1 7

Corporate LaW

Third Edition
Stephen M. Bainbridge

fIFOUNDATION
PRESS

53

j\

o

(i

1 =
\



CORPORATE LAW

THIRD EDITION

by

STEPHEN M. BAINBRIDGE
William D. Warren Distinguished Professor of Law
UCLA School of Law

Ay

ﬁ/h)xtijﬁﬁ

CONCEPTS

fFOUNDATION
PRESS



The publisher is not engaged in rendering legal or other professional advice, and this publication
is not a substitute for the advice of an attorney. If you require legal or other expert advice, you
should seek the services of a competent attorney or other professional.

Concepts and Insights Series is a trademark registered in the U.S. Patent and Trademark Office.

© 2002 FOUNDATION PRESS
© 2009 By THOMSON REUTERS/FOUNDATION PRESS
© 2015 LEG, Inc. d/b/a West Academic

444 Cedar Street, Suite 700
St. Paul, MN 55101
1-877-888-1330

Printed in the United States of America

ISBN: 978-1-60930-471-3



EDITORIAL BOARD

ROBERT C. CLARK

Directing Editor

Distinguished Service Professor and Austin Wakeman Scott
Professor of Law and Former Dean of the Law School
Harvard University

DANIEL A. FARBER
Sho Sato Professor of Law and Director, Environmental Law Program
University of California at Berkeley

HEATHER K. GERKEN

J. Skelly Wright Professor of Law
Yale University

SAMUEL ISSACHAROFF

Bonnie and Richard Reiss Professor of Constitutional Law
New York University

HERMA HILL KAY

Barbara Nachtrieb Armstrong Professor of Law and
Former Dean of the School of Law

University of California at Berkeley

HAROLD HONGJU KOH

Sterling Professor of International Law and
Former Dean of the Law School

Yale University

SAUL LEVMORE

William B. Graham Distinguished Service Professor of Law and
Former Dean of the Law School

University of Chicago

THOMAS W. MERRILL

Charles Evans Hughes Professor of Law
Columbia University

ROBERT L. RABIN
A. Calder Mackay Professor of Law
Stanford University

CAROL M. ROSE

Gordon Bradford Tweedy Professor Emeritus of Law and Organization and
Professorial Lecturer in Law

Yale University

Lohse Chair in Water and Natural Resources

University of Arizona



CORPORATE LAW

THIRD EDITION



SUMMARY OF CONTENTS

Chapter 1. An Introduction to the Corporation.........ccccecceunee 1
§ 1.1 What Is a Corporation? ........ccccvsessrenssmmessnsssassssssssmsssamnssonsesss 1
§ 1.2  Sources of Corporate Law .........ccoeeviiiiiiiiinniinniiniceees 8
Chapter 2. Forming the Corporation ..........ceeccseieccncneees 13
§ 2.1  Inbroduchion ..o sormssess seesvsovessssvesssvassoran soo 13
§ 2.2 Forming the Corporation .. ....emsissisissemssmssssrmons o spssosaass 13
§ 2.3 Drafting the Organic DOCUMENES wissersmesemisssmmsmsmasoimirsesmassss 14
§ 2.4  Preincorporation Transactions by Promoters..................... 20
§ 25 Defective INCOTDOLALION... ...oiuossstsnsimsrsississsssassssssmnsnssmoisnmaniss 24
§ 2.6 Promoter’s Fiduciary Duties.....c.ccccvveiiiiiieiiiineininneiesinnennns 28
§ 2.7  Corporate Powers and Purposes..........cccocvveriiiiiinecinnnnnnnn. 30
Chapter 3. Financing the Corporation ..........cceeeeeeenisneeeena 35
§ 8.1 IntnoductiOn v wsssessssess wnissens sosmiasssnesssnars vismms eesvsimsanssnes 35
§ 3.2  Issuance of Securities: The Business Context ..........c......... 42
§ 3.3  Issuance of Securities: Corporate Law Aspects.................. 43
§ 3.4  Issuance of Shares: Federal Law .........cccooeuiiiiianiiiiicennnnnnn. 46
Chapter 4. Limited Liability and Piercing the Corporate

VIl .eeeieireeeeececreeeeecenneneeeccesaneesessssnassesssssnssssossssssssssssssassassssssans 53
§ 41  IntrOdUCTION yesmvwsseucssmssmmsmpsmmmmansmsnsas s savervssmsuses s vesssss susss 53
§ 4.2 Thinking About Limited Liability .......c.ccccovviieeiiiiereennnnnne. 55
§ 4.3  Veil Piercing and Related Doctrines ..........ccocovvuueerrineceennn. 57
Chapter 5. Managing the Corporation....cccccccecveccueeecereecrcecccanens 79
§ 5.1  The Allocation of Corporate Decisionmaking Power.......... 79
§ 5.2  The Problem of ManagerialiSm............cccceevvveuuuririeriereeeeennnn. 81
§ 5.3  Consequences of the Separation of Ownership and

COMETOL.soveessmssssenosssmsmosonssamasassssssssessssssressisss s ts s e cessss e 82

§ 5.4  The Board of Directors .......cccccceeeeerniiieeiiiiiiieeeeniiieee e 85
$:5:8  Boatd COMPOSIDION cureussssrssmonsnsonisessssoisssbessasssanssssemesssssasnms 89
§5.6 Removal and Vacaneles. .iwisssswmisssasssenssisssvasssmsies s iososs 94
§ 5.7 Board Committees .......ccceeeeeeiiiciiririiiiieieeeee e e 94
8§ 5.8  OffICOIS coooiiiiiieeieieeeeeee et 99
Chapter 6. The Duty of Care and the Business Judgment

RUlE.cciiiiiiiiineeeniteniciienescnnnnennennsnessesesssscssssnnennansesssssesssnes 107
§ 6.1  Introduction ........ccccooiiiiiiiiiiiiiiiiiiiiiee e 107
§ 6.2 Why a Business Judgment Rule? ..............cccvvvveeieninnnnnnn. 115
§ 6.3 The Law of Business Judgment................ooovvvvvuuevennnnnnnnnn.. 122
§6.4 The DUtyol CAre ccsamermsmsmsesns mmesises s i samsnns 139
§ 6.5  Statutory Responses to Van Gorkom and the “D & O

