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Corporations Outlines

AGENTS AND EMPLOYEES

I. Employees v. Independent Contractors: 

Under the Respondeat Superior Doctrine, a master is liable for its servants’ acts. A master-servant relationship exists when the servant has agreed:

(i) to work on behalf of the master and

(ii) to be subject to the master’s control or right to control the physical conduct of the servant (i.e. the manner in which the job has to be performed, as opposed to the result alone).

This master-servant relationship is formed when:

(i) There is an employment contract OR

(ii) A party substantially controls the manner of the alleged independent contractor’s operations. It must control the details of the day-to-day operations of the franchisee

N.B.: An independent contractor is not supposed to be controlled in its work by the other party, except for the result.

II. Control and Liability of Creditors


A. Gay Jenson Farm Co. v. Cargill (Minn. SC, 1981)

Cargill, a food giant, had contractual relations with Warren, that in fact gave it comprehensive control over Warren’s business operations: Warren received loan funds from Cargill and its expenses were paid by Cargill. In return, Cargill received the proceeds from Warren’s sales, was appointed as its grain agent for certain transactions, and received a right of first refusal to purchase market grain sold by Warren. Cargill was given comprehensive audit rights over Warren’s business. Warren could not enter into other liabilities, or declare a dividend, or sell or buy stock without Cargill’s consent. Over time, as Warren’s financial situation became worse, Cargill had a regional manager working with Warren on a day to day basis and making critical decisions about the use of the increased loan funds provided by Cargill. Warren’s bank account was to be funded by Cargill. As other creditors asked Cargill about Warren’s financial situation, they were initially told that there was no problems with payment. As Cargill learned that Warren had issued false financial statements it refused to provide additional funding and Warren ceased operation. Its other creditors sued Cargill alleging that it was jointly liable for Warren’s indebtedness as it had acted as Warren’s principal.

A creditor who assumes control of his debtor’s everyday business may be held liable as principal for the acts of the debtor in connection with the business. The court admitted that the parties had a unique relationship that transcended the normal debtor-creditor situation. 

Agency is the fiduciary relationship that results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act. By directing Warren to implement its recommendations, Cargill manifested its consent that Warren would be its agent. Warren acted on Cargill’s behalf in procuring grain for Cargill as part of its normal operations which were totally financed by Cargill. Cargill’s interference with the internal affairs of Warren constituted de facto control of Warren.
Epstein: It would have been better to stress the bankruptcy instead of an agency. You are better either owning or not owning.  In this case, the best of both worlds was not a good thing.  Here Cargill got the worst of both worlds, imperfect control, but full liability.  They were treated as having an agency relationship for outside liabilities, but didn’t have full principal powers. An interpretation with Cargill as a guarantor might be stronger.

III. Apparent, implied and inherent Authority

Definition

Apparent Authority (Rechtsscheinvollmacht) distinguished from Actual and Implied (konkludent) Authority.

(i) Actual authority means authority that the principal, expressly or implicitly, gave the agent

Implied authority is hence a sub-category of actual authority, i.e. actual authority given implicitly by a principal to his agent.

(ii) Apparent authority arises when a principal acts in such a manner as to convey the impression to a third party that an agent has certain powers that he may or may not possess. It is therefore very close to implied authority.

Inherent authority is the authority arising solely from the designation by the principal of a kind of agent who ordinarily possesses certain powers: this type looks at the status.

But anyway, it is usually unnecessary for a third party to specify which type of authority he relied upon, general proof of agency being sufficient

Cf. Lind v. Schenley Industries (3rd Cir. 1960), p. 9

Inherent Authority (Bsp evtl. Vollmacht für Ladenangestellte) is the authority usually confided to an agent of that character, notwithstanding limitations, as between the principal and the agent, put upon that authority. Courts sometimes did not distinguish between inherent and implied authority.

Cases of apparent, implied or inherent authority


Lind v. Schenley Industries (3rd cir. 1960), p. 9:

Plaintiff accepted a management position in a company based on the assertion of a sales manager, his potential superior, that Plaintiff would receive a bonus commission on sales

An agent can bind a principal despite a lack of authority to do so if it would seem to a reasonable person that the agent possessed such authority: Inherent authority arises from the designation by the principal of a kind of agent who ordinarily possesses certain powers. Implied authority is actual authority given implicitly by a principal to his agent.


Watteau v. Fenwick (Queen’s Bench, 1892), p. 12:

Beerhouse case: owner of a beerhouse turns business over to someone else and remains its manager. His name remained above the door. The agreement with the new owner restricts Humble to carry out certain kinds of transactions for the business, usually connected with the running of a beerhouse.

Case of inherent authority: An agent can bind the principal on matters normally incident to such agency, even if he was not authorized for a particular type of transaction, if the restrictions are not disclosed to the third party.

IV. Fiduciary Obligation (Duty of Loyalty) of Agents to their Principals

Epstein: What does fiduciary mean? Fiduciary must be selfless, you must subvert self-interest to that of the company. The object is not selfishness, it means that a dollar to her is worth as much as a dollar to you. Even with a sharing arrangement. As a partnership, you want to maximize profit. Equal partners will share, but not act to benefit each other. 

Scope of fiduciary duty during the employment 

General Automotive Manufacturing Co. v. Singer Wis. SC, 1963

Singer, a highly reputed person with unique skills in GAM’s line of business, received during the term of his employment with GAM, where he had broad powers of management and conducted the business activities of the company, certain business offers that he decided could not be done by GAM. Without informing GAM, he transferred these businesses to competitors of GAM and retained a commission for himself.

When an employee has broad powers of management and conducts the business activities of an employer, than the employee acts as employer’s agent. 

As such the employee owes to the employer a fiduciary duty, under which the employee is bound to the exercise of the utmost good faith and loyalty. The agent may not act adversely to the interest of the employer by serving or acquiring any private interest of his own.

Even if Singer thought that the offers could not have been done by GAM, he was at least under a duty to disclose these offers to GAM and let GAM decide what to do. Possible Reactions: If you send it out to the other company, we share the commission. You can require prior approval to refer business. You might want to split the job, you may want to have a joint venture with the other side.

Breach of a fiduciary duty when making preparations to compete with an employer

Corporate officers and directors stand in fiduciary relation to the corporation. Thus, they must not only affirmatively protect the interests of the corporation, but also refrain from doing anything that would work injury to the corporation. This includes depriving the corporation of profit or advantage which his skill and ability might bring to it.


Comment (e) of s. 393 of the Restatement Second of Agency:

An agent can make arrangements to compete with his principal even before the termination of the agency, but he cannot properly use confidential information of his employer’s business and solicit customers for such rival business before the end of his employment

Furthermore, an employee is subject to liability if, before or after leaving the employment, he causes fellow employees to break their contracts with the employer. 

Besides, it can be found that there is a breach of duty for number of the key officers or employees to agree leave their employment simultaneously and without giving the employer an opportunity to hire and train replacements


Bancroft-Whitney Company v; Glen (Cal. SC 1966), p. 16 (69)

That an officer negotiates with a competitor prior to taking employment therewith does not in itself violate this duty.

However, an executive who recruits co-employees to join him in moving to a competitor breaches his fiduciary obligation to the former company


Town & Country House v. Newberry (NY Ct. App. 1958), p. 17


A cleaning service and a former employee. He calls former customers and tries to steal them.

There is nothing illegitimate about the employees forming their own competing company.

But former employees may not use confidential customer lists belonging to their former employer to solicit new customers

Epstein: In small niche markets freedom of contract may not be the dominant value, there is antitrust considerations. If the only competitor is a former employee, non-compete considerations create antitrust overlays. Current attitude is that competition matters more than trade secrets.

PARTNERSHIPS

I. The Fiduciary Obligations of Partners

Meinhard v. Salmon

Case of a building which is left for 20 years to Mr. Salmon, no renewal in the lease. Mr. Salmon can’t handle the obligations, he enters into a deal with Mr. Meinhard who advances cash and gets a substantial portion of the proceeds. The deal is tremendously valuable. The lease expires in 1922. In 1921, the lady who made the first lease dies, the son wants to raze the building, etc. He goes to the visible partner, Salmon, and makes him be the ground lessee. Salmon does not mention Meinhard, who was the silent partner in the first deal. The deal went to another business that Salmon owned. Meinhard claims that he and Salmon are partners.  Is he entitled to a portion of the second deal?  

Court held in favor of Meinhard: Joint adventurers, like copartners, owe to one another, while the enterprise continues the duty of the finest loyalty. Many forms of conduct, permissible for those acting at arm’s length, are forbidden to those bound by fiduciary ties. A trustee is held to something stricter than the morals of the marketplace. Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior. Under this standard Meinhard was at least under a duty to disclose. The opportunity to enter into the new deal was a partnership opportunity. The court upheld the partnership and awarded Meinhard a share in the new deal.

Epstein: Result is under business view wrong: never uphold an unwanted partnership! Dissolution and money damages would have been better!

Argument contra decision: Meinhard was entitled to fiduciary stuff from the old deal. But this deal was over. No renewal in the original lease. The joint adventure/partnership was terminated with the termination of the original lease. Thus, Salmon owes no fiduciary duty as to the new deal. Meinhard is not entitled to any part of the new deal. The question is: is Mr. Salmon required to make all partnership opportunities available?

II. Partnership Property

Putnam v Shoaf

III. Dissolution

Owen v Cohen/Collins v Lewis, p. 159 Page v Page, p. 167

IV. Limited Partnerships

THE NATURE OF THE CORPORATION

I. Promoters and the Corporate Entity

Role and Liability of Promoters 

a.
Promoter participates in formation of corporation.  Usually will arrange compliance w/legal requirements, secures initial capitalization, and enters into necessary contracts on behalf of corporation before it’s formed.  Often will remain active in corporation after it’s formed.  

b.
Litigation often Arises over contracts entered into by Promoter on behalf of corporation prior to its formation.

(1)
A corporation can be held liable on these contracts only if the corporation ratifies or adopts the contracts. 

(2)
Rule: Promoters entering contracts in advance of incorporation are themselves obligated unless contract clearly and explicitly states that the contract is being entered into on behalf of the corporation.

(3)
Stanley J. How v. Boss: When promoters have not made it explicit that they are contracting solely on the behalf of the proposed corporation, courts have held promoters personally liable on pre-formation contracts.  This is particularly true where such contracts require the other party to render performance prior to formation of the corporation.  

(a)
Here defendant in best position to know whether corporation would ultimately form and in Better position to know whether there was a incorporation defect (than say Cranson).

c.
Promoter has fiduciary responsibility.  

d.
See Promoter/Corporation scenario #4 p. 189 – 191:

(1)
An agent cannot make an undisclosed profit from a party for whom the agent is a fiduciary.  The Corporation must reap benefit.  Can’t make a profit at the corporation’s expense. 

(a)
Timing is Key: If Agent acquired land prior to fiduciary duty, then incorporates a company and then disclosed the appropriate information prior to selling to a corporation, then Agent can make a profit. 

(2)
Circuit Split on whether Corporation can collect profit agent made in Scenario # 4 above.  

(a)
Mass said that the Corporation should win b/c of fiduciary obligation.

(b)
Supreme Court held that Agent wins in this scenario, b/c the way the deal was structured the corporation had the same information as A, b/c corporation is nothing more than the promoter himself transformed into SHs and directors.   All of A’s information was imputed to the Corporation thus there was full disclosure and thus the transaction was at Arm’s length.  

(3)
Supreme Court view prevalent however pitfalls remain. Can circumvent by transacting in a different order. 

(4)
Promoter’s fiduciary duties to a corporation organized by them is now governed by state and federal laws regulating issuance of corporate securities.  In general, these laws make mandatory full disclosure of material facts affecting the value of property received by the corporation in consideration for issuance of its shares.  

II. Limited Liability

Advantages of limited liability:

1. without it, would undermine the ability of investors to diversify their capital, that is lose the ability to spread risks (but has a flip side: creditors – their ability to diversify is exacerbated) 

Shifting the risk from shareholders to creditors perhaps better because:

creditors are better able to evaluate, monitor and control the risks than shareholders, e. g. institutional lenders. Thus this shift is in many cases desirable.

2. In relation to the free transferability of interests, if did not have limited liability – would have severe effect on liquidity, people would be less confident about the stock, less volume of trade ‘cos less likely to invest. Liquidity = important, people do not want to invest in stocks that are not liquid ‘cos constantly worried about being on the losing end, worried the other party (buyer/seller) knows more than you. With liquid market, you know the average price, the market price, you know that you are roughly paying about what its worth at that time. If its illiquid – perhaps the last trade was 2wks ago, lots can happen in that time. 

3. Corporate control: even if you can get away with mismanagement of the company, the fact is others who aren’t your shareholders are looking at you and realizing that the company is under-performing + could be doing better under new management. Therefore, replace you and shares go up. Therefore, discipline on managers. 

4. Limited liability encourages capital formation. It encourages savings, investment, and the pooling of capital by numerous investors. Fewer people would be willing to invest if, in doing so, they subjected all of their assets to the risks of the business enterprise. Capital formation is necessary to finance enterprises that a single individual may not be willing to undertake due to unusual risk.

Disadvantages of limited liability:

1. Creditors have to bear more of the risks. Unless they are better able to monitor the risks, such as institutional investors, becomes a real disadvantage 

2. creates an incentive for shareholders (those in control) to take excessive risks ‘cos they know their liability is limited = systematic disadvantage of limited liability, most clearly demonstrated in tort cases. This is in cases where the shareholders and creditors are separate, where the financial claim is split 

ie lenders are not also shareholders.

3. more requirements for companies. 

General Principle = limited liability

But exceptions: where you pierce the corporate veil.

III. Piercing the Corporate Veil

The corporate veil will be pierced where (Van Dorn-rule):

(i) There is such unity of interest and ownership between the corporation and the individual that the separate personalities no longer exist, and

(ii) Where adherence to the fiction of a separate corporate existence would sanction a fraud or promote injustice (i.e. an equitable result would occur). 

Upon the principle of Respondeat Superior, the liability extends to negligent acts as well as commercial dealings.

Grounds for piercing the corporate veil

Piercing the corporate veil is an equitable theory in which the facts of each case are important. By looking at the cases one has to keep in mind that the law permits the incorporation of a business for the very purpose of escaping personal liability. As a rule of thumb, at least two or more of the following factors should be present. 

In Sea-Land Services v. Pepper Source (7th Cir. 1991) an individual owned the shares of six corporations which he operated as his personal toys. The court focused on four factors to determine if unity of interest and ownership is present:
(1) the failure to maintain adequate corporate records or to comply with corporate formalities

(2) the commingling of funds and assets

(3) undercapitalization

(4) one corporation treating the assets of another corporation as its own

In Kinney Shoe Corporation v. Polan (4th Cir. 1991) Kinney subleased a building to Industrial. Polan was the sole s/h of both Industrial and Polan Industries. Polan bought no stock, made no capital contribution and did not observe the corporate formalities for Indutrial. In addition, Polan attempted to protect his assets by placing them in Polan Industries, making a corporate umbrella of Industrial from Kinney’s claims on the assets

The court found that two factors would be required for piercing the corporate veil:

(1) grossly inadequate capitalization

(2) disregard of corporate formalities

generally the following six factors can be considered:

1. Intermixture of Affairs

If there is a blurring of the distinction between the concerns of the corporation and those of the owners. In parent/subsidiary cases, intermixing of affairs often occurs to such a great extent that the subsidiary no longer has even a small portion of its agenda which it may call its own. In the case of individual shareholders, owners may take cash from the corporate treasury in the form of no or low interest, or undocumented loans. Corporate equipment may be utilized for personal gain. Corporate personal may be asked to complete personal tasks, or tasks associated with other business ventures.

