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I. Agency

A. General principles and policy themes
1. Definition of agency: According to RSA § 1(1), agency is the fiduciary relationship that results from (i) the manifestation of consent by one person (the principal) to another (the agent) (ii) that the agent shall act on the principal’s behalf (iii) and be subject to the principal’s control and (iv) consent by the agent to so act.

B. Doctrinal overview
1. Types of agency relationships

a. Agency can exist in a master / servant (employer / employee) relationship or an independent contractor relationship.  Courts look both to contract and conduct to determine relationship.
(i) As defined by RSA § 2(1)–(2), in a master / servant relationship, the master controls or has the right to control the physical conduct of the servant in the performance of the services.

(ii) As defined by RSA § 2(3), in an independent contractor relationship, the principal has no right to control and does not actually control the physical conduct of the independent contractor in the performance of the services.
b. Determining the type of relationship: Courts consider several factors when deciding whether an agent is a servant or an independent contractor (main issue is legal right to control). RSA § 220(2).

(i) A finding that an agent is a servant turns largely on the extent to which the principal (i) controls the details of the agent’s work,  (ii) realizes the ultimate profit or loss risk from the agent’s conduct, and (iii) has control over the agent’s decisions regarding personnel. (Humble Oil, TX 1949); (Sun Oil Co., DE 1965).

(ii) Franchisee / franchisor: There may be a presumption of independent contractor agency in franchisee / franchisor relationships, even if the circumstances are such that the degree of control and residual economic interest would support a master / servant relationship absent a franchise agreement. (Murphy v. Holiday Inns, VA 1975); (Arguello v. Conoco, 5th Cir. 2000).

(A) However, if franchise contract goes beyond setting standards and gives the franchisor right to control daily operations of franchisee, master / servant relationship exists (Miller v. McDonalds).  A contractual disclaimer of agency is not dispositive.

2. Fiduciary duties of agents to principals

a. Within the scope of agency, an agent’s duties are fiduciary in nature (rather than contractual). RSA § 13.
b. Duty of obedience (RSA § 385): Agent must (i) obey all orders of principal and not act contrary to directions of the principal

c. Duty of care (RSA § 379): Agent must act with standard skill and care for the kind of work he is authorized to do. Negligent conduct breaches the duty of care

d. Duty of skill (RSA § 387 (?)).
e. Duty of loyalty (RSA § 387): Includes (i) a duty not to make secret profits through kickbacks or assume personal benefits of power, transactions with the principal of conflict-of-interest transactions, or use of position, property, assets, or knowledge of the principal in dealing with others (Reading); (ii) a duty not to usurp business opportunities of the principal (Singer); and (iii) a duty not to take property, defined broadly to include intangible property, when leaving (Town & Country).
(i) Confidential information (RSA § 386): After termination of agency, agent has duty not to use or disclose trade secrets, lists of names, or other confidential matters given to him only for principal.  But, agent may use general information about business methods, and names of customers retained in his memory, if not acquired in violation of his duty as agent

(ii) Profits arising out of employment (RSA §§ 388 & 404): Agents must account to the principal for profits made in connection with conduct within the scope of the agency relationship.
(iii) Conflict of interest (RSA § 389): Agent has duty not to deal with principal as an adverse party in a transaction connected with the agency relationship (without the principal’s knowledge)

C. Means through which agency can arise (actual, apparent, or inherent authority; estoppel; ratification)
1. Actual authority

a. Actual authority arises when the principal manifests consent to the agent. RSA § 7.

(i) Something as simple as an oral grant of permission (e.g., permission to drive another’s car) may provide a reasonable basis for a jury to find that agency exists. (Gorton v. Doty, ID 1937, car borrowing).
b. When assessing whether there is a reasonable basis for a jury finding that the principal controlled the agent, courts look to the totality of the circumstances and look at several factors, none of which are dispositive in either direction. (A. Gay Jenson Farms Co. v. Cargill, Minn. 1981, grain buyer with right of first refusal of supplier’s wheat, right of entry into books for audits, and financing of a significant portion of  supplier’s activities; supplier was buyer’s agent).
c. Implied actual authority: Actual authority can also be implied from the circumstances rather than expressly given.  Issue is whether a reasonable person would believe their was authority.
(i) Implied authority is actual authority, circumstantially proven, that the principal actually intended the agent to possess and includes powers that are reasonably necessary to carry out the duties actually delegated.

(ii) Factors that a court may consider in considering whether actual authority is implied include (i) prior course of dealing between the principal and agent, (ii) necessity for authority given the nature of the work, and, possibly, (iii) fairness to and reliance of a subagent. (Mill St. Church of Christ, KY 1990, church painting).
2. Apparent authority

a. Apparent authority may arise under RSA § 8 if there is no actual authority (express or implied), but the principal holds the agent out as having authority through the principal’s (i) communicative acts, (ii) specific representations, and (iii) reasonable inferences drawn therefrom (except for acts and representations made by the apparent agent himself).

b. To find apparent authority, the reliance on the principal’s communicative acts must be reasonable. (Lind. 3d Cir. 1960, job promotion).  There may also be a requirement that the third party have actually changed in his position in reliance on the communicative acts or specific representations of the principal, but this is unclear.

3. Inherent authority

a. An undisclosed principal is liable, according to a theory of inherent authority under RSA §§ 194 & 195 for acts of an agent performed on behalf of the principal that are usual or necessary for performance (“ordinary authority”) of the authorized services, even if (i) these acts are, in fact, forbidden or not authorized by the principal and (ii) there is no communicative act or holding out to show apparent authority. (Watteau v. Fenwick, Eng. 1892, pub case).

b. Under RSA § 161, a disclosed principal becomes liable for acts of an agent if the agent acts within the general scope of his actual authority, even though the acts are forbidden (Nogales Serv. Ctr., AZ 1980, gas station loan, manager had authority to grant other discounts).
(i) The other party must reasonably believe the agent is authorized to do the acts and have no notice that the agent is not so authorized

(ii) A finding of inherent authority can appeal to general practices and customs incidental to transactions that the agent is authorized to conduct.
4. Estoppel

a. Agency by estoppel can be found if (i) a principal has a duty to a third party, (ii) the principal omits that duty (either intentionally or through carelessness), (iii) the third party acts in reasonable reliance on the omission, and (iv) the third party actually changes his position in response to the omission. (Hoddeson, NJ. 1957, impostor furniture salesman).

5. Ratification

a. Even if no agency otherwise exists, a person can ratify the acts of another taken on his behalf despite a lack of authority for so acting if (i) the person accepted the results with the intent to ratify and (ii) the person ratifying had full knowledge of the material surrounding circumstances. (Botticello, CT. 1979, husband and wife jointly own leased land with option to buy, wife accepted payments from lessor).
(i) Receipt of the benefits provided by the action of another does not create ratification, and there is no implied ratification or ratification by acquiescence.

D. Liabilities of principles to third parties
1. Contract liability

a. A principal is subject to liability for contracts made by an agent acting within his authority. RSA §§ 144 & 186.

b. In addition, the counterparty to a contract made by an agent, acting within his authority, on behalf of a principal, is liable to the principal as if the counterparty had contracted directly with the principal. RSA § 292.
2. Tort liability
a. Master / servant: The general rule under RSA § 219 is that a master is subject to liability in tort for his servant’s actions committed while in the scope of employment.

b. Contractee / independent contractor: The general rule is no liability. There are three exceptions in which contractees can be liable for the torts of an independent contractor: if (i) the contractee retains control or the manner and means of the activity, (ii) the contractor is incompetent, or (iii) the activity contracted for is nuisance per se or an inherently dangerous activity. (Majestic Realty, NJ 1959, contractor knocks bricks through nearby building).

(i) With respect to incompetence, it is unclear whether the requisite proof is merely that the contractor was incompetent or is that the contractee was negligent or reckless in selecting the contractor (perhaps because contractor financially incompetent)
(ii) An “inherently dangerous” activity is one which can be carried on safely only by the exercise of special care and skill, and which involves grave risk of danger to persons or property is negligently done (RA § 416)
3. Statutory liability
a. Conduct within the scope of employment also gives rise to statutory liability for the principal. (Arguello v. Conoco, 5th Cir. 2000).

4. Definition of “scope of employment”

a. Under RSA § 228, conduct of a servant is within his scope of employment only if (a) it is of the kind the servant is employed to perform, (b) it occurs substantially within the authorized space and time limits, (c) it is actuated in part by a purpose to serve the master (rejected by Bushey), and (d) if force intentionally used by servant against another, the use of force is not unexpectable by the master

(i) Alternative views: One view of the scope of employment doctrine is that all actions of the agent that are reasonably foreseeable by the principal are within the scope of employment. (Bushey, 2d Cir. 1968, coast guard drydock).  Another view is that the employee must be acting in the interests of the employer to be within the scope of employment.

b. An act is not outside the scope of employment just because it is tortious or criminal. RSA § 231. 
c. Conduct is within the scope of employment only if it is of the same general nature as that authorized or incidental to that authorized. RSA § 229(1)
(i) An agent’s response to conduct interfering with the agent’s ability successfully to perform his duties falls within the agent’s scope of employment (Manning v. Grimsley, 1st Cir. 1981, pitcher throws ball at heckler in stands)
E. Fiduciary obligations of agents
1. An agent must disgorge secret profits obtained from misuse of his position, even if the principal could not have made this profit directly or legitimately. (Reading, UK 1948, soldier riding on contraband truck in uniform); RSA § 388 & 404
2. An agent must disclose to the principal all relationships and business opportunities that arise as a result of the agency relationship, even if the agent makes a good-faith reasonable determination that the principal could not have benefited from the opportunities. Rejection of the opportunities is in the principal’s discretion. (Singer, WI. 1963, exec sends orders company can’t fill to another company, in return for cut of profits); RSA § 389
3. Departing agents are probably under a continued duty not to appropriate trade secrets, such as customer lists that cannot be readily ascertained, of the principal. (Town & Country, NY 1958, house cleaning service employee forms rival business, solicits customers of old employer); RSA § 396
II. Partnerships

A. Overview

1. Formation: Partnerships may be formed by oral agreement, written agreement, or agreement implied through actions. UPA § 6(1); RUPA § 101(6).
2. Uniform Partnership Act (UPA) or the Revised Uniform Partnership Act (RUPA) provide default rules for partnerships, all of which are subject to contrary agreement (opt-out).

3. Issues: (i) legal person status of a partnership, (ii) management rights, (iii) profit sharing, (iv) liability of partners, (v) partners’ liquidation rights through buyout or breakup, and (vi) partners’ liquidation rights to sales of partnership interests.
B. Doctrinal framework

1. Legal person status: Partnerships are treated as legal people for most purposes, but, importantly, not with respect to liability of debt and not with respect to tax liabilities.
2. Management rights:
a. Management and voting rights are equal, without regard for interest distribution or capital contribution. Disagreements are resolved by majority votes. UPA §§ 18(e) & 18(h).
b. However, management rights are not assignable by individual partners. UPA § 18(e).

c. No person can become a partner without consent of all the existing partners. UPA § 18(g).

d. Management-type rights include agency, UPA § 9, as well as binding the partnership by admission, id. § 11, knowledge, id. § 12, wrongful acts, id. § 13, and breach of trust, id. § 14. These rights cannot be assigned by an individual partner..
(i) Agency: Every partner is an agent of the partnership, and the act of every partner apparently carrying on in the usual way of the partnership binds the partnership, unless the partner lacks authority and the other person know this. UPA § 9(1).

3. Profit sharing: 

a. If the partnership makes a profit, each partner is repaid his capital contribution, and residual profits are divided equally among partners. The method of loss sharing, absent a contrary agreement, is the same as the method of profit sharing. UPA § 18(a).

b. No partner entitled to renumeration (salary) except for the renumeration involved in winding the partnership up. UPA § 18(f)
4. Liability:

a. All partners are liable for all acts, including wrongful acts, of each partner done in the ordinary course of business. UPA § 13.

b. Liabilities in tort (under UPA §§ 13 & 14) create joint and several liability for all partners. Other liabilities, such as liabilities in contract create joint liability under which each partner is liable for only his pro rata share of the liability. UPA § 15.  Under RUPA § 306, all liabilities are joint and several. 
c. Payment of debts: Partnership creditors must exhaust all partnership property before claiming personal assets of individual partners. RUPA § 307. New partner not liable for obligations incurred before they became partners. RUPA § 306(b).
5. Dissolution:
a. When occurs:

(i) If no duration is specified, any partner’s express will causes dissolution under UPA § 31(1)(b).

(ii) Dissolution of an at-will partnership is rightful unless bad faith is shown. UPA § 38(1)(b).

b. Effects:

(i) Rightful dissolution: A rightful dissolution gives each partner a right to his contribution plus his share of any excess (surplus) capital. UPA § 38(1).
(ii) Wrongful dissolution: Gives each partner a right to his share of the surplus and any damages that arise out of the dissolution. UPA § 38(2). The other partners may buy out the partner who caused the wrongful dissolution and continue the partnership. UPA § 38(2).

6. Fiduciary duties among partners: Partners (and joint venturers) owe each other fiduciary duties under UPA §§ 20 & 21 and RUPA § 404.

a. Duty of loyalty:

(i) Unclear whether limited to the scope of the partnership business. RUPA §§ 404(b)(1) & 404(e).
(ii) Includes duties to: 

(A) Render true and full information of all things affecting the partnership to any partner. UPA § 20
(B) Account for all profit, property or benefit derived from the partnership. RUPA § 404(b)(1)
(C) Refrain from dealing with partnership as an adverse party, RUPA § 404(b)(2), or from competing with the partnership in conduct of partnership business, before dissolution of the partnership. RUPA § 404(b)(3)
(iii) Waiver: 

(A) Specific fiduciary obligations of loyalty may be disclaimed by contrary agreement, if not manifestly unreasonable. RUPA § 103(b)(3).

(B) Partnership may ratify act that otherwise would violate the duty of loyalty. RUPA § 103(b)(3). Only votes of disinterested partners count. (Peretta)
(C) BUT, the RUPA § 404(b) fiduciary duties of loyalty cannot be generally waived.  RUPA § 103(b)(3).
b. Duty of care: Limited to refraining from (i) grossly negligent or reckless conduct, (ii) intentional misconduct, or (iii) knowing violations of law. RUPA § 404(c)
(i) An act that would make it impossible to carry on the ordinary business of the partnership violates the duty. UPA § 9(3)(c).
7. Property rights:

a. Partners’ have property rights in partnership property. UPA § 24.

b. Rights in specific partnership property: 

(i) Include possessory rights for partnership purposes.  UPA § 25. 
(ii) Not assignable by individual partners. UPA § 25(2)(b).

(iii) Partners are co-owners in specific partnership property.  UPA § 25 (Putnam).
c. “Interest in the partnership”: A partner’s share of profits and surplus. UPA § 26.
(i) This is personal property and is assignable by individual partners. UPA § 27.

(ii) BUT, difficult to transfer because value often depends on the selling partner’s skills.

C. Existence of partnership
1. Courts look to the totality of the circumstances in determining whether a party is a partner.

2. Factors to consider: (i) the existence of a profit-sharing arrangement, (ii) co-ownership, (iii) language in the contract, (iv) conduct toward third parties (i.e., holding out), (iv) the existence of loss-sharing arrangements, (v) capital contributions, (vi) distribution rights upon liquidation, and (vii) control and management rights. No factor is dispositive. (Fenwick, NJ 1945, receptionist not partner because did not have co-ownership, although did share profits).

a. Joint ownership and profit-sharing are not enough to create a partnership.  (Southex)

b. Contractual language disclaiming a partnership also is not sufficient to prevent a finding of partnership. (Southex, 1st Cir. 2002, SEM (now Southex) put on home show).

3. Creditors and lenders: Generally not partners, even if they have passive control rights, information rights, reporting requirements, etc. However, creditors may become partners if they have active control rights, such as control over personnel decisions, veto rights over business decisions. Martin v. Peyton, NY 1927, PP&F loans to KNK).
4. Partnership by estoppel: Can be found under UPA § 16(1) when (i) there is a representation or consent to a representation that one party is a partner of another and (ii) a third party extends credit to an apparent partnership either in (a) reasonable reliance on such a representation or (B) if the representation is made publicly. Young v. Jones, D.SC 1992, audit letter verifying Bahamanian bank; no estoppel because not relied-upon representations and brochures found after-the-fact).
a. “Credit” may mean either a loan (narrow interpretation),  or any change in position (broad interpretation). RUPA § 308(a) changes “extends credit to” to “enters into a transaction with”

b. The test here is essentially the same as the test for agency by estoppel and requires (i) reasonable reliance, (ii) action induced by the reliance, and (iii) change in position.
D. Fiduciary obligations of partners
1. Duty of loyalty:

a. Include the obligation to disclose business opportunities to active co-partners or co-adventurers that are within the scope of the partnership or joint venture. (Meinhard v. Salmon, NY 1928, lease about to expire, joint venturer didn’t tell partner about new lease for entire block).

