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SHAREHOLDER GOVERNANCE OF CORPORATION - 


Federal Legislation under the 33’ & 34’ Acts vs. State Law - Federal legislation dictates the disclosure aspects of voter suffrage and sale and purchase issues while state law focuses on the actual mechanics of the voting process.


Federal Legislation Under The Acts - Extends to not only to the disclosure fairness of a transaction but necessarily extends to the substantive fairness of the transaction.  Therefore you can bootstrap what would otherwise be a state law claim in which the terms of the deal were unfair to a federal claim if you claim that the terms of the deal were not adequately disclosed.


Collective Action Problems (see @ 560) - 


Rational Apathy (@ 561)


Dual Class Voting (see discussion @ 564) - generally used as a shark repellent in which one class of shares has a high number of votes per share while another class has a low number of votes per share.


Procedural Hurtles to Implementing Dual Class Voting - Directors implementing dual class shares had to do two things:  1) have current shareholders authorize the issuance of the higher voting class; and 2) then distribute the high vote shares to a friendly controlling group.


Implementation of #2 - two frequent ways were to distribute high vote shares to friendlies and specify that sale of shares to other than approved friendlies converted them to ordinary low vote shares.  Also, you could make high vote stk. available to all but make it yield low dividends so as to make it unattractive to ordinary S/Hs.


NYSE Prohibitions on Dual Class - NYSE used to prohibit dual class until General Motors issued low vote class of shares and NYSE, not wanting to delist GM, allowed its issuance.


SEC Rules Prohibiting Trading in Shares That Reduced Voting Rights (@ p. 567; Rule 19c-4) - SEC issued rule 19c-4 prohibiting the issuance of shares that reduced or otherwise abridged the voting rights of O/S shares.  The Business Roundtable decision, however, said that the rule was beyond the SEC’s authority.  NOTE:  that the rule did not apply to new issues that had less voting rights than presently O/S shares.


Rejection of Rule 19c-4 (Business Roundtable, p.569) - court found that Rule 19c-4 exceeded the authority of the SEC due to fact that it regulated what actions the S/Hs can take as opposed to the Acts’ purpose of providing adequate disclosure.


Federal Regulation of Proxies - Governed by § 14 of the 34’ Act.  Covers those corps. with > 500 S/Hs and at least $5 million in assets.  (§§ 12(b), (g) 34’ Act).  Applies to any “solicitation” of the right to vote a S/H’s vote as defined in Rule 14a-1.  A proxy is solicited with a “form of proxy”.  Each “form of proxy” must be accompanied by a “proxy statement” giving information about the co. and the proposed topics to be voted on.


Proxy Statement - Required to accompany a “solicitation” by Rule 14a-3.


Contents - governed by Schedule 14A.


False and Misleading Statements - Rule 14a-9 prohibits material false or misleading statements and applies to omissions.


Form of Proxy - Rule 14a-4 requires that S/Hs be able to independently vote for each proposal and not tie one issue to another.


Filing of Preliminary Copies - Rule 14a-6 requires copies to filed ( 10 days prior to dissemination


Submission of Issues - Rule 14a-8 allows S/H who has owned 1% or $1k of co.’s stock for ( 1 yr. to submit to the co. a proposed resolution to be included in the proxy statement not to exceed 500 words.


“Solicitation” Defined ( Rule 14a-1(l)) - (iii) of the rule was the most troublesome in that it included “communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy.”  The following defined the parameters of what was included.


“Continuous Plan” (Studebaker, p.580; Long Island Lighting Co., p.582) - Ct. found that the communication didn’t have to request the S/H’s proxy - only had to be part of a “continuous plan” intended to end in solicitation.


Balancing Need for Communication w/Burden of Compliance (Long Island Lighting Co., p.582; Pearl Brewing, p.581; Rock Island, p.581) - Ct.s try to balance the need to prevent incomplete and misleading information with the need for communication between and among S/Hs.  In Long Island Lighting, the court found that a newspaper ad was part of a “continuous plan” to gain proxy while in Rock Island and Pearl Brewing the court found there was no “continuous plan” to solicit proxies but that there was a public interest in being informed.


Long Island Lighting Co., p.582 - newspaper advertisement targeted at S/H urging public ownership of a utility was complained of by ( claiming it was solicitation of proxy.  Holding:  for ( - found that ad was part of a continuos plan to gain the proxy of S/Hs.


Exemptions From Proxy Rules - Rule 14a-2(b) exempts certain people/groups from various filing reqts.


Parties Exempted - Generally, exemptions don’t apply to management or directors but only to smaller s/hs, et. al.


Rule 14a-2(b)(1) - .“. . . any person who does not . . . seek directly or indirectly, either on his own or another’s behalf, the power to act as proxy for a security holder and does not . . . furnish a form of proxy”.


Rule 14a-1 - any party stating how that person intends to vote whether or not it includes an explanation of why.


Parties to whom Exemption Does Not Apply -  14(b)(1)(i-x) lists those to whom exception doesn’t apply including the following (generally excludes management and directors):


the registrant; an officer or director of the registrant; any nominee for a director’s position; any person opposing management’s plan of reorganization, sale of assets or other extraordinary transaction, etc. for which he has an alternative plan.


Filings Exempted - Rules 14a-3 - 14a-6, 14a-8, 14a-10 - 14a-15.


Misleading or Materially False Stmts. Still Prohibited (Rule 14a-9 - see above).


Institutional Investors (see p.590)


Action by Shareholders - covers S/H approval of certain transactions as well as dissenter’s rights.


Corporate Combinations - Different types of combinations create different voting and appraisal rights.  Certain combination create dissenter’s/appraisal rights as seen infra.


Statutory Merger (RMBCA § 11.01) - Two co.’s are merged with one surviving corporation with the assets, liabilities, and shares of the non surviving becoming those on new corporation (RMBCA § 11.06; DGCL § 259).


Requires:


adoption of plan of merger pursuant to RMBCA § 11.01; DGCL § 251(a).


Plan of Merger - must include items in RMBCA § 11.01(b); DBCL §251(b).


approval of merger by majority of s/hs of both entities RMBCA § 11.03; DGCL § 251(b). 


UNLESS excused from approval under RMBCA § 11.03(g); DGCL § 251(f) for REQTs.  NOTE:  those transactions excused generally entail situations where S/Hs rights aren’t affected through dilution or loss of rights (also includes “short form” mergers RMBCA § 11.04; DGCL § 253.  - see below)


Short Form Mergers (RMBCA § 11.04; DGCL § 253) - a parent owning 90% of the O/S shares of each class may merge subsidiary into itself w/out approval of the S/H of subsidiary or parent.


Triangular Merger - P wants to merge with T but doesn’t want to assume subject assets to T’s liabilities and/or doesn’t want its S/H to have to vote on transaction.  P creates a subsid. corp., S, and transfers consideration (usually its shares) to S to be paid to S/Hs of T.  T and S institute a statutory merger with both sides voting on the plan (P is S’s only S/H).  P now owns T as a subsidiary.  


Purpose:  This way, P effectuates control of T w/out giving P’s S/Hs the right to vote on the transaction.  NOTE:  this assumes that P already has enough outstanding shares to transfer to S.  Otherwise, P would have to get S/H approval to issue the new shares.  (see RMBCA § 10.03 requiring S/H authorization to issue new shares).


Exchange of Shares (RMBCA § 11.02) - Fairly identical to statutory merger except here the two co. boards must agree on a “plan of exchange” .  NOTE:  different from statutory merger in that only the shareholders of the acquired corp. must approve (falls w/in exception in 11.03(g) ).


Exchange of Stock for Assets/Purchase (Gimbel, p.413) - P uses its stock to buy the assets of T.  REQTs:


approval of agmt. by the BODs of both corp. (RMBCA § 12.02; DGCL § 271)


approval by the S/Hs of the acquired corp. only - not the surviving corp. (RMBCA § 12.02; DGCL § 271)


Sale of “all or substantially all” of the corps. assets - this language is found in both the RMBCA and DGCL as to when the seller’s S/H get approval rights (and dissenters rights under the RMBCA §13.02) .


Sale of Line of Business as Constituting - Gimbel found that sale of a subsidiary oil corp. while main operations continued did not invoke § 271 (RMBCA 12.02 equivalent).  Reasoning:  12.02 and 271 were designed to prevent sales of corp. asset that would fundamentally change the business and hence the S/H’s investment.


see comments to § 12.01 defining “all or substantially all” as excluding sales of business lines in which product lines similar in production are retained.


Gimbel, p.413 - Signal Oil co. was selling a subsidiary and S/H of Signal wanted ability of S/Hs to vote on sale.  ( claimed that he had right to vote on sale because it fell under DGCL 271 sale of assets (RMBCA § 12.02 equivalent)  Holding: for ( - not a qualifying sale of all or substantially all of (‘s business.  A sale of a line business that doesn’t fundamentally change the character of the business is not the type of sale envisioned by legislature.


Tender Offers - Requires no vote by either set of S/Hs unless the surviving corp. effectuates a stock swap and lacks the necessary outstanding shares to finish stock swap.


Dissenter’s/Appraisal Rights (RMBCA § 13.02; DGCL § 262) - Shareholders have the right to dissent and receive the “fair value” (defined at § 13.01(3) ) of their shares.  Dissenter’s rights are available to the following shareholders:


those entitled to S/H approval pursuant to a §11.03 statutory merger or § 11.04 short form merger


those entitled to S/H approval pursuant to § 11.02 share exchange.


those entitled to S/H approval pursuant to § 12.02 asset purchase.


De Facto Merger  (Farris, H/O 9/10) - where statute doesn’t provide for dissenter’s rights or S/H approval, sometimes courts will find that corporation has so “fundamentally changed” that it they’ll provide for those rights.  Court in Hariton found that there was no fundamental change due to similar product line of new co. as well as fact that DE law doesn’t allow for dissenters rights for either party (although RMBCA does for the seller) is asset purchase (court generally rejected theory where statute specifically did away w/dissenter’s rights).  Similarly, the court in Terry, p.409 ostensibly rejected the theory of de facto merger due to legislative intent to only give dissenters rights where provided for although in a footnote the court theorized that if the transaction had resembled Harris in which the small co. was purchasing large co. then de facto might apply (fn. 7, p.410).


“fundamentally changed” - court in Farris looked at change in size and proportion of shares owned as well as difference in business of surviving corporation.  However,


Hariton - (, a S/H of one of the parties to a sale of assets of one corporation to another corporation, claimed that since the sale of assets was so akin to a merger that the statutory mergers statute should have been complied with and that he should get appraisal/dissenter’s rights - i.e. there was a de facto merger.  Holding:  for ( - the law in DE is clear that s/hs have no dissenter’s/appraisal rights and that ( knew that his investment might change due to asset purchase - therefore no de facto merger.





OUTSIDE DIRECTORS IN CORP. GOVERNANCE - Outside directors are distinguished from inside directors in that they are somewhat more independent.  However, they’re still limited by 1) lack of financial incentives; 2) other full-time jobs; 3) lack of expertise in the business of the companies (caused by Clayton Act § 8 antitrust concerns); and 4) dependence of executives for information. (see Bayless Manning article p.640 for possible solutions)


Duties of BOD - 


RMBCA § 8.01(b) - specifies that “all corp. powers” shall be exercised “under the authority of” - the last phrase is important because it recognizes that the BOD delegates.


ALI Principles of Corp. Governance § 3.02 - see list of functions at page 638.


RMBCA § 8.30 - sets out the standards for BOD to follow including duty of good faith, actions with the care of ordinarily prudent person; acting in the best interest of the corp.  Also sets out on whom the BOD may rely.


