The following is an outline of the basics on the law of corporations in the United States. 

I.
The Basics on the Law of Corporations.  ( Intermediate Level ).

A.
Background on Corporations.
1.
More than the sum of its parts, a corporation takes on characteristics of the entity in itself.  This is a recent development.  

2.
Besides a separate identity from the attorneys who created it, a corporation has a separate legal identity.  Corporation will be personified and will be seen to enter relationships and the property it owns is its property.

3.
As Compared to Partnership: Corporation differs from partnership. A partnership has no separate identity from its partners.  Partnership is an aggregate of individuals that are “fiscally transparent.”  

b.
When a partnership owns property it has ownership in common of partnership, not ownership by a completely separate corporate entity.  

a.
Similar to partnerships because implicit and explicit agreements exist in both.  

4.
Taxation: Corporation is completely separate person for purpose of U.S. income tax system.  Titular ownership is wholly separate from the shareholders who may derive revenue from dividends.
a.
Partnership receives no separate tax break and bares joint and several liability.  

b.
Corporation has tax break as separate identity and bares limited liability.  Shareholders enjoy limited liability. They are not liable for the corporation’s liability.



5.
A corporation is capable of perpetual duration.

6.
Various entities share characteristics of both a corporation or partnership.  Only a full-blown corporation has the characteristic of a separate entity.  

a.
A corporation is an aggregate upon which a superficial identity is imposed.  

b.
When not a transparent relationship, the entity does in a practical sense takes on a life of its own.  The extent of this separate life depends upon the scope and scale of the corporation.

(1)
Small one owner scenario where individual incorporates his cab to deflect liability from his personal assets will be financially transparent in a court of law and the corporation will not be afforded an autonomous character.

(2)
Versus multi-national conglomerate where it is difficult to analyze operations as simply the sum of its various parts.



7.
Most countries have multiple corporate forms under the law.

a.
Shared Corporation: typical corporation arising under state corporate laws.

b.
Membership Corporation: collective undertakings, such as cooperatives.

c.
Business Corporations: Inc.

(1)
Most countries have 2nd less formal corporation; Limited Liability Corporation (LLC) which have very different taxes.


B.
Ownership and Control

1.
How corporations are controlled and how they operate.  To whom and to what extent they are answerable in their operations.

2.
Shareholders: Ownership and control do not necessarily reside in same person.  Owners are Shareholders who contribute assets in exchange for shares.  Shareholders do not have power in day-to-day decision making.  

a.
Do not have titular ownership of the assets.  (Entering premises without permission results in trespass).  Corporation is the formal landlord.

b.
Shareholder can affect corporation through its voting power to elect C.E.O. and President.    

3.
Significant feature of a corporation is the potential separation of the flow of power.  

a.
For a single undertaking, the separation of control is neither important nor desirable.  

b.
The more important and necessary the separation of ownership and control becomes, the more indispensable the corporate form becomes.

(1)
Note: the largest Corporation in world, Microsoft, is owned by 3 people. 
4.
The degree of separation of ownership and control can be overcome when the corporation is dominated by a single person.  This separation can exist with a partnership, but extra steps must be taken to reach this status, whereas they are automatic with a corporation.  

a.
In business ventures where Ownership and Control will be separate, the corporate form is almost inevitable.

b.
Where the two are more congruent, the form is optional and often the choice is governed not as much by necessity as by legal and economic advantage.  (taxation and liability to investors).  



5.
Different Patterns of Separation of Ownership and Control:

a.
Publicly Traded Corporation: often larger corporations and except where founders are still in picture, usually entail high degree separation of ownership and control.  ( large number of widely dispersed shareholders who own corporation while control rests in management board of high ranking officials.

b.
Closely-Held Corporation: often family held, generally smaller.  Shares not publicly traded therefore not anonymous ownership.  Usually the case of Shareholder control. 

c.
Separation and Control are defining characteristic of publicly traded corporations.  There are considerably more protections for minority Shareholders in publicly traded corps.  

II.
The Formation of Corporations


A.
Structure of a Corporation

1.
Shareholders: The Owners; Corporation is divided in Shares held by those supplying Capital and strategic input.  

a.
Dominant supply of capital.  Can be under long-term funded debt or day-to-day trade creditors dealing with corporation on credit terms.

2.
Board of Directors: Internal structure.  Hold ultimate “control.”  Not the day-to-day decision makers, but rather have large scale authority.

3.
Officers: President, Secretary, Treasurer, Vice Presidents are actual governors of the corporation with day-to-day executive powers. 

4.
Suppliers of Labor: Employees.  


a.        In large industrial company, unions negotiate on behalf of workers.

b.
On sports teams, the athletes often are paid more than the management. 

5.
Managers: In a large corporation, the daily decisions are made by board.  A body of constituents consisting primarily of executive officers comprise “Management.”  

a.
Are generally identified with Capital, NOT labor, though in an informal sense are more like suppliers of labor. However, do not produce with their hands, therefore not involved with the consumable output.

b.
During wage negotiations, Managers are on other side of table as Labor.

c.
In economic terms, managers serve as monitors, overseeing the operation of enterprise in the interest of Capital.  

d.
Called “Agents” of Capital because are answerable to Owners, but are not owners in the formal, legal sense.  

(1)
KEY ISSUE: Not typical “agency problems” economists refer to when the interests of managers and owners are misaligned.  Though Managers are employees drawing salaries for overseeing the corporation on behalf of Capital, there are some instances when they might find themselves aligned with Labor instead.

(2)
If directors decide to relocate plant from one state to another, or go from domestic to international labor to decrease costs, there might be contention because managers do not want to move.  

(3)
Hostile Takeover setting, managers will side with Labor because the Shareholders are taking funds for their shares.  Ultimately the new outsiders will kick out the insiders, so Managers are not siding with Capital here.  

(4)
Will not see these problems unless there is a separation of ownership and control.

6.
Corporate law is extension of Tort and Contract law, with Tort law the more important of the two.  A corporation is understood as bundle of contracts, but because of standardized state laws, exact day-to-day elements are rarely spelled out in contracts, but rather are defined by corporate laws that evolved through cases, rulings, and administrative actions.  In narrow sense, it’s a study of various torts arising as relations among various constituencies play out.  


B.
Starting a Corporation



1.
“Incorporation” is the process of formation

a.
Threshold question is in which state to file incorporation documents. Delaware, Nevada, Wyoming. 
b.
When doing business locally, makes sense to file within that state.  However, when conducting business on a larger scale, then will look for best laws.

(1)
Large number of corporations incorporate in Delaware.  Delaware was first state to stream-line flexible corporate laws, thus from early on there was a lot of case law making planning more convenient.  

(2)
A lot of states have adopted Delaware Code and case law to draw customers.  However, this has not detracted from Delaware’s dominance.

(3)
Delaware courts have typically favored Insiders vs. the large herd of passive investors, because the insiders are the decision makers.  

c.
Laws of the state of incorporation govern all legal and contractual obligations within the corporation.



2.
Steps

a.
Incorporator creates the corporate form by filing “Articles of Incorporation” with appropriate state office.  Incorporator need not have any relationship with corporation outside this moment.

(1)
Under the MBCA, § 2.01 – 2.06, The Articles of Incorporation must include basic information such as the corporate name, number of shares, address, and name of incorporators.

b.
To complete the corporate structure, the Incorporator then holds an Organizational Meeting where incorporator (1) designates or elects interim directors clearly stating the length of their terms, thus relieving Incorporator of duty to corporation, (2) issue shares to actual Shareholders for consideration, (3) Adoption of by-laws.

(1)
The meeting can take place on paper so long as all Incorporator(s) sign it.  



3.
Defects in Formation Process

a.
Documents are not properly filed or are filed and “bounce” back, but organizational meeting held.

(1)
Basic principle exists, that people acting on behalf of the corporation are personally liable, even if did not know the incorporation was defective.  Therefore an error in incorporation will bare on the individual.  

b.
Issue becomes what are economic consequences and whether Corporation exists “de jure,” “de facto,” “by estoppel” or not at all.  

(1)
De Jure: Corporation organized in compliance with requirements of the state of incorporation and cannot be challenged. 

(a)
Most states hold that “perfect compliance” with requirements is not essential for de jure status.  Therefore if the non-compliance is insubstantial, and the defect was unknown at time of dealings, a corporation may gain this status.  For more substantial errors, the court will decide on a case by case basis.

(b)
Corporation treated as validly incorporated such that liability runs with the corporation instead of the individuals.  

(2)
De Facto: exists when there is insufficient compliance to constitute a de jure corporation vis-à-vis the state, but the steps taken were sufficient to treat the enterprise as a corporation with respect to its dealings with third parties.  Requires a colorable attempt to incorporate and some actual use or exercise of corporate privilege.  Doctrine generally applies when the defect unknown, not huge, and not the fault of the constituents.

(a)
Treats Contracts as if entered into by actual corporation, so legal implications would reflect corporation’s liability, not individual. 

(3)
Corporation by Estoppel: Whether or not it is equitable and will look at intent and effects on 3rd parties.  When an outsider is estopped from challenging the corporate status of an enterprise, even though the entity has not reached either of the above status because the person is no worse off for the ill-formed entity.  

(a)
If person lends money to entity based on knowledge of its assets, but it’s a defective corporation. If the assets are properly handled, then person is estopped from bringing legal action that denies the existence of the corporation and is bound as if the corporation had existed.  

(b)
Cranson v. I.B.M.: Without the knowledge of the would-be Shareholders, their attorney negligently failed to file certificate of incorporation before the business entered into a transaction with the 3rd party.  A 3rd party who dealt with the business as if it were a corporation was held to be estopped from suing the would-be Shareholders.  