(i) “Puntcilio of an honor the most sensitive is the standard of behavior” (Meinhard)
b. Departing partners: “Grabbing and leaving” with former partners’ clients can violate duty if departing partner (i) repeatedly denies to the other partners his intent to leave and (ii) does not give the client a choice of whether to remain with the old firm or follow the departing partner. (Meehan v. Shaughnessy, MA 1989, lawyers left firm but denied to firm beforehand they were leaving and later sent letters to clients that did not tell clients they could remain with old firm).

(i) Techniques of fair competition are not necessarily permitted against another to whom a departing partner owes a fiduciary duty. 

(ii) Merely planning to compete is not a breach of fiduciary duty, but unfair acquisition of cases or clients constitutes a breach.

c. Vote to ratiy: In a vote to ratify an act that otherwise would violate the duty of loyalty (such as a merger) the votes of partners with a conflict of interest may not be counted (Perretta, 9th Cir. 2008)

2. Duty of care:
a. Termination of duty of care: Fiduciary duties are terminated when a partner leaves the partnership. (Bane v. Ferguson, 7th Cir. 1989, after plaintiff leaves firm, firm undergoes disastrous merger and plaintiff sues alleging merger violated duty of care).

b. Accordingly, the business judgment rule shields partners from liability to former partners arising out of negligence. 
3. Expulsion: A properly done expulsion is not a breach of a fiduciary duty.

a. When a partner is otherwise rightfully expelled from the partnership in accordance with the partnership agreement, the expulsion must be bona fide and in good faith (not for a “predatory purpose”) for the expulsion to be rightful. (Lawlis, IN 1990, alcoholic partner expelled by after asking for more money, company procedure properly followed).
(i) Expulsion for conduct that has potential to damage the partnership’s business is probably rightful and bona fide.  Bona fide and good faith mean not for a “predatory purpose.”
b. Where the remaining partners deem it necessary to expel a partner without cause in a freely negotiated partnership agreement, the expelling partners act in good faith, regardless of motivation, if the act does not wrongfully withhold money or property legally due to the expelled partner. There is no judicially created requirement of cause.
E. Rights with respect to partnership property and management
1. Partnership property:
a. Partnership property is held by the partnership, not by individual partners. 
b. Each partner owns a pro rata share of the net value of the partnership. 
c. Transfer of partnership property: Under UPA §§ 9(1) & 25(b)(2), transfer of partnership property cannot occur unless all partners choose to transfer. 
(i) A partner cannot unilaterally convey (i) specific partnership property or (ii) his interest in specific partnership property. 
(ii) Any transfer must be of the entire partnership interest. Putnam v. Shoaf, TN 1981, partner gets out, then wants money after discovered partnership bookkeeper had stolen money).

2. Alteration of partner’s authority: UPA § 18(h) is interpreted to mean that absent contrary agreement a vote of the majority of partners is required to alter the authority of a partner. (Nabisco v. Stroud, NC 1959, partner in grocery store told Nabisco did not want any more bread, but other partner kept ordering anyway).
a. Nabisco says that absent an agreement altering a partner’s authority, every partner binds the partnership under UPA § 9(1).  This holding, however, applies only when the partner’s actions as an agent affect the rights of a third party. 
b. An expense incurred individually for the benefit of one partner (rather than for the partnership) in a private capacity, such as a replacement hire when one partner is incapacitated, is subject to the Summers (trash collection case) rule. An expense incurred for the benefit of the partnership, such as supplies or inventory, is subject to the Nabisco rule.
3. Indemnity rights: A partnership does not have an indemnity right against individual partners for negligent acts done in the ordinary course of the partnership’s business, RUPA § 305(a).  However, an individual partner does have an indemnity right against the partnership for all liabilities incurred by the partner in the ordinary course of the partnership’s business, RUPA § 301(2). (Moren, restaurant manager’s son hurt in pizza machine while manager is making pizzas)
4. Management structure: 
a. Partners owe no fiduciary duties to disclose information regarding planned changes to the internal structure or management of the partnership. (Day) 
b. Partnerships can allocate management authority for certain decisions to an executive committee consisting of a subset of partners. Day v. Sidley & Austin, D.DC 1975, law firm merges with another and old managing partner forced to share management).
5. Loss sharing: In general, losses are shared in the same way that profits are shared, absent a contrary agreement.

a. Exception: Some jurisdictions hold that in a partnership between a capital-only partner and a services-only partner, the services-only partner is not required by default to contribute to the partnership’s losses, even if he is entitled to a share of profits. (Kovacik v. Reed, CA. 1957).

(i) This is a minority rule; conflicts with the UPA and is expressly rejected by RUPA § 401(b).

b. Priority of liabilities: (i) Liabilities to creditors other than partners; (ii) liabilities to partners other than for capital and profits (e.g., loans); (iii) liabilities to partners for capital; (iv) liabilities to partners for profits. UPA § 40(b).

F. Partnership dissolution

1. When occurs: A partner can dissolve or dissociate from the partnership at any time, under UPA §§ 31(1)(b) & 31(2) and RUPA §§ 601(1) & 602(a).
2. Rightful or wrongful (default rules):
a. Rightful: (i) Dissolution of partnership at will; (ii) dissolution because of death of partner; (iii) dissolution because of bankruptcy of partnership; (iv) dissolution by court decree dissolving the partnership; (v) dissolution because of proper expulsion of a partner; (vi) dissolution to avoid unlawful activity. UPA § 31
b. Wrongful: (i) Dissolution in breach of partnership agreement; (ii) dissolution by judicial decree where partner conducts himself such that not reasonably practicable to carry on partnership business with him, UPA § 32(d); (iii) dissolution before expiration of partnership term; (iv) dissolution because partner expelled by court or for being in bankruptcy (Owen). RUPA § 602(b).
3. Consequences (default rules):

a. Wrongful: Under UPA § 38(2) and RUPA §§ 701(h), -(c), 801 (wind-up “only” if etc.), the dissolving partner has a right to be paid off for his interest, but (i) he could perhaps be paid over time or in the future; (ii) his payment would be subject to an offset for damages; and (iii) the other partners would have a right to continue the partnership business.

b. Rightful: Under UPA § 38(1) the dissolving partner is bought out at the value of his interest, the partnership is wound up, and the partners all get paid in cash, unless [exceptions].
c. The default rules about who can dissolve rightfully and when and the consequences of dissolution can and should be varied by contract. Planned partnerships can have explicit buy-sell agreements and spell out rules, formulas, and procedures in detail. But in general, it can still be very messy.
4. Judicial decrees of dissolution:

a. Awarded when: (i) Irreconcilable conflicts between partners (Owen), or (ii) economic purpose of the partnership likely to be reasonably frustrated, RUPA § 801(5), or actually frustrated, UPA § 32.

b. Not awarded when: (i) Losses mount, (ii) there is no reasonable expectation of profit under current management, and (iii) the capital-supplying partner must supply more capital. (Collins v. Lewis, TX 1955, cafeteria, with more funds, reasonable expectation of profit in future).
c. Advantages of decree for departing partner: (i) Removes any problem of valuing the partnership for purposes of computing damages under UPA § 38(2)(a)II, (ii) it does not subject the departing partner to damages for wrongful dissolution, (iii) it avoids the problem of being paid over time, and (iv) it prevents the other partner from continuing to operate the business under UPA § 38(2)(b). (Owen v. Cohen, CA 1941, bowling alley dispute).

5. Duty of good faith in partnership dissolution:
a. Dissolution of at-will partnership subject to a duty of good faith: A partner who freezes out a co-partner and appropriates the partnership business by using bad faith or adverse pressure violates a fiduciary duty. (Page v. Page, CA 1961, linen supply business now turning around).

b. A partner who buys out another partner in a dissolution is under a fiduciary duty of good faith to do so by giving full and fair compensation, which can be ensured by obtaining an independent appraisal, using an auction, etc.
c. A partner may use his partnership interest as partial payment to bid on a judicial sale of partnership assets. (Prentiss v. Sheffel, AZ 1973)

6. Buyout formulas: Buyout formulas that refer to partners’ capital accounts are interpreted as referring to book value, as opposed to market value. (G&S Invs. v. Belman, AZ 1984, crackhead partner).
G. Limited partnerships (LPs) and limited liability companies (LLCs)
1. Limited partnership (LP): Allows mere investors to obtain (i) limited liability and still receive the (ii) tax benefit of a partnership as opposed to a corporation.  
a. BUT, a limited partner may be held liable as a general partner if it aggressively controls the partnership business, participates actively or equally in the management, can overrule the general partner’s management decisions, and can make personnel decisions. (Holzman, CA 1948, limited partners dictate crops to grow against general partner’s wishes, can withdraw money from bank, make other planning decisions).

2. Limited liability partnerships (LLP): Generally provide limitation of liability from tort (negligence and misconduct) of other partners only, but not contractual obligations.

3. Limited liability company (LLC): Provides (i) limited liability like the corporation, but it (ii) allows more flexibility than the corporation in developing rules for management, (iii) allows partnership tax treatment, and (iv) allows greater freedom than a corporation in allocating profits and losses.
a. The disadvantages of limited liability companies are that (i) formalities are required, (ii) LLCs are probably easier to veil-pierce than corporations because the law is not as well-established, and (iii) state franchise taxes may be applicable, whereas they are not applicable to partnerships.
III. The corporate form and shareholder actions

A. Purposes of corporations, general principles, and policy themes
1. Policy: Corporations best facilitate (i) an aggregation of large amounts of capital from many investors and (ii) the management and of firms with many owners, assets, and employees.

2. Partnerships and corporations compared:
a. Investor liability:
(i) Partnerships: Partners (i) have joint and several liability for torts, (ii) may have joint and several liability for other debts, (iii) must contribute to partnership losses, (iv) must share in other partners’ unmet contributions, and (v) are all made worse off by mutual agency.

(ii) Corporations: Shareholders are only liable for their subscriptions. MBCA § 6.22. Veil-piercing is almost nonexistent in large corporations; it typically only arises with respect to (i) closely held corporations and (ii) parent / subsidiary relationships.

b. Investor ability to transfer interests

(i) Partnerhips: Rights in specific partnership property are not assignable by individual partners, management rights are not transferable at will, and there is no organized trading market for partnership interests.  The only way someone can get a vote in a partnership is to become a partner, which requires consent of all other partners.
(ii) Corporations: Shareholders of corporations have variable rights according to different classes of stock, MBCA § 6.01(a), and common shareholders have (i) rights to dividends, id. § 6.40(a), (ii) rights to liquidity distributions, id. § 6.01(b)(2), (iii) voting rights, id. §§ 6.01(b)(1), 7.21(a), (iv) information rights, id. § 16.02-.04, 16.20, and all of these rights are transferable as a unit.

(A) The value of the rights depends on the corporation, not the individual seller, so there is no double issuer problem as there can be with partnerships.
c. Legal personality and lifetime

(i) Partnerships: Can be terminated by each partner. Powers are often, but not always, vested in the partnership as a legal entity.

(ii) Corporations: Have the same powers as individuals, corporations have legal person status for all purposes, and corporations have perpetual lifespans. MBCA § 3.02. Voluntary dissolution must be approved by the board of directors and then by shareholders. Id. §§ 14.02-.07.  Shareholders cannot initiate dissolution.  Purpose of corporation is any lawful business purposes, i.e., to maximize profits.  Id. § 3.01.
d. Managerial powers

(i) Partnership: All partners have equal rights (absent contrary agreement), every partner is an agent, and every partner is bound by every other partner’s admissions, knowledge, notice, and wrongful acts.

(ii) Corporation: A corporation is managed by directors. MBCA § 8.01(b); DGCL § 141. Shareholders have very little say, but they can vote on director elections, MBCA § 8.03(d), and director-proposed organic changes such as mergers, id. § 11.03, sales of substantially all assets, id. § 12.02, and voluntary dissolution, id. § 14.02. Employees have little say except with director authorization or under principles of agency law.
B. Choosing a form of organization

1. When considering the form that a business should take, consider (i) limited liability, (ii) management, (iii) continuity of operations, (iv) transferability, (v) complexity and expense of formation and operation, (vi) and tax implications.

a. Corporations are generally superior when (i) limitation of liability is important, (ii) centralized management is important, as where there is a large number of owners, especially when all cannot be active in the business (although an LP may also serve this purpose), (iii) continuity of existence is important, and (iv) free transferability of interests is important.

b. Partnerships are generally superior when (v) simplicity of creation and operation is important, or (vi) there either losses or large profits, in which case the tax implications are significant.
C. Limited liability and veil-piercing

1. General rule: Courts are reluctant to veil-pierce unless there is (i) affirmative evidence of fraud or wrongdoing or (ii) gross failure to follow formalities. (Walkovszky v. Carlton, NY 1966, cab accident).

a. Alter ego rule: If it is clear that a corporation is an alter ego of the shareholders and that the stockholder is conducting business in his individual capacity, a court may veil-pierce to the individual stockholder. Asserting this requires particularized allegations.

b. Enterprise liability: If a corporation is a fragment of a larger corporate combination that actually conducts the business, and if the corporate combination forms a single economic entity, then a court may veil-pierce among the fragment corporations.
(i) Parent may be liable to actions of subsidiary, but that parent controls several subsidiaries does not mean that each subsidiary becomes liable for the actions of all other subsidiaries. (Sheffeld, CA 1971, Catholic monastery in Switzerland).
2. General test: A corporate entity may be disregarded when (i) the plaintiff can show such unity of interest and ownership and such control, that separate personalities no longer exist and (ii) under the circumstances, adherence to the fiction of a separate entity would sanction fraud or promote injustice. (Sea Land Servs., Inc., 7th Cir. 1991, spice company doesn’t pay bill to shipper, dissolves). Court looks to the totality of the circumstances.
a. Determining whether there was unity of interest: Courts look to (i) failure to have required corporate records or formalities, (ii) commingling of funds or assets or outright fraud, (iii) undercapitalization, (iv) one corporation treating the assets of another as its own, and (v) whether the action is in tort or contract (with tort being more likely to create veil-piercing), akin to the distinction between involuntary and voluntary creditors. (Sea Land, 7th Cir. 1991)
(i) Parent / subsidiary relationship: It is expected that the parent will exercise some control over the subsidiary, so this alone will not create liability. But if the subsidiary appears to exist solely for the parent’s benefit, then the veil is more likely to be pierced.
(A) Factors to consider in parent / subsidiary cases: (i) Common directors, officers, and business departments; (ii) consolidated financial statements and tax returns; (iii) parent financing of subsidiary; (iv) parent payment of subsidiary salaries and expenses; (v) parent use of subsidiary’s property; (vi) daily operations not kept separate; (vii) subsidiary does not observe corporate formalities (keeping separate books, shareholder and / or board meetings (In re Silicone Gel Breast Implants)

(B) Use of the parent’s marketing power and brand name to help sell a subsidiary’s products is a significant factor in favor of piercing the veil. (In re Silicone Gel Breast Implants Prods. Liab. Litig., N.D. Ala. 1995).
b. Determining whether there was injustice: Courts look to whether there has been (i) unjust enrichment, (ii) intentional schemes to transfer assets into liability-free corporations, (iii) etc..

(i) In some jurisdictions, such as Delaware, a plaintiff need not show this second element of the test (fraud or misconduct).  Sometimes a plaintiff need not show this second element if the suit is in tort (but must show second element if suit is in contract).
(ii) A creditor that knows about a corporation designed to limit liability may be estopped from asserting a veil-piercing claim. (Frigidaire Sales Corp., WA 1977, general partner of limited partnership is a corporation, and corporation’s directors are the limited partners in the partnership).

D. Shareholder derivative actions

1. Overview

a. Direct and derivative actions contrasted

(i) In whose name: Direct actions are brought by a shareholder in his own name. Derivative actions are brought by a shareholder on behalf of the corporation.

(ii) Injury to whom: A direct cause of action belongs to the shareholder in his or her individual capacity, and the suit arises from an injury directly to the shareholder. A derivative cause of action belongs to the corporation as an entity, and the suit arises from an injury to the corporation as an entity.

(iii) Where recovery goes: A monetary recovery from a direct action inures to the shareholder. A monetary recovery from a derivative action inures to the corporation. Sometimes derivative suits lead only to changes in corporate policy, and involve no money damages (In re Caremark Int’l).
(iv) Demand requirement: Derivative suits require either demand or a showing of demand futility; direct suits do not

b. Categories of claims:
(i) Direct suits: (i) Dilution of shareholder voting power, (ii) suits to undo merger transactions ( Flying Tiger Line, Inc., 2d Cir. 1971), (iii) voting rights, (iv) dividends, (v) anti-takeover measures, (vi) inspection rights, (vii) protection or minority shareholders, (viii) proxy fights (probably, today).
(A) Grimes says a corporate abdication claim is a direct claim, but this has been criticized since it would seem duty not to abdicate is owed to corporation.

