests might overlap; duty of good faith comes in to dissuade acceptance of bribes.

M. Tarnowski v. Resop, 51 N.W.2d 801 (Minn. 1952) – [Fiduciary Duty of Agents]

1. Corporation seeks to expand business, brings in experts (investment banking) to advise.

2. Principal suing Agent for damages and restitution for breach of:

a) duty of care, not performing due diligent investigations

b) duty of loyalty, taking bribes from opposition to not give notices.

c) also misrepresentations to the investor, the duty of good faith.

3. Even if award overcompensates the Π via “double-dip”, the duties of care & loyalty are status based and tort-like; the duties exist to deter bad conduct.

4. Defaulting agents are liable to aggrieved principals for both principal loss and agent gain. (Duty of Fair Disclosure / Good Faith)

III. PARTNERSHIP.

A. Partnership Formation

1. Partnerships can be formed orally or through conduct.

2. Two or more co-owners who conduct trade or business for profit, but not determinative.

3. Intent to do business is required, not the intent to “form a partnership.”

4. Fiduciary Duties – Conflict of Statute based Imposition & Freedom of Contract

5. Elements more given to formal contractual control: Financing, Management, Allocation of Returns, Dissolution

6. Death, retirement, withdrawal dissolves a General Partnership.

B. Martin v. Peyton, (N.Y. 1927) – [Functional Partnership Existence]

1. Note focus on partnership substance and not form; this is an Investment Bank Bailout.

2. Lenders took measures limit liability, but statements cannot override conduct.

a) Lends, not contributes $2.5M. Insured by securities.

b) Investment return of (1) portion on top of principal & (2) an amount of the profits.

c) Because the amount of the profits had a floor and ceiling, it is not fatally dispositive of a partnership; but damn close.

d) Lender has some veto rights; prevent bad strategy; not quite management decisions.

e) Lender gets right to expel partners if they wish; unusual but not a bright-line rule.

3. No partnership existed here b/c:

a) Lenders did not exert that much control, kept themselves on the lender side.

b) Crossing the partnership line includes profit distribution, though not determinative:

i) Contractual rate of return implies lender only.

ii) Profit sharing indicates equity partnership.

iii) May have to analyze what constitutes “profit” in each case.

C. MacArthur Co. v. Stein, (Mont. 1997) – [Test for Partnership]

1. Δ w/ 2 co-workers who set up supplier agreements, Δ liable for conduct of 2 co-venturers.

2. Test for Partnership:

a) Manifest Intention to deal to do Business. (partnership intent not the key)

b) Making Contributions to enable the profit seeking nature the venture.

i) Hard Assets or

ii) “Sweat Equity” of labor, reputation, service availability, business leads.

c) Control, elastic concept, of business.

d) Profit Distribution agreement.

D. Schlumberger Tech. Corp. v. Swanson, (Tex. 1997) – [Profit Allocation, MAJORITY Rule]

1. Sharing on profits is a required element of Partnership, deal to seek profit.

2. Explicit profit allocation is required to show partnership, but explicit profit allocation is not dispositive of a partnership existing.

3. Percentage of sales as royalties is not profit sharing of the corporation.

E. Holmes v. Lerner, (Cal. Ct. App. 1999) – [Partnership Profit Allocation, Minority Rule]

1. Partnership choice to take a frozen split. Default rule is that partners share equally.

2. Some judicial hesitance to create remedies that force a continued relationship.

3. Establishing profit sharing agreement is not an essential element of partnership.

a) Not all courts agree as profit as element, rather, most courts require it.

b) Some courts just view it as evidence.

4. Questions to determine

a) Was there an intention to form a partnership?

b) Is there an agreement to share profits?

c) If so, is there a specific allocation of profits? If not there is a pro rata default rule.

F. Meinhard v. Salmon, (N.Y. 1928) – [Joint-Venture]

1. Joint-venture is a contractual relationship with duties, 

a) Outside of partnership but the difference is unclear; not “ongoing” deals.

b) J-V has duty of loyalty & disclosure, duty to put interest of fiduciaries before own. 

c) Taking for self w/o notice to other fiduciary was violation, must when given opportunity share advantages with other fiduciaries.

2. Silent Partner sues Managing Partner for excluding when seeking new capital on commercial lease.

a) J. Cardozo keeps parties in the venture together, recognizes move toward corps. 

b) Suggests notice to Silent Partner for bid would have been better, else tension.

IV. HYBRIDS.

A. Forms:

1. Limited Partnerships – ship captains, limited partners could not have any control of the operation & there had to be a General Partner who would be liable.

2. LLP – Not every state has LLP; Requirements of (1) limited owners, 75 max; (2) certain types of partners, persons or trusts; & (3) unanimous agreement to do so.

3. LLC – Business organization allowed to be a Partnership, where no owner is liable, and all are allowed to exert control, all states have a form mostly taxed as partnerships, (WY 1986).

4. Preferred form: top of list is LLC then LLP, but old fashioned Partnership and Corporations can still be appealing; Dominant driving factor is limited liability.

Enterprise vs. Characteristics
Limited Liability 
Single Tax
Control / Participation
[Other]

GP
No
Yes



Corp
Yes
No



LP
Yes (if...)
Yes
No control
Min. 1 GP liable

Sub S
Yes
Yes (if...)



LLP, LLLP, LLC
Yes
Yes
Yes


Spectrum: GP—LP—LLP-LLLP—(future business organizations)—LLC—Corporation 

B. Key differences: Liability & Taxation, then Control.

1. But also, financing and other such attributes remain different and useful to some.

2. GP form: Decentralized Management, Capital Account contribution, No rules on distribution of resources

3. Corp form: Central Management, Board, Common Stock, regulated distribution of profits.

4. Hybrid forms have extensive freedom of contract, large set of enabling default rules.

5. Potential Partnership Default Rule problems:

a) Profits & Losses divided per capita (equally), problem if different capital contributions. 

b) Sweat Equity is not a capital contribution (money or property), service-partner must addressed explicitly, further disadvantaged.

C. Dissolution & Withdrawal from Partnership

1. Partners may freely assign financial interests to third-parties.

2. Assignment of managing rights require permission of remaining partners.

3. Partnership buyout of retiring / resigning / decedent partner also requires compensation.

4. Partner may not sell interest as a member in a partnership.

5. UPA specifies certain events that may trigger dissolution of the partnership. UPA (1997).

D. Gateway Potato Sales v. G.B. Investment Co., (Ct. App. Ariz. 1991) – [Limited Partnership]

1. Creditor of LP suit of a limited partner b/c the limited partner exerted control.

2. In traditional limited partnership, exertion of control jeopardize the limited partner status?

a) Actions outside of safe harbors, or “substantively the same” to GP obviate LP status.

b) Safe Harbors (p.152) can include: (1) being contractor / agent / employee, (2) consulting / advising, (3) acting as surety, (4) approving amendments to partnership agreement, (5) voting on dissolution, complete sale, incurring debt, change in business nature, or removal of general partner.

3. Creditor does not need contact w/ LP or directly know of LP control; liability can attach.

E. Limited Liability Company (LLC)

1. All LLC members have unrestricted limited liability so long as:

a) LLC was properly formed.

b) Members have paid promised capital contribution in full.

c) Business is not operating in a fraudulent manner.

2. Managers are agents of the LLC, Members may also be managers.

3. Member capital contributions may be property, money, services, promissory notes, etc.

a) Distributions that would make the LLC insolvent are unlawful.

b) Financial interests may be transferred, but transferee does not become a member unless other members or operating agreement permits. 

c) Members have right to access company records, duty of care & loyalty. 

d) LLC may be indefinite or for fixed term.

e) All members have the right to dissociate at any time.

4. Operating Agreements:

a) Owners in LLCs are called Members. The decision to participate in the venture matters.

b) Subjective intent otherwise after signing the LLC is unlikely to succeed.

F. Elf Atochem N.A., Inc. v. Jaffari and Malek LLC, (Del. 1999) – [LLC]

1. Π capital of $1M for 30% interest.  Δ capital of rights to invention for 70% interest.

2. Π claims of breach of duty by Δ; asserts that LLC is not party to the formation agreement, thus Cal. forum selection clause doesn't apply to the derivative claims.

3. Delaware LLC Act default rules are binding on the LLC for operating agreements.

a) Forum selection clauses valid under Del. LLC Act, encourages uniformity but flexible.

b) The Members are the real parties of interest.

V. INCORPORATION.

A. Overview:

1. Small intrastate enterprises should incorporate in that home state; corporate law is very similar. Large corporations have other considerations, jurisdiction & financial options.

2. Promoter – person who organizes business. Finance, legal formulation, infrastructure.

a) Limited liability businesses do not legally exist until statutory formalities are completed.

b) Contracts are undertaken on behalf of the company to be formed, not the promoter.

3. Liabilities of Corporations on Promoter's Contacts.

a) Corporation will be responsible for contract performance, 

b) But corporation at formation is not bound by the promoter contract (it may accept or reject), b/c it does not exist at the time of contract formation.

c) Some action must be taken by the corporation to legally bind to the promoter contract.

i) Ratification – corporation Board of Directors formally votes retroactively authorize, i.e. ratify, the promoter action, but this is logically impossible.

ii) Adoption – formal or informal adoption by B.O.D., does not have retroactive paradox effect, and formal is easiest, but informal is common, thus ambiguity.

4. Defective Incorporation – rare, but important when it happens.

B. McArthur v. Times Printing Co., (Minn. 1892) – [Promoter Contract]

1. Promoter for newspaper also contracted for subsequent employment, was fired. 

a) Promoter began employee duties, all Δ stockholders / directors / officers knew & did not object; Δ argued employment was only week-to-week not contract based.

b) Inferred that contract was informally adopted by the corp.

2. Such a contract must be one the corporation & its agents could & be authorized to make.

3. Statute of Frauds did not apply b/c contract was for < 1 year, starting from when corp actually became incorporated.

C. Rights and Liability of the Promoter on the Promoter Contract 

1. Generally, the promoter has to be personally liable since there must be a party on both sides.

2. Exceptions to liability found in (1) parties intent or (2) the contract actually drafted.

3. Promoter liability after contract adoption:

a) Promoter is still liable absent a novation; the other contracting party releases liability.

b) Clear language in the contract should reflect intent.

D. Where and How to Incorporate?

1. Cost of incorporation in a state other than business residency:

a) If outside home state, must qualify to do business in home state as foreign.

b) Must file records with home and incorporation states.

c) Delaware's attractive considerations: Easy board meetings, specific attention to private companies, corporate tax structure, efficient service, lack of anti-litigation legislation, Large body of Corporate Law precedent with associated legal certainty.

2. Race to Bottom – Race to Top

a) Bill Kerry's concern that Del. will appeal to managerial control, thus making the competition a Race to the Bottom; Resolution to have a Federal Incorporation Statue.

b) J. Ralph Winter disagrees, managers have limitations and want efficiency in the shared interest b/t managers & shareholders.

c) Kerry rejoinder that efficiency is only effected when the Market can discipline agents into acting in best interests. 

E. Information to Incorporate, 

1. MCBA § 2.01-03

2. Articles of Incorporation at a minimum: corporate name, number of authorized shares, name & address of registered agent, name & address of each incorporator.

3. Pre-incorporation agreements are useful: (1) Clarifies intent, (2) adds certainty to long duration incorporation, (3) extensive financial commitments required in advance, (4) accounts for service contribution participants, (5) delineates how transferability will be restricted, (6) where business is not otherwise covered in writing, & (7) agreements to regulate the internal operations of the corporation & relation of participants going beyond the promoter contract.

4. The Corporation Charter must create and also issue the shares, par value.

a) par value is has little substantive content, but it is a nominal designation for an amount of stock for minimal value, such as $0.01.

b) Corporation is not allowed to sell stock for less than par value.

i) Legal purpose to ensure an equity cushion, the minimum owner price for stock.

ii) Permanent capital that the owners cannot get distributions from, stated capital.

iii) Par value is a limitation to how much the Corporation can distribute to the Owners.

iv) Del. does not require assignment of par value, but when corp does there are elaborate set of consequences.

F. Defective Incorporation.

1. De facto Corporations.

a) Roberston v. Levy, enterprise owners generally will not be excused from personal liability when they screw up the Incorporation.

b) Doctrine in a long-term coma, not quite dead.

2. Corporations by Estoppel: 

a) Deals with manifest intentions of party dealing with the alleged separate Corporation.

b) Just b/c Corporation was not properly created, owners should not be personally liable.

c) Timberline Equipment Co. v. Davenport, (1973). Doctors into aviation.

3. Converse is Echo Bella, where she Δ had never manifested action as a corporation, so the other party did not know that the Δ was not acting as a person.

a) But then, Inequitable for a person to claim immunity by saying “I'm not a corporation!”

b) Elf Atochem where the LLC didn't have to sign as that was just a formality; the decision could have been based in Incorporation by Estoppel.

VI. CAPITALIZATION.

A. Forms of Stock

1. Common Stock, generally:

a) voting rights as to corporation decisions

b) rights to assets if liquidated

2. Preferred Stock, generally:

a) limited or no voting rights, unless dividend is not paid for period of time.

b) priority in dividends, though limited.

c) cumulative dividends.

d) subject to Board calling in all preferred stock for price + 1 yr dividends.

3. Model Act § 6.01(b) defines what forms of stocks must be issued.

4. Warrant: long-term option to buy stock at specified price, no vote, investment sweetener.

5. Right: short-term (1 yr) option to but stock at specified price, offered in lieu of dividend.

B. Balance Sheet:

1. Assets = Liabilities + Equity

2. Debt :: Equity (leverage concept). 

3. Equity Portion of the Balance Sheet in Traditional / Delaware corporate law is defined as consideration:  par “stated capital” & additional “capital surplus”

4. Distributions, traditionally, only allowed out of surplus; modern, so long as solvent.

5. Assets are what the Corporation owns, Equity is what the owners own (shares).

Assets
Liabilities & Equity

Cash
Liabilities: Debt, Notes (senior to equity)

Physical Capital
Shareholder Equity: Stated Capital, Capital Surplus, Earned Surplus

Total Assets
Total Liabilities & Equity

C. Equity

1. Par Value, set at Charter:

a) Stock cannot be issued by corp. below par value.

b) There are limitations to corp. capital based on par value.

c) Fees & taxes payable to state of incorporation can be affected by par value.

2. Shareholder Equity

a) Stated Capital

b) Capital Surplus – payouts are Distributions. 

c) Earned Surplus – payouts are Dividends.