2. Lack of Corporate Formalities

issuing stock certificates

holding meetings

electing officers

maintaining corporate books: documenting loans, transactions and financial dealings

a lack of formalities alone will generally not be sufficient in order to allow a piercing

3. Inadequate Capitalization

Shareholders should in good faith put at risk of the business unencumbered capital reasonably adequate for its prospective liabilities.

Capital means all owner contributions (equity and loans) plus liability insurance coverage.

Inadequate capitalization alone not sufficient

4. Use of a Corporation Solely to Work a Fraud

5. Instrumentality Theory

If a corporation exists solely to carry out the owner’s agenda, having no independent reason for its own existence, then the corporation is found to be “mere instrumentality” of the owner.

6. Torts v. Contracts

It should be easier to pierce the corporate veil in tort than in contract cases. In contract cases, the plaintiff chooses to deal with the corporation and has an opportunity to investigate the corporation’s affairs. Conversely, in a tort case, the plaintiff often becomes involved with the defendant by chance.

Piercing the corporate veil to reach a parent company that owns a subsidiary

In Silicon Gel Implants the court held that in order to reach a parent for the liabilities of its subsidiary one needs to show that 

(1) the owning company exercises substantial domination and corporate control over other company and 

(2) fraud, injustice, or inequity (only for contract cases)

Factors are essentially the same as above and include:

- Parent and sub have common directors or officers

- Parent and sub have common business departments

- Parent and sub file consolidated financial statements and tax returns

- Parent finances the subsidiary

- Parent caused the incorporation of the subsidiary

- Subsidiary operates with grossly inadequate capital

- Parent pays the salaries and other expenses of the sub

- Sub received no business except that given to it by the parent

- Parent uses sub’s property as its own

- Daily operations of the two corporations are not kept separate

- Sub does not observe the basic corporate formalities, such as keeping separate books and records 

  and holding shareholder and board meetings

IV. The Role and Purpose of Corporations

Early statutes governing corporations usually had narrow restrictions in the activities in which a corporation could engage. It was generally held that the corporation could not act beyond the scope of what it was authorized by statute or by its perhaps more limited certificate of incorporation. These impermissible transactions were labelled as Ultra Vires.  E. g. a corporation established for the purpose of washing windows would not have the power to enter in a contract to build a house. Some cases held that such corporate actions were totally void. They are said to be unenforceable either against and by the corporation.

This kind of unfair situations led to the abandonment to the Ultra Vires theory, and corporate statutes have largely in the following ways:

a) Broad power clauses: Now, most statutes establish that corporations have the power to engage in any lawful activity, unless the articles of incorporation limit such powers.

b) Formal abolition of doctrine: Almost all states have abolished the Ultra Vires doctrine, providing that “the validity of a corporate action may not be challenged on the ground that the corporation lacks or has lacked not the power to act” (RMBCA § 3.04(a)).

Today, most Ultra Vires cases involve excessive charitable donations that the corporation made or attempted to make for philanthropic reasons. Nearly all states have enacted statutory provisions explicitly allowing corporations to make such charitable contributions. 

A business corporation is organized and carried on primarily for the profit of the stockholders and the powers of the directors are to be employed to that end. The discretion of the directors must be exercised in the choice of means to attain that end, but cannot extend to change the end itself, reducing profits or not distributing them among stockholders in order to devote them to other purposes.

A.P. Smith v. Barlow (NJ SC, 1953) p. 280

Barlow and other s/h of A.P. Smith challenged the corporation’s authority to make a donation to Princeton University. AP Smith was incorporated in 1896 and a statute enacted in 1930 encouraged and expressly authorized reasonable charitable contributions.

State legislation adopted in the public interest can be constitutionally applied to preexisting corporations under the reserved power.

The court dedicated a large portion of its opinion to discussing the economic and social importance of corporate distributions.

NB. The court’s decision in favor of this kind of contributions was motivated by two arguments

i. General policy argument: Most of the nation’s wealth is today in the hands of corporations, so is understandable that charitable institutions turn to them seeking for contributions. “Modern conditions require that corporations acknowledge and discharge social as well private responsibilities as members of the communities in which they operate”. In short, the court recognizes that corporations in the aggregate make significant charitable contributions and wants to endorse this practice.

ii. Second, the court found that the challenged donation (i) was modest in size and (ii) made in a reasonable belief that it would aid the public welfare and plaintiff’s interests as a private corporation and as part of the community in which it operates.


Dodge v. Ford Motor Co. (Mich. SC 1919) p. 286

In Dodge v. Ford Henry Ford, who controlled Ford wanted to benefit society by lowering the price of cars and, by doing that, sharing the profits with consumers. Therefore, he cut back the dividend paid to the shareholders.

The court held that a corporation’s primary purpose is to provide profits for its s/h. Therefore, the powers of the directors are to be employed to that end and their discretion is to be exercised in the choice of means to attain that end. It is not within the lawful powers of a board of directors to shape and conduct the affairs of a corporation for the merely incidental benefit of the shareholders and for the primary purpose of benefiting others

Therefore, the court ordered the payment of a dividend to the shareholders, a rare outcome, because such decisions are normally protected by the business judgment rule which limits courts in second guessing business decisions. Courts would allow incidental expenditures to benefit society but a corporate general purpose to benefit society is improper. If Ford had argued that lowering prices would not only benefit consumers, but, at least in the long run, also the corporation because lowering prices would increase demand, he would most likely have been protected by the business judgment rule and the outcome would have been in his favor. 

Shlensky v. Wrigley (Ill. App. 1968) p.61

Wrigley, the majority s/h in the Chicago Cubs, refused to install lights at Wrigley Field in order to hold night games and Shlensky, a minority s/h, filed a derivative suit to compel the installation so that more profitable night baseball games could be played. Shlensky argued that Wrigley cared more about the interests of the neighborhood than about the interests of the shareholders.

The court held in favor of Wrigley. It saw the issue as matter of business policy which was untainted by fraud, illegality or self dealing. The concerns for the neighborhood could in the long run benefit the corporation’s baseball park. The decision may be wrong under business purposes. However, since there was no dereliction of duty in the process of making the decision, Wrigley was protected by the business judgment rule. 
The decisions about charitable contributions/philanthropy reflect in the end the different positions in the debate about corporate social responsibility, the question if the corporation should be managed solely to benefit its shareholders.

The advocates for shareholder gain as the sole purpose of the corporation argue that corporations are formed solely for the purpose to run a business for profit. Allowing managers to pursue socially beneficial purposes would enable them to act as a sort of unelected civil servants. Since the yardstick for a corporation’s success is its profit, ultimately, profit maximization is the most socially responsible activity.

Advocates for a broader view emphasize that large publicly traded corporations have considerable power in the economy. They want to include stakeholders other than the shareholders and corporate managers in corporate decision making, including employees, creditors and consumers. (Beachte: in D Arbeitnehmervertretung im Aufsichtsrat!) Thus, philanthropy should be encouraged. 

V. Shareholder Derivative Actions

A derivative action is an action brought by one or more shareholders on behalf of the corporation, initiated to remedy an alleged wrong to the corporation perpetrated by either, those in control of the corporation, such as officers, directors or controlling shareholders, a third party, such as a supplier who has breached a contract with the corporation; or both.

The action is founded in right of action existing in the corporation itself, but which, for some reason the corporation itself did not assert. The derivative suit allows the shareholders to step into the corporations shoes and seek the restitution he could not demand on his own. Actually, a derivative suit is two actions in one: first, a suit against the corporation to compel it to sue against those liable to it, and then, the compelled suit by the corporation, asserted by the shareholders on its behalf.

Direct v. Derivative Action

A derivative action can be brought when the violated right belongs to the corporation itself. A direct action can be brought either when there is a special duty, such as a contractual duty, between the wrongdoer and the shareholder, or when the shareholder suffers injury separate and distinct from that suffered by other shareholders. (see: Understanding, p. 389) Certain flexibility exists as to the distinction:

Eisenberg v. Flying Tiger Line (2nd Cir. 1971)

In Flying Tiger, plaintiff objected to the reorganization of the airline corporation into a holding company, that is, a parent company that would hold shares of the airline corporation, which then would be a subsidiary. The defendant claimed that the injury, if any, was solely to the airline corporation. Eisenberg alleged that the reorganization deprived him of the right to vote directly on the airline operation. 

The court held that Eisenberg’s individual voting rights were violated and, therefore, deemed the suit as being direct. The suit is individual in nature if the injury is one to the plaintiff as a shareholder, and to him individually and not to the corporation. Procedural instrument is class action.

A suit is derivative only if it is brought in the right of a corporation to procure a judgment in its favor. 

Had Eisenberg’s argument focused on how the airline company was affected by becoming a subsidiary, rather than on his voting rights, the suit would likely have been held as being derivative.

If a derivative action is settled before judgment, the corporation can pay the legal fees of the plaintiff and of the defendants. On the plaintiff’s side the real party in interest in a derivative action often is the attorney. Cf. book p. 249

FIDUCIARY DUTIES OF OFFICERS, DIRECTORS AND OTHER INSIDERS

I. Introduction

The law imposes on certain individuals the responsibility of being a fiduciary. While there is no explicit definition of a fiduciary relationship, it is generally created when one is given power that carries a duty to use that power to benefit another. 

In the corporate context, directors and officers are in a fiduciary relationship to their corporation and to the shareholders. Controlling Shareholders may also be characterized as fiduciaries. Shareholders may also be viewed as having a fiduciary relationship directly to other shareholders. The enforcement of fiduciary duty serves as a monitoring device. In publicly held corporations with a separation of ownership and control, these monitoring mechanisms act as a check on management in order to maintain its accountability to the public shareholders. If there is no separation of ownership from control in a public corporation because a shareholder or group of shareholders controls the corporation, the public minority shareholders may need protection from self-dealing by those in control. In the close corporation, majority shareholders may use their power to oppress the minority. In all these cases, fiduciary duty serves as a limit on the powers of those in positions of control. The courts, in establishing the legal rules of fiduciary duty, attempt to balance the need of the fiduciary to act, transact and take certain risks with the protection of the shareholders. The extent of judicial scrutiny is the key issue in these cases with plaintiffs seeking extensive judicial scrutiny and defendants seeking minimal judicial scrutiny.

Fiduciary duties can generally be divided into the duty of care and the duty of loyalty. 

II. Duty of Care

1. Standard of Care

The courts, in determining liability, will distinguish between inside and outside directors. Inside directors are held to a higher standard of care, because they are more involved and aware of the business. Moreover, the distinction is often justified by the need to attract outside directors who would be unwilling to serve if their liability were the same as that of inside directors. 

Generally, breach of duty of care can occur in two different situations: when the directors have acted in a negligent manner (i. e. malfeasance) and where is a failure to act when a loss could have been prevented (i. e. nonfeasance)

Francis v. United Jersey Bank, N.J. 1981

Francis was a case of nonfeasance involving a family-owned closely held corporation which operated as a reinsurance broker. These brokers hold funds for other insurance companies that need to be segregated. The Pritchard sons, who ran the business, commingled the various funds in a single account and then personally “borrowed” from the account without subsequent repayment. Mrs. Pritchard, their mother, who was a grieving widow and was drinking heavily, had become a director of the corporation after her husband had passed away. However, she never became involved with the business and didn’t have the slightest idea what was going on. She was sued by the trustee in bankruptcy for breach of her duty of care.

In Francis, the court spelled out what is expected of directors: The duty of care requires directors to perform their duties with the diligence of a reasonably prudent person in similar circumstances which vary depending on the context. Generally they should have some understanding of the business, keep informed on activities, perform general monitoring including attendance at meetings, and have some familiarity with the financial status of the business as reflected on the financial statements. The court rejected the idea that a director could serve as a “dummy director” being a mere ornament. The court acknowledged that generally, the duties of directors of publicly traded corporations are greater than that of family-owned closely-held corporations. But here, on the other hand, the reinsurance business with the holding of other people’s money in a trust like situation required greater care of the directors.

In Re Caremark International Inc. Del. Ch. 1996

The issue of liability for failure to monitor or act raised by Francis takes on significance in large enterprises in which boards should make overall policy and implementation is by officers and employees.

In Caremark, the corporation had paid $ 250 million in fines and damages because employees had violated the law applicable to health care providers. A derivative suit was brought against the directors for breach of their duty of care by a failure to monitor the employees.

In Caremark, the court found that directors have a responsibility to assure that an adequate system exists for receiving corporate information and reporting, including compliance with relevant statutes and regulations. Even if there is no reason to suspect a lack of compliance, some monitoring system must be in place. Directors will be liable if there is a sustained or systematic failure to exercise oversight. However, the court indicated that this test of liability is high. Further, the level of detail appropriate for the system is itself a question of business judgment.

Even though huge fines were imposed, in this case the court found no breach of the duty of care. There was no evidence of lack of good faith in monitoring or a knowing violation of law.


2. The Business Judgment Rule

Shareholders want directors to make decisions and take risks to produce gain even though mistakes may lose money. If the directors would be liable for every imprudent or mistaken decision, they would become overly cautious, resulting in reduced shareholder value. Shareholder undertake the risks of bad business judgments by buying shares as opposed to other less risky investments. In addition, after the fact litigation cannot replace the situation that took place when the decision was made. Therefore, liability is rarely imposed upon corporate directors or officers simply for bad judgment and this reluctance to impose liability for unsuccessful business decisions has been doctrinally labeled as the Business Judgment Rule (Joy v. North, 2nd Cir.1981). In a purely business corporation the authority of the directors in the conduct of the business of the corporation must be regarded as absolute when they act within the law, and the court is without authority to substitute its judgment for that of the directors (Shlensky v. Wrigley, Ill App. 1968).

The business judgment rule only applies to malfeasance (i. e. when directors are accused of violating their duty of care by making a negligent or ill advised decision), not to nonfeasance cases (i. e. when there is a failure to act when a loss could have been prevented).