(ii) Derivative suits: (i) Violation of fiduciary duties (duty of care, duty of loyalty, etc.) including (a) nonfeasance, (b) self-dealing, (c) excessive compensation, (d) usurpation of corporate opportunity; or (ii) waste.
(A) Borak (U.S.) treated proxy suit as derivative because otherwise would be collective action problem with a direct suit. Clark thinks this is wrong.

(B) Some states require derivative plaintiffs to post a security bond for expenses, which is intended to discourage strike suits.

2. Demand requirements

a. Required only in derivative suits. Thus, plaintiffs generally prefer direct actions.

b. General rule: To file a derivative suit, a shareholder must either (i) allege that the board wrongfully rejected his pre-suit demand that the board assert the corporation’s claim or (ii) allege that the stockholder was justified in not making a pre-suit demand (“demand futility”).

(i) Burden of proof is on the plaintiff
(ii) If demand refused: An allegation of wrongful rejection is analyzed according to the business judgment rule, regardless of futility or domination. (Grimes)
c. Demand futility / excusal:
(i) Delaware: Demand is futile if a reasonable doubt exists as to whether the board is capable of making an independent decision. Normally, demands are excused as futile only if the plaintiff can prove that (i) a majority of the board is financially or familially interested, (ii) a majority of the board cannot act independently because of domination, or (iii) the underlying transaction is not a product of valid business judgment. (Grimes v. Donald, Del. 1996)
(A) Lack of negotiation can signal domination. (Van Gorkom)

(B) Clark says the third of these reasons concerns process, viz., the information the board had when making decision.
(C) Emmanuel’s says that the fact that board is being charged with a violation of the duty of care for having approved a transaction is not in itself enough to render demand futile.

(D) Futility must be proved with particularized facts available before discovery.

(ii) New York: Demand is futile if (i) a majority of the board is self-interested or dominated, (ii) the directors did not fully inform themselves about the underlying transaction to the extent reasonably appropriate, or (iii) the underlying transaction was so egregious that it could not have been a product of valid business judgment. (Marx v. Akers, N.Y. 1966, demand excused for executive but not director compensation claim).

(iii) A shareholder who makes a demand that is refused will be estopped from claiming that it is excused. Grimes.
3. Special litigation committees (“SLC”)
a. Rule: If (i) an SLC of disinterested directors follows adequate and appropriate procedures, (ii) its substantive decision not to pursue a derivative claim is shielded by the business judgment rule. (Auerbach v. Bennett, N.Y. 1979).
(i) Methodologies and procedures of SLC given less deference by courts than substantive judgment.
b. Delaware two-step standard: Corporation has burden of proof at both steps, and must prevail on both steps for SLC’s finding to be upheld. (Zapata Corp. v. Maldonado, Del. 1981):
(i) First, the court inquires into (i) the independence and good faith of the committee (e.g., familial relationships, outside relationships, domination) and (ii) the bases (procedures, investigations) supporting the committee’s recommendations (must have been reasonable).

(A) Independence:

(1) Discovery is available with respect to certain issues, such as independence.
(2) Issue is whether SLC member able capable of making decisions with only best interests of corporation in mind. (In re Oracle Corp. Derivative Litig., Del. Ch. 2003, SLC members were Stanford professors, and CEO of ∆ had donated to Stanford).

(ii) Second, the court may go on to apply its own business judgment as to whether the case should be dismissed.

(A) In other words, the committee’s recommendation that the suit should be dismissed is not necessarily given the protection of the business judgment rule.
(B) This second prong is unique to Delaware (New York does not have it), but the NY test is probably flexible enough that a court could “do justice” at step 1
4. Purposes of corporations

a. Primary purposes: (i) profit to owners and (ii) management and ordering of trade, but the latter has lost its support over time.
(i) Majority view: The only disallowed actions are fraud, illegality, or conflict of interest, or conduct that borders on one of those. A board can validly consider non-shareholder interests such as the effect on a surrounding community (a “stakeholder-ism” view). There is a presumption of good faith to promote the best interests of the corporaion. (Shlensky v. Wrigley, Ill. App. Ct. 1968, night games at Wrigley field).

(ii) Minority view: Spreading the benefits of profits to employees and keeping prices low to help consumers is not a valid purpose for making business decisions, because it changes the goal of the corporation to something other than profit maximization. Stakeholder-ism is not permitted. (Dodge v. Ford Motor Co., Mich. 1919).
b. Charitable donations: Corporations may make charitable donations that tend reasonably to promote corporate objectives. (A.P. Smith Mfg. Co. v. Barlow, N.J. 1953); DGCL § 122(9). The decision to make charitable donations is governed by the business judgment rule.

(i) California and N.Y. both allow corporations to make charitable donations regardless of any specific benefit to the corporation. CA § 207(e); N.Y. § 202(a)(12).

c. Refusal to declare dividends: A court will not interfere with a board’s power to declare dividends under DGCL § 170(a) (or another state’s equivalent), unless (i) the board engages in fraud or misappropriation or (ii) refusing to declare dividend amounts to such an abuse of discretion as would constitute a fraud or breach of that good faith which they are bound to exercise toward the stockholders. (Ford Motor Co.)
IV. Fiduciary duties in corporations
A. Overview

1. The basic fiduciary duties are (i) the duty of care, (ii) the duty of loyalty, and (iii) the duty of disclosure.
2. To whom duties are owed: In general, directors and officers owe fiduciary duties only to shareholders.

a. Exceptions: Directors of an insolvent corporation owe fiduciary duties to creditors, (ii) bank directors owe fiduciary duties to depositors, and (iii) reinsurance directors owe fiduciary duties to policyholders’ creditors.

B. Duty of care
1. General points: 

a. Duty of care: Duty to behave with the level of care that a reasonable person would use in similar circumstances

b. Business judgment rule: There has been no breach when the director (i) had no conflicting self-interest, (ii) adequately informed himself about material relevant information, and (iii) did not act completely irrationally. Also, (iv) action cannot have been illegal. Rule comes from DGCL § 141(a). BJR is a presumption that a board acted independently, in good faith, and with sufficient judgment
(i) BJR Deals with process; court won’t interfere unless defect of process

(ii) Never consider the duty of due care in the abstract; it should always be addressed in conjunction with the business judgment rule. (That is, ask whether, if the conditions for the business judgment rule are met, the court will find that the board satisfied its duty of care even though the transaction turned out badly or seems to have been substantively unwise.)

2. Elements of cause of action for breach of the duty of care: Plaintiff must show that (i) the fiduciary breached the duty of care and (ii) the breach legally (i.e., proximately and factually) caused the loss.

a. Burdens of proof: 
(i) π has initial burden of rebutting BJR by showing uninformed decision, etc..  
(ii) If π rebuts BJR, burden shifts to directors to show the entire fairness of the transaction to the shareholders. (Cede & Co.)
(iii) If π does not rebut BJR, must show waste in order to prevail
b. Shareholder ratification: Can cure a breach of the duty of care only if the ratification is made by shareholders who are fully informed about all facts material to their vote. (Van Gorkom)

3. Requirment of “informed” decision: The business judgment rule attaches only if (i) the judgment is informed, (ii) there is no reasonable suspicion of fraud or illegality, and (iii) there is no reasonable doubt that the directors are disinterested. 

a. Judgment informed where: The directors inform themselves, prior to the decision, of all material information reasonably available. (Smith v. Van Gorkom, Del. 1985, board approves buy-out after only twenty-minute presentation, did nothing to assess intrinsic value of corporation, such as by getting a fairness opinion; that shareholders got a premium not enough).

(i) Examples of material information: In a merger situation, fact that the board had no reasonably adequate information indicative of the intrinsic value of the company (Van Gorkom). In a hiring situation, fact of need for position, potential employee’s background, key terms of the hiring agreement (In re Walt Disney)

b. Reliance on expert: The business judgment rule also attaches if the directors relied, reasonably and in good faith, on statements made by an employee or an expert, even if the expert was negligent, DGCL § 141(e), so long as the expert was selected with reasonable care and the matter was within the expert’s competence, (Brehm).

(i) Exceptions: BJR does not attach where (i) reliance was in bad faith, (ii) the matter was not within the expert’s competence, (iii) the expert was not selected with reasonable care, or (iv) the decision was “so unconscionable as to constitute waste or fraud.
(ii) Van Gorkom’s twenty-minute presentation was not enough; Disney board’s reliance on compensation expert in Brehm was

c. Ways to avoid a Van Gorkom–like breach: (i) hire independent investment banks or outside law firms, (ii) formally consider alternative strategies, (iii) get valuation study and / or fairness opinion, (iv) have long meetings with good minutes, (v) prefer auction to straightforward sale and avoid deal protection agreements.

(i) Best practices not required. Use of compensation consultant, perusal of sheet with key terms of deal, and general knowledge of different options suffices. (In re Walt Disney Co., Del. 2006, suit challenging Ovitz compensation agreements)

4. Failure to monitor: At least in a large public corporation that has a business that affects the public interest (e.g., a healthcare company), the duty of care includes a duty to establish a corporate information and reporting system so that the corporation can comply with applicable laws once evidence of some sort of compliance problem arises. (In re Caremark Int’l, Del. Ch. 1996, Caremark employees paying doctors to distribute Caremark products in violation of federal law; adopted by Del. S.C. in Stone v. Ritter, under the “duty of good faith”).

a. Director liability for failure to monitor requires a sustained and systematic failure to assure a reasonable information and reporting system exists.  The level of detail for the required procedures and systems is a matter of business judgment
b. Absent grounds to suspect deception, boards do not have a duty to monitor the integrity of employees’ activity.

5. Nonfeasance / gross negligence: A court can find a breach of the fiduciary duty of care if a director does not make any efforts to discharge his responsibilities as a director. (Francis v. United Jersey Bank, N.J. 1991, wife is director, knows and does nothing about sons’ misuse of corporate funds).

a. A director is required to obtain a rudimentary understanding of the business of the corporation and must keep himself informed of company affairs, such as by attending meetings.

6. No requirement of substantive due care (in Delaware): Except in cases of irrationality or waste, due care in the decision-making process / procedure satisfies the fiduciary duty of due care.  “Irrationality is the outer limit of the Business Judgment Rule.” (Brehm v. Eisner, Del. 2000, hiring and firing of Ovitz from Disney).

a. Courts will interfere, in general, only when fiduciaries’ powers are (i) executed illegally or by arbitrary action (nonfeasance or malfeasance), (ii) fraudulent or collusive, (iii) involve bad faith or self-dealing / conflict of interest by a majority of the board, or (iv) destructive to the rights of stockholders. (Kamin v. Am. Express Co., N.Y. Sup. Ct. 1976, Amex distributed shares as dividend-in-kind rather than selling them).

b. Exception: “Waste” (or irrationality): an exchange so one-sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration.  This is a very difficult standard for a plaintiff to meet.

(i) Waste is found only in case where directors irrationally squander or give away corporate assets. (In re Walt Disney Deriv. Litig.).  In Disney, Ovitz’s compensation agreement not wasteful because no evidence that agreement irrationally incentivized him to get himself fired.

(ii) The payment of a contractually obligated amount cannot constitute waste, unless the contract itself was wasteful. (Disney)
7. Excuplation clauses: DGCL § 102(b)(7) allows corporations to adopt a charter provision  that limits the monetary liability of directors for breach of the directors’ duty of care (but not the duty of loyalty), as long as the action (i) was taken in good faith and (ii) did not involve payment of dividends or improper self-dealing.

C. Duty of loyalty

1. Interested-director transactions
a. General rule: When a plaintiff challenges a transaction in which the director has a material financial or familial conflict of interest, the burden is on the director to prove both (i) the good faith of the transaction and (ii) the inherent / intrinsic fairness of the transaction to the corporation. (Bayer v. Beran, N.Y. Sup. Ct. 1944, Celanese CEO’s wife sings in ad campaign; Lewis v. S.L. & E., Inc., 2d Cir. 1980, two family corps, one leases land to the other at low price).
(i) Bad faith: Two categoies: (i) Conduct motivated by actual intent to do harm to the corporation and (ii) intentional dereliction of duty or conscious disregard of one’s known responsibilities. (In re Walt Disney, Del. 2006)
(ii) Inherent fairness: Turns on whether: (i) there was a good corporate business purpose and (ii) the terms were as good as what could have been gotten through an arms-length transaction. (Bayer) 
(A) In Bayer, transaction was fair because (i) CEO’s wife already was a leading singer, (ii) her pay was comparable to the other singers, (iii) there was no special promotion of her, (iv) the ad campaign had a plausible business purpose, and (v) the contract used was a standard contract.
b. Burdens of proof: 
(i) If a plaintiff alleges that a director violated the duty of loyalty, then:
(ii) The court applies stricter scrutiny and does not apply the business judgment rule. 
(iii) The burden of proof shifts to the defendant director. 
(iv) If the defendant meets his burden, the business judgment rule attaches and the burden shifts to the π to show domination, gift (fraud?), or waste (i.e., unfairness).
c. Delaware rules: Under DGCL § 144, an interested-director or -officer transaction is automatically void or voidable unless the interested director or officer (i) fully discloses all material facts relating to the conflict of interest and terms of transaction and receives approval by a committee of disinterested directors, id. § 144(a)(1), (ii) fully discloses and receives approval by the disinterested shareholders, id. § 144(a)(2), or (iii) shows that the transaction is fair to the corporation at the time it was made (if disclosure not made), id. § 144(a)(3).
(i) Burdens of proof:

(A) In all cases, the burden of proof remains on the interested director or officer. See Section IV.C.3. below.
(B) If approval is received under DGCL § 144, the business judgment rule attaches and burden shifts to π to show domination, gift, or waste.
(ii) Framework for analyzing a self-dealing transaction:
(A) Did the fiduciary disclose the conflict and nature of the transaction in advance? If so, go to (B); if not, go to (C).

(B) Assuming that disclosure occurred in advance, did a majority of the disinterested directors approve the transaction? If so, there is no breach according to DGCL § 144(a)(1); if not, go to (C).

(C) Assuming that either (i) no disclosure occurred in advance or (ii) the directors did not approve, did the fiduciary disclose the conflict and nature of the transaction after it was entered into? If so, go to (D); if not, go to (E).

(D) Assuming there was a disclosure after the transaction, did a majority of the disinterested directors ratify the transaction? If so, there is no breach according to DGCL § 144(a)(1); if not, go to (E).

(E) Assuming that either (i) there was never any disclosure or (ii) there was never any director approval, did a majority of the outstanding disinterested shareholders, after full disclosure, either approve the transaction in advance or ratify it afterward? If so, go to (F); if not, go to (G).

(F) Assuming there was shareholder approval, did the transaction waste (or gift) corporate assets? If so, there is a breach; if not, go to (G). [CB – not sure this very last point is correct.]
(G) Assuming (i) there was no shareholder approval and (ii) no waste, was the transaction intrinsically fair to the corporation? If so, there is no breach according to DGCL § 144(a)(3); if not, there is a breach.
(iii) Ratification: Shareholder ratification of an interested-director or -officer transaction under DGCL § 144(a)(2) only serves to prevent the transaction from being automatically voided. In addition to the literal text of DGCL § 144(a), the defendant must still either (i) receive approval by a fully informed majority of all disinterested shareholders (not just a quorum or voting majority) or (ii) prove the intrinsic fairness of the transaction. (Fliegler v. Lawrence, Del. 1976, exercise of mine option acquired initially by director).

