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A.  General





Permissive Law�
(--------------------------------------( �
Mandatory Law�
�
enabling


descriptive (the way things are)


off the rack rules


default rules�
�
immutable


normative (the way things should be)


�
�



Relational Contracts�
(--------------------------------------( �
Discrete Contracts�
�
extends for long duration


all events cannot be accounted for�
�
high transaction costs�
�



Three Market Forces that effect Corps


Securities Market (effect cost of capital)  


Product Market


Executive Employment Market (countered by reputation) 





Executive Employment Market:  The managers' personal wealth is bound with the corp.  If manager acts negligently, then loses money in shares as well as employment.  Will suffer more than s/h for negligent acts.  Therefore, since adverse to risk, need to encourage risk





Doctrine of Ultra Vires:  doing something unauthorized by the corp charter or state statute.  The power of the firm to act. Very limited role. Must state purpose in charter, but can be very broad.  Now may only challenge a corp's actions in two ways: 1) suit by s/h to prevent the corp from performing the act or 2) derivative suite against the persons who made the act





Doctrine Of Corporation Social Responsibility:  corporations are actors in society.  should contribute to society, do not always have to max s/h welfare   Risks:  


1) Still has agency risk under guise of corp. resp. doctrine:  directors may give to favorite institutions 


	2) Is it better not to have gov't making all decisions about public policy?   v. Increased risk of nonelected ind. making public policy decisions





AP Smith v. Barlow


I:  Is it ultra vires for a corp to spend more money that doesn't nec. max. s/h welfare? Development of Corp. Social Resp. 





Monoism:  Gov't and business exist in same realm


Dualism:  





Risk:  degree of uncertainty





Law is a cost to society.  Greater rights are extended, less protection to more people.  





Process v. Substance


courts now more focused on process over substance 


process usually reflects the substance, so this is ok 


Problems with process:  s/h have collective action problem,  deters some conduct by directors, but not all





Power of managers over the Shareholders


Corp structure is supposed to flow up, but really flows down.


Burley and Mead doctrine


Managers control the proxy proces 





Shareholders Rights:


1.  Vote 


2.  Right to Sue


3.  Exit - sell shares 





Alpha Risk:  risk to individuals.  May be lessened by diversifying your investments


Beta Risk: risks borne by the market .  Mkt doesn't' compensate for undertaking a risk you can't avoid 





�
B.  Other Business structures





Reasons to organize a business entity


eliminates needs to continually contract with individuals (contracts can be costly)


reduces transaction costs


increases predictability


Opportunism:  defined as the incomplete information exchange b/c individuals in the transaction attempt to hide info to promote their own self-interest.  Bringing someone into firm reduces the opportunity to negotiate


Team-specific Value:  certain things have a higher value when part of team  than as an individual.  


Relational contracting v. Discrete Control





Things to consider when deciding amongst business form


how much do funds costs you?


what is the expected rate of return:  cost of equity capital 


who wants to participate?  managers v. investors 


exit rules:  must balance teams' concern to limit opportunism v. individuals need to withdraw





Who is the Investor?


the Passive investor:  lender, lessor or owner


Specialization benefit:  money to invest, but no experience managing 





Types of Business Structure


1.  Partnerships


2.  Limited Partnerships


3.  Limited Liability Companies


4.  Limited Liability Partnerships 


5.  Corporation


Why does this structure dominate?


divorce of management and ownership


gave rise to increased risk of self-enrichment (does corp. law reduce this risk?)


limits liability - only lose up to the amount you invest


ownership divorced from management


In theory, s/h are to control Board, who controls managers.  However, b/c managers control the proxy process, the managers really control the shareholder 





Entity Theory:  a separate body exists 


Aggregate Theory:  embraces equality notion 





LIABILITY = BENEFIT(equitable) + CONTROL (deterrence) 


law wants incentive to exercise control


internalization of benefits and reduces externalizes 


personal liability - creditors may rely on the fact they have recourse.  no personal liability - need some other resource for which creditors to rely upon 





Holzman v. DeEscamilla (1948) When does a Limited Partner Exercise Control


LP had control.  Therefore found to be a GP in reality and liable.  Control evidenced by check signing power, decisions as to production 


TX §3.08 question if actor did take control, not could take control 





Problems with Limited Liability


Before, creditors could find partners liable.  Limited liability - risk that partners will distro profits and leave creditors with nothing 





Problems with Opportunistic Withdrawal


Meehan v. Shaugnessy (MA 1989) CB 142


F: Partners left firm to start new Law Firm.  Permissible to partners to secretly compete with P.  Partners breached duty to act with loyalty to partnership when still part of partnership.  Departing partner gained unfair economic advantage over P. 


Burden Shifting:  The fiduciary, not the claimant, has the burden to show that her actions were intrinsically fair





Fiduciary Duty


Meinhard v. Salmon  (NY 1928)  CB 66  J. Cardoza


One partner may not appropriate to his own use a renewal of a lease


Partners had duty to disclose to other partner





Taxation Benefits


Four characteristics to determine if corp or partnership - then how to tax


Centralization of Mgmt


Limited Liability


Transferability of Interest


Continuity of Existence





See Attached Chart.


�
C.  Capital Structure








Assets = Liability (Debt/Creditors) + Equity (Stock/Owners)


Equity = Assets - Liabilities








Corp law attempts to protect creditors as well as owners. Law tends to treat them differently





Different Ways to invest


Debt Security:  Least Risky


A.   Bond: long term debt security secured by a mortgage. 


B.  Debenture:  unsecured debt instrument.  Longer term debt.


C.  Subordinate Debt:  higher interest rate b/c less likely to get return


D.  Indenture:  underlying debt instrument


E.  Sinking Fund:  provision that requires corp to set aside money to lower the risk


F.  Convertible debt securities:  options over obligations can be valuable


Equity Securities. MBCA §6.01, DGCL §151


A.  Preferred Stock:  dividend est. by contract.  Usually get financial preference over limited voting rts. 


	Class:  designated in charter.  Need class that has authority to vote and class that gets net assets upon dissolution.  All shares on same class are fungible.  


	Series:  various issuance's of stock from time to time


B.  Common Stock:  residual class of securities with voting rts.  greatest risk.  carries the greatest control.    


3.  Other Terms


	A.  Options:  right to buy, but no obligations


	B.  Call:  investor has right, but no obligation, to by


	D.  Put:  right to sell





Characteristics of Investments:  Creditor v. Shareholder


Risk to Investor


Expected Rate of Return


Duration 


Control over Enterprise





Expected Rate of Return:  multiply each possible return by its probability, and then sum the products 


	Risk Averse, Risk Neutral, or Risk Preferring 


Risk of Expected Rate of Return proportional to interest rate the corp will have.  High interest rate = high risk.  





Does financial structure matter?`


Cost of Capital: 


want to achieve the optimal % of debt.  debt (lower interest rate) v. stock (higher interest rate)


Theory: issuing less common stock and more debt overall cost of capital may decrease (b/c lower interest rate) Therefore, as debt increases overall cost of capital decreases.


interest on debt must be paid whether or not there are earnings


until 1950 - theory that firm could reduce cost of capital w/ mix of equity and debt


Now:  cost of capital is constant.  Theory:  as debt increase, risk to equity holder increase, therefore interest rate for equity holders increase.  


Tax implications:  corp does not pay tax on interest on debt, but dividend payments are not tax deductible.  gov't subsidizes debt, not equity


debt may be good for corp b/c debt holder may try to exercise more control than passive s/h





Corp law response to cost of capital


since not much difference b/w creditors and investors (just choices), corp law now less concerned about protecting creditors





Protection of Corporation's Creditors





Creditors would rely on the fact that a corp has at least par value X o/s shares


The Equity Cushion:  Bigger the cushion, less risk for creditors.  min. amt of total capital.  no longer required


	Equity cushion = capital, not used now


Par Value:  no legal effect.  do not want creditors to rely upon them for protection


	RMBCA §6.01:  no mention of par value 


	DGCL §151:  with or w/o par value





What is adequate consideration for the shares?