In malfeasance cases, the duty of care sets the standard of conduct while the business judgment rule limits judicial inquiry into business decisions and protects directors who are not negligent in the decision making process. Under the rule the courts will only examine whether the director acted negligently in the decision making process, i. e. whether they acted on an informed basis. Delaware courts have suggested that gross negligence is the appropriate standard in determining whether a business judgment was an informed one. Under the rule, courts will not review the outcome of the decision, even if it is a wrong or poor decision. In Delaware, the business judgment rule provides a presumption that in making a decision directors were informed, acted in good faith and honestly believed that the decision was in the best interests of the corporation. The party attacking a directorial decision as uninformed must rebut the presumption that its business judgment was an informed one (Smith v. Van Gorkom), or that the business judgment rule does not apply. However, once the presumption is rebutted, the burden shifts to the defendant to prove entire fairness, and a duty of loyalty standard is applied (Cinerama v. Technicolor)

Kamin v. American Express

In Kamin, the directors decided to distribute to its shareholders shares the corporation owned in another corporation. By distributing them among the shareholders as a dividend it avoided selling them on the market which would have been at a loss. However, selling the shares would have produced a significant tax benefit (8 mill USD) to the corporation because the loss could have been used to offset other taxable gains.

In Kamin, the court found no self dealing and it held that dividend decisions are normally business decisions left to the board. The board was not negligent in making its decision because it had acted in an informed manner after due consideration of the alternatives. Even if the decision was imprudent or mistaken that is not what is important since a breach of duty of care focuses on neglect of duty, not on the decision itself.

Joy v. North, 2nd Cir.1981

The business judgment rule does not apply in cases in which 

(i) The corporate decision lacks a business purpose; 

(ii) Is tainted with a conflict of interest, fraud, bad faith or illegality

(iii) Is so egregious (unerhört) as to amount to a no-win decision or 

(iv) Constitutes waste (i. e. what the corporation received in a transaction was so inadequate in value that no person of ordinary sound business judgment would deem it worth what the corporation paid; high standard, very difficult to prove!) (this is not Joy!)

(v) Nonfeasance; or an obvious and prolonged failure to exercise oversight or supervision


3. Causation

If a director has acted negligently, this does not end the inquiry, because for there to be liability, the negligence must be the proximate cause of the loss. The plaintiff usually has the burden of proof and must show the amount of loss or damages caused by the negligence.

Finding such a link between damages and loss is particularly difficult in nonfeasance cases, because there are no actual actions to relate to the losses. Therefore, the plaintiff must prove that if the director had done her duty there would not be damage. Since there cannot be certainty about what would have occurred if the director had acted diligently, the standard is whether it is reasonable to conclude that the failure to act would have produced a particular result. Thus, in nonfeasance cases, courts first have to determine the reasonable steps a diligent director would have taken, and thereafter, whether theses steps, as a matter of common sense, would have prevented the damage caused to the defendant. In Francis, the court found that directors can have a duty to stop the wrongdoing of other management members, including the duty to hire an attorney and sue them (note: Francis was a case involving a trust-like business with heightened fiduciary duties).

However, also in malfeasance cases loss causation is difficult to prove. Generally, the plaintiff carries the burden of proof. In Cinerama however, the Delaware Supreme Court held that proof of injury by the plaintiff is unnecessary once the business judgment rule is rebutted, because then the burden of proving entire fairness would shift to the defendant. Therefore, he would also have to prove that there was no loss caused to the plaintiff by his negligent behavior. 

4. Shareholder ratification of business decisions

Smith v. Van Gorkom, Del. SC 1985

Van Gorkom, chairman of the board and CEO sold company for good price very quickly to Pritzker; other board members had no prior knowledge of offer and approved the sale after two hour meeting without any further info

(held liable b/c no informed decision; business community was upset b/c s/h received big premium from sale; reaction: Del. And most other states enacted a new provision that allows corp. to amend their articles of incorporation to eliminate monetary damages for duty of care cases; most large corp. have placed such a provision in their articles; this effectively eliminated most duty of care cases between directors and s/h; good example of law & economics contract view!)

The shareholders can ratify a business decision, as long as they are provided with all the material information. 

Failure of the Board of Directors in reaching an informed business judgment constitutes a voidable —rather that void— act. 

Hence, the decision can be sustained notwithstanding its infirmity if it is approved by a majority vote of the shareholders. However, to ratify director action the shareholder vote must be fully informed. That question rests upon the fairness and completeness of the proxy materials submitted to the stockholders.

5. To whom may directors be liable?

Directors can be liable to:

· The corporation;

· The shareholders;

· Creditors (only in case of insolvency, unless a fiduciary relationship exists between the director and the creditor).

N.B. While directors may owe a fiduciary duty to creditors also, that obligation generally has not been recognized in the absence of insolvency. With certain corporations, however, directors are deemed to owe a duty to creditors and other third parties even when the corporation is solvent (trust-like situations). Although depositors of a bank are considered in some respects to be creditors, directors may owe them a fiduciary duty. Directors of non-banking corporations may owe a similar duty when the corporation holds funds of others in trust (Francis v. United Jersey Bank, N.J. 1981).

III. Duty of Loyalty

The duty of loyalty requires a fiduciary to act in the best interest of the corporation and in good faith. It usually focuses on situations in which the fiduciary has a conflict of interest with the corporation, suggesting that personal interests may be advanced over corporate interests. While the duty of care involves poor decision-making or lack of attention, but no personal benefit, the duty of loyalty seeks to prevent directors from acting in such a way as to reap a personal benefit unavailable to other shareholders. Such self-dealing raises the specter of corruption and personal profit at the expense of shareholders.

When the duty of loyalty applies, there is a duty of complete candor. There is also greater judicial scrutiny of both the fairness of the process and the substance of the decision. The business judgment rule and its presumption that the directors acted in the best interests of the corporation does not apply. The burden of proof shifts to the directors to demonstrate the transaction’s good faith and inherent fairness to the corporation (Bayer v. Beran).

N.B.: A more modern version of the test of intrinsic fairness is the entire fairness standard (1994, Kahn v. Lynch Communications). The entire fairness standard requires (1) fair dealing (manner in which the transaction is negotiated), (2) fair price and (3) shift of the burden of proof.

1. Interested Director Transactions

The classic duty of loyalty defendant is a fiduciary who contracts or transacts with her own corporation, receiving a benefit that is not equally shared with the other shareholders.

Examples:

· An officer or director sells personal property to the corporation

· a fiduciary’s corporation contracts with another corporation or business entity in which the fiduciary has a significant financial interest (e.g.: corp. A sells property to corp. B and a director of A is the controlling shareholder of B)

· two corporations have common directors (interlocking directors), even if there is no significant financial interest in either

· a parent corporations contracts with its subsidiaries, that it controls, and there are other shareholders in the subsidiaries

Following the duty of loyalty standard, courts in these cases generally focus on the fairness of the process and substance of the transaction. Generally, the process requires full disclosure and approval by either disinterested directors or shareholders. The contract itself needs to be fair, and the burden of proof will be placed on the fiduciary. Therefore, the fiduciary must prove that he bargained with the corporation at arm’s length. Some cases suggest that lack of disclosure alone is a grounds for voiding a contract without regard to its fairness.


Bayer v. Beran (NY SC, 1944)

Directors of Celanese Corporation of America were charged with negligence and self-interest in commencing a radio-advertising program. The performer/singer was the CEO’s/director’s wife.

Where a close relative of the CEO, and one of its dominant directors, takes a position closely associated with a new and expensive field of activity, the motives of the directors are likely to be questioned. The board would be placed in a position where selfish, personal interests might be in conflict with the duty it owed to the corporation. Therefore, the entire transaction must be subjected to the most rigorous scrutiny to determine whether the action of the directors was inconsistent with the interests of the corporation.

Here, there is no evidence that the advertising program was inefficient, disproportionate in price or conducted for the personal gain of Mrs. Dreyfus. There is no ground for subjecting the directors to liability as long as the advertising served a legitimate and useful corporate purpose and the company received the full benefit thereof. The fact that Mrs. Dreyfus also profited personally is no ground for subjecting the directors to liability (win-win situation).


Lewis v. S.L. & E.Inc. (2nd Cir. 1980)

Donald Lewis, a s/h of SLE claimed that its directors had committed waste by undercharging a tenant, which was another corporation owned by the directors.

Where the directors of a corporation are engaged in a transaction with an entity in which the directors have an interest, the burden of proof rests on the interested directors to show that the transaction was fair and reasonable to the corporation. Defendants failed to carry their burden.


2. Dominant Shareholders and Parent-Subsidiary Dealings

Generally, shareholders are expected and allowed to act according to their self-interest. However, a shareholder who controls the corporations, because of the potential abuse of the corporation, owes a fiduciary duty to the minority shareholders. A controlling shareholder is expected to act fairly in a manner that will not exploit or oppress the minority. (see more below: “Problems of Control”)


Sinclair Oil Corp v. Levien (Del. App. Ct. 1971) p. 372

Sinclair, an oil company, owned 97% of the shares of Sinven, which operated as an oil company in Venezuela. The directors of Sinven were not independent from Sinclair. A derivative action was brought by minority shareholders of Sinven claiming, among others, that dividend policy was established to favor Sinclair, and that a contract between Sinclair and Sinven was unfairly administered.

The court held that, as a controlling shareholder, Sinclair was required to meet an intrinsic fairness test whenever a conflict of interest existed. The judicial inquiry involved a shift of burden of proof and inquiry into whether the transaction was fair. It held Sinclair liable as to the dividends. However, contrary to the conclusions of the court, the large dividend payments did not constitute a breach of the duty of loyalty since all shareholders received them, i. e. the minority was not excluded. That there were large dividends paid out to Sinclair was not significant, because it did not receive a proportionally larger amount than the minority shareholders.

The court did also find liability for Sinclair as a result of a contract between Sinven and another Sinclair subsidiary. The contract was breached by failure to make payments to, and purchases from Sinven. The court held that self-dealing in the parent-subsidiary setting required, like in all other cases of interested transactions, exclusion (i. e. the parent receives a benefit not received by the minority through the contract) and an additional showing of detriment (which was here the breach of contract). Therefore, in the parent-subsidiary context, plaintiff must show both exclusion and detriment before the intrinsic fairness standard applies.


Zahn v. Transamerica Corp. (3rd Cir. 1947)

Axton-Fisher Tobacco Co. had two classes of shares, Class A and Class B. Class A were similar to preferred shares. They were entitled to higher dividends and, in liquidation, to receive twice as much as the Class B shares. Class A shares could be converted into Class B shares on a one for one basis. Class A shares could also be redeemed by the corporation at any time for $ 60 plus outstanding dividends and upon 60 days’ notice. Both classes of shares carried voting rights. AF owned leaf tobacco that was listed in its books with a value of $ 6 million, but in fact was worth about $ 20 million. Transamerica had acquired a majority of stock in AF and controlled its board of directors. Transamerica then decided that it would acquire the tobacco by having the board eliminate the Class A shares by having them redeemed. It would then liquidate AF and appropriate the tobacco. There was no disclosure of this plan to the Class A shareholders. 

The court held that there was a breach of the duty of loyalty by Transamerica, because it was not only acting as shareholder, but through its control of AF’s directors. Directors must act for the benefit of all, not just some shareholders. Controlling shareholders may not use their control to self-deal with assets of the corporation.


The directors were under a duty to disclose their plans to the Class A shareholders and let them decide if they wanted to accept the redeem-offer or convert their shares into Class B, and participate in the liquidation of the corporation. The appropriate remedy was, therefore, to have them shared in the liquidation value 1/1 (i. e. treat them as if they had converted into Class B).

3. Executive Compensation

can raise self dealing issues; see Understanding, p. 211 ff.

4. Corporate Opportunity

If an investment opportunity is viewed as belonging to the corporation (i. e. a corporate opportunity), the corporation should be given the opportunity to invest in it. A director may not take advantage of a corporate opportunity. 

Definition of Corporate Opportunity

As a general rule, a corporate opportunity is defined as any opportunity to engage in a business activity that has come to the attention of a director either through the performance of his functions as a director or under circumstances that would lead him to believe that the opportunity would be offered to the corporation.

Broz v. Cellular Information Systems (Del. 1996) 

Corporate opportunity is a business opportunity presented to an officer or director, which the corporation 

(1) Is financially able to undertake (courts usually rejects the lack of financial capacity defense unless the defendant has explicitly disclosed the corporate opportunity and the corporation rejects it)

(2) Is, from its nature, in the line of the corporation’s business and is of practical advantage to it (how closely related to existing business)

(3) Is one in which the corporation has a reasonable interest or expectancy (got to be a special or unique interest, e. g. if already negotiated about opportunity); and 

(4) By taking the opportunity, the self-interested director will be brought into conflict with the interest of the corporation.

Thus, the fiduciary can take the opportunity if 

(1) Opportunity became known to him in his individual capacity: lessens the duty to some extent

(2) The opportunity is not essential to the corporation

(3) There is no corporate interest or expectancy in the opportunity

(4) There is no wrongful use of corporate resources

· Hornbook test modern view:

A business opportunity is likely to be considered a corporate opportunity if it becomes available to the director or officer (1) as a result of his work for the corporation; (2) through the use of corporate information or property; or (3) with the knowledge that the opportunity is closely related to a business in which the corporation is engaged or can reasonably be excepted to be engaged.



Corporate Opportunity:

· American Law Institute Principles § 5.05:

(i) Any opportunity to engage in a business activity of which a director or senior executive becomes aware, either:

(1) in connection with the performance of functions as a director or senior executive, or under circumstances that should reasonably lead the director or senior executive to believe that the person offering the opportunity expects it to be offered to the corporation; or

(2) through the use of corporation information or property, if the resulting opportunity is one that the director or senior executive should reasonably be expected to believe would be of interest to the corporation

(ii) Any opportunity to engage in a business activity of which a senior executive becomes aware and knows is closely related to a business in which the corporation is engaged or expects to engage.

A director may not take advantage of a corporate opportunity, unless:

1) First offers it to the corporation and discloses its conflict of interest.

2) The corporation rejects the corporate opportunity.

3) The rejection is fair to the corporation / or / rejection voted by a majority of the disinterested directors or disinterested shareholders.

The burden of proof will lie with the defendant unless the corporate opportunity was disclosed to the disinterested directors or shareholders.

5. Ratification (not touched in course)

Flieger v. Lawrence (Del. SC 1976) p. 77

Ratification of an interested transaction by a majority of independent, fully informed s/h shifts the burden of proof to the objecting shareholder to demonstrate that the terms of the transaction are so unequal as to amount to a gift or a waste of corporate assets, i.e. that the transaction was intrinsically unfair.

Del. C. § 144:

(a) No contract or transaction between a corporation and 1 or more of its directors or officers, or (…), shall be void or voidable solely for this reason, or solely because the director or officer is present at or participates in the meeting of the board or committee which authorizes the contract or transaction, or solely because his or their votes are counted for such purpose, if:

(1) The material facts as to his relationship or interest and as to the contract or transaction are disclosed or are known to the board of directors or the committee, and the board of directors or committee in good faith authorizes the contract or transaction by the affirmative votes of the disinterested directors, even though the disinterested directors be less than a quorum; or

(2) The material facts as to his relationship or interest and as to the contract or transaction are disclosed or are known to the shareholders entitled to vote thereon, and the contract or transaction is specifically approved in good faith by vote of the shareholders; or

(3) The contract or transaction is fair as to the corporation as of the time it is authorized, approved or ratified, by the board of directors, a committee, or the shareholders.

Issues:

· The transaction can be void or voidable because of reasons, other than the breach of the duty or loyalty.

