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I. Nature and Purpose

A. Nature

Summary:  Two competing conceptual issues.  Private or public.
Today most courts see corporations as private entities.  Academics have taken varying stances:  Berle & Means said corporations must serve public good because they are public trustees. ALI permits “ethical considerations” to play a role.  Buffet allows each S/H to direct a corporate donation.
1. Private or Public

a) Private

(1) Trustees of Dartmouth College v. Woodward (© as private contract b/t ind. & state).
F: 
NH legislature passed law enlarging Dartmouth Board of Trustees and giving state appointment powers.

H:  Marshall holds despite public grant of power and eleemosynary purpose, © is a private contract between individual and state and state; Constitution prohibits “a law prohibiting the obligation of contracts, therefore law invalid.  Corporation is private even though it is a contract between individual and government.

Story:  Private money means private entity
(2) Dodge v. Ford (© is S/H property and to be run solely for S/H profit) (1919)
F:  Ford limited special dividend payments in order to reinvest into company for purpose of employing more people and selling more products cheaply.

H: 
(1) Corporation must be run for S/H’s benefit.  Other constituencies, employees, society, etc. . . may only be considered to the extent that they do not harm S/H profit.

(2) BOD has absolute discretion to pay div. unless.

(a)  Fraud or misappropriation
(b) Div. could be paid out w/o detriment to corp. AND nonpayment equals fraud or breach of good faith duty towards S/H.
N:  
(1) Ford might have also been trying to freeze out Dodge Bros.

(2) Early application of BJR-type rule.
b) Hybrid: Berle & Means (© is hybrid b/t private and public) (1932)
· © are public trustees.  According to Tsuk, they “announced that all publicly held corporations were public trustees.  Their power was to be exercised to satisfy the community.”

· S/Hs passive ownership allows increased demands.  “By surrendering control and responsibility over active property. . . they released the community from the obligation to protect them. . . [as] implied in the doctrine of strict property rights.”
2. Property or Entity
· Not the same as public/private dichotomy
a) Created by Charter (fiction):  Can be either public or private.  See Woodward (Marshall v. Story opinions).
b) Natural (real entity):  Real is like an individual but not exactly as a natural.  Real or natural gives corporation status and rights separate from shareholders.  Can be either public or private.
c) Contractual

· “Nexus of contracts” between directors, shareholders, debtholders, etc. . .

· Lends it itself to private perspective.

d) Property.  Corporation is the property of its shareholders.

· Network of Contracts Theory:  Corporation is a “network of contracts” between shareholders, directors and other corporate constituencies.

· See Grimes v. Donald (abdication is direct claim because shareholder control over corporation is a contractual right).
B. Purpose
Summary:  Dodge limited proper purpose to S/H profit.  Subsequently, courts allowed reasonable public service. Barlow.  Accountability is first and foremost to common S/Hs.  Mitchell and Jedwab.  Courts will also permit, though not require, reasonable care for employees.  Steinway.  Courts afford only contractual protection to future S/Hs, Simons & Anadarko, debt holders, Simons, and preferred, Jedwab. Courts have generally shied away from imposing social duties on corporations.  Ypsilanti showed courts will not weigh equities but merely hold corporations to what they promised.  Poletown shows courts will liberally allow government to help corporations.  However, human rights may play a larger role in the wake of Unocal’s interpretation of the ATS; there are pros and cons on both sides to this issue.
1. To Shareholders
a) Dodge v. Ford (© is run for S/H and must be run solely for their profit).
b) Shareholder Valuism. 

(1) Mitchell: 
(a) Corporate law encourages and requires short-term shareholder valuism.
(b) Change investment habits to focus on long-term profits, through economic incentives, sliding scale capital gains tax, increase attractiveness of long-term investments, and penalize pension & 401k holders for trading within the plans, make this taxable.
(2) Tsuk:  
(a) Short-term valuism results from this approach.  

(b) Coincides with rise in Institutional Investment Portfolio Theory, minimize risk through diversification.
2. To Employees 
a) Steinway v. Steinway & Sons (Employee welfare can and should be considered so long as logical relationship b/t expenditure and © exists) (1896, M32)
F: © purchases land and builds homes and community for employees.  S/H seeks enjoinment of spending and personal liability for company.
H:  Charter’s incidental powers gives © power and changing © role suggest © may reasonably act to care for employees so long as “logical relation” exists.
N: 
(1) Case has not been cited in worker’s rights cases.

(2) Moral tone of opinion reflects progressive era values of social responsibility by industry.
3. To Future Shareholders

a) Simons v. Cogan (No FD to bondholders, even convertible holders) (1988, M35)

F:  Merger eliminated debentures’ conversion right and revalued at substantially less value.

H:  No fiduciary duty owned to debt holders, even convertibles.

P: S/Hs take greater risk and their return isn’t contractually guaranteed.

b) Anadarko (Board has no duty to future S/Hs, despite creating market for shares) (See p. 21)
4. To Preferred Shareholders

a) Jedwab v. MGM (Preferred only get contractual rts., otherwise same as common) (1986, M38)
F:  Upon merger b/t Bally’s and MGM, all S/Hs offered cash redemption for shares.  P, preferred S/Hs, sue for BFD to preferred S/H because preferred get preference in liquidation.

H:  Redemption did not violate FD.  Pref. rts. above common are contractually defined.  Ct. narrowly interpreted contractual provision b/c it valued common above preferred.
b) See Revlon.
5. To Society

In the 1920s through 1970s courts accepted that corporations had some ability and even duty to the community.  After the 1970s, courts rarely require social accountability, despite propagation of statutes to do so.
a) Smith v. Barlow (© MAY serve public if aid is reasonable and linked to © purpose) (1953)

F: SH sue claiming Smith’s donation to Princeton was too large.

H: Retreating from Ford, © may “contribute corporate funds within reasonable limits” for public welfare.  Case is stronger if contribution links to corporate mission.

N:
(1) Policy:  Ct. notes shift from increasing concentration of wealth ins ©s and wants to allow them to help society.

(2) Disregards statute:  Though statute allowed NJ to amend charter, judge used common law. 
b) Poletown Neighborhood Council v. City of Detroit (© created public benefit, therefore taking was permissible) (1981)
F:  City used eminent domain to acquire property to give to GM.  Council sued claiming taking was for private, not public use.

H:  Taking was for “clear and significant” public purpose of “alleviating unemployment and revitalizing economic base,” private benefit was only incidental.

c) Charter Township of Ypsilanti v. General Motors (© only owes what it explicitly promises society).

F: Ypsilanti gave GM huge tax property tax abatement to move into city.  Soon thereafter, demand drops and GM moves factory to other city.  City sues claiming promissory estoppel, breach of K, and unjust enrichment.

H:  GM made no promise and therefore owed the city no duty.

N:  
Ruling encourages race to the bottom.
d) ALI:  © MAY “take into account ethical considerations that are reasonably regarded as appropriate to the responsible conduct of business.”

e) Buffet:  Consistent with his “conduit” theory, Buffet lets each S/H designate a charitable donation for the company to make).

f) John Doe v. Unocal (Human rights law can force corporations to be socially responsible).

F:  P brings suit under ATS for Unocal’s violated international human rights law when it aided and abetted the Myanmar government’s kidnapping, torture and enslavement of people so they could work on a Unocal pipeline.

H:   Applying the Furundzija standard, court finds that Unocal gave “knowing practical assistance and encouragement” to Myanmar government in its violation of the law of nations.

(1) Tying Human Rights and Corporate Law

(a) Pro:

· Stops race to the bottom

· Allows enforcement in fairer forum (w/in U.S.)

· Increases profit by increasing consumption and fostering long term stability
(b) Con:

· No notice.  But, law of nations is notice enough.
· Innocent corporations get punished.  Corp is cost efficient decisionmaker?
· Allow consumers to dictate. 
(2) Alternative Methods of Imposing Liability on ©
(a) Benefits from human rights violations 
(b) Knowledge of abuse/HR violation
(c) Intent to violate HR
(d) Corp. has control
(i) practical assistance

(ii) actually participation
C. Governance Models

Summary:  The U.S. “market” system differs from “block-holder” systems prevalent in much of the world.  While it affords S/Hs less protection and minimizes their influence, it also encourages free flow of capital.
1. US: Market System

· United States values freedom of contract and encourages S/H self-protection.

· High premium is placed on rapid movement of capital from inefficient to efficient sectors.

· Highly fractionalized S/H ownership makes exercising control costly.
2. World System:  Block-holder

· Other systems consolidate control.
· Less mobility of capital

· More constrained acquisition rules.
· Germany

· More stakeholders considered: employees (usually on boards), S/H society.
· In Germany, people own shares, but banks hold them.  These banks can then exercise power more efficiently.  Sort of like mutual funds but S/Hs own shares.

· Accountability is more to society as a whole than to individuals.