(A) If an action is properly ratified, the transaction is then subject to the business judgment rule and burden shifts back to π to show gift or waste.

d. Corporate opportunity doctrine: If a corporate opportunity is presented to a fiduciary, the fiduciary cannot take the opportunity if: (i) the corporation is financially able to take the opportunity, (ii) the opportunity is in the corporation’s line of business and is of practical advantage to the corporation, (iii) the opportunity is one in which the corporation has an interest or reasonable expectancy, and (iv) the fiduciary’s taking the opportunity will bring his self-interest into a conflict with the corporation’s interest. (Broz v. Cellular Info. Sys., Inc., Del. 1996, director of cellular corp buys cell license for different cellular corp of which he is also a director; In re eBay, Inc. Shareholders Litigation (Del. Ch. 2004), Goldman Sachs offering of IPO shares to eBay directors rather than eBay shareholders).. 
(i) No factor is dispositive. Rather, totality of the circumstances. (Beam, Del. Ch. 2003)

(ii) Additional factor: How the fiduciary discovered the opportunity. The corporate opportunity doctrine is more likely to apply if the fiduciary discovered the opportunity in the course of employment / service for the company.
(iii) Getting around the doctrine: Fiduciary may avail himself of the opportunity if he (i) provides full disclosure and (ii) (a) receives approval by a majority of the disinterested directors or (b) the corporation, through a vote of a majority of the disinterested directors, rejects the opportunity.
2. Interested-controlling-shareholder (parent / subsidiary) transactions
a. Controlling majority shareholder is a fiduciary to a corporation: Ordinarily, shareholders are not fiduciaries to corporations, but a controlling majority shareholder becomes a fiduciary to the corporation because it must take into account the interests of minority shareholders. (Sinclair Oil Corp. v. Levien, Del. 1971, Venezuelan oil subsidiary pays high dividends, doesn’t file breach of contract claim against majority owner).

b. General rule: When a corporation enters into a transaction with its majority owner that is exclusive of (and detrimental to) the minority shareholders — i.e., when there’s been self-dealing by the majority owner — the majority owner’s duty of loyalty is implicated (and the rules outlined above apply).
(i) Majority owner must prove good faith and intrinsic fairness (Sinclair) / entire fairness (Wheelabrator).
(ii) Burden of proof is on majority shareholder
(iii) Ratification: If a controlling shareholder’s transaction is approved by a fully informed majority of the minority shareholders in accordance with DGCL § 144(a)(2), the burden of proof shifts back to the complaining plaintiff to show that the transaction is unfair / not entirely fair. (In re Wheelabrator Techs.  S’holders Litig., Del. Ch. 1995).

(A) Note that “unfairness” is a lower standard than “waste” (as is required with interested-director transactions).
c. Examples: 

(i) Heightened scrutiny: Failure to pursue a breach of contract claim against a parent would be self-dealing

(ii) Not heightened scrutiny: A decision to pay a dividend would be subject to the business judgment rule because the transaction treats all shareholders equally and proportionally.
(iii) Heightened scrutiny: When a controlling shareholder of a corporation that has dual-class stock calls one class for mandatory redemption or conversion, the controlling shareholder has a fiduciary duty to inform the shareholders of all material information that would be relevant to the decision to convert or redeem. (Zahn v. Transamerica Corp., 3d Cir. 1947).
3. Duty of good faith

a. Burden of proof: Plaintiff has burden of proving bad faith, in order to rebut BJR

b. Two categories of bad faith: (i) Conduct motivated by actual intent to do harm to the corporation and (ii) intentional dereliction of duty or conscious disregard of one’s known responsibilities. (In re Walt Disney, Del. 2006)

(i) Delaware rejects a third potential category, gross negligence (lack of due care).  Gross negligence without more cannot constitute bad faith. (In re Walt Disney)
(ii) Examples of failure to act in good faith: where directors (i) intentionally acts with purpose other than advancing corporation’s best interests, (ii) act with intent to violate the law, or (iii) intentionally fails to act in the face of a known duty to act (In re Walt Disney)

(iii) Duty of good faith frequently arises in compensation and oversight cases

c. Failure to monitor can breach the duty of good faith (under same standard as applies under the duty of care).  

(i) General rule: Plaintiff must show a sustained and systematic failure of board to exercise oversight through either (i) an utter failure to implement any reporting or information system controls or (ii) conscious failure to monitor or oversee an established reporting or information system. (Stone v. Ritter, Del. 2006, Fed finds that bank’s oversight and compliance program is materially deficient, plaintiff brings derivative suit)
(A) In Stone, the defendant had a reasonable (if non-optimal) reporting system.  The compliance program had numerous employees, committees, and procedures; the board heard regular presentations from the compliance officer; and the board adopted written policies requiring employees to report suspicious transaction.  So, plaintiff failed to show bad faith.

d. Duty of good faith is a subsidiary element (i.e., condition) of the duty of loyalty. (Stone)

(i) Thus, failure to act in good faith violates the fiduciary duty of loyalty. (Stone)
(ii) Why this matters: (i) duty of loyalty not limited to conflicts of interest, but rather extends to cases where fiduciary fails to act in good faith, and (ii) corporations cannot indemnify directors against violations of the duty of loyalty, DGCL § 102(b)(7)(ii).
V. Disclosure in securities offerings
A. Public offerings and the Securities Act of 1933

1. Public offerings of securities must be registered with the SEC under the Securities Act, which is transactional in nature as opposed to periodic. The purpose of registration is to mandate full disclosure and deter fraud; the purpose is not to rate the risk or quality of an investment.

2. Under § 5 of the Securities Act:

a. An issuer or underwriter cannot publicly offer securities for sale before a registration statement is filed. The term “offer” is defined very broadly. § 5(c)
b. An issuer or underwriter cannot publicly sell securities until the registration statement is effective. Usually, a registration statement is effective when the SEC says so.

c. Third, a statutory prospectus must be delivered to each buyer before the sale. § 5(b). It is not sufficient to “make the prospectus available,” e.g., over the Internet.

d. Note that the Securities Act applies only to publicly offered and sold securities.  It does not apply to private, closely held corporations.
B. Securities and public offerings defined
1. Definition of “security” (§ 2(1) of the Securities Act: Includes (i) stocks, bonds, and notes, as well as (ii) general concepts such as evidence of indebtedness, investment contracts, and (iii) any instrument commonly known as a security, unless the context otherwise requires (which permits exclusion of an instrument that otherwise looks like a security). Litigation can arise when interpreting the term “investment contract.”
a. Definition of “investment contract”: Requires (i) an investment of money, (ii) in a common enterprise, (iii) with an expectation of profits to come solely from the efforts of others. (SEC v. W.J. Howey Co., U.S. 1946).

(i) Third prong (passive investment):

(A) More recent cases drop the “solely” language from the third prong and instead look to “economic reality” and ask whether the agreement left the investor unable to exercise meaningful control. (Robinson v. Glynn, 4th Cir. 2003, not passive because could appoint board members and become one himself).

(B) General partners are unlikely to be able to satisfy the third element and so probably are not securities. LP interests probably are securities when the limited partner does not exercise substantial control over management of the business. LLCs are sufficiently flexible that no presumption should apply, and the court will look to the operating agreement. If the members have authority to directly manage the business, dissolve the company, or remove managers, it is likely that the members do not profit solely from the efforts of others.
b. Definition of “stock”: The five most common features of stock are: (i) the right to receive dividends contingent on profits, (ii) negotiability, (iii) the ability to be pledged, (iv) proportional voting rights, and (v) the ability to appreciate in value. (United Hous. Found. v. Forman, U.S. 1975).

(i) When a transaction involves the sale of an instrument that has the five common attributes of stock, the securities laws automatically apply (because the instrument is in fact“stock”), and the Howey doctrine does not apply. Howey only applies when determining whether an instrument is an investment contract. (Landreth Timber Co. v. Landreth, U.S. 1985).
2. Exemption of private offering / placements: Private offerings / private placements are exempted by § 4(2) of the Securities Act. 
a. Affirmative defense: The fact that an offering is a private offering is an affirmative defense, and the defendant issuer has the burden of proof.

b. Determining whether an offering is private: courts will look to: (i) the number of offerees and their relationship to the issuer and to each other, (ii) the number of units offered, (iii) the size of the offering, and (iv) the manner of the offering (e.g., amount of advertisement and scope of solicitation). (Ralston)
(i) Offerees’ relationship to the issuer: Most critical factor. Issuer needs to show that (i) all offerees were financially sophisticated and (ii) all offerees had access to the kind of information that a registration statement would provide, either because of (a) actual disclosures made to the offerees or (b) effective position-based access (e.g., a professional asset management firm) or credibly promised access. (Ralston).
c. Safe-harbor private exemptions: 
(i) Regulation D (especially Rule 506): This regulation has a standard application: offer of debentures to institutional investors and asset managers. Regulation D also has rules about small offering exemptions, such as that the offeror cannot advertise the offering and must later file a notice of the offering with the SEC.
(ii) Other safe harbors: If sale less than $1 million, no registration needed (Rule 504).  If sale less than $5 million, can sell to up to 35 buyers without registration.  If sale is above $5 million, can sell to up to 35 buyers without registration so long as buyers meet sophistication requirements (Rule 506).  Can sell to unlimited number of “accredited investors” (banks, brokers, wealthy buyers, etc.) without registering.

(iii) These private exemptions apply only to initial sales.  If the securities are resold the buyer must register unless he is not an issuer, underwriter, or dealer (seller must use “reasonable care” to ensure that buyer is planning to hold the stock itself, Regulation D).
d. Additional exemption (under § 4(1)): Transactions by a person other than an issuer, underwriter, or dealer. An underwriter is a person who purchases securities from the issuer with the idea of reselling them.

3. Exepress civil right of action for investors: Created by § 11 of the Securities Act
a. Who can sue: Anybody who acquires or buys the offered securities, whether from the issuer or from a subsequent resale.

b. Who can be sued: The company, all the individuals who signed the registration statement, the executive officers, the directors, the underwriters, accountants, etc. § 11(a)(1-5).
c. Basis of suit: Any material misstatement or omission in a registration statement, which includes the statutory prospectus but does not include unrelated statements or sales material. § 11(a).
(i) Definition of “material”: Related to matters which an average prudent investor ought reasonably to know before he can make an intelligent, informed decision about whether or not to buy a security. (BarChris)

(A) Understated assets or overstated liabilities are probably material misstatements, depending on the size of the under or overstatement. (Escott v. BarChris Constr. Corp., S.D.N.Y. 1968, bowling alley goes under).
(ii) Other grounds for suit:

(A) Failure to register (§ 12(a)(1)): Mens rea standard is strict liability for sellers for offers or sales in violation of § 5 (failure to register, improper registration).
(B) Material misstatement or omission in a prospectus or oral communication (§ 12(a)(2)): Mens rea standard is negligence. 

(1) Due diligence is an affirmative defense, so a defendant who conducts a reasonable investigation or could not have known about the material misstatement or omission is not liable.

d. Remedy: Price paid less the market value at the time of the suit (if the plaintiff still holds the securities) or at the time of the sale before the suit (if the plaintiff does not).

e. Mens rea:

(i) Issuers: No heightened mens rea requirement of negligence or recklessness. The plaintiff only needs to show a falsehood (i.e., strict liability).  
(ii) Defendants other than issuers: The standard is negligence.  § 11(b).
(A) Thus, nonissuers have an affirmative defense of due diligence. § 11(b)(3).
(1) For parts of registration statement “expertised by others” (usually accountants): Defendant must show that he had no reasonable ground to believe, and did not believe, that there were material misstatements or omissions at the time the statement became effective (i.e., no reasonable basis for disbelief, presumption of accuracy).

(2) For non-expertised parts of the registration statement: Defendant must show that he had, after reasonable investigation, reasonable ground to believe, and did believe, that the statements were true and contained no material omissions (i.e., reasonable basis for belief). Higher standard of proof than for expertised portions.
VI. Disclosure and fairness in securities trading

A. The Securities Exchange Act of 1934 and Rule 10b-5
1. The Exchange Act has a general antifraud rule in § 10(b) and Rule 10b-5.

a. Section 10(b): It is unlawful to use a manipulative or deceptive device in violation of the SEC’s rules (using an instrumentality of interstate commerce) in connection with the purchase or sale of a security.

b. Rule 10b-5: Makes it unlawful, in connection with the purchase or sale of a security, to (a) employ any device to defraud or (b) to make any material misstatement or omission. 

(i) Rule 10b-5 has an implied private right of action.
(ii) Rule 10b-5 is not limited to securities that are publicly traded or to 1934 Act filers. It applies to all securities.
2. Elements of claim under Rule 10b-5: the plaintiff must show (i) a material misstatement or omission, (ii) scienter, (iii) a connection with the purchase or sale of a security (standing), (iv) reliance (fraud on the market), (v) economic loss, and (vi) loss causation (a causal connection between the material misstatement or omission and the loss). (Dura Pharmaceuticals)
a. Standing: To have standing, the plaintiff must have purchased or sold the security. Failure to exercise a right to buy or sell stock does not create standing. (Blue Chip Stamps v. Manor Drug Stores, U.S. 1975).
(i) However, buyers and sellers of derivative securities such as options (rights to buy (call) or sell (put) a certain number of shares at a particular price before a certain date) have the same standing as stock traders. (Deutschman v. Beneficial Corp., 3d Cir. 1988).
b. Mens rea: Scienter (intent to deceive, manipulate, or defraud) or recklessness. (Ernst & Ernst v. Hochfelder, U.S. 1976).

(i) Thus, due diligence is a defense.

(ii) This is a different standard than § 11 claims, which have no mens rea requirement (for issuers).

c. Basis of suit: The plaintiff must show actual deception or manipulation in connection with the purchase or sale of a security.  Note that the defendant need not actually have been buying or selling a security itself. (Texas Gulf)

(i) Mismanagement or breach fiduciary duty, absent fraud, is not sufficient to establish a claim. (Santa Fe Industries, Inc. v. Green, 1977).

(A) Policy: The Exchange Act is intended to promote disclosure.  Fiduciaries duties relate more to the substantive terms of a deal.

(ii) Standard for veractiy: The truth or falsity of a statement is evaluated at the time the statement is made. General disclaimers about the uncertainty of business conditions do not protect against specific misstatements. (Pommer v. Medtest Corp., 7th Cir. 1992).

(iii) Standard for materiality: A statement or omission is material if there is a substantial likelihood that a reasonable investor would consider the misstatement or omission important in deciding whether to buy or sell. (TSC Indus., Inc. v. Northway, Inc., 1976).
(A) Contingent or speculative information of events: “Materiality” depends on a balancing of the probability that the event will occur with the anticipated magnitude of the event in light of the totality of the company activity. (Basic)

(1) Information concerning a merger is particularly likely to be material, because mergers are highly material events in a corporation’s life. (Basic, company denied rumors of merger).
d. Causation: Plaintiffs can show causation without showing reliance by invoking the fraud-on-the-market theory as a rebuttable presumption. 
(i) Fraud-on-the-market (“FOM”) theory: Presumption that in an open and developed securities market, publicly available information or misinformation will affect the market price. Idea is that π relied on the MMO in the sense that the MMO affected the market price at which π’s purchase or sale took place.  (Basic, Inc. v. Levinson, U.S. 1988, denial of merger negotiations).

(A) Defendant can rebut the FOM presumption of causation by: Showing (i) that the misrepresentation had no effect on the price paid, (ii) that the plaintiff would have transacted anyway (e.g., if he had a standing order with his broker), (iii) that the plaintiff actually did not believe the statement, or (iv) other showings listed on p. 452.

(B) FOM presumption does not apply: (i) If the material information is not public (e.g., a tip from a broker) because this does not affect market prices, or (ii) if the corporation is closely held because there would be no well-developed market. (West v. Prudential Sec., Inc., 7th Cir. 2002).
e. Loss causation: A causal (proximate) connection between the material misstatement omission and the loss.  Established by showing that the market price would have been different had the material misstatement or omission not been made. (Dura Pharmaceuticals, U.S. 2005).

f. Remedy: Generally is the difference between the price of the stock at the time of the transaction and its value at the time of the transaction had the truth been known. (Pommer)

B. Rule 10b-5 and inside information
1. State common law: Under the old rules, insiders had no duty to disclose non-public material information when trading in a company’s stock because insiders have fiduciary duties to the corporation, but not to individual shareholders, and the transaction does not harm the company. (Goodwin v. Agassiz, Mass. 1933) (before the Exchange Act was passed).
a. Liability under common law could only arise if (i) the transaction was conducted in a face-to-face manner and (ii) the insider made an affirmative misrepresentation.

2. Elements of a Rule 10b-5 insider-information violation: (i) the existence of a relationship affording access to material inside information intended to be available only for a corporate purpose and (ii) the unfairness of allowing a corporate insider to take advantage of that information without disclosure. (Dirks)
a. Policy behind Rule 10b-5 is to level the playing field, including by ensuring equal access to material information

3. Elements of of a Rule 10b-5 insider-information claim: The plaintiff (a private individual or the SEC) must show: (i) The individual traded in the stock, (ii) using non-public information that was material at the time, (iii) the individual was covered by the insider information provisions (insiders, constructive insider such as a lawyer, tippee, or misappropriator), (iv) the jurisdictional requirement is met (always met for a publicly traded stock), (v) scienter, (vi) reliance, and (vii) proximate causation.
a. Determining whether insider traded using inside information: According to Rule 10b5-1, a person trades “on the basis” of material nonpublic information when he was aware of that information at the time of the trade. The insider cannot rebut this by showing that he did not “use” the information in making the trade.