NOT ALL INFORMATION FOR THIS SECTION WAS INCLUDED IN OUTLINE - a lot OF FLUFFY CRAP





DUTY OF CARE AND DUTY OF LOYALTY OF CORPORATE DIRECTORS - Most acts of BOD are insulated from scrutiny pursuant to business jgmt. rule.  However, the duties of care and loyalty proscribe certain minimum standards to which BODs must adhere. 


RMBCA § 8.30 - sets out the standards for BOD to follow including duty of good faith, actions with the care of ordinarily prudent person; acting in the best interest of the corp.  Also sets out on whom the BOD may rely.


Duty of Care (Francis, p.682; see ALI § 4.01 p. 687) - has the following reqts.:


Rudimentary Knowledge Of Business (Francis, p.682) - Director should become familiar with the fundamentals of the business of the corp.


Lack of Knowledge not a Defense - Can’t claim that she didn’t know of business activities.


Duty of Inquiry/Duty to Keep Informed (Francis, p.682; Graham, p.682) - No detailed inspection of day-to-day activities required but must have general monitoring devices in place which includes being able to rely on your officers for information (Graham).  However, once you have “triggering event”, then duty to investigate kicks in.


“triggering event” (Graham, p.682)- what is a triggering event requires a factually intensive review of 1) what the BOD should have been aware, 2) whether the event was one a reasonable man would have considered needing of investigation; and 3) what an ordinarily prudent man would have done to convince himself that everything was all right.


allowed to rely on mngt. representations (RMBCA § 8.30) - as seen in Graham, BOD are allowed to rely on mngt. representations and monitoring activities - signif. in Graham because some of executives were in on antitrust activities.


Monitoring Devices - BOD is only required to have measures in place that reasonably keep them apprised of the goings on in a business - allowed to rely on management to effectively carry out these duties.


Intentional Ignorance not a Defense - Directors may not “shut their eyes to corporate misconduct”.


Examples of Activities to keep Informed - attend meetings frequently; maintain familiarity with the financial status of corp.


Francis, p.682 - director (a woman) was totally unfamiliar with the mechanics of the business and failed to notice that business was being robbed blind.  Holding:  for ( - found that failure to maintain even slightest semblance of knowledge of business, to attend BOD meetings, or otherwise assure herself of proper operation constituted breach of duty of care.


Graham, p.682 - co. was subjected to fines for antitrust violations and S/H sued directors derivatively claiming that they had breached their duty of care in monitoring the activities of the co.  ( claimed that prior violations in co.’s past should have put on notice of possibility of future violation.  Holding:  for ( - fact that the prior violations were years in the past and more importantly, that nothing had put BOD on notice (i.e. no “triggering event”) about current violations combined with the fact that BOD may rely on subordinates for proper information meant that proper care had been exercised.


Duty of Loyalty - Duty proscribes that directors must act in the best interest of the corporation - a directors loyalty (and hence the protections of the bus. jgmt. rule) are called into question whenever he has a self interest/conflict of interest in the business of the corporation.


Common Law (Schlensky, p.759) - A director found to have dealt w/corporation in an interested way must establish the inherent fairness of the transaction.  Courts look to following factors:


1) whether the corp. received in the transaction full value; 2) corp. need for the item; whether the transaction was at market price; 3) domination of transaction by particular interested director; 4) whether there was a detriment to the corp. as a result of the transaction; and 5) whether there was full disclosure.


VS. Statutory Governance - see below but the main difference is less judicial scrutiny if BOD or S/H have ratified the transaction.


Statutory Governance of Loyalty (RMBCA § 8.31) - 


RMBCA § 8.31 (DGCL § 144) - provides that a transaction isn’t voidable solely based on a conflict of interest (contrary to C.L. that said that interested transaction automatically voidable).  The director may rebut the conflict in three ways


Proof of full disclosure to the BOD who then approve or otherwise ratify the transaction;


Proof of full disclosure to S/Hs who then approve or otherwise ratify the transaction; or


Proof that the transaction was “fair” to the corporation.


NOTE:  3 items are disjunctive so if you prove 1 or 2, then no judicial scrutiny of “fairness” - this is reduction in court participation in interested transactions from the C.L.


Defining “Fairness” to the corporation - 


Common Law (Schlensky, p.759) - NOTE:  The common law is considered to be relatively codified into statute so it is relevant to examine it.  Courts look at the following types of factors:  1) whether the corp. received in the transaction full value; 2) corp. need for the item; whether the transaction was at market price; 3) domination of transaction by particular interested director; 4) whether there was a detriment to the corp. as a result of the transaction; and 5) whether there was full disclosure (although RMBCA says that full disclosure w/ratification by BOD or S/Hs is sufficient w/out a showing of fairness).


Business Judgment Rule - a rebuttable presumption that directors are better equipped than the courts to make business judgments and that the directors acted without self-dealing or personal interest and exercised reasonable diligence and acted with good faith.  Reasoning (Joy, p.696):  1) S/Hs voluntarily undertake the risk of bad business judgment; 2) after the fact litigation is bad evaluation practice of business decisions; and 3) the law shouldn’t impede the risk taking incentives of BOD which is generally seen as good for investors.


Burden Shifting - Burden of proof is initially on ( to establish that transaction was fair.  However, if self interest is found, ( has burden of establishing that transaction was conducted in good faith, with reasonable investigation and that was fair (fairness solves duty of loyalty) (see RMBCA § 8.31 above).





RESPONSIBILITY OF CONTROLLING S/H - Imposes duties similar to those of controlling S/Hs with the exception that directors have voluntarily assumed the rule of fiduciary.  The controlling S/H receives something akin to the protection of the business jgmt. rule except when there is self dealing (Sinclair Oil, @ 823).  Then the burden of proof shifts to controll. S/H to establish “intrinsic fairness” of transaction.  NOTE: generally occurs when parent corp. dominates the BOD of a subsidiary and is therefore acting on both sides of the transaction.


Defining “Intrinsic Fairness” Review And What Triggers It (Sinclair Oil, @ 823) - note that finding of self dealing or disparate treatment of minority S/H triggers the “intrinsic fairness” review which shifts the burden to the majority S/H (() to show that transaction was fair.


Defined - shifts the burden of proof to the ( to show that transaction was fair.


Triggered by Self Dealing or Disparate Treatment of Minority S/Hs (Sinclair Oil, @ 823) - generally occurs when 1) parent corp. dominates or controls the BOD of a subsidiary and is therefore acting on both sides of the transaction and 2) causes disparate treatment of minority S/Hs in favor of itself.


Disparate Treatment of Minority S/Hs (Sinclair Oil, p. 822) - requires a factual examination of transaction.  See following examples:


Dividend Declaration - in Sinclair, the parent had subsid. declare dividends in which minority S/H received proportionately more cash than controlling S/H - therefore, court found no disparate treatment and applied the business judgment rule.


Failure to Pursue K’s Between Subsid. and Another 3rd Party Controlled by Parent - If parent doesn’t allow subsid. to pursue damages and the K goods are going to parent, then parent benefiting to detriment of minority who don’t get value contracted for.  Court found self dealing on part of parent in Sinclair.


Preventing Advantageous Purchase for Benefit of Parent - in TWA, court found that parent that disallowed subsid. to make advantageous purchases of aircraft in an attempt to gain tax advantages to be self dealing due to disparate treatment of minority who not only bought expensive airplanes but didn’t get to share in tax advantages.


Sinclair Oil, p.823 - Parent owned 97% of subsidiary and had board members on the subsid.’s BOD.  Subsid. claiming that parent breached fiduciary duty by 1) having subsid declare large dividends as well as 2) not allowing subsid. to pursue K’ual breaches by another of parent’s subsids. of Ks with subsid. in question.  Holding:  for ( on #1 but for ( on #2 - found that there was no disparate treatment in dividend situation because minority S/Hs received proportionately more cash than parent.  But, there was disparate treatment of minority in not pursuing claims because parent benefited from not pursuing to the detriment of minority S/Hs.


TWA, p.827 - court found that parent that disallowed subsid. to make advantageous purchases of aircraft in an attempt to gain tax advantages to be self dealing due to disparate treatment of minority who not only bought expensive airplanes but didn’t get to share in tax advantages.





SALE OF CONTROL - Generally deals with the duty (or lack thereof) of the party selling control to protect the remaining shareholders.


General Rule (p.1140; Zetlin, H/O 9/24) - Control can be sold at a premium price as long as no “looting of corp. assets, conversion of corp. opportunity, fraud or bad faith”.  Zetlin - court rejects reqt. to offer same premium deal to all S/Hs because it would be same thing as a tender offer.


Reasoning:  we want to encourage buyouts (as opposed to tender offers) because they’re cheaper.  Encourages replacement of poor management.


Duty of Care in the Sale of Control (Swinney, p.1142; Debaun, H/O 9/24) - 


General Rule (Swinney, p.1142) - Sellers of control have duty to S/Hs and creditors to investigate buyer and if reasonable man thinks fraud/looting etc. is possible, to refrain from sale.


What constitutes sufficient evidence of buyer’s bad intentions? - Swinney indicates that it has to be just short of actual knowledge due to fact that they could have inferred that buyer was debt financing the deal.  In Debaun, the seller had adequate knowledge from looting of other companies.


Warning Signs of Bad Intent - 1) debt financing of deal; 2) large premium in relation to present value of cash flows (i.e. intent to liquidate co.); 3) See factors of Swinney p.1146.


Calculating Damages (p.1149-1150) - Damages are based on the damages to the corporation and not the premium paid by to the (.


Debaun, H/O 9/24 - Bank holding controlling interest of photo corporation in trust.  Sold to buyer with awful credit history and several liens against him.  Buyer used assets of corp as security for loan to purchase corp.  Then looted corporation of cash.  Holding:  for ( minority S/Hs.  Reasoning:  Bank failed to fully investigate buyer and even on info. it did have, it followed through with the sale.


Swinney, p.1142 - Candy maker sold subsidiary to buyer who obtained the cash for the purchase with loan using the assets to be acquired as collateral.  Buyer went bankrupt and now (, who owns debentures (unsecured loans) wants repayment based on (‘s failure to adequately investigate buyers intentions.  Holding: for ( - ( didn’t have enough reason to be suspicious of buyer regardless of the (‘s argument that factors p.1146 were sufficient.


Sale of Corporate Office - Involves assessing whether the seller has transferred sufficient voting control (i.e. sufficient # of shares) in order to assure probability of electing the officers/directors that buyer wanted anyway.  NOTE:  State law prohibits sale of a corporate office without transfer of requisite control to effectuate election by buyer of his choice of officer to the office anyway (Essex involved N.Y. law).


General Rule (Essex, p.1150) - If enough control is transferred to buyer to make election of his people probable, then burden of proof shifts to ( to establish that buyer’s control could otherwise be defeated.


Burden of Proof (Essex, p.1150)- Shifts to ( to establish that someone else could block buyers eventual election of his people.


“Sufficient Control” Defined - Can be less than 50% ownership and is a question of fact as to whether the percentage purchased is sufficient to control the election of officers.


In Essex, court established that 28.3% control is “tantamount” to majority control - probably because no one else has a share that great.


Carter, p.1155 - court found that 9.7% was sufficient control to warrant legality.


Brecher, p.1156 - 4% was not enough control to validate the sale of directors positions.


Caplan, H/O 10/1 - Roh Cohn (McCarthy’s Aid) transferred his 3% interest in company to buyer.  After sale, 6 of 10 directors resigned.  Holding:  for ( - insufficient control transferred to justify transfer of 6 B.O.D. positions.


Policy (Essex, p.1150) - We want to encourage transfers of control in order to encourage better management - in allowing the buyer to assure transfer of that control by placing people in office right away, we facilitate that.  (i.e. can help overcome staggered B.O.D. as seen in Essex.


