CHAPTER 6
PROBLEMS OF CONTROL

FIGHTS
.. pPROXY

NTRODUCTION
Corporations hold annual meetings of shareholders for election of
and, Whe'.re necessary, for voting on other matters. Corporations
all special meetlngS—_for example, for shareholder approval or
disapproval of a merger. ]_)espn;e the potential importance of actions
taken at chareholder meetings, few shareholders of public corporations
actually attend them. Few shareholders own enough shares to make any
difference at the meeting, even institutional shareholders such as
ension funds and mutual funds (though the role of such shareholders,
Jespite yarious legal'and other obstacles, seems to be moving toward
cater involvement 1n corporate governance). Kven if individuals own
shares worth tens of thousands of dollars, their stake will generally be
o affect the outcome. As a result, such shareholders seldom

too small t _
find it cost-effective to become well informed about corporate disputes,

much less to attend any meeting in person.
Thus, most annual shareholder meetings are uneventful, quiet

here directors are reelected without opposition and certain

affairs, W
other routine matters are attended to. The events preceding such
meetings can become contentious, however, if insurgents seek to take

control of the firm by electing themselves and their allies to the board.
Contention can also arise when issues that require shareholder approval
are scheduled for determination at the annual meeting, Or at a special
meeting called to decide certain issues basic to the corporation. Such
issues include whether to amend the articles of incorporation (for
example, to limit director liability), to liquidate the firm, to sell all or
substantially all of the assets, or to engage in a merger.

With small firms, by contrast, shareholders may appear at the
meeting and help decide the firm’s business strategy. Shareholders of
such firms may find it worthwhile to attend shareholder meetings
because they own enough shares to affect the outcome of any vote.

Because few shareholders of public corporations attend the annual
meeting, the outcome will generally depend on which group has collected
the most “proxies.” (Proxy voting is also qvailable, but less common, for
small corporations.) Under corporate law, shareholders may appoint an

agent to attend the meeting and vote on their behalf. That agent is the
shareholder’s “proxyholder,” sometimes simply called the shareholder’s

“proxy”; the document by which the shareholder appoints the agent is
also called the “proxy” (or “Proxy card”). Because the outcome of the
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meeting depends on the number ol VO

proxies usually wins.

1ly, the jncumbent managers of a large firm wij] solicig
Generally,

irectly. Shortly before the annual meg;
proxies from S}::arfﬁlgl‘%%r;rghol ders of record” and ask them to sjgp, a1:1 1
they will ertel Oed * roxy card. By doing so, the shareholders authori,,
return the enc Oi e entative to vote on their behalf. If the stock i
th‘fdm?i%iﬁe;ameg’ the broker or bank will forward the material to t},,
helain S ’

. "
“peneficial owner.

«proxy fights”
incumbent manager
representatives to th
1950s, but fell out of fav
offers as a more efficient W
1990s, however, many COr

n an insurgent group tries to oyg
s by soliciting proxy cards alzld electing its own,
e board. Such fights were relatively common in the
or when insurgent investors turned to tendey
ay to gain corporate control. In thE_, 1980s ang
porations adopted defenses against tendey

offers and many states passed statutes that increased the difficulty ang
reduced the cost-effectiveness of tender offers. (On all of these
developments, see Chapter 7, Sec. 2). Accor dmf_ﬂy » 1nsurgent
shareholders again be turned to proxy fights, but now t}{plfié}lly as part of
a larger tender offer effort. An insurgent group could 1nitiate a tender
offer, for example, but combine it with a proxy fight to put added pressure
on the incumbents. It might try to replace the existing board through the
proxy fight, or use the proxies to fight any defensive measures that the
management hopes to implement. Like tender offers, proxy fights are
subject both to the 1934 Securities Exchange Act and to state corporate

statutes.

A. STRATEGIC USE OF PROXIES

result whe

Levin v. Metro-Goldwyn-Mayer, Inc.
264 F.Supp. 797 (S.D.N.Y.1967).

This action was filed by six stockholders of Metro-Goldwyn-Mayer,
.Inc. (MGM), a Delaware corporation with its principal place of business
in New York."f* The defendants named are MGM and five of the thirteen
members of its Board of Directors. They are part of present MGM

Traditionall i
stock in his or her OWB;{ :;mleral V}gzz‘or who bought stock notified the company and recorded the
. e.ore the annual meeting, the board of directors would announce

a given date as the “record date”
listed on the corporation’s ate’ for the meeting (or the by-laws would specify a date). People

shareholders of record” ang S(t;\)!i‘]l(l Itl‘3 d}?er as owning the stock on that date were called the

0 vote at the meetilnt F y thereafter sold the stock before the meeting, were the
to notify the cOmpang- Wrilpar t to facilitate trades, however, many shareholders
eir broker (or deposig en they purchase. Instead, they simply leave the stock
ory trust company). Such stock is said to be held “in street

. nvestor is known ag the « i
1) [Eds.—Jurisdiction wa e benerlc'lal e
, of alleged SEC \/S‘haésd/bg S

SEC proxy ruls violations. | t\/ﬂzsit\y_andpn 2 fed@ﬂwing

Name,” and the j
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ql‘-(-,ﬂ(m 1
o management; all of them serve as officers or as members of the

1a\.pcuti\m Committee.

isC

plaintiff Philip Levin, is and has been a director of MGM since
pruary 1965 and all of the plaintiffs hold substantial blocks of MGM
Febrt 7

ommon stock.’ .

¢ The present action flows from a conflict for corporate control between
ent management—called “the O’Brien group” and “the Levin group.”

presh group intends to nominate a slate of directors at the MGM

Eackholder annual meeting which is to be held on February 23, 1967,

Sz{ﬁl pas been actively soliciting proxies for this meeting. ...

e e D Slas

plaintiffs complain of the manner, method and means employed by
efen(ifjljﬁﬁ_.iﬂ_j“hi SOIlCltaFl'Qﬁ'ﬁf proxies for the coming annual meeting of
MG_M StOCkhOIaelfS' Specﬁ@ﬂ&p_k‘ﬂ@icl}mlg@ that the defendants,
n connection with the proxy solicitation contest, have wrongfully

-

comﬂf&pﬁ@r the ser-vice§ of specially retained attorneys., a
pub1iWﬂmﬁnimmgolmﬂngﬂganimw,
have L@E@Mthe_ offices and employees of MGM in proxy
solicitation and the good-will and business contacts of MGM-to_secure
support for the present management. Plaintiffs, in their complaint, pray
{or temporary and permanent injunctive relief against defendants’
coﬂ;m@@ﬁ_&ﬁ@&@ﬂpi_mquigag;liagain_M£emnmi
voting the proxies so obtained at the annual meeting. They also seek
money damages of $2,500,000 on behalf of MGM from the individual
defendants. . . . -

\J 1‘ t.

Plaintiffs maintain the injunctive relief sought is required to prevent
(1) the unlawful use of the corporate organization—its employees, good-
will and offices and of corporate funds in the solicitation of proxies, (2)
the retention of “the four top proxy-soliciting concerns and the passing of
their bill for their services to the corporation rather than to the—
individuals” and (3) the employment at corporate expense of _special
counsel “for the sole and exclusive and no other purpose than the waging
of a proxy contest on behalf of the individual defendants who have every
right to pay for his valuable services” with their own private funds,
particularly in view_of the fact that regularly employed attorneys are

available to represent the corporate interests of MGM.

Because of the nature of plaintiffs’ allegations, we weigh the merits
of this application for injunctive relief against the financial and business
background of MGM. As of August 31, 1966, MGM had total assets of
$251,132,000 and a gross income for its 1966 fiscal year of approximately
3_185,000,000. It is one of the major producers and distributors of motion
Plctures in the world and markets to exhibitors films produced by others

e Plaintiffs own 552,705 shares of MGM common stock, approximately 11% of the total
; Stateafédlng shares, with a market value of nearly $20,000,000. Levin, one of the plaintiffs, also
| hold izy affidavit that he has other stockholders associated with him in the proxy contest who

7,150 shares of MGM common, with a market value of approximately $4,323,100.

.
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4% 4
ts own film the

t industry- i unabashed pride to the resy]ig th

entertainmen ot wi -
. Defendants PO the affairs of I MGM. We do not Questo, tive
at

; : ir direction of n accompli i
achieved 17 thlelg eration O GM ha_s l1)'eetion to clcjrmhed 10 ng S}
the successfu! OP t and intelligent applica _ Porate gf,: 8 )
measure by diligen ed business judgment, Th, do

inform
s und and 1 Cles
by the exercise of s0 anagement, however, reg. S0y

tm i

, of the presen ' ' 5ol
as to the contib AP A court may not override or dictate on 4 gy o
: ockNOIGEE " = .y
with the StOCET" kholders.

§b£n§ ?mn of the law and‘of the Couet fiat they pe fugy
...1t1s d as to the merits of the contentiong (p thoy

fully informe ) :
:f,‘l?c-lgﬁghtﬁeif Proxy. It is equally important that the Court shoulq noi

unnecessarily exercise its injunctive power il Slgfhl mé’ltters.lest S
judicial action operate to unduly influence a stockholder’s decision g o

which faction should receive his proxy. o
It is quite lain that the differences between wr%d

: 3 rsonali ]
“the Levin group” are much more  than mere personality conflicts. Thege

might readily be resolved by reasoni@gd_}lg‘@%@w =
business men. There are definite business policies advocated by ga,
groﬁ@erg@lltjbﬁﬁ:mcone-i—lia—twmdo{es not _seem possible. They

appear so evident from the papers befor us that detailed analysis would

be a waste of time.” However, in such a situation the right of ay

M{’ independent sackhoee b b Tully nformed is of subEeme TmpTTs
The controlling question presented on this application is whether illegal
or unfair means of communication, such as demqr}m,
are being eMment. We er

| not and conclude that the injunctive relief now sought should be denied,

The proxy statement filed by MGM under date of January 6, 1967,
opens with the statement that “MGM will bear all cost in connection with
the management solicitation of proxies.” . . . It discloses the employment
of Georgeson & Co. at $15,000 and Kissel-Blake Organization, Inc. at
$5,000 for services and estimated out-of-pocket expehses. i

( It advises that “Proxies may also be solicited in newspapers or other

) s well as 1

publications” and that the total amount which it is estimated will be
spent In the management solicitation ig $125,000 “exclusive of amounts

among

? The fundamental : .
policy differences between i
. > Skl the contestin oups concern,

other matters; Lo

a.  The annual number g : -
\. would Jimit thern 1. er of fe:extur‘e bictures MGM should prpduge; Hl@??agemﬁ!lﬁ policy

f ftf})],O(}?e ,000-t6°$8,000 approximately 25 top productions (with cost per_picture irom
e Levin o . .

F - “The Levin” policy would provi

ucing

up cash funds available for productions by . red i
C.

reduce n ; L ;
ecessity for financing; present management poll
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1 expended for a solicitation for an election of directors and costs

sented by salaries and wages of regular employees and officers.”

o do 1ot find the amounts recited to be paid 1
(L o 2 MOBIE Tocited 1o, be- excessive, or the
d of operation disclosed by MGM management to be unfair or

metho

egiﬂ.

— Tt contravenes no federal statute or S.E.C. rule or regulation

illeg>—="

PROBLEM

Suppose you own 25 percent of the stock of True Love, Inc., a
ublisher of ggthl_c romance novels. On the supposition that tile ngvel
narket 18 s_hrmkmg, True Love has decided to start a new division
Amore Comics, f:o produce gothic romance comic books. You believe tha;
the Amore Comics 'venture is doomed, and launch a proxy fight to install
curself and your literati friends on the board. Incumbent managers fight
pack by using corporate funds to hire a public relations firm that will

nastermind their tactics.

You file a derivative suit challenging that use of the corporate

that 80 percent of the stock of the public relations firm is held by the
older brother of the True Love CEO? What if you could also establish that
three of the eleven True Love directors are personal friends of Lady Lucy |
Duff Gordon, the illustrator retained to draw the Amore Comics?

treasury. What result? How would your answer change if you establish /

B. REIMBURSEMENT OF COSTS

Rosenfeld v. Fairchild Engine & Airplane Corp.

309 N.Y. 168, 128 N

» FROESSEL, JUDGE.

.E.2d 291 (1955).

In a stockholder’s derivative action brought by plaintiff, an attorney,

who owns 25 out of the company’s over 2,300,000 shares, se
the return of $261,522, paid out of the corporate treasury to reimburse

both sides in a proxy contest for their expenses. The Appellate Division, ;

... has unanimously affirmed a judgment of

dismissing plaintiff's complaint on t

/ Of the amount in controversy $106,000 was
f‘-mgis_"‘by the old board of director l1r
position in said contest; $28,‘QOO_Was_pai-d*to the o

board after the change of manag

—

eks to compel

an Official Referee, .
he merits, and we agree. . ..
‘spent out of corporate

s while still in_(ofﬁﬁce__in_def_ensﬂe_gf "theilr
1d board by the new

ement following the proxy contest, to

irec ¢ such of the remaining expenses of
new board found was fair and

Compensate the former directors fo
their _unsuccessful defense as the
reasonable; payment of $127,000,

expenses to members of the prevailin

16t 1 majority vote of the stockhold

—_—

repre

senting reimbursement of

g group, was expres_slyrrgtiﬁedfby a

ers.
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ivision found that the ..di&'_e_IEQCe be
iits oeoon e the ol hoard “wend deep.into the poligg '
s ny?’ irndli;ilat among these Ward’s contract Was one of t, “Iﬁ‘éis
company”, 1hat among 1
' ntention. |
POJQE Oqu:)y/ of contrast with the ﬁnding‘s here., in Lawyerg’ Advertising
3)(7: olidated Ry., Lighting & Refrigerating Co., 187Ny, 395,
CO'. v ons action to recover for the cost of pubhshmg Newsg apc;r'
: W(?tlif:zs:ii ;Illthorized by the board of directors, it was eXpressly fo
n o i bt

— i« Farmts o e g ® Ild
that the proxy contest there involved was “by EEQ&@EIL il Ltﬁ\QOntES‘t
at L  th,

———

' that under such circumstances the publication of certain Noticeg o
>/ that un

behalf of the management faﬁﬁmmmfmﬁH

the directors had the power fo authorize, oAl Whig
Other jurisdictions and our own lower courts have helq that
@ management may look to the corporate treasury for the reasonahe

expenses of soliciting proxies to defend its position in a bona fide Policy
\
contest. . ..

It "should be notedy\ that plaintiff does not argue that thg
aforementioned sums were fraudulently extracted from the cor oration:
indeed, his counsel conceded that “the charges were fair and reasonable ”

& but denied “thé_}_r were legal charges which _may be reimbursed for ” el

If directors of a corporation may not 1n gopd _faithr il}?!lrr%l_m_jngal_ﬂe
and proper expenses in sol_i_citi_ng proxies in these days of ant
corpdratio\ﬁ‘s_fyyithjé_sj_ﬁuh‘llbé_rksf of stockholders, the corporate business
might be seriously interfered with because of stockholder indifference

\ andffHéEf_fiE{l‘li—:Sf__of ,proglgi_gg_aﬁquorun_l,_ where there -

1 e 18 1o _contest, In
‘the event of a proxy contest, if the directors may not freely answer the

, > _ 1d their actions wit
A respect to corporate policy 7 for the information of the stockholders, they

h and the corporation may be at ‘the meré&*ofpers@hﬁf‘s‘??fm

~ , with another for the control of the gglgps‘;;ilfgat_tll_gg e % %Qntest fo
X perpétuation of their offices and control.” We there said by way of g
/ 353

. 80 long as such persons have ample funds

a proxy aﬁt@jsj:i’i‘hé_‘tesf;ﬁfs clear. mﬁ&fﬁm act in
' have the right to Incur reasonable

= 450 our view rs of the so-called new group could
\/ b_‘?,,{?lbe,U!‘Se,d by the corpe

the corporation for their expenditures in this contest
1 by affirmative vote of the stoclihaa_ﬁ}gf.—ﬁ— =

e

Compa Y Dersonal power confegt corporate directors have
M

/ . the‘?g}%d Proper expenditures subject to the
o || 7 RNy of the courts whop duly challn - cXbenditures, subject to the

/ hallenged, from the corporate treasury
7 || for the Burpowg%ckh 7

e S s . olders of the correctness of their
pggl*@?ﬂ;?ﬂd soliciting theiy Support for policies which the directors
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in all good faith, are in the best interests of the corporation. The

L0y
\' h : :
moreover, have the right to reimburse successful
I

A

r

pel )
00t for the reasonable and bona fide expenses incurred by them

il

. /ﬁ T =
such policy contest, subject to like court scrutiny. That is not to

/ eVt

o to l\holdcrs’—f—“’

;\ et nt(’}jti

y any=" T corporate di :

(P oweveTs that corporate directors can, under any circumstances,
t

" how ;
si-‘zj'or the,mselves in a proxy contest with the corporation’s moneys to
disP%, ived extent. Where it is established that such moneys have been

eys have been

— rsonal power, individual gain or private advantage, and not

" unlim
| Gont 18 PR AT such. expenditures are ; j
) TP'th'e/ b?’@_f f that suc expendltu_res are in the best interests of the
/ 11;061{}191 ders “and _the _corporation, or where the fairness and
| s of the amounts_allsedly expended_are_duly_and

zum‘@—é&f‘illx_Qhallenged, the courts will not hesitate to disallow them..

“ The judgment of the Appellate Division should be affirmed, without

| ot
/}‘ Costs- . i

'VAT\]’VOORHIS’ JUDGE (dissenting).

No resolution was passed by the stockholders approving payment to

g"t ¢ management group. It ha_s” been recognized that not all of the
33,966 in obligations paid or incurred by,the‘managemeni group was

51 gations paid or :
i desigf_lﬁd—m‘ﬂ'_ell for information of stockholders. This outlay included

payment for all of the activities of a strenuous campaign to persuade and

cajolein @ hard-fought contest for control of this corporation. It included,
for example, expenses for entertainment, chartered airplanes and
limousines, public relations counsel and proxy _solicitors. However

Jegitimate such measures may be on behalf of stockholders themselves in
such a controversy, most of them do not pertain to a corporate function

but are part of the fam'iliafﬂél_?péx."a_tﬁéﬁf aggressive factions in corporate
coEt_eswts. p——

The Appellate Division acknowledged in the instant case that “It 1s
obvious that the management group here incurred a substantial amount

of needless expense which was charged to g}lw@ﬁon,” but this

conclusion should have led to a d irection that those defendants who were

incumbent directors should be required to_come forward with an.

explanation of their expenditures uml_g_x;gl}g_ﬁami_ligg_ygﬁhat where it

has been established that directors have expended corporate money for
‘with evidence of the

s SR at directors have exper== = ==
. their own purposes, the burden of going forward w1
'\ propriety “and reasonableness of specific items rests upon the
7 | directors. . . . S e

ed by the Appellate Division for dismissing
the complaint against incumbent directors is stockholder ratification of
reimbursement to the insurgent group. Whatever effect or lack of it this
resolution_had upon expgjl;d"i_tﬁjgé:by the insurgent group, clearly the

Stockh@lderé‘x;ﬁa w}aw insurgents entertained no _ilflj:ention of

The second ground assign

reimbursing the management grouﬁf’o?th‘é@g{pﬁ_l}éi_ﬁureﬁ; ..~ Upon the
tontrary, the},%_iﬁm"iﬁéﬁrﬁb‘éﬁts from control mainly for the

o
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d with having mulcted the corporation by
a V a

harge
reason that»they were charged. _
Jong-term salary and pension contract to one of their number, J. Carlton

Ward, JT. . - - . :
What expenses of the incumbent group should be allowed ang what
should be disallowed should be remitted to the trial court to ascertas,
th the rule tha incumben,

after taking evidence, in accordance Wi i
to assume the burden ol goin forward in the firg

directors were required to asSWME B2 Lo - :
/i instance with evidence /gg(plaini‘%q@/ mees
Only such as _wgztilfﬁéanab1§ff§1ated_to inf9rm1ng the stockholders qu};
and fairly concerning the_corporate__a_ffa;rg should_be_allowed. Th
ssion by plaintiff penditures as _were made were

concession by plaintiff that such_expenditw
ot decide this question. By way of

reasonable in amount does
Alustration, thecosts of entertainment for stockholders may have beep
! eEa Tt et . y have been,
the going rates for providing siilar

and it is stipulated that they were, at the &
oes not signify that entertaining stockholders is

“entertainment. Tha t sign
@ d to the purposes of the corporation. . ..

reasonably relate
Regarding the $127,556 paid by the new management to_the

insurgent group for their campaign ‘expenditures, _the _question

. _/———;/_—1———{ -
@ 1m11m§—ly/axlses\whether M wwose The

Appellate Division has recognized that upon no theory could such

expenditures be reimbursed except by approval of the stockholders and
as has been said, it is the insurgents’ expenditures alone to which thé

stockholders’ resolution of ratification was add
‘ solution of ratificatior ‘addressed. If unanim
/‘/\\_SIiOCkhOlfie_r approval l},a,d been obtained and no rights of crtmmgj)i’
; ue public lntef"lQYLQdLIt would make no practical difference whether the
rpose were ultra vires—i.e., not a corporate purpose. ... Upon tF
other hand, an act which is ultra vi [IBIE et =y N 8
ar , @ ; vires cannot- 1fi
majority of the stockholders of a corporation. ot be ratified merely by s
The . .. cases which aré cit i |
: ed consist of Hall i
;)Il)ctlulfe cheen Corp., 20 Del.Ch. 78, 171 A. 226, . Vérrfgiﬂz-]%ug Daﬂalgshest
! einberg v. Adams, [90 F.Supp. 604]. . .. e

The case most fre e
| quently cited and princ; .
| among th N led and principall
| S Csfs, Dsilli‘;vsr% }cllemsmns 1s Hall v. Tranz-Lgxr]%léz% .I;ILOIPETEEOIE
. ) Orp., | ) : 0 ictur
, London & NortHWesternei{e the English case was followeagof Peel v
y- Go., [1 Ch. 5 (1907)], which disting‘uishe(i

p‘i. between 1 expenses merely fi
] ely tor the purpose of Hﬂg@wntml and

TS

contests over policy o —
. =518 Over policy questi he Goroae
Luestions of the corporation. Tn the Hall case the

payment of the mangge se wer e poli
L ol the management Canlpéigh eXpéQ be_@md
e oy - nses was upheld
by the st the imprachicability F o g e
of intr "'aie”m_ent n the Hal] case 111?.3: O,f_SUCh a distinction is illustrated
- rracorporate contest ase, .. . that “It is impossible ] =
te contests over directors, { 18 impossible in many cases
» to sever questions of policy from

/s thOSe of 3
L S5€ 06 persons.” Thig o
opinion in Ehe_Si IS Clrcumst —
tembergc ance 1s stre : o

ase . . ssed in Judge Rifkind’s

In our View, th’el
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wThe simple fact, of course, is that generally policy and pe 1 do

& in soparate compartments. A change in personnel 1s sometimes

) ispensﬂble ?0 a change of policy. A new board may be the S_bf:n;BbLof

1o shift i POLLCY 28 well as the means of obtainingit.”

~fhat may be all very well, but the upshot of this reasoning is that
inﬂSmUCh f}S_ lttllf ggnre;‘_any 1?p0881b1e to distinguish whether “policy” or —

: A,pel.sonnel 1 ti to ‘mil-lt actor. any EX?E@.GHPS_MEe_accepted_,at

- peirtace value t “?h'%l‘l:i—l-p ns of p Ql}cy are dominant. Nowhere do these
Opinion_s mentlor‘I‘_ % .e }Clorfyers?, 1s equally true and more pervasive,
that neither the mi {101 the outs” ever say that they have no program

o offer to the shareholders, but just want to acquire or to retain control,
46 the case may be. In common experience, this distinction is unreal. . . .

The main qgegtion of “policy” in the instant corporate election, as is
stated/i.n the opinions b-elow. and frankly admitted, concerns the long-
te@@ﬂil'aCt'-Wlth pension rights of a former officer and director, Mr. J.
Carlton Ward,' Jr. The 1n51.1rgents’ chief claim ofBenme“f‘iffo-t}_le é‘b-rp,oration

~ from their victory consists in the termination of that agreement,
"\ pesulting in an alleged actuarial saving of $350,000 to $825,000 to the
worporation, and_the reduction of other salaries and rent by more than
§300,000_per year, The insurgents had contended in the proxy contest

e y

that these payments should be substantially reduced so that members 0

“

the incumbent_group would not continue to profit personally at the,
espense of the corporation. If these charges were true, which appear to
/Ihave been believed by a majority of the shareholders, then the _
// jisbursements by the management group in the proxy contest fall under
the condemnation of the English and the Delaware rule.

" These circumstances are mentioned primarily to illustrate how
impossible it is-to distinguish between “policy” and “personnel,” as Judge 4~
Rifkind expressed it, but they also indicate that personal factors are
deeply rooted in this contest. That is certainly true insofar as the former
management group is concerned. It would be hard to find a case to which
the careful reservation made by the English Judge in the Peel case,
supia was more directly applicable. S Tan

/NO’I‘ES ON THE REGULATION OF PROXY FIGHTS

/ 1. The Regulatory Scheme: Section 14(a) of the 1934 Act prohibits

/ people from soliciting proxies in violation of SEQ_,__;Q_I_QS,, Consider_the
| scope of this statement. First, courts construe the concept of “solicitation”
- broadly. In Studebaker Corp. v. Gittlin, 360 F.2d 692 (2d Cir.1966), for
example, an in&Wt_goxies from the
other shareholders. and f&tmwﬂmess to the list of the _
firm’s shareholders. Because ! hg,,,h_el_d,ins.uffigigpiﬁshgxes.m_dmgim

list under state law, he asked. SQIMQL(LGL&LOJM
Solicitation—he solicited p_,mxies.\ZSTI‘H-‘J'ILhﬂ%—a-Sl‘?@—"‘is—5"flﬂ‘mi—Sll-‘fﬂ-elmmeﬁ'f;0
oin him in Méﬁﬁi—ﬂg the shareholder list, even though his purposein

effort, The court held that these reliminary 1~qquﬁt§,cgns£tut&d_&mw
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ing the list was then to ask the shalfehé)glgr:li);ﬁc}ileér Foxjgq o,

getting ting. In 1992, however, the SEC ¢ e ‘Rule 1t
el %.areholder_ does not (subject to several quallflgatign 2 4,
specify that a s al SEC filing requirements if it doeg o --Solicit'fp‘f)- fa
und??'t%g’gf Dﬁﬁéﬁ? fund that submits a_shareho]qs, 0y
for “itself.

ct to the requirementg Silrl'propoSal '
ect to c_tequirer 4 can S
I not be subjec -0 e _ - evey
exf!n;_I;}g; s'n;?lylﬁiélﬁfﬁs proposal, it is not asking Sharehold b tog 3{
cam ;
3 pl(;ﬂeond the rules require people who SOhClt-pr-OX-les_,to_fuI, g
econd,

; . Illsh
“ t.LIn 1t, they mut - each
ith a “proxy—statemen 0 1t, st g
Sﬁ%ﬁi‘fﬁ t}?;t may be relevant to the decision the
1
f
I

must gy
Sharehg)gg, -0

— s o ~der
ake. Generally, for example, the g}_a@ggmemnus@dudg_ : uii
2%03& and anyone soliciting the proxies must discloge

nn
— Conflje
0 raie. s g
interest and any Tajor issues he Q,I_'__She\e}g@,eﬁt,sm\t‘o raig .