· Different ownership structure: interrelationships among German industry & German finance (most equity owned by banks) leads to oversight by pp w/more info.

· Hostile takeovers are considered inappropriate – only 4 hostile takeovers in this century
· German corps. pay taxes, go to promote level of social welfare.

· Japan
· Corps provide stability in employment & production

· Corps principally owned by banks (like Germany).

· Russian Corps

· Voucher systems

· BB drafted American corp. law for Russia- Russian economy fell apart 1 yr late-we created disaster in emerging capitalist world.

D. Financial Structure

· Debt (Bondholders) versus Equity (Shareholders)

· Right to vote

· Fixed income

· Place in insolvency or liquidation: shareholders are residual claimants, debtholders primary claimants

· Risk:  Creditors are more risk averse than shareholders.

· Preferred Stock versus common stock

· No duty to declare dividends to preferred.

· Preference in liquidation

· Usually redeemable at option of the corporation

· Economic interest of stock defined in charter.
II. Board of Directors

A. Authority of the Board

Summary
· Separation of ownership and control

· S/H elect directors who elect officers to run corporation.  Directors run corporation as the agents of S/H.

· Today, officers really run corporation.

· S/Hs or entity? Courts unclear

· Manice v. Powell treats as directors as trustees for S/Hs “Trustee and cestui que trust [beneficiary];”
· Directors not S/Hs’ agents.  Agency would tie Director’s actions much more closely to shareholders than a trustee would.  Manice
· Source.  Agent’s power stems from consent.  But, Board power is “original and un-delegated,” stemming from statute and charter.  Manice
· Control.  Agents’ actions are constrained by will of other.  But Board can act against S/H’s wishes.  Paramount v. Time
1. Del. § 141

(a): Affairs of corp. managed by board, except as otherwise provided in statute or in cert. of incorporation.

(b): board consists of 1 or more pp.  No. of D’s fixed by (or provided by) bylaws or certificate of incorporation.  Maj. of D’s is quorum unless cert or bylaws require more.  Maj. vote if quorum present is action of board unless cert of incorporation or bylaws require more pp. 

2. Characteristics of Directors

· Absolute power.  Manice.
· Undelegated power.

· Corporation owns property, but directors possess and act in every way as if they owned it.
· Power to change authority is limited by charter and law.
3. Agent versus Trustee

· If agency, directors are only liable to stockholders.  If board is independent agency charged responsible for corporation as well as S/Hs, then sometimes they will be allowed to harm S/H interests.

4. Delegation of Power

a) Grimes v. Donald (Cts. liberally construes BOD delegation pwr.) 
F:  Board signs a generous employment agreement with Donald, providing, among other things, that he can unilaterally terminate the agreement for “unreasonable interference” by Bd.  Donald would still get generous package.  Grimes sues claiming Bd. abdicated its authority because the contract constrained their power to run the corporation.

H:  The employment agreement was not an abdication because it did not prevent the board from exercising its duties.
N: T thinks this was an abdication because the severance package’s size forced the Board to accede to CEOs decisions regarding the company.  T thinks this was a formalistic approach.  On the other hand, you could read it as a fact-specific finding that “in light of the financial size of DSC. . . this would not constitute a de facto abdication”
B. Derivative Litigation
Summary:  
· Determine direct or derivative

· Harm

· Philosophy

· Remdies

· Demand Requirement

· Security Requirement
1. Determining Direct or Derivative

a) Rule
1. Harm:  Anything that harms shareholders specific rights warrant a direct suit, if it harms corporation it’s a derivative suit.  Eisenberg (contractual rights and voting rights are direct), but see Grimes (distinction is difficult to make).
2. Philosophy:  Depends on whether court sees © as shareholder property, or independent entity.  If property, the court is more likely to view litigation as direct (reducto ad absurdum all shareholder lawsuits would be direct).  See Grimes (assuming abdication infringes on contractual right b/c S/H own corporation).

3. Remedies:  Remedies factor in.  See Grimes.
b) Eisenberg v. Flying Tiger Line, Inc. (Direct/derivative depends on harm, contractual or voting rights claims are direct, rest are derivative) (1971, M86).
F:  Flying Tiger merged with a wholly-owned subsidiary’s subsidiary.  Flying Tiger S/Hs got Flying Tiger S/Hs got shares in middle subsidiary, not operating company; thus they were deprived of the power to elect the Board of the operating company.  Flying Tiger S/Hs bring direct suit for loss of voting rights.
H:  Harm is against shareholders in their persons, therefore direct.  Direct or derivative suit depends on the nature of the harm.

N: 
(1) Distinction unclear b/t direct and derivative unclear.

(2) Based on view that control and ownership should be linked.
c) Grimes v. Donald II (Broader than Eisenberg.  Abdication is a direct claim based on contractual view of ©) (1996, M90)
F:  See p.6.
H:  “Must allege more than an injury resulting from a wrong to the corporation” P must allege “an injury which is separate and distinct from that suffered by other shareholders’ or a wrong involving a contractual right of a shareholder. . . which exists independently of any right or the corporation.
2. Procedure

a) Demand Requirement
(1) 2 Options

(a) Make Demand.  S/H drafts letter to Board stating grievance.  Board may address or refuse.
(i) If refuse, Board gets BJR protection, THEN
(ii) Wrongful Refusal Shown.  Under Aaronson,  S/H either overcomes BJR or alleges specific facts showing “reasonable doubt” as to the Board’s independence (e.g. financial or familial interest, domination or control).

(iii) OR
(b) Request Excusal for Futility.  P may show futility by meeting essentially the same as wrongful refusal.
· Excusal WILL NOT BE GRANTED after demand has been made.  Grimes.
(2) Grimes v. Donald.  Once Grimes’ pre-suit demand was rejected, he was obligated to plead specifically wrongful refusal.  His allegation that board failed to adequately consider his demand was conclusory and did not raise reasonable doubt.

(3) Policy.  Encourage efficiency by allowing Board to address, deter suit while allowing legitimate shareholder suits.

b) Security  
· Definition. Statutes usually require P’s owning less than particular percentage to post security.  Baker v. MacFadden Publications (Ct. req’d security but modified order to allow aggregation of ind. S/H % to meet ownership requirement).
· Policy

· Deter frivolous suit.

· Motivated by defense bar anti-Semitism against Jewish plaintiff attorneys.
III. Fiduciary Duties

A. Business Judgment Rule

1. Rule

· Presumption that directors are acting in good faith, with due care and with the best interests of the corporation.

a) BJR INAPPLICABLE if:

· Failure to exercise proper care, skill or diligence. Senn. 

(1) STD.  OPP should (Francis):
(a) Understand rudimentary basics of ©.

(b) Attend Bd. meetings

(c) Be familiar with financials, though can rely on reports.
· Failure to self-inform.  Disney; but see Caremark (BJR when instituting defective monitoring system).
· Egregious conduct implies bad faith and circumvents BJR.  Disney.
· Nonfeasance.  (Liab. for nonfeasance for failure to exercise due diligence of OPP). Francis.

· STD.  OPP discourages abdication of duties.

· Self-Dealing.  See Duty of Loyalty.  See below.
b) If applicable, see Duty of Care  see below.
2. Purpose

a) Risk & Self-Protection.  
· Pro
· Shareholders agree to take risk of bad business judgment.  Joy v. North.

· Efficient Markets Hypothesis states that with sufficient transparency, investors can make decisions as to where to put their money and risk is commensurate with reward.

· Con:

· This perspective, encouraging self-protection, is relatively unique in law.

· Duncan J. Watts found 80% of directors of Fortune 1000 are connected in some way.  Therefore, it may not be right to assume good faith.

b) Efficiency.  It would be costly and difficult to evaluate decisions post hoc.  Joy v. North.

· Con:  But courts evaluate areas of law where they are not experts all the time.
c) Encourage Corporate Risk Taking.  De novo review of corporate decisions would lead to over-cautious boards.  Joy v. North.
3. Cases

a) Smith v. Van Gorkom (No BJR for uninformed decisions).
F: Dir. not protected by BJR when they approved a cash-out merger based only on CEOs representations. 

H: Bd. liable 
A:  
(1) Board relied solely on VG’s (CEO) info.

(a) Potential conflict of interest b/c VG was nearing retirement and held substantial number of TU shares (may have wanted to unload at premium

(b) VG’s information did not constitute expert report as required under Del. § 141(e)

(2) Inadequate length of approval meeting (only 3 hours)

(3) Failure of board to read agreement before approval.

b) In Re Walt Disney Co.  (Ct. circumvents exculpation clause by finding bad faith)

F:  Eisner and Ovitz.  BOD  failed to read ag.  O leaves under no fault termination.

H: Ct. found bad faith (though this is normally very tough) b/c there was “reason to doubt whether board’s decisions were taken honestly and in good faith.”