D&O face liability for receipt of insufficient considerations


MBCA:  permits issuances of shares for prom notes


DGCL §152, 153:  shares may be issued for cash, property or labor.  questionable if a prom not acceptable





Limits on Distros to S/H


D& O face liability if distro in violation of statutory restrictions 


Protects creditors against excessive corp. funds being diverted to s/h 


Nimble Dividend test:  even if no earnings, may use last year's earning


Two types of tests:  Insolvensy (MBCA §6.40) or Legal Capital (DGCL §154, §170)


Repurchase v. Dividends:  Both:  money from corp ( s/h





1.  Insolvency Test  (MBCA)


	i.  equity:  can corp pays debts in ordinary course of business


	ii.  bankruptcy:  assets equal to or in excess of liability. no distro if after distro assets < liabilities 


2.  Legal Capital Rules:  (DGCL) may only make distros from the surplus 


Legal capital = par value of stock X o/s shares. 


Surplus =  Net assets of corp in excess of capital 


		Earned surplus:  corp net undistributed profits (retained earnings) 


	Capital surplus:  consideration paid for shares in excess of shares


May make distro out of profits and surplus, but may not exceed legal capital.  





Klang v. Smith's Food and Drug Centers (DE 1997)  CB 572


I:  Did repurchase of shares violate capital restrictions?  H:  Balance sheets do not est. violation.  Statute merely definition.  Does not require any particular method for calculating surplus.  





DMPhillips:  corp law less about creditors protections


banks now bargain for the equity cushion - better position


most parties bargain for what the default rules are 


UFCA §4,5  (S1104) :  protection of creditors 


MBCA §6.40:  distro may be ok under this code, but not under UFCA and bankruptcy law





�
Piercing the Corp Veil  (v. Disregarding the Corp. Entity) 





Fraudulent Conveyance Doctrine:  a creditor can avoid a conveyance if conveyance leaves the creditor with too litte assets.  Difficult to  prove - therefore, doctrine corp. piercing. 


	1.  Must show transfer


	2.  Intent test:  Intent to defraud creditor 





Limited liability an incentive to attract capital. Otherwise, lenders would charge corps for undertaking a risk


Difference between lender and investor:  Lenders never subj to corp. piercing. 





Doctrine of Equitable Subordination:  creditors and s/h assert competing claims to corp. assets.  S/h claims subordinated to creditors, s/h lose what they have voluntarily placed at risk.  this is not corp. piercing 





Black Letter law:  corp veil will be pierced if corp form is to evade an existing obligation, circumvent a statue, perpetrate fraud, commit a crime or work an injustice





Powell's Three part test


parent completely control and dominate sub


parent's conduct was unjust, fraudulent or wrongful to the plaintiff


plaintiff suffered harm as result





Three Factors when it will occur


 	1.  Enforcement of Contract claims v. Enforcement of tort claims


		Contract: less likely b/c parties can bargain


	2.  Identity of person behind the veil.  corp v. person


		Corp:  more likely, except in tort cases


	3.  Closely held v. public corp


		Public corp:  less likely b/c public s/h exert less control 





1.  Enforcement of claims against corp. 


a.  Contract cases


question the bargaining relationship; undercapitalization and lack of corp. formalities 





Consumer's Co-Op v. Olsen  (WI 1988)  CB 587  adequate capitalization


F:  Chris Olsen incorp ECO, properly capitalized.  Open acct at Co-Op to buy bulk fuel.  ECO started to fail, Co-Op extended credit  ECO went under, Co-Op wanted to pierce veil to get payment.  H:  No piercing.  Inadequate capitalization not enough for liability.  Look at pt of investment, not when things got bad.   


R:  Exception to Limited Liability:  need min adequate level of capital. 


	Exception:  no continuing requirement of adequate level of capitalization.





KC Roofing v. On Top Roofin Inc.  (MO 1991)  CB 596  adequate capitalization 


(KC advanced supplies to OnTop.  OnTop never paid.  OnTop s/h had succession of business - each would complete business and go into new corp., transfer assets and not assume the debt. H:  Pierced.  S/h liable. 


R:  ( has to show 1) control/domination; 2) control used to commit wrong; 3) control and breach caused injury.  


R:  Actual fraud not nec. to pierce corp. veil. 


A:  Evidence of scheme to avoid legal obligations.  Inadequate capitalization plus fraud.  Creditors unable to assess risk. 





b.  Tort cases


piercing not nec. for D&O committing torts.  individuals (D&O) may still be liable if they commit tortious acts.  agency law.  


piercing more likely b/c equities are greater for ( 


risk of using corp form to externalize cost of doing business if not liable for torts 


insurance doesn't always work to compensate victims 


s/h - look to active participants v. receipt of financial benefit /ownership v. mgmt


piercing countered by cts reluctance to apply penalties (NAM - check)


legislatures have enacted certain min. insurance requirements


Creditors cannot assess the risk - should not be held liable





Western Rock Co. v. Davis (TX 1968) CB 606


F:  WRC engage in negligent blasting.  Complaint rec'd.  continued to blast.   Board, Officers and S/h mostly the same people - control of assets.  H:  Enough evidence to find s/h liable.  





Baatz v. Arrow Bar  (SD 1990) CB 609


F:  Baatz injured by McBridge in auto accident. McBridge  was served alcoholic beverages in Arrow Bar.  I:  May s/h of Bar be held liable? H:  no liability.  R:  S/h did not serve alcohol to McBride.  No inequitable consequences.    





2.  Entity Behind the Veil


	a.  Incorporated S/h


Limited liability needed to attract investors; applies to corp. investors as well


corps more willing to extend LL to parent corps when a tort case 





Parent corp:  in control of corp; does not have to be only owner


Affiliate:  under control of another corp; 


Successor Liability:  may be sued even if corp. did not manufacture product.   Rec'd benefit of goodwill, should receive the burden.  





Ventron (NJ)  DMP


The exercise of significant corp control will not suffice to pierce the corp. veil  Same test for ind. s/h and corp. s/h - difference b/w control and domination.  





Craig v. Lake Asbestos (1988)  CB 617


(Yee exposed to asbestos on the job.  (Corp sold asbestos to Yer.  H:  No liability.  Not enough control. 


R:  Must find control before looking for fraud.  


R:  Even wholly owned subsidiary and involvement not nec. indicative of complete domination





US v. Bestfoods (1998) CB 623


(USEPA v. (CPC, Aerojet, Cordova.


R:  Parent corp. not liable for sub's acts.  Veil may be pierced if sub used for wrongful purposes


Theory of Direct Operation:  not nec. to pierce the corp viel to find parent liability. Look to parent's operation of the facility v. parent's operation of the subsidiary. Existence of parent-sub relationship does not effect issuance of direct liability 


Rebuttal Presumption:  parent's wear diff hats when acting on sub's Board.  





Defective or NonExistent Corporations





What is required to contract around the default rule of unlimited personal liability? 





RKO Stanley Warner Theaters, Inc. v. Graziano (PA 1976)  CB 639 Promoter liability


Contract for P&S for theater provided that Buyer, who was an individual at time of formation of contract, would incorpate an entity to be the Buyer.  H:  Individual still personally liable for the contract.  


R:  Promoter Rule:  Promoter held personally liable on contracts made by him for the benefit of a corp he intended to organize.  Personal liablity to extend until corp formed and promoter relieved from liability.  Need corp formation and corp ratification of the contract to relieve promoter of liability.  





�
Process of Raising Capital:  Federal Securities Legislation 





Even if Issuer does not have to comply with Federal laws, may have to comply with state laws and still subject to antifraud provisions 








Efficient Market Hypothesis:


1.  Weakest Form:  current stock market prices instantaneously reflect all relevant information about past prices.  


2.  Semi-Strong Form:  stock mkts instantaneously reflect all publicly available info relevant to the value of traded stocks.  most widely accepted.  Used to show reliance in security fraud cases.  (even prof. money mkt managers doe not beat the mkt) 


3.  Strong Form:   stock prices instantaneously reflect both publicly and nonpublicly available info. (however, insider traders beat the mkt - not consistent with this theory) 








Securities Markets:


centralized system of buyers and sellers


reduces transaction costs


liquidity and valuation functions 





DISCLOSURE


law's ability to reduce costs of trading


counter:  ability of mkts and pvt ordering to protect investors 


purpose of registration to increase d/c 


Registration:  d/c of I's properties and business, description of security, info about mgmt, financial statements certified by CPA





Truth in Securities


require that Investors be provided with material information


prevent misrepresentation





POLICY/CRITIQUE


Problem of Industry Capture:  Industry has captured the regulators 


Securities Act makes the cost of capital greater; relatively greater for smaller companies 


SEC does not want to block the formation of capital for small companies V.  Small issuers are often the ones that make mistakes, get into debt and cut corners





Non Exclusive Rules:  SEC does not have authority to make exclusive rules


Safe Harbors:  do it SEC's way, and issuer complies.  O/s safe harbor, then I has burden to establish compliance/exemption 





Federal Legislation


§5 of 33Act requires registration unless under an exemption 


Corporations do not want to comply - very expensive process


	1.  Exempt from registration b/c not a security


	2.  Exempt b/c exempt transaction 





1.  Definition of Security under 33Act and 34Act the same. ((If not a security, no need to register.


33Act:  §2(a)(1):   definition of security, includes stock, investment K


 	§3(a)(3):  exclusion of notes, drafts that have a maturity of less than 9 mths


 		§3(a)(2):  interest in a trust fund or insurance company is not a security


§3(a)(11):  do not have to federally register securities sold w/in 1 state. Intrastate offering exemption. See Rule 147.