. ~ E\"at\the
sha?éﬁﬁlﬂé?ﬁi%”ﬁﬁg‘f n the case of proxies f_og contesteq Sl

: 8 ; i H_,r_lleetlggS, h‘é

rules_require p articularly e_XtBIlSlVerls_dOb:lllle. Un.c}er -Rkl_l?{ 1 4'aT i

~/parties soliciting the prgxies_,__mugt_flﬂl_e_,ggples,ﬁg_f‘tbls_matem‘ahl\m‘h-t_he‘
CQ/EEQ.T . L

Third, Wwhen an insurgent group wants to

o managemen o
solicit proxies, Rule 14a-7 g__iyegmg;apagementﬂ.chome:.lt can eith
ékthe insurgent group’s mater

" €r maj|
ral to the shareholders | tly and chayg,
the group for the cost, or it can gi

S - anagement oft,

Viprefers to keep the list conﬁdgr&m_l,_ 1t generally opts for M@éﬁ.
Naturally, if the msurgent has a right to the_shagghj_)_l_@}:slls under state
law (as ‘discussed. 1n several caseg below), Rule l_gmeﬁm
cir\e@}iﬁéftﬁétright._

2. The economics ggrg_agy fights: Proxy fights fell out of favor in
corporate control contests fop sifnplébi:iiﬁo‘rﬁ'i‘_c‘f‘@ééh‘sﬁ%t
group m{{ﬁéﬁ—f}ght and lost, itqugtg_théwg
the proxies; It won and made the firm more profitable, 1t gained onlys

acti Increased profitability. To gee the point, suppose you own
\ 10 percent of 3 firm worth illi

orth $8 million (3800,000), but believe it to be hadly
|  managed. You conclu i

the managers, you could raiggﬁ_he
———2 M by 20 percept (or $1.6 million). Youy - Tawyer tells you
that YPE_EOUId replace the man_@gers in tWQ_W_ayS: (a) 3;ou COl}lCl_Q_rg@Plze
: 7c§i\iqer otfer, by Up all the stock, éndﬂi_en_l_‘splace
yOu could solicit A ther

the directors, or ()
Proxies from the

_ W
" pom the existing shareholders and elect ne
dll“eCJt_O_I_“S‘.‘ Of thege two, the tendey

izl I o 2 rou
¥ N € stock of an $8 mllhon Company). I_f,l—-
do so, howevgr, you will captyyy

e - ent
T 1 of the gains from any lm_P_l‘Q‘l;g—" i
you\mak?fto the . uld, of course, simplwa_,f_
ock and : o 2 ey
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B),\por}ffast, su{)poipé gc(;]% grg2arglze a proxy fight. If you succeed, your
ok will rise by on f?’ 20% of your $800,000 investment). True,
) sh‘)‘.’({ SUQC.P‘MEQ—Q&’%G you for your proxy expenses. If
| if }Ofgil,’though’ you bear thﬁ,_eil_tllﬁ_,@@st‘_of.thw%y_ﬁg& Ag_&zeglﬁt
ou 18 e risks, ut stand to earn only a small portion'of any ;g_&_lﬁ.s’,

& o ~ar a'.Jﬁ—-n—"-‘v*'m-—
y@%%éate-\Mor‘?-g‘in???} y, the point is this: investors who expect to incur.
you - ﬁnancialflw_}lﬁb}ht_@ﬁggg‘hadly managed firm will prefer to
1%’fo¥'@fn§911?§ﬂ1}?ﬂ??sed value they create. With a tender offer,
keeP_ 1 buy all the corporate stock and do so. With a proxy fight, they

A thWat value with the other shareholders.
Statutazy_r.efom in Delaware re expenses: In 2009, the Delaware

: Sléture adopted new Delaware General Corporation Law § 113, which

Jeg? : T
states that:

— (a) .The bylaws may provide for the reimbursement by the
corp%@l&@iﬁ?ﬁ&?ﬂiﬁ%}!}ﬁ@[@dj}y a stockholder in soliciting _

ra@aﬁj_n,gQ_nn@Q}!QQ*W,ith an _election of directors, subject o

such_procedures._or. conditions as the bylaws may_prescrl

incluii_ijlgiv

—~ (1) Conditioning eligibility for reimbursement upon
the number or_&propomns nominated by the
stoc_IiHél_dglw‘__S_Q_ek_ing_ reimbursement _or whether such
stockholder previously sought reimbursement for similar
expenses;

(2) Limitations on the amount of reimbursement
based upon the proportion of votes cast in favor of 1 or more
of the persons nominated by the stockholder seeking
reimbursement, or upon the amount spent by the
corporation in soliciting proxies in connection with the

\ election;
\ (3) Limitations concerning elections of directors by
. cumulative voting pursuant to § 214 of this title; or '
| (4) Any other lawful condition.
(b) No bylaw so adopted shall apply to elections for which
| any - record date precedes its adoption.
Section’ 113 was adopted following the Delaware Supreme Court’s
decision in CA, Inc. v. AFSCME Employees Pension Plan, 953 A.2d 227
Ddgpgg sl ARl

QUESTIONS -

1. In order to find an inefficiently managed firm, a potential
nsurgent group will need to investigate many firms. Under Rosenfeld, it
E]ay be compensated for the cost of a proxy fight if it wins. Yet it will not

€ compensated either for the cost of investigating firms that it discovers
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/

/f

[

are pr ! ] 1 t

Oseg

; . s [

he incentive to renovate inefficiently Manageq fll‘lns? v doﬂs

this affect the atter of policy, should a Successfy) L
2. Asam

t pensate it for ¢}, Surgent gy,
: om e 0
] iple of its expenses to ¢ e Proyy o Wy,
recm:eFa mtffié:toof investigating firms that it dlSCOVers !
loses? For

d directly foy Proxy fig), e Bhg i
i ted direc ight
1d it be compensa
managed? Shou

. 1{y)
81t loseg‘)erly

If insurgent groups are reimbursed only When they v .

3. In

W]n

) 5k
incumbents be reimbursed when they lose’ o
in .

PROBLEM

Kane is a rich man who likes to run Neéwspapers. He ist
ane

e edit "
hief of the New York Inquirer and CEQ ang 33 Percent Or.jp
chi

. hep of th
ol rent firm. Geddes owns 10 bercent qf the 1, - the
éﬁgfrs;f ziﬁ)nl:;l E;Ié) a;lli(ins(.alf would make a bettey CEO and o dirtlgglrgg
decides to launch g proxy fight. |
Kane throws a lavish party at Xanadu, hig country g tate, g, e
lead shareholders (assorted managers of pensijop fundg nd g
funds). He gives a short lecture about why the staty shouly
continue, and then invites everyone to barty unti] dawnp Cay Kane
charge his expenses to the company?

This is 4
Detitioner J. . C pany, charging [that]
and the Amap; i

- Was effecteq through Fhe
ading proxy statement by thg roposin

- alleged 5 violation of § 14(a) of Fhe
¢¢-t0 the proxy solicitation

at as to thig count it had no power to
S of the Act byt

Was limited solely to the
——=—=Was limited golely to the

Exchange Act of 1934, 48 Stat. 895, 15 U.S.C. § 78n(?))£
any berson, by the uge of the mailg or by by mean‘i or
ETCe or of gy facility of any national securities exf-‘hangt o
€ t0 soljjt to permit the uge of his Name tq solicit any proxy or consen
authorizgtio, 1! Tespect 4Ny security (other thay, an exempteq security) registered On-a'ng
Nationg] Securitj i 10n of gych rules ang regulations as thg (-Secu;‘;ilsr
o el ;nl_n 8s (IJlr;I.lEly Prescribe as necessary Or appropriate in the public inter




>

M ProxY FIGHTS
3

8 o of declaratory re_l_ief thereon under §27 of the Act.2 On
grﬂ‘“t,m‘(ﬁ)‘urg of Appeals reversed. . . . We consider only
i“ﬁ‘rlo tion of whether § 27 of the Act authorizes a federal cause of
the, QF‘L”.W damages to a corporate stockholder with respect
“Ctﬁg"éﬂlﬁi‘fﬁ@-mer er which was authorized pur o the use of a
to LE@@_@ alleged to contain false and misleading statements
‘pl‘/O?‘y-.f‘ of § 14(2) of the Act. . ..

Myiolati¥e

I

Respondent, the owner of 2,000 shares of common stock of Case
yired prior t0 the merger, brought this suit based on diversit
tion seeking the enjoin a proposed merger between Case and the

. eigdict10n s - er be -
u;;:i:'icéﬁ Tractor Corporation (ATC) on various grounds, including
| {:‘reaCh’ of the fiduciary duties of the Case directors, self-dealing among

(

e 'ma.nat-i.’enlen-tn":’f Case ar&AT'C and misrepresentations contained in

'/ e material | circulated to obtain proxies, The injunction was denied _a.l_‘l_d
' he ngerge.t.-Wsas..ih???ﬁ?? _consummated. Subsequently successive
aﬁ{e?ded complaints were filed.... They alleged: that petitioners, or
their predecessors, spllclted__qr permitted their names to be used in the
solicitation of proxies of Case stockholders for use at a special

“tockholders’ meeting at which the proposed merger with ATC was to be
" vote'd_gPQQQ,th?Lthe proxy solicitation material so circulated was false

and misleading in violation of _§__1_4@:§tjhe‘égﬂti ‘and Rule 14a-9 which
/\ | the ommission had promulgated thereunder;* that the merger was
| | approved at the meeting by a small margin of votes and was thereafter

consummated; that the merger would not have been approved but for the

falsé?l_@is_l_@?dmg-St_atemgnts in the proxy solicitation material; and_
'that Case stockholders were damaged thereby. The respondent sought

judgment H\O@lrﬂg PEE@u@damages for himself and all other
t stockholders similarly situated, as well as such further relief ‘as equity

y P . A

shall require.”. . . .
_/

¢ ¢ Section 27 of the Act, 48 Stat. 902-903, 15 U.S.C. § 78aa, provides in part: ‘The district
courts of the United States, the Supreme Court of the District of Columbia, and.the United
N States courts of any Territory or other place subject to the jurisdiction of the United States shall
2 have exclusive jurisdiction of violations of this title or the rules and regulations thereunders-and
V/\w\\ f all Suifs in equity and actionsatlaw brought to enforce any liability or duty created by this
[ title or the rules and regulations thereunder. Any criminal proceeding may be. brought_in the
district wherein any act or transaction constituting the violation occurred. Any suit or action to
enforce any liability or duty created by this title or rules and regulations thereunder, or to enjoin
f any violation of such title or rules and regulations, may be brought in any such district or in the
1 g:lsctﬁ'lct wherein the defendant is found or is an inhabitant or transacts business, and process-in
. Sueh cases may be served in any other district of which the defendant is an inhabitant or
¥herever the defendant may be found.”
i §§‘24017 CFR s 240.14a—9 provides: ‘False or misleading statements. No solicitation subject
e f.14:3—.1 to 240,14a-10 shall .be l_nade l?y means of any proxy statement, form of proxy,
i 0l meeting, or other communication written or oral containing any statement which at
Wit ‘:ﬂe and in the light pf the circumstances under which it is mgde, is false or mls_,leadmg
e fbpeu to any material fact, or which omits to.state any material fact necessary in ords_ar
any eaf _the statemepts _there}n not false or m1sleald1lng or necessary to correct an statement in
Subject ler communication with respect to ‘the solicitation of a proxy for the same meeting or
matter which has become false or misleading.’
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Hy
II. Prelig |

It appears clear that private partleslhilve a right Undey ¢ 2
suit for violation of § 14(3? Of. the Act. n e.ed,'tl?ls Sectigy v
grants the appropriate District Courft:,s ]u.‘[‘lsdlc.tmp- ovey “alll)
equity and actions at law br(?u.ght to enforce any hablhty or g |
under the Act. The petitioners make no Concession i '
emphasizing that Congress made no specific reference ¢, > hoy 4 |

. L] E' I
of action in § 14(a); that, 1n any fave.ent, the right wou] danl())?vateri‘g?' 1
derivative suits and should be limited to Prospective reljo eXte“d E i
addition, some of the petitioners argue 1-:hat. the merger cay, ) Only, \ |
only if it was fraudulent or non-beneficial, issues upOn whig, t 133011]&1 |
material would not bear. But the causal relatlonship of thepr""}' 3

material and th&wwq\_u@%lj—oim‘solved at te. Prgy, |
here. We therefore do not discuss this point further, U], hy |

— e II1. |

While the respondent contends that_ his Count 9 claip, ;
derivative one, we need not embrace that view, for we belj

of action exists as to both derivative and direct cau/SMht 6
\_‘—__—_“———__“———"-_’———-“ - |:’|
/ The purpose of § 14(Wgement O others /
) /\/| obtaining authorization for corporate action by Wm |
/ ainin

— ; Cepty ‘

! ¥ | inadequate disclosure in proxy solicitation. The section Stemmedhggm
the congressional belief tha alr corporate suffrage is ap importam '
right that should attach to every equity sec Doug 3
exchange.” H.R. Rep. No. 1383, 73d Cong., 2d Sess., 13. It Was intengey |

o “control the conditions under which proxies ma olicited with
/ Eéj‘_f—  to preventing the recurrence of abuses which * * * (had) frustygy; |
he free exercise of the voting rights of stockholders.” Id., at 14, “T, ey |

proxies are solicited without explanation to the 'Stoq_lgaholder of the reg

{
o WS e ana g A l
nature of the questions for which authority to cast his vote is sought’§ |
Rep.No.792, 73d Cong., 2d Sess., 12. These broad remedial purposes are %

l

=

evidenced in the language of the section which makes it “unlawful for any

person * * * to solicit or to permit the use of his name to solicit any proxy
- —— " T ————
v o T
or consent or auﬂmmzatlgg 1n respect of any security registered on

————

any national secufities exchange 1n contravention of such rules and
s T e e, oo s R i I e )

regulations as the Commission may prescribe as necessary o

appropriate in-the public interest or for-the M@&fm&f

. While this language makes no specific reference to a pﬂyﬂiﬂg}ﬁ '
. ~ O =t N R S W

ction, among its chief purposes is “the protection oi"_,ILIYﬁStQE;L/“'_TlO

/) Jcertainly implies the availability of judicial relief where necessaty !
\ . e e MM oY al =it e O
achieve that result.

The injury which a stockholder suffers 'fl;gm_conpgllaiﬂ—ﬁm

o s L m
pursuant to_a_deceptive broxy solicitation ordmamlyfﬂmirphg

; : o
}| /damage done the corporation, rather thariw_fl“/c’:m—the_,-damage’mﬂ]\/

g A the
dlregtlupg@gm’{‘%e_ damage suffered results not fgoﬂ he
h\l‘/g ecelt practiced on him alone but rather from the deceit practic®="

| ~ e S e : Ot ‘Vi
{ tocwias\@w. To hold that derivative actwn,sjfn//
1 -

£
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51-:.91‘10"1
<weep of the section would th re_be tantamount to a denial of

e>"—=f Private en —
the e e __ﬁ(ll_’f_e_m‘m{t of the proxy rules provides a
oprive : : P T

nec

damaf as a most effective weapon in the
/:ﬁgz;?r @me Comrréission advises tha
{ ;tatéﬁlents anml?llyt - of them must necessarily be expedited.

o does not permit an mdepend_ent_examinatipndﬁl@_factS_S‘é.t_D_‘lt—i—n

rce 1€_pProxy

- oresentations contained therein at their face value, unless contrary to
other nlﬁ_l_tel'l?‘_!__on f_ﬂ_"t,“’}t.h _lt' [nfieed, on the allegations of respondent’s
Coﬁlplain’t",'_f_hj,ﬁl'%y ,mﬁ??@iﬂ_,fﬁglgd_tg_discl&m@g@d unlawful market
anipulation of the stock of ATC, and this unlawful manipulation would
Oﬂﬁb—een apparent to the Commission until after the merger.

We, therefore, believe that under the circumstances here it is the
v e v —

b A duﬁyﬂ.f.‘@-—-—m urts to be alel‘tft—qpmghﬁmﬁdles;as are necessary__
,7 Y tomake effectl\fe the congressional purpose. . . . Tt is for the federal courts
7w adjust_their remedies so as to grant the necessary_relief” where

| —ally secured rights are invaded. “And it ]

federally secured rights are Inyaded. “And 1t is also well settled that
D/ where legal _TthtS have been invaded, and a federal statute > provides for
W 4 géhew}lt__tg‘_sue for such Invasion, federal courts may use any

ivailable remedy to make good the wrong done.” Bell v. Hood, 327 U.S.
678, 684, 66 S.Ct. 773, 777, 90 L.Ed. 939 (1946). Section 27 grants the

District Courts jurisdiction “of all suits in equity and actions at law

brought to enforce any liability or duty created by this title * * *.”

“The power to enforce implies the power to make effective the
~ , right of recovery afforded by the Act. And the power to make the
/ wifright of recovery effective implies the power to utilize any of the
\,U/ procedures or actions mnormally available to_the litigant.
according to the exigencies of the particular cage.” [Deckert v.

Independence Shares Corp., 311 U.S. 282, 288 (1940).]

Nor do we find merit in the contention that such remedies are limited

rto prospective relief... . [I]f federal j urisdiction were limited to the

eranting of declaratory relief, victims of deceptive proxy statements
ZJ/ would-be obliged to go into state courts for remedial relief. Andif the law .

of the State happened to attach no responsibility to the use of misleading

| broxy statements, the whole purpose of the section might be frustrated.

Furthermore, the hurdles that the victim might face (such as.. . . security

for expenses statutes . ..., etc.) might well prove insuperable to effective

rgl_igﬂf_‘,ﬂ_ _
IV.
Our finding that federal courts ower to grant all necessar

Temedial relief is not to be construed as any indication of what we helieve

to be the necegsary and appropriate reliof in this case. We are concerned
. "M"‘
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1 that federal jurisdiction fop ). Sy

. ~m'nati0
here only with a determIle . ssary mi _
= ~ ecessar must aw
Whataver remedy 1 T = Mwe

does exist.
merits. - | th@
““The other contentions of the petitioners are denied.
Affirmed. -
i
ANALYSIS
Nothing in the Securl

creates an express cause
violations. What then was

of action?

ties Exchange Act or the SEC ruleg 1},
of action for shareholders suing Overe ey
er

the statutory basis for finding a fe dera] Prog,
Cause

| "Milis v.‘Electric Auto-Lite Co.

396 U.S. 375, 90 g.Ct. 616, 24 L.Ed.2d 593 (1970).

nsider a basic aspect of the impligq

This case requires us to €0 ‘
right of action for violation of § 14(a) of the Securities Exchangepﬁvate
Ct of

1934, recognized by this Court in J. I. Case Co. v. Borak, 377
(1964). As in Borak 'the"gs_ser_f;e’d wrong is that a corporate me 8. 49g
‘accomplished through the use of a proxy statement that was FEI wag
false or misleading. Tﬁél:qﬁ;ésﬁdn with which we deal is W}I:laterlall,
relationship must be shown between such a statement and th at caugg)
establish a cause of action based on the violation of the Act ® mergerty

Petitioners were shareholders of the Electri g
until 1963, when it was merged into Mergentl(izlsr ilil;g;:hte iy
t'Iﬁley brought suit on the day before the shareholders’ me}e?:)iil Coinpal‘ly'
Mgrgzzt‘gl al\ZES ? tal_cfa place on the merger against iitoﬁlilfh
Inc. The com ia-n t iR combary; American Manufacturing Compane’
ma.nagemen g)o?lnn so‘ught an m]_unctlon against the voting by Auto-Lite}’rs'
oroxy solicitation: howover 0 tei, o TR Slotan &Mlagadlymiclening
Dol 1, vl éve;)l\;vevlcler, it did not seek a temporary restraining order
ibnls it e a f.eiad as scheduled the following day. Severai
e erEt it ners filed an amended complaint, seeking to have the
1de and to obtain such other relief as might be proper.

In Count IT o ' i

us,? petitioners Ifrt;i(?alir;le; qed.col_nl{lalnt, which is the only count before
alleged that the prosy sta jurisdiction on § 27 of the 1934 Act. They
to solicit shareholdel?] ’S atem‘?nt sent out by the Auto-Lite management
violation of § 14(a) i fVOteS in favor of the merger was misleading n
Petitioners recited th 2]@ the Act and SEC Rule 14a-9 thereunde:
of the outstanding s}?a efore the merger Mergenthaler owned over 50%
control of Auto-Lite frfes of Auto-Lite common stock, and had bee? in

or two years. American Manufacturing in &

?  Intheoth
; er two coun gt ; B v
ultra vires under Ohio law. ts, petitioners alleged common-law fraud and that the merger W&
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.d about one-thlrd.of the outstanding shares
e
(to-Lite: Petltmners.charg.ed that in light of these circun; t i th ’
statement Was n’_nsleadmg in that it told Auto-Lite slf an}clefd -
their bo.ard Of' directors recommended approval of t}fize rr?ere:'
without also informing them that all 11 of Auto-Lite’s directors Wgere
- ees of Mergenthaler and were under the ‘control and domination

pom ' Petiti

of Merger}tha{er- lljetﬁtlonelfs a.SSGrted the right to complain of this
alleged violation oth derivatively on behalf of Auto-Lite and as
p- resentatives of the class of all its minority shareholders.

On petitioners motion for summary judgment with respect to Count

[, the District Cou_rt for the quthern District of Illinois ruled as a matter
of 1aw that the Flalm(?d defect in the proxy statement was, in light of the
ercumStanceS in which the statement was made, a material omission.
The District Court conc‘luded, from its reading of the Borak opinion, that
i+ had t0 hold a hearing on the issue whether there was “a causal
connection between the finding that there has been a violation of the
disclosure requirements of § 14(a) and the alleged injury to the plaintiffs”
pefore it could consider what remedies would be appropriate.

After holding such a hearing, the court found that under the terms
of the merger agreement, an affirmative vote of two-thirds of the Auto-
Lite shares was required for approval of the merger, and that the
respondent companies owned and controlled about 54% of the
outstanding shares. Therefore, to obtain authorization of the merger,
respondents had to secure the approval of a substantial number of the
minority shareholders. At the stockholders’ meeting, approximately
950,000 shares, out of 1,160,000 shares outstanding, were voted in favor
of the merger. This included 317,000 votes obtained by proxy from the
minority shareholders, votes that were ‘necessary and indispensable to
the approval of the merger.” The District Court concluded that a causal

relationship had thus been shown. . ..

[R]espondents took an interlocutory appeal to the Court of Appeals
for the Seventh Circuit. That court affirmed the District Court’s
conclusion that the proxy statement was materially deficient, but
reversed on the question of causation. The court acknowledged that, if an
injunction had been sought a sufficient time before the stockholders’
meeting, “corrective measures would have been appropriate.” However,
since this suit was brought too late for preventive action, the courts had
to determine “whether the misleading statement and omission caused
the submission of sufficient proxies,” as prerequisite to a determination
of liability under the Act. If the respondents could show, f‘by a
preponderance of probabilities, that the merger would have rece{ved.a
sufficient vote even if the proxy statement had not been misleading In

the respect found,” petitioners would be entitled tono relief of any kind.

The Court of Appeals acknowledged that this test corresponds to the
ty relied on the

Common-law fraud test of whether the injured par

X
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Cigp
misrepresentation. However, rightly concluding that « r %
thousands of individuals, as here, can scarcely be inquireq intoe”lam;:e )
ruled that the issue was to be determined by proof of the Faipn.. €y y
terms of the merger. If respondents could show that the merge:eSS of thl‘t
and was fair to the minority shareholders, the trial oy, o H’E’-I'i\'3
justified in concluding that a sufficient number of Sharehold W()u}d bt
have approved the merger had there been no deﬂciency in (:l‘s Womﬁ
statement. In that case respondents would be entitled tq 5 jud}glsl Proy,

ent 131

their favor.

Claiming that the Court of Appeals has construeq this
decision in Borak in a manner that frustrates the statute oWty
enforcement through private litigation, the petitioners thenomy of
review in this Court. SOughy

II

As we stressed in Borak, § 14(a) stemmed from a congresgj,
that “[f]air corporate suffrage is an important right that shoylq atty
every equity security bought on a public exchange.” H.R. Rep, No 1%1 g
73d Cong., 2d Sess., 13. The provision was intended to promote “th.e f83,
exercise of the voting rights of stockholders” by ensuring that pro ree
would be solicited with “explanation to the stockholder of the ye al natxées
of the questions for which authority to cast his vote is sought.” Id, at 1Ze
The decision below, by permitting all liability to be foreclosed on the basi.
of a finding that the merger was fair, would allow the stockholders t, bs
by-passed, at least where the only legal challenge to the merger ig 5 suit
for retrospective relief after the meeting has been held. A Judicig]
appraisal of the merger’s merits could be substituted for the actug] and
informed vote of the stockholders.

naj he]lﬁf

The result would be to insulate from private redress an entire
category of proxy violations—those relating to matters other than the
terms of the merger. Even outrageous misrepresentations in a proxy
solicitation, if they did not relate to the terms of the transaction, would
give rise to no cause of action under § 14(a). Particularly if carried over
to enforcement actions by the Securities and Exchange Commission
itself, such a result would subvert the congressional purpose of ensuring
full and fair disclosure to shareholders.

Further, recognition of the fairness of the merger as a complete
defense would confront small shareholders with an additional obstacleto
making a successful challenge to a proposal recommended through a
defective proxy statement. The risk that they would be unable to rebut
the corporation’s evidence of the fairness of the proposal, and thus 0
establish their cause of action, would be bound to discourage such
shareholders from the private enforcement of the proxy rules ihgb
“provides a necessary supplement to Commission action.” J. L. Case L0
v. Borak, 377 U.S,, at 432, 84 S.Ct. at 1560.

e
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[n Borak, which came to this Court on a dismissal of the
aint, the Court limited its Inquiry to whether a violation of § 14(a)
rise to «3 federal cause of action for rescission or damages,” 377
give® at 428, 84 %’Ct' at 1558. Referring to the argument made by
tjoners there “that the merger can be dissolved only if it was
PetI ulent OF non-beneficial, 1:c,sues upon which the proxy material would
fraubear,” the Court stated: “But the causal relationship of the proxy
oot rial and the merger are questions of fact to be resolved at trial, not
pate We therefore do not discuss this point further.” Id., at 431, 84 S.Ct.
he§%59- In the present case there has been a hearing specifically directed
at he causation problem. The question before the Court is whether the
to© d on the basis of that hearing are sufficient in law to establish

factS foun ’ f acti d
gitioners cause of action, and we conclude that they are.

Where the miss.tatsmer}t or omission in a proxy statement has been
shown t0 be “material,” as it was found to be here, that determination
sself indubltab_dy e‘mbodles a COIIClllSl(}ﬂ that the defect was of such a
character that it might have been considered important by a reasonable
ghareholder who was in the process 01? deciding how to vote.6 This
requirement ﬁh@}t the def?Ct have a significant propensity to affect th'e
voting process 18 found in the express terms of Rule 14a-9, and it
adequately Serves the purpose of ensuring that a cause of action cannot
pe established by.proof of a defect so trivial, or so unrelated to the
iransaction for which approval is sought, that correction of the defect or
tion of liability would not further the interests protected by § 14(a).

.
.

imposl

There is no need to supplement this requirement, as did the Court
of Appeals, with a requirement of proof of whether the defect actually
had a decisive effect on the voting. Where there has been a finding of
materiality, a shareholder has made a sufficient showing of causal
relationship between the violation and the injury for which he seeks
redress if, as here, he proves that the proxy solicitation itself, rather than
the particular defect in the solicitation materials, was an essential link
in the accomplishment of the transaction. This objective test will avoid
the impracticalities of determining how many votes were affected, and,
by resolving doubts in favor of those the statute is designed to protect,
will effectuate the congressional policy of ensuring that the shareholders
are able to make an informed choice when they are consulted on
corporate transactions.?