(c)
Tort Claim: Basis of estoppel is that 3rd party seeks to impose liability on would-be Shareholders, however the 3rd party has dealt with business as if a corporation.  Therefore, the theory does not bar suit against would-be Shareholders by tort claimants or other involuntary creditors.  

c.
De Facto and De Jure overlook certain defects but can’t be invoked by someone aware of the defects.  Estoppel does not appear to require same ignorance however MBCA §2.04 states joint and several liability for any individual who knew of defect in incorporation.  However, not all states adopt MBCA.  In Cranson the two overlap, however it will matter as to Tort claimants/Involuntary creditors where would make a difference if principle shareholder was aware of the defect.  

4.
Role and Liability of Promoters 

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

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

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

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

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

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




c.
Promoter has fiduciary responsibility.  




d.
See Promoter/Corporation scenario:

(1)
An agent cannot make an undisclosed profit from a party for whom the agent is a fiduciary.  The Corporation must reap benefit.  

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

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

(a)
Mass. said that the Corporation should win because of fiduciary obligation.

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

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

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


C.
Corporate Powers

1.
Cases where relations within corporate family come into play; (issues arising around the separation of ownership and control).  Problems arise regarding on whose behalf corporate actions are taken.  Are there limits on a corporation’s actions if they don’t serve a particular constituency?  

a.
There is unstated premise that the function of a corporation is to act in the economic benefit of its Shareholders.  

b.
Shareholders are called owners, though they do not own the actual assets.  Rather, they are owners in the sense that they have similar claim to assets as would a titular owner.  

2.
Express and Implied Powers: At one time, a corporation’s purposes and powers were generally limited to those set forth in its certificate of incorporation, “express powers,” and those reasonably necessary to accomplish the purposes set forth, “implied powers.”  This approach gave rise to various ultra vires problems and verbose certificates of incorporation intended to minimize such problems.  Modern statutes minimize these problems by simply stating that “a corporation can engage in any lawful business” and by setting out long list of powers conferred on a corporation regardless of whether they are stated in the certificate of incorporation.  

3.
Other groups dealing with a corporation on regular footing, do so at arm’s-length, ( acting in their own interest, not that of the other party).  

a.
A corporation does not interact at arm’s-length with Shareholders.  This is a corollary to the basic fiduciary interest.  

b.
Issue becomes what are the limits of the corporation’s obligation to its Shareholders?

4.
Dodge v. Ford Motor
a.
Ford not publicly traded company.  Making enormous amounts of money and commence dividend distributions to its shareholders.  Then in 1910, Ford announces expansion efforts and cuts back on dividends, unilaterally raises employee salaries justifying actions as (1) enhancing the business because can draw more productive workers and (2) humanitarian welfare.  Then Ford announced he would stop dividend distribution altogether.  Dodge brothers sue because want money to invest in their own car company.  Court refuses to address Ford’s expansion plan, saying they will only interfere if it’s egregious and so evidently destructive to the Corporation.   

b.
Regarding matter of Dividend Distribution: Court saw this as a matter of the Business Judgment Rule.  The objective of the corporation is to conduct business activity with a view to corporate profit and shareholder gain.  

(1)
Court found that the directors have discretion over how to maximize the return to shareholders, but not whether to give returns. Certain deviations from goal of shareholder wealth maximization are tolerated, such as charitable contributions, but are subject to the “rule of reason.”
(2)
Here the redundant assets (earnings above and beyond that money which the Business Judgment Rule would accept as part of the business plan) went beyond the needs of the Corporate expansion, therefore to retain the dividends was to disproportionately favor Ford.  

(a)
This would harm Dodges who aimed to enter market.  

(b)
Even if didn’t aim to enter market, the redundant earnings had become plaything for Ford.  

(c)
Money is less valuable to shareholders if left in corporation when it’s redundant to corporation because it is not how the shareholder would put the money to use themselves.  

(d)
NOTE: Court could go either way on what is defined as redundant assets, but in this case, Ford identified them as such on the record.  

(3)
Relevant that this was a privately held company; had it been public, the stock value might have put pressure on Ford to issue Dividends.  

5.
Proportionality Principle/Standard for Corporation’s interaction with Shareholders: Corporate control may be held by a group much smaller than the number of Shareholders, but it must be utilized equally for Shareholders.  Not only must a corporation act in general economic interest of Shareholders, but its actions to that end must affect similar Shareholders, similarly. 

a.
Implication in Dodge v. Ford was that Ford’s use of redundant assets were used more readily for his own interests than for that of the other Shareholders.  

6.
Business Judgment Rule: Some courts have adopted rule that where the act or omission involves no fraud, illegality, or conflict of interest but is a question of policy or business judgment, a director who acts in good faith is not personally liable for mere errors of judgment or want of prudence, short of clear and gross negligence.  Shlensky v. Wrigley
a.
Plaintiff had burden to show that Closely-held Corporation was acting adversely to the best interest of the shareholders, (i.e. that redundant earnings were being used to Shareholders disadvantage.)  Failing to do so, the court found that the decision to distribute dividends rather than invest in equipping a baseball stadium with night lights, was within the corporate powers of the directors.  

b.
Court respects Business Judgment here.  Easy to fold neighborhood concerns into the business judgment rule.  Courts permit use of corporate resources for public welfare, humanitarian, educational, or philanthropic purposes without requiring a showing that a direct benefit is likely.  Courts will treat these actions as “profit-maximizing” even where evidence indicates that the motive was not a profit motive.  

c.
Minority Shareholders can be treated badly; particularly when a minority in a closely-held corporation.  

(1)
As attorney, if scenario arises, want to make sure there are contractual clauses, including exit strategy, that will help the minority Shareholder.  In publicly-held corporations there is easy exit strategy of selling shares.  

(2)
Within closely-held corporation, the insiders can hire themselves and give themselves salaries that can be challenged as “corporate waste” if excessive.  



7.
Charitable Contributions

a.
Two cases (Camp and University): where plaintiffs allege that the corporate contributions are “waste” because not used in economic interest of the Shareholders.

b.
Most state laws permit contributions.  

c.
Shareholders can’t derive full economic benefit from contribution and thus are never as economically better off if corporation had not made donation, it would then seem to reason that contributions would be invalid.  

d.
Corporate response is that they have conferred a benefit on something that is a worthy object of the Shareholder’s generosity.  The donation is “made in your stead.”  

e.
Cases

(1)
One case refers to publicity and thus falls into Business Judgement Rule

(2)
Theodora v. Henderson: Defendant’s activities did not amount to mismanagement or threat to the corporate defendant’s existence as a viable business entity.

f.
A Charitable Contribution can serve a Shareholder’s interest as well as a dividend distribution can if consider tax advantage. 

(1)
First premise – Paternalism.  If you have charitable inclinations, then Corporation is making the donation on your behalf.  Argument that Corporation is in better position to assess worthy charity. Impossible to get around the math and the Shareholder’s point of view is the Shareholder will make more beneficial use of the money than the corporation.

(a)
Presumption of “redundant assets”.  More profound presumption than in Dodge where Ford actually labeled the money as such.  

(2)
Tax advantage arrives with two level system of corporate taxation.  

(a)
Money is taxed first at corporate level and then at individual income level.  

(b)
The charitable contribution reduces the corporation’s tax and precludes Shareholder from having to pay taxes on income he or she would have received.  A larger amount of charitable contribution and tax advantage can be made by corporation than by the individual for the same amount of money.

g.
Court limits corporate contribution to five percent of income.  Contributions within this range, the tax advantage will have considerable chance of overcoming the challenges to dividend policy.  Dodge’s  outline to this policy.  

(1)
See pressure from Shareholders for dividend distribution subside as income rates increase.  


D.
Limited Liability

1.
Different patterns of problems seen with Shareholders with limited liability.



a.
Corporation with single Shareholder.  



b.
Corporation owned by large number of Shareholders.
c.
Individual with interests in corporation X and Y; potential obligation of Y for X’s debts and vice-versa.  

d.
Parent-Subsidiary: unless “disregard the corporate entity,” parent is not obligated to subsidiary’s debtors. 

2.
Different patterns of economic liability result depending on whether the claimants were voluntary creditors versus a tort/involuntary claimant.  And whether the corporation is publicly traded or closely-held.  

a.
Voluntary Creditors: Limited shareholder liability permits clear allocation of risk.  
(1)
The purchase of shares on the market is not an “investment,” but rather an exchange of risks.  Trading on securities market is just trading of risks and returns among people, whereas an “investment,” in the economic sense, is the creation of capital assets.  When risks become less predictable see paralysis in securities market.  

(2)
Closely-held corporations: The advantage of limiting Shareholder’s liability is less obvious, but real nonetheless.  Though there’s no likelihood of transferability of stocks, there’s clear advantage to body of lenders.
(3)
Effect of Limited Liability: Specifies the risk and return between borrowers and lenders.  Debt is borne by outside lenders, shifting the risk to outsiders.  Lenders who do not want to take on additional risks have a number of remedies; (1) can demand higher interest rates; (2) take a larger income stream to compensate for the risk (more akin to Joint Venture); (3) can abstain from lending; or (4) recreate the terms of loan putting borrower in the position of a guarantor.  

(4)
Limited Liability is more efficient as a default for lenders because allows for predictability through the adjustment of risk through interest rates.   

b.
Involuntary Creditor/Tort Claimant: Likely that there is no limited liability. 

3.
Formalism of Corporation Prevails: If maintain all the forms of corporate law and there are no defects in the incorporation process (transactions are well documented, immaculate records, etc…) safe to say personal Shareholders are immune from liability.  Piercing corporate veil only occurs in closely-held corporations and considerations courts make will vary from state to state.  

a.
Basic Doctrine: The corporate entity has been disregarded by Shareholders.  In suits by corporate creditors against Shareholders where Shareholders become personally liable, 

(1)
Courts will consider: 

(a)
Commingling of Assets: Controlling Shareholder obliterates corporate form by reaching into corporate accounts for personal expenditure and mingles personal and  corporate assets treating the corporation as an extension of himself.  

(b)
Lack of Corporate Formalities

(c)
capitalization: whether or not reasonable Shareholder should have anticipated that the corporation would be unable to pay the debts it incurred.  Rationale in piercing the corporate veil, is that in bestowing limited liability on the Shareholder, the legislature assumed that Shareholders would in good faith, put up unencumbered capital to cover prospective liabilities.  