Liability CriSiS”...ccceiiiiieiiiieiniieeeiee e e 148

Chapter 7. The Duty of LOYalty ...cccceeeeeeeeeeerrrrrcnnneeeeeeeeeeecesennns 157
§ 7.1  Distinguishing Care and Loyalty .............ccccovvvvvrvrneenen.... 157
§ 7.2 Conflicted Interest Transactions ............cceeeeeevuveeeeneeeennee.. 158
§ 7.3  Corporate Opportunities ........ccccceeveeieeeeeeeeeeeeieeeeeeeeeeeeenn. 169
I S € oo T B =1 o o W 178
§ 7.6 Oversight and LoYalby isisomvsmmimisosssisiossssassnsasnnsnsssnes 181
§ 7.6 Fiduciary Duties of Controlling Shareholders.................. 184

1ii



SUMMARY OF CONTENTS

Chapter 8. Shareholder Litigation .......eeeeeenennennicciennnnnns 207
§8.1 Introduction «.......cessseere womsnamamensso iR e AR WA v 207
§ 8.2  Direct v. Derivative Litigation.......... T TR 207
§ 8.3  Attorney’s Fees: Herein of Strike Suits and Their
00) 0= 1= TSRO 209
§ 84  Procedural ASpPeets .........cosmsmsimssmssvssissossrisomsioasssonsanaons 211
8.5 Demand and Board Control of Derivative Litigation....... 225
Chapter 9. The Limits of Fiduciary Obligation ..................... 245
§9.1 THELOCUCEION w1 svsunsinssnswsommmeasesmmsmmsssn g« sasSEH5HE s oo sowisions 245
9.2 Corporate Social Responsibility and the Law................... 245
9.3  Extra-Contractual Duties to Bondholders ..........ccccc......... 252
§ 9.4  Extra-Contractual Duties to Preferred Shareholders...... 254
§ 9.5  The “Special” Problem of Corporate Philanthropy........... 257
Chapter 10. Shareholder Voting..........ieeiceeencneecinnneennnnen. 259
S 101 IILPOAMEEIONN <. cocme wnemrmamsmernmnnii s SRR o anRo0R 43 SeRaET s v s s 259
S 102 Sate LW ..ocvavevemsovesoinusomonennnsnmosnns s ensiasisFugatnasararsninmen showed 260
§ 10.3 Federal Regulation of Proxies.......c.cccceeeeevuiieeenneueeeeennnnne. 274
§ 10.4 Shareholder Proposals Under Rule 14a—8........................ 294
Chapter 11. Insider Trading and Securities Fraud.............. 303
§ LLL  Inteoduction .. .omsssimreammmm sa s mmivrssesasmsisisassinsa 303
§ 11.2 Origins of the Insider Trading Prohibition ....................... 305
§ 11.3 The Disclose orAbstain Rule......c.iuimsimsisszmmsmmaies 324
§ 11.4 The Misappropriation Theory and Rule 14e—3:
Post-Chiarella Gap-Fillers.........ccccccoeeeeeevinniiiiieeeeeeeeeeeennn, 330
§ 11.5 Elements of the Modern Prohibition .............ccccccvceiieennnnn.. 347
§11.6 Section 16(D)....cccoviiiiiiiiiiiiiiciieeeeee e e e 364
Chapter 12. Mergers and AcquiSitions .....ccccceeeveeeveeeveeeneeeenenens 373
2T N 6 1 (0T 18 o7 o) o RSO TR 373
§ 12.2 Statutory Acquisition Techniques .......ccccccuveeveerevveeeennnnen. 378
§ 12.3 The Appraisal Remedy .......cccceveeeeeeeeeeeeeiiiiieieiieeeeeeeeeeee, 388
§12.4 De Facto Mergers......ccccoeeeeueiiieeeieeeeeeeeeeeeeeeeeeeeee e 390
§ 12.5 The Target Board’s Proper Role in Statutory
ACQUISIEIONS ...c.iiiiiiieeieee e e e e eee et e e e e e e e e aeeeeeeas 392
§ 12.6 Nonstatutory Acquisition Techniques........c..ccccevveeeeernn... 395
§ 12.7 Federal Regulation of Tender Offers..............cccevveeunnnnnee. 399
§ 12.8 Takeover Defenses: The Arsenal ..........cccccuvveeeeeinneeeeennnn. 415
§ 12.9 The Propriety of Target Board Resistance to Unsolicited
[0 5 (1 - L S S 426
§ 12.10 Consideration of Nonshareholder Constituency
TDEETEREE .cooinnit conmenenasmminamasomsnansss smsssasaos ssmnspessshssnosi dsSimaasFue 445
§ 12.11 State Anti-Takeover Legislation.............ccccccveviivvuineeeeennn. 448
Chapter 13. Dividends and Other Legal Capital Arcana ....461
§13.1 INtEodUCHION :.ovvmmimmiimssssmenmmsns memsssmnmisemsse b bins e sin 461
§ 13.2 Money In: Herein of Watered Stock ..........coceeeevveeeeneennnnnn. 462
§ 13.3 Money Out: Dividend Statutes .........cccccceevuveeecuirirveneeennenn. 465
§ 13.4 Redemptions and Repurchases...........c.ccoouvveeeeeeoneenannnn.. 472
§ 13.5 Stock Splits and Dividends .........cccooveeeeeeeeeeeeeeeeeeeeeeeennnnn.
§ 13.6 Dividends on Preferred Stock
§ 13.7 Suits to Compel Declaration of a Dividend

v



SUMMARY OF CONTENTS

Chapter 14. Close COrporations .......ccccceessseccsssensssccscsessassssssssss 485
§14.1 EBExif Versus VOIce. ......«snusmmnnssmsarensme st mesvamiiss 485
§ 14.2 Private Ordering in Close Corporations........cccccccuveeeennuenne 487
§ 14.3 Fiduciary Duties in Close Corporations............ccccceceeerennnn. 504
§14:4  DISSOLUTION, iorevvmiveeesarvanmssoranmmsunnneesnssrensssiissivassssidasssmsnsssnnins 515
TABLE OF CASES covonusssiosssnsssanssesssvassnsssns sunnsnnssasssamnasossnsnsnssssssisesbisosss 523
50 0 D) PR 535



