Corporations Outline

Definitions
Corporation= Independent entity with a “specific legal identity.” 

Distinct entity for IRS purposes. Wholly seperate from shareholders.

Partnerships- though identifiable association, which may be registered owner of property, not a seperate legal entity. 

It is equivalent to the aggregate of its partners.
NO seperate identity for IRS purposes.

Taxable income= aggregate of taxable income of partners.

Debt is spread out among partners. No ind. debt.

Corporation has limited liability. (This really means that shareholder’s liability is limited)

-- Corporation is liable to the full extent of its obligations (covered by its assets).

But, shareholders are not liable for corporation’s obligations.

(There is a concept that Board of Directors and Shareholders should pay higher taxes on income from corp. in exchange for the benefits of limited liability; but, this does not hold true across the board)

Limited Liability Partnership.

-- Some partners are not exposed to liabilities that other partners must suffer & share among themselves.

-- Some partners are protected. But partnership/partners are, as an aggregate, fully liable for obligations.

It may be helpful to conceptualize corporation as “point of organization for various constituents.”

But, this isn’t entirely accurate. Can’t reduce activities of corporations to individual activities of seperate constituents.

Parallel example is government:== Actions attributed to the independent institution of gov’t, not to voters or even legislators. If actions were separated among these parts, they would be extremely confusing.

Class is concerned w/ business corporations. Recently, the LLC has arisen (defined by transferability, limited life-span, limited liability for owners). For our purposes these corporations are no different from business corporations.
Key definition:-

In corporations there is a seperation of control and beneficial/other ownership (economic interest).

Shareholder has no day-to day influence on activities of corp.

Even a 100% shareholder of corp. doesn’t have right to enter front door of corp!.

The degree of sepration between control and ownership will be greatest when corporation is large and there are many owners. It will be slightest when corp. is small and one owner. In fact, this type of single-owner corp. doesn’t mandate the corporate form.

Organization of Corp.
Seperation of  “control” and “ownership” is not absolute.

Eg. Ford Motor Company at turn of century. Even after it went public, Ford was 60% shareholder; controlled corp.

Some shareholders have control; others (eg. minority shareholders) have absolutely no control.
Minority shareholders are essentially disenfranchised, vote can’t influence control.
Types of Corporate Form:

1) Publicly Traded corp.

2) Closely-held (sometimes family held; doesn’t have to be small but generally are)l.

- shares not publicly traded.
- problems of control more acute; minority shareholders are set up for oppression.
Majority/minority shareholders have shifting alliances.

- fewer regulatory obligations towards minority shareholders (ie. obligations of info. etc.)

N.B. SEC regulations apply almost exclusively for protection of public.
Players

SHAREHOLDERS-
i) Supply capital. (principal supplier, but not exclusive; there’s also debt-holders)

ii) Sometimes supply strategic services.
iii) beneficial ownership.
Board of Directors-

-Ultimate authority of corporation-- full control.
-- But don’t deal w/ day to day managing.
Officers/Insiders-
- President, VP, treasurer.

- Govern day to day operations of corp. Day to Day executive power.

- In some senses, management is alligned w/ labor/labor interests (supply labor and are employees of corp.) but their activities identify officers w/ capital, not w/ labor (when wage negotiations are on, manager is on other side of table from labor).

-Not involved in production of output; they supervise it.
- *** Nonetheless, management are not agents of the shareholders, but agents of the corporation. Not employed by board of directors but by corporation. When interests of managers and ownership don’t allign, not an agency problem.
Labor-

-Often represented by labor unions.

- deal w/ corp. management through collective bargaining.
- Supplies human capital.
Examples of when labor and management’s interests allign against those of shareholders--

a) when corp. wants to shift to another state.

b) Hostile Takeover-- management might lose their jobs. Here management will attend union meetings.

Formation of Corporation
- Incorporation process is now straightforward. Still need some sanction from the state, but the permission is not discretionary.

- 1/4 of all corps in Delaware: Del’s rules of corporate gov’t were more efficient; body of case law for resolving repeat problems developped. Leads to predictability, which leads to lower transaction costs.

N.B. Deleware courts have consistently sided w/ insiders (management/board) rather than capital suppliers (who are passive). Delaware is not favorable to takeovers.

This contradicts Law/Econ. view that Delaware’s success is related to enhanced corp. performance:-- if insiders are getting their way, then efficiency/wealth maximization goals aren’t advanced.

- Advantatges of having corporation in just one state:-

a) Revenues to the state (taxes etc.)

b) Service industry infrastructure develops to support corporation (ancillary development).

Steps for starting a corporation
1) Need an incorporator (only 1 is enough). Somone who gets corp. started but who need not have a long term relationship w/ corp.

2) Corp. is incorporated officially when articles of incorporation are filed w/ appointed state body. 

3) Incorporator holds the initial organizational meeting-- doesn’t have to be a physical meeting.

-- there, he selects INTERIM DIRECTORS according to the terms of the article. 

-- Articles of incorporation are kind of like the Constitution; organic in character.
-- Adoption of BY-LAWS. By-laws reach more deeply into the mundane operation of the corporation than the articles of incorporation.

(During all this there is no money in corp.).

(Who writes up the articles of incorporation? Surely it’s not the disinterested incorporator)

What happens if any of these formalities aren’t followed? (eg. fails to file articles of incorp.)

Then corporation is defectively incorporated.
-- Directors proceed as if they worked for a corporation (sell shares, adhere to by-laws).

Liability in a defective corp:--

In these instances liabilities follow agency law. When an agent operates for a non-existing principal, agent himself is personally liable. Thus, DIRECTORS or PROMOTERS (anyone who enters into contracts on behalf of corp.) should be personally liable.
But, there are a number of mitigating factors:

1) De facto incorporation (defect is technical and not enormous; steps were taken to incorp.; directors had reason to believe that corp. was incorporated).  Then liability attributed as if corporation was incorporated.
2) Incorporation by ESTOPPEL.
Party who dealt with corporation as if it were a corporation (then defect hasn’t done it any real harm as opposed to director misrepresenting corporation’s assets) party is estopped from denying that corp. is incorporated to avoid its own obligations.

Estoppel= Equitable alteration of Ks. (Requires “awareness” on part of grieving party; doctrine won’t be relied on in the case of a tort).

Pre-incorporation contracts

Rule: Promotors who enter into Ks, on behalf on not-yet-existing corp., is himself obligated even after corp. is formed unless:
1) K explicitly states that corp. is liable once formed.

2) Promotor is no longer a source of obligation under explicit terms of K.

3) Even if 1 & 2 are satisfied, if corporation is NOT formed, promotor remains liable.

See the Boss case below.
Cases:--

Cranson v. I. B. M. Corp. (1963) (P estopped from denying D’s status as corporation despite defect)

Real Estate Service Bureau, run by Cranson, purchased electric typewriters from IBM. RESB had an outstanding debt for the typewriters. 

IBM claims that RESB is not a corporation, but a partnership. IBM sued Cranson for the balance due on the typewriters, claiming that he was personally liable for RESB’s debt as a partner.

In April 1961, Cranson attempted to incorporate RESB under the laws of Maryland. He received shares in the corporation and saw the corporate seal and minute book. Due to attorney oversight, the certificate of incorporation, which had been signed and acknowledged prior to May 1961, was not filed until Nov 24, 1961. The Bureau purchased 8 typewriters between May 1961 and Nov 8 1961.

Issue: Can an officer (Cranch) of a defectively incorporated association be subject to personal liability under the circumstances of this case?

Rules:-

A defectively incorporated corporation attributes limited liability if

a) there is a law to authorize incorporation.

b) a good faith effort to incorporate.
c) Use or exercise of corporate power.

And liability is limited, even if above elements are not present, if the contracting party dealt  with the defectively incorporated corp. as if it were a corporation.

Holding:-- Since I.B.M. dealt with the Bureau as if it were a corporation, and relied on its credit, rather than on Cranson’s, it is estopped from arguing that the Bureau was not incorporated.

Cranson not liable for balance due on the typewriters.

Pre-Incorporation Questions
How v. Boss.
How, the plaintiff, entered into a K. with Boss, whom the K referred to as an agent acting for a Minnesota Corporation to be formed, to provide architectural services for a motor hotel that the corp. intended to build.

After P. provided D. with the completed architectural plans for the building, D’s corporation, an Iowa corporation possibly incorporated after the signing of the K, scrapped the plans for building the motor hotel. The corporation had defaulted on payments owed to P. N.B. there is a controversy as to whether the “Iowa corporation” was actually formed.  It had no charter, by-laws, or resolutions. It did not have assets to pay P. for the architectural services.
Boss’s company, (Boss’s Hotel company) owned 75% of the Iowa corporation. Boss was an officer and promoter for the Iowa corporation. The checks paid to P. were from Hunter, another officer in the Iowa corporation (called Minnesota-Hunter).

Issue: Is Boss, who K’d with P for architectural services as an AGENT for a corporation to be formed, personally liable for the balance owed to the architect (P)?

Principle:- 

A promoter, though he may assume to act on behalf of the projected corporation and not for himself, will be personally liable on his contract unless the other party agreed to look to some other person or fund for payment.

§ 326 of R.S. of Agency provides the rules and principles.

The promoter is freed from liability if 

a) other party agreed to look solely to the new corp. for payment.

b) the promoter did not have any duty toward the plaintiff to form the corporation and give the corporation the opportunity to assume and pay the liability.

Reasoning/ holding:-

Boss signed the contract “Boss, agent for a Minnesota corp. to be formed who will be the obligor.” Will refers to some time in the future, not to present (pre-corporation) liability. The K. intended for there to be a present obligor, because it stipulated monthly payments (ie. some before incorporation). Precedent demonstrates that, when payment is due before incorporation, the promotor is personally liable.

A novation is required to switch liability from promotor to the corporation. That a third-party pays some of the payments does not mean that the corporation is then liable to the party.

Since, in there was no novation to the architectural contract, and since Boss signed the contract as an agent for a future corporation whose liability is only envisioned in the future, and since P. had reason to believe that Boss/Boss’s company was to be liable for the contract, Boss is liable for unpaid payments to P.

Isenbergh comments:

a) If corp. were not formed, Boss would have certainly been liable.

b) If corp. was formed, since not explicitly stated otherwise, both corp. & Boss are obligors.
To clear himself from liability, Boss should have EXPLICITLY STATED IN K that, once corp. is formed, he is no longer an obligor.
Promotors relations:-

a) not a fiduciary to Shareholders.
b) Is a definite fiduciary to corporation (because can’t deal with it at arms length). 

c) Is more than a simple agent for the corporation because, since he is promoting corp., is responsible for knowing about or taking on risk for defects in corp.

d) Doesn’t become an insider.

Limits on promotor profit-taking due to fiduciary relationship
Case of A (promoter) purchasing land for $125K and then the land appreciates to $200K. 

1) A can sell land to corp. for $200 K worth of shares and then sell shares to B for $200K.

2) A can sell land directly to B $200K. 

Situation 1 seems almost better for A. Not only does he get the land at fair market value, but he gets an already incorporated corporation too. 

But, does A breech a fiduciary duty in transaction #1?

Rule: A can’t sell, while keeping an UNDISCLOSED PROFIT, to an entity to which it owes a fiduciary duty.
A has no fiduciary duty to B, but he has a fiduciary duty to CORP.
A violated fiduciary duty by not revealing Profit to Corp. When B comes to own Corp., he sues A, not on his own behalf, but on behalf of the Corporation. So corp. should recover $75,000.

Despite this logic, authority is split on this type of case:-

1) Minority view: In Massachussettes, Corporation/B won on this type of theory. (encourages disclsoure to ultimate purchasers of corp.)

2) Majority view: But, in other courts, Corporation lost. A realized profit at step 1, when he sold to the corporation. At that time, he fully disclosed his profit to the corporation which was owned by himself! No breech of fiduciary duty. (encourages sale of an already incorporated corp.)

In jurisdictions where minority view prevails, A can resort to 2 solutions.

1) A sells land directly to B for $200K and then B incorporates on his own. This can be very complicated if  there are multiple Bs, who haven’t decided what % of ownership they want. Better if A creates corp., sets rules for governance, and then sells shares to Bs in their capacity as individual shareholders.

2) Another resolution (particularly if A has cash flow problems) is for A to hold onto land, incorporate corporation and try to get an IPO that brings in $200K as corporation’s assets. Then, A can sell land to corporation for $200K; doesn’t run risk of not being able to sell land.

