

















ENTERPRISE LIABILITY


Treat Bro/Sister Corps as one individual enterprise


Look At:


-How meetings conducted


-How ee’s assigned


-Bank accts


-Separate books?


-Order supplies separately?


-Undocumented transfers b/w companies?


-Corps have same officers/shareholders?


-Corps have same phone #/address?





If it can be established that each company is part of one integrated corporation, every corporation will be liable for one’s debt.








Piercing Corporate Veil


Ignore existence of corporation and hold directors/shareholders personally liable.


If Corporation = alter ego of director/shareholder, should not have protection of limited liability


This is RARE





First ask( Dealing w/ a large public corporation? ( Probably not be able to pierce.





Van Dorn Test


1) Unity of interest/ownership


     -Corporate formalities not observed


     -Co-mingling of personal/corporate assets


     -Undercapitalization (*But inadequate assets to satisfy judgment alone not enough*


     -Shuttling of funds 





2) Injustice


     -If veil not pierced will result in FRAUD or PROMOTE INJUSTICE





Tort Creditors( look to undercapitalization and argue injustice if not compensated for injury.





K Creditor( look to lack of corporate formalities and argue fraud OR injustice if cannot get what contracted for.  In K cases veil should be pierced only if there is a misrepresentation (if no misrep ( no fraud (K victim assumed risk) 





Sea-Lane (7th Cir.)( Need more to satisfy 2nd VD prong


Kinney Shoe (4th Cir.)( Easier… satisfying first prong can cover for second as well. (Equity)





Reverse Pierce( First PCV, then if individual has no assets, go after assets he has in other corps.





Corporate Donations


Limits:


Reasonable Amount


No pet charities


Some tenuous benefit to corp.





Rationale:


-Good PR


-Good for America = good for Corp. (good citizen)





Two Views:


Communitarian: Corp can at time sacrifice profits to do good for society


Contractarian: Adhere to Profit Maximization





NY 202(a)(12) ( can make donations “irrespective of corp. benefit”





DE 122(9)( Donations ok but follows CL so need some benefit to corp.





PA 15-102(d)( Non-Shareholder Constituency


Can make donation in best interest of corp and consider effect on groups other than shareholders (like employees).








Pre-Formation Issues (Promoter)


De Facto Corporation: Colorable attempt at formation shelters promoter from personal liability (view from promoter’s perspective)


Good faith effort to become incorporated


Acted as if incorporated


Had a legal right to incorporate





Corporation by Estoppel: Creditor deals w/ business as a corporation even though it is not formed (view from creditor’s perspective)


Creditor treat transaction as if dealing w/ a corporation?


Would creditor earn a windfall by denying corporation’s existence?


Promoter could be held liable for debts on to-be-formed corp if:


He enters into K in corp’s. name and he is aware corp. not yet formed and other party not aware.


OR if K says corp not yet formed.


Corp never does form


Corp forms and then immediately defaults





HOWEVER if corp did not exist when promoter signed K on its behalf corporation will not become liable unless it adopts K





Promoter has fiduciary obligation during pre-incorporation period to to-be-formed corp.  May not pursue own profit at its expense.











Derivative Suits and Demand


Shareholder alleging injury deriving from loss to the corp.


To bring P must:


Have been a shareholder at time acts complained of occurred. (Contemporaneous)


Still be a shareholder @ time of suit (Continuing)


Make written demand requesting board either to sue alleged wrongdoer or take steps to rectify problem.


-Demand prevents nuisance suits, lets corps have first shot at fixing problem, and help clear courts.


-Most jurisdictions (NY but not DE) require P w/ small interest in corp post security expenses before bringing suit to prevent frivolous claims (strike suits).


-If Demand REQUIRED, then failure to make it = procedural barrier to P’s suit.


Demand is RIGHTFULLY REFUSED when board:


is disinterested


carefully deliberated


gathered all valid info to make decision


If FUTILE ( Demand excused (must plead with particularity)


Majority of board has financial/familial interest


Majority of board incapable of acting independently (due to dominance or control)


Underlying transaction not valid exercise of business judgment.