(d)
Domination and Control by Shareholder: When one Shareholder so dominates the corporation’s policy and decision making, that it can be said that the corporation has no separate identity.  

(i)
For example, parent- sub where parent directly determines the sub’s business policy rather than permitting the sub’s board to make decisions.  

(e)
Alter ego; instrumentality; unity of interest: When corporation is only the alter ego or instrumentality of its Shareholders, or there is a unity of interest between the Shareholder and the corporation.  These terms are more conclusory in nature and will generally be applied only if other grounds are present.  

(2)
“Additional Injustice” Requirement:  Some courts will only find the disregard of the corporate form if they find the veil was used to commit fraud or wrong, perpetuate the violation of a statutory or other positive legal duty, or commit a dishonest or unjust act in contravention of the creditor’s legal right. 

(a)
Sea Land Services: Defendant moved corporate assets around without any regard for corporate structure.  Extreme example because acted as if there was no corporate entity. Plaintiff sued Defendant individually as well as the corporations it owned in order to collect back pay for services rendered.  P sought to pierce the corporate veil of D’s Corporation in order to hold him personally liable and further to “reverse pierce” his other corporations so they too would be liable to the back pay.  

(i)
Van Dorn Test: A corporate entity will be disregarded and the veil of limited liability pierced when two requirements are met. (1) There must be such unity of interest and ownership that the separate personalities of the corporation and individual [or other corporation] no longer exist; and (2) circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice. 

(ii)
By examining the following four factors the court found that part one of the Van Dorn test had been established.  (1) the failure to maintain adequate records or to comply with corporate formalities, (2) the commingling of funds or assets, (3) undercapitalization, and (4) one corporation treating the assets of another corporation as its own. 

(iii)
However, the court found that P failed to prove Part two’s “promotion of injustice” so that veil was not pierced. Upon remand, the court ruled in favor of P finding the additional element in the fact that D engaged in blatant tax fraud by treating his personal expenses as deductible corporate business expenses, and had used corporate funds for his own benefit while avoiding corporate debts.  

(b)
Kinney Shoe Corp. v. Polan, 4th Cir. (1991): P brought suit against Polan seeking recovery of money owned on a sublease between P and “Industrial,” a company of which D was the sole shareholder.  Industrial made one payment to Kinney on a sublease agreement and when it and Polan failed to make further payments P sought to pierce Industrial’s corporate veil in order to reach Polan directly.  

(i)
Court uses two prong test similar to the Van Dorn Test, finding that (1) Polan’s failure to carry out corporate formalities coupled with (2) Industrial’s gross undercapitalization, permitted piercing the corporate veil.  

(ii)
The court rejected the lower courts application of a third permissive prong that judged whether P had assumed the risk of D’s defaulting because P entered into a contract with D and therefore had the burden of investigating D’s finances.  

b.
Enterprise Theory/Piercing the Veil between affiliated corporations: when plaintiff with a claim against one corporation seeks to satisfy the claim against the assets of an affiliated corporation under common ownership with initial corporation.   

(1)
Walkovszky v. Carlton: Plaintiff injured by taxicab owned and operated by Defendant, Seon Cab Corp.  Ds structured business so that the vesting of the ownership of the taxi fleet was in many corporations, each owning only one or two cabs.  P was suing all Ds, alleging that the corporations were “operated as a single entity” and that further the stockholders should be personally liable because the multiple corporate structure served to “defraud members of the general public who might be injured by cabs.”  

(a)
Plaintiff failed to show that shareholders were liable.  Failed to show that the individuals were actually doing business in their individual capacities, shuttling money from personal funds in and out of the corporation’s without regard for formality and to suit their immediate convenience.  

(b)
Court points out that if the plaintiff is not satisfied with the amount recovered from the insurance requirements, that it was a matter for the legislature to change the requirements.

(2)
Plaintiff is not seeking to impose individual liability on Original Corporation’s shareholders, but rather to aggregate brother-sister corporations as if they were one “common enterprise.”  

(3)
Theory rests not on disregard of corporate formalities, etc…but rather results from exercise of common control by a group in such a way that actions or transactions of one corporation bare directly on the actions or transactions of another.  

(4)
Walkovsky liability is avoided if all entities maintain strict corporate formalities dealing with one another at arm’s length.  Very difficult to do because have to avoid all elements of common control.

c.
Agency Theory: Arises when parent has acted in such complete control that actions of subsidiary are its own and Sub acts in name only, thus creating direct liability to parent.  

(1)
Not uncommon for Parent to elect its own directors to sub’s board so that there is complete over-lap.  

(2)
To avoid direct liability, lawyer should advise different personnel (not realistic), but can try to identify self in one capacity or another depending on the matter at hand.  

(3)
In re Silicone Gel Breast: Bristol Meyers buys the stock of MEC,  an independent, privately-held corporation, through a series of mergers and corporate reorganization.  Though MEC continued to operate under its own name, Bristol Meyers exercised tremendous influence on MEC’s business.  Plaintiff sued MEC for damages ensuing from silicone breasts and tried to reach Bristol Meyers on both “corporate control” grounds and direct liability.  

(a)
Corporate Control – Some form of control is expected even when a corporation is owned by one shareholder, however when a corporation is so controlled as to be the alter ego or mere instrumentality of its stockholder, the corporate form may be disregarded in the interest of justice. 

(i)
list of considerations when evaluating parent-sub relationship

(ii) 
The court found that despite the insurance available to MEC, MEC may have had insufficient funds to satisfy potential risks of responding to, and defending against, the numerous existing and potential claims of Plaintiffs.  Also, the fact that Bristol endorsed the MEC product, including having its name on MEC advertisements, in combination with the potentially insufficient funds, it would be “inequitable and unjust” to allow Bristol to now avoid liability to those induced to believe Bristol was vouching for this product. 

(b)
Direct Liability Claims – By allowing its name to be on MEC’s packaging, etc and by issuing press releases regarding the safety of MEC’s product, Bristol cannot deny liability. 

(4)
To avoid liability no overlap of personnel and must deal at arm’s length.  Very difficult to accomplish.

III.
The Financial Structure of Corporations


A.
Forms of Equity and Debt

1.
Capital Structure is the relative amounts of the various types of permanent and long-term financial claims in an enterprise.  This includes equity (common stock) and debt (bonds and debenture) outstanding on the balance sheet (however does not include items such as long-term employment contracts).

2.
Corporate principles to determine the proper ratio of debt to equity.    Dominant thought on ideal capital structure utilizes debt to result in greater value than if the firm was financed exclusively with equity.  The firm’s cost of capital is minimized by judicious use of debt.  Managers who fail to use debt in capital structure are derelict in their duty to serve the interests of the shareholders.  The fundamental conflict is that equity wants to take on risk while debt does not.  If there’s a lot of equity in the corporation then there’s less fear for risk holders…they see other people’s money as cushion. 


Leverage: achieved when an investor finances an investment with debt or with some other financial device through which another investor becomes entitled to a fixed return.  The effect of the leverage is to increase the volatility of the equity investment; the goal in using leverage is, correspondingly, to increase the expected return on the equity investment.
3.
Equity and Debt Forms

a.
Common Stock: represents the residual ownership of the corporation.  Common Shareholders are entitled to pro rata dividends,  without priority or preference over any other stock.  Normally have voting rights are entitled to share in distribution of assets upon liquidation.  

(1)
Share represents the stockholder’s proprietary interest in the corporation.  It arises from the acceptance by the corporation of the consideration offered by the subscriber. They do not entitle the holder to any specific asset of the corporation or any interest in its assets as a whole.  Title to corporate assets belong to the corporation and cannot be conveyed by the Shareholder.

(2)
Preferred Stock: No voting rights but has priority over common shareholders upon liquidation. 

b.
Debt: different priorities with categories of seniority.
Proportionately held debt is when a corporation holds both debt and equity. 

4.
Control: Senior Stock or preferred stock have less control than common shares.  Debt holders have no control, nor are they implicated in corporation’s governance.  

5.
Debt and Equity imply division of income stream.

a.
Displaced. 
b.
When A, single shareholder takes on debt investor with fixed interest rate or invested capital, A’s return on investment is magnified with increased income stream.  A may be willing to take on greater risk to this end thru Leverage, whereas B receives no benefit from a riskier undertaking. His income is set by the interest terms agreed upon at time debt was taken in by corporation. 
c.
Leverage is super-imposed debt on fixed income stream.  

6.
Debt and equity interests are inherently at odds.  Corporate laws work to benefit Shareholders not debt because no fiduciary obligation to the debt holders.  Bankruptcy laws favor debt holders.  Because of different effect of widely dispersed outcomes, debt holders like to see heavy cushion of equity to support debt claims.  

7.
Mondigliani-Miller: Applies to imaginary world – No capital structure can be worth more than underlying assets. 

a.
Can create capital structures more meaningful to investors.

b.
Outside investors can create their own leverage when there’s no debt in capital structure. 

8.
The critical element shaping structure is taxation. By adding layer of debt, increase the after tax income to the individual. 

B.
Contributions, Dividends and Other Distributions

1.
Capturing exact value of debt in corporate structure is not easy.  The value of debt vis-à-vis tax advantage will vary based on corporate distribution policies. 

2.
Tax Rates:  Relative flat 35% for corporate tax, while personal income tax rates vary from 10 – 40%.  Varying rates makes it difficult to determine the “best capital structure.” 

3.
The more debt engulfs capital structure, the more risky the structure becomes.  As long as there is equity under the debt, it’s the equity that gains.  