§3(b):  Small Offering Exemption.  


34Act:  §3(a)(10): excludes notes, drafts that have a maturity of less than 9 mths





33Act §3(a)(11):  Securities offered and sold only to person in one state by an Issuer in that State are exempt securities 





Rule 147:  How to comply with §3(a)(11)


very risky


does not apply to secondary offerings


even if Issuer thought purchaser was a resident, if not a resident, safe harbor does not apply


Issuer subject to 80% test


 Integration:  Are these sales all part of the same offering? enumerated factors


Aggregation:  doesn't apply  


limitation on resale - must be intrastate





2.  Limited Offering Exemptions


Regulation D


Regulation A


§4(2) - non public offering 





�
Regulation A�
Regulation D�
�
statutory source�
§3(b) �
§3(b) and §4(2)�
�
rules�
Rule 251 - 263�
Rule  501 - 508�
�
what do you get�
unrestricted securities that may resold by s/h; may not be resold by affiliates�
restricted securities:  cannot be resold without exemption or registration 


Rule 502(d):  504 = unrestricted�
�
when�
may be used by existing s/h in secondary offerings - up to $1.5M�
cannot be used in secondary offerings; only may be used by Issuer�
�
restrictions�
no restriction in manner of offering or eligibility of offerees�
restriction on offerees; Rule 502(c) limitation on manner of offering - no general solicitation�
�
who uses it�
not available to reporting companies or investment companies; small business;


I and affiliates can't be a bad boys:  Rule 251(a)(6), Rule 262 �
available to reporting companies, except for Rule 504 where you can't be a reporting company�
�
liabilities�
no liabilities under §11; antifraud and civil liabilities apply, Rule 10b-5�
no liabilities under §11 of §12; antifraud and civil liabilities apply, Rule 10b-5�
�
how much�
up to $5M�
limits under 504, 505, no limit under Rule 506�
�
SEC filings�
file Offering Statement/Offering Circular ( to  be qualified


Rule 254:  Offering Circular not a Prospectus:  Issuers allowed to "test the waters" and not subject to §12(a)(2) liabilities�
file Form D�
�






1.  Regulation D - how do I get the exemption?





Rule 504�
Rule 505�
Rule 506�
�
up to $1M�
up to $5M�
no dollar limit�
�
not available to reporting companies or investment companies�
not available to investment companies�
any I�
�
no limit on the number of buyers (but do they have to be accredited?); see 501(e)�
35 purchasers limit:  exclude accredited investors, families - Rule 501(e) from the number of purchasers; unlimited amount of accredited investors�
35 purchaser limit:  exclude accredited investors, families - Rule 501(e) from the number of purchasers


Rule 506(b)(2)(ii):  If purchasers are nonaccredited, must be sophisticated�
�
Purchasers gets unrestricted securities Rule 502(d)�
Purchasers gets restricted securities Rule 502(d)�
Purchaser gets restricted securities Rule 502(d)�
�
do not have to provide info to buyers Rule 502(b)�
Info must be given to nonaccredited investors Rule 502(b)


Nonreporting companies: - depends on size of offering


Reporting companies:  choice of d/c - similar to info in RS�
Info must be given to non accredited investors Rule 502(b) 


Nonreporting companies: - depends on size of offering


Reporting companies:  choice of d/c - similar to info in RS�
�
general solicitation of buyers permissible Rule 502(c) (usually - must meet Rule 504(b)(1))�
no general solicitation of buyers Rule 502(c)�
no general solicitation of buyers Rule 502 (c)�
�
Rule 502(d) results in restricted securities, except for Rule 504(b)(1) exceptions�
Rule 502(d):  results in restricted securities








�
Rule 502(d):  results in restricted securities�
�
12 mth before and during aggregation


Aggregate offering price $1M minus


- all securities sold under §3(b)


- all shares sold in violation of §5�
12 mth before and during aggregation


Aggregate offering price $5M minus


- all securities sold under §3(b)


- all shares sold in violation of §5�
No Aggregation�
�
Rule 502:  Integration �
Rule 502:  Integration�
Rule 502:  Integration�
�
	


Rule 502:  Integration:  applies to offerings within 6 mths previous and 6 mths after 


"offering" undefined:  determination of whether it is a "offering" depends on facts and circumstances


Integration Factors


sales are part of a single plan offering


sales involve issuance of same class


sales at or about the same time


same type of consideration has been received


sales made for the same general purpose





Rule 155:  Integration of Abandoned Offerings


applies to offering under §4(2), §4(6) and Rule 506


addresses 1) abandoned pvt placement filed by a Registered Offering and 2) Abandoned RO followed by a pvt placement


Protects against §5 violations - otherwise there would be improper (untimely) offers to sell securities





Defenses to failure to comply with Reg D


Rule 508:   person can still get exemption if the person relying on the exemption shows that the failure to comply did not pertain to a requirement intended to protect a particular person, failure was insignificant to the offering as a whole  (ex.  filing of Form D does not protect investor - just gives the SEC notice)


Not exclusive, may still rely on §4(2):  failure to comply with Reg D does not make presumption that §4(2) not met





2.  Regulation A - How do I comply?





Rule 252:  


file an offering statement Form 1-A with the SEC (but not subj. to §11)


Offering circular to be given to prospective purchasers





Rule 254:  Offering Circular not a Prospectus:  Issuers allowed to "test the waters" and not subject to §12(a)(2) liabilities.  Policy:  more appropriate for small companies to see what the mkt is like, nut has not been used much





Integration, Rule 251(c):


No integration with prior offerings, e.g. If Reg D offering done one month before Reg A, not integrated - question over whether it destroys the Reg D


No integration with certain subsequent offerings


May be integrated with Reg D offering up to 6 mths after the Reg A offering





Aggregation, Rule 251(b)


$5M - aggregate offering price for all securities sold within 12 mths before the Reg A offering





SEC v. Ralston Purina  (S.Ct. 1953) CB 949  Public offering


I:  Ralston Purina's offering of stock to key yees exempt under §4(2)?  H:  No, not exempt.  A:  Yees are members of investing public. Test:  need same info as would if had been public


Focus of public v. pvt distinction:  the need of the offerees for the protections afforded by registration


DMP:  This ct wants to make sure the broad purpose being served 





Secondary Market:  Sale of Restricted Stock


Rule 144:  Safe Harbor for sale of restricted stock.  If seller not acting as an Underwriter, and certain rules are met, then ok to sell.  


§4(1): if not an underwriter, then exempt


§4(2):  if not a public offering, then exempt   


§2(a)(11): Underwriter defined





�
D.  Control Structure


Directors as trustee of corporation - modeled on trust law.  





D.1. Officers and Directors





	D.1.a.  Authority to transact business


		Officers, not directors, are agents of corp.  Directors not agents of corp. 


		Board has power, but not single director ( need board action, not director action 


	Does Officer have the authority?


		Board must authorize the authority being exercised by a particular officer


Different types: 	Express, Implied or Apparent


		Express:  resolution of board being passed 


		Implied:  President hires law firm.  Implied from facts of case


Apparent:  an estoppel doctrine.  If you held  yourself out as an agent of corp., then bound


cts not precise b/w implied and apparent.  If contract w/in realm of ordinary transaction, then ct inclined to find implied or apparent authority.  





D.1.b  Fiduciary Duty of Directors


( reduce possibility that directors will act in self-interested manner; counteract self-enrichment


(WHEN WILL LIABILITY FOR ACTIONS BE FOUND?


