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Room to Argue, page 842: Limits on Loyalty 

Reading One 

This reading is a frequently cited piece advocating for the duty of loyalty.  

CORPORATION LAW AND THE AMERICAN LAW INSTITUTE CORPORATE 

GOVERNANCE PROJECT 

35 Stan. L. Rev. 927 

Kenneth E. Scott  
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I. Introduction 

 C. Combining Law and Economics 

It is evident that both the legal and the economic views of the corporation are concerned with 

some of the same issues but approach them from different perspectives. Lawyers see the 

protection of small shareholders from exploitation at the hands of controlling managers (or 

controlling stockholders) as a major problem. Economists see as a major problem the design 

of efficient ways to reduce agency costs, which (being anticipated) cause a reduction in the 

price for which shares of the company may be sold and therefore fall on the seller. But 

because of these concerns, both lawyers and economists share an interest in how the 

institution of the board of directors serves to monitor the management of the modern public 

corporation and in the duties imposed by the law on management and directors. 

One aspect of monitoring involves the duty of loyalty. If the managers are in control of the 

firm's decisionmaking, they have the power, within some limits, to set their salary, their 

noncontractual compensation through transactions with or relating to the firm, their fringe 

benefits, and their nonpecuniary perquisites at levels that exceed what they could obtain in 

arm's-length bargaining with a single owner of the firm. It is difficult to specify and limit in 

advance all elements of aggregate compensation, but to the extent that compensation exceeds 

legally permissible limits, a derivative suit provides a mechanism for an ex post settling up 

between managers and shareholders for managers' breach of the duty of loyalty. 

… 

I will adhere to the traditional legal dichotomy between care and loyalty in the discussion that 

follows, although the distinction is not always sharp. For example, management that puts 

forth an inadequate and halfhearted effort could be seen as failing to take proper care in the 

conduct of the business or as breaching the duty of loyalty in shirking on the job and 

consuming more leisure. But in most situations, there are some clear differences: Loyalty 

violations usually involve a knowing appropriation from the firm to the offender's personal 

gain, while care violations involve the decisionmaker's asserted neglect or incompetence, 

even in the absence of any personal profit. Loyalty violations are on the whole much easier to 

identify ex post than are care violations. These differences, I will argue, justify different legal 



treatment and remedies. The remainder of this article considers first the ALI's treatment of 

the duty of care and then the issues relating to the duty of loyalty.  

… 

III. The Duty Of Loyalty 

A. Scope of the Duty 

When treating the duty of loyalty, the cases and statutes always have displayed a confusion 

between real problems and merely formal ones. The real problem lies in the ability of those in 

control of the firm, be they stockholders or managers, to increase their returns from the firm 

above competitive levels in certain transactions. In general, in a transaction between a 

controlling person and the controlled corporation, the controlling person may set terms more 

favorable to himself than would prevail on the open market or in an independent bargain. 

Excessive perquisites or salary, self-dealing transactions, and appropriated corporate 

opportunities are some of the standard examples. The real problem of loyalty monitoring lies, 

then, in cases involving the use of the power of control over corporate transactions, and the 

incentive and the opportunity to abuse that power exist whenever the managers and residual 

claimants are not identical. 

Unfortunately, state corporation codes often define the suspect transactions as those between 

the company and any person in the formal status of an officer or a director. That definition is 

both too broad and too narrow. It is too broad because it picks up lesser officers or outside 

directors who do not control management decisions or set their terms; the definition is too 

narrow because it excludes the parent corporation in dealings with a non-wholly-owned 

subsidiary as well as any other controlling shareholder who does not sit on the company's 

board. For practical purposes, the duty of loyalty monitoring problem exists only with respect 

to those in actual control, not with respect to lower echelon officers or outside directors 

whose power is largely formal. The law need not worry about monitoring the latter because 

the actual control group will do that, just as it polices the fiduciary obligations of employees 

in general. In the balance of this discussion, I will address the real problem rather than the 

formal one. 