D. Toms v. Cooperative Management Corp., (Ct. App. La. 1999) – [Substantive Fairness]

1. Stock was issued w/o par value; Sale of stock was undervalued leading to lawsuit.

2. To resolve lawsuit, Board planned to issue new stock and sell (same number & value) to Toms for that original undervalue.

a) This would dilute the current value.

b) La. Statute requires recording of changes to stated capital.

c) Bylaw requiring 85% of Board to approve new stock issuance that increased value.

3. Stated capital balance is by definition affected by the proposed action.

a) Issuance of $0 to stated capital is a legal fiction, $0 is no value, no textual games.

b) Restoring stocks to Toms is an increase of stated capital; the earlier redemption of stocks reduced overall stated capital.

E. Debt 

1. Forms of Debt Capitalization

a) Long & Short term loans (10 & 1 year)

b) Bond, 5 or 10 year debt.

c) Bond, debt instrument ensured by property.

d) Debenture, debt instrument unsecured by property.

e) Bonds & Debentures are protected by contractual provisions.

2. Advantages

a) Interest payments are tax deductible

b) Dividends on shares are not.

3. Hanewald v. Bryan's Inc., (N.D. 1998) – [No Limited Liability b/c Did not Pay for Shares]

a) Defines the Extent of Shareholder Limited Liability 

b) Central Fact: Debt to Equity Ratio

i) The leverage ratio

ii) What amount of debt has the corp. incurred relative to the amount of investment.

F. Obre v. Alban Tractor Co., (Ct. App. MD 1962) – [Promissory Note as Debt]

1. Loans by owners can be reclassified as equity, when the owners are over-leveraging the amount of debt that the corp. have relatively.

2. Debt Equity to ratio was ~1:1 is sufficient capitalization such that owners of the corp can make loans and treat them as loans.

3. This Note existed to maintain equal ownership of shares, Trial Ct said can treat as Equity, but Appellate Ct views as still debt.

a) As determined by the terms of the subordinating contract.

b) This did not have the normal fixed terms of a loan, thus hinting at equity.

G. Fett Roofing v. Moore, (E.D. Va. 1977) – [Promissory Note as Equity]

1. Small equity compared to large debt at ~80:1 ratio meant that 

a) Owner has not invested enough into the enterprise.

b) Owner treating his investments as loans breached Fiduciary Duties to the Corporation.

c) Not fraud, just wrong.

2. Note must be equity b/c enterprise is too under-financed to treat it as debt.

3. The line of “sufficient capitalization” may be around 3:1

H. Close Corporation Liquidity

1. Public corporation has shares on the Market.

a) More certainty, liquidity, ease of attracting more capital, less negotiation problems

b) The identity of the holders does not matter and probably is unknown.

2. Close corporations

a) limited liquidity b/c there is no open market, only corporation and other shareholders.

b) no public market price, difficult to determine value of shares

c) identity of shareholders may matter much more.

d) there may be set agreements to provide liquidity exits

3. Methods for Close Corporation Liquidity

a) Preemptive Rights

b) Transfer Restrictions of Shares

c) Buy-Out Agreements

I. Katzowitz v. Sidler, (N.Y. 1969) – [Preemptive Rights & Dilution]

1. Preemptive rights from common law– shareholders inherent right to maintain interest in corp. when corp. issues new shares.

a) Currently: Most corp. law does not see preemptive rights as a default rule; 

i) Only a few States “shackle” corps. with mandatory preemptive rights.

ii) There are many states with opt-in to preemptive rights, or opt-out.

iii) Del. silent on the issue.

b) The problem of determining a price (business valuation) w/o market can be difficult, thus preemptive rights can help to quantify.

c) Substantively, Preemptive Rights protect holders that may not have the money to invest.

2. The parties in ownership do not like each other.

a) S&L make decision to issue new stock.

i) Governance Deficiency – Certain things should require unanimous proposal, not just the majority (2 of 3) for things like issuing new stock.

ii) Preemptive right require the pro rata offer of shares to existing shareholders.

iii) Stock issuance is far below value, no attempt to justify even under BJR.

b) Owners choose to dissolve, K did not realize shares were diluted; the issuance K did not exercise evaporated, akin to waiver of opportunity to buy back in.

c) K was not given adequate notice of issuance effect, thus S&L violated Fiduciary Duty.

3. As co-directors, notice is not a contractual duty, but rather a Fiducial Duty. 

a) Selling the stock so far below fair value w/o a valid business reason is the problem.

b) Raising equity by re-capitalization is a valid business reason, but this was at 1/18th value, causing dilution to hurt the shareholder.

c) Evidence indicates majority was trying to hurt fiduciary minority, not legitimate business reason.

4. Consider:

a) Majority Public shareholders may have fiduciary duties to the minority shareholders.

b) Close shareholder fiduciary duties tend to be “thicker.”

Katzowitz 
Pre
Deal
Post

Book value per share
$1,800
($100/per new share)
$492

Corp # of shares
15
+50
65

Corp book value
$27,000
+$5,000
$32,000

S&L
5 each, $9000 each
(exercised new 25 each)
$492 x 30 = $14,760

K
same
(did not exercise new 25)
$492 x 5 = $2,460

J. Restrictions on Transfer of the Interest of Ownership in Closely Held Corps.

1. Shares, generally, are freely transferable

2. Statutory Requirement that the share state on its face that it is not freely transferable.

a) Otherwise, agreements between shareholders & corporation.

b) Aside from a prohibition on transfer, only restrictions on contract as how to transfer.

c) Subject to negotiations based on needs at the time.

3. More difficult where there is transfer interacts with Buy-Out

4. Buy-Out Agreement

a) Contractual agreement is meant to provide liquidity in the absence of a public market.

i) Right of Refusal, 

ii) The big problem is the price.

b) Best means is to set methodology up-front and to express it clearly in the contract.

K. Valuation Methodologies.

1. Book Value: 

a) Assets minus Liability is Equity is Book Value.

b) Not necessarily self-defining, expression of accounting records.

c) Limitations are (1) technical difficulty and (2) may not have the purpose of detailing the fair market price, meant to keep track of value, & (3) cannot account for things like legal documents. 

2. Adjusted Book Value – accounts for Appreciation of Assets

3. Liquidation Value – Identification of Market Equivalents. 

4. Company Earnings – what will the earnings be in the future? (some multiple of average earnings over the next few years)

5. Company Cash Flow – what are the projected cash-in-pocket in the future?

VII. CORPORATE ORGANIZATION.

A. Summary

1. Corporate Framework: 

a) Board (who manage and guide)

b) Corporation (which is its own legal entity with assets)

c) Shareholders (who own and capitalize)

2. Corporate Hierarchy (controlling legal materials for operations)

a) Statute (shares, identity, legal compliance)

b) Charter (preemptive rights, quorum)

c) Bylaws (internal regulatory matters, low chance of problems)

d) Board Resolutions (binding decisions for management)

3. Corporate Authority

a) Board of Director (plenary, legal description act as agents of the corporation)

b) Officers (delegated, daily functions overseen by executives)

c) Shareholders (nearly none)(?)

i) at some general level, shareholders have zero power vested, do not delegate

ii) basic contract is that Shareholders do elect the Board of Directors.

iii) Shareholders do get to vote on certain core events and decisions

B. Corporate Hierarchy

1. Default Rule that any changes to the Charter must be approved by Shareholders, while By-Laws can be changed by the Directors.

a) Nullity when the Statute says: “Rights must be in the Charter” and the Directors try to put the rights into the Bylaws.

b) Transfer restrictions and buy-out provisions are not the same, can be contractual is nature, because they do not fully deal with internal operations of the corporation.

2. Statute says:

a) When Shareholders meet, there must be a quorum; Roach.

b) Shareholders must communicate with each other, the substantive effect of the Bylaw cannot work against the statute; Datapoint.

c) The authorized number & type of shares is set out in the Charter. Charter has 4 types, Bylaws have 3, there are 4 types; Paulek.

d) By unanimous consent of shareholders, amend the charter or bylaws as if it were a contract, judicially hesitant to allow, 

i) Should not be able to contract around the law; Jones v. Wallace.

ii) There is a formality to Corporate law, so amending a publicly known and important Charter as if it were a private contract is inappropriate.

3. Judicially, the dissolution of the corporation can be an exit mechanism.

C. Roach & The Legal Center, Inc. v. Bynum, (Ala. 1981) – [Quorum Requirement in Charter]

1. Statute says quorum is majority of shares outstanding and that a vote is the shares present, the change of that percentage must be in the Charter.

a) Roach put in the Bylaws that a quorum is 70% and that all power is in the President.

b) Created a deadlock because w/ three people, 70% is actually 100% requirement.

2. Bylaws are ineffective; quorum is majority, unless changed in Charter.

D. Datapoint Corp. v. Plaza Securities Co., (Del. 1985) -  [Hostile Takeover Attempt, Time Delay]

1. Aggressor solicits consent from other shareholders, Board seeks to delay time for solicitation consent, changes the Bylaws

2. The Bylaw frustrates the Statutory procedure for communication b/t shareholders.

3. The time delay can be valid if in the interest of ministerial review of legality of shh consent.

E. Paulek v. Isgar, (Colo. Ct. App. 1976) – [Forms & Hierarchy]

1. Buyer can use any currency to pay the Seller, such as Buyer's own stock as distribution.

2. Bylaw requirement for bylaw change is 2/3 vote, but Charter gives Board ability to change.

3. Charter is dominant over bylaws; there are 4 types of stock to use.

4. Charter is dominant b/c public and requires both shh & Board approval to amend.

F. Jones v. Wallace, (Or. 1981) – [Quorum Requirement Modification]

1. Despite formalism of Corporate Law, in a Close Corp, the unanimously approved Bylaw can be an effective Contract when that provision should have been in the Charter.

2. Extraordinarily narrow Bylaw, possibly only works if procedural defect Charter approval.

3. Implicit bargain: Shareholders get to vote on

a) amending the Charter.

b) electing the Directors.

c) initial offering of shares.

4. DGCL quorum requirement can be in either Charter or Bylaws, but not Board resolution.

G. Gashwiler v. Willis, (Cal. 1867) – [Corporate Authority]

1. Shareholders acting as shareholders have no authority to bind the corporation.

2. The sole authority to bind the corporation is in the Board, which has plenary power.

3. Though these were unanimous shareholders who were also directors, they were speaking as shareholders; Same people have different duties when wearing a different hat.

H. Hoschett v. TSI International Software, Ltd., (Del. Super. Ct. 1996) – [Meeting Formality]

1. All decisions are made at the Board Meeting – No shareholders left outstanding. 

2. The meeting must still be had because some event might still come up.

I. State ex rel Pillsbury v. Honeywell, Inc., (Minn. 1971) – [Proper Purpose to Examine Records]

1. Shareholder demanded examination of records, particularly shareholder list.

a) Only purchased shares in order to bring records out.

b) Shareholder only required to have an economic interest.

c) Pillsbury wanted shareholder list for political reasons, disagreed w/ Vietnam activities.

2. Thus: shareholder states:

a) “I want the list because I oppose your support of the war.”: No list.

b) “I want the list because I your support of the war is unprofitable.”: Yes list.

c) Mixed motive is acceptable, there just must be a germane economic interest.

3. A union owns 5% of the company and demands list:

a) “I want the list to detail unfair labor management practices.” - Yes list.

i) Economic interest in good labor management policy; management not Marxism.

b) “I want the list to detail the wrong closure of plants due to Globalization.” - No list.

i) Probably no; this is the effect of the economy, and not quite a proper purpose.

4. Given social impact of Corporations, should shareholder activism matter or be restrained to the pure economic interest? National interests: U.S. - long-term profitability; Germany – survival interest; France - promoting French identity; Japan - Making participants a family.

J. Board of Directors

1. Proper Purpose of Fiduciary Duties of a Board

a) Election of Directors.

b) Communicating to Shareholders Business Strategy.

c) Any person or group who owns 5% or more of a company is required to make disclosures regarding the intent of the investor in that company. 

2. Source of plenary authority is as a concession from the State, Manson v. Curtis, (N.Y. 1918).

a) This has implications on right to regulate or leave the corporation alone.

b) The tension is b/t that, and contractual relationship b/t individual shareholders.

3. Ultimately, the Board responsibility is to make sure that internal control systems are in place and work. But there is no absolute prevention of unauthorized control.

K. Corporate Officers Authority stems from Agency Law:

1. Express Authority, Inherent Authority, Apparent Authority, Ratified Authority.

2. In any material transaction, the prudent course is to obtain express Board approval for that action. The authority is explicitly vested in the officer as agent.

3. As a lawyer, make sure the Board has approved the action, all the steps were known, that authority was vested in the appropriate officer.

4. Perhaps general resolution

a) The President has a lot of power.

b) That which is listed is express, those things should be material.

c) That which is routine and mundane is inherent or quotidian, is in the penumbra.

L. Joseph Greenspon's Sons Iron & Steel v. Pecos Valley Gas, (Del. 1931) – [President Responsibility]

1. Are the actions in the ordinary course? If so, the Corp is bound by the actions of the Pres.

a) What is nature of the company?

b) What is the President duty?

c) What other activities have the President been authorized to do?

2. President retains lawyer; Yes, Corporation is bound, Elbum.

3. Mfg company Pres purchases housing real estate; NO, Corporation not bound, Bresnahan.

4. If corp would have profited, then they share in loss; Yucca Mining v. Howard Phillips.

5. President commitment to life-time pension to employees, Corporation bound, Jenkins Bros.

M. In re Drive In Development Corp., (7th Cir. 1966) – [Secretary Power, Certification]

1. Generally, Parent is not responsible for liabilities of Subsidiaries.

2. Lender has arrangement that for the debtors that don't pay, Sub 2 will be liable.

a) Lender sought additional collateral / backstop of Parent & Sub 1 balance sheet, 

b) Secretary certified President. Certification means the Corp cannot deny the approval.

3. Secretary has to have the inherent power to attest to veracity of the officers identity, authority, and actions.

N. Jacobus v. Jamestown Mantle, (N.Y. 1914) – [Treasurer Authority]

1. Treasurer did not have the authority with which he purported to sign.

2. But, low level employees, even not officers, may have authority to make commitments that bind the corporation, if that was the normal course.

VIII. DISTRIBUTING CORPORATE CONTROL.

A. Control is either through Owning majority shares or controlling Directors

1. Tender Offer – directly offering to buy the shares.

2. Proxy Solicitation – seeking the voting rights 

3. Best determined before conflict occurs.

4. In closely held corporation, very important b/c

a) Management and ownership lines become blurred.

b) Company is livelihood, salary & dividends.

c) No easy public market exit strategy.

