2001 Corporations Outline

I.
Some Basics

The most important legal aspects of Cs is that they are separate entities from their s/hs.  Cs are recognized as persons by law.  Thus Cs can do and suffer things that being a person entails

when you have a high degree of separation betw ownership and control, a C is both beneficial and in some ways necessary; when there is a lack of overlap of ownership and control, we see the characteristics of Cs:

-limited liability

-centralization of management (as opposed to ownership)

-free transferability of ownership interests

The corporate form permits varying degrees of both ownership and/or control.

-Minority s/hs in closely held corporations are in uniquely powerless positions

-contests of corporate control make up a significant portion of corp law caselaw

The degrees of ownership often dictate the risks and returns on the investments in the C.

Important to note that even though something like bonds, bondholders may not have day to day control, but they can influence control through contract clauses in structuring the debt.

Often when risk levels shift, control shifts as well to those owners whose risk levels have increased

Another division is betw publicly held and closely held corporations

-the division of ownership vs control is more in publicly held companies

-in a closely held corp, control and ownership can be distributed differently

There are different categories of parties:

-suppliers of capital--investors, lenders

-suppliers of labor, employees

--managers can sometimes fall into either or both categories, but often act as defacto agents of the owners (although they are not controlled by the owners);  best term is a fiduciary

Corps combine labor and capital; managers are basic service providers, but what they do align them with capital.  B/c of this managers are referred to as agents of s/hs, although they aren't in a purely legal sense.  They aren't even true agents of the BOD.  thus when we think of the relationship betw managers and other C constitutes, it is difficult to define.

In many practical situations, the interests of owners and managers often diverge b/c in a true sense, managers are employees.  At times, managers can side with employees as against owners (or owners to be, as with corp takeovers).

Question for course:  How is Corp control exercised, and how does it shift among groups?

Corps can be incorporated in any state, even though their business is done exclusively in another state.  The Commerce Clause protects Cs from being subjected to alien states


A.
Historical Overview
How do Corps arise?

-in 19th Cen, the creation of a C needed the act of the state leg (a specific act) acknowledging the C.

-today, the formation of a C is self-starting without benefit of any specific leg action

A.P. Smith Mfg Co v Barlow (NJ 1953) (p. 280)—Corporate charitable gifts are acceptable provided they are not given to insiders’ pet charities, are reasonable in amount, and are made in the reasonable belief that they will aid the public welfare and advance the interests of the Corp. (S/hs challenged the Corp’s gift to Princeton.)


B.
Essential Terms and Concepts

· Secured Creditor—one whose claim is secured by specific property and who has first claim to the proceeds of the sale of such property.  All other creditors are General Creditors.
· Nonrecourse Loan—loan secured by specific property whose lender’s sole recourse is the sale of the property and the application of the proceeds to the debt (avoids personal liability)
· Equity—difference between the value of the business and the amount of debt
· Market Value—value of a security if sold in an open market
· Book Value—stated or “face” value of a security
· Leverage—relationship between the use of debt and equity in a corp’s financial structure.  The greater the debt, the greater the leverage
· Fixed Claim—a claim for a fixed amount of interest and for repayment of the amount of a loan
· Residual Claim—the right to whatever is left over after all debt holders’ claims are satisfied
C.
Relations of Agency and Control
· Employer=Principal; Employee=agent

· Agent includes any person who has agreed with another person (the Principal) to act on his behalf and subject to his control

· Agents have the power to bind the principal if the agent’s act was authorized, either explicitly or implicitly

· Apparent Authority—if the principal engages in conduct that leads a third person reasonably to believe that the agent had authority

· Inherent Agency Power—a general agent binds an undisclosed principal to contracts that are within the usual scope of authority of agents of the same type even where the agent had neither express or apparent authority

· Agents are held owe a duty of loyalty or fiduciary obligation to their principals

· Vicarious Liability—if an agent, while performing his duties, negligently injures X, X can recover damages not only from the agent but also from the principal, no matter how many times the principal had told the agent to use more caution. (In practice, principals protect themselves from vicarious liability with liability insurance.)
· A master has the right to control the physical conduct of a servant 

· A nonservant agent is one who agrees to act on behalf of the principal but is not subject to the principal’s control over how the task is performed

D.
Valuation and Risk
· “Pure” Interest—compensation for the time value of money (most economists believe the interest rate includes compensation for expected Inflation)

· Volatility Risk (Varience)—the degree of dispersion or variation of possible outcomes; a combination of the probability of deviation from the expected return

· Beta—measurement of the volatility risk of a stock or portfolio; the higher the beta, the greater the risk; stock betas are measured by the degree to which the stock contributes to a portfolio’s market risk (the economic risks that affect all stocks, but some more than others) 

· Valuation—a function of an asset’s expected net returns and the estimated volatility of those returns

· Discounted Present Value—the amount one must invest today ($1000) at the current interest rate (8%) in order to receive a future sum ($1080) at a future date (1 year) 

· Annuity—A finite series of annual payments of a specified amount for a specified number of years

· Opportunity Cost—the lost return, upon making any particular investment, on the next best alternative

· Expected Return—the weighted average (arithmetic mean) of all possible outcomes of a given investment

· Expected Rate of Return—the expected return, taking into account the initial investment (showing the profitability of a given investment

· Promised Rate of Return—return promised on an investment, disregarding any default risk 

· Yield—the rate of return that will be earned by a lender if the full amount of interest and principal that the borrower has agreed to pay is paid on schedule (same as Promised Rate of Return); when a debt instrument is purchased at less than its par value, the value of return, including the premium upon payment of the initial principal, is called the Yield to Maturity
· Current Yield—promised interest payment as a % of the initial investment

· Risk Premium—the different between the yield on a particular obligation and the prevailing market rate on an obligation with identical characteristics but with no risk of default

· Certainty Equivalent—if an investor is willing to accept a certain return of $400K in exchange for a risky expected return of $500K, the $400K is the certainty equivalent of  the risky $500K 

II.
The Formation of Corporations


A.
Starting a Corporation

A Corp is formed by an incorporator (someone specifically designated to incorporate a company, usually a lawyer, by filing the C's articles of incorporation).  the state then issues a cert of incorp.

-Articles must specify C's name, and if the name is already in use, the articles will bounce.  they must also specify the authorized shares, the Corp's registered office or agent in the state of incorp (and some states require both).  After the cert is sent out, the incorporator holds an organization meeting, where the BOD is named, who then names officers, and then shares are issued for capital.

--Practically, these mechanics are automated so much that there is a company (CT) that takes care of all the processing.  In addition, the meeting doesn't take place; instead, an in writing“is done naming the BOD and officers, etc.

-At the organizational meeting, the bylaws are also put into place.

In this formation ritual, one person can assume all players.  The only position that must be filled by an additional person is Secretary.  Why?  B/c the function of the Secretary is to certify to the rest of the world that the players are who they say they are.

In addition to promoters, there are other players:

-founders=promoters who stay on with the C

--just as a promoter, founders often enter into Ks before the C is officially formed.

-general rule is that founders retain full K liability for Ks formed unless it is expressly disclaimed in the K.  In addition, when the C is formed, it takes on all the obligations of the founder.  this is codified in §2.04 of the MBCA

MBCA§2.01—An incorporator incorporates a corporation by delivering articles of incorporation (AOI) to the secretary of state for filing.

MBCA§2.02—

(a) AOI must set forth:

(1) corporate name as per §4.01

(2) number of authorized shares

(3) street address and registered agent

(4) name and address of each incorporator

(b) AOI may set forth:


(1) names and addresses of the directors


(2) lawful provisions regarding:



(i) purpose



(ii) managing and regulating of the business affairs



(iii) defining, limiting, and regulating the powers of the corp, its BOD, and s/hs



(iv) par value of stock



(v) imposition of personal liability on s/hs for debts of corp


(3) any other provision required or permitted to be in the bylaws


(4) elimination of director liability, except for 



(A) financial benefit of which the director is not entitled;



(B) intentional infliction of harm on corp or s/hs



(C) violation of §8.33



(D) intentional violation of crim law

(c) AOI need not set forth any of the corp powers in the MBCA

MBCA§2.03—(a) Unless purposely delayed, corp existence begins when AOI are filed; (b) secretary of state’s filing is proof of incorporation except if state decides to revoke or dissolve the corp.

MBCA§2.04—All persons purporting to act on or behalf of the corp, knowing it isn’t incorporated, are jointly and severally liable for any liabilities as a result

MBCA§2.05—(a) After incorporation (1) if initial directors are named in the AOI, they shall hold an organizational meeting to appoint officers, adopt by-laws, etc. (2) if directors aren’t named, the incorporators shall hold an org meeting to elect directors and complete the org, or let the elected directors complete the org

(b) Incorporators can complete the org w/o a meeting if each incorporator signs written consents

(c) An org meeting can be held out of state

MBCA§2.06—(a) the incorporators or BOD shall adopt bylaws; (b) bylaws may contain any provisions not inconsistent with law or the AOI

DEG§101—(a) any party w/o regard to state residence can incorporate in DE by filing a certificate of incorporation (COI) with the Dept of State

(b) No specific business purpose is required

(c) Public Utilities must comply with Title 26

DEG§102—(a) the COI shall set forth:

(1) corp’s name 

(2) Corp’s address

(3) nature of business (can state for any and all lawful purposes)

(4) Classes of shares, their rights and limitations, and number of outstanding shares

(5) name and address of incorporators (and directors in named)

(b) the COI may set forth:


(1) any provision limiting or defining the affairs of the business or powers of the corp


(3) preemptive stock subscription rights


(4) super-majority voting requirements


(5) limitation on the corp’s existence


(6) imposition of personal liability on s/hs for debts 


(7) limitation or elimination of personal liability for directors, except for:



(i) duty of loyalty

(ii) act or omissions not in good faith or which involve intentional misconduct or knowing violation of law



(iii) liability under §174



(iv) improper benefit transactions

DEG§106—Upon filing the COI with the Secretary of State, the corp comes into existence

DEG§107—Incorporators can act for the corp until directors are chosen

DEG§108—(a) After filing, an org meeting is to be held to appoint directors (if not already named), appoint officers, etc. (b) at least 2 days notice is required for the org meeting; (c) org meeting duties can be done without a meeting if all pertinent parties sign in writing

DEG§109—(a) Directors can repeal or amend bylaws until a corp has s/hs (unless such power is granted to the BOD in the COI; (b) the bylaws can contain in provision not inconsistent with law

In the process of incorporating, things can go wrong, so that no cert of incorp is created

-Ex: L may forget to file the articles of incorp

In many cases, however, the parties may not realize that anything has gone wrong, and will continue with the business as though nothing is wrong.

Cranson v IBM Corp (MD 1963) (p. S1)—Two doctrines have been used by cts to provide an officer of a defectively incorporated corp with limited liability: (1) the doctrine of the de facto corporation, has been applied when there is (a) a good faith effort to incorporate, and (b) actual exercise of corp powers.  (2) The doctrine of estoppel to deny the corp existence, is employed where the person seeking to hold the officer personally liable has contracted or dealt with the corp in such a manner as to recognize and in effect admit its existence as a corporate body.  (P purchased typewriters from IBM in his corp capacity, unaware the COI hadn’t yet been filed.  IBM tried to hold P personally liable for the purchases.  Ct applied estoppel to IBM to deny the corp existence since it dealt with P solely in his corp capacity.)

· Where neither of these doctrines are applied, the defective corporation may be treated as a de facto partnership, in which case officers may be held personally liable for any corporate debts

· When the defect is incorporation is trivial, cts often treat the entity as a de jure corporation
If the corp is not officially formed, what happens?

-Defacto Corp Doctrine--org that set out to be a corp but didn't make it.

--Org is essentially acknowledged as a corp and treated so for legal and practical purposes.

--Common circumstance

--IBM v Cranston is such a case

To have a defacto Corp:

-must have been an org that could have been a Corp.

-the formation must have been attempted in good faith

-mistake is unknown to the parties

-Org acted as a corp.

Other doctrine:  Corp by estoppel

-Holds that someone who has dealt with an org as though it were a C, cannot come back and argue the org isn't a C.

--policy is that the person who deals with the org as though it were a C wasn't hurt if it turns out it wasn't a C

2 doctrines are similar, but have differences

-a Defacto Corp is a corp for all practical purposes; a C by Estoppel is only a C in relation to people who have dealt with it as a C.

--Ex: in a tort case, if an org hits someone, it can't then claim that the victim must treat the org as a C.

-A C can be one by estoppel even though it can't be a Defacto Corp.

--even if the players know they aren't really a C, a party who treats the org as a C is still estopped from claiming the org isn't a C.

Cranson could have won under either the Defacto C or the C by Estoppel doctrine
-BODs can be classified so that separate classes of stock are allowed to elect some portion of the BOD

-In closely held corps, s/hs can get “rights of first refusal” from each other, so that if any person wishes to sell their stock, they must first offer them to the other s/hs before offering them to any outsider; s/hs can also use buy/sell agreements under which, upon the occurrence of certain circumstances, a s/h can demand that the corp or other s/hs buy him out.  Usually buy/sell agreements will include a formula for determining a price for the shares

-Some states allow minority shareholders to seek court-ordered dissolution of a corp if the minority s/h can prove oppression by the majority.  Some states, however, such as DE, only allow such a remedy when the BOD is deadlocked and can’t effectively manage the corp

-When an amendment to the corporate charter will adversely affect a certain class of shares, often the required vote is not merely a majority of all s/hs, but a majority of all s/hs and a majority of the affected shareholders


B.
Pre-Incorporation Questions

Southern-Gulf Marine Co No 9, Inc v Camcraft, Inc (LA 1982) (p. 206)—A party is estopped from using another party’s de facto corporate status to escape performance under a K when the status has no effect on the rights of such party.  (D agreed to sell a boat to P.  The K said P was a TX corp, and also said that P was a citizen of the US.  P later informed D that it was a Cayman Islands corp.  D reneged on the K and said it wasn’t valid.)