(i) Trading on material inside information qualifies as a deceptive device under § 10(b).  The idea is that when a person has a duty to disclose a material fact, trading on the basis of that fact without disclosing constitutes a material omission.
b. Who can bring suit: The implied private right of action under Rule 10b-5 with respect to insider trading can be brought by (i) anyone harmed by the insider’s trading (e.g., an outsider who sold stock while the insider was buying in violation of Rule 10b-5.) or (ii) “contemporaneous” traders -- traders who bought or sold stock the same day as the insider. EA § 20A(a).
(i) The SEC can also bring suit for treble damages under EA § 21A.
c. Standard for materiality: “Material” inside information here means information that a reasonable person would attach importance to in determining his course of action in the transaction in question. (Texas Gulf)

(i) Includes (i) any fact which reasonably might affect the value of the corporation’s stock or securities, including (ii) earnings and distributions of a company and (iii) facts which might affect investors’ desires to buy, sell, or hold the securities (Texas Gulf)

(ii) Contingent or speculative information of events: “Materiality” depends on a balancing of the probability that the event will occur with the anticipated magnitude of the event in light of the totality of the company activity. (Basic)

d. Scienter: ∆ must have known the information to which he had access while trading was both material and nonpublic.
e. Reliance: Shown through FOM theory.  Idea is that π relied on the market price’s being fair
(i) Emmanuel’s says that reliance through FOM may not actually need to be shown.  Suggests should look to rules about rebutting FOM presumption: if presumption rebutted, no causation.
f. Proximate cause: Shown by establishing that market price would have been difference had ∆ discharged his duty to disclose before trading.
g. Remedy: Damages limited to the amount of the insider’s profits or loss avoided, and (at least for damage awards to contemporaneous traders) are reduced by the amount of any disgorgement required by the SEC. § 20A(b).
4. Disclose-or-abstain duty: Can arise in three situations: (i) insiders, (ii) tip recipients, and (iii) misappropriators.
a. Insider with a fiduciary duty who holds material information: Can either (i) disclose that information to the public (and wait long enough for the information to make it across the wires) or (ii) abstain from trading the stock. (SEC v. Texas Gulf Sulphur Co., 2d Cir. 1969, mining company insiders learned of huge find and loaded up on stock and options before find announced).

(i) Type of situation covered: Disclose-or-abstain duty arises only in situations that are extraordinary in nature and are reasonably certain to have a substantial effect on the market price of the security if disclosed. An insider does not have a disclose-or-abstain duty merely because he is more familiar with the company’s operations than are outsiders.

(ii) Even a low-level employee can be considered an insider if he learns material non-public information by virtue of his employment with the corporation.
b. Outsider who receives a tip: Inherits a tipper’s disclose-or-abstain duty only if: (i) The insider breaches his fiduciary duty to shareholders by tipping and (ii) the tippee knows or should reasonably know that the insider is breaching his duty. Mere receipt of a tip from an insider does not, by itself, impose a disclose-or-abstain duty on the tippee. (Dirks v. SEC, U.S. 1983).

(i) Determining whether the insider breached his fiduciary duty by tipping: An insider breaches his fiduciary duty by tipping only when the insider will personally benefit, directly or indirectly, from the disclosure. Absent some personal gain, there has been no breach of duty to the stockholders. (Dirks)
(A) In Dirks, the tipper had no expectation of receiving a benefit from disclosing, so the tippee did not inherent any disclose-or-abstain duty from the tipper.

(B) In 2000 the SEC adopted Regulation FD, which requires that corporations who disclose material nonpublic information to “securities market professionals” must also disclose the information to the public.

c. Outsider who misappropriates confidential information for securities trading purposes: Breaches a duty owed to the source of the information and violates Rule 10b-5 if he trades using that information. (United States v. O’Hagan, 1997, lawyer buys share of nonclient before deal between nonclient and client announced).

(i) Misappropriation theory invoked when (Rule 10b5-2): (i) Person agrees to maintain information in confidence, (ii) two people have a pattern or practice of sharing confidences such that the recipient of information knows or should reasonably know that confidentiality is expected, or (iii) someone receives material nonpublic information from a spouse, parent, child, sibling.
(ii) Who can sue: A lawyer who misappropriates confidential client information for securities violates Rule 10b-5, but the shareholders probably have no cause of action because the lawyer owes a duty to the law firm, not the client’s shareholders [CB – not sure this is correct].

(iii) How to escape liability: Full disclosure to the source of the information that the fiduciary intends to trade on the confidential information, and authorization from the source so to trade

C. Short-swing profits

1. Section 16(b) of the Exchange Act is a prophylactic bright-line rule that deprives designated insiders of profits made from short-term trading in their company’s equity securities. The purpose of the rule is to prevent short-swing profits based upon access to inside information.
a. Persons covered: Directors, officers, and 10% beneficial owners of a class of equity securities 

(i) Directors and officers: Directors and officers are covered if they had such status either at the time of purchase or the time of sale. Both are not required. Note how this is narrower than Rule 10b-5, which extends to all employees of a company.

(ii) 10% beneficial owners: However, § 16(b) covers only 10% beneficial owners that had such status (i) at (just before) the time of purchase and (ii) probably, at (just before) the time of sale. (Reliance Elec. Co. v. Emerson Elec. Co., U.S. 1972; Foremost-McKesson, Inc. v. Provident Sec. Co., U.S. 1976).

(A) The former requirement, that the purchase that lifts the buyer above 10% cannot be matched against a subsequent sale within six months, is certain (Foremost). However, the latter requirement, that the sale that drops the seller below 10% cannot be matched, is an open question, as discussed in Reliance.
b. Types of companies covered: Only securities of companies that file under the 1934 Act.
(i) Note how much narrower this is than Rue 10b-5, which applies to many more classes of companies.
c. Types of securities covered: Equity, options, and convertible debt securities are covered. Non-convertible debt securities are not. Note how this is narrower than Rule 10b-5.

d. Elements of violation: A sale and purchase must both occur (unlike for Rule 10b-5), and both must occur within six months.

(i) Unconventional transactions not covered: 
(A) Determining whether a transaction is unconventional: Factors to consider include: (i) whether transaction is volitional, (ii) whether beneficial owner has any influence over the transaction, and (iii) where the beneficial owner had access to confidential information about the transaction or issuer.

(B) Merger with share exchange: An exchange of shares in a merger (or other unorthodox transaction) is not considered a sale or a purchase, unless the merger is with a shell corporation that has substantially the same stock. (Kern County Land Co. v. Occidental Petroleum Corp., U.S. 1973).
e. Remedy: Disgorgement to the corporation, not offset by trading losses. Also, there are private rights of derivative action that provide for attorneys’ fees. Note how this differs from Rule 10b-5, under which the shareholders who bring suit typically receive the disgorgement.

(i) Recovery is automatic, regardless of intent or impropriety

(ii) Matching rule: In determining the remedy, courts will match the lowest-priced purchases with the highest-priced sales. Thus, courts will match so as to maximize the amount that the company can recover. The remedy need not be limited to methods such as FIFO or specific share identification.
D. Indemnification
1. Sources of indemnification for fiduciaries: (i) Exculpation provisions in charters (but such exculpatory provisions are limited by DGCL § 102(b)(7)), (ii) indemnification statutes such as DGCL § 145, (iii) contractual promises to indemnify in bylaws, charters, etc. (which may or may not be able to exceed statutory authorization), and (iv) director/officer (D&O) insurance (which nearly every company buys).

2. Exculpation clauses: DGCL § 102(b)(7)(ii) denies exculpation for acts or omissions that (i) are not in good faith, (ii)  involve intentional misconduct or knowing violation of law, or (iii) violate the duty of loyalty
3. Indemnification statute: DGCL § 145 provides the following.

a. Direct suits: § 145(a) gives the corporation power to indemnify expenses and amounts paid if (1) the person acted in good faith and (ii) with the reasonable belief that he was acting in (or not opposed to) the corporation’s best interests.

(i) “Expenses and amounts paid”: Includes attorneys fees, settlements, judgments, etc.

b. Derivative suits: § 145(b) gives the corporation power to indemnify expenses only if (i) the person acted in good faith and (ii) with the reasonable belief that he was acting in (or not opposed to) the corporation’s best interests (iii) and the person is not judged liable to the corporation (unless the court finds the person is fairly and reasonably entitled to indemnification).

(i) If case settles: ∆ likely to get expenses reimbursed because not judged liable.  But if case goes to trial and person loses, harder to show good faith.

c. Who decides if ∆ acted in good faith, etc. under §§ (a) and (b): § 145(d) Distinterested directors, counsel, shareholders.

d. Reimbursement of expenses: § 145(c) obligates the corporation to reimburse expenses if the defendant is successful on the merits or otherwise.  Applies both to direct and derivative suits.
(i) “Success on the merits”: Settlement doesn’t count; dismissal does (Waltuch, 2d Cir. 1996, suit against ∆ dismissed because ∆s employer paid out large settlement).

e. Advancement of expenses: § 145(e) gives the corporation power to advance expenses if . . .
(i) Corporation has power, not obligation to advance expenses, so D / O is going to want company to contractually precommit or pass bylaws obligating advancement.  Precommitment can even cover cases where the corporation itself is suing the D / O (Roven).
f. Other rights: § 145(f) says that § 145 is not exclusive of other rights. It is not clear whether this subsection has any substantive effect at all.   

(i) According to the 2d Cir. (not Del.), § 145(f) does not mean that a company can indemnify directors for act not done in good faith — a corporation cannot indemnify in ways inconsistent with the rest of § 145 (Waltuch).
(A) That is, the good faith requirement of DGCL §§ 145(a)-(b) cannot be circumvented under any circumstances.

(ii) Note that a charter provision cannot require the corporation to provide any indemnification that is greater than the permitted scope of § 145.

g. Insurance: § 145(g) gives the corporation power to buy D&O insurance, which is useful because it can cover situations the corporation cannot indemnify directly (e.g., derivative suit liability) and will still pay if the corporation becomes insolvent.
4. How § 145 plays out in practice:
a. If ∆ wins: ∆ entitled to expenses, including attorney’s fees, under § 145(c).

b. If ∆ settles and must contribute to the settlement: 

(i) Reimbursement of expenses not required because not success on merits. § 145(c).

(ii) If ∆ acted in good faith and with reasonable belief that his actions were not opposed to the best interests of the corporation, then § 145(a) (direct) or § 145(b) (derivative) apply.
c. If ∆ settles, makes no contribution to settlement, and case dismissed
(i) Expenses reimbursed under § 145(c). That corporation was a co-defendant and made a settlement payment in lieu of a settlement payment by the defendant not importnat. (Waltuch v. Conticommodity Servs., Inc., 2d Cir. 1996) (applying Delaware law).

d. If ∆ not successful on the merits:

(i) If direct suit: Corporation has power, but not obligation, to indemnify ∆ for both expenses and amounts paid in settlement, judgment, fine or penalty, provided ∆ acted in good faith and with reasonable belief that actions not opposed to corporation’s best interests. § 145(a).
(ii) If derivative suit: Corporation has power, but not obligation, to indemnify ∆ for expenses, provided ∆ acted in good faith and with reasonable belief that actions not opposed to corporation’s best interests, and if judged liable, is fairly and reasonably entitled to indemnification. § 145(b).

(iii) Under § 145(d), the decision about good faith and reasonable belief is made by the directors who are not parties to the action, or if there are no such directors of if the directors so decide, the decision is made by independent legal counsel or by a stockholder vote.

5. Insurance
a. Directors’ and officers’ insurance can insure some items that are not indemnifiable under § 145.
VII. Corporate governance and the Sarbanes-Oxley Act of 2002

A. Overview
1. The Sarbanes-Oxley Act of 2002 has three main themes: (i) fixing audit processes, (ii) changing boards of directors, (iii) improving disclosure, and as an ancillary benefit, possibly empowering shareholders.

B. Measures that fix audit processes

a. The first broad category is designed to reduce conflicts of interest.

(i) Audit-related changes limit auditors’ ability to perform non-audit services.

(A)  The rules prohibit some such services, including information technology consulting, valuations such as goodwill valuations, actuarial services, help doing internal audit work, etc.

(B) Companies must disclose the size of non-audit and audit fees.

(C) Governance rating agencies (“GRAs”) have campaigned to limit

(D) The total amount of business is probably larger, so this is probably a good thing for the accounting industry.

(ii) Audit-related changes shift the power to hire, fire, and pay auditors from management or the board to the audit committee.

(iii) Audit-related changes reduce personal bonding between auditors and clients by mandatory partner rotation and limits on hiring audit firm employees.
b. The second broad category is action-inducing.

(i) Audit-related changes require internal controls and § 404 attestations.

(A) This has typically required 50-100% of the pre-SOX audit fees, which raises the empirical question of whether it is likely to prevent fraud in the future. The benefit probably does not address the problems that prompted the legislation.

(ii) Audit-related changes require financial literacy and financial expertise on the audit committee (or an explanation of why not).

(iii) Audit-related changes create a new regulator for the auditors, the Public Company Accounting Oversight Board (“PCAOB”).

C. Board-related changes

1. Board-related changes under the NYSE corporate governance rules have several conflict-reducing standards.

a. For example, (i) there must be a majority of independent directors, (ii) there are stricter definitions of independence, (iii) boards must have key committees: audit, compensation, and nominating, (iv) key committees must consist of only independent directors, as these committees are the most likely to have conflict-of-interest problems, and (v) the board must meet in regular executive sessions.

b. Some GRAs suggest a supermajority of independent directors 

2. Board-related changes also have several action-inducing standards.

a. For example, (i) audit committee members must have financial literacy and expertise, (ii) there are limits on over-boarding, (iii) there are minimum director stock ownership requirements, (iv) boards must have governance guidelines and codes of ethics, and (v) there must be self-assessments.

3. From a policy standpoint, there is a rational basis for each change and rough theoretical convergence, and the changes have long been advocated by active institutional investors. However, there is skepticism about beneficial impacts, and there may even be detrimental impacts. There are direct costs (lawyer fees and increased independent director fees), and there are indirect costs in terms of harm to board function and how to assess board function.

D. Transparency and disclosure enhancements
1. Transparency and disclosure enhancements require more and faster public disclosures regarding
a. Examples of disclosure enhancements include (i) off-balance sheet arrangements, (ii) reconciliation of pro forma figures (e.g., EBITDA) to GAAP, (iii) critical accounting policies, (iv) related party transactions, (v) accelerated filing requirements, and (vi) possibly, expensing stock options.

2. Action-inducing measures that enhance transparency and disclosure include (i) SOX § 302 certifications by the CEO and CFO and (ii) new crimes and new penalties under SOX Titles VII, IX, and XI, such as penalties for misconduct that results in earnings restatements.
E. Other matters

1. Shareholder empowerment receives some boost from SOX-related changes, although these changes are not required by SOX. This includes (i) a shift from staggered boards to annual elections and (ii) shareholder nomination of directors.

2. Empirically, (i) studies of mandatory disclosure show that these rules are very positive for investors, and (ii) studies of shareholder rights and protections also show positive results.

3. When evaluating SOX and other regulatory efforts, keep in mind that the responsibilities of boards include (i) managing, which includes being an active and intelligent audience and deciding major business issues, and (ii) monitoring, which includes looking out for fraud, self-dealing, slack, and poor performance and voting on conflict-of-interest transactions.

VIII. Shareholder rights and corporate control issues
A. Proxy fights

1. Corporations covered: The proxy rules only cover corporations that file under the 1934 Exchange Act, even if the corporation is majority-owned by its directors.

2. Use of management funds in proxy fight:

a. Incumbent board:

(i) When permitted: Incumbent board can use corporate funds and facilities to solicit proxies in a dispute over business policies, but not a personality / personal power conflict, so long as the amounts are not excessive and the tactics not unfair or illegal. (Levin v. MGM, S.D.N.Y. 1967, board used corporate funds to pay for lawyers, PR firms, etc. in connection with proxy fight).

(ii) Reimbursement: Incumbent board receives the benefit of the business judgment rule when deciding whether to use corporate funds for proxy solicitation expenses (no need for shareholder approval). 
b. Insurgents:

(i) Reimbursement: Insurgents can only receive reimbursement for proxy-fight expenses from the corporation if (i) they are successful and (ii) the shareholders approve of the reimbursement. (Rosenfeld v. Fairchild Engine & Airplane Corp., N.Y. 1955).

3. Material misstatements or omissions (fraud) in proxy solicitions:

a. Antifraud provisions for proxy solicitations: § 14(a) of the Exchange Act and Rule 14a-9. 
(i) As with Rule 10b-5, there is an implied private civil right of action under Rule 14a-9. 
b. Elements of claim: Plaintiff must show (i) a material misstatement or omission and (ii) causation. (J. I. Case Co. v. Borak, U.S. 1964) (treated proxy suit as derivative because otherwise would be collective action problem with a direct suit). Fairness of the underlying transaction is not a defense to a proxy solicitation that otherwise violates Rule 14a-9.
(i) Mens rea: Unclear whether scienter (intent or recklessness) required or if negligence suffices; scienter probably required (at least for outsiders).