Duty of Loyalty: must be fair and candid in pursuing personal interests; wrongful to compete with her corporation or unfairly direct corp. resources 


Duty of Care:  duty to manage the corporation; bounds of acceptable behavior.; similar to negligence doctrine 


Business Judgment Rule:  Shield to protect directors from liability.  Rebuttal presumption that directors should make decisions, rather than the courts.


Exculpation Provisions:  In charter, may limit liability of directors arising from breach of fiduciary duty.  See chart.  Allocation of economic risk to be decided by those whose interests are at risk.  





BUSINESS JUDGMENT RULE - how does it work?





1.  (S/h claims transaction  not fair





2.  ( bd has presumption of business judgment rule:  presumed that directors acting - 


a) in an informed basis, and b) in good faith and c) honest belief that the action was in the best interest of the company 





3.  ( rebuts the BJR by a, b, or c 





4.  ( may defend that the entire transaction was fair.  





5. Fairness standard:  a) Fair Dealing and b) Fair Price. Weinberger v. UOP  





((therefore, even BJR is rebutted, not necessary liable - defenses still available   





Shlensky v. Wrigley  (1968) CB 262


(directors of corporation that operated Wrigley Field.  Other major league fields had night game, Wrigley Field did not.  Directors did not want night game for personal reasons.  S/h sued.  H:  No liability - no negligence.  Directors are chose to pass on questions of business policy.  


R:  ( need to show 1)Fraud OR 2) Illegality OR 3) Conflict of Interest 





Concern for other constituencies


Can Directors consider someone else besides the Corp when making decisions? -


Directors' duty to shareholders v. Directors' duty to third parties





Dodge v. Ford Motor Co.  (1919) CB 267


I:  May directors refuse to pay dividend while expand the company's facilities and lower the price of cars?  H: Yes.  R:  Purpose to profit the s/h - but court will not interference with the means





	D.1.c.   Duty of Care


DE:  judicial doctrine  V.  MBCA:  §8.30(a)(2)


Directors presumed not liable under the Business Judgment Rule; rebuttal presumption 


Business Judgment Rule:  purpose -  to protect and promote the full and free exercise of the managerial power.  See VanGorkem  


Two circumstances


Oversight setting:  liability arises if failure to prevent harm


Decisional Setting:  debatable


Procedural Due Care v. Substantive Due Care  


Substantive: breach occurs when a challenged action seems so outrageous that directors could have only reached that decision as a result of lack of care or skill 


Procedural:  


Includes duty to monitor illegal activity 





Joy v. North (1982) CB 274


F:  CT Bank made loans to Katz Corp.  Son of President for Bank worked for Katz.  H:  liability found.  


DMP:  disguised self-enrichment.  


Purpose of Business Judgment Rule:  only extends as far as the reasons justify


S/h do not undertake the risk of bad business judgment


Litigation not a good device to make corp. business decision


Potential profit often corresponds with potential risk 





Francis v. United Jersey Bank  (1981) CB 281


F:  Mother and two sons directors.  Sons took $10M from corp.  Mother bedridden, didn't interfere.  H:  Liable for breach of duty. 


DMP:  liability was found b/c creditors and courts did not want money going to sons.  Not a negligence case.  





Litwin v. Allen (NY 1940)  CB 317 Substantive due care


F:  Corp purchased bonds at 5% less than public, but gave right to bond holder to repurchase at low price. No possibility of gain.   H:  gross negligence.  DMP:  self-enrichment, framed as breach of duty of care 





Smith v. VanGorkom  (1985) CB 286  EVERYTHING CHANGED IN 1985


F:  TransUnion having financial problems because of new tax rules.  Approached Board about finding alternate solutions.  Considered leveraged buy-out.  VanGorken had interest in shares.  VG approached Pritzker , takeover specialist without consulting board.  Pritzger  made offer - VG called Special Bd Mtg.  No copies of Merger Agmt distributed.  Bd approved Merger    H: Duty of care violated. Not within the BJR. 


Presumption: 1) informed basis 2) good faith 3) honest belief in best interests of corp.  


BJR may be rebutted by showing uninformed basis (that directors did not obtain full information)  


Must be grossly negligent to not get protection of business judgment rule. 


Informed Basis: to act in an informed and deliberate manner in determining whether to approve an agreement of merger before submitting the proposal to the stockholders.  Must be based on info then reasonable available to the directors. 


Threshold issue is exercise of informed business judgment - before getting presumption of good faith.  


Even if no bad faith no personal gains and no self-dealing, may still be liable for making an uninformed business judgment. May be liable even if acting in good faith.  


Treat all the directors as one, both inside and outside, when considering the BJR.  


Duty of Candor:  duty to disclose information to the shareholders 


Dissent:  The Board was made up of experts - no one knew the company better.  Made an informed decision.  


DMP:  before this case, duty of care was only really applied to self-enrichment cases.


DMP: designed to enhance the powers of outside directors.  leverage to object to certain proposals.  Forces outside directors to gain more knowledge before making decision


(AFTER THIS CASE, ALMOST EVERY STATE ALLOWED CHARTER'S TO BE AMENDED TO ELIMINATE LIABILITY FOR NEGLIGENT ACTS





Hoye v. Meek (1986)  CB 277  AFTER 1985


(Bd of Directors, Meek family.  Need good faith, diligence care and skill to have business judgment rule as a defense.  Will not be liable for honest error or judgment.   





Duty of Care:  Duty to Monitor Illegal Activity 





Graham v. Allis-Chalmers Manufacturing Co. (1963) CB 319


F:  yees violated anti-trust laws.  H:  Directors had not actual or constructive notice of wrongdoing.  No violation of duty of care.  





In re Caremark International Inc. Derivative Litigation  (1996)  CB 321


F: Caremark yees violation health care regs.  DOJ filed indictment, Caremark settled with DOJ.  Shareholders brought suit against directors for breach of duty of attention.  


R:   Board has some resp. to assure that info and reporting systems are est. by mngmt.  Need to make informed decisions based on info.  What level of info - BJR.  Duty to assure that info reporting system, is adequate.


H: No violations found for 1) knowing of violation and 2) failure to monitor





	D.1.d. Duty of Loyalty


Duty to shareholders - no unfair dealing 


Theory:  Investment ( if directors loyal (-( unnecessary judicial interference with business


	Two Situations


		1) Director takes opportunity belonging to corp


		2) Interested transactions





What is FAIR to the corporation?  What directors must prove if they do not have BJR.  





Weinberger v. UOP (1983)  CB 366, 307 Fairness Standard - substantive


F:  Going pvt transaction.  H:  Lack of d/c by directors to other bd members and s/h. Transaction void.


When a challenge to fairness is raised, the directors carry the burden of est the entire fairness.


Entire Fairness:  1) Fair Price and 2) Fair Dealing. 


1) Fair Dealing:  timing, initiation, structure, negotiating, disclosure and how approvals obtained


2) Fair Price:  assets, market value, earning, future prospects





Oberly v. Kirby  (1991)  CB 360  Fairness Standard - procedural 


F:  Fred Kirby director of Foundation and Alleghany corp.  Foundation needed to get rid of Alleghany stock and Alleghany shares could be redeemed with no tax penalty.  Transaction happened.  AG alleged self-dealing. No s/h approval (b/c non-profit).  No disinterested directors b/c only one.  H:  Transaction was Fair.  


A:  Interested transaction can be found fair.  Need to approved by a neutral decision making body.  Interested directors bear the burden to prove the entire fairness of the transaction.  


Intrinsic fairness  1.  Fair dealing AND 2.  Fairness of Price (but formal fairness opinion not required)





D.1.d.1. Corporate Opportunity Doctrine:  


	Taking of Corp. Opp. - See ALI §5.05 (S1175)  


		Focused on Process, ct not to look to substance 


	Directors required to favor corp' interest over her own 


	Duty of Candor:  was the director candid with the corp and the s/h?


	Title to opportunity:  relative - who has more right


	Problematic b/c oftentimes directors are in the same field/competitors


	Affirmative Defense:  corp couldn't take financially undertake it 





Northeast Harbor Golf Club, Inc. v. Harris (ME 1995)  CB 334


F:  President of Golf Club learned of possibility to buy land next to golf course (seller approached her b/c he thought Golf Club would like to buy it).  Harris made little if any d/c to Board, assurances of no development.  Yrs later, Harris developed land.  I:  Violation of corp. opp.?