-in the narrowest technical sense, it wasn't a defacto corp because the players knew that it wasn't a TX corp.  Nonetheless, the ct uses the Defacto doctrine, but it also uses the Estoppel doctrine

--Case shows that cts will strain to give an org C status wherever possible

How & Associates, Inc v Boss (Dis 1963) (p. S3)—When acts are to take place under a promoter K before the corp is formed, the promoter can be held personally liable; later adoption by the corp doesn’t relieve such liability.  There must be a novation.  (D signed a K as “agent for corp, who will be the obligor.”  

In How v Boss, Boss remained personally liable regardless of the statement in the K b/c the statement wasn't sufficiently expressed.  K doctrine that a K is construed against its drafter is also at work here.

C.
Limited Liability

Piercing the C veil is the mirror image opposite of the defacto corp cases.

What underlies the limited liability of corps as a matter of economics, policy, and legal effect?

1.  Debt v. tort claims

2.  Allocative effect of LL for closely held corps v. publicly held corps

The point is to permit the investors in the venture to proceed on the basis of a clear determination of their risk.  This is especially necessary for publicly held corps.  Mobility of capital/transferability of interest depends crucially on LL.  If shareholders were exposed to debt/claims, they wouldn’t buy the shares, would be impossible to have liquid securities markets for passive investment without strictly applying LL of shareholders.

LL is advantageous not only to shareholders but ALSO to CREDITORS, because it defines the assets available to satisfy their claims!!

When we consider TORT claims, a lot of these considerations melt away.  A tort victim is an INVOLUNTARY claimant, has usually no course of dealing with the corp.  From the perspective of a tort victim (who by virtue of the limited liability of the corporate actor) can’t get satisfaction of claim (e.g. Wolkofsky), limited liability comes at considerable cost.  LL makes tortious actor externalize cost of its negligence, it doesn’t internalize it.

If the core element of a sensible tort regime is that costs are borne by lowest cost avoider, this LL could prevent that by shifting costs of prevention to the victim.

on balance, the regime of limited liability is probably desirable and efficient and inevitable. No alternative regime comes to mind that wouldn’t shut down liquid capital markets. I wouldn’t buy Microsoft shares if the antitrust claims would come out of my own pocket after my expenditure to buy shares. Severely limit the market for those shares. Think pharmaceutical.

But with closely held corps, liquidity of shares is no concern.  There you can make the strongest argument for disregarding the separate identity of corporations and causing the dominant shareholders (owners) to bear the full costs of the torts of the corporation.  In a frictionless environment, that’s actually probably more efficient than the present regime of limited liability.  The DIFFICULTY is that there’s a spectrum between closely held and publicly traded corps (only clear case is the one-owner company, which = the strongest case for unlimited liability of shareholders), interests shift by inheritance/division/gift, and you’d have to draw a line.  And having unlimited liability would tend to shut down single-owner corporate investments.  

-difficult to find a case where a large publicly traded C w/many s/hs where the corp veil was pierced.

--This is largely b/c one factor in piercing the corp veil requires concentration of power and a commonality of interest

---another more likely pattern is when A(s/h) owns both corporations X and Y, where creditors of X try to reach Y.  This is usually done through A.

----If X's creditors can reach A, do they really need to attempt to reach Y (since they w/have access to A's stock holdings in Y)?  They may want to b/c if they can they may be able to reach Y's assets before any of Y's creditors are allowed access.

Pattern:  A owns X 100% and 50% of Y, with B owning the other 50%.

-creditors can argue that if A has mixed assets of X and Y and A has sufficient control of both, the creditors can reach the assets of both X and Y

Three reasons for disregarding separate identity of a corp found in these cases:

Formalism is the usual doctrine.  Occasionally courts refer to past practice, but in the main, these are formal ideas:

1. possible disregard of the separate identity of a corporation if the shareholders (those in control, the owners at least) have broken down or disregarded the separate entity themselves.  Claimants are not required to respect the corp entity if its shareholders treated it as not separate.  E.g. if doesn’t observe corporate formalities (hold directors’ meetings, conduct operations through corporate officers).  Faint whiff of estoppel there.  No need to treat as sep entity of insiders haven’t done that.  MOST IMPT FATAL MISSTEP that owners of corps make = COMMINGLING OF ASSETS!!

A shareholder can’t just reach into the till and get cash, or drink a bottle of champagne off the shelf if the store is incorporated.

See SEALAND v PEPPERSOURCE (Pepper’s owner disregarded, treated it as an incorporated pocketbook, moving assets in and out to place them beyond the reach of creditors when convenient).  This is sometimes called the ALTER EGO theory.

In some states, commingling of assets/disregard of sep identity by itself is enough.  But in a majority of states, even systematic disregard of sep identity of corp by its owners is NOT enough.  You ALSO need some element of UNFAIRNESS/INJUSTICE to claimants.  In some states you have to prove not just injustice, but actual fraud. 

That second requirement can sometimes be fairly stringent, see SEALAND (despite supernatural laxity of Marquesi’s dealings with the corp, could not get sum jmt because had to show injustice).

Creditors of peppersource were able to show this in Sealand, and so they were able to reach assets of other corps he held, and even the assets of a corp in which Marquesi was only a 50% shareholder (startling result)!

2.
Enterprise liability: all of the assets of corporations (even more than one) that are engaged in same line of control and beneficial ownership are avail to satisfy claims of all other corps within the group.  An instance of this is Wolkofsky.  The individual claim against Carleton was rejected ( it is likely that the assets of the other 9 cab cos (owned by Carleton) were available to satisfy Wolkovsky’s claim.  It may seem on first encounter that this is a different theory.  But really it isn’t it’s just a specific instance of disregarding the sep corp identity based on formalities.

The reason W couldn’t reach Carlton was because Carlton was scrupulous about following corporate formailities.  

Separation between owner and cab cos was pretty complete, but between different cab companies was not (cab drivers would substitute for each other) ( assets, services were exchanged w/o formality.  In order to follow formalities, you would need to have innumberable Ks! (for every substitution).

SUMMARY: if members of affiliated group of corps engage in the same business, allowing the separate identities to become blurry/break down may be the only transactionally feasible way to conduct the business!  (it may not have been possible to have constant contract-signing).

This is a variant of #1.

3.
Version of direct liability (agency theory), most evident in the silicone implant case.  Parent enlists subsidiary as agent in its own operations.  Therefore liability extends from agent (subsidiary) to principal (parent).  This overlaps with notions of corporate identity in the silicone case, although it’s really a separate/distinct idea. 

Note; there’s an element of caprice in the way these doctrines play out.  Some cases are overwhelming in their facts (e.g. Sealand v Peppersource), others are murkier and don’t clearly go one way:

Kinney Shoe v. Poland, he went through the facts of this one: industrial realty co was a pure shell, defaulted, Kinney Shoe went after Poland and succeeded.  This corp was very minimalist (Basically just the piece of paper and nothing more).  What’s really difficult is to discern the element of injustice/fraud, since Poland never held himself out as standing behind corp’s obligations, and Kinney shoe = sophisticated transactor.

Court assimilates total undercapitalization of industrial realty as the element of unfairness.  But that’s sort of a stretch because Kinney Shoe clearly could/should’ve done a credit check, nor did they require any personal contractual liability on Poland’s part.  This lays bare supine indifference of Kinney to its own situation (so should help POLand, in Isen’s view, but this doesn’t help Poland in the case).

So Kinney shoe is an extreme version of total indifference to corporate formality.  Point = you can immunize yourself from perspective of shareholder from a disregard of the entity by scrupulously respecting corporate formalities, and MOSTLY that’s enough.  BUT where the formalities are ignored, you become vulnerable.  And you are obviously so under the prevailing doctrines if, in addition to disregarding the corporate niceties, you are a little sneaky.  

BUT the Poland case suggests a combo of total indifference to corporate formality and thin capitalization is enough.


So there is a lightning-strike quality to these cases:

Following formalities = pretty sure immunity (Perpetual real estate services v Michaelson: he goes through facts, other debts arose that shareholders of Michaelson hadn’t guaranteed, and Perpetual (coventurer) sued shareholders by virtue of debts that???

.

Failure to follow formalities = considerably increasing chances, but a little unpredictable (like flying kite with key on it).

Note diffc btw Sealand and Kinney: Poland didn’t really do anything; whereas shareholder in Sealand v Peppersource systematically disregarded the corp form.

Somewhat more complex (b/c litigation setting is difft) is the silicone implant case.  There was SOME disregard by Bristol Myers of the separate identity of its medical subsidiary (that marketed the implants).  Note there are two separate approaches here:

1.
classic disregard of the separate identity of medical engineering

2.
agency: BrMy (parent) enlisted medical subsidiary as its agent in the development and marketing of devices.

Court declines to grant Sjmt in favor of BrMy on either.  That means that both the agency and the disregard of the separate entity theories are alive.

On 1: in some respect, BrMy appears to have disregarded (carried out some negotiations on behalf of medical engineering).  There were also no directors’ meetings of Med Engineering.  In fact, one director of Med Engineering didn’t know he was one and was told so by the other side in discovery.  BrMys made some other decisions for ME.  None of these is technically w/in pwrs of shareholder. 

On the question of unfairness/misconduct, it cuts the other way.  Much of what BrMy did for Med Eng subsidiary INCREASED ME’s assets (BrMy pfmd services at no cost for ME, and abstained from receiving dividends from ME).  In that way, it’s surprising to have the disregard of entity theory.  But it’s just a denial of SJmt.

On 2: This is really the larger issue in the case.  Perhaps the cornerstone is that MedEng used BrMy’s name in advertising for devices, and that enlists them in an agency relationship.  This is a somewhat weak position for BrMy, and suggests that in a high profile case a corporate defendant isn’t in the best possible posture????

--S/hs are in danger of personal liability for the debts of the corp is they use the corp for fraudulent purposes, or if they disregard the separateness themselves.  Limited liability can also be disregarded if the corp is under-capitalized
Walkovszky v Carlton (NY 1966) (p. 211)—If it is not fraudulent for the owner-operator of a given industry to take out only the minimum insurance, the enterprise doesn’t become illicit or fraudulent merely because it consists of many such corporations.  (P was injured when hit by a cab owned by D’s corporation.  D owned several small cab corporations.  P claimed D ran the corporations as one entity, but used multiple corporations to escape liability.)

-case stands for the position that if the C forms are strictly followed so that the players themselves treat the C as having a separate identity, there is almost no chance that the veil w/be pierced, unless the s/hs themselves are Cs engaged in the same line of business as the C being attempted to be pierced. 
The second doctrine idea found in these cases is the notion of enterprise liability, in which all of the assets in corporations, even more than one that are engaged in the same line of business and common ownership are available to satisfy the claims of the other corporations in the group.

Sea-Land Services, Inc v Pepper Source (7th Cir 1991) (p. 217)—Before a court pieces the corporate veil of a corporation, 2 tests must be met.  First, it must first be shown that (1) there is “unity of interest and ownership” such that a  corporation is so controlled by another entity so that the separate personalities no longer exist.  In determining test (1), cts look to 4 factors: (a) failure to maintain adequate corporate records or comply with corporate formalities, (b) commingling of funds or assets, (c) undercapitalization, and (d) one entity treating the assets of the corporation as its own.  If this test is met, the challenger must show that (2) honoring the separate corporate existence would sanction fraud or promote injustice.  An unsatisfied judgment does NOT meet test (2).  (P was able to show that D had failed the “unity of interest and ownership” test, but did not allege any fraud or injustice.)

The most important factor is the commingling of assets.

So thoroughly broken down the separation that it was a pure alter ego. In some states, this by itself is enough but is not the predominate view.

Kinney Shoe Corp v Polan (4th Cir 1991) (p. 223)—A 2 prong test may be used in determining when to piece a corporate veil: (1) is the unity of interest and ownership such that the separate personalities of the corp and the individual no longer exist; and (2) would an equitable result occur if the acts are treated a those of the corporation alone.  “Grossly inadequate capitalization combined with disregard of corporate formalities, causing basic unfairness, are sufficient to pierce the corporate veil.”  A 3rd prong is optional: When if would be reasonable for a party to conduct an investigation of the credit of a corp prior to entering a contract such party can be charged with the knowledge that a reasonable credit investigation would disclose.  If such an investigation would disclose gross undercapitalization, such party will be deemed to have assumed such risk.  (D formed a separate corp solely to enter into a sub-lease with P, and then put all other assets in another corp, so he could break the sub-lease and P would have no assets available in a suit.)

Hence can immunize yourself from a disregard by abiding to the formalities and generally this is enough but where the formalities are ignored, become vulnerable. If you do ignore formalities, but add capital, more likely to get off. If adhere to formalities, then will get off. The fact that no capitalization, says prof, should cut in Polan’s favor since it makes Kinney look even worse for not running credit check, etc. 

Perpetual Real Estate Services, Inc v Michaelson Properties, Inc (4th Cir 1992) (p. 226)—To disregard the corporate entity, P must first (1) show that the entity was the alter ego or dummy of D.  This may be established by showing that D exercised “undue domination and control” over the corp.  If (1) is met, P must show that the corp was a device used to disguise wrongs, obscure fraud, or conceal crime.  Courts are extraordinarily reluctant to life the corporate veil in contract cases.  (P had shown that D’s corporate formalities weren’t met, but could not show any disguise of wrongs.)