B. Voting

1. Removal of Directors: Conflicting desire b/t shareholder ability to remove non-shareholder directors and shareholder directors retaining protection against removal.

2. Straight Voting

a) Straight voting is 1 share = 1 vote for each director slot.

b) Basically: Majority Wins All Seats.

c) For or Against: Plurality election, winners are those with the greatest number of votes up through the number of seats available.

3. Cumulative Voting.

a) Cumulative voting is more common & designed to give minority shareholders a voice. This is the Purpose and Effect of cumulative voting.

i) Model Act Cumulative Voting Theory, § 7.28(c):

· # shares * # directors = # votes

· # votes are distributed as desired for one or more of the director candidates.

ii) Theory that minority shareholders can use all votes to secure a minimum number of directors to control.

iii) Either side could game this, unbalanced distribution of shares per director slot, meaning some directors could be elected by level of votes less than 50% of theoretical need.

iv) Fewer directors make the majority stronger in keeping electoral control.

b) Formula, Two forms:

i) X = ((N-1)(D+1))/S
“How many shares (X) do you need to elect N directors?”

ii) N = ((S * X)/(D+1)) + 1
“How many directors (N) can you elect with X shares?”

iii) Variables:

· X = Voting Strength (number) of Shares

· N = Director Positions that can be Leveraged

· D = number of Directors to be elected

· S = number of Shares to be voted by all shareholders

4. Staggered Board – Classes of Directors, seats up for election are staggered, not all seats up for change every year.

a) Default Rule is that every Director is up for election every year; annual elections.

b) Thus a Staggered Board:

i) Anti-takeover device as Hostile Takeover via Election to Board takes much longer.

ii) Reduces the minority shareholder voice / amplifies power of majority.

5. Class / Weighted Voting.

a) Creating classes of shares with different rights. e.g.:

i) Voting rights but no liquidation or dividend rights.

ii) Proprietary rights but no voting rights.

iii) More voting rights; different voting rights.

b) Voting Rights within the Same Class of Share are Required to be Equal

c) Providence and Worcester Co. v. Baker, (Del. 1977) – [Valid Voting Rights]

i) Valid structured voting scheme (1 vote per 50, then 1 vote per 20, no shareholder can non-proxy vote for more than 25% of outstanding)

ii) Shares in the same class can have staggered or limited voting rights.

d) Asarco Inc. v. Holmes A. Court, (D.N.J. 1985) – [Invalid Voting Rights] 

i) Stock as poison pill enjoined.

ii) Voting rights changed once 20% of the preferred class of stock was acquired

iii) Effectively a different class; not a limitation or change to whole class.

C. Model Act Defaults

1. § 8.01(b) – Management of corporation is given to Board subject to limitations set forth in the Articles of Incorporation.

2. § 2.02(ii) & (iii) – Articles of Incorporation are allowed to contain provisions, not inconsistent with law, regarding management of business and regulation of the corporation; defining, limiting, and regulating the powers of the corporation, the Board, and the shareholders.

3. § 10.01 – The charters may be freely amended at any time.

D. Director Identity 

1. Auer v. Dressel. (N.Y. 1954) – [Subset of Director Elections]

a) 11 Directors, Class A has power to elect 9; Majority of Class A shareholders can require President to call a meeting; no discretion.

b) Purposes for calling the meeting by Class A shareholders were appropriate:

i) express endorsement of removed President and place Board on notice.

ii) amend charter & by-laws to deal with Board vacancies and removal.

iii) class A shareholders can affect change to class A Board vacancies.

c) Inherent power to elect should be matched by the inherent power to remove directors.

i) Limited to removal for cause, other states/charters allow removal w/o cause.

ii) Exercise of that power of removal must provide notice to the Director.

d) Proper purpose of shareholder meetings to are generally governance regulations.

2. Campbell v. Loews, (Del. 1957) – [Board in Control Deadlock]

a) One side purporting to elect new directors was invalid, less than quorum of 7

b) Vogel as President sent shareholder meeting request & proxy solicitation regarding; filling vacancies, raising number of directors, changing quorum, removing 2 directors.

i) President had right to send special meeting notice for purposes of (1) elect to fill vacancies, (2) change by-laws, (3) change quorum.

ii) Challenged propositions are (4) elect to fill new positions & (5) removal of directors

c) Bylaws did not prevent “vacancy” from also meaning “newly created directorships”

d) Shareholders have power to remove a director for cause; now Del. common law.

e) Directors can be removed by majority-style vote even if elected by cumulative voting.

3. What Constitutes “Cause” for Removal?

a) A charge of directors attempting to take over control is not a reason for removal.

b) A planned scheme of harassment constituting a real burden is a reason for removal.

c) Directors being targeted for removal must be given reasonable opportunity, at corporation's expense, to be heard by stockholders on the charges made.

d) Proxies may be solicited after the opportunity to be heard by targeted Directors.

4. Hall v. Hall, (Missouri 1974) – [Judicial Remedy to Deadlock, Cannot Force Participation]

a) Example of Judicial Power to intervene in the operation of the corporation.

b) To Force or not, shareholders attendance in order to break the deadlock, 50% quorum.

i) Forcing such a decision would also imply that the Court could also force a decision.

ii) Does not consider the need for judicial forced dissolution or buy-back.

E. Fiduciary Duties.

1. Control of judicial policing function of corporate exercise; some State bias despite facts.

2. All three cases are Close Corporations.

3. Donahue v Rodd Electrotype, (Mass. 1975) - “thick”

a) An offer to buyback stock from one shareholder requires the same offer be made to all the other shareholders.

b) Fairness is not the price, but the opportunity.

c) Rescind the offer or make it available to all

4. In re Kemp & Beatly, (N.Y. 1984) - “moderate”

a) Shareholders seeking dissolution b/c of being frozen out of decisions to switch retirement dividends to salary.

i) Not necessarily oppression, could be a reasonable business judgment.

ii) Dissolution a valid tool to protect minorities in close corporations from illegal conduct and fraud.

b) Switch of salary from dividend after retirement is disappointment of reasonable expectations and merits judicial interference. (Contractual, not the same equality.)

c) Implication, change was intended to exclude and impair a group from the corporate benefit, thus there was a fiduciary concern.

5. Nixon v. Blackwell, (Del. 1992) - “thin”

a) Corp providing liquidity to some shareholders; majority does not have to provide equal liquidity to all.

b) Three forms of liquidity

i) Key Man Insurance: Corp acquired life insurance policies on key men to back decedent's shares.

ii) ESOP: provided employees a different route of liquidity that is tax advantages.

iii) Self-Tenders: Corp buy-back of shares, but not doing so for all shareholders.

c) “To say that fiduciary principles require equal treatment is to beg the question whether investors would contract for equal or even equivalent treatment.”

i) Completely counter to every other conception of Fiduciary Duties.

ii) This implies that people could contract for unequal treatment.

iii) Del. giving corporations flexibility for competitive advantage.

F. Contractual Arrangements.

1. Private Ordering – Theory of Corporation as a Nexus of Contracts. Only a few immutable rules, everything can fairly be considered contractual.

2. Lerman v. Cohen, (Del. 1966).

a) Stock Class created to settle company tension; voting power w/o dividends.

b) Voting Trust requires ten-year period to allow for dilution of voting rights; new class did not affect voting rights, but voting power. Vote is not separated from share.

c) There is nothing in any corporate law that limits the ability to issue voting only, or weighted voting stocks, or whatever people want.

3. Ramos v. Estrada, (Cal. Ct. App. 1992).

a) Merger for Sub S partnership, two voting blocks, defection of an individual.

b) Contract says the individual is not allowed to act as an individual, includes specific performance for breach is selling back shares to original voting block. 

c) Valid provision; Breach of contract which compels a buy-out.

4. Galler v. Galler, (Ill. 1964).

a) For Close Corp. restrictions on shareholders are loosened, for more managerial control.

b) Smaller Corps should have some flexibility through contract for practical reasons.

i) Okay to vest Director powers in the shareholders rather than the Board; cf. Roach.

ii) Here: (1) the decisions on dividends, (2) salary agreements for widows, (3) agreement to vote shares in a certain way.

iii) No independent public policy for corporate form to intrude on the widow agreement or contract to vote in a certain way..

IX. PIERCING THE CORPORATE VEIL.

A. Overview:

1. Invention of Limited Liability is an artificial structure that stimulates business by: 

a) enabling one to spread, diversify, and mitigate risk.

b) reducing the amount and desire to watch over the managers

c) reducing the concern about fellow owners / shareholder.

d) facilitating free transfer of ownership

2. Basis to Determine if Corporation is not just Legally but Practically Separate from Owners:

a) Sufficient Capital; allows corporation resources to engage in daily business.

b) Conform to Corporate Law Formalities; all operations and obligations follow the expected statutes and laws.

c) Is there Fraud? This is common law and common sense, “Fraud Vitiates All.”

3. Courts choose in equity to treat the shareholders as personally liable for obligations beyond the amount of “deliberate” investment.

B. When should the Corporate Veil be Pierced?

1. Where the identities of the shareholder & the corporation so inseparable that their separate legal existences should cease.

2. Where some inequitable result occur unless the corporate veil is pierced.

3. When shareholders misrepresent their roles in the corporation.

a) In contractual relationships, should adequate capitalization or corporate formalities be determinative?

b) In a tort action, should the involuntary creditor be treated differently with more claim?

c) Is there a difference between an individual shareholder and a business shareholder?
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C. Baatz v. Arrow Bar, (S.D. 1990) – [Corporate Form, Not Pierced]

1. Tort action against Δ which as a corporation did not carry Dram Shop liability insurance.

a) Owners requirement to backstop obligation on the corporation was contractual & not dispositive. [no facts indicate failure in corporate formalities, debt-to-equity ratio fine.]

b) Dissent: Δ-corp. has no separate existence, a mere instrumentality and the corporate fiction should be disregarded here as it is meant to perpetuate a fraud on the public.

2. There are six listed rationale for piercing the corporate veil:

a) fraudulent misrepresentation by corporate directors

b) undercapitalization

c) failure to observe corporate formalities

d) absence of corporate records

e) payment by the corporation of individual obligations

f) use of the corporation to promote fraud, injustice, or illegalities.

3. Exhausting list of Piercing Factors in Laya v. Erin Holmes, Inc., (W.Va. 1986). p.458.

D. Walkovsky v. Carlton, (N.Y. 1966) – [Insufficient Evidence, Not Pierced]

1. Multiple taxi cab corps. of 2 cabs each, carrying the minimum insurance.

a) Π alleges that the corps. are underfunded, the formalities are not adhered to, and the structure is intended to defraud the public by avoiding insurance liability.

b) Insufficient evidence to of undercapitalzation or formalities violated account mingling.

c) Minimum insurance problem a Legislative issue, disencourage deep pocket fishing.

2. Dissent: Perceives that all corporations were underfunded at inception, Legislative intent could not have been to allow corporations to take advantage of car insurance designed for the individuals, when corporations have the funds to purchase additional insurance.

3. The complaint and pleadings are not on-target;  decision is telling the lawyer to allege that the Corporation is merely an agent of the Shareholder.

E. Sea-Land Services, Inc. v. Pepper Source, (7th Cir. 1991) – [No Further Wrong, Not Pierced]

1. Precedent for determining whether the corporate veil should be pierced is two-prong test in Van Dorn Co. v. Future Chemical & Oil Corp., (7th Cir. 1985).

a) Unity of interest that there are not separate personalities.

b) Failure to pierce the corporate veil would sanction fraud or promote injustice.

2. Δ has corporations as playthings, same office & accounts, used personal expenses, no personal bank account. Π has easily shown unity of interest

3. But the Van Dorn test is two prong,what is “promote injustice”?

a) Less than proving fraudulent intent.

b) There must be a further “wrong” beyond the creditor's inability to collect.

c) Π has not yet shown the evidence of Δ alleged corporate wrongs.

4. Strategy of the Π suing all the Corporations

a) Practicality – deeper pockets

b) Doctrine must mirror that the other “separate Corporations” also fail the corporate separateness. Multiple Piercings.

F. U.S. v. Bestfoods, (S.Ct. 1988) – [Business Norms Analysis, Veil Pierced]

1. Corporate family structure: Parent owned by shareholders form subsidiary. Toxic dumping.

2. J. Souter: look to the Norms of Corporate Separateness.

a) Direct control alone does not equal liability, practical corporate management must exist, limited liability still applies.

b) Inconsistent with Corporate Norms: an officer of the Parent who is not otherwise affiliated with the Subsidiary takes actions to manage or operate the Sub.

c) If the formalities are not being followed, wearing a hat outside of the official corporate chain is a departure from normal corporate separateness, creates liability.

d) For statutory violations, such as environmental, a shareholder who operates has additional liability, but this is separate from corporate law.

X. DIVIDENDS.

A. Tension:

1. Creditors:

a) Debt investor, lenders, conservative fixed return, senior claim

b) Don't want assets distributed (i.e. a dividend) away from company while debts are outstanding.

c) Less security as opposed to partnerships, b/c the Owners are not personally liable.

d) Insolvency risk if the Dividend is too large. 

2. Owners:

a) Equity investor, shareholders, upside for risk-assuming, junior claim

b) Admit priority of Creditor interest, but still want an ongoing return on investment, not just the eventual sale of stock.

3. Common in Loan Agreements to have a Covenant of financial commitment for a minimum level of equity, to prevent default. 

a) e.g  minimum debt-to-equity ratio, personal guarantee, etc.

b) Breach can be tripwire for lender to declare entire principal due immediately.

B. Definitions, Differences, & Payment

1. Dividend:

a) a payment to the shareholder of a corporation profits.

b) set by the Board & may not be contrary to limits in the Charter.

c) can be Cash, Property, Stock Dividend, or Stock Split.

2. Distributions: 

a) A return to the shareholder a portion of the original investment.

b) When there is a distribution, the Board decides and if it is not legal they are liable.

c) Lender does not want the total (cash & property) to be given away, but is fine with more shares as stock dividend (smaller factions), b/c it does not dilute the equity.

3. When the Dividend May Be Paid (i.e. methods to calculate the cash flow):

a) Balance-Sheet – only if assets > liabilities + capital.

b) Net Worth – only if assets > liabilities, keeping stated capital as untouched cushion.

c) Nimble Dividends – may pay if there are current profits.

d) Earned Surplus – accumulated profits retained as surplus

e) Insolvency – may not pay dividend if insolvent or would lead to insolvency

4. Legal right to dividends exist only when dividends are declared.

a) Once declared to shareholders, dividends become liabilities of the corporation.

b) Dividend rates & frequency set for all classes of stock in Charter; must be on a pro rata basis (share-for-share basis).

c) Preferred stock is typically designed to force the payment of dividends to that class.

i) Generally made cumulative and have priority over common stock dividends.

ii) Sometimes, if preferred unpaid for period of time (4 quarters), preferred shares gain voting rights for Board over common stock voting rights.