§ . ..Inthiscase, where the misleading aspect of the solicitation involved failure to reveal
a SeI:iOLlS conflict of interest on the part of the directors, the Court of Appeals concluded that the
crucial question in determining materiality was “whether the minority shareholders were
sufficiently alerted to the board’s relationship to their adversary to be on their guard.” An
adequate disclosure of this relationship would have warned the stockholders to give more
careful scrutiny to the terms of the merger than they might to one recommended by an entirely
disinterested board. Thus, the failure to make such a disclosure was found to be a material
defect “as a matter of law,” thwarting the informed decision at which the statute aims,
regardless of whether the terms of the merger were such that a reasonable stockholder would

ave approved the transaction after more careful analysis.

" We need not decide in this case whether causation could be shown where the

Management controls a sufficient number of shares to approve the transaction without any votes
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111 “%HB

Our conclusion that petitioners -havle F:}tlabhshed thej,
showing that proxies necessary tg‘appl Ol‘giit;)tione LB yoy e
by means of a materially misicacing % % on (nplies nog - obtg;
the form of relief to which they m:ay e ‘}t b. € helq in mg almud
upon finding a violation the courts were {il e alert ¢, Tak ¢ t
remedies as are necessary to make effective the congregg

. Pro h
lcxnalvld'3 st
noting specifically th

at such remedies are not to be limiteg g I())urpols’gl}‘
relief. 377 U.S., at 433, 434, 84 5.Ct. alilz 1f55(510- 1111 devising I‘etrozpecti\;‘e
relief for violation of the proxy rules, the Gl_e?a courts should c(? ec-t lvg
the same factors that would govern the re 1{)3 gﬁ'ant?d for any inlsl-d i
illegality or fraud. One important factgrfma_slfl et leéalrnes‘s of th, Nl
of the merger. Possible forms of relief gvzb Include setting asig Oty
merger or granting other equitable relief, ut, as the_Court of Ape the
below noted, nothing In the s_tatutOI‘Y policy requ}res the cOuDeals
unscramble a corporate transaction merely because a v1ol§1tion oc rl‘t to
In selecting a remedy the lower'cou.rts should exercige “the s;‘edy
discretion which guides the determinations of courts of equity » key ling
in mind the role of equity as “the. instrument for.' nice adjuStmentplng
reconciliation between the public interest and private needg i Weﬁin
between competing private claims.” Hecht Co. v. Bowles, 321 U g 32as
329-330, 64 S.Ct. 587, 591-592, 88 L.Ed. 754 (1944), quotin

Meredith v. Winter Haven, 320 U.S. 228, 235, 64 S.Ct. 7, 11, g

(1943).

g. fr()n-l
LEd 9

[A] determination of what re}ief sh.ould be granted in Ay
name must hinge on whether setting aside the merger woulg
best interests of the shareholders as a whole. In short, in the context of
suit such as this one, . . . the merger should be set a_side only if a court of
equity concludes, from all the circumstances, that it would be equitable
to do so.

to-Liteg
be in the

Monetary relief will, of course, also be a possibility. Where the defect
in the proxy solicitation relates to the specific terms of the merger, the
district court might appropriately order an accounting to ensure that the
shareholders receive the value that was represented as coming to them.
On the other hand, where, as here, the misleading aspect of _the
solicitation did not relate to terms of the merger, monetary relief mlght
be afforded to the shareholders only if the merger resulted in a reduction
of the earnings or earnings potential of their holdings. In short, damagfisf
should be recoverable only to the extent that they can be shown. :
commingling of the assets and operations of the merged compan€

: . . . . : for 185'51 or
from the minority. Even in that situation, if the management finds it necess:tr%n afs eld tht
practical reasons to solicit proxies from minority shareholders, at least one cou ‘

. causation
the proxy solicitation might be sufficiently related to the merger to satisfy the e

1d

requirement, see Laurenzano v. Einbender, 264 F.Supp. 356 (D.C.E.D.N.Y.lQGSL;T;E; Cgurt e
Virginia Bankshares, Inc. v. Sandberg, 501 U.S. 1083 (1991), however, the Supr
that causation could not be established in such situations.]




Proxy FIGHTS

onl
gp ; . . i
40:;1)1: to establish direct injury from the merger, relief

mﬂkesbl:p redicgted ona determination of the fairness of the terms of the
gigh® ¢ the time 1t was approved. These questions, of course, are for
mf-",'g.ern in the first instance b?’ Fl_le District Court on remand, and our
declslﬁ g out of some of the possibilities is not intended to exclude others.

sing v

Although the question of relief must, await further proceedings in the
:trict ourt, O conclusion that petitioners have established their
pis of action 1ndlca.tes that the Court of Appeals should have affirmed
cau® artial summary judgment on the issue of liability. The result would
i g peen not only that respondents, rather than petitioners, would have
halv1’1@ the costS_Of the appea}, but also, we think, that petitioners would
E[;,e been entitled t? an interim award of litigation expenses and
casonable attorneys’ fees. We agree with the position taken by
etitioners,'and by the U_HItEd States as.amicus, that petitioners, who
ﬁave established a violation .of the securities laws by their corporation
icials, should be reimbursed by the corporation or its survivor

and it8 off o e
for the costs of establishing the violation.

The absence of express statutory authorization for an award of
sttorneys’ fees in a suit under § 14(a) does not preclude such an award in
cases of this type. . - .

While the general American rule is that attorneys’ fees are not
ordinarily recoverable as costs, both the courts and Congress have
geveloped exceptions to this rule for situations in which overriding
considerations indicate the need for such a recovery. A primary judge-
created exception has been to award expenses where a plaintiff has
successfully maintained a suit, usually on behalf of a class, that benefits
a group of others in the same manner as himself. To allow the others to
obtain full benefit from the plaintiff’s efforts without contributing equally
{o the litigation expenses would be to enrich the others unjustly at the
plaintiffs expense. This suit presents such a situation. The
dissemination of misleading proxy solicitations was a “deceit practiced on
the stockholders as a group,” J. I. Case Co. v. Borak, 377 U.S,, at 432, 84
S.Ct. at 1560, and the expenses of petitioners’ lawsuit have been incurred
for the benefit of the corporation and the other shareholders.

The fact that this suit has not yet produced, and may never produce,
amonetary recovery from which the fees could be paid does not preclude
an award based on this rationale. Although the earliest cases recognizing
a right to reimbursement involved litigation that had produced or
Preserved a “common fund” for the benefit of a group, nothing in these
cases indicates that the suit must actually bring money into the court as
4 prerequisite to the court’s power to order reimbursement of expenses.

[TThe foundation for the historic practice of granting reimbursement for
the costs of litigation other than the conventional taxable costs is part of
the original authority of the chancellor to do equity in a particular
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- 3 A b
situation.” Sprague v. Ticonic Nat. Bank, 307 U.S. 161, 166, - ) 3
780, 83 L.Ed. 1184 (1939). 0 \
1

Other cases have departed further from the traditjq,, "
bounds of the doctrine, to permit rglmbursement in Casgg metes
litigation has conferred a substantial b,enfeﬁff on the memﬁvherea"d
ascertainable class, and where the court’s ]urISdICt.lon Over 4 Cry thh@
matter of the suit makes possible an award that wi]] OPerag, € S‘lbjan
the costs proportionately among the'rn. Thls de‘_’elc'pment ha to Spy bt

i lders’ derivative actiong S beg g
pronounced, in shareho : 5 “_’here & n ng
increasingly have recognized that the €Xpenses incyyy, de toy %
shareholder in the vindication of a corporate right o_f actiop can |, y
among all shareholders through an award againgt the ¢, e Sprg,

overy has b Thop,,. 0
regardless of whether an actual money rec ¥ has beep Obtaj, - Craty
corporation’s favor. For example, awards have l?een SUstaine ; : N,
stockholders complaining that shares of.' thenj COrporatigy, h SUity by
issued wrongfully for an inadequate consideration. A successful
this type, resulting in cancellation of the sha}'es, does not brig S
into court or add to the assets of the corporation, but it does beg 2 fiyg
holders of the remaining shares by enhancing their value, . Refy the

In many of these instances the benefit conferred iq capa;
expression in monetary terms, if only by estimating the incr:
market value of the shares attributable to the Successfy] liti e
However, an increasing number of lower courts have acknowle dgeggtmn_
a corporation may receive a “substantial benefit” from a derivatj, thf’lt
Justifying an award of counsel fees, regardless of whether the be;;;m-t’
pecuniary in nature, 1t i

le ,

“Where an action by a stockholder results in a substantig)
benefit to a corporation he should recover his costs and
expenses. * * * [A] substantial benefit must be something mgpe
than technical in its consequence and be one that accompligheg
a result which corrects or prevents an abuse which would be
prejudicial to the rights and interests of the corporation or affect
the enjoyment or protection of an essential right to the
stockholder’s interest.” [Bosch v. Meeker Cooperative Light &
Power Assn., 101 N.W.24 423, 425-27 (Minn. 1960).]

In many suits under § 14(a), particularly where the violation does not
relate to the terms of the transaction for which proxies are solicited, it
may be impossible to assign monetary value to the benefit. Nevertheless,
the stress placed by Congress on the importance of fair and informed
corporate suffrage leads to the conclusion that, in vindicating the
statutory policy, petitioners have rendered a substantial service to the
corporation and its shareholders. Whether petitioners are successful I
showing a need for significant relief may be a factor in determuni
whether a further award should later be made. But regardless of te
relief granted, private stockholders’ actions of this sort “involve corpord®
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N1
et :
m;;ﬁ:ms}l a benefit to all shareholders by providing an

\tiCSs
tl“'rul;gtnt means of enforcement of the proxy statute. To award

impor g fees in such a St}it to a plaintiff who has succeeded in
ﬁtto"n{ ing & cause qf action 1s not to saddle the unsuccessful party with
Cst'ﬂbhsenses put to impose them on the class that has benefited from
the exP 4 that would have had to pay them had it brought the suit.

he ok ing reasons -

t - the foregoing we conclude that the judgment of the
. eals should be \facated and the case remanded to that court
proceedings consistent with this opinion.

ourt ©
t%r furthe”
AN ALYSIS
What polic){ goal was the Supreme Court pursuing in creating
'n;plied private right of action under § 14(a)? Put another way, whose

theelntive s was the Supreme Court seeking to affect?
in¢

g, InTSC Industries, Inc. v. Northway, Inc., 426 U.S. 438 (1976),
pe Supreme Court held that a fact is material “if there is a substantial
t~keelih00d that a reasonable shareholder would consider it important in
];eciding how to vpte.” Id. at 449. Is the omitted fact at issue in Mills
material under this standard?

PROBLEM

Cypress Club, Inc. (CC) owns an upscale and overpriced restaurant
:n the foothills of Topanga Canyon, northwest of Los Angeles. Because of
the glut of upscale overpriced restaurants in the area, CC is losing
money. Its stock is publicly traded on the over-the-counter market.
Issued for $50 per share just five years ago, it now trades at $3.00. An
clderly financier named General Guy Sternwood owns 65 percent of the

stock. :
1. Suppose that CC directors propose a merger with Sternwood
Investments, Inc. (SII). Through the merger, CC shareholders will
receive for each CC share SII shares worth $3.30. For the merger to take
place, it must be approved by a majority of the CC shares. Suppose
further, however, that the proxy materials explaining the terms of the
merger do not disclose (i) that Sternwood and one Eddie Mars each own
30 percent of SII and (i) that Mars and Sternwood are about to be
indicted in Tokyo for their role in a stock-manipulation scheme on the
Tokyo Stock Exchange.

You, as a CC shareholder, discover the TSE connection and sue to
block the vote. Will you win? Suppose you discover the TSE connection
when the indictments are issued after the vote has taken place. Can you

recover damages? What would they be? Does it matter whether SII stock
18 publicly traded?

" Murphy v. North American Light & Power Co., 33 F.Supp. 567, 570 (D.C.S.D.N.Y.1940).

k
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What result?
cinfeld V- Bartz
g W1 24359 (.D.Cal. 2002
FACTUAL BACKGROUND
of Def? dant CisCO Systems, Ine. (g
. ti_ffls hO]- er ! . L = C]‘SQ 9,
. {)’l"mnS T suit 28 ad ative action agg;nst the company apq o)
?n d:::(i()rs cgue 11 this €as€ 15 a'dlgd' a;nendment to CisL‘lt,s
il.llltomatic Option nt 1 ' its;tethgﬁso?;r.nrgh? amendmefltS
hich was apPr d by share’’ hien er 1999 anpyy
gleeting raised the number stock opt10mS granted to outside directoal
o (;in' board from 0,000 ghares to 30,000 shap rs
2 aised the number of OPHITS frans.
Additionally> am e granteg
annually t0 € tinuing tside director from 10,000 shares to 15,0y
ghares. _
Plaintiff alleges that Defendants acted negligently in prepari .
g ' . paring thejr
statement t0 solicit prox1es to vote 11 _faVOI‘ Qf the amendment. Th
tates that Cisco paid each outside dir9ct0:
r fee for fiscal YBa;

0 annual retaine
a $40,000 retainer fee to include

1998. In addition, the statement
uld receive periodic option grants under
and was eligible to participate in

dant Qarin, &
i dant Sarin

1999, and that 1
e commencing in September

represents that each director WO

the Automatic Option Grant Program
the Discretionary Option Grant Program. The statement goes on fo

exp.]ain’ the n}lmbe}‘ of options granted to each director, as well as the
options’ exercise prices and vesting requirements.

n Plla(iintit;f alleges that Defepdants violated SEC proxy rules by failing
include the value of the option grants based on the theoretical Black-

¢
[Eds.—Options co i

: me in two basic forms: i

r : ic i g o

ci)i}ll;'fg buy from the issuer of the option ar? lli?lff-e(]l-) ok which give FiF

i (called the strike price or rlying asset, such as the COIE o i

; and (2) put options, which gi i or the exercise price), usually with an expiratic”

underlying asset, b give their holder the rig . of the optioD an

expiration date. Uptions(c;n IU‘ common stock of a company, & E ually with 8t

Ll:]sui];:ﬁ options) or, as in this,c gflggl'ifl?lStosk may be issued and traded by indivi }(Sg.calied

:ompensation (so-c: ase, call options ma : :

become an irnport(,?gttdlmd compensatory stock zbf issued by corp gratwnst

oo EeTRALS i ant part of executive ¢ D‘Ions), Options issue
onexecutive employees.] ompensation and, at many ir

ht to sell to the issuer

t a set price, us
duals
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58 D tion pricing model.* Accordin

sch(l)llﬂtions’ the value of the options granted to each of the continui
Cﬂlc'de directors in 1998 was $369,500 on November 12, 1998 (I‘E}:nglig
e grant) and $1,020,600 on Sepf_iember 27, 1999 (the date of th proxy
o t). Plaintiff asserts that Cisco ugeg Black-Sc sare 16
state 1 fin ancial statements,™ and that it they

g to Plaintiffs Black-Scholes

holes to prepare its
efore would have been easy

nud i
?Or; Defendarll\if to 11}21;1‘(3_9 ﬂfﬁ Blell)clk-Scholes valuations in the proxy
_ More signmificantly, Plaintiff g]]
o : alleges that Defendants’
gt ent of @ $32,000 annual retainer fee plus stock options materially

te i
std’ resents the compensation of each outside director. Plaintiff

isl‘e : v
= 1g that, using Black-Scholes, each director received compensation

collljzg at well over $32,000.
va

[n addition, Plaint.iff alleges that the following sentence contained in
he PrOXY. stateriené 1s materially false and misleading: “Unless the
parket price of t e Common Stock appreciates over the option term, no
yalue will be rgahzed from the.OPtlon grants made to the executive
Ofﬁcers.” Plaintiff asserts that this statement is false because the grant

of stock options results in the immediate realization of value, which is

pest Jetermined using Black-Scholes. . . .
DISCUSSION

Plaintiff glleges that Defendants negligently violated Section 14(a)
of the Gecurities Exch.ange Act of 1934 and Rule 14a-9 of the Securities
ond Exchange Commission (“SEC”). Section 14(a) makes it unlawful to
solicit proxies in violation of SEC rules. 15 U.S.C. § 78n(a) (2002). SEC
Rule 14a—9 prohibits solicitation of a proxy by a statement containing
either (1) a false or misleading declaration of material fact or (2) an

+ [Eds.—The value of an option depends, among other things, on the value of the
underlying asset at the time the option is exercised. Suppose, for example, that you hold a call
option giving you the right to buy one share of Acme Corporation stock at a strike price of $1. If
the value of Acme’s stock exceeds $1, at which point it is said to be “in the money,” the option
has value because you can buy the share for $1 and then immediately sell it at the higher price.
At the time the option was issued, however, the issuer has no way of knowing what the stock
price will be when the option is exercised. Options therefore are notoriously difficult to value
when issued. The so-called Black-Scholes formula was developed by economists Fischer Black
and Myron Scholes to value options. Although the formula is complex, and its derivation
bewilderingly mathematical, it has become the most widely accepted method for valuing options.
In brief, the Black-Scholes formula considers five factors in valuing an option: (1) the current
value of the underlying asset; (2) the exercise price; (3) the current discount rate (i.e., the rate
at which sums to be received in the future are discounted to present value); (4) the price
volatility of the underlying asset; and (5) the amount of time remaining until expiration of the
option.]

* [Eds.—Employee compensation is an expense which, under generally accepted
accounting principles, must be deducted from revenue to determine a firm’s income. Before the
corporate accounting scandals of 2002, however, corporations commonly refused to recognize the
value of stock options granted as compensation to employees as an expense. In footnotes to their
financial statements, public corporations are obliged to disclose the number and estimated value
of stock options issued as compensation. Presumably Cisco used the Black-Scholes formula to
estimate the value of the options for this purpose. Under prevailing accounting standards,
however, corporations had an option as to the income statement treatment of stock options. The
torporation could treat stock options as an expense, again using the Black-Scholes formula (or
some other plausible method) to estimate the size of that expense, but was not obliged to do so.
Most chose not to do so. Since 2006, an SEC rule has required that options be treated as expenses

In the financial reports of registered companies.]
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et i at makes any portion of the By

omls?l?;gfnrgatellzilfﬁiiig:led fact is “material” if “theye ?gate
;)ill-ile};illiood that a reasonable sharehQIdell‘ nwcoild ﬁgiilder it impOrt
deciding how to vote.” TSC Industrlﬁs, - démor tway, Inc, 49 gnt in
438, 449 (1976). A plaintiff does not have ; nstrate thgt dise) U'S-
of the fact in question would have caused a reason‘able share, 1qul‘e
Id. Instead, it is sufficient ¢, esta({)del' f

meh
a Su

is or - vote.
change his or her vo ¢ . »
cubstantial likelihood that, “under all of the circumstanceg, 1) " *ish

fact would have assumed actual signiﬁcancia‘ in the dehb@fati(msmittez
reasonable shareholder.” Id. In other wprds, there must be 5 SubStO the
likelihood that the disclosure of the om.ltte_d fact would have been V?ntlﬂl
by the reasonable investor as having significantly altered the ‘totalew? d
of information made available.” Id. miy

Failure to Include Black-Scholes Valuations in the Proxy Statement

Here, Plaintiff asserts that the Black-Scholes valuationg
option grants to the outside directors are omitted materig] facts he
Defendants point out, however, four courts that have copg; i
Plaintiff's argument have rejected it at the pleading stage. See Resnillfd
Swartz, No. 00 Civ. 5355(LMM), 2001 WL 15671 (S.D.N.Y. Jan, 8, zool\r.
In re 3Com Corp. Shareholders Litig., No. C.A. 16721, 1999 WT, 100921);
(Del. Ch. Oct. 25, 1999); Cohen v. Calloway, 667 N.Y.S.24 243
(N.Y.App.Div.1998); Lewis v. Vogelstein, 699 A.2d 327 (Del. Ch_1997)
The courts in all four of these cases held that Black-Scholeg valuationé
are not material as a matter of law. To the parties’ and the Courts
knowledge, no court has ever held to the contrary. . ..

While not controlling precedent, the above cases are highly
persuasive because of the factual similarities they share with the instant
case.

Plaintiff attempts to distinguish the three state-court cases—but,
notably, does not even mention Resnik in his written opposition—on
grounds that they were applying state, rather than federal, law. Plaintiff
correctly points out that the plaintiffs in the Delaware cases alleged
breach of the state-law-based duty of candor, and not the federally
defined Rule 14a-9. However, the New York and Delaware courts applied
the same “materiality” standard that this Court is bound to apply under
the U.S. Supreme Court’s decision in 7SC Industries. Thus, the fact thﬁ_lt
the state cases addressed state-law causes of action does not require this
Court to reject the analysis in those cases.

Plaintiff next argues that a Ninth Circuit case, Custom Chrome, Inc.
v. Commissioner of Internal Revenue, 217 F.3d 1117 (9th Cir.2000),
requires this Court to break new ground and reject the decisions M2 e
by the four courts discussed above. In Custom Chrome, the Ninth Circult
noted in a footnote that Black-Scholes was a reliable method ©
determining the value of the options at issue in that case. Id. at 11_2{l ?T
lp. _However, as Defendants correctly point out, the court explicith
distinguished the options at issue—which were issued as part of a loal
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st on—from options .granted_for services rendered.* Id. at 1122. In
06 Defendants received optlons. for the services they rendered as
tll.l‘s 2’8 directors, and Custom Chrome 18 therefore distinguishable,

15C . W .
C ystom Chrome 1s further distinguishable because tax regulations
gire that the options in that. case be valued at the time of grant. Id. at
ﬁ%z Here, by contrast, nothing requires Defendants to calculate the

"+ of the options at time of grant. Plaintiff argues that SEC
va ations require Black-Scholes calculations,

re ific regulation that requires them. , .
spe

pral

but he points to no

Based on t'he persuasive case la_w presented by Defendants, and the
of convincing rebuttal by Plaintiff, this Court rules that, as a matter

of lav, B]ack:SCholeS valuations are not material for purposes of Rule
1429 analysis. . . .

ANALYSIS

g Joifhe -ﬁft},l paragraph of the opinion, the court quotes this
centence from Cisco’s proxy statement;:

Unless the market price of the Common Stock appreciates over
the option term, no value will be realized from the option grants
made to the executive officers.

[s this statement accurate?

9. Suppose Helen owns the house she lives in free and clear and
that its market value is $200,000. Now suppose Helen grants to Owen
the option to buy the house any time within the next five years for
$200,000. Do you suppose Helen could still sell the house for $200,000 to
someone else? Do you suppose that on the date of receipt of the option
Owen would feel any richer, even though the market value of the house
had not risen? Suppose that Helen is a lawyer and that she granted the
option to Owen in return for Owen’s services to her as her secretary for
the past year. If Helen wants to be realistic about her income for the year,
should she ignore the option grant?

3. Do you agree with the court that the omission of the Black-
Scholes valuation was not material as a matter of law?

4. Suppose the options had been treated as compensation at the
time of grant, so the recipients would have income and Cisco would have
a deduction in computing its income. Now suppose that the duration of
thf’ options when issued was five years and that a year later the market
Price of the stock had fallen and, consequently, the value of the options

Cir 2‘0 [Eds.—Custom Chrome, Inc. v. Commissioner of Internal Revenue, 217 F.3d 1117 (9th
ol 00), was a tax case. The taxpayer had borrowed money from a bank and, as part of the

ansaction, had issued warrants (options issued by a corporation on its own stock) to the bank.
rec‘;icourt determined that the value of the options was, in effect, a reduction in the amount
ﬁ‘om‘;ed by the borrower as loan proceeds. This resulted in “original issue discount” (discount
Bis e face amount of the loan), which had important tax consequences. In order to determine
the amount of the original issue discount (OID), it was necessary to value the warrants, and

court identified the Black-Scholes formula as the proper method for doing so.]
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an even greater percentage. How shoylq this 1o Yy

(AL pual report of its income?

reflected in Cisco's an

D. SHAREHOLDER PROPOSALS

N Street v. Wal-Mart Storeg I
Trinity Wall 792 F.3d 323 (3rd Cir. 2015). Hoe.

I INTRODUCTION

. s 0w

Appellant Wal-Mart Stores, Inc., tssf ﬁoélt?« ; ltargeSt otaller, gpg

of its shareholders, Appellee T1~1n1ty a Wele —&h EplSCOpa] b Ong
headquartered in New York City that OerlSM at’- Mar_t St.ock"‘*are oilﬁsh
in a heated dispute. It stems from Wal_- \?Vr ISN}'eJeE:tmn of l’inited
request to include its shareholder proposal in Wal- art’s proxy Inateriy,s
for shareholder consideration. alg
Trinity’s proposal, while linked to Wal-Mart’s sale of p; h. Capg
firearms (guns that can accept more .than ten rounds of ammunition)lty
about one-third of its 3,000 stores, 1s nonetheless broad. It askg w -
Mart’s Board of Directors to develop and implement Standayg, al.
management to use in deciding whet};er to sell a product that i
“especially endangers public safety”; (2) “has the S‘:‘letantial Potentiy) ¢,
\impair the reputation of Wal-Mart”; andfo;' (3) “would reasonaby 1,
considered by many offensive to the family and Community Valugg
integral to the Company’s promotion of its brand.” Standing in Tl‘inity's
way, among other things, is a rule of the Securities and EXChange
Commission (“SEC” or “Commission”), known as the “ordinary businegg’
exclusion (“Rule 14a-8()(7)”). As its name suggests, the rule letg 4
ompany omit a shareholder proposal from its Proxy materials if the
proposal relates to its ordinary business operations.

Wal-Mart obtained what is known as a “no-action letter” from the
staff of the SEC’s Division of Corporate Finance (the “Corp. Fin. staff’ or
“staff”), thus signaling that there would be no recommendation of an
enforcement action against the company if it omitted the proposal from
its proxy materials. Trinity thereafter filed suit in federal court, seeking
to enjoin Wal-Mart’s exclusion of the proposal. The . . . District Court. ..
handed the church a victory on the merits some seven months later by
holding that, because the proposal concerned the company’s Board
(rather than its management) and focused principally on governance
(rather than how Wal-Mart decides what to sell), it was outside Wal-
Mart’s ordinary business operations, Wal-Mart appeals, seeking a rullﬂg
that it could exclude Trinity’s proposal from its 2015 proxy materials al
did not err in excluding the proposal from its 2014 proxy materials.

Stripped to its esse
promoting improved go

as
nce, Trinity’s proposal—although styled 2

-ts
vVernance—goes to the heart of Wal-Mal
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2 . what it sells on its shelves. For the reasons that follow, we hold

busi”et?z'excl udable under Rule 14a—8(i)(7) and reverse the ruling of the
4§

thﬂ: ,;lict Court-
pis

11. FACTS & PROCEDURAL HISTORY

;I"r;nity Objects to Wal-Mart’s Sale of Assault Rifles.

A Trinity [is] one of the wealthiest religious institutions in the

 apates, With @ balance sheet of over $800 million in assets and

Unité rate valued at ap_prox1mately $3 billion. Its strong financial

redl e according to Trinity, empowers it to “pursue a mission of good

foomng’be ond the reach of other religious institutions.” Part of that

wor _in ;s to reduce violence in society.

B armed by the spate of mass murders in America, in particular the

ing at Sandy ﬂook Elementary School in December 2012, Trinity

d to use its 1nYestment portfolio to address the ease of access to
fles equipped with high-capacity magazines (the weapon of choice of the
ga ndy Hook shooter and other mass murderers). Its principal focus was
Wal.Mart.

During its review of Wal-Mart’s merchandising practices, Trinity
giscovered what it p.ercewesi as a mgjor inconsistency. Despite the
retailer’s stated mission to ‘r.nake a difference on the big issues that
matter to us all,” it contl.nued in some states to sell the Bushmaster AR
15 (a model of assault rifle). Trinity also perf:eived Wal-Mart as taking
an unprincipled approla?h in deciding which products to sell. For
cxample, despite its position on the AR-15, Wal-Mart does not sell adult-
rated movie titles (i.e., those rated NC-17) or similarly rated video or
computer games. Nor does it sell to children under 17 “ ‘R’ rated movies
or Mature’ rated video games.” Wal-Mart also doesn’t sell “music bearing
a ‘Parental Advisory Label’” because of concerns about the music
containing “strong language or depictions of violence, sex, or substance
abuse.” And apparently due to safety concerns, it has stopped selling (1)
handguns in the United States; (2) high-capacity magazines separate
from a gun; and (3) guns through its website. Trinity attributes these
perceived inconsistencies to the “lack of written policies and Board
oversight concerning its approach to products that could have
momentous consequences for both society and corporate reputation and
brand valuel[.]”