TABLE OF CONTENTS

Chapter 1. An Introduction to the Corporation..........ccceeeunee. 1
§1.1 What Is a Corporation?..........immsemsssasssssmsmpsmansis oo 1
A,  Fortial ‘Creation . ....ueseoommmennssssssssssasssmssisssanasanes soiummsseess 1
B. Legal Personality .........ccooeceeerirsvnneciisisnnisniensinneessosiaeness 2
C. Separation of Ownership and Control......................... 3
D. Indefinite Duration .......ccccceeeeiiiiemieierieeeceennieeiieiininanns 5
E. Transferability ....ccccooooieeiiieeeeeiiiiieiiiiiiiieiiiiieeeene 6
F. Limited Liability ......ccoooiiiiiiiiiiiieeeeeeeeeeeceiiineceeeeeeen 6
G. Some Fundamental Distinctions........cccoceeeeiiiiiiiiniinnnns 74
§1.2 Sources of Corporate LawW  mcsssssosssnsiersimissacnsssiss 8
A. State Corporaie Law ... snsssunmeprasssamsiessses 8
B. FodrallusiW.........oovorn s snomomnenennsosssssssas sisnsamsasesssassssansss 10
Chapter 2. Forming the Corporation.........eeeeeeeeerecciiiiccnnnnnns 13
§2.1 INtrodUuCtioN ....eeeeeeeeeeeeiiiieiee e 13
§2.2 Forming the Corporation .............ccceeeveeeeeeiiiieeeianiiieee e 13
§2.3 Drafting the Organic DoCUMENTS ..o v e esssonsmmssessmsess o 14
A. Articles of INCOrporation: sswesssssissasssnsssssmsnessnamess 14
Bl BYLAWE ..cmneee cvmmommenemeessmenssssmenss 58 Safiis s ma s SRR S v aREE 16
1. Adoption and Amendment............ccccoevvvivvrinnnnnann 17
2. Legality .....oeeiiiiieiiiii e 18
§2.4 Preincorporation Transactions by Promoters.................... 20
A. Corporation as Party .......cccccceeeeeiiiiiiiiiiiiiieieeeeeneee, 20
B. Promoter’s Liability After the Corporation Is
| 0310 1 U= Py s R, 21
C. Promoter’s Liability in the Event the Corporation
Never Comes into Existence........cccccceeeieiieiiinnienneneen. 23
| T =Y T, 23
§2.5 Defective Incorporation ..........ceeeeeeeieeeeeeiiiciiiiiiiiiieeeeeeeeennn 24
A. De Facto Corporation.......cccceeeeeeeeeeeeieeieeieeeieeieiiiiinnns 24
B. Corporation by Estoppel ..........oooviiieeiiieiiiieeeieniaen, 26
C. Statutory Efforts to Abolish the Common Law
D OCITINEE sssvesersrsonssmimsrossnssssnsmnes somsinssseimveteseessnsismnssssisn 27
Di  Policy.. i mmmmamrmimsmammssassss s susasasssssss 28
§2.6 Promoter’s. Fiductary Duties: ...« s nasmmmsmsmivsesmsios e 28
ST Corporate Powers and Purposes.........cccccceeveiiieiinnciinccnene 30
Cha pter 3. Financing the Corporation .........cceeeeeeceveeeeeeccnenenn. 35
§ 3.1 INntroduction .........oooeeiiiiiiiiiiiiieieceeeeeeec e 35
A. Corporate Capital Structure .........cccceeveeeeiuvreeeeeennnen. 35
B. Equity Securities.......cccccocvuiiieiiriiiieeeeciieeeeeeiieeee e, 36
L= Common Stoek... sswmusnsmsmmasiosis s 36
2. _ Preferred Stock:...vsmai sasssmmmsnans momssisnsmsss 37
(G:  Debt.SeCUTIEIES.. ... i v ossxsissismiasssses fosninss snomndsssihosgosass 38
1. Bond Value and Interest Rates........c.cccevvveeee.... 39
2. The Indenture........ccccoevueeeeeeeiiiiieeeeiieeeeeeeeee 39
D. Convertible Securities ...........cccccveeeeeeeieeeeiiiiiiiienee 40
E. Asset Backed Securities........cccooeeeeeeeeieeeeeiiiieeeeeennen. 41
§ 3.2 Issuance of Securities: The Business Context ................... 42
§ 3.3 Issuance of Securities: Corporate Law Aspects................. 43
A. The Respective Roles of the Board and
Shareholders  ....covnmvinssuiisresnmmmms s msiss s 44
B. Subscription Agreements ,.......sissismsieioessioeiotsnsonnmnsss 45