5. How much will the corporation legally be allowed to pay as a dividend? 

a) Traditional DGCL: Net Worth (no stated capital) or Current Profits (nimble dividend)

b) 1978 Model Act: Earned Surplus only

c) Modern MBCA: So long as solvent (after paying dividends & debt as due), Assets > Liabilities (positive Equity).

6. Limitations on Indebtedness. 

a) Limitation on other debt – prevent stacking of debt, even not allowing other debt.

b) Limitation on debt-to-equity ratio

c) Minimum equity balance.

d) Limitations on Dividends & Distributions.

e) Lenders will have contractual provisions, only rely on modest Del Statute as last resort.

f) Background Absolute Priority Rule: Debt takes Priority in Bankruptcy.

C. Insolvency:

1. Two Definitions:

a) Financial sense – when liabilities exceed assets.

b) Equity sense – when corporation cannot pay debts over the normal course of business.

2. Dividends based on the Balance Sheet:

a) Earned Surplus is the real profit, Capital Surplus is still original investment.

b) If dividends are only allowed out of Earned Surplus, then large deficits that take a long time to pay off may prevent the granting of dividends for years. 

c) Nimble Dividend allows the company to remain attractive for business reasons; paying off debts but can still provide steady return to shareholders.

D. Limitations on Dividends – How to Measure Assets, Earnings, Surplus, Etc.?

1. Generally accepted accounting principles (GAAP) vs. Economics & Law

2. Randall v. Bailey, (Sup. Ct. N.Y. 1940) – [Balance sheet does not represent all information]

a) GAAP is a system of economic knowledge, but does not track current market values & does not create legal definitions.

b) Three fights seen in distributions and valuation:

i) Goodwill – narrow definition, rarely on balance sheet, but a real considerable value. 

· distinguished accounting from economic

ii) Land – accounting cost, wrote up the appreciation as unrealized gain

· distinguished accounting from law, should use initial cost

iii) Investment Securities – investment cost, did not write down, unrealized losses.

· should have used depreciation value.

3. Protection for Creditors.

a) Traditionally, there was no significant protection for creditors; no voice & cash treated as difficult to liquidate on balance sheet.

b) Revised Model Act – Structural design for regulating distributions:

i) arrive at a dollar value for adjusted net worth, assets minus liabilities

ii) that value as legal yardstick for regulating distribution.

iii) Ignores legal / financial fiction of stated capital as well as capital-earned surplus.

E. Repurchase of Corporation's Own Shares.

1. Corporations generally have right to repurchase previously issued shares of its own stock.

a) Generally follows same rules as dividends & distributions.

b) Del. may only repurchase out of surplus.

c) Repurchased stock may be retired, canceled, or held.

d) Repurchased & held shares are “Treasury Shares”

i) Issued but not outstanding.

ii) If it has par value, it counts towards “stated capital” so can manipulate that value.

2. A repurchase is effectively a distribution because:

a) Closely Held: selling back to self gives cash to owners at expense of corp.

b) Publicly Held: value of remaining shares goes up, fewer shares w/ same Market Cap. (?)

XI. Corporate Fiduciary Duties Foundational Concepts: 

Corporate Fiduciary Duties

Duty of Care

(judgment)
Duty of Loyalty

(conflicts, bad faith*)

Business Judgment Rule

(deference, shh burden)
Entire Fairness / Substance

(scrutiny, director burden*)

102(b)(7) charter

(exculpation)
144 Devices

(director, shh, judicial)

Hostile Takeovers

[intermediate]
Controlling Shareholders

[loyalty duties]

(*Post-Stone v. Ritter; Disney holds burden of showing bad faith is on shh)

A. Duty of Care – Judgment: 

1. Boards must have reasonable judgment to act with care, analogous to a gross negligence standard – simple directorial judgment – very difficult to violate this duty.

2. Business Judgment Rule – Courts presume that Directors act with ordinary care, shareholders have burden to prove actions that overcome deference.

3. Exculpatory Charter – Additional protection in DGCL § 102(b)(7) so that Directors will not have personal liability.

B. Duty of Loyalty – Conflict: 

1. Board must act in the interest of the corporation, typically when Director is on both sides of a contract.

2. Entire Fairness – Analysis of not just substance but the procedure as well, Scrutiny requires Directors have burden of showing they ensured complete fairness of action.

3. DGCL § 144 Procedures that, if followed, remove need for Entire Fairness analysis; director, shareholder, & judicial participation.

C. Controlling Shareholders can also have a Duty of Loyalty to the Corporation.

D. Hostile Takeovers (“intermediate”) A different standard of review to evaluate the actions of the Board when facing a hostile takeover, not quite just BJR.

XII. DUTY OF CARE.

A. Duty of Care & Business Judgment Rule

1. No legal definition, more than zero, Guidebook list on p. 518.

2. The DC is a General Standard & Obligation to Monitor / Duty to Inquire & to Monitor

B. Francis v. United Jersey Bank, (N.J. 1981) – [Minimum DC]

1. Decedent Director Mother of Sons in reinsurance company, found liable for nonfeasance such that she breached her duty of care to clients; sons used loans as graft into bankruptcy.

2. The Duty of Care is to the Corporation and the Shareholders, 

a) Difference b/t general mismanagement & a specific illegal / questionable action.

b) Here, the Duty was breached even to the Creditor.

3. Director Must: (1) Know the Business & (2) Keep track and Monitor the Operations.

C. In re Caremark Int'l Inc. Derivative Litigation, (Del. Chancery 1996) – [No DC Liability]

1. Health care litigation, ~bribing medical professionals as business practice, $250M in settlement costs; Internal guidance was aware but unclear of effect of new laws, maintained practice after split w/ parent corp.

2. “Breaching the Duty of Care is the hardest thing to do in Corporate law”

a) Director Liability can exist where:

i) Action that was ill advised or “negligent” resulted in loss.

ii) Inaction, where due attention would have prevented loss.

b) Ordinary business decisions made by officers & employees may expose corporation and affect vitality & welfare.

c) Absent grounds to suspect deception, neither Board nor Executive Officers can be charged with wrongdoing simply for assuming integrity of employees and honesty of dealings on corporation behalf.

d) Here, (1) Board had legal representations that actions were legal & (2) Board made efforts towards compliance.

3. Large Liability & criminal law was violated together alone does not make the Directors personally liable for breach of fiduciary duty.

D. Graham v. Allis-Chalmers, (1963) – [Internal Controls]

1. Board has responsibility to set-up a system of internal oversight and ensure that the system works reasonably well.

2. Not a system of corporate espionage. 

3. This standard from 1963 may not be as strict as what Del. Corp Law would require today.

E. Business Judgment Rule

1. Rule:

a) Presumption that duty of care is met.

b) Does not cover illegal acts (Miller v. AT&T).

c) Common law doctrine of judicial economy.

2. Probable law

a) Directors who act to cause Corporation to violate law has breached DC.

b) This works against Efficient Breach.

3. Joy v. North – [J. Winter, Economic theory behind BJR]

a) shareholder volition – shareholders can sell their ownership

b) no judicial second-guessing – trust business people to conduct business & give certainty to corporate creativity

c) relationship of risk to reward – the intelligent shareholder can best manage risk by investing into different risk-levels of stock.

4. “Given mutual funds and other similar forms of diversified investment, courts need not bend over backwards to give special protection to shareholders who refuse to reduce the volatility of risk by not diversifying.

F. Smith v. Van Gorkum, (Del. 1985) – [DC-BJR Violated, Directors personally liable]

1. Business problem strategy, third-party sale all shares for cash, Merger-Leverage Buyout.

a) Directors asked “How cheaply can we do this business rearrangement?” not “What is the company worth?” Not acting in best interest of all shareholders.

b) Minimal negotiation to price, no shopping clause, no talk clause, market & management disagreed w/ valuation, actual documents lost.

2. BJR vs. DC balancing:

a) time taken: whole period of months vs. 9/20 as the most important day

b) monetary value: $55 deal price vs. $38 market is false premium

c) market time: 90 days vs. “serious constraints” – third-parties did not have real chance

d) expertise: star power of the Board vs. “fast shuffle”

e) reliance: DGCL 141(e) i unreliable

i) Important Statute allows Board ability to rely on experts they trust.

ii) No evidence of real or accurate valuation, no analysis, mere CEO & CFO assertions.

f) shareholder action: overwhelming approval vs. inadequate information

3. Legal Effect: 

a) Easily avoid by clear procedure for decisions; explicit and reasonable. 

b) Criticism is that this is merely a requirement for form and adds no substance.

c) Counterpoint, having all the information set out will stimulate substantive decisions.

4. Note: Van Gorkum was on both sides; could have been DL & subject to “entire fairness”.

G. Duty of Care is just a Not Gross Negligence Standard.

1. Political Fight:

a) Extreme Position: Purpose of corporate business it to make business for its shareholders.

b) More accurate position: Directors act in the best interest of the Corporation

c) Counterpoint: should act as responsible for employees, consumers, & social impact.

2. Boards of Directors have wide latitude to choose where to stand on this.

a) Within Business Judgment of the Board to account for other interests than return.

b) Can be the social and local impact of the corporation.

c) States statutes have “other constituency” clauses to explicitly allow for these interests.

d) Liberating Directors enormously controversial, b/c capitalists just want to make money.

3. DGCL § 203 puts limits on new Boards.

a) There can also be “Dead Hand Poison Pills”

b) The more the Board vests in themselves, the more dicey it gets legally.

H. Legislative Response to DC Liability – [Exculpation Clauses, DGCL § 102(b)(7)]

1. Exculpation from Personal Liability added for such DC problems to protect Directors.

2. Arnold v. Society for Savings Bankcorp, Inc., (Del. 1994) – [poor info to shh re merger]

a) Dissident shareholders suing re: merger b/c decisions during the process made it harder for other suitors to approach.

b) Circulation of information had important omissions and included misleading info.

c) Only claim is sloppy form thus DC; § 102(b)(7) stops the analysis and liability.

d) The claims did not make out a DL violation or GF absence.

3. Malpiede v. Towson, (Del. 2001) – [too much merger restriction]

a) Board accepted “no talk” provision, thus had to accept lower offer from initial bidder.

b) Shh action alleging breach of DC & DL, but actual claim is only DC; § 102(b)(7) stops.

4. WLR Foods v. Tyson Foods, (4th Cir. 1995) – [more protective of DC-BJR then Del.]

a) Hostile takeover battle, bidder suing target for breach of fiduciary duty.

b) Va. Corp Statute § 690, Bidder is only allowed discovery as to the process of the decision, nothing involved as to the substance of the Board's decision.

5. Because DC is so protected, the Duty of Good Faith becomes interesting again.

XIII. DUTY OF LOYALTY.

A. Requires that Directors exercise their powers in the interests of the corporation and not in their own interest or the interest of another person or organization; 

1. Director's position should not be used for personal profit or other personal advantage.

2. DGCL § 144 – the actions of a conflicted Director can be valid IF:

a) the action is approved by the informed non-conflicted directors, then the burden shifts to the shareholders

b) a majority of shareholders approve the transaction with a conflicting Director:

i) this may mean it shifts the burden to the (other) shh.

ii) this may mean it changes the standard of review from Entire Fairness to BJR.

iii) all Del rumblings are dicta at this point.

c) a judge decides the transaction was fair, then it was probably fair.

B. Lewis v. S.L. & E., Inc., (2d Cir. 1980) – [Family corp, renting property to selves b/t corps]

1. Δ on both sides of transaction; thus DL examination; failed to show fair & reasonable.

a) Showing price over time and financial statements alone insufficient; no market demand.

b) Burden is not on Π to show Director waste (nearly impossible).

2. Δ Directors w/ burden, should use procedure where non-conflicted directors approved the rental, then the burden would have shifted to Π to prove his case.

C. The DGCL § 144 is a “Safe Harbor”

1. The shareholder approval to a conflicted-Director transaction of § 144(a)(2) just says “the shareholders” who could be controlled entirely by the same conflicted-Directors.

2. Del Sup Ct interpreted as “the disinterested shareholders” so as to maintain the purpose of Entire Fairness; Fleigler v. Lawrence.

D. Marciano v. Nakash, (Del. 1987) – [Deadlock, loaning self facilities was fair]

1. Deadlock created with no planning to break deadlocks.

2. Δ couldn't get bank funding, so loaned the corporation themselves & storage

a) Conflicted Director transactions – Are these transactions fair?

b) Court looks to market loans; no evidence of effort to advantage at the expense of corp.

3. This theoretically falls under § 144(a)(3) – the transaction is fair; but this is common law b/c there was no shareholder meeting for burden shifting.

E. In re Wheelabrator Tech. Inc. Shareholders Litigation, (Del. Chancery, 1995) – [DGCL 144]

1. No special procedure, Common Law announces that burden of proof is on the Board to show the entire fairness of that transaction.

2. Independent & Informed BoD vote, 144(a)(1) burden on shh to show transaction is unfair.

3. Independent & Informed Shh vote, 144(a)(2) minimum is burden shifted to shh that the transaction was unfair, but may actually change the standard to the BJR; DC violation.

4. Judicially Fair, 144(a)(3) what does this mean? 

F. In re Walt Disney Co., (Del. 2006) – [No Duty of Good Faith]

1. CEO recruits, hires President, Performance leads to non-fault termination w/in 1 year;  severance of $140M for non-fault termination; Board ostriches, does not sufficiently review.

2. President's Personal Liability – 

a) Pre-Hiring Contract is arm-length, no fiduciary duty can be made for that employment contract negotiation, rejection of de facto officer liability notion.

b) Post-Firing, CEO action, no Board action or role, no fiduciary duty afterwards

3. Director Liability – Duty of Care

a) Del Chancery: Conscious intentional disregard = lack of good faith; outside of BJR and § 102(b)(7) charter exception.

b) Π Theory: 1st whether BJR presumption overcome, 2nd if so, Board has burden to prove fairness, 3rd if it can't, whether 102(b)(7) exculpates.

c) Del Sup Ct: Analysis

i) Whether GF existed can be done to evaluate BJR & 102(b)(7) w/o shifting burden.

ii) Charter Authorized Compensation Committee to Act – DGCL 141(c) 

iii) Direct-by-Director or as Collective – No Breaches

iv) Committee Failed Best Practices – but Legal Duty less stringent & Directors sufficiently informed.