If board considered tainted and demand excused, corp can kill derivative suit by appointing SPECIAL LITIGACTION COMMITTEE.  Board can delegate any managerial power to SLC








Demand Cont.





Aronson Test (DE) ( P must plead w/ particularity that:


1) Majority of board has material interest


2) Majority of board dominated/controlled by wrongdoer


3) Challenged transaction not product of valid BJ





DE rules: 


-If demand made, waive right to claim futile.


-Decisions made by board after demand made protected by BJR


-When demand requested P not entitled to discovery





Zapata (DE) Courts look at SLC’s substantive decisions


1) SLC must be independent and act reasonable + in GF


	-Corp bears burden of proving this


2) Court then makes independent inquiry of merits








Barr Test (NY) ( P must plead w/ particularity that:


1) Majority of board interested in challenged transaction


	-Material financial interest


	-Maj. controlled/dominated by wrongdoer


2) Board did not fully inform self about challenged transaction to reasonably appropriate extent


3) Challenged transaction so egregious on face could not have been valid exercise of BJ





Auerback (NY) Deference to BJR for SLC’s unless:


SLC not independent from board


SLC not disinterested


SLC did not conduct adequate investigation


Court will only review issues of good faith, independence + sufficiency of investigation.  NOT substantive decisions.





BJR


Directors/Officers have fiduciary duties to shareholders/corp.


Majority Shareholder may also have these duties.


Grants broad immunity to DIRECTORS and OFFICERS





Must Satisfy


DUTY OF CARE


DUTY OF LOYALTY





Abstention approach( courts have presumption against judicial review in duty of care context.  Must show breach of duty of loyalty first.





Duty of Care approach( courts will look into breach of duty of care if P can establish board acted with gross negligence





DE 102(b)(7)( Corps in their certificate of incorp. can limit liability for FD breaches for DIRECTORS only except when:


breach of duty of loyalty


act/omission not if GF or known violation of law


director has received improper benefit.


-Corp will pay rather than individual director


-Only applies to $$ damages not injunctions





NY 104(b)(1)( Cert. Of incorp can limit liability except when


bad faith


breach of duty of loyalty





DUTY OF CARE


Directors/Officers satisfy Duty of Care and are therefore protected by BJR if they:


Monitor business practices (Duty to Monitor( Francis case)


Board inaction protected only if it was result of conscious exercise of BJ


are disinterested


have conducted reasonable investigation in making a business decision


must gather all info reasonably available


entitled to rely on honesty of ee’s unless have notice that they are engaged in illegal conduct or grossly unreasonable in trusting them.


rationally believe action taken is in best interest of corporation.


Mere errors in judgment insufficient for court to interfere.


If corp received some fair benefit from transaction, probably shielded by BJR





DUTY OF LOYALTY


Conflict of Interest, Illegality or Fraud


Illegality or Fraud committed( BREACH


Conflict of Interest?


No( Burden on P to show intrinsic unfairness


Yes( Ratified?


No( Burden on D to prove transaction fair and reasonable


Yes( Burden on P to show:  (Cures any duty of Care issues)


D+C ( waste


SH+ C ( intrinsic unfairness 








Conflict of Interest


Directors


Director has interest in a company entering into K w/ his company


He/Immediate family member has $$ interest in transaction


He/Immediate family member has relationship w/ other party in K that reasonably be expected to affect judgment


Common Directorship (director serves on both boards in K) ( not in CA


Director takes Corporate Opportunity for personal benefit


Controlling/Majority Shareholders( 50% or more OR significantly higher amt than others.


Self Dealing 


majority shareholder gets something @ expense/detriment to min. shareholders








Corporate Opportunities


Officer/Director id’ing a business opportunity as a corporate opportunity must present it to corp. first


Broz Test: BO=CO when:


Corp financially able to take advantage of opportunity.