Distributing risk and return (in land hypo)
A= promoter trying to sell land.

B= investor.

-- A has provided the additional service of starting up the corporation; but, as a promotor, should bear a larger portion of the risk of the corporation performing well or poorly.


So, scenario 1:

A gives $200K worth of land to corporation.

B gives $200K of cash.

Corporation’s total assets= $400K.
A gets $200K of shares.

B gets $100 K of shares and $100K of debt.

In this way, if company does well, A benefits disproportionately.

If company does poorly, B benefits disproportionately (still gets his $100K of debt). 

A has upside potential; B has downside protection.

But, what about the question of As fiduciary duty? A still has to inform corporation that he is recovering an undisclosed profit from the sale of the land for $200K worth of shares right? Otherwise should get smaller portion of shares.

TAX PROBLEMS:--

Rule: where land has built in appreciation, to avoid it being taxed twice, (we don’t want to import a potential tax liability into corporate environment), must use following structure:

1) Give A $200K of debt for his land & $100K of voting shares so it retains control in exchange for promoter’s service.

2) Give B $100K of debt for his cash, $50K of voting shares and $50K shares of preferred stock (higher dividend, less control)-- reduces B’s risk/return on basis of business’s success.

2 great consequences of this structure. 

i) reduces tax exposure by paying $200K CASH for land. Full, fair market value for land. This $200K will be taxed as income for A. 

(In old structure, A got $200K of shares for land. However, for IRS purposes, the shares were $125K because that was the price that A paid for land. Corporation pays tax on $75 K of profit. Then, when A gets $200K he again pays tax on it. Double taxation).  

ii) Splits risks appropriately

A- higher upside potential (control), higher downside risk (common stock comes off the very bottom).

B- Lower downside risk (because of debt + preferred stock); lower upside benefit.  

Corporate Powers & Business Judgment
Dodge v. Ford.
Ford= closely held corp. (not public at the time).

Initially company returned excess profits to shareholders as dividends.

Ford then decided to cut back on dividends and reinvest in corp. to develop industrial empire and philanthropy (doubling wages while cutting price of cars).

Dodge brothers, shareholders, brought suit to  prevent expansion of plant & compel distribution fo profits as dividends.

Held:-

Ford must return certain % of profits as dividends to shareholders (though court didn’t review expansion plans, it’s what’s left over that Ford has to distribute).

-- Holding seems strange by today’s standards:-- dividend distribution is a BUSINESS JUDGMENT NOW.

Isenbergh’s extrapolations from holdings:-

1) Since profits were so immense, no matter what the business expenditures are, there has to be some cash left over for dividends.
2) Court is setting out norm of PROPORTIONALITY: Corporation should act, not just in a way that favors shareholders, but that favors them equally. Here, Ford reinvesting profits to further his reputation as a philanthropist and keep cash out of the hands of shareholders who might become competitors meant that the earnings benefitted Ford, to a greater extent than they benefitted Dodge Brothers.’

-- Redundant earnings aren’t shielded from review by courts precisely because they’re redundant.
-- But, this Ford type scenario wiwll only arise in a closely held company. In publicly held, share price puts pressure on Majority s’holders/insiders to do what’s in shareholders’ interest. (Why? Reinvestment in corp. cuts profits and would lower share price. So what? If majority shareholder is getting a rep. as philanthropist why would he care about share price-- may not be concerned about wealth max? What if majority shareholder in publicly held corp. hires himself as President and then jacks his salary up so high that the value of the share doesn’t matter-- does Duty of Loyalty stop this?)

Don’t understand this last point??????????

Shlensky v. Wrigley (Wrigley day game princimple)

Decided simply on principle of business judgment. 

Court very easily folds neighborhood development/maintenance of day games as part of plan to enhance business/increase profits.
Unless  it’s clear that use of funds/profit is OUTSIDE normal course of business/business judgment, court won’t interfere.

Consequence of Shlensky v. Wrigley:

- Minority s’holder of closely-held corp. has very little control over business.

- Majority shareholders + insiders have exclusive control. Eg. Majority shareholders can hire themselves; raise their own salaries, give themselves the corner office:-- a challenge by minority shareholders will probably fail because all these actions are shielded by BJ rule.
Charitable Contributions
- Most states allow corporations to make charitable contributions without shareholder approval.

- Charitable contribution is protected by BJ rule.

Why have corporation give redundant assets to charities rather than have corporation spread assets to shareholders so that they can donate to the charities of their choice?

- Tax deduction for corp. and implicitly for shareholders since they never see this income.\

- Highest corp. rate is 35%. Highest individual rate is 40%.

- A dollar becomes $.65 post corp. rate, then take anotehr 40% off when dividend: shareholder is left with $.39 to donate.
- When corporation gives $1.00, it’s as if it weren’t taxed, because that dollar is deducted from taxable income. So, corp. vs . individual donating is really the difference between $1.00 being given and 65 cents (N.B. individual’s charitable contribution is tax deductible also).

What if corporation decides to invest in Microsoft and then gift the stock to a charitable organization?

-- No capital gains for corp.

Need to flesh out this example:-- don’t understand it.
Limited Liability
1) Corporation has only one shareholder-- No practical separation of ownership and control

2) Multiple shareholders: typical of pulic corporation.

3) Shareholder has substantial interest in 2 corporations (hypo: A=shareholder; X,Y are corps. Creditor going after A may try to reach both X and Y; creditor going after X may try to reach A and Y).

4) Sharholder owns X (parent corporation), which in turn owns Y (subsidiary).

N.B. Corporations are distinct individuals w/ distinct legal identity. Therefore, X and Y in 4 are completely different entities.

Economics varies depeding on:

A) Claim.

Debtholders- Voluntarily entered into relationship w/ corp.

Torts- Ps didn’t agree to suffer harm from corp. No course of dealing w/ corp.

B) Organization
Closely Held
Publicly Owned.
 Why limited liability makes sense in context of creditors:-

a) W/ publicly held corp.-

Liability has to be limited for capital to flow in. 

If individual shareholders felt that they could be liable if the corporation went bankrupt they wouldn’t invest. 

Efficient allocation of risk & return outweighs risk of individ. creditors losing loan in insolvency.

b) W/ closely held corp.-

- Limited liability still clarifies the risks and returns of voluntary transactions btwn corp & creditor. (It won’t severely affect capital investment because, in corp., shares can’t be sold).

GIVES CREDITOR A CLEAR TARGET.
- Creditors can adjust terms of loan inresponse to known condition of limited liability.

- Because of limited liability, creditor can demand higher interest rate, and knows exactly what the likelihood of default is. If no LL would have to guess at value of investors and of corp. and set interest rate on a vague conjecture.

- N.B. creditor can bring in shareholder as guarantor of loan if they agree to it in contract.
If there weren’t LL-

a) Creditor would expose himself to liability from a whole range of creditors about whom he knew nothing. (eg. A= shareholder; X,Y = corp. All corps. get into financial difficulty. X’s creditors pursue Y’s creditors and vice versa. X is exposed to all these other creditors).

b) Creditor can no longer determine stability of corp. from a balance sheet:-- creditor would have to determine the stability of all the investments of all the individual shareholders in corp. (because the creditors in those investments could come after him).

Why limited liability makes sense in context of tort victims:

- initially seems inefficient; shifts risk of corporation’s venture from owners to tort victims.

a) But, If it weren’t for LL, shareholders would have to CLOSELY supervise corporate activities. Mobilize through proxies; might not even invest to begin with.

b) Rather than have shareholders supervise, have regulatory bodies and regulations to supervise.b

c) Even in the case of the closely-held corp (where supervision is more possible), regulations can do the job. (Note, perhaps to trigger greater responsibility where it is possible, it is easier to pierce the corporate veil for closely held corps than for public corps).

Cases on Limited Liability:-
4 doctrines emerge

1) Controlling shareholder has Destroyed the “corporate form” by obliterating the distinction btwn corporation and self.

2) In some states, stricter version of above: disregard of corp. form + INJUSTICE (akin to fraud) must have occurred. (Injustice shown in Sealand; found for Ps on remand).

3) Enterprise Liability (Walkovsky):-- Even w/out any disregard for corporate form, if corporation operates together w/ other corporations as a sort of “fleet” or “family”, then those corporations (not individual shareholders) may be held liable as an enterprise.
-- N.B. In Walkovsky, taxi cab= indep. corp. Hit a person. Court held that couldn’t reach shareholder. But, mentioned in dicta, that might be able to reach other cabs that were run together (eg. same garage, swapping of cabs from one corp to antoher w/out formal Ks, same dispatcher).

4) Agency-direct liability- Parent corp. has acted in such control of & through subsidiarythat the actions of subsidiary are imputed to the parent.
Parent held liable as principal; Subsidiary= agent.

(eg. parent’s own officers are running subsidiary; labels and letterheads mix together etc.)

Cases:-

Walkovsky v. Carlton (1966- N.Y. case)(Classic case of enterprise liability- though not found here)

Carlton, D., is a stockholder in 10 corporations, each of which owns one or two cabs.

A taxi driver, driving a cab owned by one of these corporations, negligently hit and severely injured P.

Though the multiple corporations are independent, they are run as unit vis a vis financing, supplies, reparis etc. 

Issue:-- is Carlton personally liable to P. because the multiple corporate structure constituted an attempt to “defraud the members of the general public”? 

Rule:-- Agency principle: “ whenver anyone uses control of the copropartion to further his own rather than the corp’s business, he will be liable for the corp’s acts...”.

If the the cab was owned not by one corporation, but by an assemblage of corporations, the larger corporate entity is liable as the principal.
If the individual stockholder to the corporation is using the corporation as a “dummy” and is carrying on the business for purely personal rather than corporate ends, then he is liable as the principal.
P. has not alleged that D., Carlton, was running the taxi cab business for purely personal ends. There is no justification for piercing the corporate veil. Liability is limited to corporate assets, until P can show that D was running the company in an individual capacity (eg. shuttling his own personal assets in and out of the company at his convenience) and not for the benefit of the corp. Whether the corporate assets are those belonging to the individual corp. or to the assemblage of corporations is another question.

Dissent:-- his reasoning is based on competing policy. Taxi corporations were intentionally undercapitablized to not be able to cover liability in a business where the risk of that liability was very high. This is an abuse of the corporate form. N.Y’s interest in protecting victims of car accidents is greater than that of upholding abusive uses of the corporate form. Corporate veil should be pierced.

Sea-Land Services, Inc. v. Pepper Source (Disregard of corporate form/ intermingling of assets)

P shipped peppers for D. corporation “Pepper Source”.

PS failed to pay freight bill. PS had been dissolved for failing to pay annual state franchise tax.
P sued to pierce PS’s corporate veil and render Marchese, the single shareholder, personally liable.

P further claimed that Marchese’s other corporations were also liable as they were alter egos of each other existing for the purpose of defrauding creditors.`

Issue: Is Marchese personally liable (is the corporate veil pierced) because he created and manipulated these corporations for his own personal use?

Rule:--

The veil will be pierced when-

1) there is such unity of interest and ownership that the separate personalities of the corporation and the individual cease to exist. (disregard for corp. form)

2) circumstances are such that adherence to the corporate form would sanction a fraud or promote injustice. (injustice). (INJUSTICE MUST BE AKIN TO FRAUD OR SCHEME OF DECEPTION).

Factors for disregarding separate entities:-

a) failure to maintatin corporate records or formalities.

b) commingling of funds and assets

c) undercapitalization

d) one corp. treating the assets of another corporation as its own. 

P moved for summary judment below and summary judgment was granted.


Held:-- no, P has not shown enough to pierce D’s corporate veil.

1) The first prong of the test is satisfied. 

The speration between corporation and Marchese was completely gone. 

He held no corporate meetings; 

no charter or bylwas; one office; 

same expense accounts for all corporations; 

Marchese mixed his funds with PS’s funds.

2) However, the 2nd prong is not satisfied (WAS SATISFIED ON REMAND). P. could not show fraud, which requires intent. Court notes that “injustice” for the purpose of the 2nd prong is not equivalent to P’s judgment not being satisfied (eg. D corp. not being able to pay its liabilities), there must be SOME ADDITIONAL WRONG -- eg. undermining common sense rules of adverse possession, partners skirting rules on monetary obligations; unjust enrichment. Since P did not allege any injustice beyond the failure to satisfy its judgment, P has not shown injustice.