4. Defining Bad Faith / Absence of Good Faith

a) Trial Ct: intentional dereliction, conscious intentional disregard

b) Del Sup Ct: no substantive difference b/t formulations of good faith issues from DC issues, Π proved neither

5. FN 95: Π have burden of proving bad faith, thus akin to Π having burden to overcome BJR, unlike common law DL where Δ has burden.

6. Director Liability – Non-Fault Firing / Pay-Day

a) CEO or Board authority to fire – ambiguous allocation b/t Charter & Bylaws, circumstantial evidence supports concurrent authority.

b) CEO & General Counsel determination of no-fault – no basis supported for-cause

c) Directors Reliance on CEO & GC – entitled to rely as accurate advice.

7. Waste – burden on Π is extreme.

8. Stone Applied to Walt Disney:

a) payday was a contractual obligation

b) original contract formation was not fatal

c) incentives for President to orchestrate own no-fault firing

d) not even close to stringent standards to show waste.

e) President's extraordinary reputation / friendship with CEO.

G. Stone v. Ritter, (Del. 2006) – [No Systemic Failure, Duty of Good Faith only subset of DL]

1. Business scam for overseas medical clinic investments misrepresenting the risk to clients; shareholder derivative suit, admitted no red flags for directors.

2. DL cases generally claim directorial liability for corporate loss, predicated upon ignorance of liability creating activities.

3. Caremark recognized lack of good faith if sustained / systemic internal control failure: 

a) Utter failure to attempt to assure a reasonable information and reporting system

b) Consistent with Disney, statements regarding conscious disregard.

c) Systemic failure not alleged here, independent consultant refuted shh allegation, thus no valid oversight claims.

d) Lack of good faith as necessary condition of liability, but not sufficient alone.

e) Failure to act in good faith does not ipso facto mean liability, may result in liability as subsidiary element of duty of loyalty.

4. Economic Loss alone (so far) does not constitute a DL violation against Board of Directors.

5. DGCL has no concept of DGF, good faith is not a third duty with care & loyalty.

H. Corporate Opportunity Doctrine.

1. DL states that Director must act in interest of Corporation before the individual interests.

a) Theoretically, applies where corporation & fiduciary opportunities overlap.

b) Practically applies when fiduciary acts in own interest at tension with corporation.

2. Questions:

a) Is the Corporation in the area of industry, to want to take advantage of the opportunity?

b) Why was the Director offered the opportunity, because of association with corporation?

c) Can the Corporation exploit the opportunity, given financial situation?

3. Guth v. Loft, (Del. 1939). If opportunity presented to Director in the corporation line of business, and is of practical advantage, with interest and reasonable expectancy to the corporation, and would bring the Director in conflict; that cannot be taken by the Director.

4. Equitable approaches; “An open & textured inquiry into fairness” Multi-factor tests.

5. Much like conflict, where § 144 applies, get procedural protection of disinterested & informed Directors to decide.

I. Broz v. Cellular Info. Servs., (Del. 1996) – [Capacity / Ability for Corporate Opportunity]

1. Corporation at the time did not have ability to capitalize on the opportunity, FCC license, though it might have after impending acquisition by another company.

2. Failure of the director to present opportunity does not necessarily result in improper usurpation of a corporate opportunity.

3. If corporation is target of acquisition / takeover, the director of the target company—which does not currently have the ability to take advantage of that opportunity—does not have a fiduciary duty to present that opportunity to the target company.

4. Analysis of Corporate Opportunity doctrine – applied:

a) Subject's Capacity – Individual; FCC approached the person not the corp.

b) Corporation's Expectancy – Limited; Corp has been getting rid of FCC licenses.

c) Corporation's Ability – Impaired; Corp has long-running financial problems

d) Subject's Disclosure – Partial; testimony by Directors indocated no interest.

5. Third-Party plaintiff Broz, had no fiduciary duty owed before acquisition of the company.

J. Rhetoric – Cunningham disagrees with Veasey, Michel, Posner, Easterbrook

1. A fiduciary duty is not “agrees to in appropriate circumstances”

a) “Agrees” is Incorrect, fiduciary is based on status not contract. 

b) “Appropriate Circumstances” is Incorrect, should be always.

2. If D/O believes corporation is not entitled, may take.

a) “Belief” is a non-existent standard.

b) Where is the certainty & predictability.

K. Northeast Harbor Golf Club v. Harris, (Maine 1995) – [Disclosure & Approval of Corporate Opportunity]

1. President (only an Officer) presented three opportunities to purchase contiguous golf land.

a) Subject's Capacity – Corporate, approached her as president of the club.

b) Corporation's Expectancy – Probable, the same line of business, investment in the real estate around the club is a question for maintaining the value of the club.

c) Corporation's Ability – Possible, within the financial capacity.

d) Subject's Disclosure – None, .

2. Decision is actually a requirement to make full disclosure to board or shareholders

a) ALI supports this full disclosure approach.

b) cf. DGCL 144

c) note burden of proof.

L. Controlling Shareholders.

1. Derivative Lawsuit brought on behalf of corporation by shareholders claiming other party injured the corporation – Remedy is to recover for the corporation.

2. Direct Shareholder actions are injuries to their rights as shareholders, e.g. being denied the right to vote – Remedy is to the individual. 

3. Generally: Absent Contractual Obligations, a shareholder can sell their ownership stock whenever they please.

4. Practical & Doctrinal Problems Arise when Shareholder has a Controlling Stake.

a) The power to elect the full board can occur at <50% ownership, due to rational apathy of other shareholders.

b) The precise percentage will vary to grant de facto power.

c) The loyalty duties of a Controlling Shareholder is still loyalty, but should be lesser then Directors because the persons are different and the participation / power is different.

5. Sinclair teaches that CSHH do have fiduciary duties:

a) Minority SHH must show CSHH are on both sides and benefited disproportionately.

b) If cannot be shown, CSHH have BJR deference.

c) If shown, then CSHH have to show the transaction was proper under inherent fairness.

6. Perlman teaches the Looting Doctrine: 

a) CSHH can share their position, legally getting and keeping a premium for that controlling percentage, unless the buyer will do harm to the corporation.

b) Perlman is a sui generis outlier decision; peculiar b/c of Korean war need for steel & CSHH being President as well.

c) Avoiding representational misrepresentation for corporate lawyer in a Perlman situation:

i) requires that due diligence be performed on the part of the corporate attorney to ensure the buyer is not going to do harm to the corporation.

ii) even if there is no reasonable expectation that buyer will not do harm, still include contractual clauses to cover your ass, getting assurances that the buyer will not loot.

d) Remedy is not incoherent b/c:

i) Director selling control of seat on board is an asset of the corporation, selling it does harm to the corporation.

ii) when Δ returned the money, it had to go to the Minority SHH, otherwise the new CSHH still has control of that money they paid as premium.

M. Sinclair Oil Corp. v. Levien, (Del. 1971) – [Derivative Suit, Parent-Subsidiary self-dealing invokes  DL inherent fairness]

1. Parent w/ two subsidiaries, derivative suit for (1) dividends paid, (2) denial of industrial development, & (3) breach of contract b/t subsidiaries.

2. Fact Conceded – Subsidiary directors are not independent from Parent, thus owed FD.

3. Contrast Doctrinal Differences b/t Director & Controlling Shareholder.

a) Minority Shareholder has initial burden to show (1) the Controlling Shareholder is on both sides of the deal & (2) acquired a benefit that the Minority was excluded from.

b) Slight presumption that Controlling Shareholder actions are fair, if not shown then BJR.

c) Then, Controlling Shareholder has burden of proving that the transaction was fair anyway, under Intrinsic Fairness analysis.

4. Where the parent controls the subsidiary (creating fiduciary duty), fixing terms of the transaction (self-dealing), inherent fairness (DL) should dominate.

a) 1. Dividends: Subsidiary paid dividends when Parent needed cash, but minority shh were not excluded to sole benefit of parent, thus not self-dealing.

b) 2. Business opportunities: Minority shh cannot show opportunity offered to sub that parent usurped, suggestion that sub not able to capitalize, no self-dealing.

c) 3. Breach of Contract: Clearly self-dealing as parent gained sub products (via sub 2) that minority shareholders did not, inherent fairness applies.

N. Perlman v. Feldman, (2d Cir. 1955) – [Premium for Sale of Controlling Volume of Shares, Standard of Fiduciary Duty]

1. Sale of controlling share of steel mill by Chairman of Board to steel syndicate.

2. Minority shh complaint that sale of control was a distinct power & premium ($20 sale over both $12 market & $17 book) was in violation of fiduciary duty; market leverage over steel syndicate would be lost.

3. Generally in Capitalism: Controlling shareholders are allowed to sell their stock at a premium and keep that premium.

a) Corporate Law exception is the “looting doctrine” which prohibits a controlling shareholder from selling the control to a party that will exploit the corporation.

b) Additionally, a Director is not allowed to sell a corporate office; its fiduciary.


4. Standard where party w/ fiduciary duty stands to have personal gain is close scrutiny to ensure actions are in the interest of the corporation.

a) Conceded: there is no fraud, misconduct, or looting of the corporation.

b) Under high scrutiny, fiduciary trustee is held to more than the morals of the marketplace.

5. Judgment for the Π for difference in value and premium; Fiduciary (especially when an Officer or Director) should not avail self of the market premium at expense of corporation.

6. Dissent: No threat of tort, only potential lost profits; party cannot take pay for their fiduciary duty; Δ did not do so here.

O. Market enforces a fair price at “arms-length”, neither the highest nor lowest desired.

1. Party on both sides can break the market in favor of the side the party owns more of, “put a thumb on the scale.”

2. Solve this problem by having an impartial committee on both sides to do the deal.

3. Although outside / disinterested / independent are used interchangeably.

a) An outside director technically is not otherwise employed by the company.

b) A disinterested director technically does not have ownership interests (???)

c) A independent director takes up both of the above meanings.

P. Weinberger v. UOP, Inc., (Del. 1983) – [Controlling Shareholder Buy-Out Merger, Disclosure]

1. Decision to buy remaining shares at max $24 based on evaluation by Signal-appointed-UOP-directors; Proposal to UOP President at only $20-21.

a) Rushed procedure w/ external directors & $150K Lehman Bros. fairness opinion.

b) Signal Board appointed members did not vote on the matter.

c) Required approval of majority of minority SHH is good tool, properly employed, can solve the fair dealing question; here insufficient b/c disclosure document was lacking.

2. Cash-out merger can be fine, just go through the procedures to ensure (or at least give the appearance of) a fair arms-length deal. i.e. Use an independent negotiator.

3. Matter of material significance, where UOP directors used UOP information for exclusive benefit of Signal (conflict of interest), and no effort at disclosure was made.

a) The Dual Directors cannot sit silently. Either “get out of the room” or disclose.

b) Having opinion with blank price, when Dual Directors know better, is unseemly. 

c) Footnote 7 (p.646) about proper arms-length transaction, different parties on both sides.

d) Subsidiary President w/ parent officials was not as adamant as opposed to dealing with other parties, probably due to the unspoken parent pressure.

4. Did the conflicted Directors disclose all germane information?

a) Completeness, not adequacy, is the mandate.

b) No safe harbor for conflicted loyalties; 

c) When individuals are Directors of both Parent & Subsidiary

i) Same duty of good management exists,

ii) unless there is an independent negotiating structure or absence of participation,

iii) the requirement is to act in best interest of both companies.

5. Fair Dealing Analysis:

a) Superior knowledge by Signal; external directors lacked key information.

b) Rushed time frame set by Signal; only four business days.

c) Characterized as fair “discussions”, dodged SEC questions for “negotiation” details.

d) Not fair dealing, $17M left on the table obviously a lack of information disclosure.

e) Fair Price: (remanded for further valuation)

6. Heavy emphasis in Del on the fair process prong to the fair dealing test.

Q. Kahm v. Tremont, (Del. 1997) – [Use of Independent Board for Sale Decisions]

1. Simple Core Fact: Simmons trust own 90% of seller, and through the seller own a portion of the buyer; this is not an arms-length transaction.

a) Additional twist is the third company being used as the sale medium.

b) If the Board was independent w/ no pressure from overall owner, as suggested in Weinberger, then the transaction would be valid.

2. Simmons owns / controls 3 companies, has Tremont buy outstanding NL stock from Valhi.

i) NL price stock inflated; repurchased twice & Dutch Auction.

ii) Purpose of NL sale to get under >50% ownership for tax & capital market access.

iii) Sold to Tremont w/ $100M excess liquidity instead of reducing sale by 20%+ market  value in order to sell to others.

b) Simmons had Special Committee of “disinterested” directors used.

c) Eventual sale was given illiquidity discount $1 under market value.

3. Because of Simmons position, entire fairness applies, not BJR.

4. Must examine whether Special Committee was independent & informed.

a) Independent Special Committee would shift burden to Π to show unfairness.

b) Tremont Directors hold influential positions in NL & Valhi, Special committee members all beholden to Simmons.

5. Ask whether there was a fair-price resulting from arms-length dealing.

XIV. CHANGES IN CONTROL.

Basic Corporate Merger Principals


Buyer Approval
Seller Approval
Appraisal Rights


BoD
Shh
BoD
Shh


Merger
yes
yes
yes
yes
yes

Asset Deal
yes
no
yes
yes if “all”
no

Stock Deal
yes
no
no
yes
no

A. Standard to judge these decisions is in b/t BJR & a more rigorous Fairness.

1. Two forms of corporate acquisition:

a) Direct Negotiation – corporate management deciding to merge, consolidate, or sell.

b) Tender Offer – Purchasing shareholder control through stocks.

2. Assets Deal:

a) “Cleanest” way to acquire.

b) Theoretically can purchase asset by asset, leaving behind problems of target.

c) Practically, lump sum of company is purchased, with on-going business operation having value of “goodwill.”

d) When purchased w/ Stock, reduces need for cash but will dilute buyer equity interest if new stock is issued for the acquisition.

3. Stock Deal:

a) Simpler transaction.

b) Includes assets plus tax, accounting, financial, and legal attributes.

c) Includes unwanted assets.

d) When purchased w/ Stock, treated as purchase of stock for tax & accounting purposes.

4. Merger

a) Target corporation is absorbed and ceases to exists an an independent entity; marriage.

b) Target shareholders are bought out or given acquiring shares.

c) Disadvantage: Necessary to conform to State rules & Acquires Target liabilities.

d) Advantage: Can qualify as a tax-free acquisition, even if not-stock is used to acquire.