Breaches of the duty of loyalty, to the extent they can be anticipated, reduce the price 

investors will pay for a minority interest in a company; present owners or managers, quite as 

much as potential outside investors, have incentives to want this problem alleviated. What 

mechanisms have been developed to police and limit this particular type of agency cost? The 

methods of managerial displacement referred to in the preceding section-replacement of 

managers by the board, proxy contests, takeover bids-supply only part of the answer, because 

their effectiveness is subject to a number of limitations. First, the loyalty problem pertains to 

controlling stockholders as well as to managers in the public corporation. By definition, 

neither other shareholders nor the board, whatever its structure, can oust controlling 

stockholders from control. Displacement mechanisms can operate only with respect to 

managers. 

Second, board monitoring of management may fail in extreme cases, such as when the gains 

from shareholder expropriation are shared among a majority of the board members and are 

large enough to offset any losses in wealth based on personal stockholdings or labor market 

re-evaluations. In addition to the obvious example of outright fraud, such cases may occur 



among top executives nearing the point of retirement or facing the prospect of imminent 

discharge due to a hostile takeover. 

Third, while managers are always monitored by the market for corporate control, even that 

monitoring still leaves them with a rather generous outer bound on the extraction of added 

personal gain. Proxy contests and takeover bids are risky and expensive, attributes which the 

SEC seems intent on increasing still further. As a result, the gains from ousting self-

rewarding management must become quite sizable before they outweigh the costs. 

Furthermore, by taking rewards in less visible forms (e.g., self-dealing transactions, insider 

trading, or appropriated corporate opportunities), management can increase investigation 

costs and information uncertainties for any potential acquirer and hence move still further out 

the bound on management rents set by the corporate control market. 

These problems suggest the need for additional responses to the agency costs created by 

breaches of loyalty. One such response is the ex post settling up device of a derivative suit for 

duty of loyalty violations. In effect, the existence of the derivative suit provides minority 

shareholders some assurance that if the control group does appropriate excessive “perks” and 

personal gains, those amounts subsequently will be taken away. As a consequence, the 

control group is less likely to extract such gains, which will reduce the discount in the price 

of a minority stock interest to the original seller's advantage. For potential acquirers in the 

corporate control market, the loyalty cause of action reduces costs and risks because it creates 

incentives for others to investigate and police the better hidden means of extracting 

management rents. 

How should a court determine if a breach of loyalty has occurred in a self-dealing 

transaction? It should look to the difference between the terms of the challenged transaction 

and the terms of comparable transactions involving independent parties having no “control” 

relationship. If the transaction in question involves homogeneous and actively traded goods, 

the court easily can look to the difference between the terms of the transaction and the 

prevailing market price. But, for obvious reasons, this situation is seldom encountered. Most 

cases involve goods or services that are not fungible and for which no trading market price is 

available. This forces the court to make a difficult judgmental determination. The standard 

the court invokes for that purpose is “fairness,” which provides little intrinsic guidance. 

Presumably, a transaction is unfair if it lies outside the “contract range” and leaves the 

corporation worse off than it was in its initial position. Because the “contract range” inquiry 

is by definition a subjective one, the disadvantage may have to be fairly obvious before a 

court will find that the fairness standard has been violated. 

In loyalty analysis, there is no proper place for the business judgment rule, which developed 

as a defense to duty of care violations. The court has much less reason to defer to 

management determinations when their interests directly conflict with shareholder interests-

the typical duty of loyalty problem-than when the interests of management and shareholders 

are largely parallel-the typical duty of care situation. When shareholders present to the court 

an allegation of unfair management dealing, they should expect the court to exercise its own 

judgment; to rely on management's judgment would abrogate the cause of action. 

___________________________________________________________________________ 

Reading Two  



This reading advances the proposition that the applying fiduciary principles to corporate 

governance is sub-optimal.  

DEBUNKING THE CORPORATE FIDUCIARY MYTH  

35 J. Corp. L. 239 

Kelli A. Alces  

Copyright © 2009, University of Iowa (The Journal of Corporation Law); Kelli A. Alces 

I. Introduction  

… 

At first blush, applying fiduciary principles to corporate governance seems like a natural fit. 