vii



TABLE OF CONTENTS

C. Preemptive RIZhLE .....c.comeemssssasmmisimmssistmassivrinsmsades 45
§ 3.4 Issuance of Shares: Federal Law........c.cceeeeviiiiiiiiiiiiiiinennnnn. 46
A. The Registration Process i namswmmsnrorsusasssassssnsnm 47
B. Exemptions from Registration ........semsssesomvesssesson 47
C. Civil Liabilities for Securities Fraud and Other
VAOTABIONE ... e enenens rorovnonsns cassmnennsemmesas snnsmsnss sFesFoosswrasss 50
D. Becoming a Reporting Company: Registration
Under the Securities Exchange Act........cccccuvvveeeeeenn. 51
Chapter 4. Limited Liability and Piercing the Corporate
N @I L ccssssenssssssrossnvsrannrsssnsnensnmsasssssassnsnsnnenssnsinsstinahiansosicaisossssnsasssss 53
§4.1 TNEPOAMCEION. . vvsorsovss sasmn-srins s sasiss sasmasssnson et fomnsmsiesossus Hunnnnis 53
§4.2 Thinking About Limited Liability ........osesssssississensnes 55
§4.3 Veil Piercing and Related Doctrines ......ccccccceeeeiienuunnenens 57
A, BENIArdS.... .oy e e S 57
B. Critical Factors in Any Veil Piercing Case................ 61
1. Nature of the Claim ........ccceeveeiieiiriiiiiiiiiiiieeees 61
2. The Natiure of the Defendant ...........ccccocccevensennn. 62
3.  'The Laundry: LISt o umisesesssassnssnsmspessssssssivssasonss 63
4. Is Undercapitalization, Standing Alone,
B TIONUE Y 5 e smemreeoi waito i o B s e S AR 67
5. The Take-Home Lesson: Operationalizing Veil
PIEPCINE ..... - e« aeconsnn s comiswess conoss i sxsntomassigns sisnsvistos 70
C. What Law ApPPHES? ... oo vorsesmnsesmessmisvinssssasassanaszonss 71
D. Related Doctrines......cccccceeeeeveeeciiiiiiieieeieeeeeeeeeeienes 72
1. Reverse Veil Piercing.........cccccoevvvvvvvvvveeiiieneennnn. 2
2. Eniterprise Laability . ccousmesemrsnansmisasivnsssose ssesansves 75
Chapter 5. Managing the Corporation ..........cceceeveeeeecccnenennne 79
§5.1 The Allocation of Corporate Decisionmaking Power......... 79
§5.2 The Problem of Managerialism ........cccceevvvieeeeiinnineeeennnnen. 81
$ 5.3 Consequences of the Separation of Ownership and
CONEEOL. 1 o s s vssnmsensnremssspmensosssesmunsususssessuss ssssssoisiismssssssensmmns 82
§5.4 The Board of Directors ..........cceeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeevennnns 85
A. Why aBoard? ........ccoeeiiiieeeiiieeeeeeeeeee e 85
B. Board of Directors Housekeeping Rules.................... 85
1. The Requirement That Boards Act Collectively
| S\ (T i a1 e S A 85
2. BOATAISIZE .. . .oneeannmemmrens s uivaes sy SR A RS S R8RS 86
3. Electronic Participation in Board Meetings...... 87
4. Notice of Board Meetings..........ccceeevuveererveeennnnnn. 87
5. Quorum and Voting........ccceecuveeeeeeiirireeeeiniieeeeen, 88
6. Board Term Limits.......cccccceveiieeeeeriiiiniriiveeeeenee. 88
§5.5 Board Composition ........cc.ceecuvviiiieiiiiiieceeccieee e 89
A. Board QualifiCations ... meesssssssnsimmmmssiosinsesngasssssss 89
B: Independence ..icoaseciom. eessmmenmsinsmmesisssasivisssasinsossnsasnes 89
1. The Majority Independent Board....................... 90
2.  Who Is Independent? ............cccoeeeeeeiivenvereennennnn. 91
§5.6 Removal and Vacancies.........cccceevuveeeeeiiieieceeciieee e
§ 5.7 Board Committees ........ccocuuviiiiiiieeeiiecccieeeeeeee e
A. State Law....ccceeeeeieeeeeiieeeee

B. Stock Exchange Standards
1. The Nominating and Corporate Governance

COMMIILIEC oo o s tss a5 sions Shov et Sl 95

2.  The Compensation Committee...........cceeeeuunee.... 95

viii



TABLE OF CONTENTS

3. The Audit Committee ......ccceeeeeeeeriiiiiiiiriiiininnnnnnn. 96
§5.8 O CETS o e sass ATH A USSR NS e oo s s SUO——— 929
A. Delegation of Corporate Powers to Officers .............. 99
B. Officersas ASents iy awaassssmommmssossmsms s voisussos ssnns 100
1. The Agency Relationship Defined.................... 100
9. Authority of Agents.......xsmmsmmssmsarsprsmsvsis 101
3. Authority of Corporate Officers.........ccccecuuuennnn. 103
Chapter 6. The Duty of Care and the Business Judgment
BALE sicimvassaseinsinssssissinssnssissssnsssontansonsossonanenconesessasnssssssssens 107
§6.1 8% 12015 £ 551716} 1 A ORURR PO S RN 107
A. Shlensky and Abstention: . u: . s ssasumirsoss asssessses 108
B. Technicolor and Substantive Review....................... 110
C. Where Is Delaware NOW? ........ccccccicuumsiosmsnsossosssassenss 114
§6.2 Why a Business Judgment Rule? ..............cccoiiiiiiiinn. 115
§6.3 The Law of Business Judgment.......
A. The Nature of the Rule............
B. PreconditlonsS......ccccoceiiiiieieeiiiiiiiieeceieiieee e
1. An Exercise of Judgment
2. Disinterested and Independent
Decisionmakers s s nsmumnsismmspmssssmegs 123
3. Absence of Fraud or Illegality .........cccevvveeee.... 124
4. Absence of Waste.......cooovvmvreeeieeeiiiiieninniiiiniinnns 126
5. Rationality.......cccoooiiiiiiiiiiieeeeieeeciiiieeeeeeeeen 127
6. An Informed Decision (a.k.a. Process Due
CATE) .o e e e e e e 129
C. The Contextual Business Judgment Rule............... 136
D). Application 16 OMHICEES . cimevmmnmsresmmmmmssanmmssasyes 138
§6.4 Thie Duty of Care winssmmmmssmmsrspsisssnnsarsss sosassesistosmsns 139
A. Is the Duty of Care a Negligence Standard?........... 139
B. Causation.........cc acreemomeacosasssennnennmmsnis wassasstsnsiodsss 55555 140
C. Reliance on Officers .........ccooeviviieeeeieeeceeeeeeccccnn, 143
D. Oversight Cases .....ccccceeeeeieeeeieeeciiiiieieeeee e, 144
E. Shareholder Ratification .........ccccccevveeeeeeeiiiiiiinnnnn, 146
F. The MBCA ... 146
§ 6.5 Statutory Responses to Van Gorkom and the “D & O
Erability CRISIE . . cpermsnsnnsr s smsioiosvvsssnt sostons st s siimats 553 148
A. [Liability Limitation Statutes .. .mrmwimmmaicssvs s 148
B. Indemnification Statutes.......cccoooevvmrvreeereeeeierieeenns 150
Chapter 7. The Duty of LOyalty ......ccccvrveeeeceirreneecccrrneneeecsnneeens
§ 7.1 Distinguishing Care and Loyalty
§7.2 Conflicted Interest Transactions.........ccccceeevvveeeeicnnnnnn...
A. Common Law Evolution ..........................
B. Interested Director Statutes
1. Approval of Conflicted Interest Transactions
by a Disinterested Board Majority................... 162
2. Approval of Conflicted Interest Transactions
by Shareholders...........ccceeeviviiieeciiiiiececee. 163
3. Fairness Absent Valid Approval or
Ratification ........ccoeeeuvvieeeeeciiiecececee e 165
4. MBCA Subchapter F.......cccooveiiiiiiiiiceene 166
C. Executive Compensation ...........cccceeeeeuveeeeeeeuneeeeannn. 168
§7.3 Corporate Opportunities ..........cccecuveeeeeecieveeeeeeieeeeeeeeeneen. 169
A Delaware's Standard. e s sossassens 169

