Chapter 23: Directors, Officers, and Controlling Shareholders

The business judgment rule and the duty of care 
Business judgment rule as long as certain standard are met, court will presume directors have acted in good faith and in honest belief that the action was in the best interest of the company – only if directors make informed decision
Case

Smith v. Van Gorkom

Were directors who accepted cash merger without determining value of company negligent in failing to inform?
Directors held negligent

Reasonable supervision
As fiduciaries, directors have responsibility to exercise reasonable supervision over corporate operations

Case

In re Caremark International Derivative Litigation

Was scope of director’s duty to exercise reasonable supervision over corporate operations?

Settlement fair and reasonable, directors held liable not reasonably supervising
Disinterested decisions

Even when board makes an informed decision, the business judgment rule is not applicable if the directors have a financial or other personal interest in the transaction at issue

To be disinterested, directors can neither have an interest nor derive any personal financial benefit form the transaction

Disclosure violations

When requesting shareholder action, directors have a duty to disclose all material facts

Statute of limitations on directors’ liability for breach of duty of care

Limit monetary liability of directors for breach of duty of care in any suit brought by the corporation or any amendment approved by majority of shareholders

Delaware statute

Has provision limiting or eliminating personal liability of directors

California statute

More specific, limiting liability, with exceptions

Duty of loyalty

Directors must subordinate own interests to those of the company
Corporate opportunities

Corporate opportunity doctrine - Central corollary of fiduciary duty is that officers and directors may not take personal advantage of a business opportunity that rightfully belongs to the corporation

Line of business test – if officer, director, or controlling shareholder learns of an opportunity in the course of business for the corporation, and opportunity is in corporations line of business, officer can’t take for self

Officer with corporate opportunity is expected to disclose it to disinterested directors who then may accept or reject the opportunity

Executive compensation

Stock options for CEO’s can yield large sums of money

SEC and institutional investors address issue of executive compensation
1. disclosure of executive compensation and company performance compared to its peer group to shareholders in the proxy statement for the election of directors
2. establishment of compensation committees consisting solely of independent directors

3. shareholder proposals to prohibit repricing of options

4. adoption of other measures designed to improve corporate governance

Duties in context of takeovers, mergers, and acquisitions

When deciding to sell a company, directors should consider

1. company’s intrinsic value

2. nonprice considerations

3. reliability of officers’ reports

4. appropriateness of delegating negotiating authority to management

5. reliability of experts reports

6. investment banker’s fee structure

7. reasonableness of any defensive tactics

Company’s intrinsic value 

Must asses the fair value of company as a going concern and on a liquidation basis, financial data 
Delegation of negotiating authority

If members of management are financial participants in proposed transaction, delegation of negotiation responsibilities to management or inside directors will expose board to greater risks of liability

Nonprice considerations
In evaluating buyout, directors have fiduciary duty to familiarize self with any material non-price provisions of the proposed agreement

Directors have duty to consider separately whether such provisions are in the best interest of the company 

Takeover defenses

Successful defense takeover has the effect of preserving the positions of current management and directors

(unocal, Revlon)
Revlon rule – directors have fiduciary duty to obtain best available price for the shareholders

Case

Paramount v. QVC

Does board have an obligation to consider an unsolicited offer from on corp. when board has expressed a desire to consider an unsolicited tender offer from one corporation when the board has expressed a desire not to receive bids b/c it is engaging in friendly merger with another corp.?

Paramount has to entertain competing bids

Allocation of power between the directors and the shareholders
Who decides whether corporation is sold, board or shareholders?

Poison pills

Plan that would make and takeover not approved by directors prohibitively expensive

Proxy contest

Someone wishing to replace board with his or her candidates must acquire votes to do so

Case

Quickturn design v. Shapiro

Are defensive measures designed to prevent a hostile bidder from acquiring control of Delaware corp. valid for 9 months?
Delayed provision invalid

Issues of control and the blasius standard

1. power over assets
2. power relationship between board and shareholders

duty of directors to disclose preliminary merger negotiations

going public with buyout can lead to conflicting offers
duties of controlling shareholders

owe fiduciary duty to company and other shareholders

sale of control

shareholder has duty not to transfer power of management to such a purchaser
case

Jones v. hf ahmanson

majority shareholders who transferred shares to holding corp. then took it public without allowing minority holders to exchange their shares breach fiduciary duty?

Breached duty

Freeze outs

Majority can force minority to convert shares into cash, as long as transactions are fair

Greenmail
Walt Disney takeover, paid off to prevent takeover
Case

Heckmann v. Ahmanson

Shareholder induced board of directors to pay greenmail liable as aider and abettor of the boards breach of its duty to company, was shareholder who abandoned derivative suit also liable?

Shareholder who induced board was liable

Hush mail

Combination of greenmail and hush money