Courts have interpreted § 144(a)2 in the sense that the approving shareholders have to the disinterested (Flieger v. Lawrence (Del. SC 1976) p. 77

· The disclosure to disinterested directors [§ 144(a)1] or disinterested shareholders [§ 144(a)2] will shift the burden of proof to the plaintiff and sets the standard on BJR, limiting judicial review to issues of gift or waste (In re Wheelabrator Technologies, Del. Ch. 1995, p. 385).

· If there is no disclosure of the material facts of the conflict of interest the burden of proof will be on the defendant and the standard will be entire fairness.

IV. Intermediate Standard in Takeover context

There is a tension between the judicial hands off approach reflected by the business judgment rule and the extensive judicial scrutiny of a fairness enquiry. Thus, Delaware courts have developed an intermediate standard (proportionality test) in reviewing directors’ defensive tactics against a hostile tender offer, recognizing that battles for control involve both important business decisions as well as possible conflicts of interest by directors protecting their positions.

V. Prüfungsaufbau



a) Breach of fiduciary duty?




(1) duty of care or duty of loyalty?




Self interest/self dealing?

(2) if duty of care: 

- have directors acted negligently?





Burden of proof: plaintiff

In malfeasance cases, director’s decisions protected by the BJR; analysis focuses on decision making process, not on result; presumption that directors acted in corporation’s best interests

Burden on plaintiff to rebut that presumption

If rebutted, BJR not applicable, b/c fraud or gross negligence in decision making process:

- loss causation?





particularly difficult in nonfeasance cases


Burden of proof: generally plaintiff (however: Cinerama: defendant)

(3) if duty of loyalty:

- was transaction fair to corporation?

Disclosure and intrinsic fairness test; burden of proof: defendant 

Rigorous judicial scrutiny

DISCLOSURE AND FAIRNESS: FEDERAL SECURITIES REGULATION

I. Definition of a Security

1. § 2 (1) of the '33 Act

“The term "security" means any note, stock, treasury stock, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription, transferable share, investment contract, voting- trust certificate, certificate of deposit for a security, fractional undivided interest in oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on any security, certificate of deposit, or group or index of securities (including any interest therein or based on the value thereof), or any put, call, straddle, option, or privilege entered into on a national securities exchange relating to foreign currency, or, in general, any interest or instrument commonly known as a "security", or any certificate of interest or participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or purchase, any of the foregoing”.

The statutory definition is divided into 2 broad categories:

A list of specific instruments such a stock, bonds, notes...

A list of general catch-all phrases such as evidence of indebtedness, investment contracts, any instrument commonly known as a security... etc.

2. Investment Contract

An investment contract means a contract, transaction or scheme whereby a person

Invest his money, in

A common enterprise and is led to 

Expect profits predominantly from the efforts of the promoter or a third party.

These 3 factors are not exclusive.

The Supreme Court has interpreted it broadly to reach “novel, uncommon or irregular devices, whatever they appear to be”.

Koch v. Hankins (9th Circuit, 1991)

The fact that the investments are structured as general partnerships is not determinative of their status as securities; rather we must examine the economic realities of the transactions to determine whether they are in fact investment contracts.

Most issues are raised regarding the third element, “control”.

Test to determine where “control” exists: The critical determination is whether 

(1) The investor retains substantial control over his investment and 

(2) An ability to protect himself from the managing partner.

“A general partnership or joint venture interest can be designated a security if the investor can establish, for example, that 

(i) An agreement among the parties leaves so little power in the hands of partner or venturer that the arrangement in fat distributes power as would a limited partnership; or

(ii) The partner or venturer is so inexperienced and unknowledgeable in business affairs that he is incapable of intelligently exercising his partnership or venture powers; or

(iii) The partner or venturer is so dependent on some unique entrepreneurial or managerial ability of the promoter or manager that he cannot replace the manager of the enterprise or otherwise exercise meaningful partnership or venture powers.”

In determining whether the investors relied on the efforts of others, we look not only to the partnership agreement itself, but also to other documents structuring the investment, to promotional materials, to oral representations made by the promoters at the time of the investment and to the practical possibility of the investors exercising the powers they possessed pursuant to the partnership agreement.

3. Options

Deutschman v. Beneficial Corp (3rd Cir. 1988)

An option is a security

II. Registration process

1. § 5 Securities Act of 1933

(a) Unless a registration statement is in effect as to a security, it shall be unlawful for any person, directly or indirectly—

(1) to make use of any means or instruments of transportation or communication in interstate commerce or of the mails to sell such security through the use or medium of any prospectus or otherwise; or

(2) to carry or cause to be carried through the mails or in interstate commerce, by any means or instruments of transportation, any such security for the purpose of sale or for delivery after sale.

(b) It shall be unlawful for any person, directly or indirectly—

(1) to make use of any means or instruments of transportation or communication in interstate commerce or of the mails to carry or transmit any prospectus relating to any security with respect to which a registration statement has been filed under this title, unless such prospectus meets the requirements of section 10; or

(2) to carry or cause to be carried through the mails or in interstate commerce any such security for the purpose of sale or for delivery after sale, unless accompanied or preceded by a prospectus that meets the requirements of subsection (a) of section 10.

(c) It shall be unlawful for any person, directly or indirectly, to make use of any means or instruments of transportation or communication in interstate commerce or of the mails to offer to sell or offer to buy through the use or medium of any prospectus or otherwise any security, unless a registration statement has been filed as to such security, or while the registration statement is the subject of a refusal order or stop order or (prior to the effective date of the registration statement) any public proceeding or examination under section 8.

2. The Principle: Registration under § 5

The Securities Act prohibits under § 5, the sale of securities unless the company issuing the securities has registered them with the SEC.

§ 5 imposes 3 basic rules:

- a security may not be offered for sale through the mails or by use of other means of interstate commerce unless a registration statement has been filed with the SEC;

- securities may not be sold until the registration statement has become effective;

- a prospectus (disclosure document) must be delivered to the purchaser before a sale.

3. Exemptions from Registration: § 4 ’33 Act

2 types of exemptions to the registration requirement:

(
Exempt Securities;

(
Exempt transactions.

The most common exemption is the private offering under § 4(2), and belongs to the latter category.

Private offering exemption:

Doran v. Petroleum Management, (5th Circuit, 1977)

Even when an offering of securities is relatively small and is made informally to just a few sophisticated investors, in order for § 4(2) to be available, the offerees, (which should be a sophisticated investor if it wants to rely on the more objective Safe Harbor provided by Rule 146), must have been furnished or have access to such information about the issuer that a registration statement would have disclosed.

Ralston Purina v. SEC US 1953)

The applicability of § 4(2) should turn on whether the particular class of persons affected need the protection of the Act. An offering to those who are shown to be able to fend for themselves is a transaction not involving any public offering

N.B. 4 Factors are relevant to consider whether an offering qualifies for exemption under § 4(2):

(i) Number of offerees and their relationship to each other and the issuer: 
The number of offerees is relevant both to ascertain the magnitude of the offering and in order to determine the characteristics and knowledge of the offerees. However it is not a decisive factor.

Sophistication is not a substitute for access to the information that registration would disclose, so there must be sufficient basis of accurate information upon which the sophisticated investor may exercise his skills.

(ii) The number of units offered:

(iii) The size of the offering; and

(iv) The manner of the offering

Regulation D Safe Harbors 

The issuers can use these safe harbors to come within the private-placement exemption and avoid or reduce their required disclosure.

( Rule 504:
if an issuer raises no more than $1 million through the securities, it may sell them to an unlimited number of buyers without registering them.

( Rule 505:
if an issuer raises no more than $5 million through the securities, it may sell them to 35 buyers without registering them.

( Rule 506: 
if an issuer raises more than $5 million through the securities, it may sell them to no more than 35 buyers without registering them, and each buyer must pass various tests of financial sophistication. The limits on the number of buyers do not apply to accredited investors (banks, brokers, wealthy buyers).

( Rule 144:
the buyer may resell stock he acquired in a Regulation D offering if he first holds if for 2 years and then resell it in limited volumes.

COMMENT: Regulation D and §4(2) exempt only the initial sale. So most buyers can resell the securities only if they find another exemption.

III. Liability under 1933 Act

1. Section 11

§ 11 is a cause of action directed at fraud committed in connection with the sale of securities through the use of a registration statement. § 11 cannot be used in connection with an exempt offering.

(i) Neither reliance nor causation is an element of the plaintiff’s prima facie case. The defendant has the burden of proving that his misconduct didn’t cause plaintiff’s damages.

(ii) No privity requirement, the list of defendants can be quite expansive. It includes: everyone who signed the registration statement (the issuer, its principal executive officers and a majority of the board of directors); every director at the time the registration statement became effective, including directors who didn’t sign the registration statement; every person named in the registration statement as someone about to become a director; every expert named as having prepared or certified any part of the statement; every underwriter involved in the distribution.

(iii) The issuer has a strict liability.

(iv) As to defendant other than the issuer, the degree of fault required is essentially a negligence standard.

(v) No need to prove scienter, the defendant’s state of mind is irrelevant.

(vi) Due diligence defenses: §11 (b) (3) have you left no stone unturned?
Due diligence is not an affirmative obligation.


Escott v. BarChris Construction (SDNY 1968), p.80



Distinctions 
expertised non-expertised information





Insider/outsiders

2. Section 12(a)(1) 

It imposes strict liability on sellers of securities for offers or sales made in violation of § 5, i. e. when the sellers improperly fails to register the securities, to deliver a statutory prospectus, violates the gun-jumping rule. The term seller also encompasses persons who successfully solicit offers to purchase securities motivated at least in part by a desire to serve their own financial interests or for those of the securities’ owner. Main remedy: rescission, unless the buyer is no longer the owner of the securities then damages.

3. Section 12(a)(2)

It is a general civil liability provision for fraud and misrepresentation. Liability under this section may be imposed where defendant made oral statements, used written selling materials containing a material misrepresentation or omission. Liability may generally also be imposed in exempt offerings, but after Gustafson only if the sale occurred in a public offering, i. e not in secondary market nor privately negotiated transactions. Liability is limited to the seller of a security (like § 12(a)(1)). 

IV.  Rule 10b-5 of Exchange Act 1934

“It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange,

(a) To employ any device, scheme, or artifice to defraud,

(b) To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or

(c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security”.

General comments:

Courts have recognized a private right of action under § 10(b) of the Exchange Act and Rule 10b-5.

§ 10(b) applies to any security, including securities of closely held corporations not subject to the Exchange Act.

The Supreme Court has held in Central Bank of Denver v. First Interstate Bank (1994) that there was no implied right of action against those who aid and abet violations of Rule 10b-5.

1. Standing


Blue Chip Stamps v. Manor Drug Stores (1975), 

The Supreme Court put some bite in the rule that the protections of Rule 10b-5 extend only to purchasers and sellers of a corporation’s securities. Thus, the plaintiff must either have bought or sold securities.

(Deutschman v. Beneficial Corp (3rd Cir. 1988)

However, the plaintiff need not be in any relationship of privity with the defendant charged with misrepresentation. There is no obligation to disclose under § 10(b) so long as insiders stay out of the market, but if they choose to speak, they are not free to lie. There is no need under § 10(b) to show some special relationship of trust and confidence to establish standing 
2. Materiality 

There can be liability under 10b-5 only if there is non-disclosure or misrepresentation of material facts.

(i) Standard of materiality:

The Supreme Court in TSC Industries v. Northway (1976) defined the standard of materiality (in the context of proxy solicitation):

“an omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote”, “there must be a 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.

Thus, materiality depends on the significance the reasonable investor would place on the withheld or misrepresented information.

(ii) Application of this standard to contingent or speculative information or events:



Basic v. Levinson (US 1988) p. 81 

To determine the materiality of contingent or speculative information or events, the following test must be applied: The Probability/Magnitude Test
“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”. 

SEC v. Texas Gulf Sulphur (2nd cir. 1968) p. 86

In order to assess the probability that the event will occur, a factfinder will need to look at indicia of interest in the transaction at the highest corporate levels. 

To assess the magnitude of the transaction, a factfinder will need to consider such facts as the size of the 2 corporate entities and of the potential premiums over market value. No particular event or factor short of closing the transaction need be either necessary or sufficient by itself to render merger discussions material. 


Pommer v. Medtest Corporation (7th Cir. 1992) p. 82

A statement is material when there is a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having a significantly altered the “total mix of information” made available

3. Manipulation or Deception

The claim of fraud and fiduciary breach states a cause of action under any part of rule 10b-5 only if the conduct alleged can be fairly viewed as “manipulative or deceptive”.


Santa Fe Industries v. S. William Green (1977) p. 83 

Before a claim of fraud or breach of fiduciary duty may be maintained under 10(b) or Rule 10b 5, there must be a showing of manipulation or deception.

The Supreme Court rejects the proposal that a breach of a fiduciary duty by majority stockholders, without any deception, misrepresentation or non-disclosure, violates § 10(b) and Rule 10b-5.

Breach of duty alone, without deception or manipulation, does not constitute ground for a 10 b or Rule 10b 5 action.

Here, there was full disclosure. If the minority were dissatisfied they could seek a court appraisal under the state statute. And ample state remedies exist for breach of duty actions and for appraisals.


N.B.: 

The philosophy of the Act is full disclosure, and the court is reluctant to recognize a cause of action to serve at best a subsidiary purpose, i.e. fairness.

The Delaware Legislature has supplied minority shareholders with a cause of action in the Delaware Court of Chancery to recover the fair value of the shares allegedly undervalued in a short-form merger.

Corporations are creatures of state law, and investors commit their funds to corporate directors on the understanding that, except where federal law expressly requires certain responsibilities of directors with respect to stockholders, state law will govern the internal affairs of the corporation.

Congress by § 10(b) did not seek to regulate transactions, which constitute no more than internal corporate mismanagement.



Non-disclosure is usually essential to the success of a manipulative scheme.

4. When is the truth or falsehood of the statement appreciated?

Pommer v. Medtest Corporation (7th Cir. 1992) p. 82 patent/patentable?

The securities laws approach matters from an ex-ante perspective: just as statement true when made does not become fraudulent because things unexpectedly go wrong, so as a statement materially false when made does not become acceptable because it happens to come true. 

Good fortune may affect damages but it does not make the falsehood any the less material.

5. Scienter

Mere negligence is not enough. To establish a claim for damages under Rule 10b-5, it must be proven that the defendant acted with scienter

“Scienter”: A mental state consisting in an intent to deceive, manipulate or defraud.

Recklessness is generally sufficient.

6. Reliance and Fraud-on-the-Market Theory:

Reliance is an element of a rule 10b-5 cause of action, because it provides the requisite causal connection between a defendant’s misrepresentation and a plaintiff’s injury. 

An investor who buys or sells stock at the price set by the market does so in reliance on the integrity of that market price. According to the Efficient Capital Market Hypothesis, most publicly available information is reflected in market price. The market is performing a substantial part of the valuation process performed by the investor in a face-to-face transaction. The market is acting as the unpaid agent of the investor, informing him that given all the information available to it, the value of the stock is worth the market price. An investor’s reliance on any public material misrepresentations, therefore, may be presumed for purposes of a rule 10b-5 action.