ix



TABLE OF CONTENTS

B, Tha ALL ADDTOACR.....cc.civesivismainsimses siesssmemnisr siinase 173
C.. DEfONEES. ..c.vvimsesnssvinssmsrisesssssnmensssdipasaston dsiitis saasesasnsnes 175
L. Capaciyicmses sommsnsssmsariiissidistmevsessamssnporassavon s 175
2. Financial or Technical Inability.........cccccevveeeee. 175
3.  Refusal to Deal ....coniiimmimsmsmmsimnimsvmssssscsasags 177
§ 74 G000 FAIED . socizsveesmsiiaiomeneinnsasnnss s ssemmaues sy sts s issssssonssnesa
§7.5 Oversight and Loyalty
§7.6 Fiduciary Duties of Controlling Shareholders................. 184
A TDErOdUCHION. .. .omessvvsscongasssscvis o visssassosssiioatanmnnannnenons 184
B. Identifying Controlling Shareholders...................... 185
C. Parent-Subsidiary Transactions ..........cocccuveereeeeeenn. 186
1. The Canonical Sinclair Oil Opinion................. 186
2. Zahn v. Transamerica and Conflicts Between
ClasSSEE OF SHOCK . uus sievemsonnssnssmsinmsssisaisisysmgasey 188
D: Sales of Contiol o s misessssssronssas 191
1. 'The General Rule........cimvsimmmisasanmmie. 191
2 Daleto Al LIoOLEY: . ... v wrassims deniasosammrerstive sanpas 192
3.  Sale of OfficE...occomumemssssstsion oposimnsssormapsanenamsonere 192
4. Usurping a Corporate Opportunity.................. 194
5. Refusalsto Sell..........covvvviieiiiiiieieieeeeeeeeeeeeeeee, 196
Yo,  Beeze- OB vus. v veonsnassssansssmioisnimesmasrsss s esess s 198
1. The Business Purpose Test ......c.c.osesmssossumsnines 200
2. Frecze-Outs and Fairness .....owsnaseassans 201
3. Freeze-Outs, Fiduciary Duties, and
APDFATSAL 5o oo mmesions s iy 2 oS oo S os S35 R omman 203
4. Effect of Shareholder Ratification.................... 206
Chapter 8. Shareholder Litigation .......ccccceeeeeeeeeenenennnneenseeeeenens 207
§8.1 I EXOTUCHION .o vsereverserasosssvssammnmssmensssiiosssssansssanunssnansanssnresssss 207
§ 8.2 Directv. Dertvative Jiutigation . .. ...ommmmsssonmnssmensaspessoinss 207
§ 8.3 Attorney’s Fees: Herein of Strike Suits and Their
L OTIVETSE. oo senvoupmugnamis sonaessaioss sssmens s ohm s e SIS R e Sy agw o 209
§ 8.4 Procedural ASPEEts ..o immeacenm snersamcanmpsorsstosionssaiesonsanmens 211
As FROEP 23.1 icinv v oo snieissimgs it saisses s e ssmam omamasens 211
B. Choice of Law and Forum...
C.  Verification ..........ccccuveeieeviviieeeeciieeee e
D. Contemporaneous Ownership..........ccccccceeeeveeinnnnnnns 216
1. The BasiciRequitement......oiuesssrissisrsssossass 216
2. Bondholder Standing to Sue Derivatively ....... 218
3. Director qua Director Standing........................ 220
E. Collusive Jurisdiction and Realignment of
P RBIEE o o oinmnmnan cnmeve s stas 58 e Sy s 6 i wa s s s sy 221
F. Fair and Adequate Representation.......................... 221
G. Judicial Approval of Settlements............ccceeeeunnnnn.n. 223
H. ReECOVEIY...oiiiiiiiiiiiiecieeeieeeee e 224
I Jury Trial..eiciiiieececeee e 225
§8.5 Demand and Board Control of Derivative Litigation...... 225
A. The Demand Requirement .............cccccocouvveennennnn.. 225
1. New York’s Demand Futility Standard ........... 226
2. Delaware’s Demand Futility Standard............ 228
B. Board Control of Derivative Litigation.................... 232
1. Demand Required Cases.........cccovveeeeeuvveeennnn. 232
2. Demand Excused Cases........ccocueveeeecuueveeennn... 234
3. Judicial Concern with Structural Bias............ 238



TABLE OF CONTENTS
C. The ALI and MBCA Universal Demand

A erNatiVeS s riessspivisssssssssomssssemsssvinysssasnemosss onosonsos

T.. MBEA S TAL osimmsssngmssssnssssmussssgssssssmsmmsssmmmnes

2. ALTDPRINGIPLES Part, VIL ... comenimnonmupsssasavens

3. Evaluating Universal Demand..........cccccceueen.

Chapter 9. The Limits of Fiduciary Obligation.........ccceeee...
§9.1 INtrodUCEION ...ooeiiiiiieiieieieie e e eeeeee e e e e e
§9.2 Corporate Social Responsibility and the Law..................
A Case dhawW noveson s mmsnen s s s s e e s