Question:-- 

What if P shows that PS used recovered a profit from the peppers that P delivered? Is that unjust enrichment?

If P shows that the reason that PS was not able to cover the shipping fees was because Merchese shifted PS’s corporate assets to his other four corporations?

Kinney Shoe v. Polan
P., Kinney Shoe, was owed a substantial amount of money from Industrial corp., to which Polan was the single shareholder. The court held that Kinney could pierce the corporate veil to hold Polan personally liable.
a) Prong I- There was a unity of interest btwn. Polan and his corp.-

i) he didn’t observe corp. formalities.

ii) grossly undercapitalized.

iii) Polan actively participated in running the corporation.

b) Prong II

-- The gross undercapitalization of the corporation coupled with Polan’s failure to observe corporate formalities worked a grave unjustice on Kinney.  Court doesn’t accept the argument that Kinney accepted the risk of Polan being undercapitalized, though a third prong of the test for veil piercing does allow a court to maintain the veil if P is sophisticated and his thorough prior research showed the undercapitalizaiton of the corp.
Question raised:-

Under Kinney doctrine there has to be both undercaptialization AND disregard of corporate form. 

But, if there’s no disregard of corporate form, the undercapitalization is not grounds for piercing corp. veil. 

Why is that?

Because, if CORPORATE FORM is followed, it’s MUCH EASIER TO DISCOVER UNDERCAPITALIZATION. (ie. minutes from meetings; records; clear financial statements).

Silicone Gel Breast Implant (Agency-Direct liability).

N.B. Principle cause of action is not a tort (unlike Walkofsky) but an implied warranty claim. The price of the product implied information about manufacturer’s assets.
Briston-Meyer= parent corp.

MEC= subsidiary.

Bristol Meyer tried to keep entities separate (most officers were distinct; different brand name).

-- But, court held that Bristol allowed corporate form to break down (Bristol exercised too much control over MEC; lines of authority blurred in certain cases).

Isenbergh says that the “line of authority blurring” argument is a weak strand: lines of authority often blur in parent-subsidiary relationships; no worse here than elsewhere.

The bottom line with this case is that there were visible elements of common control/influence (eg. Marketing assitance from BM to MEC).

-- But, this high degree of control is essential to businesses functioning through 100% subsidiaries.

Financial Structure of Incorporated Enterprise (difficult section).

CAPITAL STRUCTURE- (the course wasn’t concerned with long-term employment)

-- totality of equity & debt that are on company’s balance sheet.

Stock- Common-  (usually has voting rights/ control; least preference at liquidation)
Preferred- (usually minimal controlling rights; has right to “accrued dividends”; preferred at liquidation over C. stock, but not over debt).

Debt- Generalized, on open account.

- Secured Debt (takes preference over generalized debt) eg. mortgages.

- Some types of debt (convertible) convert into equity at some point.

Effect of different types of capital is to divide up the capital structure among different groups of people, who have varying degrees of control and risk & return.
Common shareholders Control is VERY HIGH.

Preferred sharehodlers- Control not as high.
Debt-holders (creditors)- Control is none at all.

Hypo-

1) Business’ assets= $200 (in a machine)

Produces goods that bring in earnings of $30 yr.
If Single owner, who owns $200 of shares in corporation, his return on equity= 15%.
2) Same business, but owner wants to cut his investment in 1/2, but increase his RATE OF RETURN.b

Assets= $200.

Debt= $100 with an interest rate of 10%. 

Owner’s Equity= $100 worth of shares.

Earnings= $30 still. $10 goes to debtholder. Owner gets $20. That’s a return on equity of 20%.
N.B. While shareholders return on equity increases, his risk also increases.b

If earnings drop to $11. It’s the same for debtholder ($10), but shareholder gets $1. Now 1% return on equity.

Leverage
In hypo 1), where there’s no debt, a $10 increase in revenue means a 33% increase in return on equity for shareholder  ($30-$40). 

In hypo 2), where there is debt, a $10 increase in revenue means a 50% increase in return on equity ($20-$30= 1.5 increase).

This magnifying effect in RATE OF RETURN relative to INCREASE IN CORPORATION’S REVENUE is called leverage. The more debt a corporation has, the more leveraged it is.

Debt is referred to as “leverage”.

Legal correlatives- The interests of debtholders and shareholders are adverse in terms of the income stream. (ie. when corp. does better, shareholder gets larger % of income stream; when corp. does more poorly, debtholder gets larger % of income stream).

The betting the farm problem
- Where there is leverage, shareholder has relative advantage over debtholder in betting the farm.
- Say there’s a venture which has a 50% chance of doubling corporations asset value, but a 50% chance of reducing its value to zero.
- Shareholder has a 50% chance of seeing his investment tripple in value (or even more); or losing it completely.
- Debtholder has a chance of having nothing happen to his investment (assets double, no increase for him) or losing his investment. 

- Betting the farm disproportionately benefits shareholder. Both have equal chance of losing their investment, but shareholder has alot more to gain. Debtholder doesn’t want to bet the farm.

Comments on leverage:-

High leverage- bad for debtholder; good for shareholder. 

Slight fall in asset value and debtholder begins to lose investment. 

Slight increase in asset value and shareholder’s return ratio grows in leaps. 

(In this situation, debtholder will ask for higher interest rate, or convertible debt). What would it convert to? Voting shares? To prevent shareholder from making risky investments?)

In the 80’s there was a good junk-bond market:- debt in highly-leveraged corporations at a high interest rate.

But, the problem is that, even if there’s a high interest rate, the risk of corporation defaulting (because leverage is so high) outweighs high interest rate. And, there is no upside potential to counter the down-side risk.

Introduction of TAX into the picture
Max. Corporate tax= 35%.

Max  individual tax= 40%. (debtholder/dividends).

Max individual cap. gain= 20% (shareholder). 

Facts:--

When earnings are distributed directly to shareholder it’s taxed TWICE.
Eg. $1.00 of earnings. Pay 35 cents (35%) at corporate level. Then shareholder pays 26 cents (40%). Gets to keep 39 cents off the dollar.

When earnings are distributed directly to debtholder its’ taxed ONCE.
Eg. $1.00 of earnings. Debtholder pays 40 cents at individual level (40%) and keeps 60 cents. Gets 60 cents on the dollar.
Conclusion- 

-- While debt may seem better than shares because of % of return that can be kept (taxed at one level rather than 2), can borrow against deferred gains on shares which allows a discount on rate of taxation. (Don’t understand this at all).

-- The idea is that, for both debtholder and shareholders it’s better to DEFER GAIN until as late as possible.
-- It’s better for debtholder to defer gain because he is taxed at 40% interest rate now. That will fall later maybe to 5%).

-- It’s better for shareholder to defer gain because a) can sell shares on market now and pay less tax (cap. gains tax vs. income tax) than he would have had he secured dividends (52 cents on the dollar); b) if he borrows against the value of his shares and then sells later may get as much as 60 cents/65 cents on the dollar (because lower income tax bracket at that point).

Proportionately held debt
This is debt that’s held proportionately by corporation’s shareholder.  (Eg. a corp. entirely owned by one person).

- In this scenario leverage doesn’t matter:- the owner is getting all the revenue himself anyway. Characterization as debt or shares doesn’t matter for leverage. But, it matters for tax purposes.
*** - If Owner characterizes his interest in corporation as 99.9% debt, his return will only be taxed once, on the individual level, and at income tax rates.

N.B. 2-level tax structure might actually benefit the investors in small corporations. 

Income splitting (don’t understand this!):
1) Entrepreneur A has 

- real estate business- directly owned.
- restaurant

- small fleet of taxis

- dry cleaning establishment.

Each business generates a net profit of $150,000. 
A’s annual income= $600K; A’s tax is $220,000 K.

2) A creates 3 corps seperately & transfers assets of three businesses to 3 different companies.
Corp. i)= 150K-- taxed at corp. rate (lower for less income too) ($39.25K)

Corp. ii)= 150K-- tax= $39.25 K

Corp. iii)= 150K-- tax= $39.25 K

Income off of 4th business= 150K. = tax is 43.75K (This is his income stream for daily use).

Total tax= $161,500 K. Savings of close to $60,000 a year. 

It’s true that eventually, (having deferred), when owner realizes gains from corp’s i)-iii) he will have to pay capital gains tax. At that point he will have paid slightly less than $220,000 (slightly less than running four non-incorporated businesses).

-- Tax rate discount resulting from deferral.

Part 3)
Tax relief is even better, if Owner characterizes part of his investment as DEBT.
Don’t understand dynamic!!!!!!!!!!!!!!!!!!!!!!!?????????????????????????????.

Conclusion:-
- For small business owner, a 2-level tax structure might be beneficial, rather than having everything as debt (leverage doesn’t matter because all the return goes to him; can defer realization of dividends).

- The income splitting results in each corporation having its income taxed in LOWER BRACKETS.
- It would be even better if some of the split income is debt (????????????????????).

BUT, IRS doesn’t freely allow single shareholder to characterize his equity/investment as proportionately held debt (just randomly).

-- Investment has to resemble an ARMS-LENGTH LOAN:
1) interest rate at fair market value.

2) Substantial underlying income stream.

3) Sufficient equity cushion (if entire corp. is debt, there’s no way that a 3rd party, operating at arms length, would bear the risk).

Proportionately held debt where there are multiple owners
-- Here, proportionately held debt gives shareholders some downside protection.
Eg. Shareholder A holds $100 debt; $100 stock.

Corporation is insolvent, A doesn’t lose entire investment (as he might have if he were a common stockholder and the corp. had only enough money to pay its debt). He will get $100, or some portion of it, back at liquidation.

This said, what about the Modigliani/Miller theory?--

Says that the manner in which a corporation finances its investment strategy doesn’t change the value of the enterprise. (So, whether there’s leverage doesn’t matter in the long run?)

Dividend distribution policy
-- Initial belief is that coporation should distribute dividends to shareholders to ingratiate itself w/ them.
But, if corporation can reinvest dividends and produce returns at a greater rate than shareholders’ savings accounts would produce income, then it’s better to reinvest.

Reason people want dividends:- to have a steady stream of income.
-- Corporations looking for investments from pensionsers will SWEETEN value of stock by dist. dividends. (N.B. pensioners don’t want to deal w/ the transaction costs of selling shares or the difficulty of selling small blocks of shares).

-- Corporations looking for investments from others may not want to offer dividends.

Hypo. 

Corp.’s value= $100.

Shares=$1/share. B has 100 shares.

Then corporation gets a return of $10. Value of assets increase to $110.

a) Corp. could distribute $10 as dividends.
Then corp. goes back to a value of $100. Shareholder has 100 shares at $1.00/share + $10.

b) Corp. could leave earnings as value of corp.

Then shareholder’s share= $1.10.  Shareholder has 100 shares which are worth, in total, $110.
Shareholder can sell 9 shares, get $9.90 in his pocket. He retains 91 shares with a total value of $101.10.
Both situations are the same (though it might be difficult for shareholder to sell a block of 9 shares).

BUT, tax changes picture. Dividends are taxed more heavily than capital gains.

There might be a market for dividends among people in low tax brackets. 
But, this doesn’t solve the problem because it becomes hard for the shareholders to diversify; tax cost. (????).

Advantages of dividends-

1) Low effort income stream for pensioners (though for most it raises tax levels).

2) Dividend signalling function-- signals financial success, profitability, liquidity of corporation. This may increase value of shares (particularly if public isn’t sure whether corp. is doing well or not).

( What makes this possible is rule §6.40 of the Del. Business Code that says that Dividends can only pay if the company, after dividends has enough cash to pay for preferred stock (otherwise insiders are personally liable!)

3) The longer that earnings stay w/ corporation (ie. no dividends given) the greater the chance that Corporate Insiders Will Lose It. (Officers may unnecesarily conglomerate it; salaries raised; corporate jets!) Dividends prevent this.

Corporate Operations: Actions by officers, directors & shareholders.
MBCA §8.01
-- No literal, agency relationship between directors & shareholders. But, agency relationship between directors and corporation. And, directors have fiduciary duty to shareholders.

-- Shareholder’s literal power to control corporation is limited to VOTING.
Shareholder can’t take DIRECT ACTION to control corporation.

-- Directors control corp. acting under broad principles of duty & loyalty.
Exception is Closley Held Corp.- Del. Code §§341-46.