Opportunity is in corps line of business


Opportunity = interest or expectancy


Interest = K right


Expectancy = corp will receive in ordinary course of business


Some determination that if D/O take opportunity for self there would be a conflict of interest.








Ratification (Sanitizes a COI)


NY BCL 713 (and DE rule)


After full disclosure made, ratification made by


All disinterested directors OR


All Shareholders (no mention of disinterested shareholders)





§ 11 of 1933 Act


Principal c/a for fraud in connection w/ sale of securities through use of RS ( for material statements/omissions


§ 11(a)(1)(5) ( who is liable


issuer


anyone who signs RS


directors (b/c they signed statement)


any expert who helps prepare RS


any underwriters


§ 11(b)(1) ( due diligence defenses


if D = expert and misstatement in:


non-expert part ( not liable


expert part( “must show after reasonable investigation had grounds to believe and did believe statement was true”


if D = non-expert and misstatement made in:


non-expert part ( same as (2aii)


expert part ( had no reason to believe and did not believe statement was misleading


§ 11(c) ( reasonable investigation = level of care prudent person would exercise w/ own $$


§ 11(e) ( damages = difference b/w original price and actual value of security @ time of suit.  Can be reduced by arguing some damages resulted from market forces.





1933 Act


Prohibits sale of securities unless issuing company registers them w/ SEC (TRANSACTIONAL)


§ 2 ( lists investments that are securities


stocks/bonds


investment K ( K/transaction/scheme where:


person invests his money


in a common enterprise


Horizontal: b/w investors (pooling of $$)


Vertical: b/w investor and promoter


2nd Cir need Both / Some courts VCE enough


led to expect profit mostly from efforts of others


any instrument commonly known as a security


“unless context otherwise requires” ( when not clear there is a security


Parties motivation


for investment/profit = security


Plant + Distribution


Broad distribution = probably a security


Reasonable expectations of investing public


Other factors rendering protection unnecessary (alt. Reg. Scheme)


§ 5 ( Registration Process


Public Distribution


Issuer (usually corporation) originates securities and sells to


Underwriters (wholesalers) who resell to


Dealers (retailers) who resell to


Shareholders (investors)


3 basic rules of 1933 Act


Broad prohibition of sale of any security using mail/interstate communication unless issuer files registration statement w/SEC 


RS must become effective before sale allowed


Prospectus must be delivered to purchaser before sale


SEC determines whether RS contains required disclosures and if accurate


EXEMPTIONS


Regulation D ( prerequisites to private placement exemption


< $1 mil ( unlimited # of buyers


< $5 mil ( up to 35 buyers


> $5 mil ( up to 35 sophisticated buyers


“accredited investors” (very wealthy folks) do not count towards total # of buyers


Buyers purchase w/ “inv. intent” not “view to distrib.”�








1993 Act cont.


Private Placement Exception § 4(2) (Doran)


Look @ Reg. D first and if not satisfied look here


Only exempts that particular transaction from registration ( need another for new transaction


Look at:


 # offerees and relation to each other +issuer


# of units (should be small


size of offering (relatively small amt. of $$)


Manner of offering (public ads no good)


§ 3(a)(11) ( exempts security itself if security sold only to people in state which company incorporated.














10(b)(5)


SEC’s rule building on 10b’s c/a against securities fraud


10b5 prohibits use of manipulative and deceptive devices (lies/misstatements/omissions) in connection w/ purchase or sale of any security including insider trading.