B. Nonshareholder Constituency Statutes ..................

C. Benefit Corporations imsimes s seimnsemsasmssaenss

§9.3 Extra-Contractual Duties to Bondholders.......................
§9.4 Extra-Contractual Duties to Preferred Shareholders.....
§95 The “Special” Problem of Corporate Philanthropy..........
Chapter 10. Shareholder Voting ........eeeceeniceencsnnceccnneennes
§ 10,1 InfrodUEHON  owsesv: arismmammmsmsimrsmsmsmsspesmmessssmnsssrinsins
§ 10.2 State Law .iusmamssissosmrs sosssasstommassssimmisvssmsmvsess
A, ODVOTVIOW ., ssusmsimesssssgmmg s s aieso s ses s R et s s

B. Notice, Quorum, and Votes Required .....................

C. Election of DiteCtors ..,...sssssisssiegmasamsseasansssssse s

1. Plurality Versus Majority Vote .......cccccceevvunnnee

2. Cumulative Voting .......ccccoeveeeeeiiiiiiiiiiiiieceeeenn.

3. Classified Boards........ccccouvuvemiiiiiiiiieeeeeeeeeeeeeees

D. Group VOtING ...ccoooiuuiiiiiiiieeeeeee e

E. Shareholder Inspection Rights.......ccccooveieiiiiniennnn.

§10.3 Federal Regulation of PTOXIES...c.suussummussissssommssasossnsasassss
o OTIBING soisncsmsnmspansieiromrsissis et st B snmiasses

B. The Regulatory Framework ...........cccccccevviiniininnnnee

1. What Is a Solicitation of Proxies? ....................

2.  The Proxy Rules .....ccccueiiiiiiiiiiiiiiieeeee,

C. Proxy Contests ....cccceeeeeeiieeeieiieieieeeeeeeee e

1. Disincentives to Proxy Campaigns ..................

2.  Reimbursement of Expenses ..........cccccvvveeeen....

3. Shareholder Apathy and Related Problems....

4. Proxy Contests and Takeover Bids..................

D, Proxy Tatigabion ..., casessscsosmaseneseseyunssisss sassssonssosmasessts

1. The Implied Private Right of Action.................

2.  Key Elements of the Proxy Cause of Action ....

3. Materiality.......cccoooiiiiiiiiiiiiieeeeeeeeeeceee

4. Reliance and Causation............ccccevvvvvvveneee.....

5.  State of Mind ......cccccvvvvirieieeeiieeiiciiieeeeeeeeeeeeen

0.  ReTHEd18S v mmmmmmmn- st s

§ 10.4 Shareholder Proposals Under Rule 14a—8.......................
B BHC ROVIOW .. ooniiesesonsnsinsiepmmsssins srimatstass mers fontinia aass

B, ENgibility ..ccooooiiiiiiiiieeeeeeeeee e

C. Procedural ISSUES.......cccevvuiiiiiieiiiieeceeieeeeeee

1. Number of Submissions........ccccccvvveeeeeeeeeeeennnne.

2. Prior SUbmissions .......ccccceeeeeieieeeeeeiiiiiieee

3. Attendance.........ccocceeiiiiiiieeiieeeeeee e,

4. TIMING .cooiiiiiiiiiiieeeecee e

T 17— e R

D. Substantive Grounds for Excluding a Proposal ......

1. Proper Subjects for Shareholder Action ..........

X1

276
276
277



TABLE OF CONTENTS

2. False or Misleading Proposals.......cccccccceeeerennn. 298
3. Nobt Otherwise Significant. ......sc.esvssevsevesons 299
4. Ordinary BUSiDESS ....c..cassesmssgmmsassssssssssne 300
Chapter 11. Insider Trading and Securities Fraud.............. 303
§11.1 INtrodUCHION ....cccuvmumssismrsmmsiosssommsssvasosasrassdosnssnssssiss swinenon 303
§11.2 Orlgms of the Insider Trading Prohibition.........cc.c......... 305
State Common Law.......ccccoviviieeeeeiiiieeeiiieneneeeeeen. 305
1. TFace-to-Face Transactions.........civsesissesssssassess 305
2. Do Selling Directors Owe a Fiduciary Duty to
Their Nonshareholder Purchasers? ................. 306
3. Stock Market Transactions .........ccceccuueeeeeeeeennn. 307
4. State Common Law Today.....cccccceveeeeeeeeeeeeneneees 309
5. Derivative Liability for Insider Trading
Under State Corporate Law ........ccccvveeeeeereennn. 310
B. Origins of the Federal Prohibition..........cccccccceeei. 311
C. A RUIE T0D=5 PIINMET svimssseromisssisnsissssansmsorisssaysmsos 314
1P 1=V 0 5 ) | o/ AR S AT 314
2. Application to Omission Cases........cccccceeeerennne. 315
3. Materialify.. ... ..oomeesmmsususisssnimsasosassnininessanseiassssise 316
A,  SCIENTET. . ovsvms ammmwesivanswssssishvtnosmss bed STmiiiss tusganemsans 318
5. The Limits of Rule 10b—5: The Need for
Deception .......ccvuvieeieiiiiiciee e 318
6. Secondary Liability and the Plain Meaning
1) (o S SO 320
Di  Cady. RODEBES .o.cu-sisimorassossmis omsmsinnmsssasvesstonessomsmsssonse 320
B. Texas GulfSulphum..........ccasvmmsssom s 321
§ 11.3 The Disclose or Abstain Rule........ccccccueviieiiciiiniiiiiiiniinnnnes 324
A CHIAPCILA ... .o nevermcmmesammvsmnts s szt ssem s se st TEaihnp anmmmnmonas 324
1s:  "The FPActs ....csssmssssmssmmsesssiossivesmasmins ssse sossnass 324
2. Inside Versus Market Information .................. 325
8. The HolAING ..cc.ocvivommsvosansnsosssnssnsnssonsasensssvsnsanvass 325
SIS o < R S SR 327
1. Selective Disclosure and Regulation FD ......... 329
2. TippIng CRaINS s nsssssarsesossmssnssssoisesssmissss s 330
§ 11.4 The Misappropriation Theory and Rule 14e—3:
Post-Chiarella Gap-Fillers.........ccccovvvvviereveereeenccceceeennnn. 330
A, RULE TAE—3 . i...comomemn sommnmss bisnewmpaisscasnansaniassfepmmmennnnsnns 330
B.  Misappropriation .......ccccceeeveiiviiieeiieeeeneeeeeeesennnnenne 332
N € 1«1 ST ——— 332
2. Called into QUestion .........cccccveeeeeeeneeeeeeennnnn. 334
3.  OHapan: Facts csmsesimssomes seaveseussbssvavorsssines 335
4:  (O'HAoan: ISBUEE v s cossism it sisgimis i s ass 335
5. OHagan: Holding:......cv sesvmnmiimnsmsiisssen 340
6.  OPEH QUESHIONS.......cosovsvessiasinsarsissssnsssisibossanemss 342
§ 11.5 Elements of the Modern Prohibition ...............ccccevuuennnenn. 347
A. Material Nonpublic Information............ccccoeoeeeeennnn. 347
B. The Requisite Fiduciary Relationship...................... 348
C. Who Is an Insider? .......cccoceveeeeiiieieeiiccieeec e 351
1. Classic Insiders ........ccoooveveiveeeeeieeeeeeeeeececas 352
2. Constructive Insiders.........cccccceeeeeeecieeeeecennnnn... 353
3. Tippers and T1IDPees. oo oo s 355
4. Nontraditional Relationshipsi..c..co.mssmsmanssie 356
5. What Does “Other Relationship of Trust and
Confidence” Mean?..........cccoeeveeuvvvverereieeeereeeennn. 359