In re Silicone Gel Breast Implants Products Liability Litigation (AL 1995) (p. 230)—Potential for abuse of the corporate form is greatest when the corp is owned by a single s/h.  “It would be inequitable and unjust to allow D to avoid liability to those induced to believe D was vouching for the product.  By allowing its name to be place on the products, D held itself out as supporting the product.  Having engaged in this type of marketing, it cannot now deny its potential liability. (D had purchased a supplier of breast implants (MEC).  In acquiring other suppliers in MEC’s name, D paid out of D’s accounts.  Officers of D made up the majority of MEC’s board.  Interest earned on MEC’s money went into D’s account, etc, etc.  D’s logo were on MEC’s products [because D had a better reputation].)

court leans toward disregarding the separate corporate subsidiary in part because it is a tort setting. The liabilities were all within the corporate environment anyway. 

Frigidaire Sale Corp v Union Properties, Inc (WA 1977) (p. 238)—Limited partners do not incur general liability for the limited partnership’s obligations simply because they are officers, directors, or shareholders of the corporate general partner.  (P argued that because the limited partners controlled the day-to-day operations of the corporate general partner, they should be held liable any debts.)

-important to note that with LLPs, unlike Corps, limited partners lose their limited liability if they become actively involved in the control of the LLP.  BUT, the LLP's GP can be a corp and then the limited partners can be officers in the GP and through the Corp-GP can affect control over the business.

-important setup for tax purposes, b/c the LLP is taxed as a flow thru entity even though for practical purposes it works like a regular Corp

D.
Corporate Powers

if you're doing business with a really old company, it's not inconceivable that its charter could have a specific purpose (however, most courts w/probably bend over backwards to avoid invoking the ultra vires doctrine).

-Gen Rule is that a C must act in the C's interest.  This interest is usually equated with the econ interests of the C's s/hs.  Problem is that econ interest of s/h is not clearly defined, even if defined as maximization of s/h wealth.  These decisions are usually reviewed under the Business Judgment Rule

A.P. Smith Mfg Co v Barlow (NJ 1953) (p. 280)—Corporate charitable gifts are acceptable provided they are not given to insiders’ pet charities, are reasonable in amount, and are made in the reasonable belief that they will aid the public welfare and advance the interests of the Corp. (S/hs challenged the Corp’s gift to Princeton.)

When A is the sole s/h of Corp, A is better off by having the Corp make a charitable contribution rather than A paying it out of his personal accounts.

Dodge v Ford Motor Co (MI 1919) (p. 286)—A business corporation is organized and carried on primarily for the profit of the s/hs.  The discretion of the directors is to be exercised in the choice of means to attain that end, and does not extend to a change in that end itself, to the reduction of profits, or to the nondistribution of profits among s/hs in order to devote them to other purposes.  (Majority s/h had announced that divs would no longer be paid out so that the corp could direct energy to helping the community.  Minority s/hs sued.)

-Ford ruined his case by declaring that he wasn't running the corp for the benefit of the s/hs. At this point the business judgment rule doesn't come into play b/c it runs under the assumption that the officers are running the business for the purpose of increasing s/h wealth.  when Ford said he wasn't doing this, the business judgment rule can't be applied.

--ct says that if the expansion plans are redundant then they are additionally benefiting Ford as the majority s/h at the expense of the other s/hs along the lines of the corp donation principle.

---if the earnings that are redundant are not used to pay to s/hs (which would affect all s/hs equally) but are used to fund the majority s/h's interests, then the maj s/h gets an additional benefit that isn't available to the other s/hs (unless they happen to directly correspond to the maj s/h's interests.  Thus the ct's decision is sensible (if not correct)

---this case shows the general rule that actions of the Corp must affect each s/h equally (basically a proto-rule, thus cts usually don't even both to state it as a legal principle).. (ex: can't payout divs to one s/h but not another).  Thus ford's use of the corp assets were producing a disproportionate benefit to Ford.  Assets can't be used for the benefit of a maj s/h to the detriment of a minority s/h. 
Important to note the lack of power held by a minority s/h of a closely held C.

-while a maj s/h can require C to hire him, the min s/h can't

-there are also more subtle ways

--cushy office, corp perks not available the min s/h b/c he's not an employee

-min s/h can fight back via demands for accting, etc, but unless the maj s/h creates an explicit record of abuse, it's a difficult case to win

-b/c it's such a frustrating position to be in, some min s/hs purposely become a pain to the maj s/h in order to get bought out.

Shlensky v Wrigley (IL 1968) (p. 291)—Director’s decisions enjoy the benefit of a presumption that they were formed in good faith and were designed to promote the best interest of the corporation.  Courts shall accept such decisions as final unless it can be shown that such decisions were tainted with fraud or some other dereliction of duty by the directors (BJR). (P, a s/h, sued a baseball corp because P felt its decision not to install lights was not in the best interest of profit maximization.)

Theordora Holding Corp v Henderson (DE 1969) (p. S9)—The test for the validity of a corporate give is reasonableness as to amount and purpose.  (Minority s/h contested a corporate gift given to a foundation controlled by the corporation’s controlling s/h.)

Henderson charity is a clear example of a pet charity; in fact, the complaining s/h was actually trying to get the corp to give a donation to HER pet charity.

Union Pacific Railroad Co v Trustees, Inc (UT 1958) (p. S14)—The implied powers of a corporation include authority to made contributions of reasonable amounts to selected charitable, scientific, religious or educational institutions, if they appear reasonably designed to assure a present or foreseeable future benefit to the corp.  (S/hs challenged a corporate gift to a foundation.)

III.
The Financial Structure of Corporations
Remember the question: who has to look out for whose interest?  
the interests of bondholders and s/hs can conflict (even when the C's interest is neutral).  B/c of this, bond lenders place restrictions on the use of their loans via Ks. Often times, however, these Ks are too difficult to set up (oftentimes, the Cs don't have any assets that can be secured--the assets are too intangible).  In these cases, debt simply isn't available.  This is why you see very few internet companies issuing bonds.

-note that there are different sets of rights that managers owe to different parties.  Thus, managers first duty is to common s/hs then to preferred s/hs b/c there is less risk entailed.  The general rule is that the more risk, the more duty owed by management.

--note, however, that when some interest is put at an additional risk (ex: when a preferred stock divs are in arrears), control mechanisms kick in for such interests (thus, when preferred stock divs are in arrears, they are in such cases given voting rights that they ordinarily w/not get).

When a C is on the brink of insolvency, then control begins to shift towards bond holders.  Although there is no black-letter rules ordaining duty owed by managers to debt holders, there is some caselaw that holds that when Cs are on the brink of bankruptcy, then managers do owe some deference to debt holders(see Pathe??? case, but don't worry about this b/c it's a complicated subject we won't cover).


A.
Forms of Equity and Debt

In a capital structure, debt magnifies both the gains and the losses to equity owners as along a range of incomes of a given C.  This is known as "leverage".  In reality, it s/be called whiplash b/c a relatively small amt of debt greatly magnifies the effects on the income stream.

can't make an income stream any greater by virtue of a different cap structure

-however, as debt is added onto a cap structure, it does increase the volatility to any equity portion, so that the value of the stock goes up; however, this is b/c there is more risk involved

-this is known as the Modigliani-Miller principle: the cap structure of a C doesn't affect the underlying value of the C; outside parties can recreate any type of cap structure; this is essentially what the derivative market is (this is a corollary to the Modigliani Miller theory).

--given this point, why do C's use so many flavors of equity and debt if the same effects can be achieved thru private K'ing among investors?

---transactional efficiency--easier for many investors to simply use an "off the rack" vehicle

-Counter: derivative market offers the same efficiencies

----More real reason:  Tax consequences: debt and equity have significantly different treatments under the tax code

-debt offers the possibility of removing part of the C's earnings from corp taxation level b/c interest payments are deductible from the corp level income

Junk bonds have the maximum equity characteristics while still being categorized as equity b/c the control factor of the bond holders reaches the levels traditionally held by s/hs.  Nevertheless, they are treated as debt for tax purposes.

Debt and equity represent a distribution of risk and return among investors.  What about the case where the debt and the stock is own by the same person (known as proportionally held debt)?  What would be the point of such a structure?

-in a tax-free transaction free world, it would make no difference how the ownership interests were divided as betw debt and equity

-Proportionally held debt (debt held in the same proportion as stock held) doesn't have the attributes of debt held by debt only holders

MBCA§6.01—(a) the AOI must prescribe the classes, number, rights, and limitations of authorized shares.

(b) The AOI must authorize one or more classes of shares that (1) have unlimited voting rights, and (2) together are entitled to receive the net assets of the corp on dissolution.

(c) The AOI may authorize shares that (1) have limited or no right to vote; (2) are redeemable or convertible; (3) are entitled to distributions; and (4) have preference over other classes of shares.

(d) the options in (c) aren’t exhaustive.

MBCA§6.02—(a) If the AOI provides, the BOD may determine the options available in §6.01

(b) each share class must have a designation

(c) shares within a series must have the same rights and liabilities

(d) before issuing shares under §6.02, the corp must issue an amendment to the Secretary of State, setting forth the: (1) name of the corp; (2) text of the amendment; (3) date it was adopted; and (4) statement that it was duly adopted by the BOD.

MBCA§6.03—(a) A corp may issue the number of shares authorized by its AOI.  Shares that are issued are outstanding until redeemed, converted, or canceled.

(b) The redeeming, conversion, or cancellation of shares is subject to (c) and §6.40

(c) If shares are outstanding, at least one class must have voting rights and/or residual rights

MBCA§6.20—(a) A subscription for shares entered into before incorporation is irrevocable for 6 months unless the subscription K allows otherwise

(b) BOD may determine the payment terms of subscription for shares entered into before incorporation, unless the subscription K specifies them.  A call for payment must be uniform, unless the subscription K allows otherwise

(c) Shares issued pursuant to subscriptions entered into before incorporation are paid and nonassessable when the corp receives their consideration

(d) If a subscriber defaults on a pre-incorporation subscription K, the corp may collect as with any debt or rescind  the K and sell the shares (if the debt remains unpaid for more than 20 days after written demand is sent, or the subscription K provides otherwise) 

(e) A subscription K entered into after incorporation is a K subject to §6.21

MBCA§6.21—(a) Powers granted here to the BOD must be reserved to the s/hs by the AOI

(b) BOD may take any form of consideration for shares

(c) BOD must determine that consideration is adequate before issuing shares

(d) When the corp receives the consideration, the shares issued are fully paid and nonassessable

(e) Corp may place shares in an escrow account if they are for future services or paymen
--preferred stock has many features of debt, but is different in that while the claims of preferred stock are fixed, they don't have the same power as debt claims to force the payments as debt holders do.  Preferred stock only can get div payments if the C has earnings and if the C decides to declare divs; it has no power to force divs (unless divs are paid out to common s/hs).  Note that in a situation where common s/hs don't necessarily want divs, there is little additional pressure on Cs to pay out divs.  Debt holders get paid regardless of business environment.

-Preferred stock is almost always cumulative (which means that if there is no div payout in a given year, the preferred s/hs have a right to any future divs paid out before any common s/h gets a div.  In a liquidation, the preferred s/hs also have a right to any unpaid divs/) which gives it some additional leverage than it otherwise w/have.

-often, when there is a large number of accumulation of preferred divs, common s/hs require some concession; if not, they will not vote for a div payout (remember that typically only common, not preferred s/hs vote)

Income debenture--interest is paid only from income; thus a borrower who makes no income doesn't have to pay interest on the debt (thus makes it closer to stock [especially preferred stock] except that the interest must be paid if there is income)

Important to note that while the various forms of equity and debt fall along a general unbroken spectrum, there is a sharp distinction as to how debt vs equity are treated under the law.

-s/hs are owners of the C and have control thru their voting rights; thus officers are the constituents of the s/hs, so that officers stand in a fiduciary relationship to s/hs.  

-Lenders stand at arms' length from the C, regardless as to any equity like attributes the debt may have.  The officers have no fiduciary relationship to such lenders, and can even (w/o fraud) manage the C to the disadvantage of the debt holders.

Taylor v Standard Gas & Electric Co (Sct 1939) (p. S18) / In re Deep Rock Oil Corp (10th Cir 1940) (p. 29) (same case)—Debt claims of a parent corp on its subsidiary may be subordinated in favor of outside creditors and preferred stockholders if equity so requires. (Parent Corp had managed the wholly-owned sub so that it amassed a large amount of debt, including debt of the parent; in remand, Parent argued that its claims should be at least equal with those of the preferred s/hs.  The ct disagreed.) 

other reason for proportionately held debt is in order to gain a place in line in the case of bankruptcy: a single s/h or small group of s/hs might use their own $$$ as debt is in order get ahead of 3rd party debt holders b/c as only s/hs their interests are usually last in line.  B/c such debt is really debt in form only, there are restrictions on s/hs using debt in order to gain a position better than their 3rd party lenders (for bankruptcy purposes).

--a case that epitomizes this is the Deep Rock case

--this case shows the precarious position of preferred stockholders ("owning preferred stock is like inviting the world to mug you")

-test used in Deep Rock is whether the debt in question is similar to debt that a 3rd party w/hold; thus it is similar to tax inquiries, although in tax the focus is on the financial aspects of the debt while in bankruptcy cases the focus is on the formalities of the debt relationship (i.e., did the parties treat the debt like debt).  In this respect, cts refer to the tests used for piercing the corp veil.  Thus, if the parties didn't treat the debt as debt, neither will the courts.