The officers and directors of a corporation do not own the corporation or its assets. Instead, 

they manage them for the benefit of the corporation's investors. A fiduciary relationship often 

exists when one person or entity is entrusted with acting for the benefit of another and so is 

called upon to eschew self interest in favor of the best interests of the beneficiary. When one 

person or entity is entrusted with a power over the well being of another, the potential for 

abuse of that power can define the relationship as fiduciary. Fiduciary relationships are, 

therefore, defined by the relative vulnerability of the beneficiary. The efficacy of the 

fiduciary obligation is not in providing every particular of faithful fiduciary behavior; rather, 

it is the opposite--trusting the fiduciary's judgment and having the flexibility to check the 

fiduciary's behavior any time it deviates from serving the beneficiary faithfully. Such 

flexibility has long made fiduciary duties an effective way to monitor those who have been 

granted open-ended control over the assets or well being of others. Beneficiaries want to rely 

on someone else's expertise and think it is in their best interests to trust, rather than directly 

control, the fiduciary. This focus on trust rather than direct monitoring or control is the 

hallmark of fiduciary law. 

This Article does not suggest that the concept of fiduciary obligation is not important to 

corporate law. However, instead of serving as a guiding principle for corporate doctrine, 

fiduciary principles are the obstacles around which much of the law of corporate governance 

must maneuver. It is in spite of, rather than because of, corporate fiduciary duties that 

corporate law has developed. Because managerial independence is so important and 

shareholder interference in business decisions is potentially harmful, the fiduciary obligation 

has been weakened and very narrowly defined. One important attribute of fiduciary duties is 

their flexibility and ability to address unpredictable problems. That sort of amorphous 

standard does not suit corporate governance. The poor fit means that we deny corporate 

governance duties the kind of enforcement that would make them truly fiduciary. Narrowing 

the scope of fiduciary obligation and applying it to only very few and very specific situations 

undermines the benefits of using fiduciary obligation in the first place. The conventional 

wisdom has cast too wide a net in defining corporate fiduciary duties and so has failed to 

realize that their limited purposes could be better served through contractually enforced rules 

and standards of managerial behavior. 

Scholars have grappled with how best to characterize corporate fiduciary duties and to what 

object those duties should be enforced. One view rests its understanding of fiduciary duties 

on moral grounds: directors are in a position of trust and confidence and so should be held to 

a high, legally enforceable standard of trustworthiness. Somewhat related to that first view is 



another that focuses on the role of fiduciary duties in reducing agency costs associated with 

the separation of ownership and control inherent in the corporate form. This view argues that 

fiduciary duties exist as a means to hold directors and officers more accountable, or to offer 

another layer of protection against the opportunity they have to abuse their position by using 

the assets under their control for personal, rather than corporate, gain. A third group focuses 

its analysis on the economic, contractarian view of corporate law. It argues that fiduciary 

duties are useful gap fillers in the contracts that make up the corporation and exist because 

parties to a contract could never provide for every contingency in advance. Fiduciary duties 

fill inevitable gaps in contracts and should be interpreted in light of what the parties would 

have agreed to had they explicitly negotiated terms providing for the situation before the 

court. When we hold the application of corporate fiduciaries up to any of these theories of 

fiduciary obligation, we see that the current enforcement of corporate fiduciary duties does 

not fit into any of the available molds. Despite the understandable assumptions to the 

contrary, it appears that fiduciary obligation is not really the preferred means to the stated 

ends of corporate governance law and policy. Importing traditional fiduciary principles into 

the law of corporate governance brings far more baggage than fits. This realization has led 

some scholars to conclude that corporate fiduciary duties should be eliminated, but those 

commentators fail to realize that the fiduciary character of the corporate governance 

relationships is already gone. 

The use of the term “fiduciary” in corporate governance is a misnomer. It is dangerous and 

costly to assume that fiduciary duties function well in the corporate context. The assumption 

may give shareholders a false sense of security or a belief that they are able to discipline 

management effectively when in fact, because of the very limited nature of corporate 

governance duties, they are not. Also, the assumption may leave a gap in monitoring and 

accountability that could otherwise be filled. The misdeeds that currently constitute breaches 

of fiduciary duty could be punished, prevented, and redressed in much more effective and 

economically efficient ways. If we accept that the corporation is a nexus of contracts, then all 

investors should be equally free to negotiate the terms of their investment and their attendant 

control over management, just as creditors do. This gives us the freedom to toss aside the 