-- Closely held corp. must have less than 30 shareholders (can’t have public offers).

-- They can operate this type of corp directly; doesn’t have to appoint a board of directors.
Del. Code does have provision for shareholder control of non-closely held corp. through shareholder agreement, but no reputed S. Exchange will trade in this type of corp. (Why? Too hard to regulate? Shareholders will violate SEC regs. regularly?)

All corps must have both a President and a Secretary.

Modigliani-Miller theory:-- a corporation’s actual investment strategy (eg. what machinery it buys; cost of assets) does affect value of enterprise, while capital structure doesn’t.

Scope of officers’ authority
Rules:-- 

1) If the transaction is ordinary, part of daily business, then President/management can enter into the transaction. If the transaction is extraordinary, then it’s outside the scope of manager’s authority: must have director or shareholder approval.

Underlying financial principle:-- An action that significantly changes the risks and returns of organization’s capital structure (eg. leverage/assets/ share value/ debt) needs high level approval.

2) If the outsider is NOT SOPHISTICATED, and had reason to believe that the President/Manager/CEO had the authority (apparent authority) to enter into transaction (See Lee v. Jenkins-- dicta) then corporation/principle OR agent/manager may be liable.
3) If the outsider is SOPHISTICATED, then, since it should know that manager can’t enter into this type of extraordinary transaction, a court won’t hold corporation/principle liable. (Even if outsider is sophisticated, if the officer had frequently entered into this type of K w/ outsider, then might find “apparent authority).

Lee v. Jenkins-  Long-term employment is outside the scope of management:-- long term liability for corporation.

-- Employee is not a sophisticated party; it’s possible that the President offered him a pension in “apparent authority”-- he had reason to believe that President had authority to offer him pension plan.

-- NONETHELESS, the principle that corporation IS NOT LIABLE for long-term employment contracts that aren’t approved by the board, has HELD UP.

(Side point:-- long term-employment= a fixed cost= OPERATING leverage. Magnifies rate of increase in share value because it, like debt, comes first out of income.

Scope of Directors v. Shareholders authority
Accepted Shareholder Powers:-

1) Can vote on election  of directors.

2) Some statutes require shareholder vote for mergers and acquisition-- must be proposed by directors.

3) Majority vote or super-majority vote required for amending by-laws (again, directors must raise issue).
Auer, Dressel, Campbell-- Deal w/ what are fit subjects for SHAREHOLDER VOTES as opposed to action by BOARD OF DIRECTORS:--

Dressel-

***** 

Basic principle-- When powers are possessed by DIRECTORS OR OFFICERS, they are presumed to also be possessed by shareholders. 

To defeat that presumption, must explicitly state as much in by-laws. 

Therefore, shareholders, w/out assistance of officer/board of directors, could call a meeting to vote on changes to board of directors.

Auer- Opinion favors RESERVED SHAREHOLDER POWERS

1) shareholders can call meeting independently.

2) Can indorse a president, resolve to support him, though can’t elect him.
3) Can amend by-laws to give shareholders power to remove and replace directors.

Campbell-

Elaborate power-sharing agreement to share power between MGM (Goldman & Meier) represented by Thomlinson ( a board member) and Loews, represented by Vogel (President)

-- Vogel is trying to undo the agreement and retain control exclusively for Loews.

While president can call a shareholder meeting to remove directors for cause, and while “Harassment/aggressive tactics” is grounds for removing a director for cause, director must have an OPPORTUNITY TO BE HEARD.

Opportunity to be heard must be more than mailing directors’ statments in proxy letters.

Upshot, after remand:-- Meier loses. “Harassment/aggressive” tactics are grounds for removal of a director. 
Cases:--
Lee v. Jenkins
D, Jenkins corp. hired Lee when it acquired the manufacturing firm for which Lee worked. Yardley, an officer (President) for Jenkins, orally promised Lee that he would receive a particular pension, whether he retired or was released. Lee was released, but Jenkins failed to pay his pension. 

Court held that lower court was correct in dimissing case because the only evidence of the promise to pay the pension was Lee’s testimony. Lee’s testimony alone did not create an issue of fact for the jury. He couldn’t prove that Yardley promised him a pension.

But, the court goes further and addresses the issue of whether Yardley , as Presidenmt for Jenkins,  could legitimately obligate the coroporation to pay Jenkins a pension?

Rule:- The president only has authority to bind his company by acts arising in the usual and regular course of business but not for contracts of an “extraordinary” nature.
Held:- Traditionally, a pension plan is an “extraordinary” contract that must be approved by the board of directors, because it runs for a long and indefinite time period. However, the contract is not so extraordinary as other life-time employment contracts because it doesn’t impose extraordinarily high liability on corp. Court further mentions that the “extraodinary K” limit arose in a time when officers ran businesses with much more supervision from directors: now, they are often more autonomous. Thus, while the President does not have the AUTHORITY to enter the corp. into a pension agreement with an employee, given the modern role of corp. officers, if a jury found that the PRESIDENT acted out of the APPARENT AUTHORITY of the corp., then it might estop the corp. from avoiding the K.

In re. Auer, Hoe and Dressel (Supports reserved powers for s’holders)


Dressel, the President of R. Hoe Co. refused to call a meeting of the shareholders, despite a petition from over 50% of Class-A shareholders, for the shareholders to vote on several issues. The issues are as follows:-

a) to indorse Auer as president of corp. (he was the former president).

b) to amend the by-laws to allow the class of shareholders represented by the director to fill vacancies arising from the removal of a director or from the resignation of a director against whom charges had been leveled.

c) to vote to hold a hearing for the discharge of 4 directors.

d) To vote to amend the by-laws so that more than 1/3 of the directors in office is a quorom.

Issue:- Is it legal for the corporation’s president, who must “call a special meeting whenever requested in writing so to do, by the stockholders owning a majoirty of the capital stock entitled to vote at such a meeting” as stated in the by-laws, to refuse to hold a meeting because the above purposes are not proper?

NO.
a) Though the class-A sharholders can not vote for a new president, but they can notify the directors of whom they would prefer to be president.

b) Stockholders who, by the by-laws, have the power to elect a director, has the inherent power to remove him for cause. Since they can vote to remove the director for cause, they can vote to appoint his successor. Further, amending Class-A’s rights over directors whom they exclusively control does not impinge on the voiting rights of common shareholder who vote in two of the shareholders.

Dissent:-None of the proposals can be voted on at the meeting.

a) Rule: The business of the corporation shall be governed by its board of directors (by-laws).

b) Thus, Voting to indorse a particular president is an idle gesture.

c) Proposal B and C diminsh the Common stockholders voting powers.  The by-laws permit common stock holders to vote for two directors.  Those two directors, under by-laws, vote to replace discharged directors or directors who have resigned. By allowing Class-A share holders to, themselves, vote to replace any of the 9 directors whom THEY exclusively appoint, it dilutes the common shareholders indirect voting strength in elections for REPLACEMENTS of directors.
d) Large group of Shareholders can’t afford a director a “for cause” hearing as required by by-law. Can’t discharge by their own vote. They could, by proxy, vote for discharge of director, if it didn’t require a judicialesque hearing.

Campbell v. Loew’s
There is a feud between two groups of shareholders. In the initial arrangement, the Vogel group had 6 directors. The Tomlison group had 6 directors. And there was one director, voted for by the directors, who was neutral. 


After several resignations, Vogel, as President (insider) or Corporation, called a shareholders’ meeting to 
a) fill director vacancies.

b) amend by-laws to increase board from 13 to 19.

c) Remove two directors. 

Vogel intended to fill vacancies and extra spots with his nominees.
Issue: Does president have the authroity in fact to call a special meeting of stockholders to act upon policy matters which have not been defined by the board?

Yes. But, while shareholders can vote to remove directors “for cause”, while “harassing behavior” constitutes legitimate cause, and while notice to the accused director and the vote may be performed by proxy, the director must have an opportunity to be heard through a mechanism that is greater than a proxy form or than a mailing. Directors WEREN’T GIVEN OPP. TO BE HEARD HERE.

1) President can, according to by-law, call a shareholder for ANY purpose. Doesn’t need director approval. Doesn’t conflict with Del. law’s rule that “The business of every coproration ...shall be managed by a board of directors (except in certain circs. Inapp. Here). The goals of this meeting are shareholder matters that do not disturb the power given to directors.

2) Shareholders do have the right, between annual meetings , to elect directors to fill newly created directorships. Deleware case law states that shareholders have the inherent right, unless otherwise provided by by-laws, to fill newly created directorships. 

3) As a matter of Delaware corporation law, shareholders do have the right to remove directors FOR CAUSE. Even if this contradicts the plain language of statute and by-law, practical considerations mandate that shareholders have some fashion to check delinquent director or group of delinquent directors.

4) Delaware law does require that, to remove a director for cause, he must be given adequate notice and an opportunity to be heard.  T

NOTICE- The proxy statement that the two directors are sought to be removed for the reasons given in statement by Pres. is sufficient notice. 

VALIDITY OF CHARGES-- Court concedes that charges of a director trying to take control of corp. or failing to coorp. w. director are not legitimate reasons for removing a director “for cause.” However, harassing behavior, if the shareholders believe it to be to be deliberately destructive and to the detriment of corp., is legit. grounds for “for cause” removal.

OPPORT. TO BE HEARD--

-- Mailing Thomlinsons’ statements (accused directors) to shareholders is not a legal opp. to be heard.

Though the vote for removal may be done through proxy, the opp. to be heard CAN’T BE THROUGH PROXY. Corp. has DUTY to give directors opp. to be heard AT ITS EXPENSE. 

Opp. to be heard wasn’t given in this case.

Duty of Care
The duty of care:-

1) Lower standard of care that applies when there is no inference of self-dealing or self-interest by board members.
2) Isenbergh: The substantive content of most decisions are protected by the business judgment rule.

Courts don’t find duty of care violations when directors have made a “bad decision.”

-- Courts find violation, even when decision is wise, when board of directors don’t follow proper procedure.
Kamin- According to Isenbergh, the action approved by shareholders here had to have been ADVERSE TO SHAREHOLDERS. (Distributed loss on shares as a dividend in kind to shareholders; corporation loses opportunity of getting massive tax break).

-- But-- followed prevailing practice; enlarging earnings.

-- Directors DELIBERATED, considered option of retaining loss and filing for tax credit, but decided against it. Proper procedure even though decision was substantively bad. 
-- Held:-- no violation of duty of care. BJ rule protects.

Joy v. Katz-

- Similar case to Kamin, with major distinction that Board did not properly consult insiders.b

- Persisited in giving a no win lean to a construction company; little financial promise.

- Court found violation of duty of care (I think).

Francis-

- Egregious misconduct by 2 sons of director.

- The business itself was fiduciary-- trust outfit.
- Court held that director had violated fiduciary obligation to corporation by no becoming AWARE of gross misconduct and taking steps to stop it. (Viol. of duty of care).

Rationale-- a) misconduct was egregious, b) business was fiduciary itself-- heightened duty of care c) Had better chance of discovering misconduct because sons.

Francis is exception to rule (might be limited to the context of fiduciary businesses; egregious violations).

-- In general (from Allis-Chambers), a director doesn’t have the duty to hunt out violations, but must react to known violations.
Smith v. Van Gorkam - (Crucial Case)

-- President arranged a transaction for a buyout of corporation at, by Pitzger,  $20 over the share price of the market price-- SEEMS LIKE A GREAT DEAL (contrast w/ Kamin).

-- But court held: breech of duty of care; directors held liable.

Reasons:-

a) Court says, could have gotten a higher price for shares.
b) Regardless of market price, corporation may have had higher intrinsic value; even higher than the price secured for buyout. (Could have gotten round this by getting a “fair value” statement from I bankers. Again, issue is PROCESS).

c) Isenbergh: PROCESS IS SHADY-- 

 -- President acted essentially on his own (S’holders/ directors should’ve been more involved).

 -- Pitzger’s offer was a short-fuse one; not much time to decide, rushed.

 -- Approval by s’holders and directors, but neither group was FULLY informed about underlying elements of transaction.
-- Pitzger’s protective clauses (eg. right to buy block of shares at market price if competitor’s bid accepted discouraged other buyers from purchasing). -- Corp. too quickly locked in; Van Gorkam failed to push aggressively for best offer. 