Fett Roofing and Sheet Metal Co, Inc v Moore (Dis 1977) (p. S33)—When a fiduciary claims to be a creditor of its debtor corp, the claim will be subjected to “rigorous scrutiny” and the burden will be on the fiduciary to prove not only the good faith of the claim but also its inherent fairness from the viewpoint of the corp and those others interested in the assets.  The ct should disregard the form of the transaction and determine its substance.  To hold such “debt” claims to actually be contributions to capital (and thus subordinated to outside creditors), it is not necessary that fraud, deceit or breach of trust be shown.  (P, the sole s/h, “loaned” his corp money whenever it become short of cash.)

Debt and equity represent a distribution of risk and return among investors.  What about the case where the debt and the stock is own by the same person (known as proportionally held debt)?  What would be the point of such a structure?

-in a tax-free transaction free world, it would make no difference how the ownership interests were divided as betw debt and equity

-Proportionally held debt (debt held in the same proportion as stock held) doesn't have the attributes of debt held by debt only holders

-since this is the case, why do such s/hs ever hold debt at all?  2 reasons:

1) taxation--interest paid out to a lender escapes corp level taxation; thus debt in the cap structure creates a quasi-one level tax regime for portions of the income by evading the corp tax

-question: why doesn't s/h set up large amts of debt to virtually entirely avoid corp tax?

-risks are high when income is low b/c lenders grow concerned about the missing of interest payments, but that doesn't matter if the only debt holder is also the sole s/h

--real reason: tax system restrains the use of debt proportionately in a cap structure.  Although it isn't prohibited altogether, A can't stretch debt so that his equity ownership is merely diminimus.

While s/hs can own debt in proportion to their equity ownership, it can be treated as debt for tax purposes if the terms of the debt are the same as w/be in place as if a 3rd party had lent C the funds.  One of the factors that must be in place is that C must have some equity in its cap structure (b/c in a 3rd party setting, no lender would lend to a C that had only debt in its cap structure).  In addition, other s/hs must treat all debt as they would if they were not insiders.

-Fett lost b/c his own attempts were transparent; he tried to place the debt so they w/not prevent the C from getting additional debt but w/still provide the benefits of debt financing

-smoking gun: Fett backdated his transactions

-question: why didn't the C borrow directly from the banks (instead of Fett borrowing and then lending to the C)?  B/c he c/not get any bank to lend to such a thinnly capitalized entity w/o personal guarantees from Fett; however, Fett w/have been better off only personally guaranteeing C's loans b/c he w/not have gotten into the problem of proportionate ownership.  Problem was if C had borrowed from the banks, the loans w/have been on the books and w/have scared off any other 3rd party lenders

K&C Notes:

· promissory notes and Ks for future services often constitute invalid consideration for stocks (MBCA§6.21 takes a different approach
· Treasury Shares—shares that were at one time issued but were reacquired by the corp

· Bonds—debt instruments normally with a term of 5 yrs or more, secured by a mortgage on some property

· Debenture—debt instruments normally with a term of 5 yrs or more, usually unsecured

· Notes—debt instruments with a term of less than 5yrs 

· Face or Par Value—amount that must be paid on maturity

· Coupon Rate—total annual interest payment, when expressed as a % of the face amount

· Private Placement—borrowing from a single or small number of lenders; usually allow a greater ability to negotiate changes in the obligation when circumstances change

· Covenants—agreements or obligations of the issuer, usually contained in the indenture
· Restriction on Div Payments—under state corporate law, divs are often not permitted where they would render the corp insolvent (and other extreme situations)

· Zero Coupon Bonds—bonds that provide for no current interest payment and are sold at a discount


B.
Contributions, Dividends, and other Distributions

-in an abstract frictionless environment, the div policy of a C doesn't affect C's valuation (another strand of the Modilari-Miller pricinciple)

--even if a C doesn't pay out its divs, the value of the shares will reflect the unpaid divs that s/hs of a C that had paid out will have in their own hands.

-understand that this analysis assumes liquid markets

-In the real world, div policy matters a lot.  

--First, and most importantly, is taxation. There is less taxation if divs are retained by the C.  Thus it w/appear that most investors w/prefer not to get div payouts; in many cases this is true (which is why some Cs, like Microsoft, as never paid out divs).  Some of these companies have a stock buyback policy in order to keep their stock market liquid.

Corps can distribute e&p even if it has good prospects for investment

In determining the value of corp assets, the div policy is irrelevant (a specific instance of the MM priciple)

-whether a C spends its e&p on investments or pays them out and borrows to invest, it merely alters the corp structure BUT remember that w/taxation, these relations change

MBCA§6.40—(a) the BOD may authorize distributions to s/hs, subject to the AOI and (c) below

(b) unless otherwise fixed, the record date is the date the BOD authorizes the distribution

(c) No distribution may be made if after it: (1) the corp couldn’t pay its debts, or (2) the corp’s total assets would be less than its liabilities plus (unless permitted by its AOI) the amount needed to satisfy any preferential rights in distribution

MBCA §6.40(c)--no distributions if corp doesn't make debt payments or if the payment would bring corp's assets below its liabilities
(d) the BOD can base their decision that (c) isn’t impacted on any reasonable method

(e) except as provided in (g), the effect of a distribution under (c) is measured: 

(1) for purchases, redemptions, and acquisitions, as of the earlier of (i) the date money or property is transferred or debt incurred by the corp, or (ii) the date the s/h ceases to be a s/h as to the acquired shares; 

(2) for any other debt payment, as os the date paid;

(3) in all other cases, as of (i) the date the distribution is authorized if the payment occurs within 120 days after such date, or (ii) the date payment is made if it occurs more than 120 days after the authorization date.

(f) a corp’s debt to a s/h under §6.40 is the same as to its general, unsecured creditors unless subordinated by K

(g) debts are not a liability for (c) if it provides that it is paid only if distributions under this section are paid.  If debts are issued as a distribution????, then each payment is a distribution, measured on the date paid.

B/c the valuation of s/h depends on s/hs' confidence of management, another use of div policy is to bolster investor confidence in relation to the future income stream from the shares

-there is some indication that investors value a dollar of distributed e&p more than a dollar of retained earnings (all else being equal)

--this isn't immediately intuitive b/c of taxes (the tax on divs w/seem to imply the reverse s/be true)

-div distributions by publicly traded Cs are used to signal management's confidence in the C and its attitude towards s/hs ("Signaling theory of divs") there is a signal from div payouts that there is less chance the management will use the e&p for interests not in line w/s/hs

-as long as the C has the e&p within its control, there is a greater chance of mismanagement (although bad management s/be reflected in the share price)

officers and especially directors have large liabilities for any divs improperly paid out

--directors can be held liable for divs paid out in excess of legal cap (this liability can't be eliminated)

---this bolsters the signal theory b/c false theories carry large potential costs 
K&C Notes:

· Most states hold that dividends may not be paid if they will render the firm insolvent; they also hold that divs may not exceed the corp’s Earned Surplus (sum of all prior earnings minus earlier divs), although may states allow divs to be paid out of a corps Capital Surplus (amount paid to the corp for issuance of its stock in excess of each share’s “par value”)

· Preemptive Right:  right of a s/h to buy the same portion of any new issue as they hold of the existing block

IV.
Corporate Operations

Power of individuals within a C depends in as much on the express provisions of the C as it does how outsiders perceive the power to lie.

the way the law decides which actions of different insider parties bind the C turn on whether the actions are normal transactions within a trade or business as opposed to actions that are extraordinary

B/c its impractical for all directors to be engaged in all of their observation duties, BODs are broken down into smaller committees.  The most common committee is an exec committee.  In theory a committee only has the power to report to the larger board, but when they are made up of officers who are only going to put into place the committee's decisions, the committees (especially as to day to day issues) function as proxy-BODs.  

Some closely held Cs take advantage of many states' C stats (as in DE, §341-346) that allow such Cs to dispense with the BOD structure.  Requirements include:

-30 or fewer s/hs

-can't be publicly traded to contemplate a public offering 

--similar to requirements for an S Corp (which is taxed as a flow-thru entity, like a partnership) under the tax laws

--instead of being governed by the BOD, such Cs can be governed directly by s/hs or thru s/hs Ks (which are very similar to partnership Ks)

-functionally, a DE closely held C operates like a partnership, except that it isn't constrained by regs limiting limited partners' roles in the entity

-there is no similar section in the MBCA, but §7.32 allows s/hs by agreement can by-pass BOD structure and set it up in virtually any way they choose; the MBCA doesn't limit this to closely held Cs, but does limit to non-publicly held Cs (which is basically the same thing)

Often the contests over the exercise of power betw various groups arise during a time of crisis or difficulty for the C, or the C is emerging from a difficult time and prospects look extremely good (See Campbell v Loew's and Auer v Dressel)


A.
Actions by Officers, Directors, and Shareholders
MBCA§8.40—(a) A corp has the officers described in its bylaws or appointed by its BOD

(b) An officer may appoint other officers if authorized to do so by the BOD or the bylaws

(c) The bylaws or BOD s/delegate one officer to take notes at meetings and authenticating records

(d) one individual can hold more than 1 office

Lee v Jenkins Brothers (2nd Cir 1959) (p. S38)—General rule is that President/CEO only has authority to bind his corp by acts arising in the usual and regular course of business but not for Ks of an “extraordinary” nature.  “Extraordinary” acts are those such that they would be so important to the welfare of the corp that outsiders would naturally suppose that only the BOD could properly handle them. (P alleged that president of Corp had offered him pension benefits he never received.  Only evidence was P’s testimony b/c offer was only oral.)

-important to note as well that the Pres was also the primary s/h and Chairman of the Board; thus an offer by him potentially carries more weight than if he were only a Pres.  This shows us that what constitutes "ordinary" vs "extraordinary" depends, at least in part, on the subjective expectations of the offeree.

a touchstone for distinguishing betw ord vs extraord acts: a transaction by a C that has a significant effect on the cap structure, whether it be in fin leverage form (loan) or in the form of operating leverage (long term employment K), that type of transaction w/be considered extraord that w/require action by the BOD

Auer v Dressel (NY 1954) (p. S44)—S/hs have the right to express themselves and put directors on notice of their desires before the next BOD election.  The s/hs who are empowered to elect directors have the inherent power to remove them for cause.  (S/hs brought suit against a corp’s president when he refused to hold a requested s/h meeting claiming that the reasons for the meeting were invalid.)

Campbell v Loew’s (DE 1957) (p. S48)—S/hs have an inherent power to remove directors for cause.  Cause is not shown by lack of cooperation or desire to take control, but can be shown by charges of harassment and obstructive behavior.  In removing the directors, fair processes must be observed.  (Two factions within a corp were fighting over control.)  

-note that is you want s/hs to be able to remove and replace directors mid-term, you should not make it a power to remove only for cause b/c if not then it becomes a quasi-trial as in Auer and Loews 
--one cautionary note: if you think that s/hs may be inclined to remove directors at special meetings, don't rely on the "inherent power" of s/hs arg; better idea is just to provide in advance that there is no "cause" requirement


B.
Officers’ and Directors’ Duty of Care

Kamin v American Express Co (NY 1976) (p. 298)—“Courts will not interfere with a BOD’s discretion unless the directors have acted in bad faith for a dishonest purpose.  That they may be mistaken, that other courses of action might have differing consequences, or that their action might benefit some s/hs more than others presents no basis for the superimposition of judicial judgment, so long as it appears that the directors have been acting in good faith.”  [Business Judgment Rule]  (S/hs sued claiming the BOD’s div in kind was a waste of corp assets b/c it could have been put to a better use.)

Another issue to note in the Kamin case is that the s/hs also argued that there was a conflict of interest in that some of the directors were also officers whose salaries were tied to the reported, not real, earnings of the C

-ct dismisses this arg b/c these directors weren't a majority of the BOD and says there isn't a significant enough connection betw the alleged conflict (Isenbergh thinks the ct was being at best naive)

Clearly the Business Judgment Rule is advantageous for corp management; but that doesn't necessarily mean that the rule is bad for s/hs (that implication is made in Kemin)

-in most cases the rule favors s/hs b/c it lets the managers act in the s/hs best interests w/o worrying about being held liable for their acts; thus it allows them to take risks that could benefit s/hs they might not take w/o the rule

-Kemin does suggest that sometimes the business judgment doesn't work to the best interests of the s/hs, but in fact insulates managers, but this is only one possible outcome on the spectrum, and can only be reached if management follows a thorough course of corp formalities

Joy v North (2nd Cir 1982) (p. 301)—

· “The business judgment rule extends only as far as the reasons which justify its existence.  It does not apply in cases in which the corporate decision lacks a business purpose, is tainted by a conflict of interest, is so egregious as to amount to a no-win decision, or results from an obvious and prolonged failure to exercises oversight or supervision.”  

· In most derivative actions, if demand is refused, the directors’ decision will be conclusive unless bad faith is proven.  In derivative actions where there is a conflict of interest, no demand need be made and s/hs can proceed directly.

· “The wide discretion afforded directors under the business judgment rule does not apply when a special litigation committee recommends dismissal of a suit.”

(S/hs brought suit against certain inside directors; the BOD formed a special litigation committee composed of the remaining outside directors.)

-important to remember that the business judgment rule almost only comes up when things have gone bad for the corp so that the corp has been harmed

-unlike in Kamin, this was also a bad process in that the board didn't follow all of the required procedures

-manager in Joy loses b/c the actors weren't fully informed; this isn't enough in of itself, but it weakens the managers' acts.  In addition, the risks assumed by the directors in the case were truly awful.  

Francis v United Jersey Bank (NJ 1981) (p. 310)—

· “A director should acquire at least a rudimentary understanding of the business of the corp.”  