4.
Distribution and Tax consequences: “Double Tax” on Corporate earnings if earnings are distributed to Shareholder.  Corporation pays tax on its earnings, and then individuals pay tax on those earnings when distributed as dividends.  To a considerable extent, the double tax is extracted only from public corporations.  

a.
If Corp tax is 35%, individual income tax = 40%, Capital gain tax is 20% and 1$ income stream; If taxed at corporate level and retained by corporation then corporation keeps $.65.  If then distribute to individual, 40% of .65 = .29, so individual takes home $.39.  

b.
Alternatives to two level taxation system

(1)
Retained Earnings Strategy: Undistributed earnings bear only the corporate level tax, plus any tax that must be paid by Shareholder on realized gain associated with those earnings.  If corporation earns profits, and has paid no dividends, then value of its shares should rise by amount of retained earnings. The increase is called “capital gain.”  If capital gain tax is lower than the individual tax rate at time of realization, then Shareholder will benefit.  If 20% of $ .65 = $ .52 is still not as good as the straight income tax, but is better than the double tax coming out of a dividend distribution.  

(i)
Capital gain timing is elective.  Tax is not additive with other taxes, therefore the amount may change, and may be greater or less than the individual income tax.  

(2)
Borrowing against Shares: Shareholder can take advantage of capital gain of retained earnings by borrowing against the increased share value, a nontaxable transaction. 

(3)
Holding until Death: Shareholder can take advantage of capital gain of retained earnings by holding shares until death, where the shares receive a new basis equal to the fair market value at the date of death.  

(4)
In Small Corporations, double tax can be avoided to some extent by making distributions to Shareholders in the form of salaries, rents, and interest, which are deductible by corporation.  

(i)
See Newsletter for advantage of corporate tax for small business owner.  

(ii)
Debt structuring is possible only to the extent that it has the same elements of debt that would have been acquired at an arm’s length transaction.  

(5)
Fiscally Transparent: Limited Liability Company (LLC) or LLP use the principal advantages of incorporation – limited liability - without using the corporate form.  

C.
Implications of Capital Structure

1.
Risk and Return: allocation from various business ventures mediated by corporate capital structure.  

2.
Capital Structure permits shift of various segments of income stream from one area to another based on tax consequences.

3.
Debt of corporation held proportionately by its Shareholders.  

a.
One Owner Corporation:  with small group or individuals holding all the stock and outstanding debt, then the corporate structure will not imply a high level of risk and return between debt and equity because it is the same person and acts like a book keeping mechanism, rather than presenting conflict of interest between debt and equity.  

(1)
If get same loan rate for corporation as do for self, then indifferent whether debt is inside or outside the firm, i.e. whether its individual or corporate leverage.  

(a)
Where personal debt is a perfect substitute for corporate debt, the value of the firm is not affected by its capital structure.     M & M Theory
(2)
Proportionately held debt by equity holder will impose character of interest rather than dividend.  A is not going to foreclose on A. 

(a)
One of several functions of proportionately held debt is to permit owners to choose various tax regimes for different segments of the corporation.  If have high levels of debt, then can remove max amount of taxation.  Corporate earnings that are used to pay interest on debt bear only the individual income-tax, if any.
(1)
If have two separate income streams that put you in a higher tax bracket, can incorporate them separately so that they are each in a lower tax bracket.  The Federal Tax system allows this when all held by one person, up to the point that any debt held is in an amount that could have been entered into at arm’s length.

c.
Can create advantage for owners in potential contest with 3rd parties or outside creditors.  If structure debt in proportion with your own shareholdings, then if things go wrong, they’re higher in line than other Shareholders.  

(1)
If Corporation goes bankrupt, creditors will come before Shareholders.  However, if created the structure with ½ equity and ½ debt, Corporation’s (Shareholders) debt claims are on same footing as creditors.  Within this group, stock claims are not likely to be met until after the creditors.  

4.
Deep Rock Doctrine: Subordination of Shareholder debts – When a corporation goes into bankruptcy, any debts owed by the corporation to controlling Shareholders may, under certain circumstances, be subordinated to the claims of other creditors under the doctrine of equitable subordination.  Thus Shareholders’ debt claims against the corporation would not be paid unless and until all other corporate creditors are paid – even if the controlling Shareholders’ claims are secured and all other creditors claims are unsecured.  

a.
Effect of Subordination: When Shareholders’ claims are subordinated, “loans” from Shareholders to the corporation are treated like as if they were not loans but invested capital vis-à-vis the claims of other creditors.  Not liable for the Corporation’s debt the way a Shareholder might be under doctrine of piercing the corporate veil.  

b.
Deep Rock v. Taylor : Standard gas is sole common Shareholder of Deep Rock corporation who goes bankrupt. During reorganization, Standard creates more favorable “debt” scenario for itself, claiming that Deep Rock had separate outstanding debt to Standard, by redistributing and renaming outstanding shares so that its claims would come before that of preferred stock owners.  The court held this was inequitable b/c Standard (1) had control over reorganization and (2) casually handled the debt claims.  The court re-characterized Standard’s debt claims as “equity,” subordinating its claim.  

(1)
Court looks at following factors when determining “inequitable conduct.”


(a)
Fraud or other wrongdoing


(b)
Mismanagement in excess of simple negligence


(c)
Undercapitalization


(d)
Commingling of funds and properties

(e)
Failure to develop the corporation into independently profitable business, and/or over-dependence on Shareholders.

(f)
Excessive control, indicated by failure to observe the formalities or separate corporations.


(i)
Fett Roofing: Sole Shareholder was owner of corporation such that his interests at all times were identical to and indistinguishable from that of the bankrupt.  He was the bankrupt.  Plaintiff attempted to characterize his contributions to the corporation as “loans” in order to subordinate debt claims to his own claims.  Guided by “equitable principles” the court found that where a corporate insider, i.e. the alter ego, arranges his dealings to achieve an unfair advantage over outside creditors dealing at arm’s length, the court subordinated his claims to theirs.  Implication here that owner could not have dealt at arm’s length because he personally borrowed from the bank indicating that the bank would not loan directly to the corporation.  

(g)
Arm’s length transaction 

c.
Applies almost exclusively to proportionately held debt.  With proportionately held debt, it’s possible to retain this character if the debt has the financial aspect of arm’s length negotiation and the Shareholder acts like a creditor.  

d.
NOTE with taxation, for proportionately held debt to maintain its flavor it must have (1) financial aspect of arm’s length transaction and (2) did they act like a creditor.  However, under a bankruptcy challenge, the court will examine the purely mechanical aspects of the proportionately held debt: (1) did debt holder behave like a creditor, i.e. was there proper recording of debt? And (2) did the ostensible debt holder, also a debt-holder, act equitably?   

5.
The broader fiduciary duty a corporation owes to its Shareholder breaks down when corporation’s maneuvers become inequitable.  Emerging doctrine that when a corporation is sloping towards insolvency, the corporation becomes obligated to debt holders.  This includes not taking outrageous risks or “last ditch efforts” that are likely to put creditors in a worse place.  Credit Lyonnais
a.
When a corporation actually becomes insolvent, the debt holders are now, in a sense, the equity holders.  Therefore debtors can always become creditors.  

D.
Contributions, Dividends, and other Distributions

1.
Historically, question of underlying capital structure and dividend distribution was governed by Rule of Legal Capital.  Corporations were required to maintain specific types of capital on the books and couldn’t depart from these requirements. 

a.
Common Stock had a “par value:” The value of capital contributed by Shareholders in exchange for the stock.  (Notion is now extinct, though see remnants on balance sheets).  Par value set a floor for which stocks could be sold.  It also imposed limitations on dividend distribution because distribution could only be made from surplus earnings of the initial account (calculated by the par value). 


(1)
Two-fold purpose of par-value

(a)
Proportionality principle: all stock issued in proportion  and equal to par value in order to prevent issuance of stock to the advantage/disadvantage of other Shareholders.  Answered fear that there may have been underhanded reasons a corporation would sell stock for different prices to different Shareholders.  However, there may also have been legitimate reasons so that par value was a hindrance.

(b)
Protections for investors because par value suggests a parity of the corporation’s value.  

(2)
Dividends could be made only from surplus earnings, therefore could not distribute if would hurt corporation’s capital. 
b.
In hard times both equity and debt holders had remedies from corporation that issued stock at less than par value.  If sold for less than par value then considered NOT fully paid, i.e. “Watered.”  If corporation became insolvent, then creditors may have been able to recover from Shareholders the amount by which their shares were “watered.”  

c.
Some states got around par value rule by allowing corporations to create false par values.  The state of Delaware permitted a corporation to issue for $1 a stock valued at $100 and call the additional $99 as “paid in surplus.”  

2.
Today, there’s no par value requirement and can issue shares at whatever price the board determines to be reasonable.  

a.
Protection exists today when a corporation issues stock for an I.O.U. and the Shareholder never pays it, a creditor can bring suit against Shareholder who never paid.

b.
Corollary Provision: Dividend Distribution, §6.40 (c) states that no distribution can be made to Shareholder, if after distribution, the corporation cannot pay its debts, if total assets will be less than principle amount of liability, or would be less than retiring higher stock class at par.  In some ways there more protection than with par value because the liability falls on the board.  



3.
Why and When are Dividends Distributed?  

a.
One inclination is that distributions are made when earnings are more valuable in the hands of the Shareholder than if retained by corporation.  

(1)
Different corporations will have different dividend practices according to their growth and profits. 
(2)
Also might think that high-growth return would ingratiate itself to investors rather than just giving out dividend and conversely low growth corporations with stable earnings would be lesser viewed by investors.  

b.
Mondigliani-Miller: given certain assumptions, capital structure is irrelevant to the total value of a firm’s securities and, correspondingly, to its cost of capital.  The dividend policy doesn’t effect total value of the corporation. 

c.
Tax Considerations: In tax-free world, corporation might routinely give distributions.  Those who wanted funds would keep the distribution, those who did not would reinvest for more shares.  Corporation would then go out and borrow whatever it needed for its basic strategy.  With taxation, the dividend policy favors a distribution with the lower dividend tax rates. This creates a likelihood that high income tax bracket individuals will invest in high dividend yielding companies and vice-versa.  