5. Three Sections:

a) Deal Structures Available for Combining & how Courts Tend to Defer to Deal Structure.

b) Duties of Boards Responding to Efforts of Outsiders Attempting Takeover. 

i) 5 Pillar cases.

ii) Duties when resisting and accepting change in control.

c) Deal Protection Mechanisms. 

6. Two Corporate Law questions:

a) Are there shareholder voting rights in the transaction?

b) Is there a judicial right for the shareholders to have an appraisal?

7. When the Asset seller is selling all of the assets, the shareholder:

a) Does not have an appraisal right in Del. § 271; Hariton.

b) Does have an appraisal right most everywhere else. 

8. If de facto merger does not exist, then courts can't scrutinize it? A merger is whatever the participants call it/

B. Farris v. Glen Alden Corp., (Penn. 1958) – [De facto merger, dead doctrine]

1. Reorganization where GA: acquires all of List assets, except cash for transaction; issues stock to List shh at 5-to-6 ratio, assumes all List liabilities, including purchase loan, combined Board as List Alden.

2. Objections to procedural form:

a) No notice to shh of true intent (merger or consolidation)

b) No notice to shh of right to dissent.

c) No textual requirements as required by (Penn) Business Corporation law.

3. Reorganization would so fundamentally change the corporate character of GA that the shh would find themselves, unwillingly & w/o remedy, invested in a different corporation.

a) Shareholder ownership would shift control to List-shh away from present GA-shh. 

b) Projected change in GA value from $38 to $21 while List is only at $7.50.

4. Will not blind eyes to reality of merger, Merger enjoined.

5. The method of de facto was subsequently outlawed; effectively dead doctrine.

C. Hariton v. Arco Electronics, Inc., (Del. 1963) – [Del. allows effective merger via § 271]

1. Merger by means of Assets Purchasing § 271; explicitly includes understanding that target will be dissolved afterwards.

2. Procedures adhered to:

a) Sale used purchaser shares as consideration.

b) Approval of sale subject to shareholder vote.

c) Distribution of purchaser shares to target's shareholders.

3. Not illegal or incongruent under Del. law; of equal statute w. the Merger statute.

D. Cheff v. Mathes, (Del. 1964) – [Traditional Tender Offer Defense, Buyback]

1. Takeover attempt, most likely to sell off assets for profit; measures to prevent the takeover:

a) Refused aggressor Directorship.

b) Employees were concerned & loss of key personnel.

c) Buyback of 155,000 shares from aggressor at $14.40.

2. Lawsuit alleging buyback only to maintain perpetuation of control.

3. In takeover situations, the Board of Directors has burden of proof to show the purchase was one in the corporation's interest; Bennett v. Propp.

a) Not the same as the inherent fairness test applied to self-dealing.

b) Directors must show good faith & reasonable investigation; not same as honest mistake.

c) Directors reasonably believed aggressor presented threat to company as it existed.

d) Use of non-corporate funds was appropriate to buyback.

E. Unocal Corp. v. Mesa Petroleum Co., (Del. 1985) – [Self-Tender Excluding Aggressor Shh]

1. Hostile two-tier tender offer for Unocal by shh: cash then junk bonds.

a) Board found offer inadequate, value determined at $72 per share for self-tender:

i) External Directors unanimously approved.

ii) If aggressor obtained majority, would impart senior debt via selective exchange to that remaining 49%.

iii) Excluded hostile shareholder Mesa from self-tender.

b) Aggressor must be excluded b/c otherwise (1) prorated new shares would offset other shareholders & (2) Unocal would effectively be funding Mesa to take over.

2. In takeover bid, burden on Board of Directors to prove best interests of the corporation were served by showing good faith & reasonable investigation.

3. Selective exchange (to protect minority shh) is valid given:

a) the nature of the threat posed

b) no unlawful or unreasonable action

c) External Directors acting with good faith & due care and no abuse of discretion.

4. W/o other showing of fiduciary duty breach, Board of Directors has right to defend.

5. Show a surgical response to the coercive threat.

6. Hostile two-tier tender offer now effectively outlawed-by-taxation for policy implications.

a) Buying bare majority, threatening to merger at whatever price the buyer wants.

b) Practical Coercion was incentive for shareholders to accept first-tier to make the transaction easier, then offer a IOU in the second-tier; no trust in IOU.

7. Boards of Directors facing hostile takeover control, have obligation to show reasonable investigation, that they responded to that threat proportionally.

F. Control Duties.

1. Merger Law is Respectful of Corporate Form, do not look to substance.

a) First inquiries are to form & structure & practice.

b) Then, perhaps, the substantive inquiry.

c) Control on these transactions are State law.

2. Threat response to business policy, potential injuries to employees, or liquidation.

3. Board has burden to show reasonable grounds to believe in aggressor threat and have a reasonable response.

4. Straightforward Terms of Art: Bear Hug, Crown Jewels, Golden Parachute, Poison Pill, Staggered Board, Standstill Agreement, Supermajority Provision, White Knight

5. Not-Straighforward Terms of Art:

a) Back-End Transaction – aggressor obtains majority of share and then gets rid of minority through a cash-out merger.

b) Fair Price Amendments – amendments to Charter that specify fair price to all shareholders during unwanted takeovers

c) Flip-In Poison Pill – additional financial rights for shareholders to buy shares in target following trigger of cash tender offer or % stock owned.

d) Flip-Over Poison Pill – additional financial rights for shareholders to buy shares in aggressor in event of a Back-End Merger.

e) Front-End Loaded Tender Offer.

f) Greenmail – aggressor holding substantial position in target requires target to purchase shares owned by aggressor at above aggressor's cost for promise to not takeover target; heavily taxed by government to be rendered impotent.

g) Shark Repellent – provisions that make it difficult to replace target Directors.

h) Lock-Up Options – placed on Crown Jewels & given to friendly third-parties.

i) Pac Man Defense – cash tender offer by target for majority of aggressor.

G. Enhanced Scrutiny for Takeovers

1. Defending – obligation is reasonable threat response – held to Cheff, Unocal, & Time.

2. Selling – obligation is to maximize shh value – held to Revlon & QVC.

Control Duties

Duty of Care
Intermediate “Enhanced” Scrutiny
Duty of Loyalty

BJR
Defend
Sell
DGCL § 144


Reasonable Threat Response
Max Shh Value



Cheff, Unocal, Time
Revlon, QVC


H. Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., (Del. 1986) – [Selling not Defending]

1. Key problems of Revlon negotiations with Forstmann to defend against Pantry:

a) lock-up option granted to Forstmann to purchase certain assets

b) promise to deal exclusively w/ Forstmann in face of a takeover.

c) $25M cancellation fee if transaction was aborted.

d) removal of senior debt note covenants for Frostmann & not Pantry

2. Pantry offer of $45 rejected, Revlon value at $55, asset sale would be ~$60-$70.

3. First Defense by Revlon: repurchase 5M of 30M outstanding & “Note Purchase Right” dividend based on hostile ownership percentage unless purchase at $65 or more.

4. Second Defense by Revlon (against $47.50); offered exchange for: senior debt note above $47.50, & 1/10th share of $9.00 preferred valued at $100.

5. Pantry eventually offered $56.25; Revlon board negotiated w/ Forstmann to:

a) sell for $57.25/sh.

b) Directors purchase shares in new company w/ golden parachute money

c) Forstmann to assume $475M debt of debt notes, but removing the note covenants.

d) Exploding offer accepted b/c of (1) higher price, (2) protections to note-holders, & (3) financing was firmly in place.

6. Forstmann privy to Revlon finances excluding Pantry; the negotiations were unequal. 

7. Directors breached Duty of Loyalty out of concern to Note-holders as opposed to seeking the best price for their Share-holders.

a) Defenses of “Rights Plan” & repurchasing reasonable protect shareholders given threat.

b) But once the sale was inevitable, the Directors role & responsibilities changed, to get the shareholders the best price, 

c) Selective dealing was no longer appropriate.

d) Note-holders had contractual rights, did not need more; the exchange of share for notes included risk of loss, a fair market price offer.

e) Directors fearing suit by Note-holders breached Duty of Loyalty to Shareholders.

f) The lock-up option & no-shop options are not per se illegal, but here they operated to the shareholders detriment.

8. Holding: White Knight favoritism to the total exclusion of the Aggressor may be justified when the Aggressor will adversely affect shareholder interest, but otherwise Market Forces must be allowed to operate freely for the benefit of the shareholders.

I. Paramount Communications, Inc. v. Time, Inc., (Del. 1989) – [White Knight / Squire]

1. Triangular Merger

a) One of the two companies creates a subsidiary that merges with the other party.

b) Primary Advantage – Corp. 1 is the only shareholder of subsidiary, thus only the shareholders of Corp. 2 have a vote; shareholders of Corp. 1 are not necessarily voting.

c) Del. law requires shareholder approval even for Triangular Mergers.

d) Advantages for Time were those such as tax & accounting or whatnot.

2. Time sought to merge with Warner in order to expand company scope and infrastructure.

a) Warner got: stock-for-stock, 62% control of of Time .465 exchange rate, no-shop clause

b) Time got: expansion into Warner infrastructure, planned retirement of Warner co-CEO, control of governance for journalistic ideals.

3. Hostile offer by Paramount at $175/sh. rejected as not in the corporation's interest, trading at $126/sh.; offer purported to be freely negotiable, but in fact required: 

a) (1) termination of Warner merger and removal of other defenses, 

b) (2) Paramount had to lock-up specific assets on their terms, & 

c) (3) judicial determination that offer not subject to Del. Anti-Takeover Statute § 203.

4. Paramount proxy offer was set to expire before the shareholder meeting.

a) Concern that Time's institutional shareholders would take the premium instead of trust the long-term merger strategy. 

i) Denied permission to merge w/o shareholder vote.

ii) Time & Warner reorganized the merger: Time purchases 51% outstanding Warner remainder 49% to be purchased later, assumes $7-10B debt in order to do so.

iii) Promise that Time would not employ poison pill against Warner & Time would be legally bound to conduct the transaction.

b) Paramount raised offer to $200, still rejected.

5. “Change in Control” does not automatically triggered a Revlon duty b/c was no showing that the Time Board believed dissolution of the corporate entity was inevitable.

a) Lock-up, no-shop, & dry-up provisions that might indicate a sale insufficient to show sale or dissolution.

b) Not the role of the court to pass judgment on the business decision, but to review the record for procedure of proper exercise of business judgment.

c) Time & Warner, governance reorganization, merger of equals not a “change in control.”

i) Control premium is not at stake; sense of a non-control transaction.

ii) Change of agreement following threat posed by Paramount was defense-motivated & subject to Unocal.

6. Unocal: before BJR is applied to Board adoption of defensive measure, burden is with the Board to prove (1) reasonable grounds for believing danger to corporate policy & effectiveness existed & (2) defensive measures adopted were in reasonable relation to the threat posed.

a) “Fair price” offered, alone does not mean no reasonable grounds to perceive a threat.

b) Legally cognizable threats: seeking to take advantage of shareholder ignorance, conditions attached to offer, & timing of offer to confuse proxy.

c) Record shows Board was adequately informed of the potential Paramount transaction.

d) The Time Board made a reasonable response, duty of the Board.

e) Directors are not obligated to abandon a deliberate corporate strategy for a short-term shareholder profit unless it is clear that there is no basis to maintain that strategy.

f) Taking on debt is not alone injury enough to be unreasonable if that debt could be seen as manageable.

J. Paramount Communication, Inc. v. QVC Network, Inc., (Del. 1993) – [Merger too Restricted]

1. Paramount seeking to process transaction w/ Viacom: (1) tender-offer then (2) merger; QVC made unsolicited, more valuable tender offer

a) Paramount-Viacom merger deal: conversion of stock, removal of poison pills, no-shop, termination fee, stock option trigger if termination with no cap on that value,  questionable senior debt notes instead of cash.

b) QVC offer for Paramount: higher, included shares, proved financing, required invalidation of the Stock Option Agreement.

c) Paramount renegotiated with Viacom, got a better price but did not restrictive elements.

d) QVC raised above Viacom offer, but Paramount decided Viacom better for corporation, but did not communication to QVC b/c of no-shop w/o knowledge of firm financing.

2. The duty of Paramount was the best value to shareholders because of the sale of control.

a) Most Important: distinguish QVC from Time, focusing on the ownership result (i.e. market of shareholders), no single controlling shh in Time, here control is begin sold.

b) Also Important: linguistic shift from a “maximum value” – watered down a bit to best value reasonably available.

c) There was a “Fiduciary Out” in the contract b/t Paramount and Viacom, but Paramount was still too limited and did not feel they could exercise the out.

d) None of deal protection provisions are per se illegal alone; must be deployed reasonably.

e) Intent of defensive mechanisms was to respond & push-away threat, not to leverage-negotiations, but the dispositive fact is the change in control.

f) Practice of stock-for-stock mergers does not avoid Revlon duties.

3. Preliminary injunction affirmed.

a) Increased sale of control duty exists because:

i) (1) threatened diminution of the current stockholder voting power

ii) (2) a public asset in the control premium is being sold and may never exist again

iii) (3) traditional Del. courts concern.

b) Key features of an enhanced scrutiny test are

i) (1) judicial determination of adequacy of the decision-making process

ii) (2) judicial examination of reasonableness of actions in the circumstances

c) The “break-up” of company assets is not required to trigger this enhanced level of duty.

d) Duty to

i) (1) be vigilant and diligent in examining the offer

ii) (2) to act in good faith

iii) (3) to obtain all relevant information reasonable available

iv) (4) to negotiate actively with both parties in good faith to that end.

e) Provisions in contract, though valid in abstract, do not negate fiduciary duties.

K. Williams v. Greier, (Del. 1996) – [Voting Scheme for Recapitalization]

1. “Tenure voting plan” where in a recapitalization scheme, all shares would be entitled to ten votes, but only after a 3 year period of having 1 vote per share.

2. There is no unilateral board action here in response to a takeover, just recapitalization.

3. The traditional review of disinterested, independent directors recommending the mechanism applies, BJR protects the Board.

L. Ace Ltd. v. Capital Re Corp., (Del. Ch. 2000) – [No-Talk agreement, fiduciary out insufficient]

1. Reinsurance company getting cash infusion for stock, merger began, no-talk provision.

2. Capital Re has a better offer and wants to terminate the agreement.

a) Requirements to get out of the no-talk requirement, all in good faith:

i) outside financial advisors suggesting it is a Superior offer

ii) outside legal counsel writes that participation is required for fiduciary duty

iii) competing offeror enters confidentiality agreement no less favorable

iv) company provides contemporaneous notice of intent to negotiate.

b) Language requiring written advice of legal counsel does not bind the Board of Directors to that counsel – Directors must maintain independent decision ability & responsibility.

c) Preclusion of considering another offer is negative to all shareholders.

d) Claim that this is not change in control is inaccurate.