· “Directors are under a continuing obligation to keep informed about the activities of the corp.  Directors may not shut their eyes to corporate misconduct and then claim they because they did not see the misconduct, they did not have a duty to look.”
· “Directorial management doesn’t require a detailed inspection of day-to-day activities, but rather a general monitoring of corporate affairs and policies.  While directors are not required to audit corporate books, they should maintain familiarity with the financial status of the corporation by a regular review of financial statements.”  Generally, directors are immune from liability if, in good faith, they rely on reports from counsel, accountants, or officers.
· “The relationship of a corporate director to the corp and its s/hs is that of a fiduciary.”
(A director took no steps to become involved in the affairs of her company; during this time, her sons, who were officers, used the corp’s funds for their own personal purposes.)

Smith v Van Gorkom (DE 1985) (p. 316)—

· “Gross negligence is the proper standard for determining whether a business judgment reached by a BOD was an informed one.”
· “A substantial premium may provide one reason to recommend a merger, but in the absence of other sound valuation information, the fact of a premium alone does not provide an adequate basis upon which to assess.”
· A BOD breaches its fiduciary duty to its s/hs by failing to inform itself of all information reasonably available and relevant to their decision to recommend a merger.
(CEO acting by himself came up with a sale price for his company, using little data (although it was higher than the market price) and offered it to a buyer.  He then hastily presented it to the BOD who approved it without reading the merger K.  Senior management had opposed the deal.)

-involves the business judgment rule, but its important for other issues as well:

--shift of corp control, and the obligations of the s/hs and the officers in the case of such shift

Another view of the case was advanced arguing that the ct was simply trying to set the various landmarks for C insiders who sell a business; it wasn't trying to do anything as far reaching as has been inferred.  Rather they were trying to define the process insiders must go through in order to sell a C, and Van Gorkom just happened to be the sacrificial lamb b/c there was a lot of haste done in the sale process.

--thus what the DE ct was trying to say w/the opinion was if you want protection by way of the business judgment rule, you must be diligent to the process of decision so that there is an appearance of objectivity and informed decision-making.  One thing that supports this view is that the opinion notes that Van Gorkum never got a fairness opinion from a bank.  This is likely b/c of the sophistication of the BOD meetings; nevertheless, this is why the case was remanded.

--thus the DE ct was saying that a C c/protect itself by getting a fairness opinion from an i-bank.

In re Caremark International Inc Derivative Litigation (DE 1996) (p. 338)—
· “Director liability for a breach of the duty to exercise appropriate attention may arise in 2 distinct contexts: (1) from a BOD decision that results in a loss because that decision was ill advised or ‘negligent;’ and (2) from an unconsidered failure of the BOD to act in circumstances in which due attention would have prevented the loss.”  Context (1) cases will typically be subject to the business judgment rule if the decision was made in good faith or otherwise rational.

· “Compliance with a director’s duty of care can never be determined by reference to the content of the decision, apart from consideration of the good faith or rationality of  the prociess employed.”  So long as the court determines that the process employed was either rational or employed in a good faith effort to advance corporate interests, it is irrelevant whether the court finds the decision itself substantially wrong or irrational.

· Where a director in fact exercises a good faith effort to be informed and to exercise appropriate judgment, he or she should be deemed to satisfy fully the duty of attention.

· “Absent grounds to suspect deception, neither BODs nor senior officers can be charged with wrongdoing simply for assuming the integrity of employees and the honesty of their dealings on the corp’s behalf.”

· “A director’s obligation includes a duty to attempt in good faith to assure that a corporate information and reporting sysetme, which the board concludes is adequate, exists, and that failure to do so under some circumstance may render a director liable for losses caused by non-compliance with applicable legal standards.”

· “Where a claim of directorial liability for corporate loss is predicated upon ignorance of liability creating activities, only a sustained or systematic failure of the BOD to exercise oversight—such as an utter failure to attempt to assure a reasonable information and reporting system exists—will establish the lack of good faith that is a necessary condition to liability.  Such a standard is high.

(A derivative suit alleged that the BOD had breached its duty to appropriately monitor and supervise operations after its employees were found to have violated federal and state regulations.)

K&C Notes:
· Under DE law, liability is imposed on officers and directors only for gross negligence, and the law accords them the presumption that they acted honestly and in good faith.

· Even when directors breach their duty of care, they can escape liability by proving the “entire fairness of the transaction they approved.  To prove “entire fairness,” defendants must prove (1) fair price, and (2) fair dealing (from Cinerama, Inc. v Technicolor, Inc).


C.
Officers’ and Directors’ Duty of Loyalty

Bayer v Beran (NY 1944) (p. 351)—The business judgment rule yields to the rule of undivided loyalty.  Where any contracts or engagements with the corp are challenged, the burden is on the director not only to prove the good faith of the transaction but also to show its inherent fairness from the viewpoint of the corp and those interested.  (Corp hired director’s wife, a professional signer, to sing on the corp’s commercial.)

-- complaint was that the Pres had used the advertising to benefit his wife's signing career; where insiders benefit, the business judgment rule is inapplicable and the burden falls on the managers to show that the transaction was intrinsically fair to the C; manager must show that the transaction c/have been entered into via an arm's length transaction (thus it is a mirror image of the business image rule by shifting the presumption--this frames the duty of loyalty)

Lewis v S.L. & E., Inc (2d Cir 1980) (p. 356)—A contract between a corp and an entity in which its directors are interested may be set aside unless the proponent of the contract shall establish affirmatively that the contract was fair and reasonable to the corp. (Minority s/hs of sub charged that parent caused sub to undercharge parent.)

--case shows us the potential vulnerability of minority s/hs

--there often forms a relationship of mutual oppression betw majority and minority s/hs

Broz v Cellular Information Systems, Inc (DE 1996) (p. 361)—Corporate Opportunity Doctrine: A corporate fiduciary agrees to place the interests of the corp before his or her own in appropriate circumstances.  If there is presented to a corporate fiduciary a business opportunity which the corp is financially able to undertake, is in the line of the corp’s business, is one in which the corp has an interest or reasonable expectancy, and by embracing the opportunity, the self-interest of the fiduciary will be brought into conflict with that of the corp, the law will not permit him to seize the opportunity for himself.  Presenting the opportunity to the BOD creates a “safe harbor” for the fiduciary.  (President and sole s/h of corp1 bought asset that s/hs of corp2, of which he was also a director, said should have been offered to corp2.  Ct eventually found that corp2 was given ample opportunity but didn’t have cash to buy the asset.)

-in close cases, there is a presumption in favor of the corp (which benefits the corp's s/hs); the presumption can be overcome, however; one way is to provide full disclosure to the corp and give the corp the first chance at the opportunity (this is usually enough to overcome the presumption for the corp).  Another way to overcome the presumption is show that the opportunity was not offered to the insider b/c of his status as an insider with the corp at question

Energy Resources Corp, Inc v Porter (MA 1982) (p. 366)—Before a person invokes refusal to deal as a reason for diverting a corporate opportunity he must unambiguously disclose that refusal to the corp to which he owes a duty, together with a fair statement of the reasons for that refusal. (VP and chief scientist of corp began work with a former colleagues at University and his corp on a joint project.  His colleagues suggested he quit his corp and form his own corp.  Scientist never informed his corp of the plan.) 

Sinclair Oil Corp v Levien (DE 1971) (p. 372)—When the situation involves a parent and a sub, with the parent controlling the transaction and fixing the terms, the test of intrinsic fairness, with its resulting shifting of the burden of proof, is applied.  A parent owes a fiduciary duty to its sub, but the test of intrinsic fairness is only applied when there is evidence of self-dealing.  Self-dealing occurs when the parent, by virtue of its domination of the sub, causes the sub to act in such a way that the parent receives something from the sub to the exclusion of, and detriment to, the minority s/hs of the sub.  (Parent refused to cause its sub to enforce a K between them.)

--shows potential weapons available to a minority s/h (likely that Sinclair viewed SinVen and SI as both wholly owned; thus it wasn't purposely trying to screw Levien, it just got sloppy)

Zahn v Transamerica Corp (3d Cir 1947) (p. 376)—A majority s/h has a right to control a corp, but when it does so, it occupies a fiduciary relation toward minority s/hs, as much so as the corp itself or its officers and directors.  (Minority s/h of sub sued parent alleging that that parent caused sub to redeem its stock instead of letting it participate in a liquidation, from which they would have received more money.)

-normally insiders have no fiduciary duty to debt holders; similarly b/c preferred s/hs have well defined rights (div preferences, liquidation priorities, etc), the obligations to preferred s/h are more satisfied by ensuring their distinct rights.  Often, insiders are not held to the goal of increasing the wealth of preferred s/hs.

Fliegler v Lawrence (DE 1976) (p. 382)—S/h ratification of an “interested transaction,” although less than unanimous, shifts the burden of proof to an objecting s/h to demonstrate that the terms are so unequal as to amount to a gift or waste of corporate assets, unless, the interested parties also control a majority of the votes of the s/hs.  (S/h argued BOD agreed to too high a price with another corp solely controlled by the directors.)

V.
Shareholder Litigation

A s/h derivative suit actually has 2 stages:

1) proceeding in equity to compel the corp to pursue the case against the alleged perpetrator.  In this action, the Corp is a defendant, if the action succeeds, the ct of equity will order the Corp to take its own action against the perpetrator.  This action then proceeds to: 

2) an action that c/be at law or equity.  Today, these actions are merged, but there are still two distinct parts.  Often if the corp isn't cooperative, the s/h carries out the second part of the action on behalf of the corp.

One of the favorite alternative to deriv suits that has come into favor for lawyers is s/h class actions under securities laws

-in 1995, the securities laws were amended to put up barriers to such class actions similar to the barriers put in place as to deriv suits 

--class rep must be the one most affected by the allegation

--limitation on lawyers' fees to a reasonable percentage of the award

--possible award of atty fees to defending corp if the class action is determined to be frivolous


A.
Shareholder Derivative Suits

--problem with the suits is that the litigation itself is principally driven by the lawyers who are interested in the litigation itself, not in the true interests of their clients, the s/hs, who are acting on behalf of the Corp.  Lawyers may be too amiable to a settlement that is too favorable to the wrongful insiders.  On the Corp side, there is a tendency to settle claims that have little to no merit at all.

--the case materials show us all the other judicial instruments that have been designed to curtail the problems associated w/s/h derivative suits.

---some are designed to create a higher threshold to filing the suits; others create additional scrutiny on the part of cts on settlements.

many states require s/hs to make "demand" on the corp to bring the case itself; some states, including DE and NY, require s/h to make "demand" unless demand w/be futile (known as "demand excused").  Specifics vary from state to state, but generally demand is found to be futile where the directors are themselves interested in the alleged wrongdoing.  In addition, many states hold that demand is excused when the action of the directors or officers, while not necessarily interested, was so neglectful as to not be protected by the business judgment rule.

-many states permit corps to shift the presumption if the corps appoint forming special committees to look into the litigation

-no matter which way it's cut, there is no way to align the interest of the complaining s/h with the corp's interests perfectly.

Cohen v Beneficial Industrial Loan Corp (Sct 1949) (p. 241)—A s/h who brings derivative suit assumes a position of a fiduciary.  He sues, not for himself alone, but as representative of a class.  (Ct held that state could require s/h to be liable for D’s legal fees if s/h loses.)

-NJ law required minority s/hs to put up a bond to cover the Corp's atty fees b/c that w/be required to paid over to the corp should the s/h lose (in many cases the bond law virtually shuts down s/h derivative suits)

Eisenberg v Flying Tiger Line, Inc (2d Cir 1971) (p. 245)—If the focus of a complaint is injury to the corp the suit is derivative, but if the injury is one to the P as a s/h and to him individually and not to the corp, the suit is individual in nature and may take the form of a representative class action.  (Ct held that s/h was not required to post bond, as required in s/h derivative suits, b/c his suit was a representative s/h class action.) 

-note that b/c of laws like the bond law, s/hs try to avoid having their cases being categorized as s/h derivative suits so they can avoid the protection measures applied to such suits

Grimes v Donald (DE 1996) (p. 250)—

· When a s/h demands that the BOD take action and demand is refused, the s/h may not thereafter assert that demand is excused with respect to other legal theories, although the s/h may have a remedy for wrongful refusal or may submit further demands.

· The distinction between direct and derivative claims depends upon the nature of the wrong alleged and the relief, if any, which could result if P were to prevail.  In a direct action, the s/h-P must allege more than an injury resulting from a wrong to the corp.  P must state an injury which is separate and distinct from that suffered by other s/hs or a wrong involving a contractual right of a s/h which exits independently of any right of the corp.

· If a claim belongs to the corp, it is the corp, acting through its BOD, which must make the decision whether or not to assert the claim.  A s/h filing a derivative suit must allege either that the BOD rejected his pre-suit demand or allege with particularity that demand would be futile.  Demand may be futile if (1) a majority of the BOD has a material financial or familial interest; (2) a majority of the BOD is incapable of acting independently for some other reason such as domination or control; or (3) the underlying transaction is not the product of a valid exercise of business judgment.

· If demand is made and rejected, the BOD rejecting the demand is entitled to the presumption of the business judgment rule unless the s/h can allege facts with particularity creating a reasonable doubt that the BOD is entitled to the benefit t of the presumption.  If there is doubt that the BOD acted independently pr with due care in responding to the demand, the s/h may have the basis to claim wrongful refusal.  The s/h then has the right to bring a suit with the same standing as if demand had been excused as futile.

· Once a s/h has made a demand, he has waived his right to contest the independence of the BOD.  The s/h cannot then bifurcate his theories relating to the same claim.