The presumption may be rebutted, in fact any showing that severs the link between the alleged misrepresentation and either the price received or paid by the plaintiff, or his decision to trade at a fair market price, will be sufficient to rebut the presumption of reliance (Basic v. Levinson).

V. Insider Trading

1. Definition of Insider Trading

General approach: A person violates Rule 10b-5 for insider trading, if he has 

(1) A special relationship with the issuer, 

(2) Trades with the stock of the issuer, while in possession of material and nonpublic information.

2. Justification for Insider Trading Regulation

a) Harms from insider trading:

Market Efficiency: 

· Resources are not allocated as well, because the information available to the market is out-of-date.

· With insider trading, market makers will sell only at higher prices and will buy at lower, because he can infer that there is information not available to him that increases his risk. Thus, the bid-ask spread will be wider and the liquidity of the market smaller.

· Every time an insider trades securities, the market will infer information about the corporation that might not necessarily be true, cause greater volatility.

· The common law doctrine of caveat emptor is not applicable in an impersonal market.

· The incentives of management will be to create volatility of the company’s stock, from which they can profit trading, and not efficiently manage the company.

Moral:

· The market is to some extent based on the idea of a fair game in which all participant should have equal access to information SEC v. Texas Gulf Sulphur (2nd cir. 1968) p. 86
· Inside information is a corporate asset that cannot be appropriated by the insider.

· The insiders owe a fiduciary duty to the shareholders, who they will profit from by insider trading.

b) Arguments in support of insider trading: (Epstein’s view)

(a) Market efficiency:
· Argument: Insider trading will provide incentives to the insiders to bring information to the market and reflect it in the price. Moreover, the prices of the stock would move more smoothly and will be closer to the true value of the stock at most time. Using the information to enter the market, the market begins to respond to this.

· Rebuttal: Full disclosure will adjust the prices to the available information faster than insider trading; 

(b) Compensation:

· Argument: Insider trading provides a reasonable compensation for managers and gives incentives to take riskier decisions.

· Rebuttal: Management will not profit from its good efforts managing the company, but from the variability in the price of the stock SEC v. Texas Gulf Sulphur (2nd cir. 1968) p. 86.
(c) High costs: It is very expensive to policy insider trading.

3. Liability under Rule 10b-5

The rule resulting from 10b-5 in relation to insider trading is Disclose or Abstain from Trading (In re Candy, Roberts and SEC v. Texas Gulf Sulphur (2nd cir. 1968) p. 86). The rationale is that Rule 10b-5 does not require any kind of disclosure and sometimes the latter might be premature or against the corporation’s best interest. By this token, the insider must either disclose the information or abstain from trading.

a) Standing

Standing is limited to purchasers or sellers of securities to which the insider trading relates at the time of the insider trading: Blue Chip Stamps v. Manor Drug Stores. Potential purchasers and non-seller stockholders do not have standing ( Birnbaum doctrine. But buyers of options can: Deutschmann v Beneficial Corp.!

b) Material Nonpublic Information

Materiality depends on the significance the reasonable investor would place on the withheld or misrepresented information; probability/magnitude test (see above) 

Epstein: Theory for insider trading: If you are an insider and you trade on the information, you can never really deny the materiality of the information. To the extent there is a reaction to this information, it also has to be material to the other person. 

c) Deception: Fiduciary Duty

The Rule 10b-5 traditional theory holds an insider liable for trading securities of his corporation based on relevant, non-public information. Such trading is viewed as a deception due to the relationship of trust and confidence reposed in the insider by virtue of his position. The duty applies to officers and directors, as well as anyone else who acts in a fiduciary capacity towards the corporation, i.e. Attorneys, accountants and consultants.

The duty to “disclose or abstain” only applies to those who have some kind of fiduciary relationship of trust and confidence with the company, by means of which they have had access to the material non public information: insiders, constructive insiders, tippees or misappropriators. 

Chiarella v. US

Trading with inside information will only violate Rule 10b-5 when the trader has violated, or knowingly benefited from another’s violation of, a fiduciary duty.

Epstein: Whereas common law is not clear about the question whether directors owe fiduciary duties to someone who is not yet a shareholder, but rather becomes one through the questionable transaction, Rule 10b-5 is clear as to this point: if you finally bought the shares you can sue! This constitutes a certain asymmetry.

· Insider: One who obtains inside information by virtue of his employment with the company whose stock he trades in.
Goodwin v. Agassiz (Mass. SC 1933) p. 85

A director may not personally seek out a stockholder for the purpose of buying his shares without disclosing material facts within his peculiar knowledge as director and not within reach of the stockholder. But the fiduciary obligations of directors are not so onerous as to preclude all dealings in the corporation’s stock where there is no evidence of fraud.

Here there is no evidence of fraud because

(1) There was no personal solicitation by the director

(2) The stockholder was an experienced stock dealer

(3) At the time of the sale, the undisclosed theory had not yet been proven, and

(4) Had the director disclosed it prematurely, he would have been exposed to litigation if it proved to be false

· Constructive Insider: One who is entrusted with inside information by virtue of professional relation with the company whose stock he trades in (e.g. attorneys; outside counsel)
· Tippee: One who receives inside information from an insider/tipper. The tippee will only violate Rule 10b-5 
(1) if the insider/tipper has consciously violated his fiduciary duties to the company whose stock the tippee trades in 

(2) For his (insider/tipper) own personal direct or indirect gain. The insider/tipper must receive some benefit or at least, must have intended to make a pecuniary gift to the tippee. 
Dirks v. SEC (1983) p.87

The liability of a tippee is derivative. A tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only 

(1) When the insider/tipper has breached his fiduciary duty to shareholders by disclosing the information to the tippee, and 

(2) the tippee knows or should know that there has been a breach
US v. Chestman 

A mere familial relationship between the source of information and the tipper was not enough to impose a fiduciary duty in the tipper (Second Circuit).

· Misappropriator: One who misappropriates information by breaching a fiduciary relationship with the source of the information. 
US v. O’Hagan and Carpenter (US 1997) p.88

This case affirmed the application of the misappropriation theory with respect to the scope of Rule 10b-5.

Apart form the deceptive device traditional theory of Rule 10b-5, a person may be liable for the misappropriation of 

(1) Material non-public information for the purpose of trading thereon

(2) In breach of a fiduciary duty due to the provider of the information
Here, O’Hagan did not owe a duty to the shareholders of the corporation since he was not an attorney involved in the case. But he owed a fiduciary duty to his law firm to refrain from trading on the basis of material non-public information he may have acquired by virtue of his position in the firm

d) Scienter

The defendant must know that the information to which he had access while trading was both, (1) material and (2) nonpublic. Recklessness will also satisfy the requirement, especially in connection with the failure to control another person’s insider trading.

e) Causation/Reliance

Basic v. Levinson (US 1988) accepted the fraud on the market theory, whereby a plaintiff has the benefit of the presumption that he relied on the market price being fair. (see above)

f) Jurisdiction

The defendant must have used the phone or mail, or some national security exchange in connection with his trade. 

VI. Short-Swing Profits

1. § 16 (b) Securities Exchange Act

For the purposes of preventing the unfair use of information which may have been obtained by such beneficial owner, director, or officer by reason of his relationship to the issuer, any profit realized by him from any purchase and sale, or sale and purchase of any equity security of such issuer (other than an exempted security) within a period of less than six months ... shall inure to and be recoverable by the issuer, irrespective of any intention on the part of such beneficial owner, director, or officer in entering into such transaction of holding the security purchased or of not repurchasing the security sold for a period exceeding six months.

...

This subsection shall not be construed to cover any transaction where such beneficial owner was not such both at the time of the purchase and sale, or the sale and the purchase, of the security involved, or any transaction or transactions which the Commission by rules and regulations may exempt as not comprehended within the purpose of this subsection.

The term “such beneficial owner” refers to one who owns “more than 10 per centum of any class of any equity security (other than exempted security) which is registered pursuant to §12 of this title.

2. Elements of § 16(b):

a) Director, officer or such beneficial owner:

The rationale of this provision is that directors, officers and 10% beneficial owners are likely to have material nonpublic information by virtue of their relation with the issuer.

· Such beneficial owner refers to one who owns:

(1) directly or indirectly,

(2) more than 10% of any class,

(3) both, at the time of purchase and sale or sale and purchase 

Foremost-McKesson v. Provident Securities (1976) p.91

In a purchase-sale sequence, a beneficial owner must account for profits only if he was a beneficial owner before the purchase

Reliance Electric v. Emerson Electric (1972), p.90

When a holder of more than 10% of the stock in a corporation sells enough shares to reduce its holdings to less than 10%, and then sells the balance of its shares to another buyer within six months of its original purchase, it is not liable to the corporation for the profit it made on the second sale (but he is liable for the profits of the first!)

· Directors and officers are insiders at the time of the sale or purchase (not necessarily both).

b) Any profit:

Any profit is ambiguous. Courts have interpreted the maximum possible profits within a six months period.

c) Purchase and sell, or sale and purchase:

Unorthodox or borderline transactions courts will decide to include or exclude it as a sale on the basis of whether the transaction is likely to serve as a vehicle for insider trading, which Congress intended to prevent.

Kern County Land v. Occidental Petroleum (1973) p.92

After an unsuccessful attempt to merge with Kern County Land Co., Occidental purchased in May and June 1967 approximately 20% of the outstanding shares of Old Kern which merged with Tenecco. The shares of Old Kern were to be exchanged against Tenecco shares. Then Occidental granted to a subsidiary of Tenecco an option to purchase all its Tenecco stock pursuant to the merger. The option agreement was executed on June 1967 but it could not be exercised prior to a date more than six months after Occidental’s original acquisition of Old Kern shares.

It was held that neither accrual of the right to exchange recently acquired shares for shares in the survivor of a merger, nor the granting of an option to buy the shares received in exchange, constitute a sale within the meaning of s.16(b), absent any abuse, or potential for abuse, of inside information.

Here, Occidental, as the former tender offeror, had no say in the Old Kern-Tenecco merger negotiations. There is no indication that the option agreement between Occidental and Tenecco created a potential for speculative abuse of inside information.

d) Any equity security registered under the Exchange Act §12.

§16(b) is only applicable to equity securities (stock and convertible debt) of public traded companies. In contrast with Rule 10b-5 that is applicable to any security (including pure debt) registered or not registered.

e) Six months.

f) Recoverable by the issuer.

The plaintiff must be always the issuer, whether in a direct or a derivative action. The issuer will collect the judgment.

3. Comparison of Rule 10b-5 and §16(b).

	
	Clear Rule [§16(b)]
	Fuzzy Rule [Rule 10b-5]

	benefits
	· Parties are on notice.

· Avoids litigation.

· Easily enforced.
	· Covers all possible cases.

· Judicial Activism.

	costs
	· Underdeterrence

· Overdeterrance.
	· Unintended might be liable.

· Risk exposure.

· Litigation.

· Difficult to plan conduct.


INDEMNIFICATION AND INSURANCE (not touched in course)

Corporations often enter into indemnification agreements in an effort to recruit key employees or retain them. These agreements, however, are criticized by some as leading to irresponsible actions by the employees. This is because the employee would not really be personally liable for anything except intentional misconduct.

Waltuch v. Conticommodity Services (2nd cir. 1996) p. 93

A corporate director or officer who has been successful on the merits or otherwise vindicated from the claims asserted against him is entitled to indemnification from the corporation against reasonably incurred legal expenses

However, indemnifications rights provided by contract cannot exceed the scope of a corporation’s indemnification powers as set out by statute

Citadel holding Corporation v. Roven (Del. SC 19992) p. 94

A corporation may advance reasonable costs in defending a suit to a director even when the suit is brought by the corporation

PROBLEMS OF CONTROL

I. Shareholders Voting Control

Stroh v. Blackhawk Holding Corp. (Ill. SC 1971) p.108

– All stock must have some voting rights
Corporation issues Class A and Class B shares. Both classes carry same voting power. Class have claims on assets and dividends and have a real price, Class B shares sell for a quarter and don’t have any rights to dividends or assets in liquidation. In fact, they are used by the founders to maintain control over the company. 

Pursuant to the “freedom of contract” idea, the proprietary rights conferred by the ownership of stock may consist of one or more of the rights to participate 

(1) In the control of the corporation, 

(2) In its profits, and 

(3) In the distribution of its assets. 

Under the Illinois Laws, the rights to earnings and the rights to assets – the economic rights – may be removed and eliminated from the other attributes of a share of stock.

A Corporation may prescribe whatever restrictions it deems necessary in regard to the issuance of stock, provided that it does not limit or negate the voting power of any share.

Minority decision: What remains then is a disembodied right to manage the assets of a corporation, divorced from any financial interest in those assets except such as may accrue from the power to manage them. What is left after the economic rights are removed is not a share of corporate stock under the laws of Illinois.   

Epstein: It would be simpler to have non-voting shares: Freedom of Contract. You could also set up some favorable treatment for non-voting shares like preference on liquidation and dividends.

Providence & Worcestor Co v. Baker - Corporate Charter laissez faire. 

The greater the number of shares you buy, the less each of those shares may vote.  If you acquire 28% of the shares you get 3% of the votes.  

Company can structure itself to be practically takeover proof. So long as there is disclosure everything is OK.  

II. Controlling Shareholders/Transfer of Control

If a single shareholder or group of shareholders acting together controls the corporations, it means that they have control over most shareholder decisions, including the selection of the directors. Control is always established if a shareholder owns 51% or more of the voting shares. However, owning less than a majority may also provide a shareholder with de facto or so-called working control if there are no other shareholders with a significant ownership interest. This is particularly true in large publicly traded corporations with a large number of shareholders and a lack of concentrated ownership. The percentage needed to have this control will depend on a number of factors including how widely dispersed are the other shareholders.

There are both advantages and risks for shareholders in a corporation with a control group. The advantage is that the control group will closely monitor the managers to assure that they are running the business effectively. Therefore, agency costs may be reduced. The risks are that there might be conflicts of interest between the controlling and the minority shareholders. Many of the controlling devices existing when there is a separation of ownership and control are not available when there is a control bloc. The possibility of proxy fights or hostile takeovers is diminished. Moreover, the directors may not be independent of the controlling group. Therefore, the minority shareholders must rely more on disclosure and fiduciary duty rules.

Controlling shareholders owe a duty of loyalty to the minority shareholders. Therefore, they must prove intrinsic fairness whenever a conflict of interest arises (Zahn and Sinclair; above under “Duty of Loyalty).