(1)
There’s a trend for companies with higher dividends to obtain higher valuations in the securities markets.  However, systematically see lower dividend distributions for publicly held corporations.  

d.
Dividends can have valuable signaling effects: Can indicate solid prospects as well as trustworthy directors.  

(1)
MBC § 6.40 provides very strong signal: “Putting Money where Director’s mouth is.”  In particular the negative implication that directors will be personally liable if a corporation cannot meet its debt after a distribution is made, has more than just anecdotal strength.  

IV.
Corporate Operations

A.
Actions by Officers, Directors and Shareholders:  Within a corporation there are lines of authority and of obligation.  §8.01(b) expresses authority provisions.  

1.
Shareholders: The Shareholder has voting power in relation to the type and quantity of shares. No power over management in corporate affairs, nor can order board of director’s management.  Various variations in by-laws detailing the “rules”. 
a.
Shareholder approval required for certain fundamental changes to corporation, such as amendment to articles of incorporation, merger, sale of substantially all assets and dissolution.  

b.
Power to elect directors and remove them for cause.

c.
Power to ratify certain kinds of management transactions, thereby 

(i) insulate from claims that the management did not have authority or (ii) shift burden of proof or change the standard of proof that governs litigation concerning the transaction.  

d.
Power to adopt advisory, but non-binding resolutions on proper subjects of Shareholder concern.  Power to call meeting and to adopt advisory opinion.

(1)
Auer v. Dressel: Shareholders were entitled to call meeting and to vote on a resolution endorsing the administration of the former president of the corporation, who had been ousted from office, and demanded reinstatement: “The Stockholders by expressing their approval of Mr. Auer’s conduct as president and their demand that he be put back in that office, will not be able, directly, to effect that change in officers, but there is nothing invalid in their so expressing themselves and thus putting on notice the directors who will stand for election at the annual meeting”   




e.
Hearings for Removal of Directors:  

(1)
Campbell v. Loew’s: Issue whether President of Loews could call SH meeting and what type of action could be taken at meeting. When a director is to be removed for cause, he is entitled to a hearing by the Shareholders before a vote to remove.  




f.
Power to adopt and amend by-laws.

2.
Corporation: There’s no literal sense in which a corporation is an agent of Shareholders individually or collectively.  There are broad principles of fiduciary obligation, but not an explicit agency relationship.  

a.
Can be modified for closely-held corporations to be run directly for Shareholders.  Del. Code. §341-356, and MBC §7.32 provisions for closely-held corporations for governance by Shareholders.  

b.
Closely-held corporation: Generally regarded as having the following attributes; (1) Ownership by a small number of Shareholders, most or all of whom are active in management; (2) No general market for stock; (3) Some limitation upon the transferability of stock.  To the extent that Shareholders are authorized to and do manage the affairs of the corporation, they become personally liable for managerial acts or omissions for which directors would be liable.  

3.
Officers: day-to-day control.  All corporations must have a president and a secretary separate from the president.  The secretary confirms and guarantees the existence of the corporation to the outside world.  

a.
Election: Under most sections, major officers are elected by board and can be discharged by board.   

b.
Authority: May have (i) actual authority; “authority reasonable person in the officer’s position would believe had been conferred upon him by the corporation;” (ii) apparent authority; “authority corporation allows third parties to reasonably believe an officer possesses; (iii) Power of Position; special type of authority extending from particular position; (iv) ratification. 

c.
Authority of President: Three competing views

(1)
Only the power of a director: only power of director and power to preside over corporate meetings.  
(2)
Broad power to act: any power

(3)
Power to bind corporation in regular course of business: (predominant view in most jurisdictions); president has power to bind corporation in transactions arising in the “usual and regular course of business,” but not in “extraordinary” transactions.  

(a)
Lee v. Jenkins Bros.: did not arise in the day-to-day context, but rather dealt with the one time negotiation for luring Lee to Jenkins Bros. By promising pension and compensation in line with his previous employer (Crane) so as not loose any of his accrued benefits. Far flung vesting because Lee’s rights would not have vested until he retired in 30 years.  

(i)
Modern courts take an expansive view of what constitutes “ordinary course of business.”  Limitations do exist however, i.e. would not extend to sale of large portion of corporate assets.  

(ii)
Easier to determine cases at the margins, i.e. lifetime employment is extraordinary therefore employee might be able to collect directly from the president.  Pension is less clearly an extraordinary negotiation element because as an employee coming to job with expected rights, you won’t know if you have those rights for many years to come.  

(iii)
When considering question of apparent authority and scope of corporate officer’s powers, there’s clearly a sliding scale based on information and sophistication of parties.

(iv)
Operating Leverage: Law works to cast doubt on officers.  An action that significantly changes the risk-return of capital structure is NOT likely within the officer’s duties.  As applied to life-time employment: If A & B are equal equity partners, both provide equal labor and take home equal profits.  However, if A employs B with a lifetime contract, the relationship takes on “debt” persona.  Easy enough to maintain in closely-held corporation, but with publicly traded corporation, there’s a higher degree of operating leverage and thus larger affect on capital structure.  

d.
Duties of Corporate Officers: duty of care similar to that of Directors.   

4.
Directors: virtually all corporate sections provide that the business of a corporation shall be managed by or under the direction of a board of directors.  Board may validly exercise its powers only for a proper purpose, i.e. cannot use its powers to perpetuate its own status by interfering in a Shareholder vote.  Duty of care is exercise of care of ordinarily prudent and diligent persons in like positions.  Francis  

a.
Initial directors are either designated in the articles of incorporation or elected at meeting of the incorporators.  Minimum of one required by most laws, do not need to be a Shareholder, Sections vary on filling vacancies, hold office until next annual meeting.  May be subject to contract.

b.
Absent sections, directors can only act at a duly convened meeting at which a quorum is present.  However, this can be done over the phone or internet. 

c.
Standard for board to appoint committees of its own members to act for the board either in particular or day-to-day matters.

e.
Compensation: Traditional rule that directors are not entitled to compensation for services as director, unless services are extraordinary or compensation is provided for in the articles or approved by board resolution before the services are rendered.  A director who serves as an officer or employee is entitled to compensation, however there is a conflict of interest when the board adopts or approves the employment contract.  Executive compensation is subject to test of waste.  

B.
 Rights, Duties and Liabilities of Directors

1.
Right to inspect corporate records in order to discharge fiduciary duties.  

2.
Duty of Care: fiduciary relationship to the corporation and must exercise the care of ordinarily prudent and diligent persons in like positions under similar circumstances.  Francis v. United Jersey Bank.  In many states the duty is codified, i.e. in California, duties must be performed “in good faith.”  Standards imposed on officers like those applied to tort injury, namely negligence.  
a.
Constituents are significant participants in the benefit of the corporation.  They don’t assume the risk of negligent conduct, but participate willingly in various risks and adventures.  

b.
Standard of recovery different than with physical accidents among strangers.  Risk in corporate setting is much harder to comprehend, versus physical accidents that are often covered in advance by insurance.  

c.
Amount of Care Required: Difficult to assess standard of “reasonable care and prudence” of business risks because courts accept that (i) potential profits often correspond to potential risk, (ii) after the fact judgment is most imperfect device to evaluate business judgment and (iii) if liability were imposed too readily, it might deter many persons from serving as directors.  

(1)
Joy v. North: The internal arithmetic was hopeless, however court analyzes the continued approval of loans.  Kamin.  

d.
Business Judgment Rule: For above reasons, some courts have adopted the rule that where the act or omission involves no fraud, illegality, or conflict of interest but is a question of policy or business judgment, a director who acts in good faith is not personally liable for mere errors of judgment or want of prudence, short of clear and gross negligence. Shlensky v. Wrigley.  

(1)
Most courts conclude that a director cannot invoke the BJR if he has not been “reasonably diligent” as where he knew or should have known that he did not have sufficient facts to make a judgment, yet failed to make reasonable efforts to inform himself.  Francis v. United Jersey Bank. 

(2)
Some courts have stated that “gross negligence is the standard for determining whether a business judgment reached by the board of directors was an informed one.”  Smith v. Van Gorkom.  

(a)
Bombshell case because president had obtained very good price for the shares on terms of friendly buy out, however the procedural failure proved deadly to Van Gorkom who had unilaterally initiated the deal.  Shareholders alleged they did not get the “best price” they might have gotten from shopping around for the deal.  

(3)
A director cannot invoke rule if he causes corporation to engage in illegal acts or acts contrary to public policy

(4)
May invoke the rule even though causes corporation to undertake action that is not profit-maximizing, but instead considers the interests of employees, creditors, local communities, etc…

(5)
Policy behind BJR: Corporate insiders should be able to act without fear that every adverse outcome will expose them to liability so it is a rule to rationalize the area.  Do not want to prohibit activities to meet most risk adverse Shareholders’ needs.  Otherwise would be impossible to find insiders willing to take on responsibilities of running corporation.  

(6)
Cases are harder to apply and understand when in addition to negligence you have market responses and values to deal with.  

(7)
Traditionally, different standards for president than for other directors with more remote and broad responsibilities.

(a)
Small bank with one teller who is looting the place.  The directors were not liable because relied on outside auditors.  

(b)
Kamin v. Amex: $26 million capital loss in shares.  Board votes to distribute dividend in kind obliterating useful tax attribute that it could have used as a loss to gain $8 million.  Instead becomes $4 million in hands of Shareholders.  

(i)
If corporation holds appreciated property, it should defer again.  If holds depreciated property it should never make dividend in kind so can get tax advantage of the loss.  

(ii)
Here, the insiders won even though basically shredded the funds.  Court allowed for BJR because the nature of the market put a lot of weight on corporate reported earnings.  The insiders explained that the stock prices would have been devastated if they had made no distribution because the loss would have been reflected on the earnings report, leading to more severe harm to Shareholders.   

(iii)
Court was looking at Shareholders as constituents and found they were not hurt and if they had been hurt, the directors still would not have been liable because as long as insider’s acts are based on full information and understanding of the relevant facts, and there is nothing self-serving in their decisions, the BJR will apply.  