B. Duty of Care

Summary

1. Duty of Care (BJR)

· STD. Generally, requires showing “gross negligence.”  Kamin.

· Covers.  Business Decision or Action

· Monitoring.  Mechanisms must exist even if minimal or undermined by Bd.  Caremark (tension b/c this should be a Senn situation where failure to be informed means no BJR).

· Acquisitions.  Von Gorkom.

· Process

· Show breach.

· D may assert exculpation clause to see if falls under 102(b)(7).  Disney.

· Show causation and damages.

· D must return © to original position.

2. General Principles
a) Kamin v. American Express (Good faith decisions get BJR.  BJR requires showing gross negligence) (1976, M 99).
F:  AMEX distributes shares in kind to shareholders (costing $26 M) rather than selling on open market (costing only $18 M, with tax saving).  S/H seek rescission from Board, after refusal sue.
H: Absent fraud, self-dealing, bad faith or oppressive conduct, P must show gross negligence (e.g. neglect of duty, nonfeasance).

b) Cede v. Technicolor (DOL not DOC).
F:  MacAndrews Forbes (MAF) acquires Technicolor (T) in cash-out merger.  Cinerama, T S/H, seeks appraisal. 
H:  P showed gross negligence, remanded to allow D to show fairness.  Causation not required.
R: Case erroneously collapses DOC w/ DOL:  BJR applies if BOD acts in GF.  S/H bears burden of showing breach of DOC, DOL, or GFFD.  If BJR rebutted, BOD’s can still prevail by showing entire fairness.  Wouldn’t work in non-merger context, b/c how would you show fairness?
N:  Tsuk:  This case confuses tort and fiduciary theories.  rebut then show causation and damages or do you show causation and damages to rebut?  Impact is whether burden shifts to show fairness even if fairness is not at issue.  Correct approach would be P rebuts, then shows causation and damages.  Here, P shows conflict and directors show fairness.  Damages in BJR are not always the same as fair price.
c) Francis v. United New Jersey Bank (OPP standard for being informed) (1981, 130).
F:  Two Dirs. loaned selves excessive amounts of money (in final year, loans > revenues).  © filed for bankruptcy.  Receiver sued shareholder/Dir. who acquired her inherited the interest from her husband because she failed to monitor or stop the activities of other Dir.
H:  Dir. nonfeasance violated FD when by failing to exercise due diligence where such exercise would have led to the discovery of other members’ fraudulent conveyance.
R: 
(1) Standard of Care: N.J. Stat. required directors exercise due diligence consistent with ordinarily prudent person.  Directors should, as appropriate for particular type of company: 

(a) Possess at least a rudimentary understanding of the business fundamentals relating to their company.

(b) Attend board meetings regularly.

(c) Be familiar with financials, though they are allowed to rely on report from independent accountant.
(2) Like S/L.
d) Senn v. NW Underwriters, Inc. (Causation inferred where failure to act shown) (1994, M140).
F:  Hus. and wife co-owned co.  Hus. fraudulently conveyed property.

H:
(1) Causation inferred as a matter of law where a failure to inquire and act but fails to do.
(2) Dir. is not entitled to BJR where action results from failure to exercise proper care, skill, and diligence.

e) In re Caremark International (Duty to monitor satisfied by minimal program) (M142, 1996).
F:  Caremark had an illegal compensation system; BOD believed, in good faith, that system was legal; when it turned out to be illegal, SH brought suit claiming directors should have known what was going on; numerous monitoring and legal compliance programs were in place.

H: 
(1) Min. monitoring system is sufficient.

(2) If system exists, BJR applies.

(3) Finds for BOD, but allows settlement (backdoor way of acknowledging something went wrong).
3. Exculpation Clauses

a) 102(b)(7)—Statutes allow charters PROHIBITS exculpation clauses for:
(i) for breach of DOL.

(ii) for bad faith, intentional misconduct, or knowing violation of law.

(iii) under Section 174 (improper dividends)

(iv) for any self-dealing transaction.
b) But See Disney (circumvention by assuming bad faith from egregious behavior).
C. Duty of Loyalty
Summary:  Cardozo defined duty as loyalty, Meinhard.  Beran later erodes concept by shifting it to fairness.  Fairness may be procedural or substantive. 
· P’s may defeat BJR presumption by showing breach of duty of loyalty (i.e. they did not have best interests of corporation at heart).  
· P may show breach of DOL by showing self-dealing.
· Once self-dealing shown, burden shifts to Dir. to show entire fairness (fair dealing and fair price). 

1. Development

a) Common Law.  All self-dealing transactions void.
b) Trust.  Maynard v. Salmon (Cardozo’s trust-based theory) (1928,  M156) 
F: M & S had partnership.  Gerry leases property to S & S enters agreement w/o telling M.  S did not want to share profitable opportunity w/ partner.
H:  “Utmost good faith and loyalty” interests of partner should be placed above one’s own.
c) Fairness.  Bayer v. Beran (Erodes loyalty.  Moves from trust to fairness) (1944, M162)
F: Wife of CEO given contract to advertise for company.

H: While conflict of interest existed, transaction was fair to corporation and therefore permissible.
2. Fairness
·  When a conflict of interest is shown, directors may show either procedural or substantive fairness.
a) Procedural Fairness (§ 144)
· Safe harbor if:

· Director discloses conflict and obtains prior authorization from disinterested directors, OR
· Authorization from informed shareholders, OR

· If transaction is fair.

· Once procedural fairness met, four possibilities exist:

· MOST COURTS:  Burden shifts to shareholders, directors get BJR and shareholders can only show waste.  Marciano FN3 (Chancellor Allen in Lewis seems to return to Marciano).

· Burden shifts to shareholders to show substantive unfairness.  Oolie seems to suggest this (after Marciano).  Unclear whether Marciano or Oolie governs.
· Nothing results, directors can still show substantive

· Procedural fairness always suffices.
(1) Marciano v. Nakash (if proced. fairness impossible, Dirs. Can show subst. fairness.  FN3:  disinterested Dir. approval gets BJR) (1987, M 170)
F:  © equally owned by two shareholders required capital.  N makes loan to © to ensure continued existence.

H: Here, procedural fairness did not apply because disinterested director was unavailable.  N therefore could merely show substantive fairness.  Loan terms were fair to corporation. 
N:  FN3 states that if approval by disinterested directors were possible, directors would get BJR.
(2) Cookie v. Oolie (D must show procedural fairness, then burden shifts to P to show fairness.  Procedural fairness doesn’t create BJR presumption) (1997, M176)
F: Directors issued themselves favorable warrants and convertibles when their company was running low on cash.  Loans were at very high interest rates (16%).

H:  

1) D’s must show procedural fairness w/ § 144.

2) Then burden shifts to P to show unfairness (third prong)

i. Contradicts Marciano FN3: procedural fairness does not lead to BJR, only shifts burden.
b) Substantive Fairness—Fair Price
Substantive fairness requires showing either fair price or fair dealing.  Weinberger.  
(1) Fundamental Valuation:  Anticipated value of the corporation (income stmnt, balance sheet) divided by number of shares.
(i) Book Value.  Inaccurate representation of actual value.  Doesn’t show goodwill or intangible assets.

(ii) Capitalized Earnings:  (Revenue – Expenses) / Shares

(iii) Dividend Discount:  Future dividends discounted for present value.

(2) Market Valuation
· Assumes that one protects against non-systemic risk through diversification.

· 2 Primary methods:

· CAPM (Capital Asset Pricing Model) (based on beta)

· Dissociates share value from corporation.

· APT: Arbitrage Pricing Theory

· The validity of this approach depends in part on whether one believes in the EMH.

· 3 versions of EMH

· Strong version—Price reflects all information (public and private).

· Middle—Price reflects all public information.

· Weak version—Reflects all past information.
(3) Delaware Block

· Court may choose between book, market or earnings value.
· Gives Directors certainty exactly how fair price will be evaluated.

· Contrast with Weinberger and Cede.
(4) Additional Factors

(i) Marketability Discount:  Thinly traded stock harder to sell

(ii) Minority Status Discount: Harder to sell if there is single controlling interest.
3. Corporate Opportunity

(1) Broz Test.  5 Factors.
(a) © able to exploit, 

(b) Financial Opportunity (Tsuk)
(c) w/in line of business

(d) © has interest or expectancy, 

(e) By taking, director placed in conflict of interest.  eBay
(2) ALI § 5.05 Standard

(a) Definition of Corp. Opp. § 5.05(b)

· Dir. discovers through position as Dir, OR

· Offeror expected opp to go to ©, OR

· Closely related to line of business.
(b) Only OK if:
a. Dir. must offer CO to © first, AND

b. © must reject, AND

c. Either rejection is fair, rejection is by disinterested Dir. or S/H, and no waste

(c) Dir. bears burden if no approval or authorization by disinterested BOD or S/H.