Essex, p.1150 - ( agreed to purchase 28.3% of Co.s stock plus the resignation of majority of co.s B.O.D. for a 2$ premium.  ( claimed that requiring resignations was illegal under N.Y. law preventing sale of corporate office without transfer of requisite control.  Holding:  for ( - control transferred was adequate.


Shareholder’s Duty of Loyalty & Sale of Control (as opposed to the Duty of Care as seen above) - Generally involves a controlling S/Hs sale of stock that has detrimental effect on the minorities stock.  NOTE:  doesn’t have to be maj. S/H (as seen in Perlman).  Just has to be someone in a controlling position with enough influence to be put in a fiduciary relationship (note that ( in Perlman was also a director/chairman).


Defined (Perlman, p.1159) - Fiduciary duty requires having regard for the corporations profitability and therefor the value of the other S/Hs stock.  In Perlman, maj. S/H sold control of, for his own profitability, the profitable position of the corp.  In Jones, court defines as follows:  “the controlling S/Hs may not use their power to control the corporation for the purpose of promoting a marketing scheme that benefits themselves alone to the detriment of the minority.”


What Positions Carry Fiduciary Duty? - Perlman, and Jones (@ p.1159) says the controlling S/H as well as the directors of corp.


Distinguished from Duty of Care - In Swinney, the ( didn’t violate duty of care when he sold for a premium (i.e. subsequent damage to corp. by buyer was sufficiently foreseeable or evident to put ( on notice to further investigate or prevent the sale) whereas in Perlman, the premium paid appears to be not so much for control of corp. but rather the ( taking a corporate opportunity to benefit himself.


Perlman, p.1158 - (, the dominant S/H (37%), president, and Chairman of B.O.D., sold control of steal manufacturer to end user of steal.  (s are claiming that because of the sale, the co. could no longer charge large premiums for steal and therefore the profitability of the company and hence their stock was shot.  Holding:  for (s - as dominant S/H, ( had duty to the profitability of co. and the other S/Hs.  ( took corporate opportunity for profit and profited himself by its sale.


In Closely Held Corp. (Jones, p.1164) - The duty of loyalty is generally greater due to the inability of minority S/Hs to dump their shares if they’re not happy w/sale of control.


Jones, p.1164 - S/H set up elaborate plan by which shares of bank, which previously were unmarketable due to small number of S/Hs and inability of any one of them to effectuate control, were converted through a holding company into marketable securities.  Some S/Hs were not included in conversion and therefore, their shares were really unmarketable and therefore fairly worthless.  Also, dividends were cut by the now controlling holding co.  Holding:  for ( - (‘s can’t use majority power to control corp. to their exclusive benefit and not that of the minority.





PROTECTING CONTROL - generally deals with the ability of a company to protect its controlling interest from outside intrusion.


Methods of Acquiring Control - Proxy Contests & Tender Offers - outlines two methods of acquiring control and the two measures against which defensive measures may be engaged.


Proxy Contests (p.1173) - See discussion of pros, cons, and strategies on page 1173-1174


SEC Regulation (p.1178) - Generally applies to the proxy statement used to solicit a S/H vote.


Anti Fraud (Rule 14a-9) - imposes a negligence standard on affirmative acts and omissions.


Use as Defensive Measure by Target - targets generally claim that proxy stmt. contained or lacked material information and is fraudulent in order to block proxy.


S/H Lists (Rule 14a-7) - Issuer must make available to s/h soliciting proxies a list of s/h.


Tender Offers (p.1174) - Tender offer is contractual in nature and therefore, the bidder may attach any type of restriction to it he wants (p.1175).  See discussion of pros, cons, and strategies on page 1173-1174.  


Tender Offer vs. Purch. of Control - A tender offer differs from purchase of control because purch. of control is from one person whereas tender offer is an “all comers” offer.  Signif:  purch of control involves much less SEC regulation.


SEC Regulation (p.1178) - Most of the SEC regulation involves protection of minority S/H from being put in a squeeze out situation.  Squeeze outs generally occur in two steps:  1) bidder creates a stampede to sell shares by S/H who fear they’ll be left out of bid and become min. s/hs; 2) after the bidder has a majority, they cash out the remaining s/hs.  (see description p.1176)


Offers > 5% of O/S Shares (§ 14(d)(1)) -  if tender offer would create ownership > 5%, then info. in schedule 14D-1 must be filed w/SEC stating 1) purpose and plans of acquirer; 2) certain financ. info about bidder.


W/Drawal of Tendered Shares (§ 14(d)(5) and Rule 14d-7 thereunder) - S/H allowed to w/draw tendered shares at any time a tender offer remains open - Rule 14e-1 that offer be held open at least 20 days.


Pro-Rata Basis (§ 14(d)(6) and Rule 14d-8 thereunder) - bidder must purchase tendered shares on a pro-rata basis.


Retroactive Price Increase (§ 14(d)(7)) - increased consideration for shares applies retroactively to all shares.


Sched. 14D-9 disclosure pursuant to Solicitation (Rule 14d-9 and Sched. 14D-9 thereunder) - see p.1179


All Holders Rule (Rule 14d-10) - requires that tender offer must be made to all security holders of the class subject to the offer


Anti Fraud Provisions (§ 14(e)) - negligence standard applied to misstatements or omissions.


Defensive Measures - see description 1204-1202.


Evaluating the Appropriateness of Defensive Measures - When directors employ defensive measures to protect against a takeover, there is a question of self interest of the BOD in protecting their positions or even the value of any stock holdings.  Therefore, the BOD have duty to establish that self interest didn’t motivate action before business jgmt. rule invoked.


Burden of Proof to Establish “Good Faith” as to Invoke Business Judgment Rule (Cheff, p.1186; UNOCAL, p.1194; Revlon, p.1214) - Business Jgmt. rule isn’t just assumed due to the obvious interest of BOD in protecting their position and any shareholdings.  The BOD has Burden of Establishing Good Faith interest in preserving corporation before Bus. Jgmt Rule assumed.  NOTE:  Revlon found that defensive measures employed were instituted in good faith as evidenced by reasonable investigation and decision based on rationally related business purpose however court ruled against BOD based on new Revlon mode.:


Reasonable Investigation (UNOCAL, p.1194, Revlon, p.1214)- Adequately investigate the bidder’s purpose and plans and the likely result of that purpose or those plans (e.g. in Cheff, the BOD found out that bidder generally acquired businesses and liquidated them).


Decision rationally related to business justification UNOCAL, p.1194, Revlon, p.1214 -


Policy Diff. as Sufficient - Cheff est. that a difference in policy from that of bidder is sufficient if BOD thinks bidder’s policy is bad for co. (or at least not the best offer).


Response Equal to Threat (Cheff, p.1186, UNOCAL, p.1194; Revlon, p.1214) - 


Factors In Evaluating Approp. of Response (UNOCAL, p.1200) - look at how detrimental the takeover would be to corp. (i.e. the more detrimental the threat, the stronger the response).  Take into consideration:  inadequacy of price offered, questions of illegality, impact on constituencies (NOTE:  Revlon and other cases limit the amount of constituency consideration that my be taken).


In Paramount[Time], ct. found that response was reasonable because mngt. found that carrying forward long range plan (which court had previously found to be legitimized by applying UNOCAL and Cheff) required fending off the short term threat of hostile bidder.


Not “Draconian” and “Within Reasonable Range” (Unitrin, p.67 @ 81) -  Unitrin standard requires that the response not be 1) Draconian by being coercive or preclusive; and if not Draconian, response must be 2) within reasonable range of responses to threat.


“Draconian” - def. measure can’t preclude efforts of other bidders and can’t coerce.


“Within Range of Reasonable Responses” - Response must be proportional to threat posed (not clear how this is different from UNOCAL standard).


Cheff, p.1186 - A bidder initiated a hostile tender offer for target.  The target had what the bidder thought was an outdated sales system for heaters and the bidder wanted to liquidate (or had a history of liquidating) the company.  Target board began buying shares and eventually reaquired bidder’s shares to preserve control.  Holding: for target - court found that target BOD had defended takeover in good faith with a reasonable investigation into the pros and cons of takeover and that the decision to defend was rationally related to a business purpose of preserving current distribution system.


UNOCAL, p.1194 - bidder initiated a “front loaded” tender offer in which minority S/H are frozen out.  B.O.D.. based on advice from invest. bank. that offer was inadequate, initiated self tender offer financed by debt.  Also didn’t include bidder’s shares in tender offer which was one of bidder’s complaints.  Holding:  for Target - business jgmt. rule applied due to the BOD’s decision based on reasonable invest. of bidder’s offer and concluding it was to low and instituting self tender.


NOTE:  the exclusion of bidder from self tender offer would be a violation of “all holders rule” today (Rule 14d-10).


Revlon Mode Cases - Involves a change in the goal of BOD from protecting the company’s best interest as a going concern to that of “auctioneer” looking for the best offer when sale of corp. control becomes inevitable (i.e. defensive measures are generally no longer an option).  NOTE:  once a co. is put in Revlon mode, the UNOCAL/Cheff duties to evaluate the best offer kick in (i.e. adequate investigation, good faith determination, defensive measure proportionate to threat).  These duties also apply to the decision to institute defensive measures.


Consideration of other Constituencies (Revlon, p.1216 & 1219) - Consideration of other constituencies (e.g. bondholders) can only occur if their is some rationally related benefit flowing to the S/Hs.


In Revlon (@ 1219), the board instituted defensive measures involving the issuance of notes - they later justified other defensive measures based on protecting those noteholders.  However, they were actually protecting their own liability for any default on those notes due to the bidder’s deal.  This creates the “bad faith” element of Cheff, and UNOCAL because the BOD are protecting their own interest. 


NOTE:  Revlon is a refinement of UNOCAL which said that you can consider constituencies without any mention of rational relation to S/H interests.


In Herald (@ 1232), newspaper attempted to thwart hostile tender offer.  Court held that BOD able to  consider the public interest in maintaining the editorial integrity of a newspaper.


As Provided by Statute (@ 1231) - Most states allow for consideration of employee, noteholder, community and other interests.


As Provided in Articles of Incorp (@ 1231) - cynical view says that this just provides greater latitude to fend of hostile takeover.


When to Cancel a Poison Pill Once Revlon Mode Entered (@ 1228) - Courts apply the UNOCAL standard that the defensive measure (i.e. leaving the pill in place) must be in response to the threat (see infra).  In other words, the BOD may consider whether the bidder’s offer is so injurious to corp. as to justify leaving the pill in place.  NOTE:  It would appear that this includes the primary “good faith” determination to invoke the business jgmt. rule.


City Capital (@ 1229) - indicates that when premium becomes attractive enough, the threat becomes weaker and leaving the pill in place becomes less justifiable.


Disparate Treatment of Bidder (MacMillan, p.1226; Revlon @ 1221) - giving disparate treatment to one bidder over another (e.g. access to information) violates the Revlon Mode fiduciary duties to obtain the highest bidder for the companies S/Hs.


“Tipping the Scales” (@1226) - a disinterested BOD may favor to a minor degree one bidder if it’s in S/H best interests (i.e. best offer) to do so.  The requirement of disinterestedness is necessary to invoke bus. jgmt. rule.  NOTE:  It is unclear if an interested board as in Cheff and UNOCAL who reasonably investigates in good faith and makes decision based on rationally related business reason can also tip the scales.


Defining Best Offer (Revlon Notes @ 1225, MacMillan @ 1227) - Several cases allow the target BOD to consider factors other than price when determining what the “highest’ bid is including:


Time value of money (Citron, p.1225) - BOD favored an all cash deal w/lower price over a higher price with debt financing.