Transfer of Control Context

Shares sufficient to grant someone control of the corporation are worth more per share than other shares - control premium. Why is that so? The usual presumption is that someone wants to acquire the majority because he thinks that he can run the business more efficiently and, therefore, increase its value. However, generally, any benefit from the improvement of the value of the company is shared between the majority and the minority shareholders. Thus, the majority shareholders will often be inclined to take advantage of their control position and benefit privately through self dealing (e.g. increase in the compensation paid for manager when the manager is the majority shareholder himself), because by this way the majority takes advantage of 100% of the benefit and not only a part of it. This leads us to the understanding that a main risk associated with buying the control for a big premium is actually to take advantage of private benefits to the detriment of the minority shareholders. (N.B.: Why did the purchaser not simply buy all the shares of the company and take legally all the benefit this way? He may have insufficient funds to buy the whole outstanding shares, or may want to divide it into two steps, and only when it feels that it actually can increase the value, it buys the rest of the shares, taking advantage of information asymmetry)

Sale of control raises the issue of whether a rule of equal treatment of the shareholders should be a goal of corporate law. A response to the problem could be to require buyers to give the minority an equal opportunity to either buy the shares pro rata or to buy 100% of the shares. But a requirement of equal opportunity would make acquisitions more difficult and more expensive.

1. General authorization of transfer of control, except fraud, bad faith or looting:


Zetlin v. Hanson Holdings (NY Ct. App. 1979) p.123

Absent looting (=pillage) of corporate assets, conversion of a corporate opportunity, fraud, or other acts of bad faith, a controlling shareholder is free to sell, and a purchaser is free to buy, that controlling interest at a premium price.

The plaintiff’s contention would have required essentially that a controlling interest be transferred only by means of an offer to all stockholders, i.e. a tender offer. The NY Court of Appeals declared that this would be contrary to existing law and that the legislature is best suited to make radical changes.

Example for looting: paying $ 2 for shares worth $ 0,06 in order to “steal” the assets of the corporation

Frandsen v. Jensen-Sundquist Agency (7th Cir. 1986) p.122

Frandsen, a minority shareholder, had a right of first refusal to buy the shares of the Jensen Family majority bloc if they were ever offered to sell its shares. When first Wisconsin negotiated with a view to acquire one of the assets of the corporation, Frandsen tried to exercise his right.

The court held that in a transfer of control of a company, the right of first refusal to buy shares at the offer price is to be interpreted narrowly. A sale of assets is different from the purchase of shares

N.B.: Right of first refusal discourages other bidders because you can always be outbid. The outsider can value the assets and the holder of the right can simply freeride on that and make a slightly higher offer because he didn’t have to spend money valuing the assets. (Exception: company-specific synergies can make the value to an outside buyer higher than that for an inside buyer). Deal was restructured to avoid Frandsen’s right of first refusal. Frandsen should have tried to write as broad a right of first refusal as possible.

2. Limitation on transfers of control involving sacrifice of some of the corporation’s assets

Perlman v. Feldman (2nd Cir. 1955) p.124

Perlman controls 37% of a Newport Steel Corporation, a steel business during the steel shortages of the Korean War.  Perlman sells his control block to Wilport, a syndicate of steel customers at a large premium.  The syndicate members had previously issued interest free loans to Newport and other steel companies for favorable treatment. Now that Wilport owns a controlling interest, it needn’t offer this perk to Newport anymore

Directors and dominant shareholders stand in a fiduciary relationship to the corporation and to the minority shareholders as beneficiaries thereof.

Therefore, the fiduciary should account for his gains when the sale of a controlling block of stocks to outsiders results:

(1) In a sacrifice of an element of corporate good will, and

(2) Consequent unusual profits to the fiduciary who has caused the sacrifice 

Epstein: Two possible outcomes: Wilport decides to stop the interest free loans in which case the shares of Newport won’t be worth as much, or Wilport decides to continue the loans with Newport and everyone is happy.  

Remedy: Tragedy is that the remedy in a derivative suit pays damages back into the corporate coffers, so that Wilport gets much of the damages back. Here, Plaintiff recovered for his own right, not derivatively p. 686. Best to wait and see if the loans continue. If yes, you are fine, if no, you can still sue. 

(even though these interest free loans are “unpatriotic” and “unethical” they are still a corporate opportunity which cannot be squandered)

3. Limitation on transfers of control made without any compelling business purpose at the expense of the minority

Jones v. H.F. Ahmanson & Company (1969) p.125

Majority shareholders tried to create a new corporation that would make it more marketable to investors, but exclude the minority shareholders

The court indicated that there was a comprehensive rule of good faith and inherent fairness to the minority in any transaction where control of the corporation is material. Absent compelling business purpose, majority shareholders cannot obtain an advantage unavailable to the minority shareholders. 

There were alternative methods for making more marketable corporation while still being fair to everyone.

Note: very broad statement pro fiduciary duty in control transactions; could be viewed in a more limited fashion because corporation could be seen as a close corporation (see below). Epstein didn’t like the outcome.

4. Illegal Sale of Office without Sale of Control

When a sale of control takes place, the directors usually resign and select the designated nominees of the purchaser to replace them as directors. While the purchaser could arrange for a shareholder vote, they prefer to act quickly and without the expense. 

Note: Someone purchasing a control premium should be able to put his ideas into place asap rather than sitting around waiting for the next round of elections. It makes no sense to have directors who no longer hold shares and have no interest in the company. Payment of a control premium implies confidence that he can do better than a premium.

These resignations raise an issue of whether an illegal sale of office has occurred. Courts recognize the reality that if the purchaser has actual or de facto control the replacements are legitimate. The problem occurs when the purchaser buys less than 51%. At what point does the ownership interest assure that if there is an election they will be able to replace the directors?

Essex Universal Corp. V. Yates

In Essex, a 28% seller attempted to get out of the contract for sale (the price of the shares had increased) claiming that a provision in the contract calling for replacement of the directors was illegal.

The court rejected the argument that there was no sale of control. It held that in a publicly traded corporation a 28% ownership was a practical certainty of control which the seller could try to rebut.

III. Control Problems in Close Corporations

The main problem of the close corporation is illiquidity and exploitation. In the standard model, a majority of shares elects the directors, may amend the articles of incorporation, sells the assets, or merges the corporation with another entity. In a corporation with a market for its shares, shareholders who are dissatisfied with the decisions made by the majority may vote with their feet – by simply selling their shares. In the closely held corporation, however, they are not able to do so. The second half of the problem is that the majority, knowing of the minority’s illiquidity, may attempt to exploit the minority. They may do so by excessive salaries for themselves and family members, generous perquisites, denial of dividends, or denial of minority voice in governance.

Solutions for the close corporation problems: 

- ex ante by contractual provisions: voting and pooling agreements, irrevocable proxies, voting 

  trusts, class voting, cumulative voting

- ex post by special legal remedies: heightened fiduciary duties among shareholders similar

  to those among partners

1. Ex Ante Solutions: Contractual Provisions/Agreements

Shareholder agreements regarding the transfer of shares, voting rights, and election of directors are necessary for shareholders in close corporations to safeguard their investment.

a) Validity of Voting/Pooling Agreements


Ringling Bros.-Barnum & Bailey v. Ringling (Del. SC 1947)

In Ringling, two shareholders, each of them holding a minority position in a three shareholder close corporation, entered into a pooling agreement whereby they would vote their shares together in order to reach a majority position. If there were a dissent an arbitrator would decide how to vote. One of the shareholders declined to follow the arbitrator’s command. The other shareholder sued for specific performance.

The court upheld the agreement. It stated that in a close corporation a group of shareholders may lawfully contract to vote in any manner they determine. It refused, however, to grant specific performance, but rather, in a somewhat punitive manner, threw out all of the votes voted against the arbitrator’s command. There was no express provision in the agreement about the consequences if one or the other signatory to the agreement refused to follow the arbitrator’s decision and the court refused to supply the missing terms.

b) Long-Term Shareholder Tenure and Salary Agreements

These agreements, which provide long term job security (tenure) and salary for close corporations interfere with the standard model of corporate governance by taking control over certain decisions away from the board of directors.


McQuade v. Stoneham (NY Ct. App. 1934)

McQuade purchased a 10% interest in a close corporation. McGraw held also 10%, and Stoneham held 35%. The three entered into an agreement in two parts: First there was an agreement to use their best endeavors to elect each other as directors. Second was an agreement to keep Stoneham in office as president, Mc Graw as vice president, and McQuade as treasurer. McQuade and Stoneham quarrelled, primarily over Stoneham’s repeated invasion of the corporate treasury. Stoneham then caused McQuade’s ouster as director and officer. McQuade on the agreement seeking to recover his position.

The court held that the first part of the agreement was valid. Shareholders may combine to elect directors. Therefore, McQuade could possibly regain his position as a director. However, as to the second agreement the court felt that it interfered with “public policy” of corporate governance. It held that it interfered with the fiduciary duties of directors to exercise their functions in the best interest of the corporation. Shareholders may not enter agreements interfering with the directors’ powers to exercise their independent judgement in the management of the corporation’s affairs. A shareholder agreement was held illegal and void so far as it precludes the board of directors, at risk of incurring legal ability, from changing officers, salaries or policies or retaining individuals in office, except by consent of the contracting parties.

N.B.: Courts decline to validate agreements not approved by all the shareholders in an effect to protect the interests of the minority.

Such a holding is fatal to many close corporation schemes in which a shareholder invests his money and expects his primary return in a capacity as officer or employee rather than as investor. The court began to notice this two years later in

Clark v. Dodge (NY Ct. App. 1936)

Dodge owned 75% of a pharmaceutical company but was inactive in management. Clark owned the remaining 25%, acted as general manager, and had sole possession of the formulae for the manufacture of the corporation’s product. Dodge and Clark then entered into an agreement to keep Clark in office as director and general manager so long as he should be “faithful, efficient and competent.” In return, Clark agreed to disclose the formulae to Dodge’s son and to instruct him in the methods of the manufacture. Then, a dispute arose between Clark and Dodge and Dodge ousted Clark. Clark sued for reinstatement both as a director and officer.

The court asked itself if it was bound by McQuade to the doctrine that there may be no variation to the norm that the business shall be managed by its board of directors. The court decided that it was not and upheld the agreement. Here where all shareholders were signatory to the agreement there was no damage suffered by or threatened to anybody. Moreover, with the requirement that Clark remain in office only so long as he continued to be faithful, efficient and competent, any impingement on the statutory norm was slight and any harm to the creditors was remote.

c) Comprehensive Shareholder Agreements

In Galler the court went even further and upheld a comprehensive contractual arrangement in a close corporation that handcuffed present and future directors and infringed upon the traditional prerogatives of directors in many ways.

Galler v. Galler (Ill. SC 1964) p.112

For the provisions of the agreement see: Understanding, p. 276

The court upheld the entire agreement and made a strong statement in favor of differing judicial treatment of close corporations (Understanding, p. 276f.). It held that shareholders in a closely held corporation are generally free to contract regarding the management of the corporation absent the presence of an objecting minority, and threat of injuring public policy or the creditors. In Galler, two 47.5% shareholders were signatory to the agreement. 

2. Ex Post Solutions: Heightened Fiduciary Duties among Shareholders

Wilkes v. Springside Nursing Home (Mass. Sup. Jud. Ct. 1976)

A real estate investor brought together three other individuals to acquire a building that had formerly been a hospital, converting it into a nursing home facility. Each shareholder made an identical capital contribution. Each was to be a director and an officer. Each was to receive money from the corporation in equal amounts as long as each assumed an active and ongoing responsibility for the company’s business. Last of all, each was apportioned an area of exclusive jurisdiction, according to their talent and inclination.

After the business had run successful for a number of years, One investor, Quinn, wished to purchase a portion of the unused corporate real property. Wilkes, another investor, however, prevailed on the other shareholders to force Quinn to pay a higher price that Quinn had anticipated. Bad blood developed. Quinn then persuaded the other shareholders to freeze Wilkes out of active participation in the business and to cut off payments to him. They removed Wilkes from the board and from his officer position, and eliminated his salary as an employee-manager. Wilkes sued for reinstatement.

The court ruled in favor of Wilkes.

Heightened fiduciary duty among shareholders

Unlike ordinary shareholders in a public corporation stockholders of a closely held corporation owe to one another substantially the same fiduciary duty in the operation of the enterprise that partners owe one to another. We have defined the standard of duty owed by partners to one another as the utmost good faith and loyalty. Stockholders in close corporations must discharge their management and stockholder responsibilities in conformity with this strict good faith standard. They may not act out of avarice, expediency or self-interest in derogation of their duty of loyalty to the other stockholders and to the corporation. (Donague v. Rodd Electrotype 1975)


Conflict with majority’s managing powers?

On the other hand, the court was concerned that untempered application of the strict good faith standard could impose limitations on legitimate actions of the controlling group in the management of the corporation in the best interests of all concerned. It therefore held that actions taken by the majority do not violate their fiduciary duties as long as the controlling group can demonstrate a legitimate business purpose for its action, the burden of proof being on the majority. If the majority can demonstrate such a legitimate reason, it is on the minority to demonstrate that the same legitimate objective could have been achieved through an alternative course of action less harmful to the minority’s interests.

Epstein’s commentaries:

- Whenever there is this sort of self-dealing, appraisal is absolutely necessary. 

- Even though closely held corporations operate like partnerships, they do not dissolve like a partnership when one of the partners sues.  

- Remedy: The court shouldn’t be in the business of forcing corporations to appoint officers it doesn’t want. 

- Pro-rata salaries being drawn here were clearly dividends in the form of salaries to avoid double taxation.  This sort of arrangement may draw IRS attention. 

- Other ways Springside might have been set up:

Partnership would involve the same fiduciary duties, better tax regime and when they want to terminate, they just dissolve. 

Joint tenancy – They could have continued on until they wanted and gotten partition and settlement. 

- Wilkes could have brought a derivative suit for over-compensating the other partners and demanded a dividend. 

- The corporate form is a limitation on the alienability of the business and the flexibility of the owners. Courts should not be in the business of drafting or imagining provisions for the dissolution of companies, particularly with complex tax implications involved.   


Smith v. Atlantic Properties Inc.

In Smith, by virtue of an 80% vote requirement, a 25% shareholder had a veto power over certain transactions.

The heightened fiduciary duties cut both ways, not only in the relationship from the majority to the minority, but also vice versa. Therefore, the minority shareholder could not unreasonably withhold his consent. Doing so made him liable for damages to the corporation that had resulted from his exercise of the veto power based solely on personal tax considerations.

Ingle v. Glamore Motor Sales (NY Ct. App. 1989) p.115

Ingle dealt with the potential conflict between the heightened fiduciary duties akin to partners and the employment-at-will doctrine. This conflict arises when a shareholder-employee in a close corporation has been dismissed. Under the employment- at-will doctrine, absent a contract, an employee is an employee-at-will who may be dismissed at any time, with or without cause. 

Most courts answered by formally grafting a legitimate business purpose requirement onto the employment-at-will doctrine in cases in which the corporation is closely held and the dismissed employee is also a shareholder.

By contrast, the court in Ingle made a distinction between the duty owed by the corporation to an employee and those owed to a shareholder. It held that a minority shareholder in a close corporation, by that status alone, who contractually agrees to the repurchase of his shares upon termination of his employment for any reason, acquires no right from the corporation or majority shareholders against at-will discharge.

3. Summary

Signs of danger with closed corporation

- Non-pro rata transactions – Pro rata protects you from discrimination claims. Pro rata must apply to anything that appears to be compensation including salaries, dividends, other benefits, etc. If pro rata is not possible, all transaction must be for fair market value appraised independently. 