3. Considering the better offer is an appropriate exercise of fiduciary duty.

M. Omnicare, Inc. v. NCS Healthcare, Inc., (Del. 2003) – [Real Escape Hatch Must Exist]

1. Agreement pre-committing two controlling shareholders to approve merger was an impermissible lock-up.

a) On its face, there is nothing invalid about a shareholder committing their vote (proxy).

b) But here, this is getting around any meaningful shareholder meeting.

2. NCS looking to get bought; no buyer willing to provide recovery for NCS shh.

a) NCS rejected Omnicare bankruptcy sale offer (§ 363 Bankruptcy Code) subject to due diligence; raised offer but only as bankruptcy asset sale.

b) Would not meet debt; marginal recovery for Note holders, no recovery for shareholders.

3. “Independent Committee” who were neither NCS employees nor major stockholders to develop a plan out.

a) Began merger negotiation with Genesis, no other viable possibilities seen at this time.

b) Genesis: repayment of senior debt in full, full assumption of trade credit obligations, purchase of Notes at par value (w/o interest) w/ cash & stock , and $24M for NCS stock.

i) Exclusivity given to Genesis, with only “good faith fiduciary superior offer” out.

ii) Genesis did not want to be a stalking-horse (i.e. bait) for another bidder.

c) Omnicare unsolicited merger offer contingent on third-party consents & due diligence.

d) NCS used offer letter as negotiation leverage on Genesis; responded by better exploding offer. Independent Committee considered,  fully informed, voted unilaterally in favor.

e) Requirement under DGCL § 203 for simultaneous majority shh approval w/ merger vote, such that if Board changed their mind, the shh would still be bound.

4. Enhanced judicial scrutiny is used to evaluate these defensive devices.

a) Two-part test; Defense must be:

i) not coercive or preclusive, & then

ii) an action within a range of reasonable response to the threat perceived 

b) The three defensive measures together –§ 251(c) provision, voting agreements, & absence of an effective “fiduciary-out” clause– made the Exclusivity too draconian.

5. This form of shareholder lock-up is per se illegal in Delaware. 

a) Clause that violates: Can only entertain other offers w/ a written outside legal opinion that one has to entertain the offer to meet the fiduciary duty.

b) First problem – limits Board to the opinion of outside counsel; one could contractually be required to discuss the matter, but not be beholden to a written opinion. (invalid no matter what)

c) Second problem – the deal was locked up nearly from the outset, the buyer can support any deal it wants propose before negotiations; they had 45% of shares accounted for. (does not render per se invalid, but concerning)

6. Dissents:

a) Case-by-case equitable and flexible evaluations, no bright-line.

b) Decisions at the time they were made were fully within the fiduciary duties, facing the risk of zero return to the shareholders.

c) There would have been no deal but for the Exclusivity concessions.

d) Jurisprudence should not turn on after the fact events

e) Del. Corps. may fear having to get the highest price reasonably available every time.

f) The process was transparent; lock-up provisions and all.

XV. DERIVATIVE ACTIONS.

A. Appropriate Conditions to Allow for a Derivative Suit (FRCP 23.1)

1. Derivative Suit is not the initial or primary protection for shareholders against managerial misconduct – the Market is the primary regulator.

2. Must be some judicial oversight, but managers could feel exposed b/c corporate actions are subject to different opinions and litigation lacks certainty.

3. The derivative action should:

a) ensure a measure of judicial oversight

b) provide a remedy that does not depend on coordinated shareholder action

c) protect transactions in corporate control from unreasonable interferences.

4. Private actions suggest high social costs in two ways:

a) Threat of liability for violations reduces incentives to take business risks.

b) Private Actor Incentive to bring nonmeritorious action for nuisance or settlement value.

B. Sarbanes-Oxley Act:

1. Blackout: Forbids corporation officers & directors from trading securities received by as corporate employees when corporation's pension plan participants are legally restricted from trading.

2. No element of intent & allows for derivative suits to recover from blackout sales.

3. Different from general State laws:

a) Authorizes “securityholders” to maintain a cause of action where State law only gives equity owners standing.

b) Gives directors a 60-day window to respond, where the Model Act give 90-days and Del. gives a “reasonable period of time.”

c) Introduces a “diligence” standard to assess director responses, which differs from doctrine of demand futility.

C. Overview

1. Skewed Incentives

a) Π Lawyer & Individual Δ have incentive to settle for fee & indemnification, respectively

b) Π Shareholders have more to get out of deterrence value as opposed to direct interest.

c) Does the Π Lawyer have to act according to what the Π Shareholders demand or in the best interest of the corporation?

2. Efficacy Protection Devices

a) Procedural Rules: Standing, Representative for all shareholders, Exhaustion requirement for demand of board or showing of demand futility

b) Classification b/t direct & derivative; Grimes.

c) Demand Requirement

3. Demand Futility

a) Del. asks if there is some reasonable doubt that the directors will be affected, then BJR is excused.

b) Model Act just have universal demand requirement to avoid the additional litigation.

4. Note: Piercing the Corporate Veil cases are not the same as Direct or Derivative suits.

D. Grimes v. Donald, (Del. 1996) – [Direct vs Derivative Actions]

1. Donald, CEO of company, had contract provision for a substantial severance package if the Board substantially interfered w/ management of the company.

a) Grimes brought action against Board for breach of fiduciary duty by abdicating authority in the manner.

b) Held: The suit is direct, not derivative.

2. Distinctions b/t direct & derivative based on:

a) nature of the wrong alleged

b) relief, if any, which could result

3. Direct action must allege more than injury stemming from wrong to corporation and either:

a) must be a injury separate from the other shareholders

b) or be a wrong involving a contractual right of a shareholder.

4. Structural relationship actions that threaten the corporation may be derivative actions.

5. Direct claims include (ALI § 7.01, Reporter's Note 1):

a) claim to dividends

b) right to inspect corporate records

c) right to vote

d) claim of improper rights dilution

e) claim of improper entrenchment against control

f) claim of fraudulent (ultra vires) action

g) claim of minority shareholder oppression

h) claim of control change adversely affecting shareholder

E. Aronson v. Lewis, (Del. 1984) – [Stockholder Demand Futility, Delaware Standard]

1. Old executive (Fink) semi-retireed consultant for Parent & Subsidiary w/ large salary.

2. Complaint by Π that transactions: (1) have no valid business purpose; (2) grossly excessive waste as too old; (3) conflict of interest b/t consulting for Parent & Sub; (4) just a facade for Parent to pay more w/ Sub assets.

3. Π made no demand on the Board as it would be futile b/c:

a) All directors are Δ and have participated in the contested transactions

b) Δ Fink selected all of the Board and thus controls them.

c) The Δ would be in the position of suing themselves, which would not be effective.

4. Defense: 

a) Policy: Directors are in control.

b) Factual: Short particularity showing actual control by Fink or lack of Director independence.

5. Demand Futility – Reasonable Doubt.

a) Delaware Standard: Exception from demand futility can only be where the facts are alleged with particularity (not reasonable inference) which create a reasonable doubt that the director's action was entitled to the protections of the BJR.

b) Demand Futility is linked to BJR; burden is on the shareholder to show that a demand would be futile, i.e. the business judgment of the Board was invalid.

c) Where officers & directors are under an influence that vitiates their discretion, they cannot be considered proper parties to conduct litigation on behalf of the corporation.

d) The mere threat of personal liability does not make a director an “interested” party.

e) Recall the BJR:

i) Are the Directors disinterested? (factual basis)

ii) Was the transaction a valid exercise of business judgment? (not presumed wrong)

f) In Del., 47% ownership & personal selection of Board are insufficient to factually show dominance over the Board; more than mere voting power.

6. Holding: There has to be some showing of reasonable doubt beyond a bare assertion that “the BJR should not apply” in order to filter out non-meritorious claims.

F. Marx v. Akers, (N.Y. 1996) – [Stockholder Demand Futility, New York Standard] 

1. Demand is excused when:

a) Alleges with particularity that a majority of the Board is “interested” in the challenged transaction.

b) Alleges with particularity that Board did not fully inform themselves about the challenged transaction to the extent reasonably appropriate under the circumstances.

c) Alleges with particularity that the challenged transaction is so egregious on its face that it could not have been the proper exercise of sound business judgment.

2. Demand is Futile when shown: Interested, Ignorant, Egregious.

G. Alternative Application of Demand

1. Model Act & ALI tactic: Universal Demand. The shareholders are always required to make written demand upon the board of directors except in the face of a special showing of irreparable injury to the corporation.

2. NY & Penn are not looking to the merits of the Special Litigation Committee (SLC) decision (though Penn claims more procedural oversight).

3. Del “two-step” distinguishes on the form of the claim turning on demand. 

a) If demand was made, the SLC gets deference unless wrongful

b) If demand is excused, the SLC undergoes a searching examination of process & substance.

4. ALI approach looks for DC & DL allegations.

5. MBCA has burden shifting based on majority of independent directors.

H. Auerbach v. Bennett, (N.Y. 1979) – [Special Litigation Committee, Liability Insulation]

1. Self-Inquiry whether had made illegal payments to political officials of parties is foreign companies; found bribes & kickbacks accountable to individual directors.

a) Special Litigation Committee of 3 new, disinterested directors given full power to evaluate actions and proper response – Individual directors w/o personal gain and and not violated standard of care.

b) Special litigation committee, found lawsuit had no merit and “would be bad for the corporation”, sought dismissal.

2. BJR applies to the SLC; the second-tier finding as to SLC-diligence-liability precludes / insulates the first-tier crime-liability from judicial inquiry (as a derivative lawsuit).

a) Derivative claims against corporate directors belong to the corporation itself.

b) It is the corporation's decision whether or not to prosecute its own directors.

c) To assign this duty of determining prosecution away from the Board would itself be a breach of Director duty.

d) Special litigation committee has two aspects: (1) the selection of the committee & (2) the decision of the committee.

i) Courts cannot inquire as to the decision b/c of BJR; “ill equipped”.

ii) Only the procedures for selection can be questioned under judicial review.

3. The methodologies and procedures of the conduct of the investigation are exactly what the judiciary should review.

I. Cuker v. Mikalauskas, (Penn. 1997) – [SLC under ALI approach]

1. Decisions regarding litigation, including shareholder derivative actions are business decisions like any other and subject to BJR.

2. A court may stay the derivative action while determining propriety or order a limited discovery; not looking to substantive merits, but is examining:

a) whether special litigation committee was disinterested.

b) whether assisted by counsel

c) whether it prepared a written report

d) whether it was independent.

e) whether it conducted an adequate investigation

f) whether it rationally believed the decision was in the best interest of the corporation (i.e. in good faith)

J. Zapata Corp. v. Maldonado, (Del. 1981) – [SLC-BJR Not Applicable to Interlocutory Appeal]

1. Derivative action, 2 new Directors made independent committee, recommended dismissal.

a) Conflicts cause by res judicata b/t Del & 2d Cir.; procedural gridlock.

b) Whether the individual has a right to proceed with a derivative suit after the demand is made of and rejected by the Board?

c) When, if at all, should an authorized board committee be permitted to cause litigation, properly initiated by a derivative stockholder in his own right, to be dismissed?

2. Incorrect that the individual has an absolute right to continue a derivative action.

3. Obvious tension: the shareholders risk the board summarily ignoring their meritorious claims while the board risks harmful meritless litigation.

4. Issues are (the procedural): independence, good faith, & reasonable investigation.

5. But, BJR is not the proper balancing point at this stage of derivative litigation.

a) This is not a straightforward “board refusal” case.

b) 4 years b/t beginning of litigation & new directors for the SLC is concerning.

c) Cases where procedural BJR questions may not be sufficient to protect against abuse.

d) Power to decide the SJ motion to dismiss should rest in the discretion of the Chancery Court; not beyond judicial reach and ability to judge.

6. Two-step test for evaluating the motion:

a) BJR inquiry as to independence, good faith, & bases of conclusions.

b) The Chancery Court should make a judgment call.

c) This second-prong is the court's “independent business judgment.”

7. Why does the court get extra analysis in this situation?

a) Judges are very good at process; here Judges are very good at legal claims.

b) As competent to decide whether to proceed or not with continuing the litigation.

c) Which is a specific “business judgment” regarding probability of success on the merits. 

8. The Limited gets rocked b/c they don't have a SLC.

K. In re The Limited, Inc. Shareholders Litigation, (Del. Ch. 2002) – [Demand Futile, No SLC]

1. Claims of corporate waste, breach of DC & DL, caused by rescinding of (1) Contingent Stock Redemption Agreement & (2) using that money for self-tender offer w/ no consideration to the corporation.

a) Redemption Agreement gave Children's Trust right to buy at $18.75, but The Limited had call option to buy back at $25.07; required corp to maintain $350M liquid.

b) Dutch Auction Repurchase plan [$50-$55 over $43.75] cost $750M, $90M more than on-hand capital.

c) Rescinding of the plan allowed Executive to prevent corp from making $15/sh.+ on the buyback option; (~$280M).

2. Aronson has a heavy burden on Π to show reasonable doubt that both:

a) (1) the Directors (a majority) are disinterested & independent

b) (2) the challenged transaction is a otherwise valid exercise of business judgment.

3. Individual factual basis to hold Directors are not disinterested:

a) substantial salary from being officer of corporation

b) substantial salary from being officer of wholly owned subsidiary corporation

c) substantial salary compared to primary job of university administrator.

d) substantial donation to university at which director is president.

4. DC Corporate waste argument is perfunctory, dismissed. DL claim is valid and allowed to continue for seeming unfair to shareholders.

XVI. INDEMNIFICATION & INSURANCE.

A. Corporations risk suits from shareholders, employees, & clients / customers.

1. Corporations can reduce liability risk of directors & officers in three ways:

a) Exculpation Clauses

b) Advances / Reimbursements for expenses & liabilities incurred by corporate decisions.

c) Insurance on liabilities caused by Directors.

2. Risks:

a) Directors may not be risk-adverse and take hazards that cause more litigation.

b) A successful derivative action that is indemnified, causing for the penalty to only cause costs for the corporation.