MacMillan Redefinition of Revlon (@ p.1227) - “adequacy and terms of the offer; its fairness and feasibility; the proposed or actual financing for the offer, and the consequences of that financing; questions of illegality; the impact of [the acquisition on other constituencies as long as it bears a rational relationship to S/H interests]; the risk of nonconsummation; . . . the bidder’s identity, prior background and other business venture experiences; and the bidder’s business plans for the corporation and their effects on stockholders interests.”


No Mathematical Application of Price to Determine Adequacy of Offer (Paramount[Time], @ 1241; Paramount[QVC], @ 1247) - ct. allowed to consider other aspects of offer including the strategic, long term benefits of various alliances.


Consideration of All Bids (Paramount[QVC], p.1247) - once in Revlon mode, BODs have a duty to consider all bids and can only respond with defensive measures that don’t preclude consideration of other offers and that are reasonable responses to an adequately investigated threat (UNOCAL/Cheff).


Demise of “no-shop agmts.” & “lock up options” - These particular defensive measures effectively foreclose the ability of the BOD to evaluate other offers.  The duty to consider all bids in Revlon mode precludes these as legitimate defensive measures (see duty to get rid of pills above).


When is a Company “Up for Sale” (Paramount[Time], p.1233) - This determination is critical because if the company isn’t up for sale, then the UNOCAL and Cheff business jgmt. analysis kicks in and defensive measures become considerably more acceptable.  Determination of whether co. is “up for sale” include (p.1237):


Target initiates active bidding process (MacMillan) - when a target initiates an active bidding process seeking to sell itself or to effect a business reorg. involving a clear break-up of the co.


Target abandons long range goals in response to bidder’s offer (Revlon) - Revlon board defended against a hostile tender offer by entering into a self acquisition plan - Revlon duties kicked to get highest price for stock.


Co. is not up for sale (Paramount[Time]) - when the BOD’s reaction is to institute a defensive response that does not abandon the co’s continued existence, Revlon duties are not triggered.


Paramount[QVC], p.1247 - Target (paramount) instituted negotiations with Viacom to merge.  QVC instituted a hostile tender offer to which target responded w/defensive measures such as lock up agmt. and no shop agmts.  Holding:  for ( - BOD erred in favoring Viacom over the hostile offer by QVC.  Ct. found that Revlon mode was invoked due to putting the company up for sale to a bidder.  Institution of certain defensive measures (e.g. no shop agmt. and lock-up options) precludes consideration of other offers and breaches Revlon duty to find highest bidder.


Paramount [Time], p.1233 - Time wanted to expand into entertainment industry through merger.  Time’s BOD initially considered Warner for merger.  To protect the deal, Time instituted several defensive measures including:  “confidence letters” from its banks saying the banks wouldn’t finance deals against time; “no shop clause” in which Time wouldn’t consider other bidders.  ( claimed that Revlon auctioneering duties invoked because negotiations with Warner effectively put co. up for sale.  Also claimed UNOCAL standard violated because 1) no reasonable investigation; 2) no rationally related business reason; 3) response to equal to threat.  Holding:  against ( - no Revlon duties - negotiations w/Warner didn’t put co. up for sale.  Also, defensive measures proportional to threat posed.


Revlon, p.1214 - bidder made offer for target (revlon) to which target responded with several defensive options including:  repurchasing 10 mill. shares in exchange for notes (i.e. acquisition of debt to make less attractive), instituted leveraged buyout with another suitor (i.e. more debt and sale of shares to friendly co.); instituted “lock up” option with suitor (i.e. suitor got two divisions of target cheap if someone got over 40% of stock).  Bidder responded by upping offer to extraordinary premium.  Holding: against BOD.  Ct. found defensive measures instituted in good faith due to reas. invest. and rationally relation of decision to business purpose BUT the company was inevitably up for sale and fiduc. duty became to maximize S/H price for shares.


Macmillan, p.1226 - involved an auction for controll which had become an outright sale of corporate control.  Management, w/significant interest in one bidder (KKR) winning the contest, gave disparate treatment (e.g. information, informing of other bidder’s bid, bidding instructions to obtain BOD approval) so that favored bidder would win.  Holding:  against BOD - although you’re allowed to “tip the scales” for one bidder if you think its the better deal (taking into account factors listed above), this not only exceeded tipping the scales, it wouldn’t survive the good faith prerequisite to the business jgmt. rule due to directors’ interested position.


CASH OUT MERGERS - A merger in which a majority is buying the shares of the minority to eliminate their control.  Generally, referred to as a “squeeze out”, the minority S/Hs dissatisfied with the price offered in the cash out have, by state statute, dissenter’s rights in which they demand payment in cash of the “fair value” of their stock.  However, where there was some sort of unfairness either by fraud, or misleading statements, the damages provided by dissenter’s rights were found to be inadequate pursuant to the  “Singer Trilogy” cases which establish a new rule of collateral attack on the actual transaction involving an evaluation of the fairness of cash out merger transactions.


Standard for Evaluating the Fairness of Cash Out Merger - 


Burden of Proof (Weinberg, p.1273, Kahn I, @ 106, supp.) - Burden shifts as follows:  1) The initial burden is on the ( to allege fraud or misrepresentation so as to invoke “fairness” obligation (Stringer, p.1296); 2) burden then shifts to majority S/Hs to establish that transaction was fundamentally fair, EXCEPT 3) when a majority of the minority S/Hs approved the merger OR there’s approval of transaction by an independent committee (Kahn I, @ 108, supp) in which case the burden remains with the ( to establish that merger was unfair (EXCEPT when the information given to the minority S/Hs is not complete as in Weinberg).  Reasoning:  because the majority is generally the controlling S/H and has directors on both sides of the transaction, the specter of unfairness must be rebutted by the ( (Kahn, @ 106 & 108, supp.)


Necessity of Allegations of Fraud or Misrepresentation (Stringer, p.1296) - The plaintiff must necessarily plead some kind of fraud or misrepresentation to sustain a claim for damages under an “entire fairness” evaluation - otherwise the (s are relegated to their appraisal rights.


Reasoning:  The entire fairness evaluation and the damages available thereunder was developed to provide adequate damages when appraisal damages were equitably insufficient.


Effect of Independent Committee (Kahn, @ 109, supp.) - shifts the burden of proof to the ( to establish lack of entire fairness if:  1) controlling S/H doesn’t dictate the terms of the merger; and 2) if ind. com. has real bargaining power (i.e. not overpowered by controlling s/h as in Kahn).


NOTE - part of the signif. of Kahn (in addition to the effect of an indep. comm.) was that the legal standard of entire fairness is used to evaluate transaction regardless of the presence of an independent committee.


Kahn I, (p.104, supp.) - controlling s/h tried to have subsidiary purchase another sub. of  controlling s/h while sub. wanted to purchase another co.  Sub. set up independent committee to evaluate deal and determined that it was bad deal.  Controlling s/h then made tender offer for remaining minority of sub.  - the offer was rejected by indep. comm. but comm. finally succumbed to pressure and submitted to offer.  Holding:  for ( - burden of proof stayed with defendant to est. entire fairness due to lack of bargaining power of ind. comm.


Establishing Fairness (Weinberg, p.1273) - Involves examining the dissemination of information to the minority S/Hs and evaluating whether it lacked completeness or was otherwise misleading so as to not allow for a fair vote and whether the information disseminated was advised and evaluated in an independent manner. Reasoning:  a cash out merger generally involves an examination by the subsidiary’s directors who have been installed by the controlling parent S/H and therefore the specter of self interest requires “entire fairness” be shown and not just business judgment rule (Kahn, @ 107 & 108, supp).  NOTE:  when maj. of min. S/Hs have voted for merger and therefore they have the burden of proof, a lack of proper information can establish lack of fairness and shift burden back to majority.


Defining Entire Fairness (Weinberg, p.1273) - Requires that the fairness of the entire transaction be evaluated by examining 1) the level of independence with which the transaction was evaluated and presented to the shareholders (“fair dealing”); and 2) the fairness of the stk. price paid.  NOTE:  courts aren’t comfortable with determining fair price and are more likely to say that price is fair if they find fair dealing.


Defining “Fair Dealing” - addresses the timing and structure of negotiations as well as the method of approval of the transaction.  Lack of fair dealing can be demonstrated by lack of adequate information, coerciveness, etc.  The presence of fair dealing can be demonstrated by the transaction’s “timing, initiation, structure and negotiation.” (Kahn II, @ 114).


Disclosing information (Kahn II, p.113)- looks at it in a commercially reasonable light - i.e. only the essential disclosures need be made - not all potentialities.


Defining Fair Price/Fair Value (see “calculating damages” below)- not the same as appraisal remedies fair price - tends to include more factors.  Rather, it looks at “all aspects of the transaction to gain a sense of whether the deal in its entirety is fair.” (Kahn II, @ 115; Weinberg)


Mechanical Eval. of Fair Value Not Sufficient to Est. Fairness (Weinberg, p.1273) - not enough for ( to show only that price was fair.


See “Effect of Indep. Comm.” above - concerning using entire fairness as legal standard regardless of who has burden.


Business Purpose No Longer Needed to Justify Transaction (Weinberg, p.1273) - Weinberg dispenses with precedent of Singer trilogy which said that Majority had to establish a valid business purpose to justify transaction.





Weinberg, p.1273 - Majority S/H of sub. acquired minority shares of sub. in cash out merger.  Minority challenged validity of merger claiming lack of fairness.  Directors had come up with valuation of fair stk. price at $24 which was not disclosed to minority S/Hs in statement by directors that they though $21 was a fair price.  BOD also got a fairness opinion from invest. banker who had worked for minority directors for years that said $21 was fair price.  Holding:  for ( - found that disclosures not complete as to failure to disclose $24 price and the inadequacy of cursory invest. banker fairness opinion.  Damages to be calculated not with DE. Block method only but to consider all relevant factors.


Stringer, p.1296 - (s wanted damages based on an entire fairness evaluation claiming that the maj. S/Hs had breached their fid. duty in a cash out merger.  Holding:  against ( - court found that in order to receive entire fairness type damages, that ( must allege fraud and misrepresentation in complaint.  Otherwise he’s relegated to appraisal remedies.


Calculating Damages (Weinberg, p.1273) - The difference between the “fair value” and the price received with equitable considerations to be considered.


“fair value” defined (Weinberg, p.1273) - The fair value of the shares based on “all relevant factors” which excludes only “speculative elements of value that may arise from the accomplishment or expectation of the merger” - Del. Block not the only method of valuing anymore.


“all relevant factors” - includes evaluation of assets, market value, earnings, future prospects, and any other elements that affect intrinsic or inherent value of co’s stk.


“speculative elements of value . . .” - excludes changes in price caused by the effectuation of the merger itself (similar to RMBCA § 13.01(3) in which you get damages prior to affect caused by corp. action.)


Valuing Shares in Closely Held Corp (McLoon, p.1316) - In determining “fair value” of dissenter’s shares, you don’t discount for either 1) marketability; or 2) minority status.  You take the value of the co. as a going concern and divide up proportionately.  Reasoning:  Closely held corp. shares aren’t as marketable as publicly held corps. because 1) no one wants to buy into a co. as a minority that could be squeezed out by maj.; and 2) there’s generally not an active market for the shares.  The result is a market price that’s not the same as the fair value (for determining appraisal rights and/or an entire fairness evaluation/breach of fiduciary duty action) of the stock.


McLoon, p.1316 - The maj. S/H of a co. w/untraded stock wanted to merge co. shares into a holding corp. over which he had voting control.  Min. S/H dissented and demanded appraisal.  Maj. offered price which min. rejected claiming that the fair value was much higher and that stk. shouldn’t be discounted for minority status.  Holding: for min. S/Hs/(s.  The discounted “market value” doesn’t equate the fair value.