B. Trinity’s Shareholder Proposal.

b Trinity pressed Wal-Mart to explain its continued sale of the
ushmaster AR-15. Wal-Mart’s response was as follows:

There are many viewpoints on this topic and many in our
country remain engaged in the conversations about the sale and
regulation of certain firearms. In areas of the country where we
sell firearms, we have a long standing commitment to do so
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safely and responsibly. Over the years, We've e“‘“‘?
purposeful about finding the right. balance bety, been ,

hunters and sportsmen and ensuring that we S:len 8 rﬁery
responsibly. Wal-Mart’s merchandising decisiong a 1 ﬁrearn
customer demand and we recognize that mogt hlfnltaas Ing

sportsmen use firearms responsibly and wish tq Gont ers agn
S0. ... nU.e t() d(;

While there are some like you, Rev. Cooper, whq ask

selling firearms, there are many customers why, Ostq

continue to sell these products in our stores. ask t‘é

Unmoved, Trinity drafted a shareholder proposal sinisg
governance gap it perceived. The proposal, which is the 4
appeal, provides:

Resolved:

Stockholders request _that the Board ameng
Compensation, Nominating and Governance Co
charter . . . as follows:

“97. Providing oversight concerning [and th, .
reporting of] the formulation and implementatjop, E}lbhc
policies and standards that determine whether oy el
Company should sell a product that: the

1) especially endangers public safety and well-being.

2) has the substantial potential to impair the repytqs:
t

of the Company; and/or PUtation

3) would reasonably be considered by many offensive ¢

the family and community values integral to the Compan ,2

promotion of its brand.” d
The narrative part of the proposal makes clear it is intended tq

: ; : cover
Wal-Mart’s sale of certain firearms. It provides that the oversight gy
reporting is intended to cover policies and standards that would b
applicable to determining whether or not the company should sell guns
equipped with magazines holding more than ten rounds of ammunition
(“high capacity magazines”) and to balancing the benefits of selling such
guns against the risks that these sales pose to the public and to the
Company’s reputation and brand value.
C. Wal-Mart Seeks a No-Action Letter from the SEC.4

On January 30, 2014, Wal-Mart notified Trinity and the Corp. Fin

staff of its belief that it could exclude the proposal from its 2014 proyy
materials under Rule 14a—8(i)(7). Trinity predictably disagreed, staié

at fj_lhh

Ubjgo; 8t

 the
mmlttee

ff official
on if th‘-’.

4 In the words of the SEC, a “no-action letter is one in which an authorized st&

indicates that the staff will not recommend any enforcement action t
proposed transaction described in the incoming correspondence is consu
Utilized by the Division of Corporate Finance for Rendering Informal Advi

1980 WL 25632, at *1 n. 2 (Oct. 28, 1980).

ce, Release
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o proposal didn"t “meddl[e] in ordina
“big picture oversight gnq Supervision that is the

focuse bility of the Boar th : =
gibl ; at assert
g °I:-easons why 1ts proposal was not excludable; B v s

r
three 1. [it] addresses corporate
oversight of important merch
substantially removed fro.rn parti
the ordinary course of business;
9. [it] concerns the Com
community harm while fo
ethics and does not relate

governance through Board
andising policies and is
cularized decision-making in

pany’s standards for avoiding
stering public safety and corporate
exclusively to any individual product;
and

3. [it] raises substantial issues of public policy,

concern for the safety and welfare of the communities
the Company’s stores.

namely a
served by

Tyinity also .touted- the proposal as: not dictating “the specifics of how that
Board oversight will operate or how best to report publicly on the policies
peing followed by the Company and their implementation,” not seeking
o “determine what products should or should not be sold by the
Company,” allowing policy development “not by shareholders, but by
management, using its knowledge and discretion,” and addressing “the
ethical responsibility of the Company to take account of public safety and
well-being, and the related risks of damage to the Company’s reputation
and brand.”

On March 20, 2014, the Commission’s Corp. Fin. staff issued a “no-
action” letter siding with Wal-Mart . . . because “[p]roposals concerning
the sale of particular products and services are generally excludable
under [the rule].” Wal-Mart Stores, Inc., SEC No-Action Letter, 2014 WL
409085, at *1 (Mar. 20, 2014). . ..

Because no-action letters are not binding—they reflect only informal

views of the staff and are not decisions on the merits—Trinity’s proposal
still had life.

D. Trinity Takes its Fight to Federal Court: Round One.

On April 1, 2014, and just 17 days before Wal-Mart’s proxy materials
were due at the printer, Trinity filed a declaratory judgment action
against Wal-Mart in the District of Delaware. It sought a declaration that
“Wal-Mart’s decision to omit the proposal from [its] 2014 Proxy Materials
Violates Section 14(a) of the 1934 Act and Rule 14a-8.. ..

E. Round Two.

« - The District Court ... concluded that, although the proposal
Could (and almost certainly would) shape what products are sold by Wal-
=387 it is “best viewed as dealing with matters that are not related to
al-Mart’s ordinary business operations.” Thus Rule 14(a)-8 could not
ock itg inclusion in Wal-Mart’s proxy materials. The Court fastened its
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wasn't a directive ¢ By

i hat the proposa om ‘
:c;et‘g ‘Eoversee the development agldfeffECtUatioinage
. v” In this way: “la]ny direct ln?p'ac 0 adoption Ofof awht

Mart policy.” In the Board level; it would they, be fTrini A

t
proposal would be felt a licy should be formulated anq ;- ‘or i
e

: : , pO e im
determine what, if alg1 eP Jay-to-day responsibility foy inf)l My,

Stated differently, rd develops was outside thg Plegyq, &
e n
whatever policies the Boa SCope oftlnﬂ

proposal.
In the alternative, t

holding to the
but to the Boa

he Court held that even if the Proposy)

. ‘ness—the products it sellg—_j; «  est,
e of Wal-Mart’s business t o haiae UL T8

f;lc:c?szzoorn sufficiently signlﬁcang Sofclilepc?ilr(rzly ;s;ues Elat “tr este}l
the day-to-day business matters 0” — tﬁe ):),1 _ma- ing the : hd[]
“gppropriate for a shareholder vote.” AMO & + pff 103' 18SUes thg o
Court noted are “the social ’and cc)rl’lml1 I?] - cf :hs ¥ £ saleg of h?q
capacity firearms at the w01jld s largest re lal' FI“ aril © Impact t; h
have on Wal-Mart’s reputation, pal.*tlculal‘ ylusucha product sold by
Mart is misused and people are injured or killed as a result » 4

1II. REGULATORY BACKGROUND

The SEC’s “proxy rules are concen_led with assuring fu]] disclosur
to investors of matters likely to be considered at shareholder meetings'e’
[3 Thomas Lee Hazen, Treatise on the Law of Securitieg Reg’ulatiglu
§ 10.2[1] (6th ed. 2009)]. To that end, the SEC adopted . . . Rule 145 %
catalyze what many hoped would be a functional ‘corporate democracy_m
Alan R. Palmiter, The Shareholder Proposal Rule: A Failed Experiment
in Merit Regulation, 45 Ala. L.Rev. 879, 879 (1994). The rule mandateg
subsidized shareholder access to a company’s proxy materials, requiring |
“reporting companies . .. to print and mail with management’s proy |
statement, and to place on management’s proxy ballot, any ‘proper
proposal submitted by a qualifying shareholder.” Id. at 886 . . .. Theide
was to provide shareholders a way to “bring before their fellow
stockholders matters of [shareholder concern]” that are “proper subjects
for stockholders’ action under the laws of the state under which [the
Company] was organized,” 1982 Proposing Release, 1982 WL 600869, at
*3, and to “have proxies with respect to such proposals solicited at littk
or no expense to the security holder,” id. at *2.

Though the Rule 14a-8 option is financially advantageous, it does
not “create an open forum for shareholder communication.” Palmite! d
5386. Rule 14a-8 restricts the company-subsidy to “shareholders who offef
proper’ proposals.” Id. at 879 . .. A “proper” proposal is one that does?

- : t
fit within one of Rule 14a-8's exclusionary grounds—which ar¢ o
substantive and procedural.

) g b ess
_The procedural exclusions of the rule “protect the solicitatio™ Pr"(;l !
without regard to a proposal’s content[.]” Palmiter at 836. For exall
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' the ey Inuouysg]y
b alue, OF 1%, of the company’s Secu_ri}tihdd at least $2,000 in m k
. oposal at the meeting for at legs - entitled to i

; t on be voted

£ 1 al? o € year b . on the

3 pl'OPOSdl' [Rule] 14a 8(b)(].~) It can “Smeit ishri (()iraetetlglt] Submit[s] the
) an one proposal

. _jatement, may not exceed 500 words » [Ruls] Tag 5 ying supporting
The rule’s substantive exclusions, by coa; ().
fl.equently used‘(anch most litigated).” Palmiter ;’Iéagst, are f‘the most
the “proper subjects” exclusion, which exists “[jj¢ oo They include (1)
= proper subject fOI,‘ action by shareholders under the 1a::, P;O}Iiog,al is not a
§ of the gonlpanys .OI‘gamgation,” [Rule] 14a_8 () (()2’0 ehjurisdlctmn
E misleading exclusion, which allows companies to ba£' ) the “false or
00 vague, [Rule] 14a-8()(3); (3) the “substan proposals that are

: tiall % :
which says that a proposal is excludable if it ‘Lo y related” exclusion,

lates to operations which
accol_mt for less than 5 percent of the company’s total assets [and net
earnings and gross sales] at the end of its most recent fiscal year. .., and

is not otherwise significantly related to the company’s business[Rule]
14a-8(1)(5); and, most relevant for purposes of this opinion, (4) the
sordinary business” exclusion, which disallows a proposal that “deals
~ with a matter relating to the company’s ordinary business operations,”
" [Rule] 14a—8(i)(7). See Palmiter 890.

If a company wants to invoke one of these grounds to exclude a
~ proposal, the process is as follows. First, it must notify the shareholder
" in writing of the problem with the proposal within 14 days of receiving it
and inform the shareholder that it has 14 days to respond. If the company
" finds the shareholder’s response unpersuasive and still wants to exclude
'~ the proposal, it then must file with the Corp. Fin. staff the reasons why

' it believes the proposal is excludable no later than 80 days before the

- company files its proxy materials with the SEC. In this letter, L

ff for a no-action letter to support the

company may also ask the sta .
" exclusion of a proposal. If the shareholder wants to respond, it can file a

. submission noting why exclusion would be 1mproper. '

i The staff will respond in one of two ways: (1) W1t}(1i a no-aczlscg 153?;;

~ specifying that the company may omit the S‘}lareaoltgrcgéggr” with the

| the exclusion(s) it relied on; or (2) e h 15 unat i:f’ g response can, as

~ company. A shareholder dissatisfied .Wlth the * aan in federal court.
" Trinity did here, pursue its rights against the company

the “most
! : has been called .
The ordinary business exc;usslgg Daniel E. I,azaroff, Promoting
rS.

:-;‘ e ino” 14a-8 ba g d to Reform the
%oiilsf;?engrfnggr;?; and Social Responsibility .;l;)h;i;;s L Rev. 33, 94
Federal Proxy Rules on Shareholder Propoigﬁ{mary business,
~ (1997). This stems from the Opa%uettefrrln its meaning across differept
AT i . n K

- DNeither self-defining NOr consiste

» which 1s
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corporate contexts. Neither the courts nor Congress have offere

corrective. . . . ‘ o )

[In 1976 the SEC issued guidance exp!iim?ﬁ' that] the ex,,
should be “interpreted somewha.t more ﬂe:x1 y than in thi, past” ;
reaffirmed that the term “ordmary_ business oﬁ?r}?t;lons 1.1&8. B
wrongly interpreted to “include certain matters w th ave signify, :
policy, economic or other implications inherent in t1 em. For IMstance, a
proposal that a utility company not conf,truct a nu(]: tiiar power plar}t hag
in the past been [wrongly] considered” to be excludable. [Adoptigy, of
Amendments Relating to Proposals by Secul;lty Holders, Belease No, 12
999, 1976 WL 160347 (Nov. 22, 1976) (“1976 Adopting Release”),]
Therefore, “proposals of that nature, as yvell as others that haye major
implications, will in the future be considered beyond the realm of an
issuer’s ordinary business operations.” Id.

d 5

i()n

IV. ANALYSIS

A. Trinity’s Proposal Relates to Wal-Mart’s Ordinary Businesg
Operations.

We employ a two-part analysis to determine whether Trinity’s
proposal “deals with a matter relating to the company’s ording
business operations []”Under the first step, we discern the “subject
matter” of the proposal. See 1983 Adopting Release, 1983 WI, 33272, at
*7. Under the second, we ask whether that subject matter relates to Wal-
Mart’s ordinary business operations. If the answer to the second question
is yes, Wal-Mart must still convince us that Trinity’s proposal does not

raise a significant policy issue that transcends the nuts and bolts of the
retailer’s business.

1. What is the subject matter of Trinity’s proposal?
Beginning with the first ste
consistent nod to substance over form and its distaste for clever drafting.

yles its proposal; the emphasis
. Thus, even though Trinity's
specific merchandising policy—

should always be on its substance. . .
proposal asks for the development of 5

and not a review,.rep-ort Or examination—we sti]] ask whether the subject
matter of the action it callg for is a matter of ordinary business.
Applymg that princigle, We part ways with the District Court. We
perceive it put undye weight on the distinction between a directive to
management and g request for Boarq action. In the District Court’s view,

if the proposal had direct .
ed mang : 5 oduct
assortment inacertainw anagement to arrange 1ts pr

: «Re 2%, it would have been excludable. But because
li'm(i;/elly ISISkEd the lio_ard [to] oversee the development and effectuation
of a Wal-Mart p.oh(‘:y, 1t was not, Trinity, 75 F.Supp.3d at 630 . ... The
concern with this line of Teasoning ig that in 1976] the SEC . . . rejected
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osed pright line whereby shareholder proposals involving

the pro that would be handled b :
anatters y management personnel without
nlf pral tO the board ... generally would be excludable,” but those
Fﬁvt;l\/in “mf_"tterfs{ tlhat Wml%d require action by the board would not be.”
11976 Proposiné ?:'easel’ '316 WL 160410, at *8. Thus, though the
pistl"ict Court’s rationale an holding are not implausible, we do not
adOPt thera. .
DistanCing 1tse1f. from the District Court’s formal approach, Trinity
rques that the subject matter of its proposal is the improvement of
governance  over strategic matters of community
ibility, reputation for good corporate citizenship, and brand
utation, none of which can be considered ordinary business,” and the
s is on the “shqrtcomings in Wal-Mart’s corporate governance and
oversight over policy matters.” We cannot agree. As the National
Association of Manufacturers points out, Trinity’s contention, like the
District Court’s analysis, relies “on how [the proposal] is framed and to
whom, rather than [its] substance.” Brief of amicus curlae Nat’l Assoc. of
Mfrs. 15. Contrary to what Trinity would have us believe, the immediate
consequence of the adoption of a proposal—here the improvement of
corporate governance through the formulation and implementation ofa
merchandising policy—is not its subject matter. If it were, then,
analogizing to the review context, the subject matter of a review would
be the review itself rather than the information sought by it. For
example, under Trinity’s position, the subject matter of a proposal that
calls for a report on how a restaurant chain’s menu promotes sound
dietary habits would be corporate governance as opposed to important
matters involving the promotion of public health. . . . The subject matter
of the proposal 1s instead its ultimate consequence—here a potential

change in the way Wal-Mart decides which products to sell. . . .

... For us, the subject matter of Trinity’s proposal is how Wal-Mart
approaches merchandising decisions involving products that (1)
especially endanger public-safety and well-being, (2) have the potential
to impair the reputation of the Company, and/or (3) would reasonably be
considered by many offensive to the family and community values
integral to the company’s promotion of the brand. A contrary holding—
that the proposal’s subject matter is “improved corporate governance —
would allow drafters to evade Rule 14a—8(i)(7)’s reach by styling their
proposals as requesting board oversight or review. We decline to go in
that direction.

2. Does Wal-Mart’s approach to whether it sells particular products
relate to its ordinary business operations?

Reaching the second step of the analysis, we ask whether the subject
glat_ter of Trinity’s proposal relates to day-to-day matters of Wal-Mart’s
Usiness, Wal-Mart says the answer is yes because, even though the
Proposal doesn’t demand any specific changes to the make-up of its
Product offerings ... it “seeks to have a [Bloard committee address

focu
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policies that could (and almost certainly would) shape what productg are
sold by Wal-Mart.” Reply Br. 9 . ... That is, Trinity’s proposal ig just
sidestep from “a shareholder referendum on how [Wal-Mart] selectg ita
inventory.” Brief of amicus curiae the Nat’l Assoc. of Mfrs, at 11, Ang
thus its subject matter strikes at the core of Wal-Mart’s businesg,

We agree. A retailer’s approach to its product offerings is the breaq
and butter of its business. As amicus the National Association o
Manufacturers notes, “Product selection is a complicated task influenceq
by economic trends, data analytics, demographics, customer preferenceg
supply chain flexibility, shipping costs and lead-times, and a host of othe1:
factors best left to companies’ management and boards of directors” Id.
at 12 .... Though a retailer’'s merchandising approach is not beyong
shareholder comprehension, the particulars of that approach involye
operational judgments that are ordinary-course matters.

Moreover, that the proposal doesn’t direct management to stop
selling a particular product or prescribe a matrix to follow is, we think, 5
straw man. A proposal need only relate to a company’s ordinary businegg
to be excludable. It need not dictate any particular outcome. To make the
point even clearer, suppose that Trinity’s proposal had merely asked
Wal-Mart’s Board to reconsider whether to continue selling a given
product. Though the request doesn’t dictate a particular outcome, we
have no doubt it would be excludable . . ., as the action sought relates to
Wal-Mart’s ordinary business operations. This is so even though it
doesn’t suggest any changes. The same is true here. In short, so long as
the subject matter of the proposal relates—that is, bears on—a
company’s ordinary business operations, the proposal is excludable
unless some other exception to the exclusion applies.

B. Trinity’s Proposal Does Not Focus on a Significant Policy Issue that
Transcends Wal-Mart’s Day-to-Day Business Operations.

As discussed above, there is a significant social policy exception to
the default rule of excludability for proposals that relate to a company’s
ordinary business operations. . . .

The difficulty in this case is divining the line between proposals that
focus on sufficiently significant social policy issues that transcend a

company’s ordinary business (not excludable) from those that don’t
(excludable). . . .

We think the inquiry is again best split into two steps. The first is
whether the proposal focuses on a significant policy (be it social or, as
notpd belgw, corporate). If it doesn’t, the proposal fails to fit within the
soc1al-policy exception to Rule 14a—8(i)(7)’s exclusion. If it does, we reach
the second step and ask whether the significant policy issue transcends
the company’s ordinary business operations.

L. Does Trinity’s proposal raise a significant social policy issue?

; .We ﬁrft tu?n to whether Trinity’s proposal focuses on a “sufﬁcientlx
significant” policy issue like “significant [employment] discrimination.
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42 Adopting Reles
”9-8 'j[}rcz(ljlli)ty’qurilf;:s?l’ 3998 \ZVL 254809, at *4 .
that 1150 . oesn’t touch the hageg of [It] is hard to counter
concerns in our society and corporationg inats}fs of what are significant
at

that its proposal raises a matter of sufficiently si SO'Cfi" ooy. Thus we deem
gnificant policy.

: . Eu b

g, Bven if Tr&n\?‘}y lS prop?sal raises a significant policy ;

jssue transcen al-Mart’s ordinary business opepot'lcy 1’? it G
rations?

To repeat, . . . a sharehold
8 significant policy issue; t}i ?Esjei‘g more than chus its proposal on
wranscend” the company’s ordinary businiztter %f] 1ts Pl“Oposal. must
transc?,ndence requirement plays a inOta.l'I.'(;le us, . .. we think the
exception calcu_lus. Wlthout 1t shareholders woul(;nb thfe Socig oty
«proposals dealing with ordinary business matters yetecai?gegoir?gg’gi

policy concern.” Apache Corp. v. New York Ci ’
F_Supp-zd 444, 451 n. 7 (S.D.Tex.2008) . OT o o

- nsl,?c(:aln(;gi]tminf ﬁiti?;}azr; of myriad products, a policy issue is rarely
trans ads on the meat of management’s responsibility:
crafting a product mix that satisfies consumer demand. This explainé
why the Commission’s staff, almost as a matter of course, 'allows retailers
to exclude proposals that “concern[] the sale of particular products and
services.” Rite Aid Corp., SEC No-Action Letter, 2015 WL 364996, at *1
(Mar. 24, 9015). On the other hand, if a significant policy issue
disengages from the core of a retailer’s business (deciding whether to sell
certain goods that customers want), it is more likely to transcend its daily

business dealings.

To illustrate the distinction, a proposal that asks a supermarket
chain to evaluate its sale of sugary sodas because of the effect on
childhood obesity should be excludable because, although the proposal
raises a significant social policy 1ssue, the request is too entwined with

the fundamentals of the daily activities of a supermarket running its

business: deciding which food products will occupy its shelves. So too

would a proposal that, out of concern for animal welfare, aims to limit
which food items a grocer sells. . .-

By contrast, a proposal raising the impropriety of a supermarket’s

discriminatory hiring Or compensation practices generally s not
excludable because, evenl though human resources management 18 a COre
4 from the essence of a supermarket’s

busine on. it is di e

ss function, 1t 18 disengag : _ :
business. The same goes for proposals asking for 1nformat1;)11;1 ;)Ix:t;ﬁe
environmental effect of constructing stores near enviro y

sensitive sites. o B
mind, we turn to Trinity’s proposal. Trinity

With those principles n _ p il -
says 1t focuses oll)a “both corporate POy Ellln(}g Soc]ilsilegoa};fg sta?cf;lfg:a;gi
the « v issue of under what po &
withtranscendent é) Ohcyrsight al-Mart handles [] merchandlsn’lg
what Board OV dangerous t0 [the company s]

decisions” for products that are «ggpecially
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reputation, brand value, or the con_lmunitY-” Trinity Br. 44 . “In ay,
age of mass shootings, increased violence, and concerns about Prodyey
safety,” Trinity argues, “the [p]roposal goes to the heart of Wal-Mart,s
impact on and approach to social welfare as Wel.l as the risks such impgg
and approach may have to Wal-Mart’s reputation and brand image ang
its community.” Id. at 43.

But is how a retailer weighs safety in‘ deciding whic:'h products to sell
too enmeshed with its day-to-day business? We thllnk,lt s in thyg
. instance. As we noted before, t}}e essence of a.rfatallers businegs 0
deciding what products to put on 1ts sheh‘res—demswr-ls made daily thg,
involve a careful balancing of financial, marketing, reputationg]
competitive and other factors. The err.lphjdms management 'places on
safety to the consumer or the commu.nlty 1S fundz}mental to 1ts role iy
managing the company in the best interests of its shareholders and
cannot, “as a practical matter, be subject to direct shareholder oversight”
1998 Adopting Release, 1998 WL 254809, at *4. Althoug_h shareholders
perform a valuable service by creating awareness of socm}l 1ssues, they
are not well-positioned to opine on basic business choices made by
management.

It is thus not surprising that the Corp. Fin. staff consistently allows
retailers to omit proposals that address their product menu. For example,
1t has indicated that a proposal trying to stop a retailer from selling or
promoting products that connote negative stereotypes is excludable, It
has done the same for proposals aiming to restrict a retailer’s promotion
of products that pose a threat to public health, as well as those proposals
targeting a retailer’s approach to product safety.

For further support of the view that a policy issue does not transcend
a company’s ordinary business operations where it targets day-to-day
decision-making, we look to the difference in treatment of stop-selling
proposals sent to retailers and those sent to pure-play manufacturers
[that is, undiversified]. A policy matter relating to a product is far more
likely to transcend a company’s ordinary business operations when the

product is that of a manufacturer with a narrow line. Here the staff often |
will decline a no-action request,

~ But the outcome changes where those same policy proposals are
directed at retailers who sel] thousands of products.

' h'I’he reason for the difference, in our view, is that a manufacturer
wit

.+ @ very narrow product focus—like a tobacco or gun manufacturer—
exists principally to sell the product it manufactures, Tts daily business
del_lbergtions do not involve whether to continue to sell the product to
which it owes its reason for being. As such, a stop-selling proposal
generally isn’t excludable because jt relates to the seller’s very existence.
Quite the contrary for retailers, They typically deal with thousands of
progh_lcts amid many options for each, precisely the sort of business
decisions a retailer makes many times daily. Thus, and in contrast to the
manufacturing context, a stop-selling proposal implicates a retailer’s
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Aty business.; operations and is in -
ity's p?oposall is not strictly a stop-selling p
e basic business decision: how to we
;I‘wrchandlsmg calculus.

n excludable. Although
_roposal, it still targets the
1gh safety risks in the

Trinity’s claim that its proposal rai “Sigmni »
“tl,ﬂnscendent”_ corporate policy‘is likewise insusf(ziscieit tslf%? ‘z{;l;?nio 2: éi
within the SOC}al-POhCY exception to exclusion. See Trinity Br p47pT1?e
Jevant Q}leStlon to us 1s Wh(?ther Wal-Mart’s consideration of' th(; risk
(hat certain products pose to its “economic success” and “reputation for
. sod corporate citizenship” is enmeshed with the way it runs its business
} and the retallgr-consumer interaction. We think the answer is yes
Decisions relating to “{hat products Wal-Mart sells in its rural locations.,
versus its urban sites will vary considerably, and these are
quintessentllally (?alls made by management. Wal-Mart serves different
Americas with different values. Its customers in rural America want
different products than its customers in cities, and that management
decides how to deal with these differing desires is not an issue typical for
its Board of Directors. Indeed, catering to “small-town America” is how
Wal-Mart built its business. And whether to put emphasis on brand
integrity and brand protection, or none at all, is naturally a decision
shareholders as well as directors entrust management to make in the
exercise of their experience and business judgment.

We thus hold that, even if Trinity’s proposal raises sufficiently
significant social and corporate policy issues, those policies do not
transcend the ordinary business operations of Wal-Mart. For a policy
issue here to transcend Wal-Mart’s business operations, it must target
something more than the choosing of one among tens of thousands of
products it sells. Trinity’s proposal fails that test and is properly
excludable under Rule 14a—8(1)(7).

ANALYSIS

1. In order to discern the true subject matter of a proposal, one

:inust determine the “ultimate consequence” of a proposal. How does one
0 s0?

2. The court explained that: “Tn short, so long as the subject mgtter
of the proposal relates—that is, bears on—a company s ordinary. business
Operations, the proposal 1s excludable unless some other exception to t}‘1e
exclusion applies.” How does one determine if the proposal relates to “a
tompany’s ordinary business operations”?

3. Should proposals bearing on strate
Proposal that the company sell all or substantia
assets—_be excludable under Rule 14a-8M)(7)?

4. The court stated that “it is hard to counter that Tri_nity’s
Proposal doesn’t touch the bases of what are significant concerns in our

gic decisions—such as a
1ly all of the corporation’s




ﬂ%

PROBLEMS OF CONTROL T

566

» But does the court provide any
r cases? What metric shqy 1

proposal’s significance? How does op,
I’s significance 18 sufficient?