(3) Disclosure strongly encouraged by courts.  Porter.

(4) Dir. determine CO.  

(a) Broz. Deferentially allowed Dir. to determine if CO.

(b) eBay. Ct. not deferential b/c conflict of interest and flipping phenomena.

b) General Principles
· Don’t have to show conflict of interest, just have to show that officers took a corporate opportunity.  Consequently, fairness is not involved.
· Thinks that courts have said, if you feel guilty about it, you are likely usurping CO.

· If you sit on two boards, director can decide which one gets opportunity.
c) Broz v. Cellular Information Systems, Inc.  (Dir. good faith jdgmnt. on CO sufficient, disclosure helps, but not required)
F:  Broz, director of CIS and sole proprietor of RFB (both in same line of biz.).  Spectrum broker approached Broz to sell license; they don’t offer to CIS.  CIS successor, Pri-Cellular, had option on spectrum but RFB outbids.  CIS (Pri) sues Broz.
H:  Dir. good faith judgment on CO enough.  Broz good faith judgment sufficient.
R: 
5 Prong Test for Corporate Opportunity)
1) © is financially able to exploit.  Couldn’t afford.
2) Financial (Tsuk’s).  
3) Within © line of business.  Narrowly interprets line of business.
4) © has interest or expectancy in.  No expectancy b/c CIS not in mkt. at time.
5) By taking opportunity, Dir. would be in position inimical to the corporation.

N:  In this case, there is no duty to disclose upon good faith determination that opp. not Corp. Opp.  Compare with Porter where court states notice is essential.
d) Energy Resources Corporation, Inc. v. Porter (Fiduciary has duty to disclose CO) (1982, M203).
F:  Porter, an employee of a company engages in a joint partnership to gain contract from DOE.  When partner expresses hesitance about having idea stolen by ERCO and increased DOE receptiveness to minority-owned subcontractor, Porter, A-A, quits and founds new company which takes over ERCO contract.  He doesn’t tell ERCO about his efforts until he actually quits (then lies about the reason).
H: Porter usurped CO and should have disclosed.
Brown’s Concurrence:  “A stranger’s silence is equivalent to a stranger’s lie.”
e) In re eBay (Ct. independently applies CO, unlike Broz, shows prong 5) (2004, M206).
F:  S/H sue claiming usurpation when directors accepted shares through spinning.

H: Ct. aggressively applies CO doctrine and finds D usurped CO b/c eBay could exploit, opportunity was within line of business, © has interest and it put directors in conflict of interest position.
N:  Policy motivation to retain Cts. control.
4. Waste (Compensation)
Summary
· Traditional Rule.  Reasonable relationship between consideration and benefit.

· Modern Rule.  “An exchange of corporate assets for consideration so disproportionately small as to lie beyond the range at which any reasonable person might be willing to trade.”  Lewis.

· Extremely high standard to meet.

· Failure to disclose could bring its own damages, or failure to disclose could make ratification defective and prevent BJR.

· Some hint that cts. motivated by equities.  Sanders (ct. uses K instead of waste to award dmgs).

a) Lewis v. Vogelstein (Defines waste, resurrects Marciano [procedural fairness, disclosure, gives BOD BJR]) (1997, M210)
F:   Mattel BOD proposed comp. pkg. of stock options to S/H but didn’t disclose value.

H:
No obligation to disclose future value where the value is unknowable.
1) BOD must disclose “reliable and helpful” information to S/H. Bd. decides what that is.  Allen defers to Bd. through formalistic critique of B-S and FASB.
2) Disclosure protects BOD under BJR, then shareholders can only show waste.

· Waste “entails an exchange of corporate assets for consideration so disproportionately small as to lie beyond the range at which any reasonable person might be willing to trade.” 

· WRT compensation, OK if “a reasonable BOD could conclude . . . that the © may reasonably expect to receive a proportionate benefit.”

· Court seems to suggest that Dir. could not assess value therefore no need to disclose.  But directors had to know what the worth was and if it wasn’t then it was breach of DOC.
3) Defective ratification, material facts not disclosed, shifts burden to BOD to show fairness.
b) Sanders v. Wang (constrictive interpretation of K to protect shareholders) (1999, M221)
F: Disinterested directors granted three directors, under KESOP, 20.25 million shares ($1.1 billion).
H:  Ct. analyzes claim under K theory to protect shareholders b/c waste would not protect S/H.
5. Sarbanes-Oxley

(a) Brings gatekeepers in to oversee corporations
(b) Emphasizes role of CEO
(c) Federalizes fiduciary duty – creates uniform standards
IV. Closely Held corporations

A. Corporate Forms

Summary:  Partnerships and corporations differ key ways (property/entity, ownership & control, perpetual existence, transferability of interest, unanimous/majority consent).  Promoters get ©s up and running and are personally liable unless S/H indemnify or contractor waives liability.  Coopers.  If © is defective, two options exist:  de facto corporation or corporation by estoppel.  Cranson.
1. Partnership

· K and property rule.
· Requires unanimous and continuous consent.
· If one partner leaves or dies, dissolution occurs.

· Ownership is control.

· Transfer of interest upon unanimous consent.
2. Corporations

· Entities.

· Majority rule

· Separation of Ownership and Control

· Centralized Control

· Perpetual life

· Limited Liability

a) Definition of Close ©.  Donahue
(1) Small number of shareholders

(2) No ready market for shares

(3) Substantial majority stockholder participation in management.
b) Formation

(1) Promoter

· Promoters actually setup corporation (gets land, etc. . .)

· Promoter is fully liable for all K’s entered into.  Coopers & Lybrand v. Fox (1988, M302), however, 

· Shareholders may indemnify promoter, OR

· Contracting party may waive right by agreeing only to hold © liable.
(2) Defective Incorporation

· When incorporation fails two things could happen.  Cranson v. IBM (IBM assumed it was dealing with © so was estopped from claiming one didn’t exist, even though it didn’t).
· De facto corporation:  (a) good faith effort at incorporation, (b) a legal right to incorporation, and, (c) actual use or exercise of © powers.  Cranson
· Corporation by estoppel:  Ct will if person dealing with it thought it was a corporation, they can’t later argue they are not a ©.  Cranson.
B. Veil Piercing

Summary
· Murky area of law. Cts. are hesitant to VP.  
(1)  In tort, VP can occur under

· Alter-ego

· Enterprise or 
· Agency theory.  Carlton.  
(2) In K, courts have required that:

· Injustice result without enforcement 
· and allow assumption of risk to be shown.  Kinney.  
(3) In practice, K claims more likely to VP than tort.  Robert Thompson.  
(4) Reverse veil-piercing allows one to go through wrongdoer to other alter-ego ©.  Cf. Sea-Land.
1. Tort VP: 3 Theories
a) Walkovsky v. Carlton (No piercing under either alter ego, enterprise or agency theory to prevent fraud or injustice) (NY, 1966, M308).
F:  P hit by taxi cab. P sues © sole shareholder.  D has ten corporations each of which has 2 cabs with the minimum required insurance coverage.
H:  No piercing b/c (1) insurance = observ, (2) glossed over, (3) no allegation that D is doing biz  in individual capacity under ©. 
R: Courts pierce veil “to prevent fraud or to achieve equity.”  3 theories justify veil piercing:
(1) Alter Ego Doctrine:  Failure to observe corporate formalities, i.e. commingling of funds, veiling piercing is justified.
(2) Enterprise Theory:  Where sister corporations are essentially operating as a single enterprise.

(3) Agency Theory:  Applicable when shareholder uses corporation as his/her agent.  “Mere instrumentality.”  Easiest in parent/sub relationship, hardest in case of individual.
D:  Corporate privilege not designed to allow individuals to “avoid liability and responsibility to the public.”

2. Veil Piercing in Contract
a) Kinney Shoe Corporation v. Polan (K claims also involve equity and assumption of risk) (4th Cir., 1991, M314)
F:  K leased building to Industrial, who subleased to Polan Co.  Polan owned both Polan Co. & Industrial.  K sued both corps for rent, then sued Polan personally.  Industrial had no assets, income or bank account
H: Pierced because (1) Indust. was AE of Polan, © no capitalized, no oberv. Of © formalities, (2) Inequitable to allow Polan to escape liability, (3) N/A.
R:  
Laya Test:
1)
Unity of interest and ownership (alter-ego). Including adequate capitalization and observance of © formalities.
2)
Equities.  Would an equitable result occur if the acts are treated as those of the corporation alone.  T:  This is just additional insurance to strengthen veil.

3)
Assumption of Risk (permissive prong if req’d to obtain equitable result):  If reasonable creditor would have known and assumed risk or actually did, no veil piercing.

b) Differences with Tort

(1) Standard Differs

· In K claims, claimants must show disregard of entity AND injustice.  