- Death of shifting of control – This sort of problem must be planned for and monitored. Family ties weaken from the first generation. There are more shareholders in the second generation. Members of the second generation may be idiots - Death and control shifts must be planned and provided for. 

- Outsider entering a family business as an owner – Trouble for the outsider. 

- Difference in wealth – Different risk and tax strategies may lead to conflicts between the parties. 

Possible Solutions to closed corporation problems (Epstein)

Contractual

Tax – Pay pro rata salaries and dividends, but keep in mind that minimal dividends and large pro rata salaries may be treated as dividends. 

Estate Tax – Shares are assets which are taxed.  Option is a buyback, selling to outsiders, planning in advance, life insurance policies, or advance plans for power shifts. 

Business Side – buyouts

What triggers buyouts – death, decision to leave. 

Does the corporation buy or do the other shareholders buy. 

Corporation will make things run more smoothly and not upset balances of power. 

Best solution for buyout is arbitration; use some formula of multiples of something.

Dividend regulations – 

Dividends are paid when a certain amount of income is paid.  

Different classes of stock, some with lower risk

Separate attorneys for all members of the family

Solutions by law. 

Appraisal remedy is typically only available for fraud and deception. 

Forced sales even when legally feasible are not desirable. 

Business judgment shields most business decisions including dividends (exception Smith) and hiring. 


MERGERS AND ACQUISITIONS

Proper motivation: 



increasing overall firm value: 3 + 4 = ( 7

Improper motivations:



- justify higher management’s compensation through expansion


- satisfy management’s ego

- control group tries to take advantage of its position by engaging in self 

  dealing and by acquiring another firm under its control at an unfair price

I.  Methods of Acquisition



1. Mergers

a) Statutory Merger

AInc. Acquires BInc. by  BInc. merging into AInc.; BInc. loses its existence

drafting of a plan of merger which is approved initially by boards of directors of both companies, followed by a vote of both shareholder bodies
b) Consolidation

both, AInc. + BInc. merge into a new company = CInc.; both are loosing their separate existence

c) Triangular Merger

AInc (=acquiring party) forms a wholly owned subsidiary and BInc merges into that subsidiary; reason: avoid combining assets, liabilities, etc. esp. if in different businesses

shareholders of AInc have no right to vote on the merger because they are not shareholders of the subsidiary; solely board of AInc votes
d) Reverse Triangular Merger

AInc forms wholly owned subsidiary that merges into BInc; shares of subsidiary are converted into shares of BInc; result: BInc = 100% owned by AInc

2. Sale of Assets

AInc acquires substantially all of the assets of BInc; BInc may remain in existence as a holding company or may be liquidated

Under state law usually the boards of both corporations must approve the deal, but generally only shareholders of BInc have the right to vote on the sale when it involves all or substantially all of BInc’s assets.

3. Tender Offer/Takeover

AInc makes an offer directly to the shareholders of BInc to buy all their shares. If AInc is able to buy at least 51% of the shares, AInc will control BInc and BInc will become a subsidiary of AInc. Target of takeover is usually a publicly traded corporation. Only board approval of AInc to make the offer is required (see below)

II. Liability Issues

The directors must act in good faith and in an informed manner in making the decision whether to sell the corporation Otherwise, the directors may breach their fiduciary duty.

Directors defending a hostile tender offer by trying to keep the public shareholders from responding to the offer can also breach their fiduciary duty.

Acquisitions may involve self dealing when the managers or controlling shareholders use their power to receive a benefit which excludes the minority

III. Appraisal Remedy

Under state law shareholders who dissent from the merger are granted an appraisal remedy, i. e. the right to sell their shares back to the corporation at a price determined by the court and reflecting the fair value of the shares

How to determine value? Delaware approach: market value, net asset value and earnings must be weighed; and valuation techniques generally acceptable in the financial community

Note: some jurisdictions eliminate the appraisal remedy if the shares trade in the stock market; Arg: market value substitutes for a judicial valuation

IV. Defacto Merger

If an acquisition is structured in a way that it tries to preclude shareholders voting/appraisal rights (e. g. state law provides voting and appraisal only for merger, but not for asset deals):

- some states will look at the substance of the transaction, as opposed to its form, in order to determine if it is effect a merger with the right of appraisal for the shareholders, i. e. a “defacto merger”, see: Farris v. Glen Alden

- other states, including Delaware, view each statutory rule as independent from the other; therefore, an asset deal need only comply with the statutory provisions dealing with asset deals, even if it looks and smells like a merger; see: Hariton v. Arco Electronics
V. Defacto Non-Merger?

In Rauch v. RCA the plaintiff urged adoption of, and the Delaware court, following its doctrine of independent legal significance rejected, what might be called a “defacto non-merger doctrine”; the transaction took the form of a merger but the plaintiff argued that it was in substance a sale of assets followed by a redemption of shares.

VI. Freezouts

Freezouts involve controlling shareholders forcing the minority shareholders to relinquinsh their equity position in the corporation. Usually, the minority shareholders receive cash (or other shares) for their shares (special form of freezout: MBO).

1. Common Mechanics of Freezouts

AInc, the controlling shareholder of Binc sets up a wholly owned subsidiary. AInc then uses its control over the board of BInc to enter into a merger agreement where by BInc merges into the subsidiary. AInc votes its controlling shares in favor of the merger. The merger plan provides that minority shareholders of BInc receive cash for their shares, resulting in elimination of their ownership in BInc.

2. Policy Issues

1st position: beneficial to shareholders and society as a whole


- shareholders usually receive premium over current market price 

- eliminating minority ownership saves agency costs because higher incentives to run corporation efficiently if managers have a major equity position

- economies of scale if subsidiary is taken over by parent

- more flexibility in decision making without minority shareholders

2nd position: conflict of interest and potential unfairness to shareholders; violation of fiduciary duties

- e. g. “going private”: control group first takes advantage of a strong market to go public and then of a weak market to eliminate the minority public shareholders and go private again. This can be seen as a perversion of the whole process of public financing

- Combination of takeover and freezout can be unfair if tender offer price to acquire majority position is higher than price offered to minority shareholders in following freezout

3. Liability Issues/Remedies

i. e. approval by board and shareholder vote (compliance with state merger provisions)

must comply with fiduciary duties

a question arises whether an appraisal is the appropriate and exclusive remedy for the minority shareholders, or whether the courts may grant other remedies based upon fiduciary principles. Generally, the minority shareholders prefer using the state fiduciary doctrine to enjoin the transaction or seek damages greater than the limited appraisal remedy. The courts followed the fiduciary duties approach and granted equitable relief under certain conditions. While the Delaware courts initially held that a freezout merger, besides meeting the burden of proving entire fairness, must pursue a business purpose other than the sole elimination of the minority positions, in Weinberger they eliminated the requirement of a business purpose and concentrated on the concept of entire fairness. When directors are on both sides of the transaction they must demonstrate their utmost good faith and the most scrupulous inherent fairness in the bargain. The court clarified that entire fairness in this context meant fair dealing and fair price.

Fair dealing requires full disclosure of share value, as well as other process issues such as timing, initiation, negotiations and structure of the deal. In Weinberger there was a lack of full disclosure of the share value because a report prepared on the highest price that would be paid for the minority shares was not disclosed to the minority. 

Fair price relates to all the factors which affect the value of the shares.

Under Weinberger appraisal is not appropriate for cases involving fraud, misrepresentation, self dealing, deliberate waste of corporate assets, or gross and obvious overreaching. It is generally not appropriate if there is a lack of fair dealing. In these cases the minority shareholders are not restricted to appraisal remedies, but can receive rescissory damages in equity, not restricted to the fair value of the shares at the time of their sale, but including a share of the benefits that resulted from the merger.

VII. Takeovers/Tender Offers

Several methods of acquiring control over another company; most common: buying shares, buying assets, and mergers.

If, however, the board of the target corporation is not in favor of the transfer there are only two means available: a proxy fight (the bidder solicits the target shareholders to vote for new directors associated and in favor of the bidders plans) or a hostile tender offer where by the bidder makes an offer directly to the target’s shareholders to buy their shares. Therefore, a tender offer does not involve the target’s board, which can be replaced once control is gained.

1. Policy Issues

Tender Offers have raised numerous policy issues, not only if they were beneficial to the companies involved and the economy as a whole, but also of what motivated a bidder to pay a premium over the market price for shares of the target, whether those premiums represented gains and, if they did, the source of these gains.

Proponents

Hostile tender offers are beneficial because they represent a market solution to the problems of corporate mismanagement. Market based competitive solutions are ultimately the most efficient and, therefore, the market for corporate control should be encouraged and facilitated. This “market of corporate control” theory is based upon the efficient capital market hypothesis, which assumes that by using all publicly available information the trading markets were informationally efficient in pricing shares at levels that best represented the value of their corporations. Therefore, any failure by management to maximize the value of a company would be reflected in its shares’ price. These management failures would attract bidders to offer premiums over the current market price for a controlling interest in the corporation, in the belief that the bidder itself could run the business more efficiently and achieve benefits that would exceed the premium paid. This possibility of a tender offer serves as an incentive for managers to run the corporation efficiently, because if they do not they could face a hostile offer which would replace them. In this view, tender offers are one of several market mechanisms to ensure companies are run efficiently and in the best interests of their shareholders.

Opponents

- Hostile tender offers are harmful to shareholders because the future value of the corporation is higher than the bidder’s offer. Thus, the bidder usurps shareholders gains.

- Dynamics of hostile tender offers tend to force shareholders to accept the offer, because if they do not they are facing the risk of being left as a very small minority in an otherwise wholly owned corporation, likely to be bought out later on unfavourable terms.

- Managers are forced to place too much emphasis on short-term profit making than on long-term performance in order to keep the stock price high enough, so that the company would not become the target of a hostile tender offer

- stock markets are not truly efficient; premium reflects undervaluation by the stock market rather than mismanagement

Conclusion

Tender offers have produced significant gains to target shareholders by paying them large premiums over the market value of their shares prior to the offer. On the other hand, in many cases the bidder’s shares have not gained from the acquisition, but rather lost value. However, since the overall amount of gain by target shareholders is much greater than the losses incurred by bidder shareholders, some direct gains have resulted from tender offers. Asking for the sources of these gains, it can be assumed that takeovers have finally resulted in value maximizing efficiencies in the form of synergy gains and reduction of agency costs by replacing inefficient management.

2. Bidder Tactics

A bidder wants to gain control, i. e. acquire at least 51%. However, it does not know how many shareholders will accept its offer, and it does not want to end up with owning a large percentage without the benefits of control. In order to avoid that, the bidder may set conditions for its acceptance of the tendered shares, such as receipt of a certain percentage of the shares. 

A bidder is generally not required to bid for all of the shares of a corporation, however, the shareholders are entitled to an equal opportunity to tender their shares in the offer. If more shares are tendered than the bidder wants, the shares tendered are purchased from the tendering shareholders on a pro rata basis.

Bidders tend to offer cash as consideration because it is easier to value and does not require registration under the Securities Act of 1933.

Bidders usually want complete control of the target. In order to achieve that goal, the bidder can acquire the shares of shareholders who did not accept the tender offer in a second-step freezout merger after the first-step tender offer is complete. 

A very controversial bidder tactic is the so called front-loaded two-tier tender offer, geared to attract as many sellers as possible in the first step tender offer: If the targets shares are selling for $ 20 and the bidder is willing to pay $ 25 per share for all the shares, it will offer a cash premium of $ 30 for only 51% of the shares. At the same time the bidder announces that, after the tender offer will be successfully completed, it will use its control to merge the target and buy out the minority shareholder at a lower price, e.g. $ 20. Since shareholders do not know how the other shareholders are planning to respond, they have to tender their shares for fear of losing the premium on at least 51% of their shares. Thus, this tactic has a coercive character.

At times, bidders have bought target’s shares and threatened a tender offer in order to make the target’s management buy back the shares at a premium, so called “greenmail”. This tactic raises issues of whether the directors are benefiting the corporation or themselves by precluding the tender offer (Cheff v Mathes 752).

3. Target Tactics

a) Tactics that require Amendments to the Corp. Articles and, therefore, a Shareholder Vote

- staggering the terms of directors delays the bidder from taking immediate control and, therefore, raises the cost of the bid and creates uncertainty

- an amendment to the corporate articles can require a super-majority or disinterested shareholder vote before a successful bidder can sell assets to finance the bid

- a recapitalization of the corporation through amending the articles to create two classes of shares from an existing single class with one supervoting class that holds the significant voting power. If those shares are owned by the management, a hostile tender offer is virtually impossible

b) Tactics that do not require a Shareholder Vote:

- sell of significant target’s assets in order to make it less valuable (crown jewel defense)

- self tender with target buying back its own shares makes it more difficult to acquire a majority position

- search for a management friendly concurring second bidder (white knight)

- sale of a block of shares to a management friendly “white squire” who sign a stand still agreement

- managers may takeover the corporation themselves through a (leveraged) MBO

- target can increase its debt to limit a bidders ability to finance the tender offer through leveraging the target after gaining control

c) Poison Pills

The most significant defensive tactic is the shareholder right plan or “poison pill”: at some triggering event, usually the purchase of a certain percentage of the target’s shares by an outsider, the target shareholders are given rights to obtain securities (equity or debt) at a substantial discount. These securities can be from the bidder (“flip over” plan) or from the target (“flip in” plan). These rights have the effect of making the hostile tender offer more expensive for the bidder by adversely affecting either the target or the bidder itself. Prior to the triggering event, the target directors can redeem the rights, but after the event the rights become non-redeemable.

4. Liability Issues

When the target’s management and directors institute actions to defend the corporation from the takeover, they are usually faced with a charge of breach of fiduciary duty to the corporation and its shareholders. Fiduciary duty is generally divided between the duty of care, and, when there is a conflict of interest, the duty of loyalty. With the duty of care, directors are liable only for neglecting their duties, not for misjudgements and, thus, any judicial inquiry focuses on the decision-making process, not the decision itself. The decisions are generally protected by the business judgement rule, which presumes that directors have acted in good faith and in the corporation’s best interests. Duty of loyalty generally applies when the directors are in a conflict of interest. The important distinction between the two duties is that in a duty of loyalty analysis, the directors usually have the burden of proof as to the fairness of their decision and thus, the courts scrutinize the decision with a greater possibility of liability.

Those who favor hostile tender offers have argued that the target’s defensive tactics place directors in a conflict of interest, because they are concerned with keeping their positions, and, thus, the business judgement rule should not apply. Those who oppose hostile takeovers view the implementation of defensive tactics as similar to other business decisions protected by the business judgement rule. In fact, in most cases, the use of defensive tactics have resulted in a third test involving a modified business judgement rule or proportionality test under Unocal v. Mesa Petroleum.

Cheff v. Mathes

In Cheff a Delaware Court was faced with a greenmail case, in which the directors of the potential target had voted to purchase the shares of a potential bidder for a premium so that the bidder would not acquire the corporation. The potential bidder was buying shares of the corporation on the market and seeking a seat on the board while criticizing the target’s management. The target’s purchase of shares from the bidder was challenged in a derivative suit alleging it was a perpetuation of control by the directors.