Enforced by SEC and/or by individuals through 10b’s implied c/a


Only purchasers/sellers of the security have standing to sue under 10b5


To bring 10b5 Action must show:


Scienter


D intended to (or was reckless) deceive/defraud/manipulate


No duty to voluntarily disclose private discussions, but once done, cannot be misleading


Materiality


Misstatement/Omission must be of material fact


Standard: ff reasonable investor would consider important


Proximate Causation( misstatement/omission to P’s harm


Reliance 


Misstatement


Courts presume reliance if statement released publicly


Fraud on Market Theory ( unsophisticated investors influenced by sophisticated ones who rely on statements.  PUBLIC statement only (West)


Omission


Courts adopt rebuttable presumption of reliance


D must show omission did not affect stock price


Show challenged info legitimately released to public


Show P planned to buy/sell regardless of info


Show P already privy to info

















1934 Act


- Created SEC( ind. Agency to enforce securities laws and make rules to implement those laws effectively


-Requires PERIODIC disclosure of registered companies 





Option K = Security


-Put ( right to sell security @ fixed price @ later date. $$ made if stock falls below price paid for put


-Call ( gives holder right to buy specific security @ specific price @ later date.  $$ made if stock rises above price paid for call





Insider Trading


Use of material non-public info in trading shares of a corp by a person who owes a fiduciary to the corp.  


Elements


Duty


Only illegal if insider owes fiduciary duty to shareholders


Disclose or Abstain Doctrine


Ether disclose material info and trade on it or don’t disclose and can’t trade 


Only need to disclose Material Info


Timing


Insider must make sure info effectively disseminated to public before trading ( no advantage


Temporary Insiders


SEC’s view


Anyone approached @ arm’s length  


need special confidential rel. AND


given access to info solely for corp purposes


no need to breach fiduciary duty


SC’s view


Person approached @ arm’s length don’t have fiduciary duty so not TI’s


Tipper/Tippee Liability  (Dirks)


Tipper must get personal benefit through giving tip (breaches fiduciary benefit) +


Tippee knows/should have known of tipper’s breach (reas person would know)


If no breach of FD by tipper then no 10b5 liability for tipee


Misappropriation


If trade on basis of non-public material info given by principal w/o disclosing fact that you will trade( violate 10b5


Must owe FD( expectation of confidentiality


To avoid liability must disclose the buy


14(e)(3)


Disclose or Abstain rule in effect for anyone w/ inside info re: tender offers


No fiduciary duty needed





Short Swing Profits


Profits made by officer/director etc w/in 6 mo. Period


§ 16(a), (b) of 1934 Act


applies to securities registered under 34 Act


Must file a report w/ SEC before end of 2nd business day following transaction in which security of a company are bought or sold


Who must file?


Beneficial Owners


Anyone who owns @ least 10% of the stock in own corp (excludes brokerage firms who hold stock for others)


Officers and Director


If above do not file corp/shareholder may file suit for profits from purchase/sale or sale/purchase of any security w/in < 6 mo.





Abuse of Control 


Much more likely in closely held Corps.


Freeze Outs


Plan for maj. SH to run business to screw minority SH


2 Key tools:


Stop paying dividends so minority won’t have return on investment


Deny employment to owners


This screws min SH because:


Can’t elect new directors b/c not enough votes


May be impossible to sell shares b/c corp closely held


Courts therefore impose FIDUCIARY DUTIES on Maj. SH


Sinclair ( owed by Maj. SH in both public and CHC


If Maj. SH self dealing then BJR protection disappears and he has burden of proving transaction intrinsically fair


Self dealing= Maj. SH getting something to detriment of Min SH


Applies when there is a breach of duty of loyalty ( derivative


Wilkes ( owed by Maj. SH in CHC only


Maj must deal with Min in a CHC w/ utmost good faith (stricter than Sinclair)


Maj must prove that acted w/ a legitimate business purpose


Min SH may prove could have been done in less harmful way


Only applies in DIRECT suits b/c SH harmed (Freeze Outs = direct)


Payment of excessive salary alone not enough to trigger


Offer to buy out at grossly inadequate price alone doesn’t trigger


Employment K does not go hand in hand w/ SH rights (Ingle)














Proxy Fights (§ 14 of 1934 Act)


Governs communications b/w shareholders + directors


§ 14(a)(4) ( PROXY CARDS


Who is soliciting proxy


Otherwise assumed mgt.