(2) Assumption of risk

· In K, D can argue assumption of risk.
· In tort, assumption of risk is difficult because there is no access to information to assume risk.

(3) Frequency

· Robert Thompson however showed that courts pierce more often in contract cases.
3. Reverse Piercing
· Goes through the wrongdoing corporate insider to pierce to other alter ego ©s not directly involved in injury.  In Carlton, would have allowed getting at other 9 ©s.  
· Rule:  Van Dorn.  

· Unity of Interest (no corp. formalities, undercapr).
· Adherence to Fiction

· Better than just getting judgment against parent or S/H b/c creditors of other alter-egos normally get preference.
a) Sea-Land Services v. The Pepper Source (7th Cir. 1991, M322) (extremely narrow interpretation).
F:  SL entered into K w/PS who never paid up $86k owed.  PS goes out of business & can’t pay, SL sues PS owner & his 5 ©s including one in which he owns only 50%.
H:  No Piercing (1) no observance of formalities, commingling of funds but (2) no separate injustice.
R: Van Dorn Test:  
(1) Unity of Interest, (no corp. formalities, undercapr)
(2) Adherence to Fiction of Separate Existence would sanction fraud or promote injustice separate from merely not being paid (violate law, unjust enrichment, intentional scheme to squirrel assets).
4. Limited Liability

· Bad arguments for limited liability

· Encourage risk taking.  Historically inaccurate b/c people did invest.
· Risk can be insured against.

· © liabilities must be pretty high before it gets to people.

· Best argument for it is transferability of interest.  Individuals do not want to be liable for other’s actions.

· Gabaldon argues it might be better not to encourage transferability so that people own fewer corporations and pay more attention to them.
C. Shareholder Voting
Summary:  
· Development. 

· Cts. hesitant to separate econ. int. from voting.  Ringling.  
· However, over time, cts. increasingly allow S/H to enter into agreements such as proxies, voting trusts and shareholder agreements (in increasing order of judicial preference).  
· Courts allow creation of a non-equity class of voting stock in lieu of a VT.  Lehrman.  

· Whether courts find and give effect to these agreements depends on:

· Equities, Oceanic, 
· Public policy, Lerhman.  
· Buy-Sell Agreements are the most common and most important S/H ag. requiring a concrete and fair method to set price.  Rosiny.
1. Generally

· Classified Board:  Corporation issues different classes of stock, each of which has the right to elect a particular seat or number of seats

· Cumulative Voting:  Shareholders multiply number of shares by director seats to get number of votes.  Votes are then allocated in an election for each seat.  Once the vote is used, it cannot be used again.

2. Types of Agreements

a) Proxies

· Shareholders allocate their voting interest to a third party through a document.
· Proxy is an agent and subject to principles behind agency relationship.
· Termination:  Generally revocable at will by shareholder.  State laws generally limit duration to 11 months or so.
· Cts. historically hesitant to enforce b/c separate economic interest from vote.  Ct. wants to make sure everyone has interest.
· Proxies coupled with an interest:  A proxy given in conjunction with some other transaction (i.e. creditor gets a proxy vote until debt is paid).  Some form of consideration is needed because one doesn’t want to allow too much control separated from ownership.
b) Voting Trusts (DE § 218)
· S/H transfers legal title to shares and appurtenant voting rights to third party for a particular purpose set out in trust indenture.  S/H receive voting trust certificates which give them legal right to shares’ other benefits.

· The trustee’s discretion, ability to resell and distribution of benefits (e.g. dividends) defined in indenture.

· Limited to 10 years
· Purpose:  Typically used to transfer control while retaining benefits (e.g. parent puts shares in trust and gives benefits to kids, names self as trustee) or when creditors demand additional control as a condition of loan.

· More likely enforceable through cts. seem to be more concerned with ultimate equity.  See Lehrman and Oceanic.

c) Shareholder Pooling Agreements
· Contracts b/t S/H.

· Typical purposes:

· Agreement to vote for each other for BOD.

· Transferability Restriction

· Buy-Sell Agreement w/ formula for determining value.

· Insofar as they preserve link b/t econ. int. and ctrl., cts. more likely to enforce.  Cf. Ringling.

3. Development 
a) Ringling Bros. v. Ringling (Ct. hesitant to separate econ. interest and ctrl) (1947, M333)

F:  3 SH’s, 2 (Edith & Aubrey) make agreement to vote together, agreement provides that if they can’t agree, then Loos will arbitrate.  2 disagree, call in L, who votes for A.  Then E sues to overturn agreement.

H:  (1) Ag. not VT and (2) S/H agreement valid but failed to stipulate consequences for breach.  Ct. reluctant to enforce arbitrator’s judgment in absence of stipulation b/c he lacked ownership

b) Lerhman v. Cohen (formalistic refrain from finding VT in issuance of non-econ. voting test for pub. pol. reasons) (1966, M339)
F:  © creates class AL & AC stock, each class elects 2 dir.’s on 4 dir. BOD.  Creates non-equity 3d class (AD) which can elect 5th D as tiebreaker.  Class AD goes to ©’s gen. counsel, Danzansky, who appoints himself as director.  C (AC) sues claiming (1) ag. an illegal trust b/c not limited to ten years and (2) D being president violated deadlock agreement.

H: (A) Ag. not VT b/c (1) neither AC or AL separated ctrl. from ownership, and, (2) AD is class of stock with voting rights. (B) Ag. 
R: Abercrombie Test: Voting trust exists when 
(1) voting rights separated from ownership, 
(2) voting rights intended to be irrevocable for a definite period of time, 
(3) principal purpose of grant is to acquire voting control of the corporation.
N:  Ct. could have just as easily found VT, cuz functionally is one but 3 policy considerations counter-veiled.  
(1) ctrl no sep. fr. Ownership, 
(2) VT designed to prevent secret agreements, here not the case, 
(3) Ct. refuses to plug loophole.
c) Oceanic Exploration v. Grynberg (Motivated by policy and equitable concerns, Ct. enforces ag. by not finding VT) (1982, M346).
F:  To secure loan, G places all shares (76% of ©) in VT. G later tries to invalidate.
H: Ct. finds no VT, though could’ve.
R: 
1) Text. Ag. b/t S/H.
2) Purpose.  To avoid secret S/H combinations to harm other S/H.

3) Policy.  Cts. were hesitant to sep. ownership/ctrl but now seen as important tool to protect S/H.
d) Rosiny v. Schmidt (importance of buy/sell ag. and clear mechanism to define value) (1992, M358)
F:  S/H’s in close © make buy-sell agreement allowing S/H to buy other’s shares upon other’s death.  Orig. agreement uses book.  Subsequent use book or FMV.  Two young attorneys, who acquired their mother's shares in a corporation, entered into an agreement with existing elderly shareholders to purchase their shares when they died.  Ag. used book value which was significantly lower than FMV.  D refuses to sell, P sues for specific perf.
H:  Absent evidence of fraud or deception by attorneys, ct. enforces ag.
D:  Believes this case to be about fiduciary duty not just K.

D. Shareholder Ability to Bind Directors
Summary:  
· These SHAs important b/c guarantee ROI.  
· Cts. shifted from treating C©s like public, refusing to allow S/H to bind BOD.  McQuade (see Manice).  
· Ct. later allowed some restrictions so long as not harmful to creditors, public or non-consenting S/H.  Clark.  
· Modern Rule:  Seeing C©s as property, cts. allowed restrictions so long as didn’t harm other creditors, public or non-consenting S/H.
1. McQuade v. Stoneham (K illegal if prevents Dir. from performing essential functions) (1934, M370).
F:  NY Giants (close ©).  3 S/H promise vote for each other for BOD.  One S/H (P) voted out by other D’s despite adequate job performance.  P sued for breach of K asking for specific performance.  W/O Dir. salary ( gets no ROI and will likely allow other S/H to buy on the cheap.

H:  Test: K illegal and void if it restrains Dir.’s ability to perform essential functions e.g. “changing officers, salaries or policies or retaining individuals in office.”
C (Lehman):  Sees K as S/H ag. to elect Dir.  Should be enforced so long as doesn’t harm K b/c doesn’t want to void every maj. promise to min. S/H.  
N: S/H may not bind BOD b/c division b/t ownshp & ctrl. and Ct. sees © as entity
2. Clark v. Dodge (K legal b/c harms no one & doesn’t limit BOD pwr) (1936, M375)
F:  P (25%) & D (75%) are sole owners of 2 NJ ©s.  S/H ag. P would be Dir. & GM as long as faithful & efficient.  D breaches & P sues for SP.
H:  K legal b/c harms no one and doesn’t restrain BOD pwr. Ct. orders appraisal.
Alt. Holding:  Cts. will give effect to unanimous S/H ag.
R:  New Test:

1) Does K risk harm to creditors, public, or non-consenting S/H’s?