The decision recognized the director’s need to defend proper business practices, but also recognized the potential conflict of interest when directors are primarily acting to perpetuate their control. Thus it did not apply the traditional business judgement rule nor the duty of loyalty standard. Instead it applied an intermediate standard that focused more on the motive for the defensive measures: The court shifted the burden to the defendant directors to show whether there were reasonable grounds to believe that the hostile tender offer constituted a danger to corporate policy or effectiveness. This burden was satisfied by a showing of good faith and reasonable investigation.

Unocal v. Mesa Petroleum

In Unocal the court reiterated the Cheff-rule, but with an additional focus (Unocal-test):

In enacting a defensive tactic the board must prove:

(1) that it had reason for believing that a danger to corporate policy and effectiveness existed, and

(2) that the defensive tactic was reasonable to the threat posed 

This test differs from the normal application of the business judgement rule by placing the initial burden on the directors and allowing some scrutiny of not just the process but also the substance of the decision. The first step focuses on the directors acting in good faith after reasonable investigation. The second step allows the court to balance the defense tactic with the threat. Thus, the courts do not employ a fairness test following the duty of loyalty standard, but rather a modified business judgement rule in form of a proportionality test. The directors, on the one hand, are given some latitude to defend against tender offers, the courts, on the other hand, may exercise closer judicial scrutiny than in the ordinary case of business decisions.

Revlon v. MacAndrews & Forbes

In Revlon the court was faced with the application of its Unocal test :

Revlon had used several defense tactics to avoid a takeover. These tactics had the positive effect of raising the bid to a higher price that could not longer be seen as unfair. The defense tactics were: The target found a white knight who was willing to offer a competing bid for the target in return for a guarantee that the target would not look for another bidder, a $ 25 million cancellation fee if the bid failed, and a crown jewel lockup, i. e. the right to buy a valuable asset of the target at a discount price if the bid would fail, knowing that the hostile bidder would not want the target without that asset. The bidder challenged the actions as a breach of fiduciary duty.

The court held that lockups which encouraged bids are permissible while those that end bids are not. By effectively ending the bidding and putting Revlon up for sale to the white knight the directors had breached their fiduciary duty. Once a target is facing a sale or a break-up the directors cannot play favorites. Their duty changes from preservation of the target to maximization of value to the shareholders; that is, they are auctioneers.

Paramount v. Time

In Time the target’s directors defended their company against a cash tender offer from Paramount that climbed to $ 200 at a time where Time’s shares were trading at $ 126. Time had originally negotiated a merger with Warner Bros. to pursue a strategic plan of expansion before Paramount made its bid. Time’s officers feared that the shareholders would vote against the merger because of Paramount’s substantial cash offer. Therefore, Time changed the transaction from the original merger with Warner to Time making a friendly cash tender offer for 51% of Warner’s shares. In contrast to a merger, there was no shareholder vote required for the tender offer. The remaining 49% of Warner would be acquired later. Paramount argued that the original Unocal criteria were not met because there were no reasonable grounds to believe Paramount’s offer posed a threat and the response was unreasonable, intended solely to keep Time management’s position. Moreover, it argued that there was a duty under Revlon to auction Time since it was effectively put up for sale by the original merger agreement.

As to the first part of the Unocal test (the threat) the court held that inadequate value or coercive tactics were not the only threats a target faces. There were other threats to justify Time’s tender offer for Warner. One threat was Time’s concern that its shareholders would tender to Paramount without an understanding of the proposed plan with Warner. Paramount’s offer had conditions which created uncertainty and made a comparative analysis between that offer and Time’s plan difficult. Paramount’s offer was eventually designed to upset the initial vote for the merger with Warner and to confuse shareholders. 

As to the second part of the Unocal test the reasonableness of the defense depended on the threat. The court held that the directors had some latitude in the selection of a time frame for achievement of corporate goals and, therefore, held the response reasonable.

The court also rejected the use of Revlon in this context. The negotiations with Warner did not mean that a dissolution or breakup of Time was inevitable. After all, Time was allowed to pursue its long-term strategy of combining with Warner.

Time gave a great deal of deference to directors in both identifying a threat and determining what was the reasonable response. Time made clear that there is no general obligation to sell a corporation just because there is a premium offered to shareholders at a fair price, when such sale would upset a business plan. The difference to Revlon was that there was no planned breakup of Time.

Paramount v. QVC

In QVC Paramount agreed to be acquired by Viacom and put several defensive tactics against competing bidders in place. Although Paramount’s shareholders would own equity in the new company, the controlling shareholder of Viacom would hold 70% of this new company. Then, QVC came and offered a price for Paramount that was $ 1.3 billion higher than the Viacom bid. Paramount’s directors did not give up their defensive tactics. QVC sued to enjoin the defensive tactics. Paramount’s directors relied on the Time decision on the basis that it too had a strategic merger, that there was no planned break-up of the company, and that the merger with Viacom fitted best in Paramount’s long term business plan


The court decided that Time did not apply and that instead the auction duty under Revlon was triggered. The court found that not only a planned break-up, but also the change of control that would have resulted from the merger with Viacom justified the application of Revlon. When there is change of control the target shareholders become minority shareholders and their voting rights become a formality. The majority shareholder could cash them out in a subsequent freeze out merger. Thus, in a change of control context, as in the case of a planned break-up, directors must focus on securing a transaction offering the best price available for the shareholders.

Summary

When shareholders challenge the actions of directors there are generally three levels of review: business judgement rule, Unocal’s enhanced scrutiny test, and the duty of loyalty. 

In the takeover context, under Unocal, the initial burden is on the directors, and the courts look first at the reasonableness test that focuses on the good faith determination of the threat to the target. The threat is often based on the belief that the bidder has offered insufficient value, but other threats are possible. It could involve the hostile bid depriving target shareholders of a superior alternative, treating non-tendering shareholders differently and distorting their choice (factual coercion).

The second test looks at the proportionality of the target’s response to the threat. If the defense tactic is viewed as draconian, i. e. either preclusive to tender offers or coercive to shareholders, it will be closely scrutinized and will likely fail. If the response is less than draconian, then the judicial scrutiny looks at the range of reasonableness, i. e. whether the tactic was proper and proportionate. In that case, there will be judicial restraint and the court will not usually substitute its judgement for that of the directors.

If the corporation seeks to sell itself, abandons a long-term strategy and seeks alternatives that include the break-up of the business (Revlon), or attempts to effect a change of control (QVC), then the Revlon duty of getting the best price for the shareholders applies. Without a change of control or break-up, there appears to be no general obligation to sell the corporation, even if a substantial premium that reflects a fair price is offered by the bidder. This is especially true when the tender offer upsets a business plan.

The level of scrutiny will be higher if directors unilateral and unduly interfere with shareholder voting and corporate democracy. On the other hand, it will be lower if shareholders are involved in the approval of the defensive tactics.

5. Federal and State Regulation of Takeovers

Federal Regulation: The Williams Act

In 1968 the Williams Act amended Sections 13 and 14 of the ’34 Securities Act:

Every person who acquires more than 5% of a class of equity security of a public corporation must file a disclosure statement with the SEC within 10 days. The statement must include the identity of the purchaser, the number of shares owned, when purchased, how paid for, and the intentions of the purchaser with regard to the company. Moreover, the buyer has a duty to update if there are changes in the disclosed information. 

Reason: provide target, its shareholders and market with notice of a possible takeover attempt. Prevent secret accumulations of control.

Once a tender offer has commenced bidder must file a similar, but more extensive disclosure statement with the SEC and distribute it to the shareholders. Target management must make a recommendation to the shareholders regarding the tender offer.

Tender offer must remain open for at least 20 business days in order to give shareholders enough time to make an informed decision. Shareholders who tender have the right to withdraw their shares at any time while the tender offer remains open. This enables them to tender into a competing bid during the time the offer remains open.

Section 14 (e) prohibits material misstatements, omissions, manipulation and fraudulent practices in connection with any tender offer. Very broad, major source of litigation. Usual claim that parties have failed to fully disclose all material facts.

State Regulations

Many states have enacted statutes that generally have the effect of restricting hostile tender offers. This raises the question of how these state regulations relate to the federal law and the Constitution. One question is whether the federal takeover regulation preempts state regulation under the Constitution’s supremacy clause. Since congress did not explicitly preempt state law, the issue becomes whether compliance with both federal and state law is impossible or the state law is an obstacle to the purpose of the federal law. The other question is whether state statutes violate the Constitution’s commerce clause by unreasonably burdening interstate commerce:

CTS v. Dynamics

In CTS the supreme court dealt with an Indiana statute that had the practical effect of limiting a bidder’s ability to conduct a hostile tender offer. Although the statute did not legally prohibit one from trying to acquire control, it provided that if anyone bought more than a certain percentage of shares, constituting “control shares”, they would need to get shareholder approval from the other disinterested shareholders in order to have voting rights in those shares. Without voting rights, an acquisition of even a majority of the shares does not procure control.

The court upheld the statute. It rejected the preemption argument because the statute did not favor either side in the tender offer, but instead protected shareholders, which was also the basic purpose of the Williams Act. The statute was also found not to unreasonably burden interstate commerce because voting rights were a traditional state corporate law concern. So long as both residents and nonresidents had equal access to shares, the court would not interfere with state regulation of corporations internal affairs. CTS means that most tender offer statutes that do not directly regulate the tender offer and that involve only corporations incorporated in the state will not be found unconstitutional.

Amanda v. Universal Foods

In Amanda the state statute limited a bidder, who had not received the target director’s approval, from merging with the target or using the target’s assets for three years. This delay substantially affected a bidder who planned to use the target assets to fund the offer and to restructure the target. 

The court (Easterbrook) upheld the statute because, although it had clearly a limiting effect on hostile tender offers, it did not adversely affect the process of the actual tender offer itself that the Williams Act was intended to protect. Thus statutes that affect tender offers but do not directly interfere with the tender offer itself, and that limit their application to corporations incorporated in their state, should be constitutional.

Note: from a law and economics standpoint these state regulations have an adverse effect because they have a limiting affect on the market for corporate control.

CORPORATE DEBT

Sharon Steel v. Chase Manhattan

UV Industries had issued debentures that bore interest at rates lower than the prevailing market rates and, therefore traded at a price less than their face amount. UV then adopted a plan to liquidate by selling all its assets to different companies. After ca. 70% had already been sold to other corporations, UV sold a minor business unit and all its cash, that was almost completely subject to the claims of the debenture holders, to Sharon. Sharon assumed UV’s debenture obligations. There was a boilerplate provision in the indenture that, if UV would sell all or substantially all of its assets, its successor would assume all of UV’s obligations towards the bondholders. Chase, a debenture holder, asserted that, by virtue of the liquidation of UV, the debentures had become due and payable. Chase would be better of this way because it could claim immediate repayment of the principal (the face amount), being higher than the market value at that time. Sharon’s view was that it was entitled to assume UV’s obligations under the aforementioned provision.

The court ruled in favor of Chase. It held that the transaction between UV and Sharon was in fact more an assignment of the debentures than the acquisition of a business. Sharon did not acquire all or substantially all of UV’s assets. The way UV’s liquidation and the transaction was structured, it impaired the interests of lenders by assigning a public debt in a cash for cash transaction. 

The court, therefore, stated the rule that boilerplate successor obligor clauses do not permit assignment of the public debt to another party in the course of a liquidation unless all or substantially all of the assets of the company at the time the plan of liquidation is determined upon are transferred to a single purchaser.

Metropolitan Life Insurance v. RJR Nabisco

After Nabisco had issued bonds it entered into a $ 24 billion leveraged buy out (LBO). In order to finance the LBO it incurred massive additional debts. As a result, the value of the previously issued bonds plummeted. There was no restriction in the indenture that limited the assumption of additional debt. To the contrary, it was expressly allowed. Metropolitan, a highly sophisticated investor, claimed that Nabisco violated an implied restrictive covenant of good faith and fair dealing not to incur the debt necessary to facilitate the LBO. It asserted that Nabisco had consistently reassured its bondholders that it would maintain its preferred credit rating.

The court held in favor of Nabisco. There being no express covenant that would restrict the incurrence of new debt, and no perceived direction to that end from covenants that are express, the court will not imply a covenant to prevent the recent LBO and thereby create an indenture term that, while bargained for in other contexts, was not bargained for here and was not even within the mutual contemplation of the parties.

Katz v. Oak

Oak had issued long-term debt. Katz held some of the debt securities issued by Oak. Being in severe financial problems, Oak made certain restructuring and recapitalization efforts. Among them, Oak made Payment Certificate Exchange Offers (PCEO).
The PCEO is an any and all offer. Under its terms, a payment certificate with a cash value of under the face but above the market value is offered in exchange for the debt securities. The PCEO is subject to a couple of conditions. Among those is that one may not tender unless at the time one consents to certain amendments to the underlying indentures that would have the effect of removing certain significant negotiated protections to holders of Oak’s debt securities including deletion of all financial covenants. These modifications may have adverse effect to debt holders who decide not to tender pursuant to either exchange offer. 

Katz alleged that this condition to consent to the amendments constituted a breach of contract because rational bondholders in fact had no choice but were forced to tender and, therefore, to accept the amendments to the indentures. Failure to do so would face a bondholder with the risk of owning a security stripped of all financial covenant protections and for which it is likely that there would be no ready market. Furthermore, Katz complained that the purpose and effect of the exchange offers is to benefit Oak’s common stockholders at the expense of the holders of its debt.


The court rejected Katz’ claim. First, since there are no fiduciary duties between the corporation/directors and its debtholders, but between them and the shareholders, it is not unusual and does not itself constitute a breach of duty if the directors are acting in favor of the shareholders. 


The other issue was if the exchange offer was wrongfully coercive. The court acknowledged that there is a duty between parties to a contract to act with good faith towards the other with respect to the subject matter of the contract. It stated further that this duty would have been breached if it would be clear from what had been expressly agreed upon that the parties would have agreed to proscribe the act later complained of as a breach of this duty.


The court held that this was not the case here. There were nothing in the indenture provisions granting the bondholders power to veto proposed modifications in the relevant indenture. In the court’s words, such an implication would be wholly inconsistent with the strictly commercial nature of the relationship.


Under another provision of the original indenture Oak was not allowed to vote debt securities held in its own possession. Katz urged that the conditioned offer had the effect of subverting the purpose of that provision. It permitted Oak to “dictate” the vote on securities which it could not vote itself. The court held that this provision was designed to prevent the issuer to vote as a bondholder on modifications that would benefit it as an issuer, but be detrimental to the other bondholders. However, here only bondholders other than the issuer were offered to exchange their shares and therefore vote on the amendments.


Another provision granted to Oak the power to redeem the securities at a price set by the relevant indentures. Katz asserted that the attempt to force all bondholders to tender their securities at less than the redemption price constitutes a breach of the contractual good faith duties. However, the court held that the present exchange offer was not functional equivalent to a redemption. Redemption is unilateral; bondholders have no choice. Here, however, they have; the success of the offer depends ultimately of the financial attractiveness of the offer, i. e. the premium offered over the current market value.