Corporate Opportunity Doctrine:  corporate fiduciary should not serve both corp  and personal interests at the same time.  Corp Fiduciaries owe their whole duty to the corp., and can not act when duty conflicts with that interest.  Cannot serve both.  


Corporate Opportunity:  any opp. to engage in business where the director got the info through the performance of director or through the use of corp. info. OR any opp to engage in business found out through any means that is closely related to the business of the corp.  


Test:  Director must give opp to corporation first and disclose information. If corp rejects opp., then director may take opp.  Rejection must be fair or by disinterested directors  





Broz v. Cellular Information Systems, Inc.  (1996 DE)  CB 342


F:  Broz had is own corp, RFB, and director of CIS.  Both corps involved in telecommunications.  Broz had opp. to buy license.  CIS divesting assets.  Broz did not offer opp. to CIS.  H:  No breach. 


Corp. Opp. Doctrine:  


Director MAY NOT take opp. for her own if 1) corp can financially take the opp; 2) opp. same type of business 3) corp has an interest or expectancy in the opp. and 4) taking the opp. for his own, the director cannot uphold her own duties.  


Director MAY take if 1) opp. present as an individual and not as director 2) opp. not essential to corp. 3) copr holds not interest or expectancy in the op. 4) director or officer has not wrongfully employed the opp.  





Perlman v. Feldman (1955)  CB 789  NAM - read this case


H:  Premium form a merger needs to be shared with other shareholders.  This has been narrowed.  and not generally followed.  Now, a rule that you must make an offer to all shareholders at the same price. 





D.1.d.2.  Interested Transaction 


Laws allow interest transaction to happen ( no longer nec. detrimental. 


Do not want law preventing efficient transactions 


S/h were approving these transaction - default rules should reflect what people would contract to in the absence of such rules. 


SubChapter F of MBCA:  process gets substituted for Fairness Determination


DCGL §144:  gaps filled in by the judiciary, more dep. on case law 





MBCA §8.60/Subchapter F:


Defines conflicting interested transaction with more certainty


If o/s definition, than interested directors do not have a special duty of candor or fair dealing


Transaction cannot be voided if approved by qualified directors or qualified shareholders (under DGCL, this is uncertain) 


	1.  §8.61 provides safeharbor for interested transaction 


Disinterested Directors approve Transaction = Fair


Shareholder ratification in good faith = Fair


Judiciary finds Fair = Fair





DGCL §144:  No transaction shall be voided b/c of conflict as long as the transaction was: 


Authorized by Majority of Disinterested Directors; AND


Approved in good faith by S/H; AND


Fair to corp. at the time.  





If Disinterested Approval obtained, can transaction be challenged?


If transaction is interested, but has disinterested approval, then protection of BJR


May be challenged by asserting a gift or waste or corp. assets.  





Lewis v. Vogelstein (DE 1997) CB 373


S/H approved Board stock option compensation Plan for Directors of the Corp., which was excessively large.  I:  What effect does the s/h ratification have?  H:  Motion to dismiss denied.  


Problems with shareholder ratification    Collective action disabilities:  conflicting interest (NAM - the rise of institutional shareholders has diminished this problem)  


Corporate Waste:  an exchange of corp. assets for consideration so small that any reasonable would not trade


May only be ratified with unanimous s/h ratification.  





Transaction with Controlling Shareholders


transaction b/w sub and parent 


MBCA, Subchapter F does not apply 


DMP:  what sort of dealing is reasonably expectable b/w parent and sub?





Sinclair Oil Corp. v. Levien (DE 1971) CB 387


F:  Sinclair owned 97% of Sinven.  Made large dividend payments. Strange contract about the delivery of oil.  H:  No self-dealing found.  Dividends complied with BJR.  Contract found to breach of duty.  


Parent has a fiduciary duty to subsidiary


Intrinsic Fariness Standard:  only applied if self-dealing. (no self-dealing, use BJR)  high degree of fairness and shift in burden of proof to the defendant .  





D.1.e. Indemnification and Insurance for Directors





Agency Law:  Principal to indemnify agent if the agent suffers a loss that should be borne by principal.  §438. 


Insurance Companies: usually have standard of good faith, etc.


Permissible Indemnification:  corp doesn't have to provide, but statute states that crop may.  





�
RMBCA�
DGCL�
�
Mandatory Indemnification�
§8.52:  if ( wholly successful on the merits; not required if partially successful �
§145:  if successful on the merits; 


more limitations on entitlement to indemnification if dervivative litigation (more likely to get indemnified if non-dervitive litigation) �
�
Permissible Indemnification�
§8.51:  need good faith, and reasonable belief by (: specifies when indemnification not allowed �
§145(k) �
�
Insurance �
§8.57:  �
§145(g):�
�
Statute Restriction�
§8.59:  indemnification as only permitted by subchapter; however, comments allow the charter to change this �
§145(k):  Any change to permissive indemnification permissible; but not enforced if against public policy �
�












Waltcuh v. ContiCommunity Services, Inc.  (DE 1995) CB 435


F:  Waltuch VP of silver trading company, CC.  Silver Mkt Crash in 1980.  Lawsuits against Waltuch and CC.  Waltuch and CC settled.  Waltuch fined.  Waltuch spent $1.2M settlement and $1M in fine.  DE statutes permits indemnification of corp. officers acting in good faith.  Charter had no requirement of good faith.  H: Charter exceeded scope of statute.  No indemnification for Waltuch (no good faith shown)  


�
 FRAUD AND MISMANAGEMENT UNDER RULE 10B-5


Fraud:


most covered by Rule 10b-5, but not all


Purpose of 34Act:  to protect investors against manipulation of fraud


Issue of Federalism:  is the 34Act supplanting state corp and contract law? 





1960, 1970�
(---------------1975 ----------------( �
after 1975�
�
more law is better


SEC can always bring a suit


Focused on Bad ('s�
largest source of litigation is 10b-5


need to limit litigation�
Focus on greedy ('s bringing COA


Settlements promote litigation�
�



34Act - Rule 10b-5  Employment of Manipulative and Deceptive Devices (§10b)


confers a pvt remedy to shareholders


criminal penalties may apply


no defense expressly recognized


not limited to Issuers - may be used against anyone


includes both the sale and purchase of securities (§11, §12 limited to securities distribution and proxy)


used for claims of deception - claims by investors that they were misled


considered a wider net then the 33Act


No statute of limitations expressly written


derives it source from §10 and §17


exceeds §10 statutory authority b/c the courts have required Scienter


"in connection with"  ambiguous - lots of room to impose liability on different actors


for pvt civil action, requires the element of Scienter. cannot be used for negligent acts, but perhaps recklessness


Three types of fraud


misreps in corp. statement


trading in possession of material nonpublic info 


manipulation





Prima Facie Case for Rule 10b-5


Rule 10b-5(1)(3):  requires Scienter, to intent to do bad things


Rule 10b-5(2):  strict liability, no requirement of Scienter





Rule 10b-5(2)


misstatement or omission


material fact


with Scienter


connection with p&s


reliance 


causation


injury 





JI Case v. Borak  (1971)  CB 1012


A private cause of action may provide a necessary supplement to Commission action.  Decision re:  Rule 14a-9.  





Cort v. Ash  (1975) 


F:  derivative suit for violation of the Federal Election Act.  H:  No implied COA


Four Factors to Determine if COA should be implied


( of class statute meant to protect


Legislative intent to create a remedy


Consistent with purpose of the Statute to imply a remedy


COA usually dealt with state law





Landreth Timber Company v. Landreth  (S.Ct. 1985)  CB 958  STOCK


Even though the underlying economic test would say it is not security because it was created for other reasons - stock is still stock.  Do not apply Howey test to show that it is not stock.  Slippery slope - difficult question of line drawing.  Purpose of Act - broad definition of stock.  A:  Stock passes the plain mng test - no need to go further.


Garden variety stock=security, even if stock just b/c of tax reasons


if it looks like stock, and people think its stock, then it is stock


Rule 10b-5 applies even in sales of pvt business 





Superintendent of Insurance v. Bankers Life and Casualty Co.  (S.Ct.1971)  CB1012


Act protects corporation as well as individuals that are sellers of a security.  


§10b-5 applies to any sale, does not have to be through a securities exchange


§10b-5 not to extend to internal mismanagement


§10b-5 to bar deceptive acts with the purchase and sale of securities 





Blue Chip Stamps v. Manor Drug Stores (S.Ct. 1975)  CB 1016


I:  Pvt COA even if they did not sell or buy?  F:  Offeree did not buy shares b/c prospectus was overly pessimistic.  