2) Was there more than negligible infringement on BOD’s freedom to act?
N:  Reconcile with McQuade b/c that ag. could harm ©, whereas this one couldn’t.  Also, case recognizes difference b/t close-© and pub. ©.
3. Galler v. Galler (Seeing close-© as property, ct. allows K despite BOD restriction) (1964, M378)
F: 2 bros own drug © equally.  Create SHA to protect fams & to assure equal control.  SHA pays wives yearly div. should husbands die.  Bro dies other refuses to pay and offers below mkt. price for shares.  P (bro’s wife) sues D (kid of other bro) to enforce agreement.  
H: Applying Clark, although restrains BOD pwr., harms neither creditors, public or non-consenting S/H.
E. Fiduciary Duties between Shareholders
Summary:  
· Courts have moved from an unqualified DOL, Donahue,

· Modern Rule.  Then allow harm to min. S/H if leg. biz. purp. exists and either no less harmful alternative exists or equities favor allowing harm.  Wilkes.  
· Sugarman further tempers rule by requiring intent or plan to deprive S/H of ROI.  Finally, Ingle further dilutes FD by allowing its contractual alteration.
1. Unqualified DOL among S/H
a) Donahue v. Rodd Electrotype (CC S/H owe each other loyalty & = opp. for share buyback) (Mass. 1975, M387)
F:  CC purchases shares from founder to provide for his retirement.  Min. S/H sues BOD under DOL b/c purchase not offered to all S/H.

H:  BOD breached DOL by failing to offer purchase to all S/H.  Note: Based on K theory, ct. equates S/H w/ BOD.
2. Leg. Biz. Purp. Exception to DOL.
a) Wilkes v. Springside Nursing Home (DOL may be violated for “legitimate biz. purp.”) (Mass. 1976, M396)
F: 4 S/Hs form CC to buy and operate nursing home.  Dispute leads to 3 S/H firing (eliminating salary) of P.

H:  (s could not show leg. biz. purp in firing therefore depriving P of ROI.

R:  
(1) Dir. must show legitimate business purp.

(2) Min. S/H can then show existence of less harmful alternative

(3) If (1) and (2) shown, ct. can weigh equities. See Smith (below).
b) Smith v. Atlantic Properties (Balancing of interests but sides w/ maj.) (Mass. 1981, M417)
F:  Smith and 3 partners ea. Own 25%.  80% req. to take and significant action.  D refuses to allow dividends until upkeep paid.  As retained earnings grow, © must pay tax to IRS.  Partners sue to remove D from BOD and order dvdnds.

H: Finds for Ps b/c D’s actions harm © and is a minority.
3. Harm to Min. S/H must be intentional or planned

a) Sugarman v. Sugarman (1st Cir. Mass, 1986)
F:  Pres. (maj. S/H) ceases paying dividends, pays self high salary.  Min. S/H sues alleging freeze out.
H:  While P can always ask for appraisal, freeze out requires showing intent or plan to deprive S/H of ROI.  No dividends or high salary not enough.
N:  Case shifts from fiduciary duty to tort concept.
4. FD alterable by K

a) Ingle v. Glamore Motor Sales, Inc. (FD alterable by K) (NY, 1989).
F:  Ingle (I) purchases 40 % of Glamore motors from (G).  Purchase agreement states (1) that if I is terminated for any reason, G has right to repurchase shares, (2), G would nominate and vote for I to be director.  G fires I and offers to repurchase shares.  I sues claiming breach of fiduciary duty.
H:  Though firing without reason deprived I of ROI, G had legal rt. to do so under equal dignity.
D (Hancock): Ct. places employment law above fiduciary duty. 
N:  Case demonstrates fiduciary duty is contractual and not “off the rack” as Easterbrook has stated.  There is a real question whether this dilutes or improves FD.
F. Remedies for Oppression

Summary:  
· Definition:
(a) defeating of S/H objectively reasonable expectations that motivated investment.  Kemp, OR 
(b) offering too low a price for shares.
· Remedies:

· Dissolution: Cts. try to avoid involuntary dissolution b/c considered very harsh (even though upon order, parties would probably still preserve ©).  
· Ordered when no less harmful alternative exists and either 
· oppression, OR
· illegal or fraudulent conduct, OR
· bylaws allow, OR
· or significant change in © structure.  Alaska.  Dissolution

· Appraisal.
· Forced Buyout.
· Full range of remedies.

1. Alaska Plastics v. Coppock (forced buyout OK as less drastic alternative to dissolution.  Dissolution Ok in 4 circumstances) (Alask. 1980, M427)
F:  3 S/H found ©.  One gets divorced and ex-wife gets shares.  Founders freeze her out (no salary, not told about Bd. mtgs., offer her undervalue for shares).  P sues S/H(Dirs.); tr. ct. ordered buyout.  
R:  Dissolution may be ordered when no less drastic means (i.e. forced buy out) is available and:

(1)   Bylaws allow.

(2)  Oppression.  As a remedy for illegal, oppressive or fraudulent actions by directors or those in control.  P has burden.
(3)  Appraisal.  Upon some significant change in corporate structure, such as merger or consolidation or sale of substantially all of the corporation’s assets.

(4)
Equitable remedy for BFD.
2. Matter of Kemp & Beatley, Inc. (NY 1984, 422) (Oppression = deprivation of reasonable and material expectations behind investment).
F:  Minority SH brings claim to dissolve corporation under NY §1104(a) (allows dissolution when majority’s conduct is illegal, fraudulent or oppressive, requires at least 20% ownership.  Maj. may defend if buys out min. at court determined fair price).
H:  
(1) Oppression exists when S/H “substantially defeats” reasonable and material expectations motivating their investment (e.g. div., ctrl.).  

(2) Totality of circumstances determines whether alternative to dissolution exists. D’s bear burden.
G. Duties of Controlling Shareholders in Pub. Corps.
Summary: 
· Parent/Subsidiary

· BJR applies to prnt./sub unless self-dealing.
· Self-dealing in parent/sub means prnt. benefits at detriment and exclusion of sub.  Sinclair.  
· FD includes duty to disclose relevant information.  Zahn, Weinberger.
· FD not owed to prospective shareholders in spinoff, Anadarko.

· Between Shareholders

· Premium placed on control belongs to ©, and S/H should account.  Perlman (not followed).
· In cash out situation, majority S/H must.  Weinberger.

(1) Disclose relevant info.

(2) Engage in arms-length transaction.

(3) If not must show fairness (dealing and price).

(4) S/H in cash out merger can get appraisal.

1. Parent-Subsidiary Situation

a) Sinclair Oil v. Levein (BJR applies unless self-dealing--harm to min. to exclusion and benefit of the parent, then entire fairness) (1971, M437).
F:  Parent of 97%-owned sub. forces dividend payout too all S/H, prevents taking business opp., breaches K to sub.
H:  Self-dealing exists for K breach, Sinclair couldn’t show fairness. 

R:  Definition of Parent receives something the exclusion and detriment of the subs’ minority)

N:

· Remember (1) definition of self-dealing, and, (2) Equates S/H with BOD & assigns fiduciary duty to majority shareholder because they elect board.

· Gives BJR presumption.

· Note this is weaker than § 144.  Ct. never explains why.

b) Anadarko Petroleum v. Panhandle Eastern (Prnt. owes no FD to prospective S/H of spin-off sub.) (1988, M441)

F:  Pan. spun-off subsidiary through dividend to existing shareholders.  Prior to distribution, company started trading shares on market. After trading but before distribution, Pan concluded contracts with sub in its favor.  

H:  Prnt. owes no FD to prospective S/H of spin-off sub. even if it created a mkt. for shares.
N:

· Ct. narrowly construes record date legal provision to find no duty.  DE law stating that only people listed in stock ledger can examine ledger, or vote in ©.
· A ruling for self-protection (through EMH, market should reflect risk).
· Can’t apply Sinclair, b/c no min. S/H.

· Case can also be read in terms of whether a relationship existed b/t Pan. and Ana. S/H since it didn’t sell them the shares.

· Alternate Reading:  Expectancy might justify beneficial interest, and duty, but here there was notice therefore no expectancy.  This is not how the case has been cited.
2. Between Shareholders
a) Zahn v. Transamerica (Prnt. in ctrl. has FD to min. S/H in sub.)(1947, M447)
F:  3 classes of stock.

· Preferred: Par $100, $6 annual dividends, liquidation value of $105.
· Class A: Callable at any time by corporation for $60 plus dividends.  $3.20 annual dividend, 2/3s of remainder after pref. in liquidation.  Non-voting. A convertible to B.
· Class B:  Voting rights, 1/3 of remainder after preferred in liquidation.

Transamerica owns 66% of Axton-Fisher and control’s BOD.  When its worth it, T calls all of A stock and liquidates company, pays off preferred, pockets the difference (doesn’t tell A why).  A S/H sue b/c they would have converted to B and gotten more $.