(A) Required mens rea may be different for insiders and outsiders (including outside directors). Courts are probably more likely to hold that negligence is sufficient for insiders.
(ii) Standard for materiality: Material if there is substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote. (TSC Indus., Inc. v. Northway, Inc., U.S. 1976).

(iii) Causation: Presumed if: (i) there was a material misstatement or omission in the proxy statement and (ii) the proxy solicitation as a whole was an essential link in the accomplishment of the transaction. (Mills v. Elec. Auto-Lite Co., U.S. 1970, proxy statement fails to note the directors of acquired corporation where nominees of the acquiring corporation).

(A) There is no need to show that the particular defect in the proxy statement was an essential link, only that the proxy solicitation was.

(iv) Remedies:

(A) Rescission is available, but it is unusual and should be used only in extraordinary circumstances.

(B) A court can enjoin the merger (or other transaction) unless the proxy statement is revised, but this is only available if the action was brought before the merger occurred.
(C) A court can grant damages after the merger by, at a general level, looking at whether the terms were substantively arms’-length and looking at the fairness of the terms. But computation of damages could be very difficult. Further, monetary damages are probably not available to minority shareholders if their votes are not required to authorize the transaction.
(D) Attorneys fees: A plaintiff who successfully establishes a Rule 14a-9 violation can recover attorneys’ fees and other expenses, even if the plaintiff receives no monetary recovery. (Mills)
4. Overview of proxy rules promulgated under § 14(a), which authorizes the SEC to regulate solicitation of proxies. Rules 14a-7, 14a-8, and 14a-9 generate the most litigation
a. Rule 14a-2 describes the solicitations to which the rules apply (if shareholder soliciting proxies for itself)
b. Rule 14a-3 describes the information to be furnished. Shareholders must be given proxy statements that make certain disclosures and must be filed with the SEC.

(i) Key items that proxy statements must disclose: (i) Conflicts of interest, (ii) details of compensation plans to be voted on, (iii) compensation of highly-paid officers, and (iv) details of major corporate changes to be voted on.

c. Mail-or-give-list-rule: Corporations can either send out proxies for the shareholder, or can elect to give the list of shareholders to the proxy supporters.  In either case, the shareholder must pay. Rule 14a-7. This rule applies in proxy fights. 
(i) Corporations usually choose to send the proxies rather than providing the list, meaning that insurgent group usually must rely on state rules to get mailing lists.

d. Shareholder proposal rule: Describes when a company is required to include a proposal in its proxy materials. Rule 14a-8.
e. General antifraud rule. Forbids solicitation of proxies containing material misstatements or omissions. Rule 14a-9.
B. Shareholder proposals and inspection rights

1. Key elements to look for here: (i) Denial of a shareholder’s request to inspect corporate records (look to proper purpose), (ii) management’s refusal to include a shareholder’s proposal in proxy materials (look to Rule 14a-8(i)), and (iii) a shareholder’s attempt to revoke a proxy (look to MBCA §§ 7.22(d), 7.22(f)).

2. Shareholder proposals Rule 14a-8 
a. Prerequisites:
(i) Shareholder must hold at least $2000 [$1000?] of stock of 1% of company.

(ii) Proposal must be less than 500 words.
b. Who pays: If a proposal meets the prerequisites and is otherwise nonexcludable, the corporation must include it in its own proxy materials. Rule 14a-8. If the shareholder is willing to pay the costs of solicitation, Rule 14a-7 requires the company to either mail the solicitation or give the soliciting shareholder the stockholder list.
c. Typical form of proposals:
(i) Most proposals are phrased as requests and are non-binding or precatory in order to conform to Rule 14a-8(i)(1) (“Improper under state law”).

(ii) Many proposals are phrased as requests to perform a study rather than effectuate a change, which prevents the corporation from excluding the proposal under Rule 14a-8(i)(6) (“Absence of power / authority”)

d. Grounds for excluding proposals: 
(i) [Burden of proof: The burden of proof with respect to an excluded proposal is on the corporation to show that the exclusion applies.]
(ii) NOTE: 2d Cir. in AFSCME interpreted 14-a8(i)(8) narrowly, suggesting that grounds for exclusion will be interpreted narrowly.

(iii) “Improper under state law”: Rule 14a-8(i)(1): Corporations can exclude proposals that are not a proper subject for action by shareholders under the laws of the jurisdiction of the company’s organization.
(A) A proposal that contains matters improper for the bylaws would fail under this prong. A matter is improper for the bylaws if it is inconsistent with law or with the articles of incorporation.  DGCL § 109.
(B) A proposal that orders the board to take some action would fail under this prong, because DCGL § 141(a) provides that the business and affairs of every corporation shall be managed under the direction of a board of directors, except as provided in the certificate of incorporation. 
(iv) “Absence of power / authority”: Rule 14a-8(i)(6)
(v) “Relates to an election”: Corporations can exclude proposals that relate to a particular election for membership on the corporation’s board or that relate to procedures for nominating or electing directors. Rule 14-a8(i)(8)
(A) AFSCME v. AIG (2d Cir. 2006) held that a corporation cannot exclude proposals that would establish rules governing elections generally, but has since been superseded by an amendment to Rule 14-a8(i)(8)

(vi) “Relevance”: Corporations can exclude proposals that relate to operations that account for less than 5% of the corporation’s total assets and less than 5% of its net earnings and revenues and are not otherwise significantly related to the corporation’s business. Rule 14a-8(i)(5).
(A) “Not otherwise significantly related”: Construed broadly. Proposals that are of ethical or social significance or that implicate a significant level of sales, even if the level of sales is less than 5%, not excludable. (Lovenheim v. Iroquois Brands, Ltd., D.D.C. 1985. fois gras).
(vii) “Management functions”: Corporations can exclude proposals that relate to ordinary business operations. Rule 14a-8(i)(7).
(A) Under DGCL § 141(a), the “business and affairs of every corporation” organized under the chapter “shall be managed by or under the direction of a board of directors,” except as provided in the certificate of incorporation..

(B) Health insurance, even though it relates to ordinary business conduct, is of sufficient social significance that a proposal requesting that a company perform a study on healthcare reform proposals and their impact on the company’s competitive standing cannot be excluded. (New York City Employees’ Ret. Sys. v. Dole Food Co., S.D.N.Y. 1992).

(C) Even if a proposal touches on the way daily business matters are conducted, the proposal may not be excluded if it involves a strategic decision as to those daily business matters (could significantly affect way company does business), not excludable.

(D) When deciding whether a proposal can be excluded under Rule 14a-8(i)(7), a court will consider whether alternate avenues of redress are possible. (Austin v. Consolidated Edison Co., S.D.N.Y. 1992, proposal for resolution favoring employees’ right to retire after thirty years, regardless of age, excludable because can be worked out through collective bargaining).

(viii) “Substantially implemented”: Corporations can exclude proposals that the company has already substantially implemented. Rule 14a-8(i)(10).

(ix) “Personal grievance or special interest”: Corporations can exclude proposals that express or further a personal interest and would not result in a benefit shared with the shareholders at large. Rule 14a-8(i)(4).
e. The company may include in its own proxy statement reasons why it opposes the shareholder proposals (unless false or misleading).

3. Inspection rights
a. ALWAYS governed by state law, not SEC regulation.

b. General rule: Under DGCL § 220, shareholders can inspect the stockholder ledger (list) and other books and records for a proper purpose, which is a purpose that is reasonably related to the shareholder’s interest as a shareholder.

(i)  To be proper, purpose must be related to investment returns / economic interests or germane to the interest of shareholders. (State ex rel. Pillsbury v. Honeywell, Inc., Minn. 1971, shareholder wanted access to ledger and books to persuade management and shareholders to stop making bombs for Vietnam War)).

(ii) Examples:
(A) Proper purposes: The desire to evaluate one’s investment and the desire to deal with other shareholders in their capacity as investors. 
(1) The purpose of contacting shareholders directly about a tender offer is a proper purpose because it necessarily affects the shareholders and involves the corporation’s business. (Crane Co. v. Anaconda Co., N.Y. 1976); N.Y. BCL § 1315.

(B) Improper purposes: The desire to pursue personal goals unrelated to stock ownership and the desire to pursue social or political goals. Competitive purposes and solicitations of business proposals are not proper purposes. 

c. Burdens of proof: If a corporation refuses to allow an inspection:

(i) Books and records:  Shareholder has the burden of proof that the purpose is proper 
(ii) Stockholder ledger (list): Corporation has the burden of proof that the purpose is improper.
d. Creation of shareholder lists if none already exists:

(i) New York: May require corporations to assemble a shareholder list if it does not presently exist. Sadler v. NCR Corp., 928 F.2d 48 (2d Cir. 1991).  
(A) The shareholder list can sometimes have to include a NOBO list (a list of beneficial owners who do not object to disclosure of their names, “non-objecting beneficial owners”) and a CEDE list (a list of brokerage firms and other owners of record who bought shares in street name for clients and who placed these shares in the custody of a trustee. (Sadler)
(B) Subsequent to Sadler, NY amended its laws to say that corporations do not have to compile NOBO lists in respose to shareholder requests.

(ii) Delaware: Does not require assembly of list if doesn’t already exist..  
C. Allocation and exercise of shareholder voting power
1. Multiple classes of stock:

a. Illinois: Economic interest (right to dividends, liquidating distributions, etc.) not required in a share of stock, but voting rights are required, even if no economic interest, and must be proportional to the number of shares one owns. (Stroh v. Blackhawk Holding Corp., Ill. 1971).

(i) Three types of stock “rights”: (i) Management / control (voting) rights, (ii) rights to assets, (iii) rights to earnings.  (Stroh)

(A) A corporation may eliminate the latter two types of rights in different classes of stock, but may not remove the management rights incident to ownership. (Stroh)
b. Delaware: Permits corporations to issue various classes of stock with full,limited, or even no voting powers. DGCL § 151(a).

(i) Most states’ laws permit corporations to have multiple classes of stock with disparate voting rights. These arrangements, however, are disfavored by investors and the SEC and are difficult to list on stock exchanges.
2. Interference with shareholder voting rights: (e.g., by adjourning an annual meeting)

a. Rule for determining whether board breaches its fiduciary duties by interfering with a shareholder vote (State of Wisconsin Inv. Bd. v. Peerless Sys. Corp., Del. Ch. 2000, company keeps polls open and calls another meeting so management-favored proposal will pass) (applying the standard of review set forth in Blasius Indus. v. Atlas Corp., Del. Ch. 1988)):

(i) Plaintiff first has burden to show that the board acted for the primary purpose of thwarting exercise of a shareholder vote. 
(ii) If the plaintiff meets this burden, (ii) the board has the burden of proof to establish a compelling justification for its actions. 
(iii) If the plaintiff does not meet this burden, the BJR applies. (State of Wisconsin Inv. Bd. v. Peerless Sys. Corp., Del. Ch. 2000, company keeps polls open and calls another meeting so management-favored proposal will pass) (applying the standard of review set forth in Blasius Indus. v. Atlas Corp., Del. Ch. 1988)).
IX. Special considerations for closely held corporations

A. Introduction
1. Features of closely held corporations:.

a. Defining features: (i) Small number of shareholders (typically fewer than 30), (ii) the lack of a real market for the corporation’s stock, and (iii) usually, a controlling shareholder or shareholders who actively participates in day-to-day management (such as by being directors).

b. Also, the investors in a close corporation are more likely to have a significant portion of their personal wealth invested in the corporation, so they are likely to be heavily involved (and paid by salary rather than divided to realize their investment)..

c. Shareholders are less likely to anticipate all the bad things that may happen in the long run, and it is relatively expensive for them to contract around these bad possibilities.
2. Control devices to ensure that a majority shareholder or shareholders keep control: (i) shareholder voting agreements, (ii) voting trusts, (iii) multiple classes of stock with different voting rights or financial rights, (iv) supermajority voting requirements that give certain shareholder veto power, and (v) share transfer restrictions.
B. Vote-pooling agreements in closely held corporations

1. New York statutory provisions:.

a. Shareholder voting agreements for director elections: Valid if they are signed and are in writing. N.Y. BCL § 620(a) and MBCA § 7.31.
b. Shareholder agreements that restrict the board’s management of the business: Valid if (i) the restrictions are in the certificate, (ii) the restrictions are unanimously approved by the incorporators, or all shareholders voting to approve an amendment to the certificate, and (iii) subsequent purchasers of shares have notice or give consent to the restrictions. N.Y. BCL § 620(b
2. Shareholder voting agreements: An agreement among shareholders in a closely held corporation as to how shareholders must vote their shares is not void, even though this appears to separate economic and voting interests. Ringling Bros. Barnum & Bailey Combined Shows v. Ringling, Del. 1947).

a. Validity: Generally valid, 
(i) Exceptions: If agreement (i) violates a statutory provision, (ii) injures a minority shareholder, or (iii) injures the corporation’s creditors or the public.

(ii) A voting agreement is not invalid solely because it appears to be a failed version of some statutory mechanism such as a proxy or voting trust. However, one can always argue that a voting agreement is a failed attempt at creating a voting trust.

b. Alternative forms: .

(i) Proxies: Must be revocable. 
(ii) Voting trust: Generally must be created according to a statutory procedure that requires a written agreement filed with the corporation that can only be for a specified term of less than ten years and that is irrevocable during the term.

c. Remedy for breach: One possible remedy for breach of a voting agreement is to not count the votes of the breaching party, which was followed in Ringling. It is not clear whether a court will order specific performance.
3. Agreements among shareholders who are also directors: 
a. If pertains only to director elections: Valid. (McQuade)

b. If pertains to internal business affairs (such as officer elections or salaries): Void, because it violates public policies that vest management control in the board of directors. McQuade v. Stoneham, N.Y. 1934, voting agreement among shareholders to elect each other as directors is void).
(i) Exceptions: When (i) the directors who are parties to the agreement are the sole stockholders of the corporation or (ii) the agreement pertaining to internal business affairs is moderate and reasonable. (Clark v. Dodge, N.Y. 1936, agreement upheld because parties only two shareholders and agreement was reasonable because promised to retain Clark as director only so long as he remained “faithful, efficient, and competent”). Also, agreement cannot violate any express statutory provision.
(A) In such a case, no third parties are harmed by the agreement.

(B) Not clear if these two elements are both required or if each can support the agreement’s enforcement by itself.
(ii) Alternative formulation of exceptions: May be upheld when there is (i) no fraud or injury to non-participating shareholders, creditors, nor the general public and (ii) no clearly prohibitory statutory language violated. Thus, the Clark v. Dodge exception that allows such agreements can extend to situations in which even though there are shareholders who are not parties to the agreement, these shareholders do not object. (Galler v. Galler, Ill. 1964).

(A) For example, an agreement that requires directors to vote for (i) annual dividends, subject to a minimum accumulated earnings requirement  and (ii) salary continuations, subject to the tax deductibility of the salaries, would be upheld because the former protects creditors and the latter protects the non-participating shareholders. (Galler)
c. California rules: Voting agreements are enforceable even for corporations that are not statutory closely held corporations. Voting agreements are valid even if they have indirect coercive influence over the behavior of directors in their role as directors when making business decisions. (Ramos v. Estrarda, Cal. Ct. App. 1992, tv station merger).

4. Remedy for breach: Can be specfic performance of the agreement

C. Abuse of control, freeze-outs, and oppression

1. Fiduciary duties in closely held corporations: In closely held corporations, shareholders owe the same fiduciary duties to one another that partners owe one another. That duty is the duty of good faith and loyalty (Donahue v. Rodd Electrotype Co., Mass. 1975, share buyback, but one shareholder not given equal price).
a. Courts seem to imply that founding shareholders have greater rights (in terms of rights not to be frozen out without a legitimate business purpose) than non-founding shareholders. There may be a social policy underlying this, or it may reflect a presumption about the intent / expectations of the parties. (Wilkes, Brodie)
b. When a shareholders shares become worthless due to a freezeout, courts are more likely to find a breach of duty (Wilkes)

c. Duty not to take opportunistic advantage of minority shareholders: With respect to repurchasing stock from a departing employee. This equates to a duty under Rule 10b-5 to disclose material facts that is somewhat higher than the ordinary Rule 10b-5 prohibition against material omissions. (Jordan v. Duff & Phelps, Inc., 7th Cir. 1987, merger deal announced shortly after plaintiff leaves that would have resulted in him getting a higher price for his stock).

d. Ad hoc controlling interest: At least in some jurisdictions, a minority shareholder with an ad hoc controlling interest acquires a fiduciary duty of good faith and loyalty with respect to this interest under Donahue. (Smith v. Atl. Props., Inc., Mass. App. Ct. 1981, four directors, eighty percent vote required to do anything, one flatly refuses to vote out dividends).