X1l



TABLE OF CONTENTS

D. Pogsession or 1ISe? ccosmseaserssmsissasmimmossssnsnssasnssses 359
E. Is There Liability for Trading in Debt
SECUETIIEE? .. ... oo conespsgaitsissciomminassgastissss sesommisnss sosisresrs 361
F. Remedies and Penalties,. i mxemmssmssssmssevesumsmsersss 362
§ 116  SECtION VBN ciacsavsscsnsonmon ononorannusess i iises singsdsis inspesoians ssbuvvsns 364
A. Matching Transactions......ccccceceeeeiiisivenennicecessesesses 365
B. Officers, Directors, and 10% Shareholders ............. 367
C. Limited SCOPE...uuuuririiiieeeeeieeeeriiiiiiieeeeeee e e e e e e e 369
D. Form Versus SubStan€e....cesssummmmmmonsssasssonssns 370
E. Impact of Sarbanes-OXIey . umsuesessmnssnnsmmsmsnsesmsisns 371
Chapter 12. Mergers and Acquisitions ........ceeeecveecccsissneneees 373
§12.0  INEPOTUCEION ..oirase censmsarronmsenomennsnspas SIS R i o Soosssnta vinesn 373
A. Classifying Acquisition Techniques.......cccccccceeennnn. 373
B. A Preliminary Overview of Acquisition
117 E=Ted 0 V20 UL oL N O S 374
le  The NIETZer . ac s o imeriisnsimsvnmssmrasssintomnnsasas 374
2. The Sale of All or Substantially All Assets ..... 376
3. 'The Tender OHer ... s oumasmimmmamesisivmmms 376
4. Negotiated or Open Market Purchases ........... 377
5 The Proxy Contest.....ommasrmes.vmems s 37T
§ 12.2 Statutory Acquisition Techniques ........cccccceeeeereeeeeeccinnnnns 378
A, The MErgEr ......uuueeeceeeeeeeeeeeeeeeeeeeereereessssessnnnesneseeseas 378
B. The Sale of All or Substantially All Corporate
ASSEES . 380
1.  What Does “All or Substantially All”
I ) 0 381
2.  Choosing Between a Merger and an Asset
B . e e smnii RS S s R AR B SR e 383
C. Triangular Transactions............co.siesscosssesessnonsnassess 385
D. Ensuring Exclusivity .......ccooooiiiiiiiiiiiecieeecceeecii, 386
§ 12.3 The Appraisal Remedy ..........coooovvviiiiiiieieiiieeeeeeeeeeeeiiinns 388
§ 12.4 De Facto Mergers ........cccoeevuvveeieeciiiieeeecciiee e 390
§ 12.5 The Target Board’s Proper Role in Statutory
A COUTSITIONE srezesammssissamesy eimiss it suissivss s somosesamsivssa tnssesnons
§ 12.6 Nonstatutory Acquisition Techniques.............
A. Share Purchases v. Tender Offers
B. Tender Offers v. Proxy Contests ..........cccceeeveeeunnnnnns
§ 12.7 Federal Regulation of Tender Offers............cccueevennnene...
A. Beachhead Acquisitions...........cccoeevuveeeeeicveeeeeeeee..
1. The Obligation to Disclose...........ccccceuueeenennen...
2.  The Content of a Schedule 13D Disclosure
S1EzE7 S aT=3 1| A SN S 403
3. Section 13(d) Latigation wuesssisemasessssnvsosssemoome 405
B. Tender Offer Disclosure and Procedural Rules ...... 407
1. Definition of Tender Offer ..............cccuveeennn...... 408
2.  Commencement of a Tender Offer................... 410
3. Content of Required Disclosure........................ 411
4.  Procedural Rules ........cooeeiieeviiiiieecciiiiicce. 412
5.  Target Obligations ..........ccceeevvveeeeecnieeeeeenn. 413
§ 12.8 Takeover Defenses: The Arsenal ........cccceeeeeeeveeeeeeeeennnn... 415
A. Shark Repellents........cccccoooeeeuieeieeieiiieeeeeeeeeeeeenn 416
1. Classified Boards...........ccccooovieiiiceeiiieeeccnnn. 416
2. Supermajority Vote Requirements .................. 417
3. 'The Fair Price Varianib. .. s sssesessmmssisoseeres 418