5. Inorder to be sufficiently significant, a proposal must transceng
“day-to-day business matters.” Transcend 18 undeﬁneladdm the opiniop,
Instead, the court contrasts a proposal .that is not exclu ab'le because j;
transcends the company’s ordinary business with one that is excludab]e
because it is “enmeshed with the way it runs 1ts business an'd the retailer.
consumer interaction.” Unfortunately, the court .a1§0 failed to define
“enmeshed.” The mental images invoked by the dictionary definition—
“[t]o mesh; to tangle or interweave in such a manner as not to be easily

separated, particularly in a mesh or net like manner—are singularly
f the dictionary definition of transcend,

unhelpful. The same is true o £l
d the limits of something.” Once again, the

which is “to pass beyon _
question thus is how one determines when a proposal transcends “day.

to-day business matters.”

6. If selling sugary sodas is ordinary business, should not making
them be so as well?

7 Is it true that Trinity’s proposal “targets the same basic
business decision” as would a “stop selling” proposal?

8. Is it in fact the case that “shareholders perform a valuable
service by creating awareness of social issues”? If so, what 1s that service
and to whom is it rendered? Do the costs of providing this service
outweigh the benefits it produces?

_ 9. If“tis _ngither faix: nor reasonable to expect securities experts
llike the Qorgrmssmn and its staff] to deduce the prevailing wind on
ggb.h.c polficyh{ssufs that have yet to be addressed by Congress in any
) cisive fashion, does t.hat not suggest that a proposal’s social
_1gmflcance ought to be irrelevant in deciding whether it must be
included on the company’s proxy statement?

1 i i iety.
society and corporations 1M that s::ome
y to decide harde

helpful advice as to how
courts use to determine a
determine whether the proposa

Lovenheim v. Iroquois Brands, Ltd.
618 F.Supp. 554 (D.D.C.1985).

I.  BACKGROUND

Plaint: i
Commoerlll:::)fcfkfi’;iﬁz C._Lovenhelm, owner of two hundred shares of
ceckEto B o uoiqllg)l? Brands, Ltd. (hereinafter “Iroquois/Delaware”)’
being wont 1 qalls he aware from excluding from the proxy materials
sharehiolder mesting ; ?mh"l‘%ers in preparation for an upcoming
intends to offer at %hian ormation concerning a proposed resolution h
Selateito the e meeting. Mr. Lovenheim’s proposed resolution

procedure used to force-feed geese for production of paté de
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GhW
s in France? a type of paté imported by Iroquois/Delaware.

v grad ; X (
foic & 1ly, his resolution calls upon the Directors of Iroquois/Delaware

gpecific?
3 form 2 committee to ;stl’ldy the methods by which its French
supplier prodl.lces pate de foie gras, and report to the
Shareholders its findings and opinions, based on expert
consultation, on Whethe_r this production method causes undue
distress, pain or suffering to the animals involved and, if so,
whether further distribution of this product should be

discontinued until a more humane production method is

developed.

Attachment t0 Affidavit of Peter C. Lovenheim.

Mr. Lovenheim’s right to compel Iroquois/Delaware to insert
information concerning his proposal in the proxy materials turns on the
applicability of § 14(a) of the Securities Exchange Act of 1934 . .. (“the
Exchange Act”), and the shareholder proposal rule promulgated by the
gecurities and Exchange Commission (“SEC”), Rule 14a-8. That rule
states in pertinent part:

If any security holder of an issuer notifies the issuer of his

intention to present a proposal for action at a forthcoming

meeting of the issuer’s security holders, the issuer shall set forth

the proposal in its proxy statement and identify it in its form of

proxy and provide means by which security holders [presenting

a proposal may present in the proxy statement a statement of

not more than [500] words in support of the proposal].

Iroquois/Delaware has refused to allow information concerning Mr.
Lovenheim’s proposal to be included in proxy materials being sent in
connection with the next annual shareholders meeting. In doing so,
Iroquois/Delaware relies on an exception to the general requirement of
Rule 14a—8, Rule 14a—8([i])(5). That exception provides that an issuer of
securities “may omit a proposal and any statement in support thereof”

from its proxy statement and form of proxy:

?  Paté de foie gras is made from the liver of geese. According to Mr. Lovenheim’s affidavit,
force-feeding is frequently used in order to expand the liver and thereby produce a larger
g::;tlty of paté. Mr. Lovenheim’s affidavit also contains a description of the force-feeding

ss:

FOI‘C}%-feeding usually begins when the geese are four months old. On some farms where

feedlr}g is mechanized, the bird’s body and wings are placed in a metal brace and its

neck is stretched. Through a funnel inserted 10-12 inches down the throat of the goose,

a machine pumps up to 400 grams of corn-based mash into its stomach. An elastic band

around the goose’s throat prevents regurgitation. When feeding is manual, a handler
A uses a funnel and stick to force the mash down.

; cdawt of Peter C. Lovenheim at para. 7. Plaintiff contends that such force-feeding is a form
Tuelty to animals. Id.
pilt‘limfllff has offered no evidence that fqrce-feeding is used by Ir?quoileelaware’s supplier
e ucing the paté imported by Iroquois/Delaware. However his proposal calls upon the
lttee he seeks to create to investigate this question.
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if the proposal relates to operations which account for less thap
5 percent of the issuer’s total assets at the end of its most recent
fiscal year, and for less than 5 percent of its net earnings and
gross sales for its most recent fiscal year, and is not otherwise
significantly related to the issuer’s business. . . .

II. LIKELIHOOD OF PLAINTIFF
PREVAILING ON MERITS

C. Applicability of Rule 14a—8([1])(5) Exception

... [T]he likelihood of plaintiff's prevailing in this litigation turng
primarily on the applicability to plaintiff’s proposal of the exception tq
the shareholder proposal rule contained in Rule 14a—8([i])(5).

Iroquois/Delaware’s reliance on the argument that this exception
applies is based on the following information contained in the affidavit of
its president: Iroquois/Delaware has annual revenues of $141 million
with $6 million in annual profits and $78 million in assets. In contrast,
its paté de foie gras sales were just $79,000 last year, representing a net
loss on paté sales of $3,121. Iroquois/Delaware has only $34,000 in assets
related to paté. Thus none of the company’s net earnings and less than
.05 percent of its assets are implicated by plaintiff’'s proposal. These
levels are obviously far below the five percent threshold set forth in the
first portion of the exception claimed by Iroquois/Delaware.

Plaintiff does not contest that his proposed resolution relates to a
matter of little economic significance to Iroquois/Delaware. Nevertheless
he contends that the Rule 14a—8([i])(5) exception is not applicable as it
cannot be said that his proposal “is not otherwise significantly related to
the issuer’s business” as is required by the final portion of that exception.
In other words, plaintiff’s argument that Rule 14a—8 does not permit
omission of his proposal rests on the assertion that the rule and statute
on which it 1s based do not permit omission merely because a proposal is
not economically significant where a proposal has “ethical or social
significance.” . . .

The Court would note that the applicability of the Rule 14a—8([i])(5)
exception to Mr. Lovenheim’s proposal represents a close question given
the lack of clarity in the exception itself. In effect, plaintiff relies on the
word “otherwise,” suggesting that it indicates the drafters of the rule

. 3 i The assertion that the proposal is significant in an ethical and social sense relies on
plaintiff's argument that “the very availability of a market for products that may be obtained
through the inhumane force-feeding of geese cannot help but contribute to the continuation of
such treatment.” Plaintiff's brief characterizes the humane treatment of animals as among the
foqndations of western culture and cites in support of this view the Seven Laws of Noah, an
animal protection statute enacted by the Massachusetts Bay Colony in 1641, numerous federal
statutes enacted since 1877, and animal protection laws existing in all fifty states and the
District of Columbia. An additional indication of the significance of plaintiff's proposal is the
support of such leading organizations in the field of animal care as the American Society for the
Prevention of Cruelty to Animals and The Humane Society of the United States for measures
aimed at discontinuing use of force-feeding.
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od that other noneconomic tests of significance be used.
¢/Delaware relies on the fact that the rule examines other
: ificance in relation to the issuer’s business. Because of the apparent
sigh™ ity of the rule, the Court considers the history of the shareholder

b1 . W ; ;
ai}:}posal rule in determining the proper interpretation of the most recent

qersion of that rule.

Prior to 1983, paragraph 14a-8([i])(5) excluded proposals “not
significantly rela.ted.to .the issuer’s business” but did not contain an
objective economic Slgnlﬁ(_lance' test such as the five percent of sales,
gesets, and earnings specified in the first part of the current version.
Although q series of SEC decisions through 1976 allowing issuers to
exclude proposals challenging compliance with the Arab economic
poycott of Israel allowed exclusion if the issuer did less than one percent
of their business with Arab countries or Israel, the Commission stated
Jater in 1976 that it did “not believe that subparagraph ([i])(5) should be
hinged solely on the economic relativity of a proposal.” Securities
Exchange Act Release No. 12,999, 41 Fed. Reg. 52,994, 52,997 (1976).
Thus the Commission required inclusion “in many situations in which
the related business comprised less than one percent” of the company’s
revenues, profits or assets “where the proposal has raised policy
questions important enough to be considered ‘significantly related’ to the
issuer’s business.”

As indicated above, the 1983 revision adopted the five percent test
of economic significance in an effort to create a more objective standard.
Nevertheless, in adopting this standard, the Commission stated that
proposals will be includable notwithstanding their “failure to reach the
specified economic thresholds if a significant relationship to the issuer’s
business is demonstrated on the face of the resolution or supporting
statement.” Securities Exchange Act Release No. 19,135, 47 Fed. Reg.
47,420, 47,428 (1982). Thus it seems clear based on the history of the rule
that “the meaning of ‘significantly related’ is not limited to economic
significance.” . . .

... The Court therefore holds that in light of the ethical and social
significance of plaintiff’s proposal and the fact that it implicates
significant levels of sales, plaintiff has shown a likelihood of prevailing
on the merits with regard to the issue of whether his proposal is
Otherwise significantly related” to Iroquois/Delaware’s business.16

intendt

ANALYSIS

" 1. Why did Lovenheim merely ask Iroquois Brands’ board to form
study committee? Put another way, why didn’t Lovenheim offer a

Proposal prohibiting the company from selling paté?

16

in the g‘he result would, of course, be different if plaintiff's proposal was ethically significant

roquo‘a stract but had no meaningful relationship to the business of Iroquois/Delaware as
1s/Delaware was not engaged in the business of importing paté de foie gras.

569
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: ite social or political cause. Suppose ygy

2. Thml; a:o;xg a);f;l}i) fgzl?rproposal relating on that cause on g
wantedtto %‘; statement. Assume that the proposal would not meet the
gorzgz:ni perc‘on)cf)mic significance test of Rule 14a—_8(1)(5)~ On what basjg
W(I))uld you show that the proposal has sufficient ethical or socig)

significance to justify its inclusion in the proxy statement undey
Lovenheim?

3. Although Iroquois Brands contended that Lovenhe'm.fs Proposal
might cause investors to conclude that the company was involved in
cruelty to animals, the court dismissed that concern as “largely

speculative.” Was the court correct in giving such short shrift to this
possibility?

4. 'The Trinity court stated that “a proposal that, out of concern for
animal welfare, aims to limit which food items a grocer sells” can be
excluded. Is that consistent with the Lovenheim decision?
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os the sales of its other models by consolidati
f exciting cars.

inereds
l.odllccro
PA (irICOI‘pOI'ated in Delaware) has received several shareholder

roposals for this year’s annual meeting. You are the firm’s in-house
Jawyer: Your boss asks you whether she can exclude them:

proposal A: Resolved, that the Company shall discontinue the
Phaeton.

proposal B: Rgsolvefl, that the shareholders recommend that
the company discontinue the Phaeton,

proposal C: Resolv?d, that the by-laws of the Company are
hereby amended to include the following Section 12.2:

12.2 The Company shall produce no automobiles with a top
speed of more than 100 m.p.h.

The proponents of A, B, and C argue simply that the company loses so
much money on the Phaeton that it should stop producing it.

Section 109(a) of the Delaware General Corporation Law provides
that by-laws may be adopted, amended, or repealed by the stockholders

and, in addition by the directors if the certificate of incorporation so
provides. Section 109(b) provides:

ng its image as the

The by-laws may contain any provision, not inconsistent
with law or with the certificate of incorporation, relating to the
business of the corporation, the conduct of its affairs, and its
rights or power or the rights or powers of its stockholders,
directors, officers or employees.

2. Your law firm 1is approached by a group of high-tech
entrepreneurs about to form a corporation. They anticipate difficulties
raising equity capital, and believe that investors will be more willing to
buy stock if they (the investors) can readily remove incumbent managers.
Toward that end, they propose including in the firm’s articles of
incorporation a provision much like that proposed in AIG. Would the
provision be a good idea?

3. Your law firm is approached by another group of entrepreneurs
who think investors are tired of the shareholder proposal system, and
would like to contract out of it. Accordingly, they would like to include in
their firm’s articles of incorporation a provision that would allow
Management to refuse to include in its proxy solicitation material any
Proposal submitted by any shareholder. Suppose the provision is lawful.

0 would lose if the firm were to adopt such a provision?

E. SHAREHOLDER INSPECTION RIGHTS

INTRODUCTION

Suppose you own shares of a firm you believe_ is badly managed.
Uppose further that you want to communicate with the firm’s other
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shareholders about that mismanagement. Under the federal proxy ruleg
you may, as we have seen, be able to force.the incumbent board to inclug,
a proposal you draft in its proxy solicitation materials. But Suppose yo
want to elect your own slate of directors and .thereb.y gain control of th,
corporation. You cannot require the corporation to include your slate in
its solicitation materials, so you will need to do your own Proxy
solicitation. If you pay the costs you may be able to }"equire the
corporation to mail your solicitation materials. More p1jec1sely, undey
Rule 14a—7, the firm can choose either to mail your material and bil] y
for the costs or to give you the shareholder list instead. Most incumben;
managements choose to mail the material themselves and keep the ligt
confidential.

The well-counseled insurgent will be unwilling to rely op
management’s good offices. In a battle for control, information aboyt
shareholder identity may be crucial, for in such a battle you will not
consider all shareholders alike. Instead, you will want to 1dentify the
holders of large blocks of stock and to spend most of your efforts trying to
convince those major shareholders to support you. You will want the
“shareholder list.” Precisely because information about shareholder
identity is valuable to you, incumbent managers are likely to resist your
efforts to obtain it. There is nothing in the federal proxy rules requiring
the corporation to give you the shareholder list, but the federal rules do
not impair any rights you may have under state law. Thus, battles for
the shareholder list are fought under state laws, as the cases in this
section illustrate.

\ Crane Co. v. Anaconda Co.
39 N.Y.2d 14, 382 N.Y.S.2d 707, 346 N.E.2d 507 (1976).

In August, 1975, respondent Crane Company, an Illinois
corporation, publicly announced a proposed offer to exchange up to 100
million dollars in subordinated debentures for as many as 5 million
shares of common stock of the appellant Anaconda Company, a Montana
corporation. This offer was vigorously opposed by Anaconda’s
management which sent four letters to shareholders asserting, inter alia,
that the exchange offer was not in the best interests of Anaconda. Before
the exchange offer could proceed Crane was obligated to file with the
Securities and Exchange Commission a registration statement detailing
the material facts of the offer in a prospectus. . . .

On November 19, 1975, Crane’s registration statement became
effective and Crane proceeded to distribute its prospectus to numerous
brokers, dealers, commercial banks and trust companies for use in
soliciting Anaconda stockholders. The next day Crane requested a copy
of Anaconda’s list of shareholders claiming that Anaconda had a fiduciary
duty to its shareholders to present them with all the information
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ertinel?t to the pending tender offer.* Crane owned no Anaconda stock
ot this t1mMe and Anaconda refused contending that there was no basis for
Craﬂe’s request. However, as of December 11, 1975, approximately
2’350,000,Anaconda shares had been tendered to Crane, making Crane
Anacondas largest AStOCkhOIder. The following day, a formal written
Jemand t0 prqduce its stock book for inspection was made by Crane on
Anaconda. Thls“demanq, accompanied by an affidavit stating that the
‘nspection was not desired for a purpose which is in the interest of a
pusiness OT object other than the business of Anaconda,” was made
pursuant to se.sctlon 1_315 of the Business Corporation Law** and the
ommon-law right to inspect corporate records. Anaconda rejected the
Jemand but offered to mail Crane’s prospectus to its shareholders at
(rane’s expense. . ..

In its petition Crane stated that it held in excess of 11% of
Anaconda’s common stock and that its request conformed to the
requirements of the Business Corporation Law in that the inspection was
not required for a purpose other than the business of Anaconda and that
Crane had not participated in the sale of any stockholder list within the
last five years. ... Crane also stated in substance that it desired to
communicate directly with its fellow stockholders to inform them of the
terms of . . . its tender offer . . ., to reply to misleading statements issued
and distributed by Anaconda to its stockholders, and thereby to dispel
any misconceptions and facilitate the further tender of Crane debentures.
Anaconda answered by asserting that Crane’s alleged reasons for
inspection were not purposes relating to the business of Anaconda within
the meaning of section 1315 of the Business Corporation Law.

Special Term found that neither Crane’s overriding purpose to
further its tender offer nor its ancillary purposes were proper in this
context and dismissed the petition. The Appellate Division reversed, with
two Justices dissenting. The majority concluded that the matter was

*  [Eds.—Tender offers are discussed at Chapter 7, Section 2.]

*  [Eds.—The New York statute provided:

(a) Any resident of this state who shall have been a shareholder of record, for at
least six months immediately preceding his demand, of a foreign corporation doing
business in this state, or any resident of this state holding, or thereunto authorized in
writing by the holders of, at least five percent of any class of the outstanding shares,
upon at least five days’ written demand may require guch foreign corporation to
produce a record of its shareholders setting forth the names and addresses of all

shareholders, the number and class of shares held by each and the dates when they
respectively became the owners of record thereof and shall have the right to examine
ified as correct by the

... the record of shareholders or an exact copy thereof cert:
Corporate officer or agent responsible for keeping or producing such record and to make

extracts therefrom. . . . i
(b) An examination authorized by paragraph (2) may be denied to such
shareholder or other person upon his refusal to furnish to the foreign corporation . ..

an affidavit that such inspection is not desired for a purpose which isin the interest of
2 business or object other than the business of the foreign corporation and that .such
shareholder or other person has not within five years sold or offered for sale any list of
shareholders of any corporation of any type or kind, whether or not formed under the
laws of this state, or aided or abetted any person in procuring any such record of

shareholders for any such purpose.]

589
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Proper being one of general interest to Anaconda’s shareholders by Virtue
of their common interest in the corporation as shareholders. We agree
with this determination.

Succinctly put, the issue here is whether a qualified stockholdey may
inspect the corporation’s stock register to ascertain the identity of fellow
stockholders for the avowed purpose of informing them directly of its
exchange offer and soliciting tenders of stock. In our view this questigy
should be answered in the affirmative. A shareholder desiring to discysg
relevant aspects of a tender offer should be granted access tg the
shareholder list unless it is sought for a purpose inimical tg the
corporation or its stockholders—and the manner of communication
selected should be within the judgment of the shareholder.

The significance of this appeal is evident in view of the fact that thig
right is the one most frequently litigated by stockholders . . . and the fact
that the tender offer is the primary method of corporate acquisition, . _
The conceptual basis for this right is derived from the shareholder’s
beneficial ownership of corporate assets and the concomitant right tg
protect his investment. . . .

The present statute (Business Corporation Law, §§ 1315, 624) was
enacted in 1961 and provid[es] that access [must] be permitted tq
qualified shareholders on written demand, subject to denial if the
petitioner refused to furnish an affidavit that the “Inspection is not
desired for a purpose . . . other than the business” of the corporation and
that the petitioner has not been involved in the sale of stock lists within
the last five years (Business Corporation Law, § 1315, subd. [b]; § 624,
subd. [c]). ...

In attempting to sustain its burden of proof, appellant contends that
inspection should not be compelled where the stockholder desires to
obtain the identity of other stockholders to convince them to sell their
stock, since this does not involve the business of the corporation. . .. We
read this authority to compel the opposite conclusion.

Although everything affecting the shareholders will not affect the
corporation, the converse is not true., Whenever the corporation faces a
situation having potential substantial effect on its wellbeing or value, the
shareholders qua shareholders are necessarily affected and the business
of the corporation is involved within the purview of section 1315 of the
Business Corporation Law. This statute should be liberally construed in
favor of the stockholder whose welfare as a stockholder or the
corporation’s welfare may be affected. To say, as Anaconda would, that a
pending tender offer involving over one fifth of the corporation’s common
stock is a purpose other than the business of the corporation is myopic.
Since the pendency of such an exchange offer may well affect not only the
future direction of the corporation but the continued vitality of the
shareholders’ investment, inspection of the stock book should be allowed
so that qualified shareholders may have the means to independently
evaluate the situation. Nor do we consider it significant that the
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itioning shareholder precipi’gated that which may affect the
. orpm'“tion or shareholders: the rlght adheres as one of property in the
| threhOIder and one for the protection of that interest. . .

e bl

Early in the proceedings Anaconda offered to have the corporation’s
gransfer agent . transmit _the tender offer prospectus to all the
ctockholders. This was declined by Crane as much too expensive and not
1 pmductive way of so}1c1t1ng tentzlers. e vaiously then, Crane was and
b, interested 1n pursuing a se]ectlvg and direct approach by other means
to stockholders. .'I"h.ls 1s not by itself improper and is due to the
pragmatics of sohc}tmg ter.lders.from likely prospects who hold sufficient
shares. . . . Accordingly, since it appears that Anaconda has failed to
sustain its burden of proving an improper purpose and it cannot be said

that the court below abused its discretion, we conclude that inspection
should be compelled.

K State ex rel. Pillsbury v. Honeywell, Inc.
291 Minn. 322, 191 N.W.2d 406 (1971).

Petitioner appeals from an order and judgment of the district court
denying all relief prayed for in a petition for writs of mandamus to compel
respondent, Honeywell, Inc.,, (Honeywell) to produce its original
shareholder ledger, current shareholder ledger, and all corporate records
dealing with weapons and munitions manufacture. We must affirm. . . .

Petitioner attended a meeting on July 3, 1969, of a group involved in
what was known as the “Honeywell Project.” Participants in the project
believed that American involvement in Vietnam was wrong, that a
substantial portion of Honeywell’s production consisted of munitions
used in that war, and that Honeywell should stop this production of
munitions. Petitioner had long opposed the Vietnam war, but it was at
the July 3rd meeting that he first learned of Honeywell’s involvement.
He was shocked at the knowledge that Honeywell had a large
Bovernment contract to produce anti-personnel fragmentation bombs.
Upset because of knowledge that such bombs were produced in his own
“mmunity by a company which he had known and respected, petitioner
determined tq stop Honeywell’s munitions production.

On July 14, 1969, petitioner ordered his fiscal agent to purchase 100
>1ares of Honeywell. He admits that the sole purpose of the purchase was
0 &ve himself a voice in Honeywell’s affairs so he could persuade
Or_lf?.YWell to cease producing munitions. . . . In his deposition testimony
Petitioner made clear the reason for his purchase of Honeywell’s shares:

Q ... [D]o I understand that you requested Mr. Lacey to
bu}’_ these 100 shares of Honeywell in order to follow up on the
sire you had to bring to Honeywell management and to

:‘»tockholders these theses that you have told us about here
oday?
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“A Yes. That was my motivation.”

The “theses” referred to are petitioner’s beliefs concerning the prq

of producing munitions for the Vietnam war. . ..

Prior to the instigation of this suit, petitionel.‘ subm}tted two formy
demands to Honeywell requesting that it produce its original shal:eholder
ledger, current shareholder ledger, and all corporate records dealing with
weapons and munitions manufacture. Honeywell refused. . . .

Dl'iety

In the deposition petitioner outlined his behe.fs concerning ty,
Vietnam war and his purpose for his involvement with HogeyWell_ He
expressed his desire to communicate with other shareholder.s in the ht_)pe
of altering Honeywell’s board of directors and thereby changing its policy,

To this end, he testified, business records are necessary to INsure
accuracy.

A hearing was held on January 8, 197(?, during which Hon_eyweu
introduced the deposition, conceded all material faf:ts stated therein, anq
argued that petitioner was not entitled to any relief as a matter of law,
Petitioner asked that alternative writs of mandamu§ 1ssue foz; all the
relief requested in his petition. On April 8, 1970, the trial cqurt dismisseq
the petition, holding that the relief requested was for an 1mproper and

indefinite purpose. Petitioner contends in this appeal that the dismissa]
was in error.

1. Honeywell is a Delaware corporation doing business in
Minnesota.

Under the Delaware statute the shareholder must prove a proper

purpose to inspect corporate records other than shareholder lists.
Del.Code Ann. tit. 8, § 220. .. *

*

[Eds.—The statute provided:

(b) Any stockholder ... shall, upon written demand under oath stating the
purpose thereof, have the right during the usual hours for business to inspect for any
proper purpose the corporation’s stock ledger, a list of its stockholders, and its other
books and records, and to make copies or extracts therefrom, A proper purpose shall
mean a purpose reasonably related to such person’s interest as a stockholder. . ..

(c) If the corporation . . . refuses to permit an inspection sought by a stockholder
- « - pursuant to sub-section (b) or does not reply to the demand within five business
days after the demand has been made, the stockholder may apply to the Court of
Chancery for an order to compel such inspection. . . . The Court may summarily order

the corporation to permit the the corporation’s stock ledger, an

existing list of stockholders, d records, and to make copies or
exi.:racts therefrom; or the Court may order the corporation to furnish to the stockholder
a list of its stockholders as of a specific date on condit;

to the corporation the reasonable cost of obtaining and furnishing such list and on such
other conditions as the Court d

: tems appropriate. Where the stockholder seeks to
mspect the corporation’s books and records
stockholders, he shall first establis
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9 The trial court ordered j
E Judgment :
etitioner had not demonstrated a properfogu}:;)::ey‘;eu’ ruhn{t; tllllz:lt
ermane to his

: tockholder. Petit;
mterest as _a S . Petitioner ¢
disagrees with management hag an ab::)ltends that a stockholder who

L lute right to j
records for purposes of soliciting proxies. He would ha;nsf}?‘c’t D
that such solicitation is per se g “proper D e this court rule

a “proper purpose” contemplates concern with
agree with Honeywell. . .. With investment return. We

The act Oflnspe.cting a corporation’s shareholder ledger and busi
records must be_ V1ewec‘1 in its proper perspective. In terms sfn’f}?z
corporate norm, inspection is merely the act of the concerned owner
checking on what is in part his property. In the context of the large firm,

inspeFtIOn can be more ak_m to a weapon in corporate warfare. The
effectiveness of the weapon is considerable:

“Considering the huge size of many modern corporations
and the necessarily complicated nature of their bookkeeping, it
is plain that to permit their thousands of stockholders to roam
at will through their records would render impossible not only

any a}ttempt to keep their records efficiently, but the proper
carrying on of their businesses.”

... Because the power to inspect may be the power to destroy, it is
important that only those with a bona fide interest in the corporation
enjoy that power. . . .

Petitioner had utterly no interest in the affairs of Honeywell before
he learned of Honeywell’'s production of fragmentation bombs.
Immediately after obtaining this knowledge, he purchased stock in
Honeywell for the sole purpose of asserting ownership privileges in an
effort to force Honeywell to cease such production. We agree with the
court in Chas. A. Day & Co. v. Booth, 123 Maine 443, 447, 123 A. 557,
558 (1924) that “where it is shown that such stockhold:mg is onl_y
colorable, or solely for the purpose of maintaining proceedmgs of this
kind, [we] fail to see how the petitioner can be said tp be a fp_erson
interested,” entitled as of right to inspect. .. .” But for his opposition to
Honeywell’s policy, petitioner probably would not have bought Honeywell
stock, would not be interested in Honeywell’s profits and would not desn-re
t0 communicate with Honeywell’s shareholders. His avovygd purpose in
buying Honeywell stock was to place himself _in.a. position to try o
impress his opinions favoring a reordering of priorities upon Honeywell
Management and its other shareholders. Suc_h a motlva}thn can hardly

¢ deemed a proper purpose germane to his economic interest as a

shareholder. . . .