(i) Policy: When everyone has a veto, everyone has a fiduciary duty.

2. Termination of employment of minority shareholder:

a. General rule: When a minority shareholder alleges that he was terminated and removed from active participation, (i) the majority shareholder defendants first have the burden of proving that their actions were motivated by a legitimate business purpose. If this burden is met, (ii) the minority shareholder plaintiff then has the burden of proving that the legitimate business purpose could have been achieved by a less harmful course of action. (Wilkes v. Springside Nursing Home, Inc., Mass. 1976, shareholder who did physical upkeep frozen out, salary cut off).

(i) Legitimate business purpose: Freezing out a shareholder is, by itself, not a legitimate purpose. A showing of misconduct by the minority shareholder is probably required.

b. Termination of at-will employment (no employment contract) of minority shareholder:
(i) When shareholder is a founder: Not strictly terminable at will, at least in some jurisdictions. 
(ii) When shareholder not a founder: Terminable at will, at least in some jurisdictions (such as New York)

(A) Buyout provision: Majority shareholder can exercise a contractual buyout provision for any reason. (Ingle v. Glamore Motor Sales, Inc., N.Y. 1989, agreement gives majority shareholder reposession right if minority shareholder ceases to be an employee for any reason).

(B) In Ingle, relevant factors were that (i) minority shareholder was not a founding member (so expectations different, more like an employee than a partner); (ii) there was en express repurchase contract; and (iii) minority shareholder got his investment back (not completely frozen out), so the equities were different
3. Remedies for freeze-outs in closely held corporations:

a. Forced buyout not a proper remedy. 

(i) Policy: (i) the frozen out shareholder had no reasonable expectation of having his shares bought out and (ii) ordering a buyout would put the shareholder in a better position than he would have been in absent wrongdoing by creating an artificial market for minority shares which otherwise had little or no market value (Brodie v. Jordan, Mass. 2006, forced buyout remedy overturned in machine shop case)

(ii) Exception: If there is a buyout contract or buyout provision in charter or bylaws, a forced buyout is a proper remedy for a freeze-out in a closely held corporation because 

b. Preferred remedy: Ordering dividends frequently the preferred remedy to dissolution or court-ordered buyout, because less disruptive and more likely to approximate what positions would have been had there been no wrongdoing.

D. Judicially imposed liquidation or dissolution
1. Ways in which a dissatisfied shareholder can sell shares back to the corporation: (i) Invoke a provision in the charter, bylaws, or some contract that permits such a sale; (ii) invoke a statutory dissolution provision; (iii) invoke a statutory appraisal remedy available upon merger or consolidation with another entity; or (iv) show that the majority breached a fiduciary duty and attempted to freeze out the minority.  (Coppock)

a. In general, judges have discretion and are not required to order dissolution just because one of the foregoing factors is shown.
2. Statutory dissolution:

a. Older generation statutes (AK): A shareholder may bring an action to liquidate upon a showing that controlling persons engaged in (i) illegal, oppressive, or fraudulent acts by controlling persons or (ii) waste of corporate assets (very difficult to show). Alaska Plastics, Inc. v. Coppock, Alaska 1980, shareholder not a director, corporation never pays dividends, other shareholders offer low price to buy shareholder out).

(i) Even if dissolution is statutorily available, court may still use its equitable powers to order buyout as a less drastic remedy (Coppock)

b. Next-generation statutes (MN): A court may order dissolution where there is (i) a deadlock, (ii) waste of corporate assets, or (iii) acts by the controlling shareholders that are unfairly prejudicial to the minority. Pedro v. Pedro, Minn. Ct. App. 1992, argument about accounting discrepancy,  investigating shareholder fired).

(i) Deadlock:

(A) Shareholder deadlock: Two years or more of not being able to elect directors.  
(B) Director deadlock: inability to conduct normal business.
(C) Alternative formulation: Not reasonably practicable to carry on the business. 
(1) Under this formulation, the presence of a reasonable exit mechanism is relevant to whether the court should order dissolution. (Haley v. Talcott, Del. Ch. 2004, no reasonable exit mechanism because even if Haley bought out under the LLC agreement would still be obligated to guarantee company’s loan)
(2) In Haley, it was not reasonably practicable to carry on the business, even though the business was still getting money, because there was no reasonable exit mechanism for Haley.
(ii) Unfairly prejudicial:

(A) Much lower standard than oppressive (like the AK statute)
(B) Determining whether conduct is unfairly prejudicial: Court can consider the parties’ reasonable expectations, as such expectations existed at inception or developed over the relationship, as to continued employment or involvement. 
(1) Reasonable expectations in a close corporation include a job, a salary, a place in management, and economic security.
(iii) Remedy: The Minnesota statute provides that in closely held corporations (of 35 or fewer shareholders), the court has discretion to order an alternative remedy of buyout at fair value, payable in installments if the buyer posts a bond
c. Third generation statutes (CA): A court can order statutory dissolution of a closely held corporation if it is reasonably necessary for the protection of the rights or interest of the complaining shareholders, regardless of whether the majority showed bad faith. (Stuparich v. Harbor Furniture Mfg., Inc., Cal Ct. App. 2000, minority shareholders blocked out of management, but corporation pays large dividends)).

(i) No fault or wrongdoing is necessary.

(A) BUT, mere exclusion from the controlling group is not a basis for dissolution. Some showing of an infringement of rights and interests (e.g., no dividends, no opportunities to sell at a fair price, etc.) is needed.  
(B) Where large dividends are paid, minority shareholders’ inabilty to participate in management decisions is not grounds for dissolution.
(ii) California statutes applies to close corporations with fewer than 35 shareholders

3. Remedies: Even if there is a buyout provision at a fixed price that is fixed by contract, a court may award fair market value in a dissolution proceeding rather than the contractual price if it finds that the majority breached a fiduciary duty to the minority.
X. Transfer of control, mergers, acquisitions, and takeovers

A. Sales of controlling blocks of shares

1. General rule:  The sale of a control block at a premium is not wrong, and the seller does not have to share the premium with minority shareholders.

a. Exceptions: If the sale (i) is to a “looter” — i.e., someone who will loot company assets — (Zettino), (ii) diverts a corporate opportunity, Perlman, (iii) is fraudulent, and, perhaps, (iv) if involves other misconduct such as sale of votes / sale of office (Essex Universal).
b. Market shortage exception: Equal opportunity rules can attach in times of market shortage when a transfer of a control block is used as a means of circumventing the normal economics of supply and demand, e.g., price controls (i.e., improperly displaced corporate-level business opportunity). (Perlman v. Feldmann, 2d Cir. 1955).

2. Sale of control block conditional on transfer of board control (e.g., immediate resignation of directors):

a. If sale is of over 50% of shares: Valid.

(i) Policy: The new controlling shareholder would eventually acquire control anyway. (Essex Universal Corp. v. Yates, 2d Cir. 1962, acquired corporation has staggered board, acquirer bargained for seriatim resignations and interim appointments).

b. If sale is of les than 50% of shares: Invalid if the plaintiff can meet the burden of proving that the block of shares purchased is not tantamount to control. (Essex)
(i) BUT, a very substantial percentage, even if less than 50%, can still be tantamount to control if there are no other large shareholders.
c. Removal / replacement of directors: Directors can generally be removed by a vote of the shareholders. NY §706. The board can vote to fill vacancies caused by creation of new directorships or vacancies (NY §705).  But if a director is removed without cause, then the shareholders must approve the new director (§705(b))

3. Right of first refusal: Shareholders may enter into agreements by which a minority shareholder has a right of first refusal on any sale of the majority’s stock, and if the minority shareholder declines to exercise it, the minority shareholder then acquires a right to sell his stock back to the company. Rights of first refusal are discussed in MBCA § 6.30.
a. Right of first refusal would not be triggered by a merger in which the corporation disappears as a legal entity. There is a clear difference between a sale of shares and a merger.  Rights of first refusal should be interpreted narrowly. (Frandsen v. Jensen-Sundquist Agency, Inc., 7th Cir. 1986).
B. Statutory overview of mergers and acquisitions
1. Techniques of conducting a merger, acquisition, or consolidation: (i) Sale of substantially all assets followed by liquidation, (ii) a statutory (simple) merger in accordance with, for example, DGCL § 251, (iii) a stock purchase, or (iv) a tender offer. A proxy contest can be a preliminary or collateral technique.

a. In a friendly transaction, asset sales or statutory mergers are preferred. In a hostile transaction, stock purchases or tender offers are preferred.
2. Sale of substantially all assets followed by liquidation:
a. Approval:

(i) Target: First, board approval required. If board approval obtained, then approval by a majority of all shareholders (not just a majority of a quorum or a majority of the shares voted) requied. DGCL § 271.

(ii) Acquirer: Board approval only, or, if it is sufficiently small, no approval at all 

b. Appraisal rights: Generally not required for either side (at least in Delaware; Pennsylvania, however, does require).
c. Liquidation or dissolution: Board approval is first needed. If board approval is obtained, the liquidation or dissolution must then be approved by a majority of all shareholders (again, not just a majority of the shares voted). DGCL § 275.
3. Statutory merger: 
a. Approval:

(i) Board approval: Always required of both sides. DGCL § 251(b). 
(ii) Shareholder approval (by a majority of shareholders): Usually required of both sides . DGCL § 251(c)..

(A) Exceptions for both sides: Shareholder approval not required where:

(1) Short-form mergers: If the acquirer gets more than 90% of the shares of the target corporation, no vote required. DGCL § 253
(2) Wholly owned subsidiaries: Certain exceptions apply. DGCL § 251(g).
(B) Exceptions for shareholders of acquirer: Shareholder approval not required where: (i) The merger agreement does not amend the articles  of incorporation of the acquirer, (ii) each share of outstanding stock in the acquiring corporation remains an identical share after the merger, and (iii) any shares issued or delivered by the acquiring corporation under the merger agreement does not dilute the outstanding common share by more than 20%. DGCL § 251(f).
b. Appraisal rights: Available to shareholders on either side.  

(i) Exceptions for both sides: 
(A) When a stock is listed on a national securities exchanges or held by more than 2000 different entities, DGCL § 262(b)(1). 
(B) When a shareholder voted in favor of the merger, DGCL § 262(a).
(ii) Exception for shareholders of acquirer: Where the merger did not require shareholder approval under § 251(f), DGCL § 262(b)(1).

4. Differences between asset sales (followed by liquidations) and statutory mergers:
a. Transfer of assets and liabilities: In a sale followed by liquidation, assets and liabilities transfer through affirmative acts and agreements on a one-by-one basis. Liabilities only transfer to the extent that the buyer is willing to assume them. In a merger, all assets and liabilities transfer by operation of law.

b. Tax consequences: A sale followed by liquidation is generally taxable in the tax year in which it occurs, unless the sale is for stock, in which case it is not taxable (but the issuer of the new stock must file a registration statement). A merger generally qualifies as a tax-free / tax-deferred reorganization.

c. Proxy / registration statements: A sale followed by liquidation requires a proxy statement by the target. A merger generally requires proxy statements from both parties and a registration statement from the acquirer if any securities are offered as consideration.

d. Appraisal rights: A sale followed by liquidation generally does not trigger any appraisal rights. A merger generally triggers appraisal rights, but this differs by state and can get complicated.

(i) Appraisal process: 

(A) In appraising value of shares, the court determines the fair value of the shares, excluding any element of value arising from the merger or consolidation.  DGCL § 262(h).

(B) Forfeiture of dividends and voting rights: A shareholder who has demanded appraisal right may not vote in the corporation’s election or receive dividends or stock distributions. DGCL § 262(k).

(ii) Relevance to de facto merger doctrine.

(A) When appraisal rights exist for sales: Court may hold that a sale of assets that looks like a merger is a merger, even though it does not follow the statutory formalities. (Farris v. Glen Alden Corp., Pa. 1958).
(1) This is a minority rule; looks to substance over form.
(B) When appraisal rights do not exist for sales: Court likely to hold that a sale of assets, even if it looks like a merger, is not a merger as long as it does not follow the statutory formalities. (Hariton v. Arco Elecs., Inc., Del. 1963).
(1) In Hariton, court said that as long as each step in the transaction is legal, then the whole transaction is legal.  Each statutory provision is of equal dignity / independent legal significance.
(C) De facto non-merger doctrine: Does not exist in most states. 

(1) A merger that does follow the statutory form is generally not deemed to be some other type of event, such as a redemption of redeemable stock. (Rauch v. RCA Corp., 2d Cir. 1988, preferred stockholders get less per share than redemption prrice in merger) (applying DE law).
5. Stock purchase: The acquiring firm offers its stock to holders of the target’s stock at a good rate, and keeps buying until it gains control.

a. Approval: No shareholder vote required, since the only deal is between the acquiring corporation and the individual shareholders of the target corporation.

b. Appraisal rights: Not required for either side.

6. Tender offer: The Williams Act refers to certain parts of the Exchange Act and is intended to protect independent shareholders from both an offeror in a tender offer and target management.

a. Definition of “tender offer”: The Williams Act does not define “tender offer.” The SEC argues for a broad definition based on the totality of the circumstances and examining factors such as (i) the activity / widespread nature of the solicitation, (ii) the percentage of the stock sought, (iii) the premium offered, (iv) firm terms rather than negotiable terms, (v) contingency on receiving a minimum number of shares tendered or a fixed maximum, (vi) a limited time window, (vii) pressure on the offerees, and (viii) public announcement.
b. Overview of Williams Act provisions:
(i) Early warning rule: § 13(d) requires disclosures by 5%+ owners. 5%+ owners must give notice for each additional 1% purchased

(ii) Section 13(e) subjects issuer repurchases to SEC rules.
(iii) Section 14(d) requires disclosures (identity, goals, etc.) of tender offerors.

(iv) Section 14(d)(4) and Rule 14e-1 establish the general antifraud rule (compare 10b-5 and 14a-9).

(v) Traffic rules:.

(A) Shareholders who tender can withdraw while the offer is open. § 14(d)(5) and Rule 14d-7 (govern withdrawal rights for shareholders). 
(B) Pro rata rule: If more shares tendered than offeror wants, purchases made on pro rata basis from among the tendered shares. Applies to all tenders while offer is open. § 14(d)(6) and Rule 14d-8.
(C) Best price / equal treatment rule: All tenderers get the best (same) price and the offer must be open to all security holders in the class. Rule 14d-10
(D) Minimum offer period:  20 business days, 10 more if the price is raised. Rule 14e-1.
(E) Offerors cannot buy “outside” the tender offer. Rule 14e-5.
c. State anti-takeover statutes:

(i) Fair price provisions: Price offered must be “fair” (Ill.)

(ii) Control share acquisition statutes: If bidder gets certain % of shares, doesn’t get voting rights unless existing shareholders approve transfer (Ind.)
(iii) Business combination statutes: If bidder acquires certain % of shares (in Delaware, 15%), cannot engage in a “business combination” (such as a buyout) with the target for three years (e.g., DGCL § 203);

(A) Exceptions: (i) If bidder gets more than 85% of target’s stock, (ii) if target board approves tender offer before bidder reaches 15%; and (iii) if after bidder gets 15% (new) target board and 2/3 of independent shares  (shares not held by the bidder) approve

(iv) Non-shareholder constituency statutes: Board does not have to prioritize shareholders in resisting takeovers. Can consider other constituents such as employees, supplies, communities, etc. (~31 states, including PA § 515); 
(v) (v) Explicit authorizations of discriminatory poison pills.
d. Federal (Williams Act) preemption of state antitakeover statutes
(i) General rule: The Williams Act preempts any state laws that stand as obstacles to the accomplishment of the congressional purposes that underlie the Williams Act

(A) Purposes of the Williams Act: (i) Ensure neutrality (balance) between offerors and target management (MITE), (ii) protect independent shareholders from the offeror and the target management (CTS)

(ii) Examples:

(A) The Williams Act will preempt a state takeover statute that (i) provides for a pre-commencement period during which management, but not the offeror, can communicate with shareholders; (ii) allows management to delay a hearing on an offer indefinitely; and (iii) gives the state’s Secretary of State the power to review all takeovers for fairness and condition the takeover on the Secretary’s approval. (Edgar v. MITE Corp., U.S. 1982).

(B) The Williams Act will not preempt a state takeover statutes that conditions voting rights when an offeror acquires over some percentage of shares on a vote of the disinterested shareholders (which vote must occur within 50 days). This law did not frustrate the purpose of the Williams Act, as it favored shareholders rather than management (protected against coercive tender offers), or at least was neutral as between the offeror and target management. (CTS Corp. v. Dynamics Corp. of Am. (U.S. 1987).