Comments:

1) Van Gorkam source of much scholarly controversey-
a) Good case: encourages correct process. Gives insiders a road map of what to do (get “fair value” assessment for example)

b) Bad case: directors accepted quickly, NOT BECAUSE THEY WERE DUPED OR PRESSURED, but because they were sophisticated (all directors elsewhere)-- knew that Pritzger deal was incredible. 
D corp. was not very profitable; Ptizger buying it as a tax shelter. Wanted to take deal quick.

2) Kamin:- bad result; good process: no violation.

Van Gorkam:- good result; bad process: violation.

3) The case seems anti-insider at first, because it held against directors and CEO in this case.

Overall, its PRO-INSIDERS because it opposes HOSTILE TAKERS. 

Legally requires insiders, who are always going to feel that their corp. has a much higher intrinsic value that market share, to take every step possible before allowing/recommending an aquisition; makes it easier for insiders to resist.

-- Result will be fewer hostile takeovers, more I. banker valuations of corp’s above market price.

-- Since shareholder have alot to gain from takeovers, and insiders alot to lose, case is anti-shareholder and pro-insider.

4) Statutory aftermath:-
Delaware added a law that permitted corp’s to immunize  insider from the kind of liability imposed in Van Gorkam as long as there’s no SELF-DEALING, FRAUD, OR CONFLICT OF INTEREST.
Cases:-

Kamin v. American Express (found no breach of duty of care)

Ds= Directors of American Express

Ps= 2 minority stockholders.

Ds purchased a large number of shares of DLJ for investment. The value of the shares fell by 25 million dollars. Ds chose to distribute the shares in kind to the shareholders as dividends.

Issue:- Did Ds breach their duty of care by distributing the shares as dividends, when they could have marked the loss as the corporation’s capital loss and received a tax credit?

Rule: Business judgment rule. For directors to be liable, must show more than mere poor judgment, must show failure to perform a DUTY or fraud, dishonesty or malfeasance).

Held: No. Not a breech of duty of care.

Ds considered the possibility of the tax credit, but decided, after deliberations, that it was wiser to distribute the dividends than to reflect a $25 million loss of income to the market. The latter could have caused the share price to decrease (wouldn’t investors see that the net worth of the corporation had fallen?). Isenbergh says this logic is stupid; would have been wiser to take the tax credit. But, concealing losses in earnings was COMMON PRACTICE AT THE TIME.

Since the directors considered the tax-credit option (followed procedure) and since, at worst, it’s decision was “imprudent”, as opposed to malfeasance (fraud or dishonesty) or nonfeasance, their decision is protected by the Business Judgment Rule. 

Comment: Isenbergh says that these Breech of Care cases are really about whether the directors followed the correct procedures before making their decision on a transaction. If proper procedure followed, but bad consequence for shareholders, decision protected by BJ rule (See Kamin). But, if proper procedure is ignored, even if consequences are good, then the BJ rule doesn’t protect decision (See Smith v. Van Gorkam).

Smith v. Van Gorkam (Important case; found breech of duty of care).

Van Gorkam was the President (insider) of Trans Union: a rail car leasing operation w/ profits so low as to not have enough taxable income to get investment tax credits. Van Gorkam organized a leveraged buy out of TU by his friend Pritzker. Pritzker offered to pay $55 per share. Transunion’s shares generally sold at $30-$40. Pritzker was willing to pay this much because TU, with its low profits could act as a tax shelter. (Ps argue that it was willing to pay that much because the market share price underrepresented TU’s intrinsic value).

Van Gorkam ensured that Trans Union would have 90 days to accept a higher bidder. But, Pitzger requied that TU ensure that, if it sold to a higher bidder, Pitzger would have an option to buy sub. # of shares at $55, which it could then sell to higher bidder at the higher price. TU was not allowed to seek out higher bidders.  Pitzger made offer on Thursday, gave TU till Monday to accept.
Board meeting on Saturday. Almost all of Senior Management was opposed to the sell-out.  They complained that price was too low, that all-cash sell out would have adverse tax consequences for some shareholders and that the purchase option would discourage other bids. 
Without studying the proposed agreement, without disclosure of how Van Gorkam arrived at the $55/share price, without a fairness opinion from a Bank, the directors aprroved the Market Share puchase agreement (buyout). Monday, Van Gorkam accpeted the agreement. Curative “amendmetns” were later made to allow TU to consider competitive bids during the “market test” period, which was supposed to help establish that $55 was a fair price.

GE showed interest in making a bid, but pulled out when Pritzger refused to rescind the Market Share agreement. Kohlberg also showed interest but pulled out also.

Issue:- Did Van Gorkam, the President of Trans Union, and TU’s board of directors breech its duty of care to its shareholders, by agreeing to let Pritzger buy out the corporation at $55 per share?

Rule: Business Judgment Rule. Presumes that in “making a business decision, the directors of a corporation acted on an informed basis, in good faith and in the honest belief that the ation taken was in the best interests of the company.” 

Held: Yes, they did breech duty of care because
1) the Board’s decision to approve the buyout was not an “informed business decision.”
2) the Board’s subsequent efforts to amend the Merger Agreement (allow for competitive bids) were ineffectual.

3) the Board did not deal with complete candor with the board, by failing to reveal material facts, which they knew or should have known.

1) Not an informed business decision (duty for Directors’ decision to be informed under Delaware predecessor to B. Judgment Rule):-

a) Relied too heavily on Van Gorkam’s oral presentation.

b) Lack of sound valuation of share price; substantial premium (eg.diff. btwn $30 and $55) not enough to show fair price.

c) The “market test” was not a sound way of finding out the proper value of the share:-- Pitzger’s requirements were ANTI-BID; therefore can’t know whether someone would have offered a much higher bid in an unrestrained free market situation. 

2) Curative amendments did not help to make the decision informed
a) The curative amendments, which allowed TU to actively seek competitive bids, placed additional restrictions on TU’s ability to accept competing bids (eg. had to accept the competing bid within a time frame to cancel Pitzger agreement-- Mtest period effectively reduced).

b) Van Gorkam reacted completely negatively to Kohlberg’s offer of $60/share; claimed its financing situation was not stable. Couldn’t complete GE agreement because time ran out. Even w/ amendments Market test meaningless.

3) Shareholder approval was not sufficent to make agreement fall under the protection of business judgment rule. Shareholders weren’t advised as to material facts:

i) that Board didn’t have adequate information to valuate TU.

ii) an official’s statement was misleading because it claimed that $55 was not an unfair price while not mentioning that this comment was the result of a design to justify the price not objectively evaluate it.
iii) Misleading to say that premium was “substantial.”

Dissent:-

1) Board of Directors had considerable expertise.

2) Suggests that they didn’t make decision by the “fast shuffle” (even if the procedure was non-traditional, the decision was still informed).

3) Attempt to find a competitive bid among 150 companies only led to two companies showing interest.

4) Shareholders were sufficiently informed that the income of TU was going to tripple upon acquisition.

Duty of Loyalty
Duty of loyalty:--
-- Arises in cases where director/insider acts in quantity where his own interest is involved.
-- Presumption runs against insiders. (Unlike business judgment rule, where presumption runs in favor of insiders).

Duty of loyalty really has two elements;-

1) Violation of proporationality.
2) Evidence of self-dealing. (Without self-dealing a violation of proporationality does not comprise a viol. of duty of loyalty).

Underlying principle-

The underlying principle behind the “duty of loyalty” is the same as the underlying principle behind the principle that if dividends are distributed they have to be distributed proportionately.

Norm of proportionality: 

When director is “self-interested” he receives greater return from the transaction than his fellow shareholders. 

That is unacceptable. 

Classic Hypo:-

A & B are both 50% shareholders in corp. X.

X rents to B at a discounted rate.

X could have had greater income/ revenue if it rented at market rate: both A & B suffer from resulting loss in share value, but B gains from reduced rent: violating norm of proportionality.

Bayer v. Beran- Director held a concert to advertise corporation’s product. But, his wife played a key role in the concert. 

Principle of loyalty applied.
Directors had to prove the validity of its actions (did so successfully).

Louis v. S.L.& E.
Found violation of duty of loyalty. Easy to see it in terms of violation of norm of proportionality.
Both A & B (also A & B are directors) owned an equal amount of corporation. The corporation gave a submarket rent to a corporation that B wholly owned himself. The reduced rent represented a transfer of assets directly away from  A (a sum of money that was half owned by A when it was with the corporation is now wholly owned by B).

N.B. In Louis, if B wasn’t a director, and C decided to rent to B at a lower rent there is no violation of duty of loyalty. NO SELF-INTEREST. Decision is protected by business judgment rule; no presumption against the director here:-- it is assumed that decision was made in the hopes of furthering corp’s best interest.

Zahn v. Axton-Fisher (Very important case)-

Class A stock (stock w/ priority-- cumulative participating, convertible preferred stock) in A-F- dividend= $3.50 (fixed); also participated in dividends above the fixed amount.

No fixed par-value amount at liquidation, but entitled to twice what Class B (common stockholders get).

2 key contractual elements of Class A stock:-

a) the corporation can “call Class A” stock at any time.
b) Class B stock can convert to Class B stock.
Class B was dominated by Transamerica corp., who exclusively knew that A-F’s assets had trebled in value.
W/out informing Class A stockholders of trebling in value, they called the stock (paying market value for the shares rather than three times the amount), and then liquidated, keeping almost all the gain in value (minus the sum paid as call to class A and the amount paid to minority shareholders).

There is evidence of SELF-DEALING here, so duty of loyalty applies.
Transamerica has to show that it acted fairly towards all shareholders. 

Class A shareholders claims that there was a breech of fiduciary duty by Transamerica calling their stock without telling them.
-- It seems like Transamerica did fulfil its duty to Class A stockholders because it called the shares as it was entitled to do at any time.
However, this was the violation of fiduciary duyt: BY FAILING TO INFORM CLASS A SHAREHOLDERS THAT THE VALUE HAD TRIPPLED, TRANSAMERICA DEPRIVED A OF THE RIGHT TO CONVERT THEIR STOCK INTO CLASS B STOCK.

Class A is entitled to damages in the amount that they would have received at liquidation (not as Class A shareholders) if they had exercised their right to convert to class B.
Comments:- 

1) It is usually very hard to show violation of duty of loyalty, even if there is a windfall of profit to interested directors, if the “prejudiced” class has shares whose rights are highly limited by K, and if the directors fulfill their minimum obligations to the class per the contract.

2) Had Transamerica informed class A shareholders that there was the trebbling in value and then called, there would not have been a fiduciary duty violation. Would have given class A chance to convert and then called according to K.

Cases:

Bayer v. Beran. (Director-- not s’holder -- self-dealing: presumption does switch to president, but he shows intrinsic fairness).

The defendants are the directors and CEO of Celanese Corporation. Celanese manufactured products made of a material very similar to rayon, called “Ceylanese.” The corp. made every effort to distinguish the quality, physical and chemical structure of its product from rayon, which is deemed a cheap fabric. The FTC mandated that Ceylanese products be labelled as rayon. To distinguish themselves, the corporation now had to advertise more aggressively. It decided to promote its product through an advertising concert. The CEO decided that his wife, a famous singer,  would essentially organize and star in the program.
Issue: Was it a breech of loyalty for defendant directors to have an expensive advertising concert with the CEO’s wife running it?

Was it a breech of care for defendant directors to approve the concert without a formal meeting?

Held:-

1) No. Court notes that the directors decided to go with that route of advertising after receiving studies from radio and advertising consultants. The decision was made and after diligence and prudence. If it weren’t for the CEO’s wife’s presence in the program, the decision would definitely have been protected by the business judgment rule.
-- But, under the principle of “undivided loyalty”, whenever there is a potential for fraud or for self-interest, the court must carefully scrutinize the transaction and the directors must prove that the transaction was made in good faith and with inherent fairness to corp., or else the transaction is voided.  (Burden of proof shifts).

jSo, the court subjects the advertising concert to “rigorous scrutiny” but finds that there is no breech of loyalty/ficuciary duty from having wife rund concert: having family members run concert isn’t inherently improper. The directors didn’t know that wife would run concert at time of approving it:- made decision independently of manager’s interest.  Wife was paid a fair salary; no evidence that other soprano would’ve been better. Program’s program isn’t disproportionate to corporation’s worth or to the character of the program. POPULARITY of program has increased since it was introduced. 