3. Generally:

a) Protection is allowed by statutes, but not generally required.

b) Indemnification does not mean the Directors will easily receive the payments.

c) Too much indemnification can be counter to the public policy of accountability.

d) Also a public policy question regarding indemnification from criminal actions.

e) Surprisingly few Del cases interpreting indemnification & insurance provisions.

f) Sources

i) State Statutes, Charter & Bylaws & Contracts

ii) Same hierarchy of authority.

g) Need to attract capable people to the corporation applies to Directors & Officers.

B. Delaware Statutes:

1. Post-Van Gorkum 102(b)(7). A provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director, provided that such provision shall not eliminate or limit the liability of a director: (i) For any breach of the director's duty of loyalty to the corporation or its stockholders; (ii) for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law

a) Some states include corporate officers.

b) There is still the ability to get a TRO or other injunction

c) One cannot get exculpation for violating laws regarding dividends.

2. Waltuch, Part 1: DGCL § 145(c)

a) Mandatory indemnification when the corporation “wins” on the legal action.

b) Subsection 145(a) applies to all but derivative suits, 145(b) to derivative suits.

3. Heffernan, § 145(a).

a) Voluntary indemnification of any person including directors and beyond [officers, agents, or employee]. 

b) Applies to non-derivative suit.

4. Derivative Actions: § 145(b)

a) In Del. if adjudged liable in a derivative action, the normal indemnification does not apply... unless the Ct. Chan. decides otherwise.

b) Settlement of the Derivative Suit Invites the problem of Circularity.

c) In Del., Policed by judges to prevent circularity harm. 

5. Model Code Default: is no indemnification for derivative settlement b/c of circularity.

a) But the Model Code allows for Charter Provision granting this derivative settlement indemnification.

b) Standard means of enforcing these indemnification rights are in the Charter and ex ante.

6. Advances § 145(e)

a) Practical matter for corporations.

b) Expenses for litigation may be advanced to directors; but there must be an “undertaking” to repay that advance if litigation is unsuccessful.

7. Waltuch, Part 2: DGCL § 145(a)

a) The party being granted indemnity must have acted in good faith.

b) Do not need to induce Directors & Officers to commit fraud.

8. Waltuch, Part 2: DGCL § 145(f)

a) Indemnification of the rest of the statute is not exclusive.

b) But it must still be limited to good faith actions.

9. Waltuch, Part 2: DGCL § 145(g)

a) Corporation has the power to buy insurance for these parties,

b) regardless of whether or not they can be indemnified.

c) Insurance is better b/c the Corporation does not pay out everything, just the premium to the insurance company.

d) So the Insurance Contract will have self-policing of policies to have exclusions for fraud and such things.

C. Waltuch v. Conticommodity Services, Inc., (2d Cir. 1966) – [Liability Settlement & Defense]

1. Silver investors sued for failure to avoid market manipulation; settled w/ corp for $35M.

2. Waltuch spent $2.2M in unreimbursed legal fees, requesting mandatory indemnification under § 145(c); 

a) Dismissed from proceedings w/o settlement contributions, total cost here $1.2M.

b) Agreement to penalty at CFTC of $100K fine & six-month ban from trading; $1M.

c) Assertion of company was settlement is not “success” on the merits or otherwise.

3. DGCL § 145(c) requires indemnification for legal fees when the defense is successful.

a) DGCL § 145(a) is an optional discretionary indemnification.

b) To have gotten rid of the case, even by settlement, is “otherwise.”

c) Legal fees for seeking indemnification are not statutorily indemnified, do so by contract.

d) For the civil proceedings, “success on the merits or otherwise” was dismissal w/ prejudice and no assumption of liability by Π.

i) The concept of vindication is too broad for proper application of indemnification.

ii) Going behind the result is inconsistent w/ the presumption of innocence; success is vindication, no question allowed as to practicality versus innocence.

e) Holding 1: The civil cases being settled mean Π must be indemnified as to the $1.2M

D. Heffernan v. Pacific Dunlop GNB Corp., (7th Cir. 1992) – [Former Director Indemnification]

1. Amount of shareholder control not why Heffernan would have influence on the deal.

2. Pacific acquired control GNB, Heffernan 6.7% shareholder & director of Holdings-GNB

a) Pursuant to Stock Purchase Agreement, Heffernan sold 6.7% to Pacific.

b) Pacific sought to rescind transaction based on alleged misrepresentations in disclosure.

c) Heffernan sought indemnification from former employer & denied litigation expenses. 

3. Substance of the allegation and context of transaction imply that Heffernan may be getting sued because he was a director, thus indemnified.

a) Standing alone, indemnification cannot be refused as a matter of law:

b) Pacific's suit against Hefferenan alleged misrepresentations are dependent on his role, duty, & knowledge as a director.

c) The logic of Pacific having Heffernan fail the “necessary elements” would imply that all of Del. Corp Law did not allow for 12(2) actions to have indemnity.

d) Fine line exists b/t suits b/t a directors duties and personal transactions.

4. Argument for limitation is that if a director is found liable and pays damages and fees, then the corporation indemnifies the director, the corporation as a whole is poorer for the litigation and would have been better off not pursuing blame.

E. Waltuch v. Conticommodity Services, Inc., (cont.) – [Liability, Fine not Indemnified]

1. Arguments: 

a) Δ: DGCL § 145(a) requires good faith showing to permit indemnification.

b) Π: DGCL § 145(f) allows for grant of indemnification outside of requirements, which is done by Article Ninth of incorporation b/c good faith is not explicit.

c) $100K fine by federal agency =  not success on the merits or otherwise.

d) Charter grants indemnity except in relation to matters of adjudged negligence or misconduct.

2. § 145(f) does not allow a corporation to bypass the § 145(a) good faith requirement.

a) Indemnification provisions cannot be inconsistent with the substantive law of DGCL § 145, despite subsection (f) – There has to be the good faith of § 145(a) as a baseline limit to indemnity.

b) Implication that corporation may not be able to indemnify the director.

c) Holding 2: Waltuch remains liable for the $1M.

3. Citadel Holding Corp. v. Roven, (Del. 1992). § 145(f) allows for rights beyond those explicit in the statute, but that are consistent in scope with the rest of the the corporate power to indemnify.

F. Director & Officer Insurance.

1. May theoretically fill the gap in liability b/t how far a corporation may indemnify and the total value of settlement / adverse judgments.

a) Applicable whether or not the corporation can indemnify.

b) Most state corporate enabling statutes impose limits.

i) ALI: Should not insure conduct directly involving a knowing and culpable violation of law or involving a significant pecuniary benefit.

ii) Federal securities law imposes limits for public policy of deterrence.

2. Insurance coverage limited to breach of duty, neglect, error, misstatement, misleading statement, omission, or act.

a) Not criminal actions.

b) Recklessness is on the line b/t insurable & uninsurable.

3. D&O Insurance always has express coverage exclusion for fraudulent acts.

4. Insurance covers fortuitous losses “due to fortune,” not losses that are certain to occur or have occurred.

5. Questions of dishonesty are often where criminal laws disallow indemnification; fiduciary duty breaches may implicate dishonesty.

6. Allocation to specific classes of insured is relevant when:

a) covered & non-covered claims are asserted against covered parties.

b) claim is asserted against covered & non-covered parties

c) covered parties are alleged to have committed wrongful acts in covered & non-covered capacities.

XVII. SECURITIES LAW.

A. Defining Securities

1. Three questions:

a) Does the transaction involve a security?

b) Is a security being bought or sold?

c) Is a registration exemption available?

2. A “security” exists if the transaction involves the investment of money in a common enterprise with profits to come solely from the efforts of others; an “investment contract.”

a) Anything that has a chance of creating or losing a return on investment.

b) Very broad jurisdiction, goal to protect investors, but then specific ways to exempt.

3. In a corporate merger, a shareholder vote represents the offer, and the receivership of those securities is the sale.

4. Exemptions must be available for sale of every asset / security of a privately held company that does not want to go public.

5. Some entities are Self Regulating Organizations (SRO) which have SEC oversight, but are generally let to themselves. NYSE & NASDAQ

6. Original Federal Securities Law Acts:

a) Securities Act of 1933 – Regulates disclosure for primary offering of securities.

i) registration statements & prospectuses.

ii) § 11 anti-fraud rules

b) Securities Exchange Act of 1934 – 

i) secondary (listed securities or widely-held)

ii) annual, quarterly, special reporting (10K, 10Q, 8K); Section 10(b) and Rule 10b-5 anti-fraud rules

iii) proxy rules; Section 14(a) and Rule 14a-9 anti-fraud rules

iv) tender offer regulations; Section 14(d) and anti-fraud rules

B. Sarbanes-Oxley Act

1. This goes in deeper into ethics than federal law ever had traditionally.

a) CEO & CFO are not criminally accountable for financial statements.

b) Auditors now go into ensuring the system of checks is adequate, expensive.

2. SOX Encroaching Exercises

a) board audit committee composition and authority

i) independent; select/supervise/pay outside auditor [301]

ii) financial expertise: have or disclose why not [406]

b) bans corporate loans to O&Ds [402]

c) corporate code of ethics

i) have or disclose why not [407]

ii) disclose all amendments or waivers [407]

d) professional conduct of securities lawyers [307]

i) SEC rule: counsel to report violations to GC or QLCC

ii) if inadequate response, then to audit committee or board

iii) special rules for subordinate lawyers

iv) debated but un-adopted “noisy withdrawal” concept

3. Most SOX provisions enforced by SEC, generally don't give shh private right of action. 

a) This does not undercut basic, collateral actions for fraud and illegal action.

b) But then the professional conduct directly supersedes the ethics of States, the securities lawyer is given some level of a policing / whistle-blowing function.

c) Not a traditional role of the lawyer, in conflict with duty to client.

XVIII. PROXY REGULATOIN.

A. Doctrines / Pervasive Questions

1. Causation

a) Rule 14a-9, when proxy offer is made, there must be a statement telling the whole truth.

b) If the proxy statement is not required by law or charter or bylaw, then one does not need it because it is not essential, merely voluntary. Virginia Bankshares.

2. Materiality

a) Justice Marshall in TSC defines materiality as “if a reasonable investor would consider it important in making an investment decision.”

b) Opinions are not Facts, likely outside reach of materiality, even though Justice Souter does struggle with it. Virginia Bankshares.

3. Culpability - Scienter or Negligence? Fradkin v. Ernst. (not covered)

B. Shareholder Proposals

1. Governance – SEC v. Transamerica, (3d Cir. 1947).

a) shareholder election of auditing firm

b) eliminate advance notice requirement

c) require report of annual meeting to stockholders.

d) require certain offices be filled by different people

2. Social Matters – Roosevelt v. DuPont, (D.D.C. 1992).

a) proposal to be more environmentally / socially responsible.

b) proposals for limits on R&D / marketing of alternatives

c) hiring and employee benefit matters

3. All of this comes out of Fed Sec law designed to filter shareholder proposals.

a) Governance, as proper under state law, must be included.

b) Social Matters are business decisions, not for the shareholders to tinker in.

C. Mills v. Electric Auto-Lite Co., (S.Ct. 1970) – [Essential Link Test]

1. Merger b/t Auto-Lite & Mergenthaler, suit initiated day before vote, but no TRO, so merger went through and this case was an amended complaint seeking merger set aside.

a) Alleged violation of Securities Exchange Act of 1934 § 14(a) / SEC Rule 14a-9 for misleading proxy solicitation.

b) Vote required by state law, and required to be a 2/3s vote.

c) The majority shareholders recommended the proxy, but omitted the fact that they are on both sides of the merger; a material omission.

2. The issue is the causal relation between statement & action, 

a) Circuit Court: would the transaction have gone through anyway, i.e. is this fair?

b) Harlan II rejects, because Federal Securities Law is about disclosure and voting is done on an informed basis, and may not have anything to do with whether it is fair.

3. Harlan II test is whether the statement is an essential link to consummating that deal?

a) Material omission is sufficient to support the cause of action by petitioner.

b) Changes the character of the proxy vote too significantly.

c) No need to go to the next step of proof of fairness by respondent.

d) Relief due to petitioners for violation of the proxy rules will be decided in equity, fairness, court discretion w/o statute, monetary as can be shown.

e) US points out that minority shareholders could not be party to the merger agreement.

D. TSC Industries Inc. v. Northway, Inc., (S.Ct. 1976) – [“Reasonable Investor Would...” Test]

1. Issue: What is a “material fact” for questions of proxy regulation?

a) Standard for material facts cannot be what a stockholder might consider important.

b) There has to be balance on the amount of required disclosure policy, revealing every raw detail can do more harm than good.

2. J. Marshall, Rule 14a-9: “A fact is material if there is a substantial likelihood that a reasonable [investor] would consider it important in deciding how to vote [or in making other investment decisions].”

3. Omitted Facts can be material:

a) Similar to the significant propensity of Mills.

b) Does not require proof of a substantial likelihood.

c) Materiality is a mixed question of law & fact.

E. Cole v. Schenley Industries, Inc., (2d Cir. 1977) – [Failure to Disclose, Appraisal]

1. Π challenging merger of Schenley w/ Glen Alden at the proxy stage.

2. Π alleging that proxy statement did not:

a) accurately show amount of cash Schenley had.

b) how much cash would be transferred from Schenly to GA.

c) accurately reveal the value of Schenley stock.

3. The proxy solicitation itself an essential link in the accomplishment of the transaction

4. Essential b/c the minority shareholders could have exercised their right to appraise, threatened to appraise, or acquire more information to hold up.

F. Virginia Bankshares, Inc. v. Sandberg, (Sup. Ct. 1991) – [Voluntary = Inessential; Opinions are not Material Facts]

1. Freeze-Out Merger: If a minority group is small enough, there is no need for a vote to freeze-out & buy-out that minority. (determined by State law, Del is 90%).

2. VBI owned 85% of Bank, executed freeze-out merger, fair price opinion, reported to minority shareholders that this was a high value.

a) Affected merger, . 

b) Challenge that this was unfair, finding by jury that it the Directors did not believe it.

3. Nothing in corporation charter or bylaws to seek a vote. (SEC may require such a vote.)

a) But the company, in good faith, sent out a statement anyway.

b) Since it was voluntary, it severed causation.

4. Conclusory or qualified statements to explain Director decisions for recommending certain corporate action are not Rule 14a-9 “materially misleading.”

a) Knowing false statements may be actionable even if conclusory in form.

b) Not shown that § 14(a) private action was intended to be extended to such shareholders.

c) Directors belief of their statements to shareholders is a matter of fact for a jury to determine; here they were found insincere.

d) Proof of disbelief or belief undisclosed should not be enough fact for § 14(a) liability.

5. Opinions are likely outside reach of 14(a).
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