· Directors may not delegate duties which lie at the heart of the management of the corp.

(S/h alleged that the BOD had delegated its duties to an individual.)

Marx v Akers (NY 1996)—

· The purposes of the demand requirement are to (1) relieve cts from deciding matters of internal corporate governance by providing corporate directors with opportunity to correct alleged abuses, (2) provide corporate boards with reasonable protection from harassment by litigation on matters clearly within the discretion of directors, and (3) discourage “strike suits” commenced by s/hs for personal gain rather than for the benefit of the corp.  

· In permitting a s/h derivative action to proceed b/c a demand on the corp’s directors would be futile, the object is for the court to chart the course which the directors should have selected, if they had not been actuated by fraud or bad faith.
· In NY, demand would be futile if a complaint alleges with particularity that (1) a majority of the directors are interested in the transaction (director interest may either be self-interest in the transaction at issue, or a loss of independence because a director with no direct interest is controlled by a self-interested director), or (2) the directors failed to inform themselves to a degree reasonably necessary about the transaction, or (3) the challenged transaction was so egregious on its face that it could not have been the product of sound business judgment by the directors.
· Directors are self-interested in a challenged transaction where they will receive a direct financial benefit from the transaction which is different from the benefit to the s/hs generally.  A director who votes to raise the director’s compensation is always “interested.”  A complaint challenging the excessiveness of director compensation must allege compensation rates excessive on their face or other facts which call into question (1) whether the compensation was fair to the corp when approved, (2) the good faith of the directors setting the rates, or (3) that the decision to set the compensation could not have been a product of valid business judgment.
(S/h brought a derivative suit against IBM, without first making demand, that the Corp had awarded excessive compensation to outside directors.) 

Auerbach v Bennett (NY 1979) (p. 265)—

· The business judgment rule doesn’t foreclose inquiry into the disinterested independence of BOD members chosen to make corp decisions on its behalf.  

· The business judgment rule applies where some directors are charged with wrongdoing, so long as the remaining directors make decisions are disinterested and independent.
(S/h brought suit after corp had issued to the SEC a report that admitted some corp officials, including directors, had been involved in paying bribes to govt officials in foreign countries.  Corp formed a special litigation committee formed of outside directors who recommended dropping the suit.)

Zapata Corp v Maldonado (DE 1981) (p. 270)—The interest taint of a board majority is not a per se legal bar to the delegation of the board’s power to an independent committee composed of disinterested directors.  However, such “disinterested” directors will be passing judgment on fellow directors who appointed them, the court should apply a 2-step test to determine independence:  (1) The ct should inquire into the independence and good faith of the committee and the bases supporting its conclusions.  The corp should have the burden of proving independence, good faith and a reasonable investigation.  (2) The ct should determine, applying its own independent business judgment, whether the motion should be granted.  (S/h brought suit w/o demand b/c directors had been named as defendants.) 

K&C Note:
· Recovery from a derivative action accrues to the corp, but the corp is required to pay the s/h-P’s legal expenses if the suit is successful.

· To chill frivolous actions, many states require P to post a “security for expenses” bond to cover D’s legal expenses if the action is unsuccessful.

· P’s standing is limited to s/hs who owned shares “contemporaneously” at the time of the wrong.
VI.
Organic Changes in Corporations

4 ways to join corps

1)formal (or statutory) merger

-high degree of formality

-requires high degree of cooperation of insiders of the acquired corp (almost impossible to have a hostile takeover in the form of a statutory merger)

-once they are adopted, they are fully binding on an acquiring corp, even if the s/h voted agst the merger

2) Asset Acquisition

-requires cooperation of acquiring corp's insiders, in some respects even more than w/a formal merger, b/c it is the insiders who decide to sell the assets (a stat merger c/be accomplished hostilely by getting enough stock to vote in a deferential BOD)

-universally binding on all parties (sometimes called coercive as to the target)

3) Stock Acquisition

-requires no actual action from the target or its insiders; it is fully driven by the target's s/hs

-ideal procedure for a hostile takeover

-harder w/stock acquisition to include the s/hs of the target (thus there is no coercive element that binds the s/hs as with the stat merger or asset acquisition); a stock acquisition can be impossible, for example, if the insiders are the majority s/hs and don't want the merger to go through

--even when the s/hs aren't hostile to the merger, it can be costly and sometimes impossible to acquire sufficient shares ("straggling minority")

---Ex: A is a 90% owner of X and C is a 10% owner of X; B is a 100% owner of Y. Even if B via Y acquires A's 90% stock of X, B still must deal with C.  This is a problem for the same issues we've seen with minority s/hs.  Most acquirers avoid acquiring only majority stakes.

4) Subsidiary Mergers (or Triangular Mergers)

-Target is acquired by sub corp that wants to acquire target

-Ex: B is sole s/h of P that has a sub, S; S acquires X from A, who is amenable w/the merger.  X merges into S (often created solely for the purpose facilitating the acquisition)

-standard consideration in this type of merger is stock of P (given to A)

-point is that X is to become a wholly control entity of P)

-avoids the problem of straggling s/hs in stock acquisitions

-when the target is merged into the sub of the parent, it is called a "forward subsidiary merger"

-the transaction can also be accomplished by merging the sub into the "target". P still gives stock to A. P's sub stock is converted into X stock.  Such a transaction is call a "reverse subsidiary merger".  This format allows all the rights and liabilities of X to remain untouched

-sub mergers are now the most common form of mergers, w/the reverse sub merger being the most commonly used

-sub merger requires the vote of only P who is the sole s/h of sub

-leaves the identity of the acquiring corp distinct from the acquired corp; thus no liabilities come into the acquiring corp, but it receives control of the acquired corp's assets

-allows for flexibility in management structure


A.
Mergers

-law is unclear whether X's liabilities transfer to Y in a asset sale, while in a stock merger the law is clear that in a stock sale the liabilities of the Target transfer to the acquiring corp.

Hypo: Xcorp is owned 40% by C and 60% by independent s/hs. Ycorp is owned by B and wants to acquire X. X's independent s/shs want to merge w/Y, but C resists. B/c C exerts so much influence over X, there can't be a friendly merger; however, the independents can sell their shares to Y, giving it 60% interest in X.  Y can then merge X with a sub of Y, forcing out C

-most common form of acquisition b (sometimes called a "squeeze out" merger)

Hypo: A has 20% and B has 80% of Xcorp.

-note that in this situation both sides can make the other frustrated, but that the basic norm of common stock is that the corp can't unilaterally redeem s/hs. BUT . . .

-B creates a new corp, Y, and then designs a merger K for the merger of X into Y that includes a provision that requires A to accept cash in trade for it's X stock (nothing requires B to offer Y stock to A).  This is another form of a squeeze out merger.  It can also be done sometimes via the short form merger if the majority s/h meets the requirement. The maj s/h creates a new corp Y, and then transfers all of its stock to Y, so that Y becomes the parent to X.

MBCA§11.01—(a) Corps may merge if the BOD of each corp adopts and their s/hs (if required per §11.03) approve a plan of merger

(b) The plan of merger must set forth: (1) the name of each corp merging and the name of the surviving corp; (2) the terms and conditions of the merger; and (3) the manner and basis of converting the shares of each corp into securities of the surviving  or other corp (or into cash or other prop)

(c) The plan of merger may set forth: (1) amendments to the AOI of the surviving corp; and (2) other provisions.

MBCA§11.02—(a) A corp may acquire all of the shares of another corp if the BOD of each corp and their s/hs (if required by §11.03) approve the exchange.

(b) The plan of exchange must set forth: (1) the name of the corps; (2) the terms; and (3) the manner and basis of exchanging the shares to be acquired for securities of the acquiring or other corp (or for cash or other property)

(c) The plan may set forth other provisions

(d) This section doesn’t limit the power of a corp to acquire shares of another corp through a voluntary exchange or otherwise.

MBCA§11.03—(a) After adopting a plan of merger or share exchange, the BODs of each corp in a merger, or the BOD of the corp being acquired in a share exchange, shall submit a plan for approval by its s/hs (except as provided in (g))

(b) for a plan to be approved: (1) the BOD must recommend the plan unless a conflict exists; and (2) the s/hs entitled to vote must approve

(c) The BOD may condition the plan on any basis

(d) The BOD shall notify each s/h, whether entitled to vote or not, of the s/h meeting

(e) The plan must be approved by a majority of the votes entitled to be cast (unless otherwise provided in this Act, the AOI, or conditioned by the BOD as per (c))

(f) Separate voting by voting groups is required on (1) a plan of merger if it contains a provision which would otherwise require such action; and (2) on a plan of share exchange by each share class included in the exchange

(g) Action by s/hs of the surviving corp in a merger isn’t required if: 


(1) the AOI won’t be any different


(2) no s/h rights will change

(3) the number of voting shares outstanding after the merger, plus the number of voting shares issuable as a result of the merger won’t exceed 20% of the voting shares before the merger

(4) the number of participating shares outstanding after the merger, plus the number of participating shares issuable as a result of the merger won’t exceed 20% of the participating shares before the merger

(h)(1) “participating shares”=shares entitled to distributions (without limitation); (2) “voting shares”=shares entitled to vote unconditionally in director elections

(i) A plan may be abandon before closing w/o s/h action

MBCA§11.04—(a) A parent owning at least 90% of each class of shares of a sub may merge the sub into itself w/o s/h approval

(b) The BOD shall adopt a plan of merger that sets forth: (1) the names of the parent and sub; (2) the manner and basis for converting the sub shares into securities of the parent (or cash or prop)

(c) the parent shall mail the plan to each sub s/h

(d) the parent must wait 30 days after mailing the plan per (c) before filing the articles of merger

(e) articles of merger under this section can’t contain amendments to the AOI of the parent

MBCA§11.05—(a) After a plan is approved, the corps shall deliver to the secretary of state: (1) the plan; (2) a statement if s/h approval wasn’t required; (3) number of votes (i) entitled to be cast, and (ii) how such votes were cast

(b) a merger or share exchange takes place on the effective date in the articles of merger or share exchange

MBCA§11.06—(a) when a merger takes effect: (1) the corps merge and the existence of every corp except the surviving corp ceases; (2) the title to prop of each corp is vesting in the surviving corp; (3) the surviving corp has all liabilities of each corp; (4) a lawsuit against any of the corps continue against the surviving corp; (5) the AOI of the surviving corp are amended as per the merger plan; and (6) share conversion are done.

(b) when a share exchange takes place, the shares of each acquired corp are exchanged as provided in the plan

MBCA§13.02—(a) A s/h is entitled to dissent from, and obtain payment of the FMV of his shares in the event of:


(1) a plan of merger if (i) s/h approval is required, or (ii) a sub is merged into a parent


(2) a plan of share exchange if the s/h is entitled to vote

(3) a sale or exchange of all or substantially all of the prop of a corp other than in the usual and regular course of business, if the s/h is entitled to vote on the sale or exchange (unless the sale is court ordered)

(4) an amendment to the AOI that materially and adversely affects the rights of the dissenter because it:


(i) alters or abolishes a preferential right


(ii) creates, alters, or abolishes a right in respect of redemption


(iii) alters or abolishes a preemptive right 


(iv) excludes, alters or limits the right to vote (except by dilution)


(v) reduces the number of shares owned to a fraction of a share

(5) as provided in the AOI, bylaws, or resolution of the BOD

(b) a s/h entitled to dissent and obtain payment for his shares can’t challenge the action creating this entitlement unless the action is unlawful or fraudulent

DEG§251—(a) Corps may merge

(b) The BOD of each corp shall adopt a resolution approving an agreement or merger which shall state: (1) the terms; (2) the mode of merger; (3-4) any changes to the surviving corp’s COI; (5) manner of converting shares; and (6) any other details

(c) the merger agreement shall be submitted to the s/hs at a meeting; s/hs, voting and nonvoting,  should get notice of such meeting at least 20 days prior to the meeting.  If approved by a majority of the shares entitled to vote, there should be filed a certificate of merger which states: (1) name and state of incorporation of each corp; (2) that the agreement has been approved; (3) name of the surviving corp; (4-5) any amendments to the COI; (6-7) that the merger agreement is on file and available for review by the govt or s/hs

(d) The agreement may contain a provision that allows the BOD w/o s/h approval to terminate or amend the agreement, providing any amendment doesn’t change (1) share conversions; (2) any term of the COI; (3) any term that would adversely affect any s/hs

(e) after merger, the COI will be automatically amended

(f) no s/h vote from the surviving corp is needed if: (1) the agreement doesn’t amend the COI; (2) no changes are done to share values and rights; AND (3) either no stock shall be issued or the issued stock doesn’t exceed 20% of the stock outstanding before the merger.

(g) no s/h vote is needed in a merger with or into a wholly-owned sub if (1) the sub and parent are the only participants; (2) stock shall have the same rights after the merger; (3) the new corp is a DE corp; (4) COI remains the same; (5) N/A; (6) the BOD remain the same; (7) COI remains the same; (8) no gain or loss is recognized by s/hs

-If every time a large corp was acquiring a smaller corp, there had to be a vote by both companies s/hs, it would be to difficult to accomplish the acquisitions. To deal with this problem, at least in Del law, §251(f), there is a limitation on the vote required from the s/hs of large corps whose rights and liabilities aren't affected, and the new shares offered to the s/hs of the target corp constitute less than 20% of the total outstanding shares (note this would always include cash mergers), then no vote by the acquiring corp is required.
DEG§253—Merger of parent corp and sub

"Short form" merger

-Parent merges with sub

-done usually only to simplify the cap structure

-P just liquidates the assets of sub to itself

--if there is a 10% s/h in the sub, P w/not be able to get all the assets BUT P can vote for a merger by P and sub, and provide cash or stock for the 10% s/h

---when this occurs in DE, §253 permits the merger of a sub and parent when P owns 90% or more to merge w/o a vote or any additional substantial formality.  E doesn't even need advance notice, although there must be notice before the actual merger closing as to E's appraisal rights.  In many cases, the P often gives the small minority interest a premium so to avoid any appraisal litigation that c/delay the merger closing.