Even though transaction is subject to rigorous scrutiny, no breech of fiduciary duty.
2) No breech of duty of care by directors. Though the law requires all advertising decisions to be taken up at a formal board meeting where the entire board meets together, the failure to do this doesn’t expose the directors to liability. In this corp. informal procedures are typical. But, the directors do well for the corp. and put careful effort, though through informal procedures, into making their decisions. Decision protected by BJ rule.

Lewis v. S.L. & E. Inc. (S’holder-director self-dealing; proportionality important-- violated here).

SLE corp’s only sig. asset was its Property. It rented this property to LGT corp. at $14,400/ month. This rent was considerably below market price. All of the directors of LGT were also directors of SLE. 

(Suggestion of conflict of interest). They felt that SLE existed to support LGT. Two people inherited shares of SLE, but entered into a “shareholders agreement” that they would sell their shares, at market value, to LGT on June, 1, 1972. On that date the two people, Plaintiffs, felt that their shares vere undervalued because SLE had been renting the property at below market value. They didn’t sell the shares and brought shareholder derivative suit.

Issue: Is a corporation’s failure to rent property to another corporation at market value or above a breech of the duty of loyalty to its shareholders when a number of the renting corporation’s directors are directors of the lessee corp.?

Held: 

Yes. It is a breech of loyalty.
The business judgment rule gives the directors discretion to decide what contracts to enter into and at what price. But the BJ rule presupposes that there is no conflict of interest. Where a conflict of interest exists among the directors of the corporation, the directors bear the burden of proving that the transaction is FAIR and REASONABLE to the Corp.  The renting transaction here is not protected by business judgment rule. Since Ds could not show that renting below market value was fair and reasonable, they have breeched their duty of loyalty to SLE, and Ps are not required to sell SLE shares to LGT without such upward adjustment in the value of the shares to reflect the fair market value of the Property.
Energy Resources Corp., Inc., v. Porter (lost opportunity and duty of loyalty)

Porter was the former chief scientist for ERCO. He is black. He arranged for a joing proposal with the Department of Energy for a development grant involving staged fluidized bed combustion. A colleague told Porter that DOE would be favorably disposed to a proposal from a minority institution. Porter got approval from ERCO to go forward with the joint proposal, with Howard University acting as the intermediary, primary, contractor. However, subsequently, Howard said it wouldn’t take on ERCO as a sub, and persuaded Porter to start his own company and get the DOE grant for that company rather than for ERCO: Porter did not inform ERCO of his private dealings w/ Howard. Howard got the minority grant; Porter quit working for ERCO, claiming that he was starting his own corp. for electric cars, held on as a consultant.

Issue: Did Porter breech his ficuciary duty to ERCO by diverting the opportunity of the government grant for his own benefit?

Rule: Before a person invokes refusal to deal as a reason for diverting a corporate opportunity he must unambiguously disclose that refusal to the corporation to which he owes a duty, together with a fair statement of the reasons for that refusal. 

Yes. Although Porter claims that he wasn’t passing up an opportunity for ERCO because Howard had already decided not to hire ERCO as a subcontractor, since he didn’t fully disclose his dealings with Howard to ERCO, it is too difficult to verify whether Howard was genuinely unwilling to deal w. ERCO or whether Porter was the reason for the unwillingness etc.:  breech of fiduciary duty. 

(N.B. Porter did not explain clearly to ERCO the circumstances surrounding Howard’s refusal to pursue deal).

Comment: Opportunity was lost. If Executive had disclosed to corporation and then left and taken deal, no breech of fiduciary duty. But, since he was slippery about the refusal to deal and his reasons for leaving the crop., he breeched his fiduciary duty. The failure to disclose is to be discouraged because it prevents one from knowing whether there was self-dealing involved.

Sinclair Oil v. Levien (N.B. self-dealing by controlling S’holder- proportionality significant).

(There is self-dealing throughout here, but no violation of proportionality).

Sinclair is in business of exploring for oil and of producing and marketing oil and oil products. 

It owned about 97% of Sinven’s stock; nominates Sinven’s board of directors. Almost all of these directors were officers or directors of Sinclair (Sinclair controls Sinven)

P, Levien, owned a small amount of shares in Sinven.

1) Levien accuses Sinclair of breeching fiduciary duty by paying out such excessive dividends, to “get cash” for itself and the development of other subsidiaries, that the development of Sinven was hampered.
2) Levien also accuses Sinclair of breeching fiduciary duty by forcing Sinven to not enforce a K between Sinven and Sinclair’s other subsidiary, such that Sinven effectively gave away products to Sinclair’s other subsidiaries. 

Because of Sinclair’s control and ownership of Sinvein, it has a fiduciary duty to Sinven. 

Rule: When the situation involves a parent and subsidiary, with the parent controlling the transaction and fixing the terms, and when there is evidence of self-dealing, the test of “intrinsic fairness”, with its resulting shifting of burden of proof is applied.

Issue: 1) Were Sinclair’s excessive dividend payments evidence of self-dealing such that the “intrinsic fairness to minority shareholders” test applies, not the “business judgment” rule applies?

2) When Sinclair forced Sinvein to enter into a contract with another one of its subsidiaries, Sinclair International, and then International breeched the contract, is Sinclair liable to Sinven’s minority shareholders?

1) No. (There is no violation of proportionality).

If Sinclair declared dividends for itself and not for minority shareholders, then there would have been evidence of self-dealing. Since it distributed the excessive dividends to levien as well as to itself, the dividend distribution doesn’t itself show self-dealing. P has to show that, by declaring the dividend, Sinclair usurped to itself business that would’ve gone to Sinclair. The decision of which subsidiaries would be used to implement Sinclair’s expansion policy was one of business judgment; court won’t interfere unless evidence of palpable overreaching. (So a controlling parent company can declare dividends just to finance its other subsidiaries? Surely this is a decision taken without subsidiary’s interest, but its own, in mind!?)

2) Yes.
When Sinclair caused Sinvein to enter into K with another one of its subsidiaries, that’s evidence of self-dealing. Sinven gave products to the subsidiary, from which Sinclair benefitted, but since International failed to pay for them (due to the breech), Sinven’s minority share-holders FAILED to benefit. Intrinsic fairness standard must apply. Sinclair has to prove that its decision to not make Sinven force International to comply with the contract is inherently fair to Sinven’s minority shareholders: failed to do this. 

Zahn v. Transamerica Corporation

P. was a minority, Class A shareholder in Axton-Fisher Corp.

D, Transamerica corporation was the holding corporation that owned 2/3 of the class B shares and over 1/2 of class A shares. It CONTROLLED AND DOMINATED Axton-Fisher Corp. At liquidation, once the preferred stock had been accounted for, the remaining assets would be split between class A and class B shareholders at a 2:1 ratio.

The value of leaf tobacco, which was Axton-Fisher’s principal asset, trippled. This fact was known only by Transamerica, which then forcibly “called” class A shares: bought them back at $80.80. Though this  buyback was pursuant to the corp’s bylaws, P claims that, if Transamerica liquidated the corporation and then disbersed the assets, class A shareholders would’ve received $240.00 per share.
Issue: Did Transamerica breech its fiduciary duty by “calling” the class A shares, instead of distributing and liquidating, when it knew that the liquidation option would mean more money for minority class A shareholders and less money for it?

Rule: 

1) The majority has the right to control; but when it does so, it occupies a fiduciary relation toward the minority, as much so as the corporation itself or its officers and directors. 

2) stockholder may have legal right to vote with a view to his own benefits, but when he votes as a director her represents all of the stockholders in the capacity of a trustee for them and cannot use his office as a director for his personal benefit at the expense of the stockholders.

Held: Yes, Transamerica breeched its fiduciary duty to minority, class A shareholders and the minority is owed the value of its shares at liquidation ( this is the value of class B shares:-- it is assumed that an informed Class A shareholder would have exercised option to switch over to class B).

Transamerica failed to inform Class A shareholders that their shares had trippled in value, which would have led them to convert to Class B shares, garnering something at liquidation.  Because Transamerica deprived Class A of a right, by witholding information, which provided itself w. financial benefit at the cost of Class A’s financial benefit, there is a violation.

Shareholder derivative suit.
-- Suing directors on behalf of the corporation.

-- Single shareholder can bring a derivative action to compel corporation to bring action against some insider of corporation that has caused corporation some harm.

Distinction btwn shareholder derivative suit and direct action--
For shareholder derivative suit there has to be SOME HARM to the corporation.
Can’t be harm just to individual s’holder. 

Smith v. Van Gorkam:-- Couldn’t have been a s’holder derivative suit: there was NO harm to the corporation. Alleged harm was to themselves.

(Claiming illegitimate value given to s’holders for their shares; corp. no longer exists).
2 steps to suit:-

1) Equity action (no jurty). Shareholder tries to compel corporation to take up suit against corporation. 

At this step, shareholders must make demand (that directors bring suit against corp.), unless demand is futile.
2) Corporation actually suing insiders.

NB. If corporation prevails, it pays shareholders legal fees.

Thus, the cost of the litigation is distributed among all the shareholders who profit from it.
Derivative suits are fee driven; lawyer driven. 

But, they’re necessary to have some kind of accountability from board of directors.
Delaware has taken steps to counter firvolous derivative suits:-

P has to post bond, from which corporation & directors will be PAID (for lit.) if P loses at trial.
Since Ps & their lawyers aren’t generally wealthy, this provision requires a degree of collective action:-- discourages frivolous & many meritorious actions.

Cases:--

Eisenberg
Eiseberg was a shareholder in FT, which was an operating company.

FT turned into a holding corporation for FTO, which became the operating company w/ all the assets.
This cuts Eisenberg and other shareholders out of control of the operating company. FT (through its directors), not FT’s shareholders, controlled company. 

(This said, shareholders of FT still control FTO indirectly by their control of the board of FT).

Issue:-- Is this a derivative suit or is it a representative suit?

Court holds that it is a representative suit:
a) It’s about voting rights (rights and priviledges of s’holders) which belong to s’holders. It is not about any DUTY that corp. owes to s’holders.
Eisenberg could have made his claim in such a way that it was a DERIVATIVE SUIT.
Argue that, by creating a new operating company and ATTENUATING CONTROL, managing costs increase.
This may incidentally harm the s’holders (in share value), but in the first instance it harms the corporation.
Demand
1) Where demand is not futile, and is made, but where directors decide not to pursue suit, that decision may be shielded by Business Judgment rule.

Demand may be deemed futile when

a) action accuses directors of mismanagement/fraud.

b) directors have sel-interest.

or

c) directors are not independent (eg. one director is also controlling s’holder and has his thumb on all the directors, then he enters into a bad K w/ another business of his).

Demand law is unsettled and constantly changing:--

It is constantly trying to strike a balance between exposing corp. to perennial strike suits & effectively holding corp. accountable.
Mergers & Acquisitions
1) Combination- two separate enterprises come under single ownership.

2) Recapitalization. May signal reallignment of risks of investors in corporation.

-- Some recaps are mild because they have proportionate effects on all owners (eg. changing shareholders who have c.stock and debt to owners who have c.stock and preferred stock).

-- Some recaps are momentous (eg. A owns 80% common stock; B owns 20% common stock. After recap, A owns 80% preferred stock; B owns 20% common stock:- control shifts from A to B).

Merger= type of Combination
A) Statutory merger:--
1) Decide which of two entities will survive (say here Y will survive).

2) Board of directors reach merger agreement.
3) S’holders will be given opportunity to approve. 

Terms of agreement will include CONSIDERATION for X’s shares (something to X’s shareholders. Perhaps some shares in Y/newly formed corp.).

4) Merger filed.
5) After brief waiting period, merger enacted.
Legal correlatives of a statutory merger:-

1) All of X’s assets become Y’s

2) All of X’s liabilities also become Y’s.
3) Shareholders of BOTH CORP’S MUST VOTE TO APPROVE MERGER.

4) Dissenting s’holders can’t block the merger, but they have a right to appraisal.

5) 100% COERCIVE. Dissenting shareholders get appraisal rights, but they can’t BLOCK MERGER, HAVE TO ACCEPT IT.

N.B. Merger statute greatly simplifies merger process.

B) Merger by Sale of Assets.
Y buys X’s assets by paying consideration to X’s shareholders

By stock:
(Imagine that Y is going to be surviving corp.)

1) Y gets all of X’s assets.
2) X gets Y’s stock.
3) At this point, Y s’holders own Y corp., which includes X’s assets; X s’holders still own X, but X’s only assets is Y corp.
4) X liquidates.  (Critical step to get rid of X, which lies between Y and X’s shareholders: requires vote from X’s s’holders)

5) Now, only Y survives with X’s and Y’s shareholders owning it.