(iii) Dormant commerce clause: A state takeover law cannot unreasonably burden interstate commerce
(A) Three tests:  (i) Balancing test (benefits to state must outweigh burdens on interstate commerce), (ii) cannot create inconsistent regulations among states, and (iii) no discrimination against interstate commerce allowed

(B) Where a law treats state residents and nonresidents the same, generally it will not violate the dormant commerce clause
C. Analytical framework for mergers and takeovers

1. Friendly acquisitions

a. Look for (i) self-dealing (such as side payments to directors or officers), (ii) independent committees, (iii) procedural formalities (e.g., stockholder approvals, proper disclosure), and (iv) appraisal remedies.

(i) Appraisal is generally only available to those who do not vote for the transaction and do comply with other procedural requirements. Further, appraisal is usually the exclusive remedy, even in circumstances such as excessively low prices that would ordinarily support an injunction.

2. Hostile takeovers

a. Look for (i) Williams Act compliance, (ii) additional § 14(e) requirements for tender offers, (iii) accuracy of and disclosure in solicitation materials (without which there could be a 14e-1 violation if the plaintiff can prove materiality, scienter, and reliance), (iv) defensive measures (Unocal), and (v) inevitability of selling the company (Revlon).

(i) Defensive measures: Determine whether (i) there are reasonable grounds for believing that there is a threat to corporate policy, (ii) the defensive measure is reasonable in relation to the threat posed and is not be preclusive or coercive, (iii) the board can show good faith and reasonable investigation, and (iv) the defensive measure was approved by a majority of independent directors (could be important in a close case).

(ii) Board’s willingness to sell the company and Revlon duties: Board’s main duty is to obtain the highest price for the shareholders. The board must create a level playing field and cannot favor a white knight over a hostile bidder. This applies not only when the board is selling the entire company, but also when the board has decided to sell control to a single individual or entity.
(A) Unsolicited offer: The board can always “just say no,” which will ensure that Revlon is not triggered even though the deal is blocked. But, if the board tries to make an alternate deal, such as selling to a white knight, the board will trigger Revlon review.
D. Freeze-out mergers conducted by majority shareholders
1. Merger at arms’ length: In general, mergers conducted at arms’ length will only be set aside if they are so grossly unfair as to constitute constructive fraud, and the plaintiff challenging the merger bears the burden of proof.

2. Merger involving self-dealing: 
a. Example: When majority shareholder conducts a freeze-out merger to purchase all the shares owned by the minority. 
b. Policy: (i) Ensure that the transaction is fair, and (ii) subject the transaction to enhanced scrutiny. (Weinberger v. UOP, Inc., Del. 1983).
c. Standard of review: 

(i) Parent / subsidiary freeze-out: When the minority shareholders of a controlled corporation are eliminated in a cash-out merger with the parent corporation (or another subsidiary of the parent), the transaction is not protected by the business judgment rule because is a classic conflict-of-interest scenario. 
(ii) Rule: The standard of review is entire fairness, which requires both (i) fairness of process (i.e., fair dealing, which includes adequate timing and negotiations and “complete candor” and full disclosure, not simply adequate disclosure) and (ii) fairness of price. (Weinberger)
(A) Fairness of price: In determining fairness of price, court looks to any techniques or methods which are generally considered acceptable in the financial community and admissible in court (Weinberger).

d. Burdens of proof.
(i) First, the π must (i) allege specific acts of fraud, misrepresentation, or other items of misconduct that indicate unfairness and must (ii) demonstrate some other basis for invoking the fairness obligation. This triggers Weinberger.
(A)  “Some other basis” for invoking the fairness obligation: Can be met by looking at the totality of the circumstances. Weinberger not limited to cases of deception or fraud, but also encompasses broader notions of procedural fairness and fair dealing (Rabkin v. Philip A. Hunt Chem. Corp., Del. 1985).

(1) Example: Where majority shareholder is contractually required for a limited time to pay an above-fair price should it want to conduct a freeze-out merger, but delays merger until just after time period expires, this is manipulative conduct that unfairly destroys the contract and is not be fair dealing. Accordingly, such a showing could trigger the Weinberger inquiry (Rabkin).
(ii) If the π meets his burden: The defendant majority shareholder then has the burden of proof to show (i) entire fairness (see “standard of review,” above) and (ii) either (a) approval by an informed majority of the minority shareholders or (b) approval by an independent committee of the board of directors.

(A) Entire fairness: If there was an independent negotiating committee of directors that dealt at arms’ length and assessed the terms of the merger, this would be strong evidence of fairness.

(B) Approval by informed shareholder vote: Defendant majority shareholder also bears the burden of proof to show that the vote was fully informed and that the defendant completely disclosed all material facts.
(1) In Weinberger, the defendant did not meet this burden because did not disclose valuation report showing share value worth more than merger paid.

(C) Independent committee: Must have real bargaining power / actual economic power that it can exercise with the majority shareholder on an arms’ length basis to qualify under this test. (Kahn v. Tremont Corp., Del. 1997); Kahn v. Lynch Com. Sys., Del. 1994).

(iii) If the ∆ carries its burden of proof: π the bears the burden of proof to show unfairness.
e. Independent business purpose: 

(i) Whether an independent business purpose is  required depends on the jurisdiction:
(A) Delaware: Not required. (Weinberger).
(B) Massachusetts: Required. Inquiry and doctrine is essentially the same as it is under Wilkes in Section IX.C.2 above. Idea is that the transaction must have had some purpose other than to eliminate the minority shareholders. (Coggins v. New England Patriots Football Club, Inc., Mass. 1986, freeze-out merger so majority shareholder can cover his personal debts).
(1) In Coggins, the freeze-out merger was held not to have a legitimate business purpose because was done to allow the majority shareholder to repay his personal; argument that unified ownership preferred for NFL teams was pretxtual.

(ii) Test when an independent business purpose is required: Courts will look to the totality of the circumstances and will examine (i) the presence of a corporate business purpose, (ii) adequacy and accuracy of disclosure (just as in Delaware), and (iii) fairness of price (just as they do in Delaware) (Coggins)
(A) Unclear whether requirement of an unfair business purposes differs meaningfully from requirement of full and fair disclosure. 
f. Remedies: 

(i) Appraisal rights:  Does not depend on showing fraud, misconduct, or the like. DGCL § 262.
(A) Usually the exclusive remedy: Generally, appraisal is a dissenting shareholder’s exclusive remedy (except in cases of fraud).

(1) Exceptions: In a class action, π can be awarded attorneys fees, and sometimes an injunction to prevent a merger may be a possible remedy.
(B) Not available when: (i) Target is publicly traded or when the transaction is structured as an asset sale followed by liquidation, (ii) shareholder voted to approve the merger (except in cases of fraud), (iii) transaction was not submitted to a shareholder vote.
E. Rights and duties of boards in takeover situations
1. Greenmail: 

a. Boards have broad powers to repurchase their own stock under DGCL § 160(a), and there is no requirement of equal or pro rata treatment among shareholders. However, when a corporation offers a greenmail premium to re-acquire shares owned by a hostile bidder, certain duties arise because of the conflict of interest in the fact that the board members may be acting to preserve control rather than to protect the corporation. (Cheff v. Mathes, Del. 1964, corporation buys back stock to prevent greenmailer who argued for changes in sales policies and is known to buy and then liquidate).

b. General rule: Directors bear the burden of proving that (i) reasonable grounds existed to believe that a danger to corporate policy and effectiveness existed and (ii) they acted for the primary purpose other than preserving their own incumbency and control. If directors meet this burden, the BJR (or something like it) attaches.
(i) Reasonable grounds to believe that a danger to corporate policy and effectiveness  existed: Can be demonstrated by showing good faith and reasonable expectation. 
(A) Note that this is a slightly lower standard of review than that which applies in  the conflict-of-interest transactions described in Section IV.C.1 above.  Casebook thinks the standard of review here is the BJR, only with the burden on the directors rather than the plaintiff.
(B) Examples:
(1) Reasonable grounds: Threat of liquidation or changing the business model. (Cheff).
(2) Unclear if reasonable grounds: Employee unrest or the potential for large-scale employee terminations. (Cheff)
(ii) Exception: Directors who do not have substantial personal pecuniary interests in the corporation are not held to the same standard of proof. It is not clear what this standard is, but we may hypothesize that the burden is on the plaintiff to show a lack of reasonable grounds, insufficient investigation, or bad faith.
c. Greenmail is not frequently used now, because (i) there is now a 50% tax on greenmail profits (IRC § 5881) and (ii) there are many better defenses available now.

2. Defensive measures: (Unocal) 
a. Types of defensive measures: (i) Exclusionary self-ender offer, (ii) poison pill (shareholder rights) plan, (iii) Asset lock-up (corporation agrees to sell off a big division at below-market price in the event of some potentiality), (iv) share lock-up (if more than 20% of shares locked up, shareholders must approve if stock is traded on NYSE), (v) large termination fee, (vi) refusal to remove existing defensive measures.
b. General rule: Evaluated under conditional business judgment rule. (Unocal Corp. v. Mesa Petroleum Co., Del. 1985, board makes exclusionary self-tender offer (to everyone but the tender offeror) to defend against two-tiered front-loaded tender offer (which was coercive because made shareholders worried that if they didn’t tender they would get screwed in the end). Defendant bears burden of proving each step.
(i) Step one: The defensive measures must be within the power of the board. That is, the action must be authorized (i.e., not prohibited) by statute, and the corporation’s charter cannot forbid or restrict the action.

(ii) Step two: the defendant board bears the burden of proof for showing that it had a reasonable grounds for believing that a danger to corporate policy and effectiveness existed.

(A) Ways defendant can satisfy the burden here:

(1) Show good faith and reasonable investigation. Courts are reluctant to fault defendants for honest mistakes in judgment.
(2) Show that the proposed takeover poses a threat to a pre-existing business strategy or a pre-existing transaction planned to carry out the strategy. (Paramount v. Time-Warner).
(B) Factors to consider: (i) Coercive nature of a tender offer (e.g., a two-tiered structure), (ii) price inadequacy, (iii) excessive resulting debt, (iv) offeror’s reputation for coercive or abusive tender offers in the past. (Unocal)
(1) Where a target adopts the same business strategy a takeover bidder has proposed, target board probably not going to satisfy burden (Hilton Hotels)

(iii) Step three: The defense must be reasonable in relation (i.e., proportional) to the threat posed.

(A) Definition of “reasonable”:

(1) Cannot be preclusive: Defense cannot completely prevent the hostile bidder from succeeding (such as a poison pill). (Unitrin)

(2) Cannot be coercive: Defense cannot cram management alternative down target shareholders’ throats. Waste of assets can be considered coercive. (Unitrin)

(B) Factors to consider: (i) Inadequacy of price offered, (ii) nature and timing of offer, (iii) questions of illegality, (iv) impact on other constituencies (employees, creditors, customers, the community), (v) purpose of defensive measures, (vi) reasonable of investigation by board of the measures
(1) Approval by a majority of independent directors is evidence, but not conclusive evidence, that an anti-takeover response is reasonable.
(C) Particular defenses:
(1) Poison pills: Grant of rights to stockholders to buy multiple shares at a lower price in the event an acquirer reaches a certain percentage of shares, thus diluting the value of the stock. Reasonable so long as redeemable. (Moran)

(2) Dead-hand poison pills: Can only be redeemed by the directors who were in office when the plan was adopted. Not reasonable because (i) without express language in the charter a corporation cannot give some directors less power than other directors and (ii) also disenfranchises who might want to elect directors who will redeem the pill. (Carmody v. Toll Bros., Inc., Del. Ch. 1998).

(3) No-hand poison pills: Cannot be redeemed until a fixed period of time elapses. Not reasonable because without an explicit charter provision limiting the board’s power, the board must have complete power to manage the corporation. (Mentor Graphics Corp. v. Quickturn Design Systems, Inc., Del. 1998).

(4) Exclusionary self-tender offers (as in Unocal): Prohibited by Rule 13e-4(f)(8).

(5) Shareholder disenfranchisement (as by staggered board): Under Blasius, unreasonable unless a compelling justification can be shown. (Hilton Hotels Corp. v. ITT Corp., D. Nev. 1997) (applying Delaware law). In Hilton Hotels, the target board adopted a staggered board with the primary purpose of preventing shareholders from approving a hostile takeover. No compelling justification so unreasonable. Also preclusive.
(6) NOTE: Unocal governs defensive measures that relate to corporate power over assets; Blasius governs defensive measures that affect the relationship between the corporation and shareholders.

(iv) Step four: Board cannot disable its ability to fulfill its fiduciary duties (no self-disablement). (Carmody; Unitrin; Omnicare)
(A) Fiduciary out clause: Required whenever necessary to prevent board self-disablement, as in an absolute share or asset lock-up. (Omnicare)
(v) If the defendants can meet this entire burden, the burden shifts back to the plaintiff to rebut BJR, which is extremely difficult.  

(A) Rebutting the BJR here would require a showing of: (i) Fraud, (ii) overreaching, (iii) bad faith, or (iv) mere desire by board to perpetuate themselves in office. (Unocal)
3. Revlon duties: 
a. General rule: When the board of directors is no longer trying to protect corporate policy, but is instead actively trying to sell the corporation, the role of the board becomes to get the best short-term value available to the shareholders, regardless of the interests of non-shareholder constituencies. (Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., Del. 1985).

b. Determining when Revlon is triggered:.

(i) Revlon triggered when: 

(A) Active bidding process (sale): When target board initiates an active bidding process seeking to sell itself. (Paramount v. Time-Warner)

(B) Breakup of company: When target board undertakes transaction or reorganization involving a clear break-up of the company (i.e., makes corporate breakup inevitable). (Paramount v. Time-Warner)

(1) This may happen where a target board, in response to a bidder’s offer, abandons its long-term strategy and pursues a new strategy that will inevitably lead to a corporate breakup.

(C) Change of control block: When target board undertakes a transaction that will cause a change in corporate control. (Paramount Communications, Inc. v. QVC Networks, Inc., Del. 1994).

(1) Policy: Shareholders giving up their right to sell for a control premium, so board has duty to get them the best possible value.

(ii) Revlon not triggered when:

(A) No controlling shareholder on either side of the deal (as where ownership is dispersed through a fluid aggregation of minority shareholders both before and after the merger). (Paramount Communications, Inc. v. Time, Inc., Del. 1989).

(1) Revlon duties more likely where potential buyer is a private group or a public corporation with a controlling shareholder than where the potential buyer is a public corporation with no controlling shareholder. (Paramount v. QVC (Viacom)
(B) Mere receipt of an unsolicited offer. (Paramount v. Time-Warner)

(C) Mere merger into an uncontrolled public company. (Paramount v. Time-Warner)
(iii) Even if Revlon not triggered, (i) defensive measures will still be subject to Unocal review and (ii) attempts to disenfranchise shareholders are subject to Blasius review, described in Section VIII.C.2 above.
c. Achieving “best value” for shareholders:

(i) Rules: 

(A) Best value does not necessarily mean the best price.

(B) Board cannot favor one bidder over another (“equal treatment” rule);

(C) Provisions that serve to draw in bidders are permissible; provisions that serve to end an active auction prematurely are not.
(ii) Standard of review: 
(A) Burden is on target board to show: (i) The adequacy of directors’ decisionmaking process, including the information they use, and (ii) the reasonableness of the directors’ action in light of the circumstances then existing. (Paramount v. QVC)

(B) Factors board can consider: (i) The form of consideration, (ii) the certainty of the financing, (iii) the bidder’s identity, (iv) the bidder’s plans for the corporation, (v) the seriousness of the bids, etc. Directors of the target do have some discretion in making this determination, and their actions are protected as long as they are within a range of reasonableness. (Unitrin v. Am. Gen. Corp., Del. 1995).

(C) Factors board cannot consider:  Interests of non-shareholder constituencies, such as employees and debt-holders, and other creditors. (Revlon)

(iii) Defenses that existed prior to the takeover battle: Not evaluated according to the Revlon standard.

(A) BUT, if a board has an opportunity to ditch defensive measures after Revlon duties arise, it must do so (Paramount v. QVC)
d. Provisions that violate Revlon:  
(i) Share or asset lock-ups that effectively end the auction (border on board self-disablement). 
(A) Fiduciary out required in share or asset lock-ups: directors who also hold controlling stakes cannot contractually agree to vote their shares for a particular transaction without giving themselves an effective fiduciary out provision (i.e., no voting lock-up for a controlling stake). Omnicare, Inc. v. NCS Healthcare, Inc., Del. 2003).

(B) Note that this rule also seems to fall under Unocal’s second prong; indeed, the Omnicare holding was that the asset lock-up violated Unocal’s second prong.

(ii) No-shop provisions (no-talk, no-negotiate provisions) that create unequal treatment of active bidders or effectively end the auction. (Revlon; ACE Ltd. v. Capital Re Corp., Del. Ch. 1999)
(iii) NOTE: Any provision that violates Revlon is likely unenforceable. (ACE Ltd).
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