. We do not mean to imply. tha ~a sha i
Mvestment interest could not bring this suit if motiva

t a shareholder with a bona fide
ed by concern with

el

making demand for inspection of such docume
the corporation to establish that the inspection

nts, the burden of proof shall be upon
he seeks is for an improper purpose.]
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conomic effects on Honeyweu resulting from the
tions. Similarly, this suit might be appropria,
bona fide concern about the adverse effects o
ar contracts on his investment in Honeyweg])

In the instant case, however, the trial court, in effect, has found fyop,
all the facts that petitioner was not interested in even the lqng-term well.
being of Honeywell or the enhancement of the value of his shares. Hjg

sole purpose was t0 persuade the company to gdopt hjs social and politicg)
concerns, irrespective of any economic benefit to himself or Honeywe]),

This purpose on the part of one buying into the corporation does not
entitle the petitioner to inspect Honeywell’s books and records. . . .
The order of the trial court denying the writ of mandamus ig

affirmed.

the long-or short-term €
production of war munl
when a shareholder has a
abstention from profitable W

QUESTIONS
1. Should companies be able to limit access to shareholder lists?

Should shareholder lists be treated differently from the firm’s financial
records? From its other business documents? What costs might firms
incur if forced to give unrestricted access to the shareholder lists?

9. Should a firm be able to expand or contract the shareholder

inspection right?

3. Ifa _shareholder has a “proper purpose” in demanding the
shareholder list, should it matter that he or she may have other
gurposzs? Sti)ppose, for example, that the shareholder making the

emand is a broker trying to open a 1l- i ]
poma g to op mail-order investment consulting

4. In light of Pillsbury, how mi .
g ght you coach a cl
access to corporate records for a political cause? lent who wants

Dé Sadler v. NCR Corporation
928 F.2d 48 (2d Cir.1991),

This a Y &
proxy conteilzs-a—lacgffﬁﬁsﬁ hymlted but potentially important tactic in
and a list of benofioi.l older’s demand for a list of record shareholders
their names (“NOBQ ;)i:rg’l’ers of shares who do not object to disclosure of
state law and the Uniteg Sz. The appeal raises issues under New York
to require an out-of-stat ates CopStltution as to the power of New York
to provide resident sh ate corporation, doing business within New York
;0 compile and pro duferiizl‘li\%% ‘glfih 1t:he list of record stockholders anci
equesti 1 ;
questing Sharehglders coul.d not ob:ainugfc?l: 101181;(;1111:1115;:11“1 z}else ?;%:I(‘)? Eﬁ:



GRCTION 1
Proxy FIGHTS

WwWe conclude that New York ] )
_eholder an d NOBO lists in th aw authorizes production of the
e of New York 1 € circumstances of this case and that
plication ork law does not violate the Commerce C
Constitution. - . . erce Clause of the

Background

NCR, a large computer company, is i ;

pas its pr%nCiI?al place of businesg in}]g;;tlonrf O(I‘)Iﬁl;aﬁcg Sl I:lrll\g?ry le;ngi ?lnd
b paintains at least eight offces n New York and conducts
substantlal business there. NCR has 75,000 shareholders. AT gl}l‘ 1{l:chs
well-known tglecommunications company, is a New Yori{ cor ’t' §
with its principal executive offices in New York City. AT & T bigz?n:aoa
peneficial owner of 100 shares of NCR stock on Nover'nber 21, 1990. The
Qadlers are New York residents who own more than 6,000 sha,res of NCR
stock and have been record holders of NCR stock ’for more than six
months prior to this lawsuit.

On De-cember 6, 1990, AT & T began a tender offer for the shares of
NCR, offering to purchase all of the common stock of NCR for $90 a share.
In cozpphance with Rule 14d-5 of the Securities and Exchange
Commission, 17 C.F.R. § 240.14d-5 (1990), NCR mailed the offer to
purchase to all NCR stockholders. The NCR board rejected the tender
offer and declined to redeem a “poison pill” shareholders’ rights plan,
which presented and continues to present an obstacle to a hostile tender
offer® AT & T responded to this opposition by soliciting NCR
shareholders to convene a special meeting of stockholders to replace a
majority of the NCR directors so that the barriers to the tender offer could
be removed. Maryland law permits a special meeting of stockholders to
be called upon the request of stockholders entitled to cast 25 percent of
the votes at the meeting. Md. Corps. & Ass'ns Code Ann. § 2-502 (1985
& Supp. 1990). NCR’s corporate charter permits directors to be replaced
at a special meeting of stockholders upon the affirmative vote of 80
percent of all outstanding shares. Soon after soliciting calls for a special
meeting, AT & T submitted to NCR requests for a special meeting from
holders of more than half of NCR stock. NCR subsequently scheduled a
special meeting for March 28, 1991, the date selected for its annual

meeting.
Beginning in early January 1991, AT & T and the Sadlers, acting at

AT & T’s request, sought from NCR its stockholder list and related
materials to facilitate communication with owners o :

addition to the list of record owners, AT & T sought a magnetlc computer
tape of the list and daily transfer sheets showing changes 1n shareholders
from the date of demand to the date of the annual meeting. AT & T glso
sought two other lists, a «CEDE list” and a «NOBO list.” A “CEDE list”
identifies the brokerage firms and other record owners who bought
shares in a street name for their customers and who have placed those

S S S e
[Eds.—Poison pills are discussed at Chapter 7, Section 2(B).]
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shares in the custody of depository firms S}lch’ as Delzlosnoi'y Trust Co.;
these shares are reflected in the corporation's recI(;r $ only under the
names of nominees used by such depository _fll‘mS- epository Trust

“Cede & Co.” as the name of the nominee for.shares 1t holds for
E:SIS(erage firms, and such lists, regardles“s of the nominee Dames ad0p-ted
by other depository firms, are known as ' CEliE lists.” . . f I}ZhN OBO ]J.Sg’
(non-objecting beneficial owners) contalng t ehnalllnes of those OWning
beneficial interests in shares of a corporation who have given consent t,
the disclosure of their identities. The Securities f{md E_XChange
Commission requires brokers and other ref:or(,:l holders of stock in street
name to compile a NOBO list at a corporation’s request. . . .

Upon NCR’s refusal to produce the requestgd r{laterial.s, the Sadlfa,rs
and AT & T brought this suit in the South_ern District, relying on section
1315 of the New York Business Corporat}on Law, N_-Y- Bus. CO}'p- Law
§ 1315 (McKinney 1986). Section 1315, which we consider in detail below,
enables New York residents owning shares of a foreign corporation to
obtain a list of the corporation’s shareholders. On January 2?3, 1991, the
District Court ruled that the Sadlers qualified under section 1315 to
obtain NCR’s stockholder list and that the statute could constitutionally
be applied to require NCR to comply with their request, notwithstanding
NCR’s Commerce Clause objections. Later that day, [the district court
Judge] issued a supplemental ruling rejecting NCR’s contention that the
NOBO list was not producible under section 1315 because it was not then
in existence but required compilation. He entered an order requiring
NCR to produce all the materials sought by the Sadlers and AT & T.

Discussion
I.  Application of section 1315

Section 1315(a) permits any New York resident who for six months
has been a stockholder of record of g foreign corporation doing business

held by each and the dates when they respectively became the owners of
record.” N.Y. Bus. Corp. Law (McKinney 1986). Such a resident is also
- ‘fto exami.ne in person or by agent . . . the record of shareholders”

der to furnish an affidavit assuring that “inspection is not

- other than the business of” the corporation and
th.at.the shareholder has not engaged in the sale of stockholder lists
Within the past five years. Id. § 1315(b). A substantially similar provision
of New York law applies to stockholder lists of New York corporations.
N.Y. Bus. Corp. Law § 624 (McKinney 1986). See Crane Co. v. Anaconda

,?105 39 N.Y.2d 14, 18-20, 346 N.E.2d 507, 510-11, 382 N.Y.S.2d 707,
—11 (1976) (outlining origin of the New York statutory right to inspect
stockholder lists),
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The Sadlers qualify un
of NCR’s sharehg

erized as “our agent,” and informed
e NCR for any expenses incurred in
ontends that AT & T is not the agent
e principal, using the Sadlers as its
elf is not entitled to make.

We agree with [the district court judge] that the agreement between
the Sadlers and AT & T does not disqualify the Sadlers from invoking
section 1315. Though section 1315 permits an “agent” to act for the
qualifying New York resident in inspecting the shareholder record, it
does not inevitably apply all the technical aspects of the law of agency to
the permissible relationship between the requesting shareholder and
another entity with whom the shareholder chooses to act. Section 1315
“should be liberally construed in favor of the stockholder,” Crane Co., 39
N.Y.2d at 20-21, 346 N.E.2d at 512, 382 N.Y.S.2d at 712. Once the
resident shareholder alleges compliance with the statute, “the bona fides
of the shareholder will be assumed . . . and it becomes incumbent on the
corporation to justify its refusal by showing an improper purpose or bad

faith.” 1d. at 20, 346 N.E.2d at 511, 382 N.Y.S.2d at 711 (citations
omitted).

complying with the demand. NCR ¢
of the Sadlers, but in reality is th
agent for a demand that AT & T its

We see no reason to believe that New York would deny the Sadlers
the right to invoke section 1315 because of the arrangement they have
Mmade with AT & T. . . .

B. The demand for the NOBO list.

Whether New York law entitles the Sadlers to require NCR to
assemble a NOBO list presents a more substantial question. The pa?tle,s
agree that section 1315 applies to NOBO lists in a coﬁpggﬁog.s
Possession, but it is undisputed that at the time of the deman gy t1
Not have 5 NOBO list in its possession. It 1s also_un.dlspu ed a ba
Corporation can obtain a NOBO list, normally within ten days, by
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st by firms that of_fer data Processing
his task. NCR reads section 1315 as limited to production of
om those readily capable of being

gervices for t
distinguished fr

lists in existence, as
compiled. . . .

The text of section 131
narrow reading of its terms

to be limited to production or €xa
and could also be limited to lists re

5 does not resolve the dispute, although &
might favor NCR. The statute could be regq
mination of lists already in existence
flecting the ganries aril addresses of

ers of record. But New York courts have made clear that the statute
?:ic?) be “liberally construed,” Crane Co., 39 N.Y.2d at 20—21, ?46 N.E.2q
at 512, 382 N.Y.5.2d at 712, to “facilitate communication among
shareholders on issues respecting corporate affairs,” Bohrer [v.
International Banknote Co.], 150 A.D.2d 196, 540 N.Y.S.2d 445, 446 [(1st
Dep’t 1989)]. . . . A narrow reading of section 1315 would therefore not

accord with New York law. . ..
Other courts, however, construing statutes similar to section 1315,

have expressly declined to order compilation of NOBO lists. RB
Associates [v. The Gillette Co., C.A. No. 9711, 1988 WL 27731 (Del.Ch.

Mar.22, 1988)]; Cenergy Corp. v. Bryson 0il & Gas P.L.C., 662 F.Suppj
1144, 1148 (D.Nev.1987). The matter was given extended consideration
by Chancellor Allen in RB Associates. In declining to order compilation
of a NOBO list, he distinguished it in two respect from CEDE lists, which
Delaware and New York require a corporation to compile upon request of
a qualified shareholder. . . . CEDE lists, he pointed out, can be generated
rapidly by a computer, whereas a NOBO list takes up to ten days to
_compil.e. Second, he expressed the view that it would be extremely
inefficient without a CEDE list to attempt to distribute proxy materials
to persons for whom a depository company holds shares, whereas a
NOBO list “plays no central role in a proxy contest.” RB Associates,

supra.
NOBVge c}o not find eithfer distipction compelling. Since compilation of a
i list is a relatively simple mechanical task, the fact that
fg;n(f’,l :ftlol‘_- takes longer than for a CEDE list is an insubstantial basis
s S1(s:r1r;c1:10n. As to bo_th sets of information, the underlying data exist
e areet}i rc;cordg readily avgllable to be compiled into an aggregate list.
direct comfnu“nf?“lgns of the lists significantly dissimilar. Both facilitate
least with thoslg ab‘la(:;ffv lt}i stockholders, in the case of a NOBO list, at
. 1c1al ow o s il s
disclosure of their names and arcllfiise;;:;) have indicated no objection to

Though D
i Stockhilderell?::ag? clhooses to construe the reach of its requirements
York would construe I;Cct(:)lsur e narrowly in this respect, we think New
and Exchange Commisgsi lon 1315 more generously. Once the Securities
from brokers and other 1on has acted to enable a corporation to obtain
shares who do not obj record owners a list of beneficial owners of its
object to such disclosure, we think New York would
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Iy gection 1315 to p.ermit a qualifying shareholder to require the
ap " jation and production of such a list.

; mp

- gven if the statute might not require compilation of NOBO lists
_ ut.inely’ i 8 compllatlt?n was properly ordered in this case. The effect of
1?cR’s g0 percent rule is to count as a “no” vote on the replacement of
dl\il-ectors every Sl}al"e that 1s not voted at the _special meeting. Thus, th.e
Jhares of non-voting beneficial owners who rr}1ght oppose management if
colicited bY management opponents armed with a NOBO list are counted
in favor of manage.mfant. Dfenylng _Such opponents an opportunity to
contact the NOBOS_IS inconsistent with the statute’s objective of seeking
«to the extent possﬂgle., to place shareholders on an equal footing with
management in obtaining access to shareholders.” Bohrer, 150 A.D.2d at
196-97, 540 N.Y.S.2d at 446. In effect, NCR already has the votes of those

NOBOs who, for lack of solicitation, decline to vote. As to them, NCR has

q]l the access it needs.

[NCR claimed] that section 1315 subjects it to inconsistent
regulation of a sort that the dormant Commerce Clause power
prohibits. . . - [S]tates have traditionally exercised authority to require
disclosure of stockholder lists of foreign corporations doing business
within their borders. Moreover, such authority will not normally create,
and does not create in this case, the sort of irreconcilable conflict that
would arise if a state purported to regulate voting rights or other aspects
of the internal affairs of a foreign corporation that “admit only of one
uniform system, or plan of regulation,” Cooley v. Board of Wardens, 53
U.S. (12 How.) 299, 319 (1851). Access to stockholder lists is a recognized
exception to the internal affairs doctrine as a matter of corporate law and
conflicts of law, and it should take a substantial threat of conflict
adversely affecting interstate commerce before a court invalidates a
state’s assertion of this traditional authority. Though Maryland may well
have balanced limited shareholder access to stockholder lists with
generous authority for calling special meetings, it did so against the
background of traditional foreign state regulation of such access, and it
cannot expect courts to provide constitutional insulation for the
particular arrangements it adopted. If the traditional role of states
concerning access to stockholder lists of foreign corporations is to be
¢ircumscribed, that alteration will have to be undertaken by Congress.

- NCR’s remaining Commerce Clause contentions require little

discussion. Section 1315 creates no discrimination against interstate
Commerce. . . . [I]t applies (for all practical purposes) equally to foreign

and domestic corporations. . . .

2 Equaljy unavailing is the claim that section 1315 imposes
Wustified burdens on interstate commerce. . . .

599
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ERMATH
AFTSubsequent to the decision in Sadler, New Yorf]f( 1:‘:1.anWaS arpen(‘i‘ed to
: in response to shareholder requests for information, <[y}, ¢
provide that, linlllc not be required to obtain information about beneficiy)
corpg;‘: trllftl; Sinaits possession.” McKinney’s Business Corporation [y,
own

§ 1315(a).

PROBLEMS | |
McWindsor, Inc., which is incorporgted in New Slf-orl;, 1s a maker of
upscale British-style fashions. To date, it has specia I;zeu in %1,000 all-
cotton pea-green trench coats and $}OO a_ll-cotton um red as. Both spopy
the distinctive McWindsor plaid fabrlg:, said to have‘been esigned for the
kilts of an obscure Scottish regiment in 1656. McWindsor stock trades gt
about $1,000 per share. Some shareholders have asked the company to
perform a 10-for-1 stock split (each shareholder would tender his or hep
stock to the company, and receive 10 new shares of stock for e_ach old
share of stock). By doing so, the company would reduce the price of a
share of McWindsor stock to about $100. The shareholders. explain that
these lower share prices would let them more easily fit McWindsor shareg
into diversified stock portfolios. The company has refused. Far better,
CEO Prince George McWindsor announces, for stock to trade at the price
of a rain coat than for it to trade at the price of an umbrella.

1. Suppose X (a manufacturer of expensive sports cars) buys
several shares of McWindsor stock and requests a shareholders list. Must
McWindsor give X the list? What kind of list? Suppose X announces a
sale/tender offer: it will exchange one sports car (generally selling at
$180,000) for every 150 shares of McWindsor stock tendered to X by
McWindsor shareholders. If it again asks for the shareholder list, must
McWindsor give it the list?

2. Suppose an investor holding three McWindsor shares asks for
the shareholder list. He explains that he wants to contact other
shareholders and ask them to join him in demanding that the company
effect a stock split. Must McWindsor provide the list?

3. Suppose an investment bank holding 300 McWindsor shares
asks for the hst_. It explains that its stock analysts have developed a new
formula for fitting McWindsor shares into diversified stock portfolios. It
lt\}dlu\il wants to qffer their services to McWindsor shareholders. Must
. :m Sm;lsor ;;rov;de the list? Suppose instead that the investment bank
lorms 2 mutua fund called Diversifieq McWindsor, Inc. [DWI]. In

change for several thousand shares of DWI stock, it has contributed

several thousand shareg of 20 : .
com i dSOr’
form a well-diversified stock Panies that, together with McWin




SECTION 2 SHAREHOLDER VOTING QM
the tender o.ffer, DWI asks for the shareholders list. Must McWindsor
: rovide the list?

4. Suppose a group of shareholders ask for all records relating to
employment practices of McWindsor’s supplier in Northern Ireland.
The shal”e}'mld.er? explain that they have heard rumors that McWindsor’s
cupplier discriminates against Catholic workers, and want to ascertain
whether the rumors are true. Must McWindsor provide the records?

the

5, SHAREHOLDER VOTING CONTROL

Stroh v. Blackhawk Holding Corp.
48 T11.2d 471, 272 N.E.2d 1 (1971).

The only issue before this court is the validity of the 500,000 shares

of Class B stock, which by the articles of incorporation of Blackhawk were
limit&{'imi}ﬂﬁs by the provision “none of the shares of Class B D<
ctock'shall be entitled to dividends €ither upon voluntary or involuntary.
liquid&ims the plaintiffs’ contention that because of

e

the foreggi,ng\li@;tation——-dgp@ving the Class B shares of the “economic”
incidents_of _shares of stock, or_of the proportionate nterest in_the
corporate assets—the Class B shares do not in fact constitute shares of

—— e

- stock.
Blackhawk Holding Corporation was organized under the Illinois

Business Corporation Act in November of 1963. Its articles of

. incorporation authorized the issuance of 3,000,000 shares of Class A
stock with a par value of $1, and 500,000 shares of Class B stock without
par value. . . . Pursuant to the preorganization subscription agreements,
91 promoters purchased 87,868 shares of the Class A stock at the price
of $3.40 per share ($298,751.20), and the 500,000 shares of Class B stock
at % per share ($1,250). Thereafter, the corporation registered the Class
A shares with the securities division of the office of the Secretary of State
of Illinois for the sale of 500,000 shares thereof to the general public at a
price of $4 per share. The prospectus for the registration described the
Class A and Class B stock, and quoted from the articles of incorporation
relative to their respective rights and preferences. The prospectus
explained that every share of each class of stock wauld be entitled to one.

voteon all general matters submitted to a vote of the shareholders. . ..
The prospectus also explained that no Class B stock was being
offered for sale in that all of such stock has been previously issued. Under
‘t‘he heading “Organization and Development,” the prospectus also stated:
Subscriptions for a total of $300,001.20 were sold to twenty-one persons,
'epresenting 87,868 class A shares, the class now being offered, at the
Price of $3.40 per share ($298,751.20) and 500,000 class B shares, at a
prme. of one-fourth of a cent per share ($1,250.00); thus said subscribers
Y Virtue of a $300,001.20 investment, have control of the corporation
aVing an initial capitalization of $2,000,000.00 after this offering.”
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In August of 1964, there was a 2 for 1 split of the Class A stock
increasing the shares outstanding from 587,863 to 1,17 5,736 shares, The
corporation sold additional Class A stock to the public in 1965 for $4 o
share. As of June 1968, there were 1,237,681 Clas_s A shares and 500,00
Class B shares outstanding, the lattng__rep}:g_g_g_lpmg 28.78% of the totg)

= — M\

voting shares of the company.

Under the Illinois constitution of 1870, a stockholder in an Mlingig
corporation is guaranteed the right to vote based upon th(_e number of
shares owned by him. (Ill.Const. art. XI, sec. 3, S.H.A.) Section 14 of the
Business Corporation Act (I1l.Rev.Stat.1969, ch. 32, pa.r..157..14) Provides
that shares of stock in an Illinois corporation may be divided into classes,

“with such designations, preferences, qualifications, l{grlg;a\t%,
restrictions and such special or relative rights_asks_glﬁallj;ejj:ated
in the articles of incorporation. The articles of incorporation
shall not limit or deny the voting power of the shares of any

77 "Without limiting the authority herein contained, a

“corporation when so provided in its articles of incorporation,
may issue shares of preferred or special classes: : o
eh et iy ) sy i) R d

S S —

(c) Having preference over-any other clas_s_, or classes of
shares as to the payment of dividends. ' ;
(d) Having preference as to the assets of the corporation
_over any other class or classes of shares upon the Yoluntary or
im/zclli@gy_liguidation of the corporation.” ARE i

Section 2.6 of the Act, in defining “shares” states, “ ‘Shares’ means
the units into which the proprietary interests in a corporation are
divided.” (Ill.Rev.Stat.1969, ch. 82, par. 157.2-6.) This was formerly
section 2(f) of the Act (Ill.Rev.Stat.1955, ch. 32, par. 157.2(f)) which
defined shares as “units into which shareholders’ rights to participate in
the control of-a-corporation,in-its surplus or profits, or in the distribution
of its assets, are divided.”. . . R S e Wi

To the plaintiffs, “proprietary,” as used in the definition of shares,

;neans a property right, and shares must then represent some economic
Interest, or interest in the property or assets of the corporation. However,
the word “proprietary” does not _@éarilfag@omic or asset
rights, aﬁhoyghit‘h@m@iﬁy nonymous withm

denotelegal title . . . and “proprietary rights” have been defiried as those

— ———

confex?ercil(by_vigj:ue of ownership of a thing. . .. E

-
‘We_agree with the defendants’ co ' I '

— onstruction. We interpret this

statutory definition to mean that the ietary rights conferred by the

X ownership of stock may consist of one or more of the rights to participate
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T T su ,
tilsi;l'll’F‘ffo?l_HOf 1ts assets, ‘T}Té‘m The dg{l‘is_f_i‘proﬁ'ts, or in the
ndicates that one or more of the threg nameildm? -° conjunction “or”
«tockholder by virtue ofhis stock own&E}T“"z‘l‘ghtS may inure to a

We must here decide the ext

e i ent to ' " _
/ <hares of stock may be eliminateq = ‘—Wbi‘illﬁ_cgﬂomlc attributes of
" — —

St LI

thab:p: : y create wh icti
and llm.ltatmns they may want with regarq to their ?(ffgsfal;ZSt?c?iogs
expressing such restrictions and limitationg in th 1:'S 1OC 3;
incorporation. These rights and po ¥ kil

C..Ol-p(;.ratior1 to make the terms of its contract with jts shareholders are
11111}th only by the proviso that the articles may not limit or deny the
voting power of any share. This section of the Act expressly confers the
‘ : with regard to dividends and
assets. Section 2.6 defines shares as “The units into which the
proprietary interests in a corporation are divided.”

A/ In seeking thewgiSlatu_&&siatwld_b.&construei
/' as

@‘W\hoTé‘afﬁdﬁlts separate parts considered-together. Qur present
conStitﬁﬁfOW@M@m& be deprived of his voice
in management. It does not require that a shareholder, in addition to the
management aspect of ownership, must also have an economic interest.

e Thﬁs, section 14, like the constitution, limits the power of a
corporation only as to the voting aspect of ownership. . . .

When the relevant sections of the Act are read together with the
constitution, it seems apparent that it was the intent of the legislature -
that the proprietary interests represented by the shares of stock consjjsiéﬁV

of management or control rights, rights to earnings, and rights to assets.
There are other Fights which are incidental to these. Under our laws, the
rights to earnings and the rights to assets—the “econqmip” r,ig_h_ts.zi_n?,y
be removed and eliminated from theother attributes of a share of stock.
Only the management incident of ownership may not be removed.

—

The constitution requires only that the right to vote be proportionate
to the number of shares owned, not to the invc'astm(.ant_ made in a
corporation. It has long been the common practice in Illinois to cla§s1fy
shares of stock such that one may invest less than another in a
corporation, and yet have control. One.. ... shareholder may purchase teg
shares of a class of stock issued at its par value of $1,000 per share:f‘allll
his business partner may purchase 100 shares of another class of the

corporate stock issued at its par value of $10 per sh?re. rE_he 11?11:1$els,0f88
varying reasons, may be very willing that the party investing o a0
have control of ’the management of the corporation, as opposed 10

Party having the investment of $10,000. . ..
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If there is overreaching or fraud in establishing the diffepey
voting rights of shares, that is another matter and there g = re]
available. We are aware that the classification of shares, sg g to
one class to obtain greater voting rights with the same o eng
investment in a corporation than another class, may carry il le
possibility for wrongdoing. However, it'also often serves a valigd pult
and there is nothing inherently wrong in such a scheme. The fact t;DOSe
corporation makes a public offeri_ng of stock Qogs not renge, at g
procedure outlined above less valid. The securities divisjop of Eh

e

Secretary of State’s office has its particular guidelines to Drotect ),
e

public in such an offering.

In this case the parties went one step further than is customary T
stock which could be bought cheaper, and yet carry the same V(')tine
power per share, was not permitted to share at all in the dividendg 0%
assets of the corporation. This additional step-did-not-invalidate ¢,

stock.
~ We find n@tb@dﬁdﬂe&pubﬁ&poh&y@ﬁtbi&State_to_cgndemn
6 stock of this nature. . ..
Affirmed and remanded, with directions.

\ m SCHAEFER, JUSTICE (dissenting). D<

“Under our laws,” say the majority, “the rights to earnings and the
rights to assets—the ‘economic’ rights—may be removed and eliminated
from the other attributes of a share of stock. Only the management
incident of ownership may not be removed.” This seems to me to be saying
that the ownership incidents of ownership may be eliminated. What
remains, then, is a disembodied right to manage the assets of a
corporation, divorced from any financial interest in those assets except
such as may accrue from the power to manage them. In my opinion, what
is left after the economic rights are “removed and eliminated” is not a
shWnder the law of Illinois. '

ANALYSIS

1.' What might be the public policy underlying a pr
nonvoting shares? Would that policy also be offended by s
unequal voting power?