A:  Implied COA under §10b-5 does exist.  Birnbaum limited to sellers and purchasers


Birnbaum Rule:  Bars as (s 1) potential purchasers of shares; 2) actual shareholders who allege they did not sell shares b/c of a failure to disclosure unfavorable material; 3) s/h, creditors who suffered a loss in the value of their investment due to corp insider activities who violated Rule 10b-5.  (2&3 can use deriviate lawsuits).  


For increasing g class of (:  some investors are injured - need remedy


Against increasing class of (: 


1)  pendency of lawsuit may frustrate or delay normal business activity 


	2)  prevent strike suits by limiting class of (


	3) potential abuse of liberal discovery rule 


	4) need a way to dispose of suit other than settlement


	5) otherwise bystanders to securities mkts could create actions 


DMP:  ct does not want to increase securities litigation.  





Materiality


Omission fraud only when there is a duty to speak (not the same Duty of Loyalty) 


Under 10b-5(2) - when is Omission actionable?





Basic Inc. v. Levinson  (1988) CB 1033


F:  Basic made 3 public statements denying it was in merger negotiations 


R: An omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.  


If the even is speculative in nature, difficult to ascertain whether the reasonable investors would have considered the omitted in for significant at the time.  Whether or not a merger is material depends of the facts. 


Materiality depends on the significance the reasonable investor would place on the the withheld or misrepresented information.  


Probability of Event X magnitude of Event


Mere silence not actionable, but if you make a statement, then omission may be actionable





SEC v. TX Gulf Sulphur 


Materiality will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity.  





Scienter:  required mental state 


Strict liability ( negligence ( recklessness ( knowledge or intent


10b-5:  Higher sceinter requried - limits litigation





Ernst & Ernst v. Hochfelder (1976)  CB 1049


Shareholders bought fraudulent stock from a president of bank.  Pres. had a "mail rule".  Bank bankrupt so the shareholders went after the accountants for aiding and abetting.  Accountants were negligent.  No COA.  Intent to deceive, manipulate or defraud is required for a Rule 10b-5 private civil action.  Congressional intent:  if didn't want Scienter would have specified.  


Need intent to deceive; more difficult for (; decreases litigation (need more than negligence) 


§11,§12(2) and §15 impose liabilities for negligent conduct, but are subject to procedural limitations


( can establish a defense if he can show that the ( lacked due diligence and the ( Scienter was the same as that applied to the (. 





Aaron v. SEC 1980  CB 1053


Sceinter requirement in E&E applicable to Rule 10b-5 actions





Aiding and Abetting


Center Bank of Denver v. First Interstate Bank of Denver (1994) 


 Liability not imposed under Rule 10b-5 because a person aided and abetted a violation of Rule 10b-5





Reliance and Causation


Deceit:  requires ( to show reliance on misstatement


State Law actions require reliance


Reliance a form of transaction causation:  but for causation 





Affiliate Ute Citizens v. US (1972)  CB 1054


F:  Citizens of an Indian tribe granted share of corp that held natural resource assets.  Positive proof of reliance not required.  Need to show materiality of facts withheld.  Obligation to disclose and the withholding of a material fact enough to satisfy Cause.  For class action suits.  


(, in an ommisssion, need not prove and plead reliance





Basic Inc. v . Levinson (1988)  CB 1055


Basic=target, Combustion=bidder.  Basic made public statements denying that it was engaged in merger negotiations.  Deceit requires reliance.  Reliance provides the causal connection.  


Fraud on the Market Theory:  justifies presumption of reliance.  Trading price of security takes into account info about stock.   


Efficient capital mkt hypothesis - indicates actual market value.  Need theory for a class action suit. 


Rebut the presumption by stating that news leaked anyway or that misrepresentation did not lead to the change in price.  Theory has not been successfully rebutted.  


Investors do not have to show that they read the misleading documents.  


Dissent:  Causation is not the same as reliance.  May cause injury, but does not show that you relied on it.  Investors realize that there is a difference between the market price and actual price.  


�
INSIDER TRADING 





Methods to incur liabiltity


1.  Common Law


2.  §16(b) of 34Act:  requires officers directors and 10% s/h to disgorge profits made on a P&S during a 6 month period


3.  10(b)(5)


4.  §20A:  provides needed nexus for Rule 10b-5.  usually a supplementary claim


5.  §21:  treble damages available, but not pvt COA





Methods differ by the following factors: 


cmpanies that are covered


who are the defendants


permissible plaintiffs:  SEC, US, pvt (and who among the pvt ( are permissible) 


number of transaction required to est a violation


scienter requirement 





Insider trading may be BENEFICIAL: 


1.  WOuld it be reasonable to demand full d/c for every contract? 


2.  Does insider trading contribute to an efficient market?  More info ( more correct stock prices 


3.  Insider tradingn as mgmt compensation:  insiders are able to benefit from bad news, which chould be to their own performance.  DMP:  but this lack control mechanisms - dangerous to provide compensation you can't control 


4.  Some will use the info anyway - and most likley not the small investor.


5.  People buy and sell regardless of what info the person on the other side has.  


6.  It is too hard to enforce - so it happens anyway 





Insider trading may be DETRIMENTAL:


1.  Delayed disclosure


2.  Corporate injury


3.  Investor Injury


4.  Loss of public confidence in the mkts





Common Law Theories:


1.  Majority Rule:  directors purchasing stock from s/h had no fiduciary duty to the shareholders


2.  Minority Rule:  Director negotiating with a s/h for the purchase of shares acts in a relation of trust - close scrunityiny, required fairness and s/h may have remedy.


3.  Special Facts Doctrine:  ordinary relationship b/w s/h and director does not require d/c o fknowlsede, but if such facts, a duty may exist.  


4.  Agency:  fiduciary duty of trustess owed to corp and against unjust enrichment of insider:  cannot expoloit special knowldge by gained by confidential relationship. 





Congressional Intent of Federal Legislation:  


All members of the investing public should be subject to identical mkt risks 





34Act §16(b): Directors, Officers and Principal Stockholders


§16(a) public reporting requirement 


doctrine of fungibility APPLIES - SEC will always assume the worst


any profit realized by a p&s w/in 6 mths shall be recoverable by the Issuer


no intent required


civil liabilities - criminal liabilities may attached for certain actions


suit may be brought by any owner of the security of the Issuer, but recovery for the Issuer 


SOL:  2 years


DMP:  this has been interpretated narrowly.  If good advice, no violation under §16(b).  Hold 6mths and 1 day, no violation.  


Rule 16b - favors treatment for stock options 








How does §16(b) work?


1.  Insider:  a director, opwner or beneficial owner (10% s/h).  an insider up to 6 mths after termination. 


2.  Insider at tme of both purchase and sale


3.  Two transaction within a  Six month window - any purchase or sale - no tacking required.   





Gollust v. Mendell (S.Ct. 1991) CB 1194  Standing


I:  Who has standing to sue? §16(b) does not confer enforcement authority to SEC,  Under §16(b) s/h have right to sue.  Need to be the owner fo a security at time of suit.  Plaintff must maintain a financial interest in the outcome of the litigation to have standing


DMP: Under state law, two requirements:  1) contemporaneous ownership adn 2) continuous ownership





CBI Industries, Inc. v. Horton (1982) CB 1200  Who is an insider?


F:  Hortong, director, sold his shares of CBI and then had trust, for the benefit of his sons, but the shares at a lower price.  Not decisisve whehter or not stock purchased in certain name - but need to show a direct pecunairy interest to the insider. DMP:  ct just being restrictive in finding liability.   


Beneficial ownership:  sometimes inviduals acting in conern may be considered a group, beneficial owner, if more than 10% aggregate


Rebuttable Presumption that beneficial owner with the shares of someone living in the same house





Feder v. Martin Marietta Corp.  (1969)  CB 1205


Theory of Deputization:  a partnerhship could be considered liable if a partner a director of a corp.  H: Director





Liability under Rule 10b-5





Texas Gulf Sulpher  (1968)  CB 1003


US mining company that found land filled with minerals in Canada.  NYTimes had put out new release, Company denied it. Company made no announcement - didn't want others to buy land.  Insiders bought stock.  Next day, news release.  H:  Insiders had to disgorge profits


R:  Disclose or Abstain:  Anyone in possession of material inside information must either disclose it to the investing public, OR, if no disclosure, then must abstain from trading. 