Appraisal/Dissenter’s Rights Damages vs Entire Fairness Damages - Appraisal Rights are defined by statute and generally allow for damages calculated as the “fair value” less the price paid plus/minus any effect caused by the announcement or consummation of the merger itself.  Entire Fairness appears to only expand on this concept by broadening the definition of what is the “fair value”.


Appraisal Damages Under RMBCA § 13.02 vs. Entire Fairness Damages - The RMBCA provides for the “fair value” also.  The determination excludes consummation effects “unless the exclusion would be inequitable” (§ 13.01(3)).  Carson thinks this last sentence may expand RMBCA to an entire fairness doctrine.


Structure of a Cash Out Merger - A controlling S/H (A) of corp. (B) will create a holding corp (C) to which A transfers all of B’s stock.  A then votes C’s and B’s stock to approve the purchase of B’s minority S/Hs.


Federal Right of Action? (Santa Fe, p. 1271) - In Santa Fe, the court refused to allow damages under Rule 10b-5 - only allowed damages resulting from fraud in the disclosure.  Reasoning:  court didn’t want to federalize the law of corporate transactions in securities.  NOTE:  this was one of the impetuses for expanding the common law to allow greater ability of min. S/H to pursue damages.





REGULATION OF SECURITIES TRADING UNDER RULE 10b-5 - Trading violations are most commonly pursued under § 10(b) of the 34’ Act and Rule 10b-5 thereunder as opposed to state common law.  This section covers insider trading as well as disclosure fraud - both under the common law and Rule 10b-5 of the securities act.


Insider Trading Under the Common Law (Goodwin, p.920; Diamond, p.925; and Freeman, p.931) - Allows (s to pursue (s under two theories:  1) common law fraud; and 2) breach of fiduciary duty.


Common Law Fraud - Requires that their be a 1) misrepresentation of material fact (i.e. doesn’t cover omissions as does 34’ Act); 2) scienter (i.e. intent to deceive); and 3) justified reliance on misrepresentation that resulted in detriment.


“Material” Misrepresentation (Goodwin, p.920) (Texas Gulf Sulfer, @ 948) - Generally defined as any fact that would reasonably be expected to effect the decision of a reasonable S/H.  In Goodwin, the court found that initial co. research as to possible existence of a copper mine wasn’t material due to uncertainty of find - although, it seems to be somewhat material based on the fact that insider purchased shares based on the information.


Breach Of Fiduciary Duty - Note that all breaches of fiduc. duty under the common law had to be with an existing S/H and had to be in direct transactions with the S/H.  Therefore, any first time buyers weren’t covered and any trades effected on an exchange weren’t covered (p.924-25).


Majority Rule (Goodwin, p.920) - States that officers and directors owe fiduciary duty only to the corp. and are under no affirmative obligation to disclose material non-public info. when dealing in securities with others who are unaware of it.


Special Facts Doctrine (Strong, p.923) - There may be a fid. duty to individual S/Hs when non-disclosure amounts to unconscionable behavior by the insider.


Strict/Kansas Doctrine (Hotchkiss, p.924) - When dealing with S/Hs, the insider has a duty to inform the S/H of any material facts.  Reasoning:  information is considered to be property of corp. to which the S/H is entitled to participate.


Quasi Extension of Fiduc. Duty to S/H Under Diamond (Diamond, p.925) - Under the “majority rule” discussed above, S/Hs can’t recover for profits obtained by insiders due to lack of fid. duty to S/Hs - i.e. there’s only a duty to corp. and as long as corp. isn’t damaged, there’s no right of S/Hs to pursue.  However, in Diamond, the court said two things: 1) there doesn’t have to be damage to corp. for s/hs to pursue a derivative action against corp.; and 2) that you can assume damage to corp. caused by damage to reputation from insider trading.  Therefore, S/Hs may sue derivatively to obtain for the corporation the profits the insider received on the theory that those profits belonged to them.  This is a departure from the common law which allows insiders to deal in the corp. stk. unless corp. is harmed.  NOTE:  Carson rejects case as authoritative due to incorrect analogy of Diamond situation to other statutes disallowing taking advantage of corp. opportunities (e.g.  Rstmnt. § 388; § 16(b) of the 34’ Act)


Rejection of Diamond by Freeman (Freeman, p.931)- Freeman rejects the basis of Diamond that an injury to a corporate asset (i.e. use of information for the benefit of the insider causes reputation injury) can be assumed.  Freeman goes so far as to say that the courts attempt to extend a S/Hs right of action to prevent insider trading is now unneeded due to adequate remedies under Rule 10B-5 of the 34’ Act.


Goodwin, p.920 - officers of corp. purchased, through an exchange, shares of co. stk. in response to internal co. research indicating possibility of copper deposits on co. land.  (, a former S/H, sued claiming he should have been told of research.  Holding:  for ( - no fiduciary duty of directors to S/H (majority rule) (note: no face to face transaction so no duty there either); no common law fraud due to fact that research wasn’t concrete so not material - just a theory.  Also, no affirm. misrepresentation.


Insider Trading Under Rule 10b-5 of 34’ Act - Courts first allowed a private right of action under the 34’ Act in Kardon (p.939) and later in Cady (p.939).  The basis of an action under the Act is the presence of a fiduciary duty created by the insider’s relationship with the corporation.  To whom a fiduciary duty extends is developed under two basic theories - the Classical Theory and the Misappropriation theory.  The 34’ Act extends common law by allowing liability in cases of omission to disclose.


Cady Rule (Cady, p.939) - States the basic rule of how to treat material inside information.  Requires that the person either 1) disclose the inside information or 2) refrain from trading in the stock.  Reasoning: the court said that the obligation rests on two principles elements; 1) the existence of a relationship giving access to information intended for corporate purposes only; and 2) an inherent unfairness of one party using the information when it is unavailable to those with whom he’s dealing.  NOTE:  the court in Chiarella later discussed Cady as embodying a fiduciary relationship between the insider and the S/H not to take advantage of position for personal gain.


Scope of the Rule (Texas Gulf Sulfer, p.940) - Reemphasizes the fact that a person who has material information must 1) either disclose info. to the person that he’s buying from or selling to; or 2) refrain from using the information.


“Material” Information (Texas Gulf Sulfer, @ 947; also see discussion under “disclosure fraud under Rule 10b-5” supra) - “essentially extraordinary in nature and which [is] reasonably certain to have a substantial effect on the market price of the security if . . . disclosed”.  ALSO - “The basic test . . . is whether a reasonable man would attach importance . . . in determining his choice of action in the transaction in question.” (@ 948).


Speculative info. as not “material” - In Goodwin (a common law case - see infra), the court found information of potentially favorable copper exploration reports to be speculative and less than certain and therefor not material.  However, in Texas Gulf Sulfer (@947-949) the court found that info. was not speculative based on 1) evidence indicating that people were significantly exited by the core samples; 2) fact that informed insiders purchased for short term and the timing of their purchases - right after the find.  NOTE:  Court noted that they realized that Texas Gulf Sulfer was expansion of “materiality” definition but didn’t think it would encroach onto legitimate sales.


Allowing Reasonable Time for Info. Dissemination (Texas Gulf Sulfer, @ 952) - Texas Gulf Sulfer establishes the rule that before information may be traded on, the insider must allow sufficient time for the information to be disseminated to the investing public.


Classical Theory (Chiarella, p.958) - Based on the insider’s fiduciary duty to the S/Hs of the corporation to not use the “material” information designated for corp. use to his own benefit.  Based on the theory that the information is the asset of the corporation and cannot be used for the insiders own benefit to the exclusion of the S/H.


Defining the Fiduciary Duty - The duty is from the insider to the S/Hs of the corp. to not misuse corp. info. for his own benefit - considered a use of a corp. asset for personal benefit and is unfair to S/H to not allow them to benefit from info.


Reqt. That Person be an “Insider” - in Chiarella, the person using the info. was not an insider - the court said that he wasn’t even an agent of corp. so no duty to the S/Hs not to disclose.


Acts Constituting a Violation of Rule 10b-5 (Clark, @ 968)- a person violates the rule if he buys or sells on the basis of non-public information if:


he owes a fiduciary duty to the person with whom he transacts.


he is an insider and thus owes a fiduciary duty to the S/Hs of the corp.;


he is a tippee and knows or should know that the insider breached a fiduc. duty in disclosing the info. to him.


Misappropriation Theory (Clark, p.966; Chiarella (dissent), H/O 10/23 (note that Clark opinion rejects Chiarella dissent’s construction of misapprop. theory @ 969-70); Carpenter, p.970; Newman, p.969; Musella, p.971; Materia, p.970) - Extended the Fiduciary Duty of the Classical Theory to “outsiders” who “purloin” information.  Provides that 10b-5 is violated if a person “1) misappropriates material nonpublic info. 2) by breaching a duty arising out of a relationship of trust and confidence and 3) uses that information “in connection with the purchase or sale of any security” (note: Dirks seems to indicate that there must a personal gain which appears to fit in this category)  4) regardless of whether he owed any duties to the shareholders of the traded stock.”  Reasoning:  Courts reason that the purloiner is committing a fraud on the corporations from which he steals and therefore is breaching a fiduciary duty to the corporation.


“in connection with the purchase or sale of any security” (Clark, p.966) - The misappropriation must somehow “touch” upon a securities transaction.  There’s no case in the book elucidating a situation where there was no “connection” with the purchase or sale of securities.


“Outsiders” - appears to be anyone not considered part of an elite group privy to the information.  For example, in Clark, where ( wasn’t part a group investigating invest. opportunities but came upon the info. knowing that it was confidential.  Therefore, an outsider can be someone w/in the co. who happens to come into contact with info. and yet isn’t supposed to be privy to it.


Fiduciary Duty Defined (Clark, @ 970; Newman, p.969)- The duty is from the “purloiner” to the corporation being purloined from (note that it appears that there must be some relationship between the purloiner and the corp. - e.g. an employee, etc.).  Reasoning: see quote in Willis below.


Relationship of Purloiner to Purloined - unclear what relationship must be - i.e. does it have to be some recognized relationship such as employer/employee or can it be some random third party who steals information.  Reed, Willis, and Clark seem to indicate that some sort of fiduciary relationship must exist between the purloiner and the purloined.


Reed, p.972 - ( had taken information from his father, a director of the corp., and traded on it - the relationship was focus of the fiduciary trust that the court reasoned had been violated.


Willis, p.973 - Court found that psychiatrist told confid. info. by patient and subsequently traded on had violated fiduciary relationship stating “ that by becoming part of a fiduciary or similar relationship, an individual is implicitly stating that she will not divulge or use to her own advantage information entrust to her in the utmost confidence.”


Newman, p.969 - is the seminal case adopting misappropriation theory.  Involves employees of invest. bank. firms that stole info. from corp clients and used to effect trades.  Ct. reasoned that firms had been defrauded as well as the firm’s corp. clients and that they had been defrauded.


Carpenter, p.971 - WSJ columnist would divulge contents of his column to two brokers who invested prior to columns release.  Ct. upheld insider trading conviction even though ( hadn’t taken info. from corp.s nor had he been entrusted with information - no evidence that info. wasn’t available to public.


Materia, p.970 - like Chiarella, a printer used info. to affect trades on the street.  There was no relationship of the ( to the corp.  However, the court reasoned that damage to reputation caused fraud to be perpetrated upon corp. and therefore a fid. duty was breached.


Work Rules (Carpenter, p.971, 974) - court in Carpenter rejected (‘s contention that he had only violated “workplace rules” and that this did not fall within the gamut of “fraud” in rule 10b-5 - court rejected theory saying use of info. despite the WSJ rules to not use it constituted misapprop. or fraud committed on the WSJ.