2. The opinion of the lower appellate court in Stroh
1967 the Class A shares were selling for substantially le
per share initial offering price. At the same time, the Class 694
selling for “about 20 times the original price.” 253 N.E.2d 692, at "
Does this tend to show that the initial investors in Class A share® We11‘7
treated unfairly? Why would the Class B shares have any value ghes

How would you determine what the value is?

ohibition of
hares with

reveals that in

as than the :
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3. At t.he'time this case arose, the Illineig ¢ ip i "
p,-(,visions that in effect required a]] cor onstitution contained

o mon shar .
ohts. In a 1970 constitutional revisi es to have equal voting

i i : slon, thege requirements were
dropped: The Illinois Business Corporation Act of 1983, § 7.40(b), now

: t corporations, in the; ' « .
yrovides tha s ) I articles, “may limit or g ti
:-ightS or may provide special voting rights ag e

pe

4. The original 21 investors in Blackhawk Holding Corp. obviously
wanted to protect their control. One reason why people want control is
that they (or their relations or friends) are, or expect to be, employed by
the corporation and they want to protect their salaries and perquisites.
To that extent, their interests may diverge from the interests of other

shareholders. Are_there reasons for wanting control that do not involve
such blatant conflict of interest?

5. Suppose you have money to invest and are offered shares in a
corporation with a control structure like that of Blackhawk Holding Corp.
Suppose you believe that the people who will hold disproportionately
large voting control will use their control to provide themselves and their
children with jobs af salaries above the market rate and that there is no

reasonable_prospect. that there will be anything you can do about it.
Might you still be willing to buy shares in the corporation?

SE———

NOTE AND QUESTIONS

In Providence and Worcester Co. v. Baker, 378 A:2d 121 (Del.197 7,
the plaintiff owned 28 percent of the single class of voting shares of the
Providence and Worcester Company (P & W). The corporation’s articles
of incorporation provided that “each shareholder shall be entitled to one
vote for every share of the common stock of said company owned by him
not exceeding fifty shares, and one vote for every twenty shares more
than fifty owned by him; provided, that no stockholder shall be entitled
to vote upon more than one fourth part of the whole number of shares
1ssued and outstanding. . ..” The result of this provision was that the
plaintiff, with 28 percent of the shares, had only 3 percent of the votes.
The plaintiff argued that the corporation’s voting rule violated § 151(a)
of the Delaware corporation law, which provides that corporations may
Issue various classes or series of stock, “which classes or series may have
such voting powers, full or limited, or no voting powers ... as shall be
stated and expressed in the certificate of incorporation.” The plaintiff
Argued that this section of the Delaware law allows differences in voting

Delaware Supreme Court rejected this argument and upheld the P & W
rule,

Power hetween classes of sto t within a single class of @d? }
th_E}t_, consequently, the P & W voting rule was impernissible. Th
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Assume that at the time of its formation, P & W issue'd.35,000

and no shareholder held more than 200 shares. Whgt legltlmate p

might be served by a voting rule like that of P W.. As a po

original investor in 100 of the P & W shares, Whafi poft‘elﬁtlal h;%)rm
interests might you be concerned about as a result of the rule?

Shareg
Urpoge
tentig)
to yoy,

PROBLEM

Suppose a corporation is formed with 1 million Class A COmmgy,
shares, which are sold at $4 per share. No other shares are outstanding
Two years later the shares are selling on the market for $6 per share,
The managers of the corporation own 300,0QO shares and contrg] the
board of directors. The board adopts the following plz_m: For each share of
Class A stock that a shareholder owns, he or she will be entitled to buy
either (i) one additional share of Class A Stock at $5.00 per share oy (i)
five shares of a new Class B stock at 1 cent per share. Tl‘le. Class B shareg
will carry one vote per share but will be entitled to no dlwdepds (current
or liquidating). All the members of the management group will buy Clags
B shares. They will therefore wind up with their original Class A shareg
(300,000 votes) plus 1,500,000 Class B shares (1,500,000 votes). Suppose
you own 1,000 of the original shares (to become Class A shares). Yo,
believe that there is a group of outside investors that would be willing to
buy the entire corporation for $9 million ($9 per share for the ‘existing
shares). In fact, you believe that the reason for the board’s plan to offer
the new shares is its concern about the outside group taking over. (@) If
the time comes when you must decide whether to buy new A shares or B
shares, or neither, what will you do? (b) Do you think the board should
be allowed to put you to this choice? (c) Suppose you had been entitled to

vote on whether the new Class B shares should have been authorized,
How would you have voted?

Espinoza v. Zuckerberg
124 A.3d 47 (Del. Ch. 2015).

... In this derivative action, a stockholder of Facebook, Inc.
challenges the decision of Facebook’s board of directors in 2013 to
approve compensation for its outside, non-management directors, who
comprised six of the eight directors on Facebook's board at the time. ..
[The ‘two “inside”  directors were Chief Executive Officer Mark
Zuckerberg and Chief Operating Officer Sheryl K. Sandberg.]

The parties agree that the board’s decision to approve the 2013
compensation would be governed by the entire fairness standard of
review ... as a self-dealing transaction. After the filing of this lawsuit,
however, Mark Zuckerberg, who did not receive the disputed 2013
compensation and who controlled over 61% of the voting power of
Facebook’s common stock, expressed his approval of the 2013
compensation for the hon-management directors in a deposition and an
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: August 18, 2014, defendants move
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approvals were in a form guffi;

. apprové, e . s
~ atification. ... nt - to Constitute stockholderm{

The C(Mgﬂsjgg_@qlder of

e X a D
. ignificant power... .. But a controllin Delaware corporation wields

[} . aw allOWS . . = ;
agent’s conduct through Informal assent, this tragigrlnglpal to ratify an
context of corporate law ratification 1on 1s ill-suited to the

. s w
Collecmw{g_of_&t k) ?;le‘ffirmal structures govern the.

- ‘maliti ers who_coexist, o
Ihes? {glmahtles serve to Protect —rthe,fcorporati;{: azz I:flnm?alfé
stockhoic ¥ ... promoting transparency, particularly _fo_r._n_o _c:n-

assentmg'—Stgg@-l——"me"I therefore conclude that stockhold f

Del.aware. corporation—even a single controlling stockholc(i) S annot
ratify an 1ntere§t.ed board’s decisions without adhering to th -
formalities specified in the Delaware General Corpor tg - e corporate -
stockholder action. poration Law for taking

Given this conclusion, the entire fairness standard applies to the
board’s approval of the 2013 compensation. As such, and given that
defenéﬂlﬁsj have not thus far demonstrated that the directors’
compensation decisions were entirely fair, their _motion for summary-

‘ judgm_grgj_._i_S__(i_G:_lg__i(Eti.. Plaintiff has failed to_state a reasonably conceivable

ClaimﬁmMMhat, claim is dismissed.-. . .

wmemmn L BACKGROUND: e 2 0 oo

-

Nominal Defendant Facebook, Inc. (“Facebook” or the “Company”) is
a Delaware corporation with headquarters in California. . .. Its Class B
common stock has ten votes per share and its Class A common stock has
one vote per share. Defendant Mark Zuckerberg is the founder of
Facebook. Zuckerberg has served as Facebook’s Chief Executive Officer
since July 2004 and as the Chairman of Facebook’s board of directors
since January 2012. Zuckerberg, principally d1_19 to his ownership of the
super-voting Class B shares, controlled approximately 61.6% of the total
voting power of Facebook’s common stock as of February 28, 2014. . ..

On August 21, 2013, the Compensation Comrr}ittee, ... discussed 1';he
compensation of Facebook’s non-management directors. The fgllowmg
day, Facebook’s board considered the topic at a regular meeting and
unanimously approved a proposal . . . t0 provide non-employee directors
with annual RSU grants at a value of $300,000 per year .. .

On June 6, 2014, plaintiff filed a derivative complaint on behalf of

' i directors. ... On
Faceb ] ht members of 1ts boargi of
SO g e d for summary judgment . ... On the

Jled an gffidavit in support of the summary

same day, Zuckerberg fi
follows:

judgment motion declaring as

i
|
]
|
|
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10. Regardless of the capacity in which I have considered

the issue, my view of the compensation of Facebook’s Non-
Executive Directors has never changed. I approve of all 2013
equity awards to Facebook’s Non-Executive Directqrs, as.well as
Facebook’s plan for compensation of Non-Executive Directorg
going forward (pursuant to the Annual Compensation

Program). . ..

appr

11. Although I was never presented with an opportunity to
ove formally the 2013 equity awards to Facebook’s Non-

Executive Directors or the Annual Compensation Program in
my capacity as a Facebook stockholder, had an opportunity
presented itself, I would have done so. If put to a vote, I would
vote in favor of the 2013 equity awards to Facebook’s Non-
Executive Directors, as well as the Annual C_ompensation
Program, and if presented with a stockholder written consent

approving them, I would sign it.

II. LEGAL ANALYSIS

Directors are necessarily  interested in their compensation, which is
a benefit they receive that not_acc to_sto nerally.

Thus,

where, as here, directors make decisions about their own

—_— . . .
compensation, those decisions presumptively will be reviewed as self-

dealing_transactions under the entire fairness standard rather than
under the business judgment rule. A decision dominated by interested
dirmof the business judgment rule, however,
i{ﬂ)%w@f stockholders ratifies the
transaction. At that pgglicit_he doctrinal standard of review becomes one

of waste.”

Here, defendants contend that the business judgment rule should
apply to their approval of the 2013 Compensation on the theory that
Zuckerberg, who indisputably holds a majority of the voting power of

*

that:

[Eds.—In Zupnick v. Goizueta, 698 A.2d 384, 387 (Del. Ch. 1997), the court explained

To state a cognizable claim for waste ..., the well-pleaded allegations of the

complaint must Supptgt_gjl_eggrlduﬁiomhag_“no person _of ordinary, sound business
judgmentwould say that the consideration received for the options was a fair exchange
for the options granted.” Michelson v. Duncan, Del.Supr., 407 A.2d 211, 224 (1979)
That is “an extreme test, very rarely satisfied by a shareholder plaintiff,” because “if__
unﬂﬂt_hf_ﬂll@{{nStﬁnceSﬂ@wgnabl@_pgj_gqer'ighLEonclLidé ‘that the deal made
sense, then the judicial inquiry ends.” Steiner v. Meyerson, Del. Ch., C.A. No. 13139,
Allen, C. (July 18, 1995), Mem. Op. at 2, 1995 WL 441999. As Chancellor Allen observed

in Steiner, supra at p. 11:

; [Tlhe Waﬁﬂbgorwpnegegts a theoretical exception to the statement very }f_a_re,,li
 encountered in'the world of real transactions. There surely are cases of fraud; of

unfair self dé}il{ﬁ_gﬁﬁﬁ: much more rarely negligence. Butrarest of all—an indeed
like Nessie; possibly non existent—would be the case of disinterested business
P?Ople_n}'igl_{l_r;g non fraudulent deals (non-negligently) that meet the legal standard
of waste! : zently) that meet the legal stane

e
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! tock, and who dj _
racebook S COTIINOT Stock, who did not rece
gimpensatwn’ ratified the 2013 Compensation Ve any of the 2013

2cebook stockholder by virtue of statements he
»d his deposition after this action was filed. Plaint:
fhese acts do not constitute a valid form of stock

Zuckerberg did not express assent ;
hecause ssent as a stockholder in
ermitted by the Delaware General Corporation Law (“DGCL”)a RS

The DGCL provides two methods for stockholders to express assent

i : 0y
on a matter concerming the affairs of the corporation: (1) by voting in f ‘
; My proxy at a meeting of stockholders, or (2) by written \/

Consent. o

Before 1937, . . . stockholders of Delaware corporations could express

assent only by voting in person or by proxy at a meeting of
stockholders. . ..

In 1937, the DGCL was amended to permit stockholders to approve
by unanimous written consent any action that was required to be taken,
or that could be taken, at an annual or special meeting of stockholders.
In 1967, the statute was further amended to remove the unanimity
requirement for companies that chose to waive the requirement in their
certificate of incorporation. In 1969, non-unanimous consent became the
default rule rather than an option requiring an enabling charter
provision. Although taken for granted now, non-unanimous written
consent troubled the prominent drafter of the 1967 revision of the DGCL,
who saw the potential for abuse.4? Today, under Section 228 of the DGCL,
unless the certificate of incorporation restricts the use of written
consents, any action that may be taken at any annual or special meeting
of stockholders may be taken by majority stockholder consent (or
whatever other voting threshold applies for a particular act) “without a
meeting, without prior notice and without a vote.”

Significantly, although Section 228 permits stockholders to take
action by written consent without prior notice, “[pJrompt notice of the
taking of the corporate action” by written consent must be provided to
the non-consenting stockholders. Thus, Section 228 ensures some level of
transparency for non-consenting stockholders. Indeed, this Court has
refused to make a written consent effective under Section 228 when the
consenting stockholders failed to provide the required prompt notice to
the non-consenting stockholders, until the failure to provide notice was
remedied.

This Court has recognized more broadly that, “[b]ecause Section 228
Permits immediate action without prior notice to minority stockholders,
the statute involves great potential for mischief and its requirements

T See Ernest L. Folk, II1, Corporation Law Developments—1969, 56 Va. L.Rev.. 755, 75_33
(1970) (“It is apparent that this procedure can be abused where a large block of st.ock is held in
% conveniently small number of hands. It permits the control block to take action in virtual
*ecrecy and then present the minority shareholders with a fait acompli when it i,'}ﬂﬁlls the
Minima] state statutory obligation of giving them ‘prompt’ notice of the action taken.”).

b
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2 ith i blance of corporate order ;
i lied with if any sembia er s 1,
;)nuSta?r?t:tilsgglz5§?l?l.pThus, even if a controlling St(i:}]f}ifllder manifestg ,
lz;?c intent to ratify a decision outside .of a Stc])f 0 _tir tI}I:eEtmg’ the
f‘atiﬁcation will not be effective unless 1t complies w1 e tech

requirements of Section 228. . . .

Defendants observe that there “is no case p;f_sfigj:}ljgt_hgt Tequires
stockholder vote or written consent for ;‘atl ;ce; (;lon 0ses_if the
Although no case has been identified tha 1; y p 1'ku s (or
permits) the use of informal means to ratify an a}f In a ca;‘e ike thig_ i
is notable that many Delaware courts that have used stockholde,
ratification to apply the business judgment rul.e ... have done 80 when
the act of ratification occurred at a fO?_m@Lmeﬁ_tll}_%wjﬁlore
im‘j)é;téhﬂy; references in existin_g case lg‘_:y to Eaj:.;f_l_c\atm the context
of a stockholder “vote,” ... support the conclusion that adherence ¢,
formalities should be required in this context.

Nicg)

One foundational case is Gantler v. Stephens.”™ . .. In Gantler, the
Supreme Court held that the scope of “the shareholder ra!ﬁ-ﬁc_ation
doctrine must be limited . .. to circumstances-where a_fully 1nf01‘_{ned
shareholder vote approves director action that does not legally require
shareholder approval in order to become legally efféf:fi?é‘.”gmv,
Gantler’s use of the phrase “fully informed shareholder vote” in defining
the concept of ratification was deliberate and was not intended to mean

something less formal than an actual stockholder vote (or an action by
written consent in lieu thereof).

Recently, in Corwin v. KKR, which confirmed that stockholder
approval from a statutorily required vote can be used to invoke the
business judgment rule the same way an approval from a voluntary vote

pecific voting language to explain
rporate context.83 Specifically, the
e ST, . hdoctrme applies only to fully informed,
stockholder votes,” thereby implicitly excludi less formal
methods of stockholder approval .84 d ¥ SRGMRG o%s o

= %{lothter example is 8 Del. C. § 144(2)(2), which prevents the voiding

'rector's interested transaction if the “transaction is specifically
ders.” In describing that
hat “[a]pproval by fully

St Carsanaro v, Bloodh !
quotation markg omitted)_0 ound Techs,, Inc., 65 A.3q 618, 641 (Del. Ch. 2013) (internal
™ Gantler v, Stephens,

965 A.2d 69
“< " Gantler, 95 A2d at 713 e #09);
®  [Corwin v. KR Fin, Hopa:
M Seeid - Holdings LLC, 195 A 54 304, 319

14 (Del. 2015).]
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: tory language plai .
granss Pl i guage plainly refers to the need
or 9 syotee of the stockholders, Wheelabrator simply uses the word

A ,prfﬂﬂ] to indicate this formal requiremen
})f'lﬁv’”r" courts naturally assume that g0
adhprcn(ﬂ,’ to formalities.#7

t, suggesting again that
kholder approval requires

Failing 0 f{dhe'm to corporate formalities to effect stockholder
ratiﬁﬁﬂti"" ... impinges on‘the rights of mjn,ﬂ.its'. stiocbhildae i
traditifmal agency relationships, a single principal’s ratification of an
agent’s conduct LOHIED at a cost to that principal only. But in the wrparate >
7 context, the ratification decisions of 4 controlling stockholder affect the
" minority stockholders. Although minority stockholders have no power to
ter a controlling stockholder’s binding decisions absent 2 fiduciary
‘preach, they are entitled to the benefits of the formalities imposed by the
DGCL, including prompt notification under Section 228(c). This
requirement promotes transparency and enables minority stoc L
to stay abreast of corporate decision-making and maintain the \
accountability of boards of directors and controlling stockholders. . . .

| —
; It is therefore of no moment that Zuckerberg undisputedly controls.
| Facebook. Although he can outvote all other stockholders and thus has

the power to effect any stockholder action he chooses, he still mustadhere 7~

g to ?@E formalities (and his fiduciary obligations) when doing so. . .. 7

ANALYSIS

1. What are the costs and benefits of after-the-fact notification
allowed by DGCL § 228(e), in this case and in general? Does it matter
that the corporation in this case was publicly held rather than closely
held?

! 2. DGCL § 228(a) provides in pertinent part that:

Unless otherwise provided in the certificate of incorporation,
any action required by this chapter to be taken at any annual or
special meeting of stockholders of a corporation, or any action
which may be taken at any annual or special meeting of such
stockholders, may be taken without a meeting, without prior
notice and without a vote, if a consent or consents in writing,
setting forth the action so taken, shall be signed by the holders
of outstanding stock having not less than the minimum number
of votes that would be necessary to authorize or take such action

———

* [In re Wheelabrator Techs., Inc. Sholders Litig., 663 A.2d 1194, 1198 (Del. Ch. 1995)
(emphasis added) (internal quotation marks omitted).]

¥ In the analogous context of Section 144(a)(1), which allows for approval of interested
fr"‘n-‘iaﬂions by fully informed, disinterested directors, this Court has suggested that such
4pproval must occur at a formal meeting of directors. See Lewis v. Fuqua, 502 A.2d 962, 970
Del, Ch, 1985) (noting party’s concession that 8 Del. C. § 144 did not apply_ because “the
Approval did not take place at a formal Board meeting or necessarily after full disclosure of all
Materig) facts™).
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. : itled to vote thereon were
eting at which all shares gntltle :

;iezenr:t? andgvoted and shall be delivered to the corporation. . ..
CEO and Chairman of the Board .of Directorg
498,000 of the 1 million outstanding shares of

’s bylaws to be amendeq
n stock. Reynolds wants Acme’s by ed.
. S ga( ) “In all matters other than the election of

261(2) provides that : |
dDifecc:iii, the( a)ffgl)rmative vote of the majority of shares present in person
or represented by proxy at the meeting and entltlec’l’ to vote on the subject
matter shall be the act of the stockholders . ... Does Rfaynolds own

dment to the bylaws via a written

enough shares to effect an amendn . /ia '
consent without a shareholder meeting and without obtaining written

consents from any other shareholders?

3. MBCA § 7.04(a) provides that:
“"Action required or permitted by this Act to be taken at a
"“shareholders” meeting may be taken without a meeting if the
" action is taken by all the shareholders entitled to vote on the
action. The action must be evidenced by one or more written
consents bearing the date of signature and describing the action
taken, signed by all the shareholders entitled to vote on the
action and delivered to the corporation for filing by the

corporation with the minutes or corporate records.

Subsection (b) allows the corporation to adopt a provision in the Articles
of Incorporation authorizing non-unanimous written consents: “if
consents in writing setting forth the action so taken are signed by the
holders of outstanding shares having not less than the minimum number
of votes that would be required to authorize or take the action at a
meeting at which all shares entitled to vote on the action were present

and voted . ...”
What are the advantages and disadvantages of each approach?

Suppose Acme, Inc.,
Malcolm Reynolds owns

. 4 If the Zuckerl?erg case goes to trial, what do you suppose is the
likelihood that the plaintiff will prevail? What weight, if any, should be
given to Zuckerberg’s approval? , ’

S 5. For the year 2013 Zuckerberg’s salary was reduced to $1.
ppose instead that his salary, approved by the board, had been

substantial i X .
changed ﬁle (ca;sé; bad been in 2012). How, if at all, would that have

6. Why did th :
planned I‘atification‘_? court not require before-the-fact notification of the

7. Ist . .
s the outcome consistent with Bayer v. Beran? With Broz?
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Ringlin;:;r Bros.-Barnum & Bailey
Combined Shows v, Ringling
29 Del.Ch. 610, 53 A.2d 441 (Del.Sup.C,1947)

The Court of Chancery was called upon to review an attempted
election of dlrecgors at the 1_946 annual stockholders meeting of the
corporate defendant. Tb_g pivotal questions concern an agreement

petween two of the three present stockholders, and particularly the effect

is agreement With rela - .
of this 5}% re at:_lon to the exercise of voting rights by these
two stockholders. At the time of the meeting, the corporation had

st g

outstanding 1000_shares of capital stock held as follows: 315 by petitioner
Edith Conway Ringling; 315 by defendant Aubrey B. Ringling Haley
(individually or as executrix and legatee of a deceased husband); and 370
by defendant John Ringling North. The purpose of the meeting was to
elect the entire board of seven directors. The shares could be voted
cumu@t@mmﬁby virtue of the operation of an
agreement between her and Mrs. Haley, the latter was bound to vote her
shares for an adjournment of the meeting, or in the alternative, for a

cer't“g_‘;fn fl@te of directors. Mrs. Haley contends that she was not so bound.
foI‘WT:'e‘{:l_S'QD that the agreement was invalid, gﬂwogam,e.

The two ladies entered into the agreement in 1941. It makes like
provisions concerning stock of the corporate defendant and of another
corporation, but in this case, we are concerned solely with the agreement
as it affects the voting of stock of the corporate defendant. The agreement
recites that each party was the owner “subject only to possible claims of
creditors of the estates of Charles Ringling and Richard Ringling,
respectively” (deceased husbands of the parties), of 300 shares of the
capital stock of the defendant corporation; that in 1938 these shares had
been deposited under a voting trust agreement which would terminate in
1947, or earlier, upon the elimination of certain liability of the
corporation; that each party also owned 15 shares individually; that the
parties had “entered into an agreement in April 1934 providing for joint
action by them in matters affecting their ownership of stock and interest
in” the corporate defendant; that the parties desired “to continue to act
jointly in all matters relating to their stock ownership or interest in” the
corporate defendant (and the other corporation). The agreement then

brovides as follows:

“Now, Therefore, in consideration oi:
agreements hereinafter contained the partie

the mutual covenants and
s hereto agree as follows:

“2. In exercising any voting rights to which either pgrty may be
entitled by virtue of ownership of stock or voting trust certificates held
each party will consult and confer

by them in either of said corporations,
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. ) jointly in exercising such votin
1 d the parties will act join : ;
Wlilt;;}i]r? §£355d23ce witllz such agreement as they may r}elatach with respect
i:)gany matter calling for the exercise of such voting rights.

«3  Tn the event the parties fail to agree Wi ct. to any matte,

; ion in disagreement shal] },

d by paragraph 2 above, the question m : :
g?l‘l;g?tted/flz)?ﬁim\to Karl D. Loos, bqf ;Vaslrsnog;oa;e]lc_ as
arbitrator and his decision m be bin nzlg . Dssurin ?‘ar%

! hereto. Such arbitration shall be exerﬁcaiggd‘__t,o_.thg “%1_1” Qt'a- z gt l?r the
reSpective corporations good {?_anage;l}}“ﬁl_l?i _a_gﬁi _s’gg_%%rigwn
by-the memibers of the Ringling family as the experier ce g y and
ability of each may warrant. The parties may at _ggyi_)_' ;mi y written
agreement designate any other individual to act as arbitrator in lieu of

said Loos. ...~
5. This agreement shall be in effect from the date hereof _and shall
continue in effect for a period of ten years unless sooner terminated by

mutual agreement in writing by the parties hereto.

[43 ”

The Mr. Loos mentioned in the agreement is an attorney and hag
represented both parties since 1937, and, before and after the voting
trust was terminated in late 1942, advised them with respect to the
exercise of their voting rights. At the annual meetings in 19483 and the
two following years, the parties voted their shares in accordance with
mutual understandings arrived at as a result of discussions. In each of
these years, they elected five of the seven directors. Mrs. Ringling and
Mrs. Haley each had sufficient votes; independently of the other, to elect
two of the seven Hif@p}'g. By both voting for an additional candidate,
they could be sure of his election regardless of how Mr.North, the
remaining stockholder, might vote,!

Some weeks before the 1946 meeting, they discussed with Mr. Loos
the matter of voting for directors. They were in accord that Mrs. Ringling

should cast sufficient votes to elect hers'élfiéﬁ/dh@r_son; and that Mrs.

—_——

Haley should elect herself and her husband; but they did not agree upon
a kf1_f15h_ director. The ‘day 7p¢foréﬂmtﬁlg—discussions were
continued, Mrs. Haley being represented b Mnd since she could
not | b,e JPresent because of illness. In a_conversation with Mr. Loos, Mr.
Haley indicated that he y_p@lﬂim}a_ke_a__mbtionﬁ)‘r— an adjournment of the
(heeting for sixty days, in order to give the ladies additional time to come
to.an agreement about their Yggipgf"ﬁm morning of the meeting,

however, he stateq that because of sbmething Mrs. Ringling had done, he

i & ow B82votes for eacliof 5 persons. Mr. North, holding 370 shares,
Was entitled to cast 2590 votes, which oby: b Ti%ci-ivided SI;) aso;"o g,i‘}:;)tolglgo ) ks
Mrs, Haley to be sure to elect fi ach. It will be observed that in order for Mrs. Ringling and

. act together in the sense thaltvet ltliélifsctors (regardless of how Mr-North might vate) they must

candidat 1t combined votes_must_be div; five different
andidates gpﬁg@%e\ﬁm must be voted £ L__dmded—armng?vejlﬁ

AR, or by both Mrs. Ringling and Mfs. Hale}’-
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ostpo
upon Mr. LLoos to act UIEMES‘ Rlnghn

- upo! o er -
arbitrate the dtsagfem%iﬂarg graphg then made 5 demand

between her ang Mrs of the agreement “to

the opening of the'meeting, My Loos Tead A In connection
ea -

— dHl S o s demand
an adjournment ol sixty days ;ﬁsﬁhe stock of both lagies b%‘r}gat‘s‘%tfe ;
~adjournment and voted for it, My, 1 Ingling"then made g ‘&Eﬁi:n_—f%‘
* . or

; H
North voted against the motion, Mrzleyi a8 proxy for his wife, and My

attorney, it is immaterial which)

g Ringling to cast her votes

| 882 for Mrs. Ringling,

882 for her son, Robert, and
441 for a Mr. Dunn,

who had been a member of the board for several years. She complied. Mr.
" Loos directed that Mrs. Haley’s votes be cast

882 for Mrs. Haley,
882 for Mr. Haley, and
441 for Mr. Dunn.
 Instead of complying, Mr. Haley attempted to vote his wife’s shares
1108 for Mrs. Haley, and
1102 for Mr. Haley.
Mr. North voted his shares
864 for a Mr. Woods,
863 for a Mr. Griffin, and

863 for Mr. North.

The chairman ruled that the five candid

together with Messrs. Woods and quth, were € he election of Mr. Dunn;
. group disputed this ruling insofar as 1t declared the @

directors’

and insisted that Mr. Griffin, iﬁ?te?.i’ g};aait?zgztz:ie(:figf iat;g that

 meeti . which Mrs. Ringll il tockholders’

| Shiegzilgoggvgsc‘l‘vt?ﬂ‘fout prejudice faj e pOSIFlontg;:; t fxllleee:ir(l); was not

. Mmeetj djourned and that the direc h was challenged
prienn]g l}iaﬁi :t,)(;?[n 3}-) dnn and Mr. Griffin, although eac

! perly held.” MT.