Chiarella v. US (1980)  CB 1155


F:  Mark up man at a financial printer handled announcement about takeover bids.  Duty to yer, but no duty to those making tender offer.  Didn't disclose knowledge.  Bought shares and sold after takeover.  H:  Conviction overturned. A:  Must have a duty to disclose - silence will not be considered fraudulent absent a duty to d/c.  Even if you get info you shouldn't have is ok as long as you do not trade on that info. Practical effect of rule - it is very difficult for people to disclose to the investing public (NAM:  jury never got the misappropriation theory, therefore could not uphold a conviction under that theory)


Mere silence about material information is not fraudulent absent a duty to speak. 





Liability of Tippee


Rule 10b-5 violation require duty and manipulative act.  Tippee have no duty.  How to ban tippee?


Tippee duty derives from tipper duty - duty arises because inform made to them improperly


Do not want to extend the liability to far - would have a chilling effect on mkt analysts who receive non public material information - they need to ferret out and analyze information


Tippee duty does not arise because they receive information, but rather because it is available to them improperly 


Tippee duty when the insider breached his fiduciary duty to s/h by disclosing info to tippee and the tippee knew or should have known


Constructive or temporary insider:  those who receive info from the insider or the corp for an appropriate purpose





Dirks v. SEC (1983) CB 1162


Dirks got material non public information from corporation.  passed on to investors who traded.  H:  conviction overturned. 


Test:  Whether insider will personally benefit directly or indirectly from disclosure.  No gain, no breach.  Southgate.  this is a problematic test - looking for financial incentive





SEC v. Chestman  CB 1187


F:  Brother head of Walbaum.  Tells sister of transaction.  No liability b/c possible to find violation under Dirks standard.  Insider must have violated a duty.  Tipper:  must have a fiduciary duty.  Tippee:  no duty, must be aware of duty.  





US v. O'Hagan  (S.Ct. 1997)  CB 1174


Litigation Partner in MN firm.  Firm represented Bidder in tender offer.  O'Hagan purchased shares in Target.   H:  Upheld conviction.  R.  Misappropriation in Breach of Fiduciary Duty is violation of Rule 10b-5.  


Classical theory of insider trading:  violation of Rule 10b-5 when an insider trades on the basis of material, nonpublic information.  trading is a deceptive device.


Misappropriation theory:  person misappropriates confidential info for securities trading purposes, in breach of a duty owed to the source of information.  Liability arises from a fiduciary turned traders' deception of those who entrust him with access to confidential information.  The act of misappropriating involves a form of deception.  There must be deception from the source of information.  A misapporpiator who trades on the basis of material non public information gains his advantageous mkt position through deception; he deceives the source of information and harms members of the public.  Comports with purpose of 34Act - to insure honest securities markets and promote investor confidence.


Must be at least reckless or grossly negligent 





�
D.2.  Shareholders


	a. Voting System





Proxy voting:  agency relationship that requires the proxyholder to follow the s/h instruction 





What can shareholder vote on?


Election of Directors


Fundamental Transactions - merger, sale of assets, charter amendments


Inherent Right Doctrine


State Law Affecting S/h Voting Rights: MBCA §7.01-8.08, 7.21; DGCL §211-213,215, 222,228


(Directors sometimes desire to limit s/h rt to vote)





What is a Fundamental Transaction?


Factors:  Frequency, Significane, Investment Decision v. Ordinary Business Decision


S/H have right to vote once Bd has approved.  In MA, no prior Bd approval required





Voting Issues


Class voting:  directors may be elected only by the s/h of one class


Dual class common:  two classes of s/h, and one class (who contributed little capital) has significant voting power; has been disfavored by the SEC


Straight Voting:  s/h has one vote per share: 100 shares and 3 director seats - may cast 100 votes for three diff. candidates


Cumulative Voting:  May cast a total number of votes equal to the number of shares multiplied by the number of position to be filled.  Device for minority representation.  


Pro:  Proportional representation of minority voting blocks


Con:  corps better off if they do not represent minority interests





What shareholders can vote?


Must own the shares on the record dated of the mtg


Classes of Shares:  MBCA §6.01, DGCL §151


	Must have one class that can vote and one class that can receive net assets upon dissolution 


	Preferred shares:  certain preferences coupled with limited voting rts 





Annual Meeting And Election of Directors


protected by most codes   MBCA §7.03(a), DGCL §211(c).





Special Shareholders Mtgs


Bd may call special mtg. 


10% of s/ h may call special mtg  MBCA §7.02





Electing and Removing Directors


Default rule:  directors are annually elected by plurality rule


Role of Staggered/Classified Boards.  Permissible.  An ineffective anti-takover device





Removal of Directors:  MBCA §8.08-8.10, DGCL §141(k) §223


Normal rule:  s/h may remove directors with or without cause by majority vote


Common law:  s/h could only remove directors for good cause.  Standard problematic


Statutory default rules:  with or without cause.  default rules which become immutable 


MBCA§8.08:  no restrictions on s/h power to remove Directors if staggered Bd.  If cumulative vtg, cannot remove director.  


DGCL §141(k):  Two exceptions to w/o cause.  1) If member of a classified bd, protected from removal.  May not remove director w/o cause.  2) May contract around these rules in the charter.  May always remove for cause.  very diff. to show cause.





Cause:  


Campbell v. Loew's (1957) CB 202  Cause must be more than directors desire to take over control of corp.  





Auer v. Dressel (1954)  Cause:  there must be the service of specific charges, adequate notice and full opportunity of meeting the accusation 





Continental Security Co. v Belmont   (1912) CB 175  s/h not involved in ordinary business of corp. 





Auer v. Dressel  S/h may call mtg to support ousted president and urge his reinstated, even though they have no power to force his reappointment





Revlon, Inc. v. MacAnderson & Forbes Holding, Inc. (1986)  CB 847


F:  ( Revlon, Bd, and Forstmann Little.  Bid by Forber/Pantry Pride to acquire Revlon.  Revlon rejected bid, instituted anti-takeover measure by offering present s/h notes (so Revlon could rebuy shares).  Forstmann made offer for leveraged buyout.  Breakout of Revlon pending.  PP made similar offer as Forstmann, Revlon chose Forstman.  H:  Revlon, Bd liable.  Breach of duty of care and duty of Loyalty found. 


H:  Directors had to take into account shareholders, not the corp. Cannot use favoritism when acting for the interest of the shareholders.  .  


R:  When a company is for sale, the Board's duty changes from perservation of the company to maximizing wealth  for the shareholders.  


R:  Unocal permits corp to consider other constituencies.  Limitations:  other constituencies must have rationally related benefit to the shareholders.  


Distinguish between part which protects the directors from the personal liability for they decisoion they makde V. protection of the decision itself for the attack.  MBCA comment 








Federal Regulation of Proxy Process  §14 of the 34Act





Purposes


to allow s/h to communciate w/ each other and the corp


protect s/h against unfair treatment in connection with the voting


prevent mgt or others from obtaining authorization for corp action by means of deceptive or inadequate d/c in proxy solicitation 


purpuse effected through: required d/c, procedural rules, antifraud rules, and s/h communication








§14(a) of the 34 Act:  Unlawful.  authority to SEC to regulate the proxy or consent solicitation process.  Rule address content and timing of solicitation. 





Rule 14a-3:  Info to be furnished to S/h; s/h must first be provided with a prelim of final proxy statement containing certain info before the vote





Rule 14a-5:  regulates the form of the proxy statement 





Rule 14a-4:  regulates the proxy card.  Must allow s/h to approve, disapprove or abstain.  Prevents directors from constructing an advantageous form 





Rule 14a-9:  prohibits false or misleading statements.





Shareholder Access to other Shareholders


Rule 14a-7:  if a s/h requires proxy assistance, the corp. must provide it


Rule 14a-8:  a qualifying s/h may request a s/h proposal at the mtg; purpose - to allow s/h to make reform in corp's mgmt; proxy process intended to permit s/h to better carry out their voting resp. 


	Exceptions


	Rule 14a-8(i)(5):  economic irrelevance


	Rule 14a-8(i)(7):  ordinary business 





NYCERS v. SEC (1995)  Cracker Barrel case


Cracker Barrel had anti-gay employment practice.  (NYCERS made proposal to change employment policy.  SEC issued no-action letter , not upholding proposal, under the ordinary business exception.  