As Applied to Tippers and Tippees (Dirks, p.980) - A tippee’s liability is contingent on the liability of the tipper/insider - (i.e. if the tipper/insider is not liable, then tippee can’t be).  


Tipper Liability - For a tipper/insider to be liable, he must disclose 1) material, 2) nonpublic, information, 3) for personal gain either directly or indirectly resulting from the tippee’s activities (includes violating 10b-5 under the classical or misappropriation theory by investing on information).


Determining “direct or indirect personal gain” (Dirks @ 986-987; Switzer (p.993)) - apparently there must be scienter/intent to incur personal gain - the court in Dirks says that this must be established from objective facts of the case.  This prevents (‘s from conjuring up any business justification for the disclosure from tipper to tippee - a subjective justification.  NOTE:  Benefit to tipper must result from the tippee’s activities.


Assumption of Person Gain / Quid Pro Quo (Liberia, p.994) - there are situations where the court assumes that the tipper knew that tippee would misuse information and that tipper received some sort of personal gain.  Reasoning:  It would not fulfill purpose of misappropriation theory which protects the property rights of the corp. in information.


See following examples of Tipper/Tippee Liability.  


Switzer (p.993) - Switzer overheard director of co. tell wife that he would be gone pursuant to possible liquidation of co.  Switzer traded on info.  Court found no liability in Switzer because director had not breached fiduciary duty to S/H by benefiting from disclosure.


Liberia, p.994 - employees of company that distributed Business Week passed advanced copies to tippees who invested on the information.  Holding:  tippees and tippers liable - court based tippee liability on the tipper’s liability in which personal gain was assumed because tippers wouldn’t give info. for nothing.


Tippee Liability - For the tippee to be liable, he must “know or should know of the misappropriation”.


As Applied in Dirks (Dirks, p.980) - Dirks was the tippee who received info. from insider.  The insider misappropriated the information but for no personal gain (i.e. not in connection with a purchase or sale of securities) and therefore no liability imposed.  And consequently, no liability imposed on tippee.   


Liability for Professionals and Other Fiduciaries / “Constructive Insiders”(see note 2, p.994)  - Footnote 14 of Dirks, p.983 - Sometimes someone connected to the company (e.g. an accountant, lawyer, invest. banker, etc.) can become a fiduciaries to the company or S/Hs even though he’s an initial outsider.  Therefore, the tippee can either become a tipper if he discloses to someone; or a primary violator if he uses the information.  


Reqts. for fiduciary duty to develop:   Corp. must 1) expect that the information will be kept confidential; and 2) the relationship must imply such a duty (probably so as to be apparent to the one on whom a fiduciary duty is being imposed).


NOTE:  it’s unknown if it could be argued that Dirks was in some way put in a fiduciary relationship with the co. when told information of co. fraud - if so, he could possibly be pursued on the misappropriation theory (notes to Dirks, p.992).


Familial Relationships as Creating Fiduciary Duty (Chestman, p.994) - In Chestman, information passed from director to sister, from sister to sister’s daughter in law, from daughter in law to husband, and from husband to (.  Court rejected contention that husband owed fiduciary duty to wife or wife’s family not to disclose information holding that “kinship alone does not create the necessary relationship.”


Parity of Information Rule (Chiarella @ 962, Dirks, @ 984) - If it existed, it would require traders who new the other party didn’t have the info. he had, to disclose it before trading.  Chiarella dictated that there is no parity of info. rule - there must be a fiduciary duty residing directly in the trader or in the trader through another party (a tipper).


Rule 14e-3, 34’ Act - Creates a parity of information rule in regard to tender offers.


Texas Gulf Sulfer, p.940 - Group of geologists and other insiders traded in co.’s securities based on core samples taken at secret co. land indicating the presence of large deposits of copper.  Holding: against geologists, et. al. - information was material and should have been disclosed prior to trading (or should have restrained from trading).


Chiarella, p.958 - printer was able to determine from takeover bid announcements who the co’s involved were and invested based on that info.  Holding:  for ( - he had no fiduciary duty to the S/Hs of the corporations to disclose information because he was not an insider.


Clark, p.966 - Takeover team was considering acquiring another firm - members were warned info. was confidential and forbade disclosure or personal use of info.  Clark, although routinely a member of team, was excluded from one particular team and yet still got wind of the transaction being investigated by the team.  He subsequently traded on info.  Holding:  against ( - (, put in a fid. relat. by co. not to reveal info., used info. in a stk. transaction knowing that it wasn’t to be used.


Dirks, p. 980 - 


Economic Theory behind Insider Trading (see p. 899) - 


Disclosure Fraud Under Rule 10b-5 (Texas Gulf Sulfer, p.940) - Fraud under Rule 10b-5 requires 1) standing to sue; 2) scienter/intent/reckless disregard; and 3) privity, reliance, and causation.  NOTE:  Differs from common law fraud in that it includes omissions in addition to affirmative acts - maintains C.L. scienter.  Changes C.L. causation to “fraud on the market” theory - see below.


Scienter (Ernst & Ernst, p.1014; State Teachers Retirement Board, p.1000) 


negligent conduct not enough - under Ernst v. Ernst, negligent conduct doesn’t induce liability under 10b-5.  Reasoning:  legislative history of 34’ Act and interpretation of “manipulative” and “contrivance” doesn’t implicate negligence.


Aaron (p.1015) - established that negligence not enough in gov’t action either.


reckless conduct enough? (Southwest Coal & Energy, p.1015) - hasn’t been answered by court yet except that Southwest Coal & Energy said that reckless conduct will satisfy the scienter requirement of 10b-5 purposes only if that conduct constitutes:  “an extreme departure from the standards of ordinary care, . . . which presents a danger of misleading buyers or sellers that is either known to the ( or is so obvious that the actor must have been aware of it”.


Privity, Reliance and Causation - 


Rule 10b-5, “in connection” Requirement (Texas Gulf Sulfer, p.   ; Heit p.1016) - The offensive conduct must be in connection with the sale or purchase of a security.  Texas Gulf Sulfur found that information disclosed by a co. in order to affect market trading satisfied the reqt.  Heit found that the information doesn’t have to be disclosed to the market - just reasonably calculated to affect the market.


Reliance and Causation - presents the problem of what kind of importance the ( put on the misrepresentation or omission and whether he is reqd. to establish that he relied on it - note that causation and reliance are tied in that if (‘s omission or misstatement caused a change in price and ( purchased stock, then causation is presumed.


“Fraud-on-the-Market” Theory (Basic, p.1017 & 1003) - states that actual reliance need not be proven - once the ( shows that omission or misstatement affected the price, the presumption shifts the burden of proof to the ( to show that ( did not rely on the omission or misrepresentation (i.e. that ( 1) would have purchased anyway; or 2) that other things effected price).  Reasoning:  reflects “semi strong efficient markets theory” in which information effects stk. price - if omission or misstate. affected price, it can be assumed that ( purchased relying on price and therefore relying on the bad info.


NOTE:  Basic involved a whole class establishing that they relied on info. - Carson notes that the presumption greatly eases (‘s burden of est. causation because of difficulty of finding for all class members - However, it increased the burden on ( greatly due to the same reason - having to rebut for each member of the class.


Note on Causation - note that causation and reliance are tied under the “fraud-on-the-market” theory in that if (‘s omission or misstatement caused a change in price and ( purchased stock, then causation is presumed.


Causation in Proxy Contests (Booth, p.1023) - ( must establish that had proxy been accurate, then vote would have gone other way (Relying on Virginia Bankshares).


Standing (Blue Chips, p.1012) - 


Birmingham Rule  (Blue Chips, p.1012) - bars three types of (s from bringing suit: 1) (s who decided not to purchase based on overly pessimistic information; 2) current S/Hs who decided not to sell based on overly optimistic disclosures; and 3) S/H who decided to sell based on overly pessimistic disclosures;.


Reasoning:  1) prevents vexatious litigation with little chance of success; 2) trier of fact would have to rely on hazy issues of fact depending only on oral testimony.


Omissions and the Affirmative Duty to Disclose (State Teachers Retirement Board, p.1000) - If they do have a duty, there is an affirmative duty to 1) disclose information concerning the rumor or 2) request that exchange stop trading securities.  Failure to do so can result in fraud if the co.’s actions satisfy elements supra.


Timing of Disclosure (McDonnell Douglas, p.1002) - court found that co. had duty to disclose only when information is “available and ripe for publication”.  In making this determination, co. must exercise business judgment through “good faith and due diligence” in investigation info. and making decision to forego disclosure.


Rumors (State Teachers Retirement Board, p.1000) - Rumors in the market impose no affirmative duty to quell unless corp. started them.


Materiality of Information (Basic Incorp., P.1003) - Information must be “material” (see definition under insider trading section above) in order to maintain fraud for misrepresentation of omission.  


Probability/Magnitude Test (Texas Gulf Sulfer, @ 1008; accepted in Basic Incorp., @ 1008-9) - materiality is based on 1) the probability that something will occur considered with the 2) magnitude of the event in light of the totality of co. activities.  A factual determination with no bright line test.


Probability - look at interest and intensity level at upper levels of management (e.g. whether lawyers and invest. bankers have been brought in)


Magnitude - consider significance of activity to ISSUER; (e.g. size of two corp. entities; potential premiums in the market; etc.)


Agmt. in Principle as to Price and Structure Test (rejected in Basic Incorp., @ 1006-7) - info. becomes material when price and structure of merger have been agreed to in principle.  Relies on two principles: 1) substant. risk that prelim. discussions can collapse; and 2) helps preserve confidentiality to prevent bidding war.  Basic rejected because #1 assumes that investors are idiots and can’t process information and # 2 is not a valid concern due to Rule 10b-5’s concern with full disclosure.


Info. Becomes Material by Virtue of Denial Test (rejected in Basic Incorp., @ 1008) - test says that a denial of information makes it material by virtue of fact that people are trading on falsehood.   Rejected because a misleading stmt. must relate to a material fact and if underlying fact lied about is immaterial then the lie is immaterial.


Ernst & Ernst, p.1014 - ( alleges that auditing firm was negligent in not discovering fraud during audit.  ( never alleged intent to defraud.  Holding:  for ( - negligent conduct doesn’t induce liability under Rule 10b-5.


Blue Chips, p.1012 - ( corp. forced to offer stk. to public of subsid. in order to avoid antitrust violation.  Big incentive to distribute as little as possible so issued allegedly pessimistic prospectus.  ( alleged they had been discouraged from buying.  Holding:  for (; no standing based on Birmingham Rule which bars, inter alia, (s who decided not to buy based on overly pessimistic prospectus.


State Teachers Retirement Board, p.1000 - co. was in process of negotiating contract for the construction of power plant for $1 bill.  Agreed to keep negotiations quiet so as not to disrupt client’s negotiation w/French govt. for financing of deal.  ( sold stock in ignorance of rumors circulating about the deal.  Once it began apparent that rumors were affecting trading volume, co. suspended trading on exchange.  ( claimed they should have suspended trading or disclosed deal.  Holding:  against ( - co. has no duty to quell market place rumors unless they started them - Even if they did start and had a duty, they did not act recklessly in omitting to disclose, nor did they have necessary intent to defraud, nor did ( show the requisite causation between omission and failure to stop trading - i.e. ( didn’t show that even if ( had asked Exchange to stop trading that they would have.


McDonnell Douglas, p.1002 - co. had falling profits and other financial difficulties and announced fact in a press release.  ( had purchased shares just prior to press release, and claimed that ( knew of condition well before release and should have disclosed then.  Holding:  for ( - management was justified in waiting because it didn’t have a clear picture of scope of financial problems.  Court said reasonable exercise of bus. jgmt. not disclose earlier.