Blank space for date


B/c proxies are revocable


14(a)(10)( may not solicit undated/post dated PC


Reimbursements (Rosenfeld/Levinson)


Corp will never reimburse incumbents/insurgents unless POLICY dispute:


 Does not include personal disputes or disputes over personnel


May only reimburse if expenses are  REASONABLE +


Any disclosure statement


Any telephone Solicitation


Personal visits


Wining/Dining/Private Jet for major shareholder


If about POLICY:


Corp always pays back incumbents


Corp will only pay back insurgents if they win and shareholders ratify payment


Shareholder Inspection Rights


If there is an insurgent group incumbents (mgt) must either:


Mail insurgents proxy material to shareholders and charge for expense OR


Give insurgents shareholder mailing list


Insurgents often look to state law to get lists/corp records from incumbents:


NY (Crane)


Shareholder can get access to corp lists/records if he:


Holds @ least 5% of any class stock


Holds stock for @ least 6 months


Gives access to variety of records including foreign corps


Required a business related purpose to acquire (May have to sign affidavits)


DE (Pillsbury)


Differentiates b/w shareholder lists and corp records


SH list withheld then corps burden to show insurgent had no proper purpose


SH has burden to prove they have proper purpose for Corp records


Access given to all shareholders, no qualifications necessary


§ 14(a)(8) ( Shareholder Proposals


Two types( corporate governance and social policy/ethical 


SH tells issuer plan to present it @ meeting, issuer puts it in PS, SH has 500 words to support 


Mgt may exclude and get “no-action letter” from SEC ( so won’t sue but SH must have opportunity to fix remediable deficiencies


(i)(1)( not proper subj for SH action (order action rather than recommend)


(i)(3)( violates fed. Proxy laws (for ex. If proposal is misleading)


(i)(4)( redress personal claim against corp or personal interest not shared w/ rest of SH


(i)(5)( matter concerns <5% of corp assets + not significantly related to corp’s business


Note Lovingheim( social/ethical issues can bypass this


(i)(6)( deals w/ matter beyond board’s power to effectuate


(i)(7)( concerns ordinary business operations (SH don’t take part in( mgt’s job)


(i)(12)( Proposal submitted in past and has not gotten much support


§ 14(a)(9) ( PRIVATE ACTIONS no proxy solicitation w/ materially false/misleading statements


Material Defect ( whether reasonable investor would find info important to vote (Seinfield)


Proxy Solicitation Essential ( solicitation needed to win dispute


Minority view that c/a exists even if not essential


Reliance( P relied on PS


Causation( PS was cause of P’s harm (assumed if P can prove 3a and 3b)





Proxy Solicitation


Includes:


-DIRECT request to furnish/revoke/withhold proxies AND


-Communications which INDIRECTLY accomplish same result





Possible Situations:


-FO in Public Corp( Sinclair


-FO in CHC( Sinclair and Wilkes


-FO in CHC where Maj. SH are directors( S/W and also regular fiduciary duties owed by directors





Mergers + Acquisitions


Statutory Merger ( state corp law


Requirements


Merger agreement spelling out terms


Approval from directors of each corp


Approval from SH of each corp


Usually need true majority


NY( Board/SH approve by 2/3 


File merger agreement/certificate of merger w/ sec of state


Before merger comes effective directors:


can amend agreement in ways that do not materially affect SH rights


Abandon Deal even after SH vote


Acquiring company assumes all liabilities


Appraisal Rights


If SH doesn’t want to participate in merger can go to court to have shares appraised


Some states SH have AR in stat. Mergers only


Some states allow AR in DFMergers


NY allows in both


NY and DE( no AR for public corps


Fair value= price @ time right before merger


Asset Sales 


Large corp buys all assets of smaller corp, may give cash or may give shares of acquiring corp.


allow corp to avoid statutory requirements and dissenter/appraisal rights


Only need approval from board/SH of selling corp


Here, Acquiring corp only inherits known liabilities (not unknown)