H:  Ctrling. S/H, acting through BOD, have FD to min.
Duty was violated for failure to disclose intentions in recall and value of ©.
N:  Class A resembles preferred and therefore should self-protect (thinks T), but ct. remedy takes into account what they would have gotten if they had converted.

b) Perlman v. Feldmann (sale of corp. asset by S/H req. compensation to ©.  Ctrl = asset, here only) (Kent. 1955, M 451).
F:  Controlling S/H sells shares in steel producer to a steel-consuming consortium during a steel shortage.  Maj. S/H could decide where stock was sold.  While pwr. was w/ Feldmann, he used it for betterment of ©. When sold to consortium, it would be used for their benefit.
H:  When a majority shareholder’s sale “results in a sacrifice of an element of corporate good will and consequent unusual profit to the fiduciary who has caused the sacrifice, he should account for his gains.”  Premium on control belongs to © not S/H.
N:  Theory is that control had a separate premium because of steel’s scarcity.  This case has not been followed because courts do not treat control as a corporate asset.
c) WEINBERGER v. UOP (Maj. owe FD to min./prnt. to sub & must disclose all relvnt. info) (1983, M455).
F:  Signal owned 50.5% of UOP, controlled BOD.   Announces buyback at $20-21 even though its internal review showed $24 fair.  S doesn’t disclose info, S/H approve.
H:  In transaction b/t prnt. and non-wholly owned sub, prnt. must 
(1) Disclose relevant info.
(2) Engage in arms-length transaction.

(3) If not must show fairness (dealing and price).  Here there was self-dealing and no fairness
(4) S/H in cash out merger can get appraisal.

V. Fundamental Transactions

A. Sale of Assets

· Common law required unanimous consent.  Today, majority is sufficient.

1. Qualifying Transactions

· Amend charter, bylaws or anything modifying Bd. Responsibility.

· Mergers, assets voluntary dissolution.

· Sale of all or substantially all assets.

· If a shareholder does not like result of approved merger, they can request appraisal by the court.
2. Extraordinary sale of vital asset requires S/H approval

a) Katz v. Bergman (3 prong test for when asset sale requires S/H approval).
F:  Plant sold its most profitable plant (constituting 50% of revenues).  S/H brought suit.
H:  Sale not ordinary, asset is vital, and sale substantially affects © existence, therefore ct. 
R:  Sale requires S/H approval when:

(1) Not ordinary

(2) Involves all or substantially all assets.

(3) Substantially affects existence or purpose of ©.

* Note that these factors, especially the third, are extremely difficult to quantify.

B. Mergers

· Statutes differ on available remedies.
1. Types of Mergers

a) Generic

· Boards of two companies agree to merge and file required paperwork.

· Boards decide which corporation is going to dissolve, what consideration the shareholders are going to receive, sometimes they decide to create a completely new corporation.

· Usually both corporations shareholders must approve, but each jurisdiction differs.

b) Triangular 

· A creates wholly-owned subsidiary, S.  B is acquired company.

· B merges into S and B disappears.
· At the end of this, B becomes a subsidiary of A.

· B S/Hs then have A shares.  Question:  Is this right?
· Advantage:  A S/H don’t have to vote on merger, only A’s Bd. typically does.  However, A’s Board is still subject to the BJR.

· Reverse triangular merger. S merges into B.  A now owns shares of B.  You would want to keep acquired company if you wanted to preserve a tax loss carryover.

c) Short-Form

· A merges into sub., S

· A usually must hold 90% of more of its sub, S, 
· If S merges into A, no shareholder vote requirement. Only A’s Bd. approval required.
· If A merges into S:  A S/H must vote. 
d) Cash Out

· A has partially-owned S.  A decides to cash out S’ minority shareholders.

· Frequently, A will create another sub into which S can merge.

· Weinberger is an example of this.
2. De Facto Merger Doctrine

· Del.  Formalistic, equal dignity approach, Hariton in DE.

· Compare to PA.  Consequence-based approach, Farris in PA 
a) Farris v. Glen Alden Corporation (Consequence-based approach) (Penn. 1958, M725)
F:  Glen Alden and List engaged in a “Reorganization Agreement” Ag: G assumes L liabilities, issues L G shares, dissolves L, gets L’s assets (looks just like a merger).

H:  When © loses essential nature and alters relationship among S/H and w/ ©, S/H get appraisal.  L’s actions.  “Relationship among S/H” is tough in pub. ©.
b) Hariton v. Arco Electronics  (Formalistic and deferential approach) (1963, M730)
F:   Arco and Loral Electronics Corporation agreed to enter into a reorg agrmnt. stipulating:

1)
A sells all assets to L for 283k shares

2)
A agrees to call shareholders for approval

3)
A agrees to distribute all shares to L shareholders.
H: So long as BOD complies with applicable law, they can call transaction what they want.

R:  BOD can use sale of assets or merger law.

3. Parent-Subsidiary Merger

Summary:

· Alternative Views of © Determine duty and remedies

· Fairness v. Non-interference.  
· Weinberger focuses on fairness (price/dealing)

· Coggins focuses on BP and less drastic means.  
· Mass. will require biz. purpose in cash out merger.  Leader,  Coggins 
· Purpose of S/H.  Weinberger sees the © as pure ROI (econ. benefits)  Coggins/Leader seem to see © and S/H as more involved in ©, S/H interest includes control.

· Duty

· Weinberger affirms the importance of entire fairness in cash out mergers.
· Ace says directors can’t abdicate fiduciary duty to get best deal for S/H.
· Siliconix (merger through stock tender) declines to extend duty to Bd. in, even though they can have the same result for S/H.  Essentially same as cash merger.
· Glassman further weakens FD when it says fairness is not required in short-form mergers. (relies on formalistic equal dignity argument on short form merger statute).
· Types of Remedies 
· Weinberger broadens remedies.
· Rescissory Damages may be justified where there is “fraud, misrepresentation, self-dealing, waste or gross and palpable overreaching are involved.” 
· Used broad discretion in within DE Block.
· Rabkin further expands by awarding rescission in situation where purchaser manipulated market timing.  (sort of a return to loyalty).
· Subsequent cases limit this.
· Siliconix.  Fails to expand duty to Bd. in tender offers.
· Glassman:  Only appraisal.
· Del. and Mass. allow rescission.

· Determining Remedies:
· Weinberger gave judges wide discretion in types of damages, appraisal and rescission, and in determination of amount, e.g. totality of circumstances and adjusting DE block.
a) Remedy

(1) Weinberger v. UOP (Entire fairness test.  Appraisal exclusive remedy unless fraud, misrep., self-d or overreaching then rescission available) (1983, M732).
F:  Signal owned 50.5% of UOP, controlled BOD.   Announces buyback at $20-21 even though its internal review showed $24 fair.  S doesn’t disclose info, S/H approve.

H:  
· Merger subject to entire fairness where directors on both sides.
· Appraisal is generally exclusive remedy in cash out merger.  
· Rescissory Damages may be justified where there is “fraud, misrepresentation, self-dealing, waste or gross and palpable overreaching are involved.” 
· Overturns business purpose requirement, cashing out S/H sufficient for appraisal. 

Remedy:  Ct. uses relatively open-ended methodology to establish price.
(2) Cede v. Technicolor II (Wide latitude in price determination)
H:  Ch. Allen modifies CAPM based on hunch.
b) Weinberger’s Reach

(1) Rabkin v. Hunt Chemical (K damages available for BFD) (1985, M737)
F:  H. bought 63% of O’s stock through O’s controlling S/H at $25/sh. conditioned on agreement that if H buys rest of stock within a year, must buy for same price.  So H merged w/O just after 1 yr and paid only $20/sh.  Min SH’s sued seeking K damages.
H: Ct. allows S/H to claim K remedies, even though $20 was fair.  Manipulation of timing to buy was BFD.
N:  Look at all factors in fashioning relief.
(2) Leader v. Hycor (Mass. BP rule. P must show less drastic means) (Mass. M757)
F:  Company merges with another through a reverse stock split where 4,000 old shares are converted into one new share.  No fractional shares are allowed and are cashed out at $5 per old share.  Cash-out merger through recapitalization
H:  
(1) Mass. uses BP rule.  If BP exists, P must show less drastic alternative. P didn’t.

(2) Appraisal available even though not formally cash out.  Allows here.
(3) Ct. uses DE Block.  Remands for determination.

N:  Approach is similar to Wilkes
(3) Coggins v. New England (Min. S/H can prevent merger if only purpose is to cash out, damages awardable for lack of BP) (Mass. 1986, M751)
F:  Sullivan paid $25k for football team.  Sets up corporation (Old Patriots).  He gives team, nine other shareholders each give $25k for 10k voting shares a piece.  He obtains control of corporation by buying all voting shares through a personal loan.  He creates new corporation (New Patriots) and merges Old Patriots into it.  Coggins, owns 10 shares, sues to rescind merger arguing that unfair price and no BP for merger.  