(8)
Contrast Van Gorkom and Amex: mirror image cases.  VG had good outcome for Shareholders but bad form and vice-versa for Amex.  Demonstrates the procedural side of BJR.  VG seems to favor Shareholders because VG had personal stake (large block of shares and near retirement), and very sophisticated group of directors.  But this sophistication might have worked in the other direction; i.e. they readily knew the “intrinsic” value of the deal VG had struck therefore it was not necessary to conduct procedure of “shopping” the deal around.  Particularly because of the implications looming in near future based on expiring foreign tax credits.  The revisionist view of VG is that it is not pro-Shareholder and anti-insider because later corporations use case to plan and shield themselves.  

(a)
Aftermath of case: some states, including Delaware added provisions shielding directors for omissions made in good faith.  

(9)
BJR generally favors managers because gives safe harbor.  



3.
Extent of Liability




a.
Injury and Causation: Even when have not exercised the 





proper care, director is personally liable only for losses 

suffered as a direct and proximate result of his or her breach of duty.  

b.
Acts of Others: Liable only if participated therein, or negligent in failing to discover the misconduct, or was negligent in appointing the wrongdoer.  Graham v. Allis Chalmers

(1)
Note: A director may seek to avoid liability by registering his dissent.  Though he may have to pursue other means, i.e. threatening suit. Francis v. United Jersey Bank.
(2)
Usually no defense if Director was gratuitous figure head.  Id.

Though director was old, bed-ridden, etc…the harm was so egregious and straight forward, the directors not only had to be aware of it, but because this type of company had a fiduciary obligation to others, the director should have left the board or affirmatively stopped the abuse.  Obligation of a corporation like a bank with fiduciary obligation requires highest level of care.  

(3)
Compared to Graham v. Allis-Chalmers: See above. Directors don’t have obligation to seek out possible misconduct across broad range of scenarios. 

c.
Many state statutes permit abolishing or limiting director’s liability for breach of duty of care.  

C.
Duty of loyalty: directors have duty of loyalty in all dealings with the corporation.  

1.
Key difference with duty of care is the element of self-interest principle of “undivided loyalty.”   If derive benefit, then director has burden of demonstrating the benefit to the corporation and the Shareholders.  However, presumption runs against validity of the action, which is the opposite of BJR.  

a.
Bayer v. Beran: Director employs his wife to give radio concert to promote corporation’s product.  While she was well-known singer, she commanded very large salary for the concert.  Burden to prove that she was not shielded by BJR.

b.
Echo in Kamin v. Amex where the directors approved a weak distribution and yet had pay packages tied to reported earnings.  In essence were giving a pay raise/preventing a pay cut.  

2.
Principles of duty of loyalty: 
a.
Cannot help yourself at the expense of other shareholders
b.
Principle of Equal Treatment: Similarly situated Shareholders must benefit equally by the actions of a corporation’s dividend policy.  Corporate actions must be taken in interest of Shareholder not only to advance the interests of the Shareholders, but must do so in proportion to their shares.

c.
B must prove how the favoring of B is completely fair to the corporation.  

(1)
When a contract creates a different effect on Shareholders it is like a disproportionate dividend distribution.  Transaction would therefore fall within duty of loyalty.  B is answerable in damages unless can demonstrate it’s completely fair to the company.  

(2)
When additional element of self-dealing or conflict arises because corporation is dealing with an insider, the action no longer will benefit from BJR and the actors must affirmatively show that it’s entirely fair and comports with basic corporate norms.  



3.
“Entirely Fair” Standard: 
a.
Absent self-dealing, it’s harder to demonstrate why a corporation would favor one party over another. 

b.
Takes very little to show self-interest: When insiders transact selectively with Shareholder, advantage immediately presumed.   

4.
Lewis v. S.L. & E.: Transaction has affect of transferring assets that were shared between A and B all to B.  Functionally the same as disproportionate distribution.  When a transaction disproportionately benefits the insider, the insider must demonstrate the complete fairness of the transaction… which he could not do in this case.   
5.
If  Neither A nor B is an insider and both get same dividends, but X makes contract with B to A’s detriment, who has burden?  Why would X want to favor one other the other?  Maybe there would be a defense if (i) there was an arms length dealing and (ii) if BJR can be used to identify any reason to prefer one over the other.  



6.
Conflicts of Interest in Corporate Transactions

a.
Duty of Loyalty: As further consequence of fiduciary obligation, officers and directors held to a duty of loyalty in all dealing w/the corporation, i.e. duty to promote interest of corporation w/o regard for personal gain.  

b.
Business Dealings with Corporation: Conflict of interest arises when corporation contracts directly with one of its officers or directors, or with a company in which the officer/director is financially interested. 
7.
Parent-Subsidiary transactions: no conflict of interest where one corporation is wholly owned subsidiary of another.  Conflicts will arise when parent owns only a majority of the subsidiary’s shares, and the minority Shareholders who may be affected by Parent-Subsidiary dealings.  Issue will be whether the transaction was fair to the subsidiary.  

a.
Burden on parent to demonstrate it has taken no unfair advantage of subsidiary through control of its board.  Some courts place this burden on parent only when it has received something from the sub to the exclusion of the minority SH of the sub.  

(1)
Sinclair Oil v. Levien: Sinclair owned 2 subs, Sinclair Int’l and Sinven.  Levien, a 3% SH in Sinven  alleged that (i) excessive “excessive” dividends had been paid, draining too much capital out of sub so that sub could not expand its operations; (ii) Sinclair’s failure to develop oil outside Argentina through Sinven and instead through Sinclair Int’l, 100% owned subsidiary, harmed Sinven b/c while parent capture 100% of profits and 0 by Sinven, b/c of the relative diminution in the 97% shareholding by Sinclair. In realm of fiduciary obligation, even minimum departure of 3% was enough to put burden on parent to explain its actions; (iii) that Parent had caused Sinven to enter into long-term supply K w/Sinclair Int’l who had not keep terms of K by paying late thus keeping Sinven’s assets at a lower value than they should be.  


(a)
Response to allegations: (i) issue of dividends are subject to BJR; (ii) Supply K – b/c disproportionate affect on Sinven makes it more difficult for Sinclair to prevail (note if judged by forgiving BJR standard, would have been practically impossible to attack supply K);  

8.
Dominant Shareholders have numerous opportunities to inflict harm on minority.  Doesn’t have to be as obvious as a contract between X and an insider.  Can be a corner office or bigger office, if plaintiff works there.  

9.
But minority Shareholder can make life miserable for Majority.  Therefore not uncommon that relationship between the two groups, particularly in closely-held corporations are bad.  

(a)
In Sinclair it’s likely that Venezuela required some local ownership.  In California, state law requires that corporations owning public utilities either have some local ownership or a component of publicly traded stock so that Californians can be stockholders.  

(b)
Such laws will maintain a constant thorn in a corporation’s side with foreign set of majority Shareholders b/c minorities are always potential litigants.  

(c)
Corporations cannot redeem/eliminate particular Shareholders.  Can only eliminate entire group.  Therefore corporations often have to live w/minority Shareholders.  Except:

(1)
Short-Form Merger: between parent and sub, where parent has at minimum 90 % of sub’s shares permitting a cash payment to sub Shareholders resulting in a “squeeze-out” of minority Shareholders b/c ultimately a redemption in a different form.  Short-form mergers do not require approval of sub’s or parent’s Shareholders.  Instead, merger can be effected simply by boards of both corporations (in some states the parent alone can make deal b/c of logic that parent owns sub).  To conceal “squeeze out,” parent will usually pay out the money rather than the sub.  

(i)
Pacific Telephone:  built in 5% minority, mechanically the short form helps get rid of this.  

(2)
Santa Fe Industries v. Green: Short form merger where state and federal laws interact.  Parent and sub incorporated in same state where according to state law a short form merger can be used to cash out minority Shareholders if parent owns at least 90% sub’s shares.  Here, Santa Fe, owning 95% shares, wanted to squeeze out the 5% minority Shareholders.  State law also provided for dissenting minority to shareholders to assert appraisal rights in order to gain a better deal than parent’s offer.  Morgan Stanley valued the stock at 4xs lower than actual market value.  But because Santa Fe had disclosed all relevant facts regarding value of Sub. from which the inadequacy of price could be determined, Sub had no cause of action under Fed. Civ. R. § 10b-5, even if inadequate price violated parent’s fiduciary duty.  Rather court finds that there was a breach of Insider’s duty of loyalty where burden falls on Insiders.  Outsiders were trying to federalize state laws by bringing a fraud claim.  Court did not permit this.  

(i)
Although no rights to vote on merger, minority Shareholders do have appraisal rights.  

(ii)
Fed. Civ. R. §10b-5 of Securities Exchange Act of 1934 makes it unlawful “to use or employ . . . any manipulative or deceptive device” in connection w/purchase or sale of any security.  

10.
Zahn: Duty of Loyalty of Controlling Shareholders.  Class A stock was owned by public Shareholders who could vote and was convertible to class B at any time.  Callable by the company at $60 w/ 60 days notice.  Class B all owned by Trans America.  Trans America aware that Zahn’s tobacco inventory was shown on the books. TA decides to have company sell all assets to other company in exchange for cash and then liquidate and pay off Shareholders – both Class A and B.  They do not tell class A Shareholders about inside information and call the Class A stock.  Most people choose to receive cash rather than convert.  B/c TA did not disclose the information, they sued TA after the fact b/c had they had the information they would have transformed to class B. 

a.
Duty of disclosure of controlling Shareholders to not take advantage of information they have a result of practically being insiders.  

V.
Shareholder Litigation


A.
Background

1.
Historical problem was when insiders of corporation do something wrong, it’s hard to correct the harm due to diffusions of individual ownership.  There’s only a small ownership %, standing issue and collective action problem.  