By cash:

1) Y gets all of X’s assets.

2) X shareholders get cash.

3) Y shareholders own Y entirely on their own and Y now includes X’s assets.

Legal correlatives of Sale of Assets:-
1) Aquired corporation’s (X’s) liabilities might not transfer. 

(Courts have found that, particularly with case purchase of assets, liability doesn’t transfer because X “as a corporation” ceased to exist before Y aquired its assets-- W/ statutory merger genetic identity of X survives. 

N.B. tort victims/creditors might try to claim that sale of assets is a de facto statutory merger: courts haven’t accepted argument w/ cash aquisitions)

2) Renders irrelevant differences between the diff. corporation laws that might govern the individual corporations.

 (Can get complicated w/ state statutory merger btwn corp’s from different states, may not know which state’s law governs rights).

3) But, has greater transaction costs than statutory merger.

4) May not be 100% coercive. There may be an OUTSTANDING MINORITY (though perhaps disinterested) that haven’t been mopped out. They still have shares in aquired corp.

C) Merger by Stock Aquisition (as opposed to asset aquisition).

1) Y gives stock to X’s shareholders.

2) Y corp. gets X’s stock.

3) Result is that X is Y’s wholly owned subsidiary. Both X and Y’s shareholders are now owners of Y, which owns X.
4) X retains its corporate shell form.
Legal correlatives:

1) X’s liability may transfer to Y through enterprise liability. But, it’s likely that Y’s assets will be shielded from exposure to X’s liabilities.

2) X’s assets are still available to cover X’s liabilities.
3) Only form of merger that can really occur in a hostile environment. (Other forms require board of directors to tender merger for a shareholder vote). Here, aquiring corp. can go straight to aquired corp’s s’holders shares.

4) Least transactions of all mergers.

5) Particular danger of not being 100% coercive. X may retain independent, minority shareholders. If too many of these chaps exist, Y may not be able to perform short form merger.

Short-form merger & voting-

If a corporation owns 95% or 95%+ of its subsidiary, it can merge its subsidiary into itself w/out a vote from the OUTSIDE SHAREHOLDERS OF THE SUBSIDIARY. 
The outside shareholders will get appraisal rights.

Rule: Except in case of short-form merger, the law requires that shareholders of the aquired corporation vote to approve all aquisitions. (This is to ensure that the aquired corp’s shareholders get the proper consideration).

Hypo.:-

Y wants to aquire X, but insiders are resisting.

Y trades shares with X’s shareholders. Through this, Y gets 70% of X, and X’s shareholders become part owner of Y.

In order for Y to fully own X, must have approval of X’s outside shareholders. Has to have a vote.

Practical facts about aquisisitons:-

-- Usually the aquiring corp. will have to offer more than the fair value of aquired corp’s shares JUST TO GET AQUISITION GOING.
-- This could lead to a short-term depression in aquiring corporation’s share price

Methods of getting around having a shareholder vote (which brings unpredictability).

TRIANGULAR MERGERS-
B is shareholders of Y.

A is shareholders of X.

Y wants to aquire X without a shareholder vote.

Y swaps shares w/ X’s shareholders.

Now, Y owns 70% of X, and A owns 30% of X’s shares (outstanding shareholder).
Y creates shell corporation Z.

Z takes all of X’s assets and A shareholders get  shareholders get Y stock in exchange. 

Since Ycorp. is the majority shareholder of both X and Z, it can approve this merger on its own.

A gets Y stock as consideration assuming that A doesn’t exercise appraisal rights.

Reverse triangular merger is the same as the above, except that X, instead of Z, survives.

Reason that triangular merger averts a shareholder vote.

Y is the majority s’holder of the aquired corp. and is the only shareholder of the aquiring, shell subsidiary: can approve merger without votes from any s’holders. 

-- Only obligation is to give appraisal rights to the outside s’holders of the subsidiary.
Cases:-

Farris v. Glen Alden (PENNSYLVANIA COURT)

(trying to avoid having to pay appraisal rights to s’holders and avoid s’holder vote; PA applies de facto merger doctrine- creates appraisal rights for de facto acquired corp; Deleware does not)

GA= Pennsylvania corp.

List= Delaware corp.

In form:  Glen Alden acquired (by issuing new shares) List through an asset aquisition.
Glen Alden got all of List’s assets, List was liquidated. 

List’s and GA’s shareholders became the owners of the new List Aulden.
In fact: List acquired Glen Alden (minnow swallowing the whale) and List shareholders own 3/4 of new corporation.

There was no shareholder vote for GA’s acquisition of List’s assets; GA’s dissenting s’holder didn’t get appraisal rights (pre-litigation position)--

Action brought by dissenting shareholders of GA-- value of their shares fell immediately after combination.
Held:-

Dissenting shareholders in of an acquiring corp. (in form this is GA) don’t get appraisal rights under PA law. 
BUT, this is not ordinary acquisition. 

This is a “de facto merger” because,

a) Dissolution of one corporation,

b) New insiders,

c) Change in majority s’holders

-- s’holders on both sides had to vote and dissenting s’holders get appraisal rights.

-- What’ s more, in fact, List acquired GA, thus, under PA law, as the acquired corp., GA gets appraisal rights and to vote on acquisition.

Deleware law treats the situation differently-- doesn’t apply de facto merger doctrine.

-- Looks at strict form of transaction.

-- Strictly this is not a merger, it’s Glen Aulden acquiring List.
-- List shareholders have to vote; List dissenters might get apparaisal rights, but, Glen Aulden s’holder as s’holders to the acquiring corp. don’t get appraisal rights.

Basic rules:--

PA law-- if there’s an acquisition that looks like a merger, dissenting s’holders get appraisal rights.

Del law-- if there’s an asset acquisition, corporation who’s acquiring in form, doesn’t get appraisal rights.

Raulch (triangular merger)

- GE aquired RCA in a triangular merger (subsidiary aquisition).

- RCA shareholders got only $40 for $100, par value stock.

- Pursuant to redemption clause, RCA would have gotten $100 at liquidation or if RCA repurchased the shares.
-- But, court said that merger clause superceded redemption clause in this case. 
Merger clause said that merger agreement itself dictates the consideration to be given to the various s’holders. 

RCA preferred s’holders remaining rights are to appraisal only. (App. won’t be $100 bc. of limited assets)

-- Rule: merger K supercedes stock K.
Bowe v. Community Hotel- (functionally a recapitalization)

Community Hotel created a wholly owned subsidiary. Though there was no change of beneficial ownership, by a two-thirds vote, Community Hotel merged into its subsidiary. 

Preferred shareholders were  entitled to $150 at liquidation + dividends in arrears.
After merger/recap., preferred s’holders get 5 common shares for 1 preferred share.
Momentous change in shareholder rights.
Now, common s’holders will get something at liquidation. Previously, preferred shareholders would have gotten everything.
Court held-- former, preferred s’holders’ only remedy is appraisal rights.

N.B. Outcome for Preferred s’holders here is not that bad.
-- Previously, they only had rights at liquidation (incidentally, this made their interests conflict w/ common s’holders)

-- Now they have common shareholders’ voting control. 

-- Their shares will appreciate in value with improvements to the corporation.
Control
Abuse of Control
Applies principally to closely-held corp.
Don’t want to let majority s’holders oppress minority s’holders.
Massachussettes- Puts a high degree of obligation  on majority shareholders to treat fellow s’holders fairly

Often, can solve these problems ex ante with a BUY/SELL AGREEMENT. Otherwise, it’s very hard to legally kick out minority s’holder.

Wilkes case:- 

D was 25% s’holder in corporation and employee.

Other 75% held by 3 other s’holders.

The other 3 failed to reelect him to board and cut his salary. Then they offered to buy back his shares for a ridiculously low price since HE CAN’T SELL SHARES TO THE MARKET.
Seems like decision would be protected by BJ rule; no evidence of self-dealing. 

Wilkes rule:- Majority shareholders have a fiduciary duty to minority shareholders.

Says duty among s’holders in clos corp. is similar to duty among partners.
(These s’holders were similar to partners because their salaries didn’t correlate w/ their duties but seemed to substitute for dividends).

Held: Violation of fiduciary duty to minority s’holders.

By cutting Wilkes’ salary, the effect was DISPROP. DISTRIBUTED DIVIDENDS. Everyone but Wilkes receives them.

Ingle v. Gilmore-

Ingle is an employee of corporaiton and minority s’holder.

Opposite of Wilkes: his shareholder position is conditioned on his employment.
-- There is a buy/sell agreement ex ante.
-- Ingle is fired, and his shares are bought back at a fair price. 

Ingle complains that he can’t be fired at will, because he’s a shareholder.

Court held: firing is legimiate and price for shares is legitimate.

Shareholder’s rights were limited by contract and the terms of the contract weren’t breeched.
Side point:

Phantom stock forms:-
-- Shareholder gets bonuses that correlate w/ increases in corporation’s share price.
-- However, he doesn’t get shareholder voting control, no rights at liquidation, and he pays income tax, not capital gains tax.
Jordan v. Duff & Phelps
Case superficially seems like Ingel.

J owns shares that are redeemable at book value on the last day of the year that J leaves the corp.

J quits. 

The year after he quits, two mergers fall through; ultimately a merger goes through much later.
J sues. He claims a 10(b) violation. Says that Corporation withheld information material to sale of shares (ie. J might have quit later had he known of merger). Court held for J.

Key issue:- How incidental is share rights to employment rights? (In Ingel share rights more incidental than in J)

-- Also, are there security laws applicable? (Not in Ingel, but in J)

-- Finally, FIDUCIARY DUTY- breech of duty of loyalty in J, but not in I. B. of Ds in J withheld information such that their portion of new corp. would be greater at J’s expense.  (Isn’t this right?)

(Not sure I understand this?)

Smith v. Atlantic Properties (minority s’holder violates fiduciary duty to majority s’holders).

 3 s’holders own 75%; 1 s’holder owns 25% and has veto power.
That one s’holder has veto power serves him with a Wilkes obligation.
D vetoed dividends distribution which meant that corp. suffered penalty tax. 

(D probably didn’t mind paying penalty tax, because it was split between all the s’holders; 

however, if he received dividends he would have to pay a huge income tax because he’s in highes income bracket).

-- Paying penalty tax bad for other s’holders:-
have to pay MORE tax than otherwise, 
and corp. has fewer assets.
Wilkes applied:- Classic abuse of control found.

Isenbergh:--

This case is DEAD wrong. If any oppression, it’s of the minority by the majority.

Majority shareholders could have reinvested corp. earnings in the corporation:-
i) Wolfson (D) captures gain as cap. gain not income.

ii) No one pays a penalty tax.

iii) Assets would have increased.b

This is really an anti-affluence holding:-
Dividends:- shifts tax burden to Wolfson.

Reinvestment:- benefits all 4 shareholders. Split taxes equally.

 (N.B., since other s’holders are in lower tax brackets they may not pay any less taxes here than under dividends). 

N.B. Public corp.-- dividend policy doesn’t matter. Can sell shares on the market.
Closely-held corp.-- dividend policy does matter. Can’t sell shares on the market. (Then would reinvestment really have benefitted the three shareholders).

Transfer of Control
Finance:--

When two closely held corporations feel that they can  combine advantageously -- whole is worth MORE THAN SOME OF ITS PARTS -- they will do a straight up merger. (If both corporations are worth the same amount, it’ll be a share for share swap). 

But, one corporation may feel that it’s more responsible for the increase in value than the other.

Possible solutions:-
1) Give that corporation’ s s’holder a greater number of shares in merged corp. than other corp. -- 

But, in closely held context, the other shareholder will be afraid of oppression if the other shareholder gets more than 50%.
2) Give the greater contributor additional, non-voting, preferred stock.
This gives one shareholder greater ownership/participation, but not greater control.
B) Situation where corp. X is owned by s’holder A. It’s value is $10,000. B has no corp., but thinks that he can raise value of corp. to $15,000.
Unlike in above situation, added value is coming ENTIRELY FROM OUTSIDE. (A isn’t bringing anything).

-- So, B wants to get as much of added value for himself as possible.

-- Having B as manager doesn’t work-- he won’t want to be controlled.  (What if publicly held?)

B has 2 options for taking control

A) 1 step:

B will purchase entire corporation from A. 