traditional view of corporate organization and ask: What would happen if shareholders were 

just the most junior creditors? What if shareholders could negotiate with management about 

the rights they would have over corporate governance? To that end, an “equity trustee,” much 

like an indenture trustee representing widely dispersed bondholders, can represent 

shareholders to management and remain informed on their behalf. Through the enforcement 

of agreements reached on the shareholders' behalf by an equity trustee and agreements 

providing for the rights of other investors, corporate constituents can monitor and discipline 

corporate officers and directors more efficiently and effectively in a post-fiduciary world than 

they have been able to thus far. When all investors can negotiate contracts with the 

corporation that monitor and discipline corporate managers to the extent allowed under 

corporate law, the enforcement of those investment contracts will replace fiduciary duties as 

the dominant corporate governance mechanism. 

… 

————————————————————————————————————— 

Reading Three 



To help you better understand the arguments, this reading provides background information 

on the challenges presented by the agency-principal relationship.   

CORPORATE AGENCY PROBLEMS AND EQUITY CONTRACTS  

36 J. Corp. L. 113 

Simone M. Sepe  

Copyright © 2010, University of Iowa (The Journal of Corporation Law); Simone M. Sepe 

I. Corporate Agency Problems 

A. Towards a New Economic Model of Corporate Governance 

The principal-agent model has long been the dominant economic theory of corporate 

governance. Under this model, corporate relationships are seen as bilateral relationships 

where one party (the principal) hires another party (the agent) to perform a specific task. In 

particular, three basic agency relationships are acknowledged in the corporate context. The 

first is between the firm's shareholders as principals and the firm's managers as their agents. 

The second is between the firm's minority shareholders as principals and the controlling 

shareholders as agents. The third is between the firm itself--i.e., the shareholders--as an agent 

and the third parties with whom the firm contracts--including, in particular, creditors--as 

principals. Corporate agency problems can arise in any of these relationships as a 

consequence of the difficulties the principal encounters to ensure that “the agent's 

performance is precisely what was promised.” Managers may act self-interestedly and extract 

private benefits at the expenses of shareholders, typically by exerting suboptimal efforts, 

entrenching themselves, or profiting from the consumption of on-the-job perks. Controlling 

shareholders may likewise engage in private benefits extraction at the expense of minority 

shareholders, most commonly by diverting corporate opportunities to their exclusive benefit. 

Finally, shareholders may pursue increasingly risky investments once a debt contract is 

signed, depreciating the value of debtholder claims--a practice commonly referred to as asset 

substitution. 

As a practical matter, however, this account of corporate agency problems is difficult to 

reconcile with the actuality of the modern corporation, where control over the corporate 

affairs is exclusively vested in the managers. In fact, the decision to engage in either private 

benefits extraction (PBE) or asset substitution (AS) is always a managerial decision. 

Likewise, the related action is materially controlled by the managers. It is always the 

managers who extract PBE. Depending on whether the corporation is diffused or controlled, 

they will extract benefits either in their own interest or in the interest of the controlling 

shareholders. In the same manner, it is actually the managers and not the dispersed 

shareholders who choose to pursue investment strategies centered on asset substitution (AS). 

This Article moves from these observations to suggest that an alternative economic model--

the common agency model--may provide a more appropriate framework for examining 

corporate governance issues. In economics, instances of “common agency” are said to arise 

when several independent principals hire a single agent to perform multiple tasks. 

Accordingly, this Article maintains that managers can be better described as agents acting on 

behalf of several investor-principals including both controlling and non-controlling 

shareholders, and creditors. Several features of the modern corporation support this 

alternative approach to investor-manager relationships. First, in the reality of the corporate 

organization, investors of all types place their money in the hands of managers and rely on 



them to fulfil the specific tasks involved by their corporate contracts. Shareholders delegate 

authority over day-to-day business operations to managers and expect them to maximize 

corporate profits, regardless of whether they hold diffused, controlling, or minority equity 

claims. Similarly, creditors trust managers for the return of their capital and accrued interests, 

and the compliance with other obligations set out in the debt contract. Second, although the 

law grants creditors no special rights against managers, creditors can acquire substantial 

control powers over corporate operations by bargaining for both positive and negative 

covenants.  Several legal scholars have observed that creditors have the capacity of largely 

influencing management actions and play an active role in the corporate decision-making 

process, especially in bad times. This is equivalent to saying that covenants, vis-à-vis 

managers, may grant creditors principal-like rights that resemble those of shareholders. 