2.
Two types of suits


a.Direct action on Shareholder’s own behalf for injury to his or her interest as a Shareholder.

b.Derivative suit filed on behalf of the corporation for injury done to the corporation for which it has failed to sue.  

(1)
Shareholders’ derivative suit can be brought to compel corporation to bring an action of its own against some insider.  If corporation prevails then attorney’s fees, costs, etc…are paid by corporation.

(2)
Creature of equity conceived to permit Shareholders to redress injuries done directly to the corporation, where management refuses to enforce corporate cause of action, usually b/c recovery is sought against the management for breach of duty. 

3.
Distinguishing direct from derivative suits: Basic test is which party has the cause of action, i.e. whether the injury was suffered by the corporation or directly by the Shareholder – Was defendant’s duty to the shareholder or corporation.   

a.
Direct Suit: Eisenbergh v. Flying Tiger: Shareholders complain of reorganization allegedly diluting his voting influence in corporation.  

VI.
The Question of Corporate Control


B.
Shareholder Control



1.
Not clear for whose benefit voting power is always used.  

2.
Typically see abuse of control in closely-held corps when those in control dealt unfairly with others.  


D.
Abuse of Control

1.
Wilkes v. Springside Nursing Home: The majority Shareholder of closely-held corporation can not sever a minority Shareholder from payroll, or refuse to re-elect him or her as a salaried officer and director, w/o a legitimate business purpose.  

a.
Though original animator of corporation, Wilkes was kicked out as both director and employee.  Wilkes sued claiming abuse of control by other three directors.  While might think that BJR would protect the other directors, but Wilkes asserts a breach of fiduciary duty and further that the other directors had duty of loyalty and fairness.  Involved corporation’s obligation to corporation versus shareholders suffering damage b/c of damage to corp.  Here the harm is to a shareholder, Wilkes.  Had Wilkes not been a shareholder, then would not get past BJR, but b/c a close corporation the Court says that obligation of “utmost good faith and loyalty” of partnership applies in such a closely-held corporation .  The Wilkes Principle.  

b.
Lesson from Wilkes – always have a way in the K for oppressed minority to get out the relationship.  Exit Strategy.   

2.
Ingle v. Glamore Motor: Contractual provisions giving corporation the right to re-purchase the shares of an employee at a designated price upon termination of employment at-will have been enforced – even when the purpose for firing was to acquire the stock at a low price.  Rationale: Employees who agree both (i) to their being fired at will and (ii) to a particular buy-back formula are held to their bargain.  

a.
Counter-part to Wilkes.  Shareholder here wanted in, but could be bought out and was.  He could not show anything wrong with the price.  Ingle tried to boot-strap his status as shareholder to principle that cannot unilaterally vote out one Shareholder.  But this was shaky argument b/c status as SH was based on his status as an employee.  This is opposite of Wilkes where status as employee tied to be being a SH.  

b.
Can think of Ingle stock as separate class of stock arising out of employment agreement.  

c.
To avoid this issue, some corporations don’t issue real stock to employees but rather “phantom stock plan” entitles employee to lump sum payment measured by the block of stock they would have gotten.  

3.
Jordan v. Duff & Phelps: As related to employment at-will from Ingle.  Some courts have reasoned that employment at will cannot be terminated for “any reason at all.”  The contractual relationship implies that the employee will not be fired for opportunistic reasons rather than for reasons related to job performance.  

a.
Jordan decided to leave on his own for job in another state w/ higher salary.  According to his contract w/ D, his shares were redeemable when he left corporation for the on the book value of the last day of the year of which he was still an employee.  D accommodated him.  What Jordan did not know was that there had been merger talks in the works and that had he stuck around for one more year his shares would have multiplied in value.  Jordan sued claiming corporation failed to provide him with material information that would have been germane to his investment decisions.  He would not have taken another job had he had this information.  Employer defended by saying under SEC laws, could not disclose merger talks.  
4.
Reconciling Ingle and Wilkes is hard to do.  Maybe it’s that opportunistic situation of appreciating value of stocks can imply fiduciary obligation to shareholders in Jordan.   

5.
Smith v. Atlantic Properties: A minority Shareholder in a close-corporation cannot use a veto power unreasonably, as by refusing to vote for dividends when the accumulation of undistributed earnings will lead to a foreseeable tax penalty to the corporation.  

a.
¼ SH held to have fiduciary duty to other SHs b/c of control.   Other 3 SHs each w/ ¼ claimed that they were oppressed by the 4th SH b/c no major action could be take w/o 80% shares.  Therefore each had the power to veto. The veto in closely held corporations creates a duty to other SHs like that in Wilkes, of “utmost loyalty and good faith.” 

b.
Here the corporation suffered penalty taxes for earnings beyond legitimate accumulation.  Could get rid of the extra through dividend, however Wolfson fails to approve the distribution.  Wolfson was in high income tax bracket, thus would have lost virtually all dividends to taxes.  The corporate level tax of retaining the earnings would harm him far less, plus the harm would have been borne out by all 4 SHs. Court did not like this. 

6.
Dividend policy does not necessarily matter because can capture the money thru the sale of stocks.  W/ close-corporations the policy will matter more b/c there’s no market for these shares.  

VII.
Where Ownership and Control diverge


A.
Transfers in Closely-Held Corporations

1.
Hypo 1: “Synergy” - A is 100% SH of X and B is 100% SH of Y and each has 100 shares outstanding for $100/share, if A and B combine, the result will be a corporation worth $30,000.  The increase in sale can be from any number of efficiencies, i.e. Overlapping sales force is synergized.  

a.
As an economic matter, the issues is straightforward.  Each share is now worth $150.  Each are 50% owners.

b.
BUT, there may be day-to-day control issues.  Perhaps can deal with this through tie-breaker stock category, buy-sell agreement, etc…

c.
Neither A nor B may be willing to say their company is worth the exact same as the other, or they might want more benefit from the synergy b/c they think the gain’s more attributable to their own corporation.  Might issue that corporation a small class of preferred stock to compensate them a little bit extra.  Ultimately, both corporations are better off than they would have been had the merger never taken place.  

2.
Hypo 2: “The Better Mouse Trap” - If a single corporation w/100 shares valued at $100/share, then A has value of $10K. B, an outsider w/clever plan, may make X worth $15K if there’s a shift to B’s control.  B’s plan need not be “positive,” it just needs to be a better implementation of business policy than the one currently existing.  

a.
Here the added value to the corporation comes entirely from the outside as compared to the synergy of 2 corporations where the benefit comes from within.  Note: can have a combination of the 2. 

b.
B can try to spring the better mouse trap by dealing directly w/A, i.e. “Hire Me.”  But A might be wary b/c B is often a takeover specialist.  


(1)
Problems is that B doesn’t want to be a hired gun.  Nor does B want to answer to A or try and persuade A to make decisions.  

c.
Better alternative to B is to buy up A’s shares.  

(1)
B might pay $150/share, but then A will likely get more benefit than B.  B will try to acquire shares as close to $100.  Whether there is a deal will depend on what other options either party has.  

(2)
B can capture some gain if has 51% of X’s shares, moving him from outside to inside.  

(a)
If offer $125/share, then B only gets a $1250 gain once he implements the better mouse trap bringing the stock to a $150 value, while A gets the $1250 gain plus the $3750 for the initial sale of the stock to B.  Not likely to happen.  B would never offer this much.  He’s looking to approximate a “Freeze Out” at $100/share b/c that’s all A could get from appraisal rights.  

(b)
If A could see a freeze out coming, she’s unlikely to sell 51% of shares unless A thinks it’s the best result possible.  Can take precaution by stipulating in contract that the a second stage purchase can not be made for less than the first stage.  B might want to purchase in 2 stages to distribute the risks.  

d.
A deal between A and B will reflect only what’s in the best interest of both parties when X is privately held by A.  As the 100% SH, A will not do anything to her detriment.  

f.
Publicly held corporations present different problem b/c ownership is separate from voting and operating control.  Voting power is dispersed while control is held by the insiders.  


B.
Transfers in Publicly Held Corporations

1.
Synergy Gain: If economies of scale, streamlining, etc…then there may be a desirable relationship for 2 companies if merged, as compared to closely-held corporations that have difficulty with negotiation and no pre-ordained entitlement, here what makes a merger even less likely and the interests more difficult to align, is the split between Shareholders and Insiders’ interests. Interest w/in each corporation come apart b/c incumbents might be worse off, i.e. loosing their job, while corporation as a whole might be better off.  The perpetuation of the status quo is likely to be more interesting to the Insiders.  

a.
The corporation that thinks it has the more efficient operating plan will likely be the prime mover b/c it thinks it will be the dominant group after the merger.  

b.
Negotiations likely to proceed once the weaker insiders have been paid off w/ “golden parachutes.”  The Insiders will likely hold out for the largest pay-out.  There's a sense that this violates their fiduciary responsibilities b/c subtracting from the synergy gains, however this is hard to show b/c the interests involved are sufficiently unclear.  

2.
The Better Mouse Trap: B can seek friendly combination, “let me buy company from you.”
a.
Insiders may reject or sell if pay-out is at the right price.  Incumbent will put a price tag on the transfer of control w/exit rewards.  This may violate fiduciary obligation b/c it may leave the corporation in a relatively feeble condition. 

b.
B might not be willing to pay out and instead will attempt Hostile Takeover.  



3.
Hostile Takeover Options 

a.
Proxy Vote: Acquire some shares and then try to persuade other SHs to implement your plan and vote w/you so you can takeover company.  

(1)
Usually prohibitively difficult to gain control through proxy vote. 

(2)
The machinery tends to favor incumbents and if gain control, it’s impossible to capture all the economic rewards by simply ousting the Incumbents when SHs are still in place.  If loose then bare the costs of attempt.  IF win, then can reimbursed by corporation, but the upside only allows implementation of your own officers and better mouse trap b/c there’s no shift in beneficial ownership.  

b.
Tender Offer: Offer by a bidder to SHs of target corporation, asking SH’s to tender their shares in exchange for shares or cash.  A tender offer almost invariably invites the tender of all of the target’s shares.  