He will have to pay more than $10,000 for it to be attractive to A.

He will pay no more than $15,000. Will probably pay somewhere in the middle.

B) 2 step:

B can add the value my merely owning 51% of the corp.
-- But, if he buys only 51% of corp., and then raises its value by $5000, A gets 3/4 of increase for doing nothing at all (50% shareholder+ what he received for the controlling share block).

-- So,

i) B buys 51% of shares at $125/ share (between $100 per share under A’s control and likely new value of $150 per share under B’s control).

ii) Then, once in control, B squeezes out A for $100 per share.  ( A can ask for appraisal rights, but A gets value of shares BEFORE MERGER UNDER APPRAISAL DOCTRINE). If this works, B gets 3/4 of gain.

iii) But, it is likely that A will anticipate the squeeze out and ask for a buyback agreement at set price of $125. 
The ultimate conlusion will be that A gets 50% of increase; B gets 50%. Same financial outcome as one step purchase.

*** Reasons for using 2 step:-

Protects against risks.
- B is protected if value falls-- if thing doesn’t work out , don’t squeeze out (only lose value on 1/2 of shares).

- A is protected if value increases & alot of time passes before squeeze out occurs.

Transfer of Control in Publicly held context
1) Two Corp’s want to join. 

Imagine that it is beneficial for two corporations, X and Y, to combine.

-- The pressure to combine may be less, because it’s advers to the interests of INSIDERS (who’ll lose jobs).

--Way to achieve combination is offer Golden Handshake: offer the insiders of acquired corporation a good severance package.
2) Pure, better mouse-trap situation.
B comes along w/ an idea/better management scheme, that will increase value of publicly held corp. from 10K to 15K.

- Insiders are likely to resist because they’re likely to get fired!

- Insiders place an ADDITIONAL PRICE TAG on transfer of control.
-- Ways that B can avoid additional cost of paying off insiders:

a) Proxy fight-- depends on state law, but usually doesn’t require a majoirty of shares to be purchased.

-- But, attempting to gain control this way is prohibitively difficult.
i) Mechanically difficult; often the deck is stacked in favor of insiders.

ii) Economically prohibitive: huge cost of advertising to gain control of necessary shares to get proxy contest. 
-- May lose proxy contest:- advertising costs are a dead loss.

-- Even if contest is won, still reduces upside benefit for insurgent: Advertising costs; other s’holders still have beneficial ownership and get windfall benefit from improvement in value.

b) Hostile takeover- more popular.

-- Make a tender offer and try to take control of corp.

-- With the tender offer, in order to prevent outside shareholders from receiving a windfall (3/4) profit, aquiring corp. will want to do a 2-step purchase.

i) Purchase 51% of the corporation at above market price.

ii) Squeeze out remaining s’holders for market price or same price as tender offer.

Two-STage offers:  coercive compared to one price, one time. 

 It puts greater burden on s/h to accept tender offer than if s/h were able to dec about single price.


- s/h may even sell at lower price thn would have otherwise


-  makes it diff for s/h to choose tw competing offers

· EX:  B and C bidding for I’s stock.  B offers  150 for 51% with 100 squeezeout price.  C offers 130/s for 100%. (S’holders are going to go for B’s offer and probably try to get a little more than 100 as squeeze out price, right?)

Fair Share Provision:  in any tender offer carried out in 2 stages (purchase + merger/squeezeout), consid offered to s/h had to be same in both stages.

-- adopted by no state although suggested by academics.
Discussion on Fair Share and 2-Stage Offers:

· how bad are they?

· wht would happen if banned them?

· would get fewer takeovers cuz of cost inc

The case in this section, Perlman v. Feldman, seems to stand for the proposition that, when a controlling shareholder sells his block of shares such that there is a TRANSFER OF CONTROL, he can not sell a corporate asset along with it to get a bigger premium. 

Perlman v. Feldman- (transfer of control/ fiduciary duty).

D, Feldman, was the Dominant S’holder, President and Chairman of the Board of Newport Steel.
Newport Steel produced steel for purchase by manufacturers of steel products.
Wilport Steel was an end-user of the steel. 

During the Korean war, there was a shortage of steel & caps on prices from gov’t. 

Though Newport Steel had a limited market range, it had an opportunity to expand during this time.

Wilport purchased steel from Newport under the Feldman plan: 

(got a promise to receive steel at a future date in exchange for no-interest advance payments to Newport; the advances gave Newport a chance to expand and also build it’s market).

Feldman sold his block of controlling shares to WILPORT at $20.00 per share, though the market price is $12.00: High Premium.
Ps claim that this sale breeched fiduciary duty: is this so?

Held: Yes, Feldman’s sale amounted to a breech of fiduciary duty.
-- There seems to be a rule that a dominant shareholder can sell his shares for the best price available here.

-- However, the court expresses concern that, in exchange for the high premium that Wilport offers, Feldman was selling more than his shares.

-- The court expressly states that Feldman sold a “corporate asset” and also Newport’s opportunity to get no interest advances from Wilport, and to develop Wilport as a customer.

 (This means that Feldman profited at Newport’s expense).

The court orders that Feldman compensate P shareholders for any bonus he received for these reasons (sales of corp. opportunity and sale of corp. asset).

Isenbergh:-
Reason for finding breech of fiduciary duty is not high premium per se: selling shares above market price raises values of shares for shareholders. 

-- Reason for finding breech is that Feldman got for himself the value of the “Feldman Plan”, which the court thinks will COLLAPSE AFTER HE LEAVES, and which gave Newport the opportunity to get no-interest advances from guaranteed future customers. (Feldman plan was a corporate asset; but, Feldman sold it not for the s’holders profit but for his own).

Dissent-- Doesn’t see the “Feldman plan argument”.

Says that Feldman had every right to sell his shares for the highest possible price, even to a buyer, as long as he believed that the buyer would continue to purchase steel at MARKET PRICE OR ABOVE. Otherwise he’s selling away corporate profit for his own gain.

Comment: Action started off as a s’holder derivative action. But, it turned into a class action. If corporation had recovered, all shareholders, including Wilport would have received a benefit. W/ class action, Wilport doesn’t receive benefits.  

Hostile Takeovers
Interests implicated in a takeover

· Lkely to be a divergence of inters over buyers and s/h over sharing of spoils of takeover.  Affected by groundrules of takeovers.  But in gen inter of buyers and s/h that takeovers be allowed to proceed.

· Larger divergence of inters tw incumbents and s/h./  Incumbents routinely protest/resists takeovers.

Cheff v. Mathes
Bidder basically presented choice of the corp. taking him in or corporation buying HOTILE AQUIRIOR at a premium.  

Corp. chose latter and used corp assets to do so.  

S/h sued for waste of corp assets by using $ to perpetuate their control.  Dirs maintained they were simply protecting corp from destructive plan.   Crt accepts this explan of the Dirs.  Altho there was evid that liq, the bidder’s plan, would have yielded  a higher mkt price.

Cheff akin to Feldman in neg implication; in some ways the opposite.  

Bidder paid off to NOT acquire control and implement new plan.

Cheff Implies:  tilt towards insiders against outsiders in these contexts (takeover)

Greenmail (corporate insiders using corporate assets to pay off hostile bidder and block hostile takeover)

became very popular after Cheff

Corps came up w/defenses to takeovers

Why is Feldman a breech of fiduciary duty, but not Chef?

-- Chef, paying bidder w/ a corporate asset to avoid a negative change for corporation. (Status quo maintained)

-- Feldman, getting a higher price from bidder, using a corporate asset, to EFFECT a negative change for corporation. (Status quo altered).

Ask Isenbergh.

4 Major Delaware cases-
Unocal- 1985

Revlon- 1985

Paramount I- 1989

Paramount II- 1994

Each case represents a pendulum swing from the previous one in the series.

***

Isenbergh’s reconciliation of all three cases:

1) If corporation is just DEFENDING ITS TURF/ PURELY DEFENSIVE POSITION, and trying to keep corp. on track it was headed, then insiders don’t have to concern themselves w/ immediate maximization of s’holder wealth. 

-- The Unocal “reasonableness” test applies. 

(See Unocal; Paramont I-- since Time survived as corp.)

2) If insiders initiate a CHANGE IN CONTROL of their corporation, then their defenses against hostile takeover by some third party corp. is not protected by Unocal. 
- Rather, Revlon rule kicks in: must put corp. up to highest bidder.
- Fiduciary duty is to maximize shareholders CURRENT WEALTH and nothing else.

(See Revlon-- shift of control to Forston; Paramont II; Van Gorkam fits this pattern too-- N.B. Van Gorkam might have maximized s’holders immediate wealth but not sure because improper process). 

Unocal sets up 2 part test:-
1) Process has to be adequate:-- full info. has to be given to s’holders and outside directors

2) Defensive response by insiders (fairly permissive standard)- reasonableness in response to takeover.

- The greater the possibility for coercion and uncertainty asso w/tender offer (eg. two step offer), the easeir it is for insiders to meet test of reas. proper response.
N.B. Court found that Unocal director’s plan to selectively transform common stock of some s’holders into debt in order to deter a hostile takeover by a raider who threatened to “change capital structure” and fincance with junk bonds WAS LEGITIMATE. 

Revlon- (Revlon duty)

1) here, Revlon tries to buck a hostile takeover by entering into a friendly aquisition. 
2) However, Revlon had to BREAK UP, in order to finance aquisition.

3) Because of break up, or TRIGGERING EVENT  that is going to alter financial structure of corp. anyway, the “reasonableness standard” no longer applies. Directors can’t justify action w/ future benefit to s’honders. HAS TO PUT S’HOLDERS IN BEST IMMEDIATE POSITION.
4) Corporation has duty to offer corp. up to highest bidder.
Paramount I-
Time & Warner Bros. Planned to merge.

Time was going to be the surviving company.
After merger was announced, Paramount offered $200.00 per share (above $125.00/share of merger).

Paramount tried to claim that, following REVLON, Time had to go to highes bidder.

Court held:

a) No Revlon duty here.
b) There is no break up, no surrendering of control (in the move that Time voluntarily entered w/ WB); therefore, corp. isn’t required to prioritize increasing immediate shareholder wealth.b

c) Unocal “reasonable defense” rule applies: not violated here.

Paramount II-
- Paramont tries to merge w/ Viacom

- Agreement has anti-takeover clauses-- break-away fee; no-shop clause.b

- QVC moves in with a higher bid/ cash buyout. 

Held: 

a) Revlon duty applies; Paramont had to put itself up to the highest bidder.

b) The only real difference between the intial mergers contemplated in the two Paramont cases is that, in Paramont II, PARAMONT ANTICIPATED, IN VIACOM MERGER, A SURRENDER OF CONTROL (Viacom was going to be surviving corp.; Viacom’s controlling shareholder was going to control board of directors of new corp.).

Del. law in summation:-

-- Insiders have upperhand if they don’t try to initiate changes (at least changes that will alter their own corp. structure).

-- Insiders LOSE upperhand if they try to initiate change.

Side notes on Proxy Contests
A shareholder initiated proxy contests/proposals can only lead to a binding vote on election/firing of directors.
-- Binding votes on mergers etc. must be initiated by the directors.
However, s’holders can initiate advisory votes through proxy contests/proposals as long as they are phrased in “advisory langauge”: eg. “Resolved: that the board shall reform X policy....”

Distinction between proxy contest/solicitation and proxy proposal-

1) Proxy proposal- single proposal and supporting statement (limited to 500 words all together) that is included in corporate mangement’s own annual solicitation.
- involves less regulatory/filing hurdles than proxy contest.

- is less costly than proxy contest (documents are going out anyway).

- can involve issues of social responsibility or corporate governance.

- Must have 3% vote to require managment to include proposal.
- Corporation can exclude proposal if it relates to day-to-day business operations or if it is too generally economic/political/social (unrelated to what the corporation does).

- inappropriate for ELECTION OF BOARD-- it is being attached to management’s own statement.

2) Full-fledged proxy contest/solicitation.

- appropriate for election of directors.

- vote is binding on corporation.
- Hefty mailing/printing/legal/regulatory costs. Must pre-file w/ SEC before soliciting information/names from corporation. Must pay for the printing and mailing costs of proxy forms, which can be very lengthy due to SEC requirements.

- Isn’t there a minimum # of shareholders required for forcing the execution of the proxy statement? Doesn’t this itself require solicitation of information.
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