Basic Incorp., P.1003 - corp. investigating possibility of acquiring another corp.  Denied three times in press conference that it was considering the possibility.  ( subsequently suspended trading and soon thereafter issued press release concerning possibility of merger.  ( sold shares after denial and prior to suspension and is claiming they sold their stock  at artificially low price.  Holding:  for ( - reversed and remanded - court establishes rule of determining materiality in which you evaluate the probability that the transaction will take place combined with the magnitude of the event to the issuer of the security.





SHAREHOLDER LITIGATION - Generally deals with derivative suits which are technically, shareholder action to do two things: 1) suing corp. to force corp. to pursue the corporation’s rights; 2) sue on behalf of the corp. to enforce corp.’s rights.


Derivative Suit  - two fold purpose for deriv. suit:  1) a suit by S/H to compel the corp. to sue.; and 2) suit by the corp., asserted by the S/H on its behalf, against those liable to it (Aronson, p.1062).


Suing Derivatively vs. Individually (Cowin, p.1039) - Depending on to whom the damage was done, you can be required to sue derivatively or individually.  Derivative Suits - When damage falls equally on all S/Hs.  Reasoning:  You don’t want a S/H recovering for the loss to all S/Hs.  Also, you don’t want multitudinous litigation from several S/H.


Typical Derivative Causes of Action:  1) claims for corporate mismanagement; 2) see list @ 1044.


Exceptions to Derivative Rule - 


Special Injury Exception (Cowin, @ 1041) - where the allegedly wrongful conduct violates a duty to the complaining S/H independent of the duties owed S/Hs as a group.


Disparate Injury (Cowin, @ 1041) - Injury is to corp. but effect falls more on one class of S/Hs than another.  Also includes injury to all s/hs, the benefits of remedying of which will not inure to corp.


Damages Belong to Corp. with Exceptions - Damages from a derivative suit typically belong to the corporation with the following exceptions:


When awarding to corp. would benefit wrongdoer - in Perlman, p.1044, damages were awarded against a controlling S/H for breach of fid. duty.  To award damages to corp. would allow them to flow to the offending S/H proportionate to his ownership %.


In closely held corporations (p.1045) - same dilemma as immediately above - wrongdoing s/h would benefit if payment was made to the corporation.


Typical Individual Causes of Action (See list on p.1043) - Withholding of dividends; enforcing the right to vote; etc - see list.


Standing (Bangor, p.1047) - (see RMBCA §§ 7.40-7.46)


Ownership at the Time of Wrongful Act / “Contemporaneous Requirement” (Bangor, p.1047; also see notes p. 1053) - ( must own shares at the time of the wrongful act.  Reasoning:  at the time of the purchase, the shares have already adjusted downward for the wrongful act and a loss suffered by a previous owner.  To allow the purchaser to be awarded damages would create a windfall because he didn’t sustain a loss.


Continuing Wrong Doctrine (n.4, p.1056; Hoff, @ 103, supp.) - dictates that a ( who could show that original misconduct had a continuing effect on the corp. and hence on value of shares could maintain a derivative suit even though he didn’t fulfill “contemporaneous reqt.”.


Limitations - can’t recover for damages prior to purchase of stock - same theory as above - you don’t want ( getting windfall for damages caused to someone else.


Beneficial vs. S/H of Record - RMBCA § 7.40 allows beneficial owners to sue derivatively and departs form old rule that only holders of record may sue.


Convertible Bondholders as having standing (n. 3, p.1054) - generally not allowed.  B/Hs must look to the contract for protections and not to the fiduciary duties of directors and controlling s/hs to the corporation.


Double Derivative Suits (note 2, p.1054) - derivative suits in which a S/H of a corp. that has stock in a corp. sues.  Generally allowed if the S/H’s corporation has “de facto” control of the injured subsidiary.


NOTE:  the court in Bangor seems to indicate that if the ( can establish that he purchased for less than a fair price or that the transaction was tainted by fraud and/or deceit, that he could sustain an action against the corp. (see p.1049)


Continuing Interest Reqt.(n.5, p.1058) - named ( must hold the shares throughout the litigation.  Reasoning:  the named ( is presumed to represent the interests of the S/Hs.  Selling his shares prior to suit would remove his motivation for pursuing the litigation to the fullest extent.


FRCP 23.1 - courts interpret the rule as requiring a continuing interest - the rule states that a derivative action can’t me maintained if the ( doesn’t represent the interests of the S/Hs “similarly situated” in enforcing the rights of the corporation.


Exception (Blandsband, p.1059) - When (‘s actions terminate S/H interest and the actions are related to the grounds for the derivative suit, then (s may maintain action.  In Blandsband, the shares ( held in a corp. were merged into the shares of another corp. which became the parent of the s/h’s corp.  S/H received parent’s shares in exchange.  ( claimed that subsid. had been injured by the (s and that he should be able to sue derivatively.  The court agreed saying that fact that S/H now held shares in the parent corp. and parent was still de facto owner of subsid. that the suit was a double derivative suit and that S/H was still had a continuing interest in the corp.


Cowin, p.1039 - ( charged directors with self dealing and breach of fiduciary duty.  ( wanted to sue on a direct individual basis.  Holding:  for ( - ( must sue on an individual basis because harms caused by directors were to corporation and not him on an individual basis.


Bangor, p.1047 - (s purchased a railroad and are now suing the former owners for antitrust violations committed prior to the purchase.  Holding:  for ( - ( has no standing to sue because he purchased co. after wrongs occurred.  The purchase price already reflected the bad acts - allowing him to recover would constitute a windfall by awarding damages sustained by past S/Hs.


Internal Corp. Procedures for Initiating Deriv. Suit - S/Hs must make demand on directors to pursue a legal right to damages for corporation.  The directors, unless shown otherwise through self interest, etc., are presumed to be exercising good faith and due diligence (duty for ( to est. g.f. and d.d.) and are protected by business jgmt. rule in evaluating the correctness of decision to pursue legal rights.  However, if the ( can establish that business jgmt. rule shouldn’t apply, he can be excuse from making a demand and pursue the legal right himself.


Demand (RMBCA § 7.42) - All jurisdictions require party to make demand on directors to take appropriate corrective action to remedy alleged misconduct.  Demand can be excused in certain situations.  NOTE:  whether demand can be excused is subject to different tests depending on whether the underlying transaction at issue was instituted by the BOD or by another BOD or third party.  The purpose of excusal is to save the ( the expense and delay of making a futile demand (Zapata, @ 1095)  NOTE:  RMBCA § 7.42 doesn’t allow for excusal (see official comment).


Excusal of Demand When BOD Involved in Underlying Transaction (Aronson, p.1062) - The directors’ decision to pursue or not to pursue those liable to corp. is a matter of evaluating the merits of the claim which necessarily involves examining the propriety of the underlying transaction.  If it is found that the BOD’s decision in the underlying transaction is not protected by the business jgmt. rule, then ( is excused from making demand.  The following test establishes if demand is excused:


TEST - ( must create reasonable doubt that 1) the directors are disinterested and independent (of the benefits or potential liabilities flowing from the challenged transaction - potential liability from transaction must be extremely probable - the mere possibility of liability won’t suffice to create lack of dependence - see discussion below); and 2) the challenged transaction was the product of valid exercise of business jgmt (through good faith of directors and reasonable informed judgment).  NOTE - if #1 failed, then futility assumed.


Establishing Lack of Independence - ( must establish that the directors are “dominated and controlled” either by a defendant or other defendant director.


Threat of Personal Liability - in Aronson, the threat of personal liability wasn’t enough due to uncertainty of being held liable.  However, court said that if act so egregious that directors are likely to be nailed, then threat of liability may be enough.


Controlling Interest by a Defendant - in Aronson, the court found that the mere ownership of controlling interest, without more, was inadequate (ct. said that ( had failed to allege “more” w/particularity)


Establishing that Decision Not Valid Exercise of Business Jgmt. - In Aronson, there was no particularly pleaded facts alleging that decision was bad decision.


Excusal of Demand In the Absence Board Action (Rales, p.1070) - the test of Rales differs form Aronson in that the BOD has had no part in the transaction at issue in the underlying suit.  The test then becomes whether the BOD can exercise its independent business judgment in evaluating whether the corp. should proceed with the suit (Rales, p.1073).


Test (Rales, p.1073 & 1075)  - ( has burden of proof to establish that BOD either 1) lacks independence or is interested so as not to receive the benefit of business jgmt. rule; or 2) that the BOD didn’t exercise business jgmt. due to lack of adequate good faith investigation of viability of suit.  NOTE:  lack of independence can be established as it was in Aronson (see Rales @ 1076).


Situations Where Absence of BOD Action Invoking Rales Test  (Rales, p.1073) - 1) where a business decision was made by the BOD of the Corp. but majority has been replaced; 2) where the subject of deriv. suit is not a business decision of the BOD; or 3) (as seen in Rales) where decision was made by BOD of different corporation.


Aronson, p.1062 - corporation set up consulting contract for majority S/H.  ( claimed no valid business reason for hiring S/H and that he didn’t really perform any services.  ( doesn’t want to have to make demand on directors claiming that it’s futile due to maj. S/Hs ability to assign directors of his choice. Holding:  for ( - ( failed to adequately allege that 1) directors lacked independence; or 2) that decision had no valid business jgmt.


Rales, p. 1070 - (, a former S/H of a corp. that’s now a subsid. of a parent in which the ( now has shareholdings, is claiming that his demand need not be filed with the parent’s BOD because it’s excused.  Subsid. was merged with parent.  However, prior to merger ( claims subsid.’s BOD misused funds and that now parent should pursue suit for misuse - a “double derivative” suit.  Holding:  for ( - demand excused due to fact that parents directors can’t exercise independent bus. jgmt. because some of parent’s BOD were formerly BOD of subsid. and could be liable for subsid.’s misappropriations and that those BOD members dominate and control the other BOD.  Note: a modification of Aronson in that Aronson applied to the underlying transaction because BOD participated in transaction.  Here BOD didn’t - or at least some of them didn’t.  So you evaluate whether they can exercise independent bus. jgmt in assessing merits of suit.


Terminating Derivative Suits (p.1089) - Deals with the ability of corp.s to create independent committees to evaluate a S/Hs demand and dispose of the suit within aura of independence and under Rales rule of not having to be subject to an evaluation of the propriety of the transaction at issue under Aronson rule.  NOTE:  Gall, p.1089 and Burks, p.1089 were the two seminal cases establishing the validity of independent committees exercising their business judgment in terminating derivative litigation.


Limits on Independent Committees (Zapata, p.1090) - Zapata was a response by the courts to the concern that the ability of an independent committee to dismiss derivative suits would effectively end S/H litigation.  Zapata established a new rule for evaluating independent committees:


TEST:  Zapata established 1) that the Burden of Proof is initially on the BOD to establish its 1) independence, 2) good faith, and 3) reasonable investigation so as to be eligible for the protections of the business jgmt. rule; and 2) that the court makes its own determination as to the propriety of the dismissal.


Is Zapata the Current Test? - Appears not to be as seen in Spiegel an unpublished opinion.


Auerbach, p.1099 - rejected Zapata saying that “While the court may properly inquire as to the adequacy and appropriateness of the committee’s investigative procedures . . ., it may not under the guise of consideration of such factors trespass in the domain of business jgmt.”  Court may also inquire as to committee’s independence but not their decision.


Kaplan, p.1101 - accepted Zapata but said that there are procedural difficulties and unintended judicial intervention into an area in which they have no expertise.


Alford, p.1103 - accepted Zapata saying that “To rely blindly on the report of a corporation-appointed committee which assembled such materials on behalf of the corporation is to abdicate the judicial duty to consider the interests of S/Hs . . .”


Miller, p.1105 - Iowa court rejected Zapata and Auerbach saying that special litigation committees’ decisions will not be respected.