X1il



§12.9

§ 12.10

§12.11

TABLE OF CONTENTS

B. Poison PillS. oo iimssemmesinssissvissammnmnnssesssoeimammusess 418
1. Flip-Over Pills........cc.ccnsinssissssssss masssnmssasnsansss 419
9. Fhp-TIn Pills.. ..o ssmetsssamimsmm iasnsmsnanms s 421
3. Redemption Provisions .......ccccccovcuuvireveeneienennn. 422
4,  Modern PillS ....cccosisssiosisssapssmmmommerosanssnnassiess 423
C. Other DefenSes......ueeeeieeiiuiiieeeeeeeeiiieeeeeeniiee e eeeanaennns 423
1. Defensive ACGUISTHIONS ... csoies svsssmsossaspesssmmssssss 423
9.  Duali@lass Stock Plans........ovemossmsmmsisssanoie. 423
3. Stock Repurchases:... . .vusmssemvsssnmarsams 424
A TIOCKUDE i sine o s oreemevat ssosoainbiadssadesois sos s ssniseress 425
The Propriety of Target Board Resistance to
Unsolicited OFfers.....ccccoveeermumrsssionissssssssssssivenssarsannsanessenass 426
A, Chelfyv. NMathes ... .cooceseeesnssssiiimmsssnamsponsssnnsesanantssssss 427
B:  UROCAL. ... coossuimissssssssssnsssssssniassiaimams srnnsnmasasmonsansssassismsnss 429
C. ReVION e e e 432
D). The Paramount (CaSeS .o cmisisssiossssrenimmssssosmmmgsiiss 434
B UUNEEIOR i s mieisie s st ns sove s sseed sy soassnssisessessatnsns 444

Consideration of Nonshareholder Constituency
T EETEEES u s snstnsinsv v o amsmosmemanies Ve si R s § 5 F R hmemmm e i e d T

A. Delaware Case Law .......cccccceeeeeeeecciiicinnneeeneeeeeeeeennns

B. Nonshareholder Constituency Statutes ..

State Anti-Takeover Legislation ...........ccc.......

A. The First Generation and MITE..............................
1. Preemption Standards ......ovoeemmsmsmmmnisss
2. Did the Williams Act Preempt the IBTA? ....... 450

B. The Second Generation and CTS.........c.ccoeeeennnnnes 453
1. The Second Generation Statutes...................... 453
2. Powell’s CTS Opinion........ccccceeeeeeereeeeccnnenvnnnnnn. 455

C. Interpreting CTS........cccucmemivsiimiiiismmmnnnnssmssvassssasas 457
1. A Meaningful Opportunity for Success............ 457
2. Amanda AcquiSition.........ccceeeeeeeeeeeeinnnnnnnennnn. 459
8. Commerce Clause [S8UeS......comesissssssssmnmssismmoses 460

Chapter 13. Dividends and Other Legal Capital Arcana ....461

§ 13.1
§ 13.2

§13.3

§13.4

§13.5

§ 13.6

§ 13.7

IO AUCTION -+ on toee iraimsnans oxemmmaarsss sgbe sibrs s Sar s mome e avs ionis 461
Money In: Herein of Watered Stock .........ccccevvvveeeeeeeennnnn. 462
A. Watered Stock in Delaware Law Today .................. 464
B. Watered Stock Under the MBCA Today ................. 465
Money Out: Dividend Statutes ...........cccceeevvvvvveeeeeneneeennnn. 465
A, Modern Dividenid Statltes........cceossesssssssorsessasssssssss 465

1.  DelaWare ...ocsuammsmannsis asssiaysasgmtimmmsmsss 466

2. MBCA: Old and NeW.......coouwsisssinssnsismmsevesovmenss 469
B. Dividends and Asset Revaluation...........ccccoeeeeenn.... 471
Redemptions and Repurchases..........cccccouveeeeeenneineeennnnn... 472
A. Delaware Law ........cccoovvveeeeieiieieieiieeeeeeeeeeeeeeee 473
Bl MBOA o cwensmeanves sespisnsssiastism susimmssssn sssssnsess s so5as 474
C. Note on Related Legal Issues..........ccccuveevvecnneennn... 474

Stock Splits and Dividends
A. Stock Dividends

B, Btoek SpIISL . ovim s o v msse s i s ansassnie

C. Reverse Stock Splits and Freeze-Outs..................... 478
Dividends on Preferred Stock.............cocovuvvivevecieeeeeeennen.. 478
A. Cumulative Dividends .......c...ccocuveeeueeeeceeeeceeeenenn. 479
B. Contingent Voting Rights........ccoouvveiiveiiiiiiiiiieeee, 481
Suits to Compel Declaration of a Dividend...................... 481

Xiv



TABLE OF CONTENTS

Chapter 14. Close Corporations ..........ceeeecsceeecnsecesssnsisssaccnes 485
§14.1 Exit Versus VOleeu....sswemsumsmmmusnrmss vveesoansesviovsesns sescansnns 485
§ 14.2 Private Ordering in Close Corporations ..........cccoccevuennenne 487
A. Private Ordering of Voting Rights........ccccocciviiinni. 487
L. YVobting Trusts, . ... sassmismsnsmrssmosssss s cnsesss 487
2. Vote Pooling Agreements.........ccccceeeraciciunnnnnns 488
B. Private Ordering re Decisionmaking Authority ..... 494
C. Private Ordering re Exit Rights......ccccccoiiiiiinniii. 498
1. Restrictions on Transferability ........cc.cccoenneee. 498
2. Buyout Agreements..........coceeeerieeeeieiiiiiiiiiiininnn, 500
§ 14.3  Fiduciary Duties in Close Corporations...........ccccceeeeunneee. 504
A. The Massachusetts Line of Cases........ccccccceeeeeennnnnn. 504

1. The Fiduciary Duties of Majority
Shareholders.. ... cmssessisiss o s isssaamssssss s 504

2. The Fiduciary Duties of Minority
Shareholders........ccc.vevieeeeieieereiiiiiiieeeeeee e 508
B. California Law.......cccocoiiiiiiiiieiiiiiiiiiiiceeeee e, 510
C. Delaware Law .........cooooiiiiiiiiiiiiiiiiicciieieeeee e 511
D. Lawyers and Freeze-Outs.......cccoevvvveeiiiiiinieieniinneen. 512
E. Private Ordering of Fiduciary Obligation ............... 513
§ 144  Dissolution q; o imassssssarion s aes e sasmmmms 515

A. Dissolution on Grounds of Oppression and the

Reasonable Expectations Standard ......................... 516
B. Buyout in Lieu of Dissolution ........cccccceeeeeeeeeeeeneennn, 518
TABLE OF CASES .. ciiiiiiiiieiieeeitietiieeeeeee e e e e e eaeeeaeeeeeeeaesssssanasnannens 523
] 500 05 TR 535

p.4%