Third, the recent wave of investor activism has dramatically increased the governance levers 

of both minority shareholders and debtholders. Minority shareholders have been traditionally 

perceived as having little power over managerial decisions, mainly because of their inability 

to effectively exercise voting rights. The rise of activist hedge funds and private equity funds, 

however, is making this picture increasingly outdated. These investors have both the 

sophistication and economic resources to largely influence the management and pursue their 

own corporate agenda. Finally, the growing involvement of activist investors as debtholders 

has similarly further increased the ability of these corporate participants to affect both day-to-

day and major board decisions. 

B. The Vertical and Horizontal Dimensions of Corporate Agency Problems 

By not taking the above corporate features into consideration, the principal-agent model can 

offer only an incomplete account of the agency problems that may occur in the modern 

corporation. For example, observations of managerial undertaking of AS strategies are 

difficult to explain under the traditional bilateral agency framework. Managers are commonly 

described as being more risk averse than shareholders, since managers typically make 

specific investments in the firm. Moreover, like creditors, managers do not participate in the 

firm's upside potential. Accordingly, they should not participate in shareholder preferences 

for AS. The literature on shareholder-debtholder conflicts usually solves this issue by 

assuming that manager and shareholder interests are perfectly aligned. As a matter of positive 

analysis, however, this is a rather wanting approach, since it leaves out of the picture the 

crucial principal-agent problem that exists between shareholders and managers. Common 

agency analysis can better explain managerial incentives to pursue overly risky projects. It 

does so by taking into account the bi-dimensional nature of the incentive problems that arise 

in agency relationships involving more than two actors--as happens in the complex 

relationship among managers, shareholders, and creditors. 

The distinction between the vertical and horizontal dimension of agency problems is indeed 

the distinctive feature of the common agency paradigm of corporate governance. Vertical 

agency problems concern the classical incentive issue of bilateral agency relationships, which 

is inducing the agent to behave without impairing her ability to make optimal decisions. 

Thus, investors of all types face a common freedom-constraint tradeoff in their relationship 

with managers. The likelihood that managers will misbehave can be reduced by constraining 

managerial discretion in the execution of the investors' contract; these constraints, however, 

can interfere with the managers' ability to optimally advance investor interests. For example, 

shareholders can limit managerial discretion over the corporate affairs by actively using their 

corporate rights--including, for example, their voting rights or their bylaw amendment 

powers. Similarly, creditors can bargain for covenants that limit manager freedom to issue 



additional debt, pay out excessive dividends, or undertake excessively risky projects--all 

actions that depreciate the value of creditor claims. Limiting the executives' freedom in this 

manner, however, may prevent them from undertaking valuable projects, a contingency that 

may reduce shareholder value and, actually, creditor value. 

The second, horizontal dimension of corporate agency problems arises out of the inherent 

divergence among investor interests. For example, shareholder interest in profit maximization 

necessarily implies the undertaking of some risk by managers. Creditors, however, will 

typically have opposite preferences over managerial actions, given their fixed payment 

schedule. Similarly, the controlling shareholders' expectation of deriving a benefit from the 

ownership of a concentrated equity position might collide with the preferences of minority 

shareholders. Because of this diversity of corporate interests, investors of different types have 

intrinsically conflicting preferences over desirable managerial actions. As a result, 

externalities may arise among the instruments used by investors to solve their respective 

vertical incentive problems with the managers--an issue that will be referred to as the multi-

principal externalities puzzle. Indeed, each investor type seeks to influence managerial action 

in her own favor, regardless of whether this may induce managers to undertake actions that 

are detrimental to the interests of other investors. Although in principle investors could 

benefit from acting cooperatively, coordination of investors' efforts to mitigate the vertical 

incentive problem is unlikely to take place. Mutual cooperation will be impaired by the fact 

that investors typically acquire a firm's securities at different stages and with diverse time 

horizons. Moreover, the irreconcilability of investors' preferences may induce each investor 

type to prefer that managers betray the investment expectations of other investors when this 

is instrumental to the fulfilment of her own investment expectations. 