Spiegel, p.1112 - appears to be say that Zapata only applies in situations where


BEST STMT. OF CURRENT RULE - RMBCA § 7.44 (p.1110, n.10) - Accepts Aronson’s test of independence of committee/BOD and showing of good faith and reasonable investigation and rejects Zapata’s requirement of court exercising its own business jgmt.


NOTE:  § 7.44(c)(1) states that election of an otherwise independent director does not prevent the new director from being independent.


Burden of Proof - 1) on ( to est. that majority of BOD not independent; 2) if so, then shifts to ( to establish that (a) reqts. met of good faith and reasonable investigation produced valid bus. jgmt.; and 3) if majority independ, then burden remains w/( to establish (a) reqts.





RIGHTS OF DEBTHOLDERS -


General Rule of Duty to Debtholders (Simons, p.5 supp.; Katz, p.14) - Generally, debtholders are relegated to rights contained in the K and do not receive the protection of fiduciary duties to S/Hs.


Convertibility does not give rights as shareholders (Simons, p.5 supp.) - fiduciary duties owed to S/Hs do not extend to convertible B/Hs until actual conversion occurs - i.e. if wrong occurs before conversion then no fiduciary duties.


Implied Covenant of Good Faith - Kats def. - Any covenant of good faith not to do a certain act that is detrimental to the interests of the B/H must be necessarily implicated by the terms of the K but yet so fundamental so as not to be considered necessary to put in K.   RJR def. - exclusively bargained for benefits of the K will be protected by reading in an implied good faith covenant.


Consent Solicitation (Katz, p.14) - reqt. to solicit consents in good faith is meant to apply to those terms that were so fundamental as to not be included in the K but necessarily implicated by the terms of the K.  In Katz, court found that method of consent solicitation that ( alleged to be coercive to not be necessarily implicated by the terms of the contract. NOTE: this is still looking at the K and not at duties found elsewhere.


Acquisition of Debt (RJR Nabisco, p.37, supp.) - bondholders prior to leveraged buyout claimed that the value of their debt was seriously impeded by the debt acquired in the buyout and that directors had a good faith duty to prevent devaluation.  Holding:  for ( - there’s no implied covenant in bond indenture restricting any action that might subject bondholder’s investment to a greater risk of nonpayment 


Classifying D/Hs as being 1)governed only by K or as 2) having equity characteristics requiring fiduciary duties (Eliasen, p.24, supp.) - Court in Eliasen defined test as requiring that ct. look at rights held by B/Hs pursuant to K and then determine if the duties ( wants are necessarily implied by those rights.  NOTE: this is still looking at the K and not at duties found elsewhere.


Simons, p.5 supp. - Debtor restructured co. to avoid insolvency and eliminated convert. bonds conversion feature in return for higher interest rates and cash conversion feature.  ( claiming that fiduciary duty to B/Hs was breached.  Holding:  for ( - no fiduciary duty due to B/Hs and convertibility doesn’t imbue with protection of fiduciary duties


Katz, p.14 - ( restructured co. debt so as to secure additional funding.  Had to get consents from 85% of bondholders to amend indenture agmts. in order to receive funds from investor.  ( offered cash exchange for minimum amount of bonds and consent to remove conversion feature for the rest.  ( claimed that offer was coercive and that it breached duty of good faith to tempt B/H to remove protective consents.  Holding:  for ( - duty to not negotiate consents was not necessarily implicated in K terms so no good faith duty to refrain.


Eliasen, p.24, supp. - ( put company up for sale and considered several offers.  (, a bondholder, claims that ( ignored an offer that ( claimed would have been particularly profitable.  ( claims that his bonds were similar to equity shares and therefore, ( owed a fiduciary duty to B/Hs to obtain best deal possible.  Holding:  for ( - court finds that bonds do not resemble equity sufficiently to gain fiduciary duties of directors and that more important question is to see if K’ual provisions of indenture require or implicate alleged duty - court found that nothing K implicated duty to obtain best sale of co.


RJR Nabisco, p.37, supp. - bondholders prior to leveraged buyout claimed that the value of their debt was seriously impeded by the debt acquired in the buyout and that directors had a good faith duty to prevent devaluation.  Holding:  for ( - there’s no implied covenant in bond indenture restricting any action that might subject bondholder’s investment to a greater risk of nonpayment


The Bankruptcy Rights of Debtholders - disputes generally arise as to the priority of debtholders.


Fairness and Equity as Relevant in Evaluating Claim Priority (Pepper, p.60; Deep Rock (Taylor), p.66; ) - Courts look at the equity of the situation and not so much the bona fides of a claimants claim when evaluating the priority assigned to a claim (i.e. the bankruptcy court is a court of equity).  Conflict usually occurs when the claim arises between a parent and subsidiary or controlling S/H and corp. and a ( is claiming that the debt was established through self dealing or self interest.  Reasoning:  courts look at insider debt w/fiduciary duty in mind to encourage controlling S/Hs not to give up so easily.


Piercing the Corp. Veil - Discussed in both Pepper and Deep Rock in that the corp. veil will be disregarded in the event that their is mismanagement of co. that would make recog. corp. entity inequitable.  In Pepper, creditor claiming priority was a dominate director/S/H - recognizing the corp. entity would ignore the inseparable role he played in corps. demise.  In Deep Rock, the parent so dominated the sub.’s affairs that recognizing corp. entity of subsid. would inequitably benefit parent.


New Value Rule (Consolidated Rock, p.77, supp.; Case p.85, supp.; ) - Dictates that equity holders can’t participate in a new corporation unless they contribute funds - “new value” (or I guess everyone else is paid off and there’s equity - in which case co. shouldn’t be in bankruptcy).


Defining “New Value” (Case p.85, supp.; )  - can’t be illusory - must be in “money or money’s worth”.  In Case, the court found that S/Hs promise of efficient management due to prior experience with the co. wasn’t sufficient.





Absolute Priority Rule - Dictates that the priority of distribution of assets must be rigidly maintained - i.e. one level can’t be made worse off to the benefit of another level.


Priority - 1) secured creditors must be made whole to the extent of the security interest; 2) unsecured creditors can’t be made worse off (i.e. one class can’t be impaired with a lower class receiving money).


Plan Must be “Fair and Equitable” - defined for secured and unsecured creditors as follows:


Secured Creditors - plan is f & e if the holder of the secured claim retains its lien, and the payments equal at least the amount of the allowed secured claim.


Unsecured - plan is f&e to an impaired unsec. cred. if the junior claims don’t receive anything.


“impaired” creditor (see p.73, supp.)- a creditor is impaired unless:  1) rights of the holder are unaltered; or 3) the cash payments equal the amount allowed under the claim.


“Cram Down” Plan (Kham, @ 94)- occurs when unsecured creditors won’t approve a plan.  Requirements:


“Fair and Equitable” - see above


Follow Absolute Priority Rule - see above


Pepper, p.60 - director of corporation made claim against corp. for unpaid salary and got a jgmt. (i.e. simply confessed a jgmt.) in order to gain preference on the claim in bankruptcy.   Holding:  against director - court found inequitable to grant priority when S/H had gained jgmt. inequitably.  Court looked at the equity of allowing the claim as opposed to the bona fides of it.


Deep Rock (Taylor), p.66 - In deep rock, a parent corp. had a claim against the debtor in possession subsidiary.  Parent was claiming a priority claim.  Holding:  against parent - court found that parent had dominated the operations of subsidiary and had always operated co. at a loss.  Allowing priority would be inequitable due to parents participation in driving to bankruptcy - would allow them to get their money out after badly managing.


Consolidated Rock, p.77, supp - debtor corporation wanted to consolidate assets of several subsidiaries and issue participating preferred stk. to the creditors of those subs.  The old S/Hs (who had no equity in corp) were to be given shares equaling 23% of the assets of the new co.  Holding:  against plan - it was obvious that S/Hs were getting value that belonged to the secured creditors - value that was inadequate to satisfy sec. creditor’s debt in the first place.


Case p.85, supp. - fairly similar to Consolidated Rock.


Derivative suits and Bondholders - FRCP 23.1 requires that the parties suing be “shareholders” at the time of the offensive transaction (“contemporaneous reqt.” - see “Shareholder Litigation” supra).  B/Hs are not shareholders and therefore ostensibly have no standing to sue derivatively.   


Exception - Hoff dictates that FRCP 23.1 is simply a procedural rule and that it will “not serve as a barrier to suit by ( given standing by a substantive federal statute”.  You look to the underlying statute (§ 10(b) and Rule 10b-5 of the 34’ Act in Hoff) to see who is given standing to sue and then substitute the statutes definition in place of 23.1.


In Harff, the court rejected standing to pursue a derivative suit because DE substantive law didn’t support defining bondholders as “stockholders” pursuant to DE procedural rules.


Convertible B/Hs - reiteration of rules seen in “shareholder litigation” that convertibility doesn’t create standing as a stockholder.





INTERPRETING THE BOND CONTRACT (Sharon Steel Corp., p.116 supp.) -


Successor Obligor Clauses (Sharon Steel Corp., p.116 supp) - Allows debtors to transfer debt to an assignee who buys “all or substantially all” of the corporate assets.  NOTE: A “boiler plate” clause case in which courts generally don’t allow for interpretation as far as what the parties thought they meant (only as to the legal meaning).


Purpose (Sharon Steel Corp., @ 124, supp) - Successor Obligor Clauses serve two purposes:  1) to allow the debtor to freely transfer the assets of the corp. and to liquidate or enter other business; and 2) to protect the creditor by providing an asset base from which debt can be paid.


defining “all or substantially all” - In Sharon Steel, the court found that “all or substantially all” of the assets hadn’t been transferred but refused to assign a hard and fast number or even a vague definition to what constituted “all . . .”  Only said that 51% of book value was not “even close.”


Clauses Prohibiting Redemption by Issuance of Cheaper Debt (Morgan Stanley, p.126, supp) - Generally disallows a debtor from retiring a debt issue with the proceeds of lower interest rate debt issues.  NOTE: A “boiler plate” clause case in which courts generally don’t allow for interpretation as far as what the parties thought they meant (only as to the legal meaning).


Purpose - to protect the creditor’s interest rate from a debtor who redeems the high interest rate bonds with the proceeds from lower yielding debt.


Defining What Constitutes A Redemption With Lower Debt - in Morgan Stanley, the court bought into the debtor’s interpretation as the correct legal standard as to what constituted a redemption of the debt (remember, clause not subject to fact specific interpretation) - that the debt must be redeemed with the proceeds of the actual lower yielding debt.  Court rejected (‘s broad interpretation that any lower yielding debt issued in a specific time period could constitute a redemption.


Sharon Steel Corp., p.116 supp - (‘s are the indenture trustees who refused to sign the assignment of debt to one of debtor’s purchasers in a liquidation of debtor.  ( claimed that the purchaser (Sharon Steel) didn’t buy “all or substantially all” of the co.’s assets and therefore couldn’t be assigned the debt.  ( claimed that the successor obligor clause wasn’t designed to provide an asset base for the protection of creditors and that therefore, ( should have signed deal.  Holding:  for ( - succ. obligor clauses were designed to protect creditors and therefore must determine if “all or substant. all” assets went with the ( so as to allow transfer of debt to (.  Court found that not enough had.


Morgan Stanley, p.126, supp - ( had issued debt with clause prohibiting redemption of the debt with the proceeds of lower yielding debt.  ( issued stock, the proceeds from which were used to retire the debt.  ( then issued lower yielding debt.  ( claimed that this violated the non redemption clause.  Holding:  for ( - adopted legal interpretation that required that debt must be retired from proceeds of lower debt issue - rejected (‘s contention that issuance of debt in a particular time period subsequent to redemption would suffice.
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