Reversed by SEC in 1998:  proposals that raise social issues may be excluded from the ordinary business exception. (hot ticket social issue items are allowed in under Rule 14a-8(i)(7))





Solicition 


Rule 14a-1(l) v.  14a-2: statutory definition very broad


Tension between underregulation (harmful, noncovered conduct)  v. overregulation (chills s/h participation) 


 broadly defined through judicial interpretation:  extends to prelim disc or public annoucements


DMP - this rule drafted so broadly captures numerous violations not w/in purpose of rule


Exceptions/Limitations		


Exemption for any solicitation not be corp., and to less than 10 s/h  R14a-2(b)(2)


Exemption for s/h statement on how she will vote R14(a)-1(l)(2)(iv)





Long Island Lighting Co. v. Barbash (1985)  CB 244


F:  Matthews purchased sufficient number of shares of LILCO.  Asked to inspect and copy LILCO list of s/h.  Activist group published in newspaper against LILCO.  LILCO filed suit against Matthews and activist group for violation of proxy regulations.  H:  Remanded.  R:  Proxy rules apply to more than direct communications to s/h. Should not be easy to evade rule.  


Test:  Whether the challenged communication, seen in the totality of circumstances, is reasonable calculated to influence the shareholders' votes.    





Liability under the Proxy Rules  





Who can bring suit?


1.  SEC:  under §14


2.  US DOJ: if criminal


3.  Pvt Individuals:  §18, pvt rt of action,  Rule 14a-9, implied rt of action, no pvt COA under §17





Prima Facie Case of a §14(a) COA


1.  Material false and misleading statement


2.  Scienter - negligence standard


3.  Cause - 





JJ Case Co. v. Borak (1964) CB 969


F:  Merger transaction, s/h claimed false and misleading proxy statement. H:  Implied COA under §27 and §14(a).  


(Broadened scope of act


Federalism Issue:  should there be federal COA's for transactions regulated by state law


Federalism Issue:  Should state corp law apply to actions brought under federal law





Touche Ross v. Redington (1979) CB 973:  no pvt coa under §17





General Standard for Materiality





TSC Industries v. Northway, Inc. (S.Ct. 1976) CB 990  materiality/cause


Materiality under § §14 coa:  An omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.  No required proof of a substantial likelihood that d/c of the omitted fact would have cuased the reaosnable investor to change his vote.  If the statement is material - then the causal relation b/w misstatement and injury is demonstrated.  


Whether or not material is a mixed question of law and fact.  


Materiality Test:  If there is a substantial likelihood that a reasonable s/h would consider it important in deciding how to vote.  "Substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the total mix of information made available." 


DMP:  the "might" in Mills turned into "would" TSC - a limitation of litigation by higher materiality standard 





Virginia Bankshares, Inc. v. Sandberg (S.Ct. 1991) Cb 978  Opinions= Facts? No.


F:  In connection with a merger transaction, Board submitted to s/h statement as to price being offered to shares as fair or high.  S/h brought suit, stating Board did not really believe it was fair.  H:  Disbelief or undisclosed motivation does not satisfy the element of fact that must be established under §14(a).  


Beliefs actionable only if the underlying facts are false.  For R14a-9, need underlying subj matter as false


Belief with no other explicit suggestion - not actionabel 





Scienter


Scienter for §14:  negligence sufficient to prove liability under §14a


Scienter for 10b-5:  higher standard of culpability





Cause:


Mills v. Electric Auto-Lite Co.  (1970)  CB 986


Alleged that the merger accomplished through a materially false or misleading proxy statement. I:  What is the necessary causal relationship?  H:  No requirement of proof of whether the materially misleading statement had a decisive effect on s/h voting.  Enough to show that the proxy solicitation itself was an "essential link to the transaction."  





Virginia Bankshares, Inc. v. Sandberg (1991) CB 991 cause when votes not needed 


I:  Can minority shareholders demonstrate cause?  H:  No cause here.  Minority shareholders were not able to ratify the merger under state law, and no loss under state remedy. Court wanted to limit finding of element of cause.  


�
Shareholder Litigation





Individuals s/h have right to sue for alleged breaches of fiduciary duty


(problematic b/c small likely hold that one s/h will bother to sue





Direct Suit:  something brought the s/h injury.  example, 10b-5 COA.  Usually class litigation.  





Derivative Suits:  an equitable device.  


	Breach  of duty - breach duty to corp.  99% of cases, the ( is mngt, not a third party


	Action the combination of 


1)  action against the corp for failing to bring a specified suit and 


2)  action on behalf of the corporation for harm to it identical to the one which the corporation failed to bring.  


Rt to bring suit only extended to s/h; does not extend to creditors			


	Problems:  brought for nuisance value or discovery. cts do not want to interfered with directors' decisions  judicial interference((internal corp. decisions 


Limitation:  when corp has a reasonable change for benefit.  Limitation proces:


		1) Demand on Directors requirement


		2) Ind. litigation committee - to obtain dismissal of derivative litigation 





Requirements on Shareholder bringing suit


Contemporaneous s/h requirement:   s/h at time the event occurred


Community of Interest:  must be a s/h when suit brought.  Recovery goes to corp - must have interest in corp.  





The Demand Requirement


Pre-suit demand:  s/h asks board to investigate and remedy claims.  Directors' decision not to follow up may be challenged, but not the original claim itself.  Directors protected by BJR when making this decision.  


	Exception:  if futile, when directors lack the ind. to impartially consider a demand, then do not have to make demand.   If demand is excused, than directors can not use protective business judgment rule to decide not to proceed with the litigation. 


No Exception: See MBCA §7.42  - demand mandatory.  Futile exception - by making demand conceding that it isn't futile - no incentive to make the demand.  DMP - excepted if ( can show irreparable harm done by the demand  





Three situtations to analyze


1.  Demand excused because futile


2.  Demand made, but refused


3.  Demand excused, but ind. comm. of Bd recommends dismissal 





Futile Exception - when permissible





Aronson v. Lewis (1984) CB 398


H:  Demand can only be excused where facts are alleged with particularity which create a reasonable doubt the directors' action was entitled to the protection of the BJR. 


R:  To determine the demand futility exception the court must decide: 1) directors are disinterested and independent and 2) the challenged transaction was otherwise the product of a valid exercise of business judgment.  





Rales v. Blasband (1993)  CB 407


R:  s/h must overcome the powerful presumption of the BJR before permitted to pursue the derivative claim 


Test:  Facts alleged must show doubt that 1) directors are disinterested and in. OR 2) the challenged transaction was the product of valid exercise of business judgment.  


Will cost of litigation exceed the benefit to the corp?  


Codified as MBCA §7.44


Director Interested:  when entitled to received financial benefit for the challenged transaction.  may also exist if transaction will be detrimental to director, but not corp or s/h; any adverse personal consequences


Director Independence:  influences generally


Double Derivative suit:  involves parent and sub corporation.  S/h of parent allowed to sue sub.  





Review of Board's refusal of Demand





Scattered Corporation v. Chicago Stock Exchange, Inc.  (1997)  CB 417


(Scattered Corp and s/h.  (Chicago Stock Exchange.  


R:  If demand is made, then ( concedes that board is disinterested and independent.  If demand refused, court will only look at the good faith and reasonableness of the board's investigation.  Complaint needs to plead facts that  create a reasonable doubt.  





Independent Litigation Committee


If a corp. est. a separate committee and decide to dismiss the litigation


DMP:  in DE, even if a ct finds that the ind. comm. acted in good faith and reasonable investigation, then the ct must still decide look at substance of decision to dismiss


Under MBCA §7.44 (c), ct does not look at substance of ind. comm. decision (ct never exercise judgment as to whether a suit should be maintained or dismissed) 


DMP:  a suit to challenge the decision of the ind. committe more diff. than direct suit against corp. 





Zapata Corp. v. Maldonada (DE 1981)  CB 425


I:  When should an authorized board committee be permitted to cause litigation, created by a derivative s/h, to be dismissed?  


The independent committee must possesses the corporation power to seek termination of a derivative suit.  


Even if demand is excused, board still retains power.  Must make a qualified (disinterested) committee.


I: Can the Board delegate its authority to a committee of disinterested directors


Must analyze the committee for 1) independence 2) good faith and 3) reasonable investigation.  


Two Step:  1) independence and good faith of the committee.  Burden on corporation  2) independent business judgment