Acquiring Shares


Larger corp acquires shares of smaller corp


Larger corp can pay with cash or with its own shares


Short Form Merger (parent and sub)


Acquirer gets substantial amount of smaller corps shares 


Steps:


Parent adopts resolution of merger


Mail plan to all SH in subsidiary 


Vote not matter b/c Min SH


File executed Articles of Merger w/ sec. Of state When stamped they become certificate of merger


De Facto Merger ( substance over form


Asset sale which has effect of Merger even though not using statutory form


Recognized in NY, not in DE or PA


Look @ provisions of agreement and consequences of transaction.


DFM must meet statutory requirements


 in order to protect minority shareholders





M+A Continued


5)    Freeze Out Mergers


Where minority shareholders forced to receive cash for their shares and are no longer SH in new entity.


Requirements:


Fairness (Weinberger) ( can act selfishly so long as not unfair


Dealing( candor/full disclosure


Price( ok so long as procedure to get there fair


If full disclosure and merger approved by majority of Min. SH then burden on P to prove unfairness


Valid Business Purpose


DE( not necessary, must satisfy entire fairness test only


MA( both entire fairness and valid business purpose


NY( satisfy VBP first, then look @ EF


Avoiding COI = VBP


Unlike w/ BJR courts look @ whether business purpose legit but ALWAYS possible for public corp to go private


Trying to eliminate potential litigation by eliminating Min. SH = VBP


Elimination of public corp expenses = VBP








Takeover Defenses


Greenmail


Basically bribe the target corp to buy back shares


Acquirer offers to sell the stock he bought back to the company for significant premium.


50% IRS tax on greenmail to discourage


another raider can just start process again


To use GM need VBP relating to SH/corp


Inside Directors have burden of justifying by showing VBP


Outside directors have less burden: show GF + reasonable investigation to invoke BJR


Poison Pill ( makes stock less attractive


Target company offers rights to shareholders triggered when acquirer get certain % of stock


Protects against all raiders


White Knight


3rd party to make a friendly negotiation





Takeovers


Hostile Takeover


Usually ( Tender Offer where Acquiring corp offers to buy stock directly from SH of target


Friendly towards target corp. SH, hostile towards directors b/c taking SH right out from under


Once tender offer executed stock price will shoot up b/c market sees someone paying more


Unocal ( when there is a takeover threat and defense may be necessary


Once a bidder makes a coercive offer, target can take defensive measures


Target Corp owes NO fiduciary duty to bidder


Two Prong test (BJR protections only come into play when satisfied)


Directors must act in good faith and take reasonable investigation to takeover bid


Directors must show that takeover defense mechanism is proportional to threat posed


May take all long term corp objectives into account when responding to takeover offer (Time/Warner)


Revlon Duties( when sale/break up becomes inevitable (can also apply to Friendly Takeovers)


When there is a:


Threat of corporation’s break up


Threat of sale of corp’s control (corp initiates active bid process, not announcement of merger)


Threat of sale/change of control of corp


Then directors owe duty to maximize SH price (by becoming auctioneer to get best price)


Duties here outweigh protecting non-SH constituency.  Can’t do so to SH detriment


Paramount Rules


Anytime a target makes transaction to change corporate control enhanced judicial scrutiny applies


When a board wants to remain independent must follow due process( consider:


Fairness of both offers


Feasibility of both offers


Proposed financing


Questions of illegality (anti-trust situations)


Risk of non-consummation


Bidder’s business experience and reputation (known to liquidate??)


How acquirer’s business plans will affect corporation


If board says no to hostile bidder must document why


No-Shop and Termination fees ( must be reasonable (limit target so can’t initiate talks w/ 3rd party)


In evaluating competing bids, can consider one security over another and asses corp future and strategic alliances.  Asses value of security @ date it will be received by SH ( use expert


Friendly Takeover


Asset purchase or merger


Acquirer gives incumbent good severance package or some other incentive for negotiating deal