H:
(1)  BP required.  Not shown (paying back loan not BP).

(2) Totality of circumstances (price, purpose, disclosure) may warrant rescission.  Been too long to award here.

(3) D has BOP for (1) BP and (2) fairness.
N:  Case is an extension of Wilkes (MA Leg. Biz. Purp. Rule)..
(4) Ace Ltd. v. Capital Re Corp. (BOD cannot abdicate duty to get best deal for S/H.  FD overrides K) (1999, M762)
F:  Capital Re in trouble, issues a secondary offering to ACE for 12.3%.  CR later solicits ACE to buy rest of shares.  

· S/H Ag.:  CR BOD helps ACE negotiate voting agreement with other shareholders (33.5%) obligating them to support merger unless CR terminates merger.  

· No Shop/ACE/C Sign agreement containing two provisions:  
· “No Talk” (can’t solicit or negotiate offers unless lawyers writes that Bd. is obligated to).  
· Termination provision” (CR can terminate if CR BOD has better offer and notifies ACE).  
· Cap gets offer from XL.  Lawyer equivocates on Cap.’s duty to consider offer.  ACE matches XL offer, XL raises, then ACE sues claiming breach of K demands TRO.
H:  Not breach of K, but even it was, K violated FD by prohibiting consideration of better offers (citing QVC).  Ct. denies TRO on XL sale.
R:  Ragan Factors in weighing K against FD:

(1) Other party knew or should have known K breached FD.  ACE should’ve known.
(2) Is transaction pending or already consummated when judicial intervention is sought.  Here, Not consummated
(3) Public policy:
(4) Reliance

N: Ct. suspicious of No Talk provisions.

c) Limiting Weinberger
(1) In re Siliconix Inc. S/H Litigation (Merger through stock tender.  Absent coercion or material non-disclosure, no fairness req., BOD no obligation to evaluate or oppose) (2001, M742) 
F:  Vishay owns 80.4% in Siliconix.   V informs shareholders S that if V gets > 90% ownership, the companies will engage in short form merger (allows acquirer to avoid shareholder vote).  V makes cash tender offer for remaining 19.6% at $28.8 (ind. cmtee said price unfair).  
· V will give remaining shareholders in short form that they will get essentially the same price as if they tendered.
· Won’t do unless majority of disinterested S/H tender.

H:
(1) Maj. S/H in pub. ©, absent coercion or material non-disclosure, has no fairness obligation (price or dealing) in tender offer.

· No non-disclosure here

 (2) Coercion:  S/H are “wrongfully inducted by some act of the D to sell their shares for reasons unrelated to the economic merits of the sale.”  Narrowly interprets coercion.
· Neither mkt. timing nor threat to short form merge coercive.

(3) BOD has no obligation to evaluate tender offers.  Compare with Mesa, where court said BOD had duty to oppose threat to © policy & effectiveness, but really concerned self with min. S/H.
N: Although tender and merger can end in the same way (S/H getting jipped), ct. thinks S/H can and should self-protect.

(2) Glassman v. Unocal Exploration Corp. (No fairness req. in short-form.  Absent fraud or illegality, appraisal is only remedy) (2001, M749).
F:  Unocal short-form merged with 96% sub.  Sub. BOD special committee was Unocal directors (conflict of interest).  ©s short-form merged under Del. § 253.

H:  To imply fairness standard would contradict § 253.  Only appraisal available (however, wide range of factors CAN be considered in deciding value).
N:  HIGHLY formalistic.  It would just as easy to imply fairness as a short-form requirement, and allow full range of Weinberger remedies.
C. Tender Offers

Summary
· Start with Unocal, however, once threat to corporate policy or effectiveness becomes certain, move to Revlon.
· Unocal created heightened scrutiny requiring BOD show threat to policy or effectiveness and reasonable and proportionate response.  
· Revlon gets invoked once breakup or dissolution becomes inevitable, Revlon, or when change of control occurs 
· When:  Once breakup/dissolution, Revlon, or change of control, Time, inevitable Revlon duties kick in.

· Rule:  Bd. gets BJR on measures so long as they are intended to drive up price.  Cf. Revlon.
· Time:  Narrows Revlon and weakens Unocal.
· QVC restores importance of short-term S/H value.

1. Possible Rules for BOD
· BJR—Possible but not generally the rule.
· Unocal:  Before getting BJR, must show (1) reasonable belief that there is a threat to corporate policy or effectiveness and (2) response was proportionate given the nature of the threat.  Then, get BJR.  This test is the one generally applied to takeovers.

· This sees corporation as an entity.

· Revlon:  Defensive Measures

a) Unocal
(1) Moran v. Household Int’l (Gives BOD BJR in crafting poison pills) (1985, M786)
F:  As defensive measure, BOD authorizes “flip over” (rt. to purchase acq. sh. @50% off) and dilution provision and anti-destruction provision for convertible holders (get stock in new co.)

H:  Rights Plan is a legitimate exercise of biz. judgment by H and thus protected under BJR.
N:  Also strengthens BOD role (pills can depend on BOD).

Flip-in v. Flip Over:  In (buy shares in existing co.), over (sh. in future co.)
(2) Unocal v. Mesa Petroleum (enhanced scrutiny for def. meas. and disc. Self-tender) (1985, M 775)
F:  Mesa makes two-tier tender offer (front: cash/back: junk bonds) for $54, below real value (really just wanted greenmail).  BOD adopts exclusive self-tender at $72 through bonds. Mesa sues 
H:  
(1) Unless self-dealing shown, defensive measures, OK if BOD shows:

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

(b) Reasonable and proportionate

(2) If (1) satisfied, BOD get BJR.
(3) Discriminatory self-tender OK b/c Mesa caused harm 

2. Revlon Duties
a) Revlon v. MacAndrews & Forbes (once sale is inevitable, BOD must get best $) (1986, M792)
F:  Revlon BOD takes def. meas. against Pantry Pride acquisition at $42:

1) Exclusive Equity-Debt Swap: 1 Sh. For = value note w/ 12% interest.

2) Share Repurchase @ $47.50—Financed with covenant restricted debt.

Fortsmann enters picture offering $56.  PP ups to $56.25
R and F make ag:

	1) $57.25

2) No Shop

3) Crown Jewel Lockup: @ $100M discount.
	4) $25M cancellation fee.

5) R waives notes covenants for F.


H:  Ct. enjoins R-F merger finding that where breakup is inevitable, BOD has duty to obtain best price.
b) Paramount v. Time (BOD can harm S/H value to preserve © culture) (1989, M801)

F:  Time offers to buy Warner.  Paramount makes much higher offer on W.  Warner recommends Time to “preserve corporate culture” and refuses to redeem pills for P.  P sues.

H:  (1) BOD may preserve corporate culture/long-term plan even at expense of short-term S/H value.

(2) Revlon duties inapplicable b/c dissolution or breakup not inevitable. (Allen’s lower opinion focusing on fact that indiv. S/H would feel no less control probably more persuasive).
N:  
(1) This case resembles Dartmouth in that it sees © as separate entity

(2) Allows board to circumvent Unocal with long-term strategy or culture.
(3) Narrows Revlon.
(4) Time-Warner never hit $200 Paramount offered.
c) Paramount v. QVC (expands Revlon to change of control) (1994, M814)
F:  Viacom negotiates to acquire Paramount.  Negotiation Agreement included:  No Shop (so long as consistent with fiduciary duty), termination fee, stock option agreement (gives Viacom option to purchase 19.9% of Paramount stock if any triggering events occur)

· QVC gets in the mix makes a more valuable offer for Paramount.

· QVC and shareholders sue directors for breach of fiduciary duty when they failed to consider other offers by their agreement with Viacom.

H:  
Expands Revlon to cover change of control transactions b/c they pose risk to S/H.
N:  
(1) Distinguishes Time b/c there control would not really change.  Here, Paramount S/H would go from maj. in © to min. in new ©.  Ct. acknowledges importance of control.
(2) Reemphasizes S/H value after Paramount.
(3) Still unclear when Revlon situation exists.

(4) Mitigates Time by making it easier for Revlon to apply.
d) Unitrin v. American General Corp
F: U board adopts variety of defensive tactics in order to prevent hostile takeover it finds to be unbeneficial to company
H: (1) Softens reasonableness:  Measures, if not draconian, can be within “range of reasonableness,” need not be necessary.  Court defers to BOD (sort of BJR).
(a) Draconian:  Preclusive (some chance that acquirer will succeed) or coercive

(2) Outside director’s votes help.

3. Williams Act

· Notice.  Requires public notice of tender offer and related details.

· Equity.  Pro rata purchase of tendered shares, no upping price unless all S/H benefit.
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