DEG§259—Status, rights, liabilities, of constituent and surviving or resulting corps following merger or consolidation

DEG§262—Appraisal Rights

Farris v Glen Alden Corp (PA 1958) (p. 704)—De Facto Merger Doctrine:  When as part of a transaction between two corps, one corp dissolves, its liabilities are assumed by the survivor, its execs and directors take over the management and control of the survivor, and, as consideration for the transfer, its s/hs acquire a majority of the shares of stock of the survivor, then the transaction is no longer simply a purchase of assets or acquisition of property, but a merger.  (S/h challenged transaction b/c it lowered the value of his stock and he wasn’t afforded dissenters’ appraisal rights.)

ct found that the asset acquisition was not only a merger in practical effect but in legal effect as well

--when this happens, it's called a "de facto merger"

--unlike the defacto corporation doctrine, there is rare use of the defacto merger doctrine

Hariton v Arco Electronics, Inc (DE 1963) (p. 710) (A sale of assets had been designed so as to accomplish the same result as if the corps had merged.  Ct held that since each of the steps were legal, it was a sale of assets.)

-ct says that if asset acquisitions were intended to be treated as the same the stats w/not account for both procedures

bottom line: everything in Hariton is pretty much right and everything in Glen Alden is wrong

Weinberger v UOP, Inc (DE 1983) (p. 712)—

· A P challenging a cash-out merger must allege specific facts of fraud, misrepresentation, or other items of misconduct to demonstrate the unfairness of the merger terms to the minority.

· When directors are on both sides of a transaction, even between a parent and a sub, they are required to demonstrate their utmost good faith and the most scrupulous inherent fairness of the bargain to both corps’ s/hs.  The concept of fairness has two concepts: Fair Dealing (negotiation, structure, disclosure, etc) and Fair Price (economic and financial considerations).  

(Minority s/h of sub challenged elimination by a cash-out merger between a sub and parent.  Ct found that parent had done a feasibility study which should have been provided to the s/hs of the sub before their vote to approve the merger.)

Coggins v New England Patriots Football Club, Inc (MA 1986) (p. 725)—“Business Purpose” Test:  Controlling s/hs violate their fiduciary duties when they cause a merger to be made for the sole purpose of eliminating a minority on a cash-out basis.  (Controlling s/h performed merger in order to eliminate minority public s/hs.)

Rabkin v Philip A. Hunt Chemical Corp (DE 1985) (p. 731)—“Inequitable conduct will not be protected merely because it is legal.”  Timing, structure, negotiation and disclosure of a cash-out merger all bear on the issue of procedural fairness.  (Sub s/hs claimed that Parent purposely waited before closing its cash-out merger to avoid a provision in the original merger K that required them to pay a higher price than actually paid for the minority’s shares.)


B.
Recapitalizations

Recapitalizations

-unlike a merger, it involves a single entity

-done for several possible reasons

--to satisfy outside creditors

---Hypo: A and B each own equal combos of common stock and debt.  While the debt may not have much significance to A or B, an outside lender may be uncomfortable lending to a corp that has outstanding obligations.  To solves, A and B convert their common stock into preferred stock (or even common).

--change in ownership

---Hypo: A holds 80 and B holds 20 shares of X.  A might recapitalize X so that A's common is turned into preferred, leaving B as the sole common stockholder.  this is often done betw family members as a way to hand down a family business.

-essentially, a recap is a set of redemptions; b/c of this, they almost always require unanimous consent since a corp can't force redemptions.  However, the effective compulsory recap can be the result or secondary goal of a merger.

-recaps often use preferred stock; this is b/c preferred stock can often be set up so that their rights can be altered as to the other claimants (see Rauch)

Rauch v RCA Corp (2d Cir 1988) (p. 738)—Conversion of share to cash that is carried out in order to accomplish a merger is legally distinct from a redemption of shares by the corp.  Action taken under one section of DE law is legally independent, and its validity is not dependent upon, nor to be tested by the requirements of other unrelated sections under which the same final result might be attained by different means. (P claimed that a merger constituted a liquidation, in which case his preferred stock was to get $100/share, per the COI, instead of the $40 actually paid.)
Bove v Community Hotel Corp (RI 1969) (p. S56)  (Ps, preferred s/hs who had accrued divs owed, argued that the proposed merger was to eliminate the div priorities by converting the preferred stock into common stock.  If such had been attempted purely, it would have required unanimous vote by the preferred s/hs.  However, if done via merger, it required only a 2/3 vote.  Ct said nothing in the law prevented the corp from using a merger, even if it was solely for eliminating the accrual rights of the preferred s/hs.)


C.
Asset Sales and Liquidations

Asset acquisition--beginning and end look the same economically as formal merger

Note that in an asset acquisition, there is no formal govt action needed as there is with a formal merger (except to the extent that a govt entity might acknowledge the dissolution of X.)

MBCA§12.01—Sale of Assets in Regular Course of Business and Mortgage of Assets

MBCA§12.02—Sale of Assets Other Than in Regular Course of Business

MBCA§14.02—Dissolution by BOD and S/hs

MBCA§14.05—Effect of Dissolution

DEG§271—Sale, Lease, or Exchange of Assets; consideration; procedure

DEG§275—Dissolution Generally; procedure
VII.
The Question of Corporate Control

Often stock ownership by employees is controlled by different rules than stock owned by nonemployees.  Thus some employers use "phantom" stock plans.  Employees accrue an interest in increases in the book value in the stock.  These interests are the same as though they owned a specific number of shares, but allows the corp to avoid any control issues for the corp.  Essentially this is a deferred compensation plan.  Sometimes the interests are tied to variations in market price.


D.
Abuse of Control
Wilkes v Springdale Nursing Home, Inc (MA 1976) (p. 612)—S/h in a close corp owe one another the same fiduciary duty to the enterprise that partners owe to one another; the standard is one of utmost good faith and loyalty.  Since minority s/hs can be ‘frozen-out there is concern over abuse, but the majority do have rights to ‘selfish ownership that should be balanced against their fiduciary obligation to the minority s/hs.  Thus it should be asked whether the controlling group can demonstrate a legitimate business purpose for its action; BUT the minority s/hs are allow to show that the same objective could have been achieved through means less harmful to the minority’s interest.  (P left a close corp b/c of strained relations.  After he left, the remaining s/hs decided to start paying themselves salaries.)

-Wilkes prevails under the "Wilkes" Rule that in a closely held corp, s/hs owe each other a "partnership"-like duty of loyalty to each other

-in the case, employment seems to be a method for distributing the profits of the corp to the employees who were actually s/hs; this is shown when a new s/h comes in and is immediately given an employment position even though he doesn't really perform any work for the corp.

--b/c of this, when Wilkes is fired, he is losing his return on his stock ownership; thus there is a disproportionate difference betw the enjoyment of profits from the corp among the s/hs.  Understood in this light, the case is more about the way the parties had set up the distribution of profits and the disproportionate treatment among equal s/hs.

-bottom line: in closely held corps, always include an exist option (usually through a buy/sell agreement); this is the for the interests of both minority and majority s/hs.

--absent such an agreement, it is very difficult for a corp to get rid of a s/h, outside of a costly freeze-out merger.

Ingle v Glamore Motor Sales, Inc. (NY 1989) (p. 619)—A minority s/h in a close corp who contractually agrees to the repurchase of his shares upon termination of his employment for any reason acquires no right from the corp or majority s/hs against at-will discharge.  (P was a minority s/h and employee.  When he was fired, he argued that the firing was a breach of the duty the other s/hs owed to him.)

-example of  buy/sell agreement (which shows us that they don't get rid of all problems)

-Ingle argued that his status of s/h as protecting him from a termination w/o cause.  But here, Ingle's status as s/h was specifically tied to his status as an employee and nothing in his stock ownership agreement protected his employment status.  Thus he was an employee at will.  

-Thus in neither of his roles did Ingle have any vested position; Ingle unsuccessfully tried to argue that his tenure in one of the roles was affected by his other role (classic bootstrap arg).

-the way to understand the case is that the stock held by Ingle was a de facto "different class" of stock b/c it had a different set of rights than the other s/hs b/c he could be bought out on the occurrence of an event that was purely in the control of the corp.  When you combine the nature of the stock, his employment, and his buy/sell agreement, Ingle gets stock that doesn't bring about the same qualities as the other s/hs' stock.

Sugarman v Sugarman (1st Cir 1986) (p. 625)—For a minority s/h to establish a claim of ‘freeze-out’, it is not sufficient to prove that the majority s/h has taken excessive compensation; such a suit can only be brought as a derivative suit UNLESS the minority s/h can show that the excessive compensation was an attempted freeze-out by draining off the corp’s earnings.  It is also not sufficient to allege that the majority s/h has offered an inadequate price; the minority s/h must also show that the majority s/h has employed devices to ensure that the minority s/h is frozen out of any corp benefits, and then offers to buy the minority s/h’s stock at a low price to completely freeze-out the minority s/h.  (Family business in which one branch of the family controlled a majority of the stock.  Minority s/hs alleged that the majority owner had paid himself an excessive salary and attempted to freeze out the minority s/hs.)

Smith v Atlantic Properties, Inc (MA 1981) (p. 629)—Cases may arise in which, in a close corporation, majority s/hs may ask protection from a minority s/h.  In such cases, certain acts, such as the use of a veto power, can be held to a standard of “fiduciary duty.”  (4 s/hs had an agreement that any decision needed unanimous approval.  1 s/h, who for tax reasons didn’t want to receive any divs, refused to allow the corp to pay divs, even though it led to IRS fines.)

-note that the penalty taxes were paid by the corp and thus reduced the earnings of each s/h proportionately.  If the earnings had been distributed, he would have been just as worse off, and possibly more worse off, b/c of his high tax bracket.  By refusing to allow the corp to pay divs, the other s/hs bared a part of the tax burden Wilson w/have otherwise had to pay.

-c/be argued that the other 3 s/hs were inflicting similar treatment on Wilson in that they were refusing to invest earnings due to their financial position (just as Wilson was).  If the earnings were paid out, they w/have been subject to double taxation and to that extent would have hurt Wilson more than the other s/hs.  Isenbergh thinks the ct incorrectly reads Wilson's act as the greater wrong; he thinks that each does an equal wrong to the other

-bottom line: corps need to provide for a tie-breaking option; otherwise corps become stifled and unable to accomplish anything.  There needs to be a deadlock breaking mechanism. 
Jordan v Duff and Phelps, Inc (7th Cir 1988) (p. 635)—Close corps that purchase their own stock must disclose to the sellers all info that meets the standard of “materiality.”  Even employment at-will is still a contractual relation, and one term implied in all contracts is that neither party will try to take opportunistic advantage of the other.  (Employee was given stock, but agreed to sell it back to the employer if employment ended.  He took another job and sold the stock back, unaware that the corp was close to a merger which would have greatly increase the value of his stock.)

· In dissent, Posner argues that By signing a s/h agreement, the employee gave the corp in effect an option to buy back his stock at any time at a fixed price
--Isenbergh thinks that while it is a difficult case, the dissent has the case right.  What tips the balance is that Jordan quit on his own volition, so that the majority's rule w/have required the corp to convince Jordan not to quit.  Thus anytime a s/h-employee quits, the corp has to go through a process of informing them of any potential merger possibilities.

-cautionary point: for employees w/buy-out agreements, corps s/include a disclaimer of any obligation to inform the employees of the possible course of business decisions that might affect their position as s/hs.

F.
The Market for Corporate Control
greater obstacles present in the comboing of public companies

-part of the problem is the separation of ownership and control betw s/hs and management, respectively

-voting power is often widely dispersed, which can makes it difficult to get s/h action

-the market for corp control, thus is often determined by the acquisition of shares on financial markets

-one of the unique characteristics for public corps is that almost always the interests of s/hs and the incumbent managers will diverge completely; the problem is furthered by the fact that neither side has any single figure with a drive to complete the combo.  In fact, the acquiring corp may have to offer enticements to the incumbent managers of the target corp (severance packages, etc).  Thus the gains of the merger are transferred to the managers, leading to less of a benefit to the underlying s/hs. 

Hypo: B announces a tender offer for $150 per share (full value of improvements), but B also adds that he intends to have a freeze out at $100; this puts pressure on the s/hs to get into the tender offer.  If its successful, the remaining s/hs are worse off.  

-What if there are competing offers, a 51% offer at $150, or a 100% offer for $130? 