. s in voting as
by an opposing faction, attempted to join 1

ates proposed by Mr. Loos,
lected. The Haley-North

directors for
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different slates of officers. Soon after the meeting, Mrs. ngling
instituted this proceeding.

Y i d that 3 to VOte in
The Vice Chancellor determine : T .
accordance with the direction of Mr. Loos was valid as a “stock poolip

agreement” Wlth ]anul ObJe’(‘:lt_si;a-}](’i_:p’ll_I_'p_O_S.eﬁ an}cll f(}ilatthlt‘:t was not in
violation of any public policy of this state. He ? ta s elre he
arbitrator acts under the agreement and one party refuses to comply with

LN KOS T7% I W titutes the willi ty...an implied
his direction, “the Agreement constitutes the willing par 1 1m
a’i&%n?ﬁnssé’ssing the irrevocable proxy of the recalcitrant party for fhe

| purpose of casting the particular vote.” It was ordere d that a new election

be held before a master, with the direction.that-the master shoulq
recognize and give effect to the agreement if its terms were properly

invoked. .

Before taking up defendants’ objectlons-to the agreement, let. us
analyze particularly what it attempts to provide with respect to voting,
including what functions and powers it attempts to repose 1n Mr- LO‘(‘)S,
the “arbitrator.” The agreement recites that the. parties desu'ec% to
continue to act jointly in all matters relating to their stock ownership or
interest in” the corporation. The parties agreed to consult and confer with
each other in exercising their voting rights and to act jointly—that s,
concertedly; unitedly; towards unified courses of actlon—in accordance
with such agreement as they might reach. Thus, so long as the parties
agree for whom or for what their shares shall be voted, the agreement
provides no function for the arbitrator. His role is limited to situations
where the parties fail to agree upon a course of action. In such cases, the
agreement directs that “the question in disagreement shall be submitted
for arbitration” to Mr. Loos “as arbitrator and his decision thereon shall
be binding upon the parties.” These Provisions are designed to operate in
aid of what appears to be a primary purpose of the parties, “to act jointly”
In exercising their voting rights, by providing a means for fixing a course
of action whenever they themselves might reach a stalemate.

Should the agreement be interpreted as attempting to empower the
arbitrator to carry his directions into effect? Certainly there is no express
delegation or grant of power to do s0, either by authorizing him to vote
tl:le sh.ares or to compel either party to vote them in accordance with his
directions. The agreement expresses no other function of the arbitrator
than tha_t of deciding questions in disagreement which prevent the
effectuation of the purpose “to act jointly.” The power to enforce a decision

sual incident of such a function. Mr. Loos
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themselves.

The agreement does not describe the undertaking of each party with
respect to a decision of the arbitrator other than to provide that it “shall
be binding upon the parties” It seems to us that this language,
considered with relation to its context and the situations to which it is
applicable, means that each party promised the other to exercise her own
voting rights in accordance with the arbitrator’s decision. The agreement
is silent about any exercise of the voting rights of one party by the other.
The language with reference to situations where the parties arrive at an
understanding as to voting plainly suggests “action” by each, and
“exercising” voting rights by each, rather than by one for the other. There
is no intimation that this method should be different where the
arbitrator’s decision is to be carried into effect. Assuming that a power in
each party to exercise the voting rights of the other might be a relatively
more effective or convenient means of enforcing a decision of the
arbitrator than would be available without the power, this would not
justify implying a delegation of the power in the absence of some
indication that the parties bargained for that means. The method of
voting actually employed by the parties tends to show that they did not
construe the agreement as creating powers to vote each other’s shares;
for at meetings prior to 1946 each party apparently exercised her own
voting rights, and at the 1946 meeting, Mrs. Ringling, who wished to
enforce the agreement, did not attempt to cast a ballot in exercise of any
voting rights of Mrs. Haley. We do not find enough in the agreement or
In the circumstances to justify a construction that either party was
€mpowered to exercise voting rights of the other.

Having examined what the parties sought to provide by the
agreement, we come now to defendants’ contention that the voting
Provisions are illegal and revocable. They say that the courts of this state
have definitely established the doctrine “that there can be no agreement,
Or any device whatsoever, by which the voting power of stock of a

elaware corporation may be irrevocably separated from the ownership
of the stock, except by an agreement which complies with Section 18” of
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the Corporation Law, Rev.Code 1935, § 2050, .and except by a proxy
coupled with an interest. . . . The statute reads, in part, as follows:

“Sec. 18. Fiduciary Stockholders; Voting Power of; thing Trusts:—
Persons holding stock in a fiduciary capacity shall be entitled to v.ote the
shares so held, and persons whose stock is pledged shall be entltled- to
vote, unless in the transfer by the pledgor on the books of the corporation
he shall have expressly empowered the pledgee to vote -thereon, in which
case only the pledgee, or his proxy may represent said stock and vote

thereon. .
“One or more stockholders may by agreement in' writing deposit
capital stock of an original issue with or transfer capltal_ stock to any
person or persons, or corporation or corporations authorized to act.as
trustee, for the purpose of vesting in said person or persons, corporat.lon
or corporations, who may be designated Voting 'rrustee or _Votlng
Trustees, the right to vote thereon for any period of time deternun.ec-l by
such agreement, not exceeding ten years, upon the te?ms and conditions
stated in such agreement. Such agreement may contal.n any.other lawful
provisions not inconsistent with said purpose. . .. Sald. Voting TI‘L.ISte?S
may vote upon the stock so issued or transferred during the perlod. n
such agreement specified; stock standing in the names of such Voting
Trustees may be voted either in person or by proxy, and in voting said
stock, such Voting Trustees shall incur no responsibility as stockholder,
trustee or otherwise, except for their own individual malfeasance.”2

In our view, neither the cases nor the statute sustain the rule for
which the defendants contend. Their sweeping formulation would
impugn well-recognized means by which a shareholder may effectively
confer his voting rights upon others while retaining various other rights.
For example, defendants’ rule would apparently not permit holders of
voting stock to confer upon stockholders of another class, by the device of
an amendment of the certificate of incorporation, the exclusive right to
vote during periods when dividends are not. paid on stock of the latter
class. The broad prohibitory meaning which defendants find in Section
18 seems inconsistent with their concession that proxies coupled with an
interest may be irrevocable, for the statute contains nothing about such
proxies. The statute authorizes, among other things, the deposit or
transfer of stock in trust for a specified purpose, namely, “vesting” in the
transferee “the right to vote thereon” for a limited period; and prescribes
numerous requirements in this connection. Accordingly, it seems
reasonable to infer that to establish the relationship and accomplish the
purpose which the statute authorizes, its requirements must be complied
with. But the statute does not purport to deal with agreements whereby
shareholders attempt to bind each other as to how they shall vote their

2 On?ﬂ:ted portions of the section provide requirements for the filing of a copy of the
agreement in the principal Delaware office of the corporation for the issuance of certificates of
stock to the votmg_trustees, for the voting of stock where there are more than one voting trustee,
and for the extension of the agreement for additional periods, not exceeding ten years each.
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its requirements, and is
n. Gen.erally speaking, a shareholder may
gment in the matter of voting, and it is not

¥y be for personal profit, or determined

he violates no dut i
' _ . y owed his fellow
shareholders. . . . The ownership of voting stock imposes no legal duty to

yote at ?11. ﬁl&l gx:oup of Shareholders may, without impropriety, vote their
respectlve shares so as to obtain advantages of concerted action. The
may lawfully contract with each other to vote in the future in such wa§
as they, or a majority of their group, from time to time determine
Reasongble. provisions for cases of failure of the group to reac.h. .a{
determination because of an even division in their ranks seem
unobjectionable. The provision here for submission to the arbitrator is
plainly designed as a deadlock-breaking measure, and the arbitrator’s
decision cannot be enforced unless at least one of the parties (entitled to
cast one-half of their combined votes) is willing that it be enforced. We
find the provision reasonable. It does not appear that the agreement
enables the parties to take any unlawful advantage of the outside
shareholder, or of any other person. It offends no rule of law or public
policy of this state of which we are aware.

| exercise wide liberality of jud

Legal consideration for the promises of each party is supplied by the
mutual promises of the other party. The undertaking to vote in
accordance with the arbitrator’s decision is a valid contract. The good
faith of the arbitrator’s action has not been challenged and, indeed, the
record indicates that no such challenge could be supported. Accordingly,
the failure of Mrs. Haley to exercise her voting rights in accordance with
his decision was a breach of her contract. It is no extenuation of the
breach that her votes were cast for two of the three candidates directed
by the arbitrator. His directions to her were part of a single plan or course
of action for the voting of the shares of both parties to the agreement,
calculated to utilize an advantage of joint action by them which Would
bring about the election of an additional director. The actual voting of
Mrs. Haley’s shares frustrates that plan to such an extent that it should
not be treated as a partial performance of her contract.
fendants make much of the fact that

all votes cast at the meeting were by the registex:ed shax Salgen, 'I;he
Court of Chancery may, in a review of an il <o, rEJec}E‘VOt'esl 2' ;
registered shareholder where his voting of them 1s found to be In Vic-) at%on
of rights of another person. . . . It seems to us that upotr'l th?\fligpgjléofsl
of Mrs. Ringling, the injured party, the votes rgprgseilalni rth;s voti)rfl
shares should not be counted. Since no mﬁlfntnty o hr-t h(:e did at thg
has been demonstrated, his right to recognition Off tWMars Ringling; for
Meeting should be considered in granting any ] i s

Throughout their argument, de

k B e
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her rights arose under a contract to which Mll; N(l)rtili gla:hn?ﬁ (? party.
With this in mind, we have concluded that the elect y Ofth not, be
declared invalid, but that effect should be glvenljcofa rejection of the votes
representing Mrs. Haley's shares. No other rehe sfe‘aemfjl appropriate in
this proceeding. Mr. North’s vote against the m'otlor} ((1)'1' a tjourlzﬁlent was
sufficient to defeat it. With respect to the election o t%rec (;'rf\;/i e I;'etur,n
of the inspectors should be corrected to s}low a reJeri‘ ion f, 11-\9/,1 aley’s
votes, and to declare the election of the six persons for whom IMr. North

and Mrs. Ringling voted.

This leaves one vacancy in the directorate. The question of what to

do about such a vacancy was not considered by the court below ar}d has
not been argued here. For this reason, and because an election .Of
directors at the 1947 annual meeting (which presumab.ly Wlll.be held in
the near future) may make a determination of 1':h.e question unimportant,
we shall not decide it on this appeal. If a decision of 'the.pc.nnt appears
important to the parties, any of them may apply tq raise it in the Court
of Chancery, after the mandate of this court 1s received there.

An order should be entered directing a mod@ﬁf:ation of the order of
the Court of Chancery in accordance with this opinion.

ANALYSIS

1. Ifyouhad been in the position of Loos, attorney for several years
for Mrs. Ringling and Mrs. Haley, what would you have said when they
asked you to act as arbitrator under their agreement?

2. Did Mrs. Haley win or lose?

3. Note that Mrs. Ringling did not seek specific performance. The
suit she filed was to review an election. What would the result have been
if she had sought specific performance?

4. How should the agreement have been drafted to make a lawsuit
unnecessary?

McQuade v. Stoneham
263 N.Y. 323, 189 N.E. 234 (1934).

m POUND, CHIEF JUDGE. The action is brought to compel specific
performance of an agreement between the parties, entered into to secure
the control of National Exhibition Company, also called the Baseball
Club (New Yox:k Nationals or “Giants”). This was one of Stoneham’s
enterprises which used the New York polo grounds for its home games.
McGraw was manager of the Giants. McQuade was at the time the

i%r:;t(;)ra“ was entered into a city magistrate. He resigned December 8,

Defendant Stoneham became th

D e owner of 1,306 shares, or a
??Jor&ty of the stock of National Exhibition Company. Plaintiff and
efendant McGraw each purchased 70 shares of his stock. Plaintiff paid
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gtoneham $560,338.10 for the

transaction, the agreement in

' question wag entered i
May 21, 1919. Some of it pertinent Provisions are T et e

“yIII.  The parties hereto
purpose of continuing as directors
the fOHOWing:

will use their best endeavors for the
of said Company and as officers thereof

“Directors:

“Charles A. Stoneham,
“John J. McGraw,
“Francis X, McQuade

“—with the right to the party of the
additional directors as he sees fit:

“Officers:
“Charles A. Stoneham, President,
“John J. McGraw, Vice-President,

“Francis X. McQuade, Treasurer.

first part [Stoneham] to name all

“IX. No salaries are to be paid to any of the above officers or
directors, except as follows:

“President . . ............. $45,000
“Vice-President . ......... 7,500
“Treasurer .............. 7,500

“X. There shall be no change in said salaries, no change in the
amount of capital, or the number of shares, no change or amendment of
the by-laws of the corporation or any matters regarding the policy of the
business of the corporation or any matters which may in anywise affe_zct,
endanger or interfere with the rights of minority stockholders, excepting
upon the mutual and unanimous consent of all of the parties hereto. . . .

“XIV. This agreement shall continue and 1_‘emain in force so long as
the parties or any of them or the representative of any, own the stock
referred to in this agreement, to wit, the party of the first part, 1,1.66
shares, the party of the second part 70 shares and the_z party of the thlI"’d
part 70 shares, except as may otherwise appear by this agreement. . ..

In pursuance of this contract Stoneham became president and
McGraw vice president of the corporation. McQuade became treagurer.
In June, 1925, his salary was increased to $10,000 a year. He contmt.led
t0 act untjl May 2, 1928, when Leo J. Bondy was elected to suc'ceed him.
The board of directors consisted of seven men. The four outside of the
Parties hereto were selected by Stoneham and he had complete control
over them. At the meeting of May 2, 1928, Stoneham and McGraw
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ade voted for himself, and the other fouy

' oting, McQu , :
refrained from votng their agreement with McQuade

voted for Bondy. Defendants did not 1'<eep
to use their best efforts to continue him as treasurer. On the contrary, he

was dropped with their entire acquiescence. At the nfaxt stockholders’
meeting he was dropped as & director although they might have elected

him.
The courts below havg refused t
McQuade, but have given him damages

right to sue for future damages.
McQuade was due to the falling out of

friends. McQuade and Stoneham had disagreed. The trial court has found
uarrels and disputes did not affect the

in substance that their numerous g ;
of the business of the corporation;

orderly and efficient administration :
that plaintiff was removed because he had antagonized the dominant
hallenging his power over the corporate

Stoneham by persisting in ¢
duct on his part. The court also finds that

treasury and for no miscon
plaintiff was removed by Stoneham for protecting the corporation and its

minority stockholders. We will assume that Stoneham put him out when
he might have retained him, merely in order to get rid of him.

Defendants say that the contract in suit was void because the
directors held their office charged with the duty to act for the corporation

according to their best judgment and that any contract which compels a

director to vote to keep any particular person in office and at a stated

salary is illegal. Directors are the exclusive executive representatives of
the corporation, charged with administration of its internal affairs and
the management and use of its assets. They manage the business of the
corporation. (General Corporation Law, Consol. Laws, c. 23, § 27.) “An
agregment to continue a man as president is dependent upon his
continued loyalty to the interests of the corporation.” Fells v. Katz, 256
N.Y. 67, 72, 175 N.E. 516, 517. So much is undisputed. ,

Plaintiff contends that the converse of this proposition is true and
that an ggregment among directors to continue a man as an officer of a
corporation is not to be broken so long as such officer is loyal to the
1;11terests of 1Ehe corporation and that, as plaintiff has been found loyal to
the corporation, the agreement of defendants is enforceable.

whei{gfl (1);1 igsha;tt;ehastbgen }%eld that i agreement among stockholders
an unfaithful emmlp e i dlrefz tors of their power to discharge
policy (Fells v Kaf oyee of t.he corporation is illegal as against public
may not, by &igreefr’l Sutr;) ra), it must be equally true that the stockholders
A ’of g ent among t_hemselves, control the directors in the
officers and fix salgn}entq:r . in them by virtue of their office to elect
their acts are le alal:;‘(;ls' e motives may not be questioned so long as
does not Changegth.e ? bag faﬁfh or the improper motives of the parties
into as stockh rmia b Dlr_ec!:ors may not by agreements entered
stockholders abrogate their independent judgment. . . .

o order the reinstatement of
for wrongful discharge, with a

The cause for dropping
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gtockholders may, of course, com
well settled. As Holmes, C.J., pointe
qss. 105, 111, 55 N.E. 809, 811); «
gwer felt, they must unite. Th
agree to keep together.” The

bine tg elect directors. That rule is
dly said (Brightman v. Bates, 175
! If stockholders want to make their

18 N0 reason why a majority should not

power to unite is, however. limi
: : . ’ , limited to the
Jlection of directors and is not extended to contracts whereby limitations

are placed on the power of directors to manage the business of the
corporation by the selection of agents at defined salaries.

The I'mnomty shareholders whose interests McQuade says he has
heen pu_nlSl:l‘Ed for proteqting, are not, aside from himself, complaining
about his d1scl}a1_rge- He‘ 18 not acting for the corporation (;r for them in
this action. It' is 1_mposs.1ble to see how the corporation has been injured
by the substitution of Bondy as treasurer in place of McQuade. As
McQuade represents himself in this action and seeks redress for his own
wrongs, “we prefer to listen to [the corporation and the minority

stockholders] before any decision as to their wrongs.” Faulds v. Yates, 57
TIL. 416, 417, 11 Am.Rep. 24.

It is urged that we should pay heed to the morals and manners of
the market place to sustain this agreement and that we should hold that
its violation gives rise to a cause of action for damages rather than base
our decision on any outworn notions of public policy. Public policy is a
dangerous guide in determining the validity of a contract and courts
should not interfere lightly with the freedom of competent parties to
make their own contracts. We do not close our eyes to the fact that such
agreements, tacitly or openly arrived at, are not uncommon, especially in
close corporations where the stockholders are doing business for
convenience under a corporate organization. We know that majority
stockholders, united in voting trusts, effectively manage the business of
a corporation by choosing trustworthy directors to reflect their policies in
the corporate management. Nor are we unmindful that McQuade has, so
the court has found, been shabbily treated as a purchaser of stock from
Stoneham. We have said: “A trustee is held to something stricter than
the morals of the market place” (Meinhard v. Salmon, 249 N.Y. 458, 464,
164 N.E. 545, 546), but Stoneham and McGraw were not trustees for
McQuade as an individual. Their duty was to the corporation and its
stockholders, to be exercised according to their unrestricted lawful
Judgment. They were under no legal obligation to deal righteously with
McQuade if it was against public policy to do so.

The courts do not enforce mere moral obligations, nor legal ones
either, unless someone Seeks to eStabliSh I'lghtS WhiCh may be WaiVEd by
custom and for convenience. We are constrained by authority to hpld that
A contract is illegal and void so far as it precludes the bpard of dlrgctors,
at the risk of incurring legal liability, from changing officers, salaries, or
Policies or retaining individuals in office, e‘xce}.)t by consent of the
Contracting parties. On the whole, such a holding is probably preferable
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to one which would open the courts to pass on the motives of directopg i
the lawful exercise of their trust.

A further reason for reversal exists. At the time the contract Was
made the plaintiff was a city magistrate. . . .

The Inferior Criminal Courts Act (Laws of 1910, c. 659, as
provides that no “city magistrate shall engage in any other businegg
profession or hold any other public office or shall serve as the
representative of any political party for any assembly, aldermanj,
senatorial or congressional district in the executive committee op othey
governing body of any political party organization or politica] party
association. No city magistrate shall engage in any other business o
profession or act as referee, or receiver, but each of said justices and
magistrates shall devote his whole time and capacity, so far as the public
interest demands, to the duties of his office. . . .” (Section 161, Laws 1933,
c. 746, formerly section 102, as amended, Laws 1915, c. 531.) The contract
contemplated that the plaintiff should hold an executive office at 5
stipulated and substantial salary. . . .

amendeg)

Until the date when the defendant repudiated the agreement, itg
performance constituted a violation of the statute. . . .

m LEHMAN, JUDGE.

I concur in the decision of the court on the second ground stated in

the opinion. I desire to state the reasons why I do not accept the first
ground.

We have said: “An ordinary agreement, among a minority in number,
but a majority in shares, for the purpose of obtaining control of the
corporation by the election of particular persons as directors is not
illegal.” Manson v. Curtis, 223 N.Y. 313, 319, 119 N.E. 559, 561, Ann.Cas.
1918E, 247. We are agreed that, if the contract had provided only for the
election of directors, it would not have been illegal. Its vice, if any, is
inherent in the provisions intended to give assurance that the directors
so elected would act according to the prearranged design of the

stockholders in apportioning the corporate offices and emoluments of
such offices among the majority stockholders.

There can, I think, be no doubt that shareholders owning a majority
of the corporate stock may combine to obtain and exercise any control
which a single owner of such stock could exercise. What may lawfully be
done by an individual may ordinarily be lawfully done by a combination,

but no combination is legal if formed to accomplish an illegal object. No

such combination or agreement may “contravene any express charter or

statutory provision or contemplate any fraud, oppression or wrong

against other stockholders or other illegal object.” Manson v. Curtis,
supra.
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:n so far as concerns the election and y stockholders except

] . rem . £
adhesion by the corporation to established ;lc?lft;zgon of officers and the
It seems difficult to reconcile . :

BEemS uch a decision with the stat i
the opinion in Manson v. Curtis that “it is not illegal or ag:isﬁe;gls)llilé

officers whom they will elect,” and that “shaye
combine their interests and voting powers to
corporation and the adoption of and adhesion

- N buSln(-ESS' .ObViou51Y, a combination intended to effect the
election of certain officers and t

) ‘ ST 0 obtain control of the corporation and
adhesion by it to a specific polic

: o7 and course of business can accomplish
its ends only to the extent that directors will bow to the will of those who

united to elect them. The directors have the power and the duty to act in
accordance with their own best judgment so long as they remain
directors. The majority stockholders can compel no action by the
directors, but at the expiration of the term of office of the directors the
stockholders have the power to replace them with others whose actions
coincide with the judgment or desires of the holders of a majority of the
stock. The theory that directors exercise in all matters an independent
judgment in practice often yields to the fact that the choice of directors
lies with the majority stockholders and thus gives the stockholders a very
effective control of the action by the board of directors. In truth the board
of directors may check the arbitrary will of those who would otherwise
completely control the corporation, but cannot indefinitely thwart their
will.

secure such control of the
by it to a specific policy and

A contract which destroys this check contravenes “express charter or
statutory provisions” and is, therefore, illegal. A contract which merely
provides that stockholders shall in combination use their power to
achieve a legitimate purpose is not illegal. They may join in the elef:tion
of directors who, in their opinion, will be in sympathy with the 1_)01ic1es pf
the majority stockholders and who, in the choice of executive ofi.'1cers, will
be influenced by the wishes of the majority stockholders. The directors so
chosen may not act in disregard of the best interes.ts of the corporation
and its minority stockholders, but with that limitation 'ths_:y may and,.m
Practice, usually are swayed by the wishes of the majority. O_the.rw1-se
there would be no continuity of corporate policy and no continuity in
Management of corporate affairs. .

The contract now under consideration provides, in a narrow field, for
Corporate action within these limitations. ... A confract which merely
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provides for the election of fit officers and adhesion to partl'cular policy
determined in advance constitutes an agreement by wl?lch-men in
combination exercise a power which could be lawfully exercised }f lodgeq
in a single man. It is legal, if designed to protect legitimate Interestg
without wrong to others. Public policy should be governed by facts, n;
abstractions. The contract is, in my opinion, _vahd. Ii_: 1s unenforcegh,
only because it resulted in an employment which was itself illega].

m CRANE, KELLOGG, O’'BRIEN, and HUBBS, JJ., concur with POUND, ¢ j
m LEHMAN, J., concurs in result in opinion in which CROUCH, J., concurs,

Clark v. Dodge
269 N.Y. 410, 199 N.E. 641 (1936).

The two corporate defendants are New dJersey corporationg
manufacturing medicinal preparations by secret formulff:le. The main
office, factory, and assets of both corporations are located in the state of
New York. In 1921, and at all times since, Clark owned 25 per cent. and
Dodge 75 per cent. of the stock of each corporation. Dodge took no active
part in the business, although he was a director, and through ownership
of their qualifying shares, controlled the other directors of both
corporations. He was the president of Bell & Co., Inc., and nominally
general manager of Hollings-Smith Company, Inc. The plaintiff, Clark,
was a director and held the offices of treasurer and general manager of
Bell & Co., Inc., and also had charge of the major portion of the business
of Hollings-Smith Company, Inc. The formulae and methods of
manufacture of the medicinal preparations were known to him alone.
Under date of February 15, 1921, Dodge and Clark, the sole owners of
the stock of both corporations, entered into g written agreement under
seal, which after reciting the stock ownership of both parties, the desire
of Dodge that Clark should continue in the efficient management and

faithful, efficient and compet

busine.s s”; and his further desire that Clark should not be the sole
custodian of a specified formula, but should share his knowledge thereof
and of the method of manufacture with a son of Dodge, provided, in

and competent”; (c) should during his life
1ncome of the corporations either by way of
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the details and methods of manufactuy
life to bequeath his stock—if no issue
children of Dodge.

It was further provided that the provisions i

of net profit§ and the regulation of ga]
Hollings-Smlth Company.

e; anq, further, at the end of his
survived him—to the wife and

: n regard to the division
arles should also apply to the

The complaint allege_s due performance of the contract by Clark and
preach thereof by DOf_lge In that he has failed to use his stock control to
continue Clark Ll dlr_eCtor and as general manager, and has prevented
Clark from receiving his proportion of the income, while taking his own,

by causing 1:,he employment of incompetent persons at excessive salaries,
and otherwise.

The relief spught is reinstatement as director and general manager
and an accounting by Dodge and by the corporations for waste and for

the propgrtiop of net income due plaintiff, with an injunction against
further violations.

The only question which need be discussed is whether the contract
is illegal as against public policy within the decision in McQuade v.
Stoneham, 263 N.Y. 323, 189 N.E. 234, upon the authority of which the
complaint was dismissed by the Appellate Division.

“The business of a corporation shall be managed by its board of
directors.” General Corporation Law (Consol.Laws, c¢. 23) § 27. That is
the statutory norm. Are we committed by the McQuade Case to the
doctrine that there may be no variation, however slight or innocuous,
from that norm, where salaries or policies or the retention of individuals
in office are concerned? There is ample authority supporting that
doctrine, . . . and something may be said for it, since it furnishes a simple,
if arbitrary, test. Apart from its practical administrative convenience, the
reasons upon which it is said to rest are more or less nebulous. Public
policy, the intention of the Legislature, detriment to the corporation, are
phrases which in this connection mean little. Possible harm to bona fide
purchasers of stock or to creditors or to stockholding minorities have
more substance; but such harms are absent in many instances. If the
enforcement of a particular contract damages nobody—not even, in any
Perceptible degree, the public—one sees no reason for holding it illegal,
even though it impinges slightly upon the broad provision of section 27.
Damage suffered or threatened is a logical and practical test, and has
come to be the one generally adopted by the courts.... Where the
directors are the sole stockholders, there seems to be no objection to
enforcing an agreement among them to vote for certain people as officers.

here is no direct decision to that effect in this court, yet there are strong
indications that such a rule has long been recognized. The opinion in
Manson v. Curtis, 223 N.Y. 313, 325, 119 N.E. 559, 562, Ann.Cas. 1918E,
247, closed its discussion by saying: “The rule that all the stockholders
by their universal consent may do as they choosg with the corporate
Concerns and assets, provided the interests of creditors are not affected,