C.
The Market for Corporate Control

1.
Perlman v. Feldman: mirror image of Hostile T.O. b/c insider voluntarily sold block of stock (which is legal; Zetlin).  Feldman, controlling SH in steel corporation (Newport), sold his controlling shares to a group of steel consumers, Wilport.  Steel was in short supply and the purchasers paid a premium for the control of stock in order to obtain the steel company’s output at artificially low prices.  The Court held Feldman had breached his fiduciary obligation and ordered him to account for that portion of  the price that exceeded the fair value of the stock. 

a.
Surprising outcome b/c SHs were not hurt and block sale of stock was permissible.  Can think of block sale as a down payment on a better mouse trap.  Court opinion suggests SHs have a fiduciary obligation to the corporation.

b.
By installing Wilport’s insiders, there was a chance that the Feldman plan would be discontinued.  The Feldman plan had called for commitments from buyers which artificially raised the price giving Newport a profit.  Court rationalized the aftermath as a looting of the totality of shares b/c Feldman was being paid off to abandon his plan.  



2.
Hostile Takeover: 

a.
B will start to buy shares of X on open market until starts to attract attention.  Then will spring a Tender Offer.  The more shares B can get, the greater B’s ownership in whatever gains arise from B’s management.  However, to get more shares will have to offer higher price and the higher the price the lower the gain for B once in control.  

b.
Two-Tier Tender Offer: Best way for B to maximize profit  


Takeover bid in which bidder makes an offer for less than all the shares at one price (“first-tier” or “front-end”), and announces that if the first-tier offer is successful, the bidder will acquire the remaining shares through a freeze-out transaction (“second-tier” or “back-end”).  In some instances the bidder announces the back-end will be less than front-end = front-loaded 2-tier offer.  The effect is to pressure all the SHs to take the front-end offer.  

(1)
Freeze-Out: When controlling SH wishes to eliminate minority SHs from any further participation in the corporate enterprise.  

(a)
Seen in two forms: A merger of 2 enterprises or a change in corporate entity, ownership or both. 

(2)
Coercion of 2-stage w/2 bidders: If B & C both bidding and B offers 150K for 51% shares while C offers $130K for 100% shares, obviously all SHs will be better off w/C’s offer, but SHs are self-interested in will take B, setting B up for a second stage freeze out.   

(3)
two stage tender offers viewed as a bad thing b/c SHs can never get the full value of their shares.  However, this begs the question, “it’s not as good compare to what?”  If ban the two-stages  then shareholder may get larger portion of gains, but there’ll be fewer T.O.’s. 

(4)
We want T.O.s though b/c shifts in control often make more efficiency.  

(5)
Insiders oppose all T.O.’s b/c likely that they will loose management control.  Theory that they would disfavor less, a one stage T.O. b/c they are less likely to take place.  

c.
Tender-offer is not considered a business transaction by the target therefore the target’s SHs do not have to vote their approval.  

3.
Cheff v. Mathes: Family members own large chunk of Co.  Outside buyer purchases large block of stock for $10 - $10.50/share.  Implies to board a T.O. that would replace the key players and implement new strategy.  He was bought out for $14/share.  Presented insiders w/choice of either brining him in or buying him out at premium.  One of the SHs sued for “waste” claiming that the insiders had spent corporation’s money to perpetuate their control and should return the premium pay out to the corporation.  The insiders defended that they were preserving the corporation from corporate raiders who liquidate and sell off all the assets.  

a.
Akin to Feldman where he was paid off to get rid of the better mouse trap, here the company pays the outsider not to implement their plan.  However, there’s the issue of whether the mouse trap here would have been better.

b.
I: Courts leaning towards insiders against outsiders.  In Cheff, the T.O. threat disappears, and now w/assets diminished another T.O. is unlikely. Underlying this outcome is the chance that the Insiders were trying to hide crooked sales practices.  

4.
Greenmail: payment by a potential target to a potential bidder to buy back the shares in the corporation that the bidder already holds, normally at a premium.  In exchange, the potential bidder agrees not to pursue a takeover bid.  Some persons are suspected of purchasing shares w/the object of collecting greenmail from frightened boards.  


D.
Defenses to Takeovers: 
Use UNOCAL proportionately test when determining whether the strategy was reasonable and the Revlon test when are up for sale.  

1.
Unocal v. Mesa: Del. (1985):which TO’s defenses are permissible

Mesa made two-tier front loaded tender offer for 37% of stock at $54.  Mesa, controlled by Pickens, a high profile corporate raider w/reputation as a green-mailer.  The back end offer was to involve exchange of junk bonds nominally worth $54, however likely worth much less, making the offer coercive.  Unocal defended by making a self-tender at $72/share, but excluding the Mesa stock from self-tender.  This made Unocal unattainable by Mesa, b/c capital structure was so debt-laiden that Pickens couldn’t add more debt.  While there was no greenmail option, the issue remained whether SHs didn’t do as well as they might have w/the T.O.  Mesa sued to enjoin Unocal’s defensive measure.  In deciding the case, Ct considered:

a.
Best Interests Tests: when board faced w/pending takeover bid, it has the obligation to determine whether the offer is in the best interests of the corporation and its SHs.  B/c of the “omnipresent specter” that a board may be acting primarily in its own self-interest, there’s an “enhanced duty,” which calls for the judicial examination at the threshold, before the protections of the BJR can be conferred.  Directors must show they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed b/c of the bid.  Furthermore, a defensive measure must be reasonable in relation to the threat posed. 

(1) intermediate scrutiny test:


(a)
Enhanced scrutiny as compared to BJR, and

(i)
Process must have full information to SHs and outside directors to make objective decisions on behalf of SHs. 

(b)
determining whether the defensive measure is “reasonable in relation to the threat posed.”  

(i)
Relatively permissive standard w/presumption favoring insiders.  

(ii)
While the court acknowledged the difference in the immediate pecuniary gains the SHs would have enjoyed w/T.O., they saw that in the long run they were better off w/the Self-tender.  

(2)
Mechanically, the self-tender acted like a reverse greenmail.  A disproportionate price is paid, here to SHs to stop the T.O.

(3)
I: In coercive 2 stage bid, there’s greater uncertainty, so it’s easier for insiders to meet with a proportionate response.  Here, b/c Pickens was planning to use highly financed junk bonds on the back-end, this inside tender-offer met the Best Interest Test. 

b.
I: case was surprising b/c favoring incumbents.  Same year that Van Gorkam  was decided where court held the insiders hurt the SHs by getting them a 50% premium over market value.  Whereas in Unocal, the SHs were denied significant economic benefit in a T.O. 

(1)
Delaware Courts didn’t like to see easy transfer.  

2.
Revlon v. MacAndrews & Forbes: Delaware. (1986): Pantry Pride made tender-offer for Revlon stock.  Revlon then brought in White Knight, Forstman, who Revlon gave a lock-up on key Revlon assets and agreed to a no-shop provision.  The court held that once it was apparent the corporation was going to be sold, the Unocal test no longer applied.  Instead, the board’s duty was to get the best price and thus were forced to auction the corporation to the highest bidder.  

a.
Revlon Standard: When a corporation is going to be sold, it no longer faces the threats to corporate policy and effectiveness, or to the stockholder’s interests, from a grossly inadequate bid.  The question of defensive measures becomes moot and the directors must get the best price for the SHs at the sale of the company.  

3.
Paramount I v. Time: Del. (1989): Paramount made all cash offer for all shares of Time.  Time then entered into business combination w/WB.  Although merger was in response to Paramount’s TO bid, it also executed a preexisting strategy plan of Time.  Paramount challenged the combination and the Delaware Court held that even an all cash, all shares tender-offer could constitute a threat under Unocal test.  The threat was that Time SHs would be ignorant or have a mistaken belief about the strategic benefit of entering into deal w/WB.  In addition, Time was uncertain what the effects of Paramount’s management would be on Time.  

a.
Paramount I: B/c Time’s response was not coercive of SHs accepting a management-sponsored alternative, but rather had as its goal the carrying forward of a preexisting transaction, this defense was legitimate.  B/c Time was continuing as an entity, it did not fall under the Revlon grounds where the corporation was likely to be broken apart by the white knight, whereas here there may be different SHs but the corporate entity would continue.  

4.
Paramount II v. QVC, Del. (1994): Paramount enters into merger w/Viacom (Redstone) where control of Paramount would be vested in Redstone.  Merger agreement included no shop clause, a break-up fee and a stock option provision allowing for a lock-up by Viacom.  QVC then makes a T.O. bid w/higher value than Viacom.  Although bidding war commenced, Paramount gave preferred treatment to Viacom.  Court held that the Revlon standard kicked in once the sale of control was in play w/the primary goal being the best value for its SHs.  While no-shop or lock-up provisions were not per se illegal, they were illegal in this instance b/c interfered w/Paramount’s duty to get the best price.  

5.
The difference between I and II is that in I, Paramount was the outsider like QVC was in PII, except in PII, P had initiated/accepted the change of control to Viacom.  In the end Viacom got Paramount for much more money than original deal called for.  In end, both Paramount cases came out for benefit of Paramount SHs. 

6.
Reconciling above w/VanGorkam: In purely defensive position, the incumbents can go to considerable lengths to resist a hostile T.O.  If just defending, then don’t have to be exclusively concerned w/maximizing the immediate SH wealth.  The underlying theory is that Incumbents need some time to evaluate the long range plans.  The Rule of Reason weighing the threats of a T.O. permits concern for the long term interest of corporation.  


However, if Incumbents initiate the sale of the corporation or a clear change of control, then they are not protected by the Rule of Reason.  Rather, their primary obligation is to maximize SH wealth.  Revlon Duty.   In VanGorkam, VG initiated the sale to Pritzker, so his primary obligation was to maximize the SH wealth, i.e. there should have been an auction.  While, unlikely that this would have brought greater wealth to the SHs, the failure of process was devastating.  
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