--b/c of the possibly coercive attributes in 2 stage acquisitions, some corp acquisition laws have been modified these potentially coercive tactics

---Williams Act Amendment

----not purposely geared to 2 stage mergers

-registration requirement for any holder of 5% of any public stock

-offerors must make extensive filings w/SEC of their intentions as to the target.  This requirement doesn't favor the s/hs b/c it disfavors tender offers

-the offeror must offer the same price to any offeree, and if the offeror sells some at 100 and then raises his price to 140, he must give 40 to anyone who sold at 100

-offers must remain open for ?? days and sellers must be able to rescind for ?? days

--these rules in part help incumbent management b/c they discourage tender offers

DE corp law §203--specifically designed for 2 stage freeze out acquisitions (adopted in '80s)

-a substantial s/h who has just attained the substantial block must wait 3 yrs before launching the stage 2 of the freeze out (unless the s/h is able to acquire 85% or more), or in the 2nd stage, the 49% must vote in at least 2/3 supermajority 

-b/c of the 3yr waiting period, it incurs benefit on incumbents

remember even coercive takeovers often leave at least some s/hs better off than they had been prior to the tender offer

These coercion tender offers show the gap in interest in the s/hs and the buyer as to the division of the increase in the value of the corp.  Incumbents' interests are even more divergent as to s/hs' interests b/c they resist any tender offers, even ones in the benefit of all the s/hs, b/c they often end up losing their jobs

Frandsen v Jensen-Sundquist Agency, Inc (7th Cir 1986) (p. 675) (Minority s/hs had rights of first refusal on majority’s shares.  They found another buyer, and because they didn’t want to sell to one of the minority s/hs, they structured the transaction as a sale of assets instead of a stock sale.  Ct says that even if the corp and entered into a merger, it wouldn’t have triggered the right b/c a merger isn’t technically a sale.  Ct says that didn’t completely negate the rights b/c in a merger, someone would have had to buy the minority’s shares as well.)

Zetlin v Hanson Holdings, Inc (NY 1979) (p. 680)—Absent looting of corporate assets, conversion of a corporate opportunity, fraud, or other acts of bad faith, a controlling s/h is free to sell his controlling interest at a premium price.  Such premium doesn’t have to be shared with minority s/hs.  (Minority s/h claimed control premium had to be shared.)

Perlman v Feldmann (2d Cir 1955) (p. 683)—In a time of market shortage, where a call on a corp’s product commands an unusually high premium, a fiduciary may not appropriate to himself the value of this premium.  (Director/dominant s/h sold his interest in a steel sheet manufacturer to end-users at a high premium due to the steel shortage from the Korean War.)

Essex Universal Corp v Yates (2d Cir 1962) (p. 693)—It is illegal to sell corporate office or management by itself.  BUT it is legal to give and receive payment for the immediate transfer of management control to one who has achieved majority share control but would not otherwise be able to convert that share control into operating control for some time.  (Purchasers of significant block of shares would have had to wait years for classified board to turn over.  Seller offered to have his board resign in the stock sell agreement.)

Cheff v Mathes (DE 1964) (p. 743)—Greenmail case: In buying back its own shares, if the BOD is motivated by a sincere belief that the buying out of a dissident s/h was necessary to maintain what the BOD believed to be proper business practices, the BOD will not be held liable for such decision, even though hindsight indicates it was not the wisest course.  While the BOD have the burden of showing a valid motivation, this burden is met by showing good faith and reasonable investigation.  (Corp bought out a s/h which they were concerned would have otherwise attempted to gain full control of the corp.  Other s/hs sued.)

-ct finds that the actions of the insiders of paying the greenmail is covered by the business judgment rule when doing so removes a threat to the current operation of the corp (b/c the purchaser might have liquidated the corp)

-ct seems to side w/incumbents; if the corp is worth more dead than alive, then liquidation is in the best interest of the s/hs.  References to the "interest of the corp" is misguided unless it is synonymous with the interests of the s/hs.

Unocal Corp v Mesa Petroleum Co (DE 1985) (p. 755)—(Enhanced Scrutiny Test)

· In the acquisition of its shares a corp may deal selectively with its s/hs, provided the directors have not acted out of a primary purpose to entrench themselves in office.

· The business judgment rule is applicable in the context of a takeover, BUT directors must show that they had (1) reasonable grounds for believing that a danger to corporate policy an effectiveness existed because of another person’s stock ownership.  They satisfy this burden by showing good faith and reasonable investigation, which is enhanced if the board is comprised of a majority of outside directors.  They must also show that their defensive measure was (2) reasonable in relation to the threat posed.

· In deciding if an offer constitutes a threat to corporate policy, the BOD may consider “constituencies” other than s/hs.

(To counter a two-tier offer for its publicly held shares, the corp offered to buy back all such shares, except those of the raider.)

-Unocal tried to defend with a self tender offer even better than the raider's offer; it paid for the offer by borrowing, which made the acquisition prohibitively expensive.  The offer wasn't made to the raider.

--ct said this was a form of greenmail, except that the money went to the current s/h

-the incumbents said that the 2 state takeover was coercive and would force the s/hs to a disadvantageous position; it also asserted that the takeover threatened the corp itself.  The ct acknowledged the threats but it also noted that the claims benefited the insiders as well.  the ct thus creates a new business method judgment that increased scrutiny when there was concern about conflicts of interest.  This enhanced scrutiny looks to whether they have ID'd a valid threat to the corp.  

Unocal test: the incumbents can resist a hostile takeover that would end their control if the takeover implies a threat against corporate policy and effectiveness and/or if it represents a threat to the s/hs as well.  In order to proceed with defenses, incumbents must respond within a range of reasonableness designed after full research, etc.

-similar to BJR.

-in Unocal, the threat to the corp was ID'd w/o much elaboration, threat to the s/hs was the backend junk bond tender

Unocal's self tender was a type of "graymail" and b/c its in a sense less detrimental to greenmail, it was found reasonable

Issue: what is corporate policy and effectiveness?

-not clear; seems like a euphemism for "control by incumbents", which is somehow raised to a goal in itself

Unocal provides large protection of even vigorous defenses of hostile takeovers unless the insiders take unreasonable steps that damages s/h wealth to a considerable extent.  On the other side, they can't steer control of the corp to one bidder over the another ("White Knight" tactics).  

Revlon, Inc v MacAndrews & Forbes Holdings, Inc (DE 1985) (p. 766)—(Auction Test)

· While a BOD does not have to decide to sell the corp, once it does decide to sell, it cannot provide favoritism to any one bidder; it must maximize s/h value (i.e., via an auction).

· Although a BOD can consider “constituencies” other than s/hs when reviewing an offer, this is only before a decision to sell the corp has been made; in addition, there must be a rational connection between the interests of the other constituencies and the s/hs.  HOWEVER, once the decision to sell has been made, the BOD’s sole focus must be on s/h value maximization.

· It is acceptable to accept a firm deal at a fair price while rejecting a highly contingent deal that offers more dollars.

(BOD granted one bidder a “lock-up” option and a promise to deal exclusively with that bidder, even though another bidder was offering more money per share.)

--Ct says that the modified Unocal BJR doesn't protect the Revlon incumbents b/c they can't be concerned with the corp policy and effectiveness b/c they sold the corp to Forstman-little who had announced that he would break up the company

---ct says that once the incumbents announce they will break up the company, insiders must focus their actions totally towards s/hs wealth

-result has similarity to Van Gorkum in that once a corp makes any move towards selling a corp, the insiders must work to get the best price for the s/hs

Paramount Communications, Inc v Time Inc (DE 1989) (p. 778)—

· There are two circumstances which implicate Revlon duties. (1) When a corp initiates an active bidding process seeking to sell itself or effecting a break-up; and (2) in response to a bidder’s offer, a target abandons its long-term strategy and seeks an alternative transaction involving the break-up of the corp.  If the BOD’s reaction to a hostile tender offer is found to constitute only a defensive response and not an abandonment of the corp’s continued existence, Revlon duties are not triggered, though Unocal duties attach.  Structural safety devices alone do not trigger Revlon.  Such devices are properly subject to a Unocal analysis.
(Time was going to merge with Warner in an equal merger when Paramount made an offer for Time.  Time then re-structured their deal with Warner so that Time would purchase Warner, along with other defensive measures.)

-to fend off the offer of Paramount, Time changed it's merger deal w/Warner into basically an acquisition of Warner by Time (even though at the time, Warner was bigger than Time) by taking on a large amt of debt, which makes Paramount's offer too high; thus Time basically diluted its assets by acquiring Warner

--Paramount argues per the Revlon arg that since Time already acknowledged it would change its independence, it had a duty to obtain the highest price, which was Paramount's offer

---Ct said that Time was continuing as an entity b/c there was no formal change of control in its acquisition of Warner; control of Time at all times w/be held by amorphous public s/hs (note that the new Time-Warner would maintain Time's corp charter).  B/c Time continues, Revlon doesn't come into play.  Unocal however does come into play, and Paramount says its offer s/be preferred since it is higher.  Ct says that Time incumbents get latitude in determining the path of Time as long as its control isn’t being delivered to someone else

Paramount Communications Inc v QVC Network Inc (DE 1994) (p. 788)—Revlon duties apply any time there is a change in control of the corp.  (Paramount was close to a deal with Viacom, under which Viacom’s majority s/h would control the new company.  QVC then made an offer to buy Paramount at a higher price, which Paramount defended against by, among other things, providing Viacom with privileged information on which to base its offers.)

ct says that Paramount must engage in an auction and the Revlon duties attached b/c in merging w/Viacom, Paramount w/be effecting a change in control in that Viacom was controlled wholly by one person (who would have control over Paramount as well after the merger).  Thus Paramount w/go from a public co, owned by amorphous s/hs into a company still publicly traded but controlled by a single entity.  Thus the ct said that the incumbents at Paramount were relinquishing corporate policy and control; thus this was the last time that the Paramount s/hs would have to get a control premium for their shares.

Isenbergh’s combo of Takeover Cases

-incumbents can resist a takeover but because there is an inherent conflict of interest in a hostile takeover, the full BJR doesn't protect the incumbents.  Instead they are subject to enhanced scrutiny.  They need not prove the entire fairness of their defenses, but operate in an intermediate BJR if they engage in adequate review and full information.  The second strand of the enhanced scrutiny is that the defenses must be w/in a range of reasonableness and must be proportionate to the takeover attempt.  In a pure hostile takeover setting, the enhanced scrutiny works effectively the same as the pure BJR.  BUT the incumbents take any steps toward a transfer of control or a departure from prior policy, their obligations change drastically, and they are charged with getting the highest value for s/hs at the expense of anything else.  In that light, a defensive combination w/a 3rd entity is OK if control doesn't shift (Paramount I); any shift in control, and the Revlon obligations are triggered, and this explains the outcome of Paramount II.  Under this theory, Van Gorkum makes sense and fits into the Revlon doctrine because Van Gorkum had made moves to sell the corp that would change control 
-in pure defensive movements, incumbents can go to considerable lengths, and don't need to be solely concerned w/ s/h wealth.  While not entirely shielded by the BJR, incumbents work in a rule of reason laid out in the Unocal case.  They can take into account corp policy and effectiveness which can give weight to their incumbency.  BUT if the incumbents initiate some sort of a sale or any evidence shift or transfer of control, they must maximize immediate s/h wealth so that they cannot once they have become so implicated, put up selective defenses as to one bid over another.  They must in effect, per QVC, hold an auction and sell to the highest bidder.  Time isn't governed by this Revlon duty b/c Time was in the process of acquiring Warner under the assumption of continuing the business policy and identity of Time itself.  In contrast, Paramount II, left the dominant s/h of Viacom would have received control of the surviving corp.  In Revlon, where the target was defending its existence initially, it was OK to put up defenses.  BUT once a decision was made to sell/break up the company, they c/not look beyond the maximization of s/h wealth.  This is known as the Revlon duty.

  Van Gorkum fits in this analysis b/c Van Gorkum was looking to a sale of his corp.  At that point, the incumbents became primarily obligated to maximize s/h wealth (called "entire fairness").  this places the Van Gorkum case within the pattern we have developed from our 4 takeover cases. However, Van Gorkum was of more importance b/c there has been a change in DE corp law so that charters can be amended to relieve liability for corp insiders.  In addition, as long as the process is done correctly, (hiring i-bankers, etc) Van Gorkum situations can be avoided.

Hilton Hotels Corp v ITT Corp (NV 1997) (p. 802)—

· Where all of the target BOD’s defensive actions are inextricably related, Unocal requires that such actions be scrutinized collectively as a unitary response.
· Even if an action is normally permissible, and the BOD adopts it in good faith and with proper care, a BOD cannot undertake such action if the primary purpose is to disenfranchise the s/hs in light of a proxy contest.
· S/hs generally have only 2 protections against perceived inadequate business performance.  (1) Sell their stock, or (2) vote to replace incumbent board members.  Interference with this s/h voting, therefore, is not left to the BJR because it undercuts a primary rationale for the rule itself. 

(To avoid a takeover, Corp proposed to split itself into 3 entities, putting most of its assets into 1 of them, and then declaring that this one entity would have a classified board.  Corp proposed to this w/o s/h approval.)

The Hilton Hotels case shows us a minor resurgence of the proxy context as a tool for corp control.  Where the proxy contest has come into place, to a small extent, is in attacking defensive measures.  The raider will lobby to either vote in a slate of directors who will overturn the takeover defenses, or they will try to get a s/h opinion vote on the takeover measures, which while in most cases s/hs don't have the power to overturn, it does hurt the incumbents ability to defend their actions as being in the interests of s/hs.

CTS Corp v Dynamics Corp of America (Sct 1987) (p. 816)—A state regulation preventing takeovers will not be counter to Fed law so long as it give no advantage to either side in a takeover battle, or indefinitely delays tender offers.  States create corps, prescribe their powers, and thus may define the rights that are acquired in purchasing their shares.   (IN act held that if any s/h acquired certain & of stock, they would not acquire voting rights unless approved by the rest of the s/hs.  Corp argued that the state law was counter Fed law.)

Amanda Acquisition Corp v Universal Foods Corp (7th Cir 1989) (p. 828)  (WI law prohibited any business combination for 3 years after a prospective bidder had gain 10% ownership of non-management shares.  Ct held that “Wisconsin’s law may well be folly; we are confident that it is constitutional.”)