By accounting for the full scope of corporate agency problems, the common agency 

framework can shed light on issues that the traditional agency paradigm finds troubling to 

explain--such as, for example, manager incentives to engage in AS. Once horizontal agency 

problems are taken into consideration, it is easy to see how these incentives are an externality 

that is produced by the instruments employed to reduce managerial agency costs for 

shareholders. The existence of exclusive fiduciary obligations of managers to shareholders 

and the practice of compensating managers through equity-based compensation plans help 

shareholders to mitigate the risk of managerial moral hazard. Use of these instruments, 

however, makes it more likely that managers will choose shareholder preferences for 

increasingly risky projects once a corporation procures debt. Fiduciary obligations may 

expose managers to the risk of shareholder litigation for failing to pursue a risky but 

potentially profitable project. Ownership of an equity interest gives managers their own 

incentives to prefer risky projects. Hence, shareholders' efforts to solve their vertical agency 

problem may serve as the source of managerial moral hazard towards creditors. Creditors, 

however, anticipate the externalities that may originate from manager-shareholder incentive 

schemes and consequently bargain for overly restrictive covenants. This in turn further 

exacerbates the multi-principal externalities puzzle, as use of such covenants may jeopardize 

the managers' ability to fulfill shareholder expectations about profit maximization. 

The problem of PBE in controlled corporations can also be better understood through the bi-

dimensional approach to corporate agency problems. According to conventional wisdom, the 

presence of controlling shareholders can reduce the risk of managerial moral hazard for 

shareholders as a whole because controllers are better able to monitor management. Use of 

this instrument, however, can produce externalities for minority shareholders since 

controllers can profit from their influence over the board to induce extraction of private 



benefits that dissipate minority value. Hence, common agency analysis allows one to account 

for the horizontal conflicts that may arise not only among different categories of investors 

(i.e., shareholders and creditors), but also different types of investors within a same category 

(i.e., controlling and minority shareholders). 

C. The Costs of Managerial Moral Hazard 

As a matter of corporate finance, managerial moral hazard is a key component of the 

structural investment risk faced by corporate investors because it introduces uncertainty over 

expected returns from corporate assets. Thus, investors of all types share the common 

concern that the value of their claims can be depreciated by either PBE or AS. These events 

are typically subsumed under the category of specific investment risk. The conventional 

distinction between systematic and specific risk, however, fails to consider the distinctive 

feature characterizing the risk of managerial moral hazard: its exclusive dependence on 

factors under the managers' control. Accordingly, both PBE and AS can be more accurately 

described as endogenous specific risks, as opposed to other specific risks whose determinant 

factors are outside management control. 

As a specific risk affecting the returns on investments, the risk of managerial moral hazard 

causes investors to demand increased returns, raising the cost of capital for firms. In addition, 

the higher returns investors demand as compensation for this risk may potentially lead to 

market breakdowns. On one hand, excess costs of capital may cause firms to “refrain 

altogether from going to the capital market or, less drastically, limit their recourse to that 

market.” On the other, both credit and equity rationing may occur because investors are 

aware that the demand for excess returns is not a perfect compensatory mechanism. For these 

reasons, controlling managerial moral hazard is a core goal pursued by the corporate 

governance system. Under the common agency paradigm, this implies finding simultaneous 

solutions to both vertical and horizontal agency problems. However, as explained in Part III 

of this Article, existing rules of corporate law and contractual instruments are unable to 

optimally solve either the freedom-constraint tradeoff or the multi-principal externalities 

puzzle affecting corporate relationships. The thesis developed in the remaining Parts of this 

Article is that dequity contracts, which blend together debt and equity features, can offer 

more efficient solutions to corporate agency problems, reducing the cost of capital for firms. 

___________________________________________________________________________ 

Room to Argue, page 845: The Relationship Between Fairness and Efficiency  

Reading One  

This reading is from a relatively recent article.  It summarizes the arguments well and is fairly 

easy to understand.   

Unequal Treatment and Shareholders’ Welfare Growth: “Fairness” v. “Precise Equality”  

34 Del. J. Corp. L 853 

Nicola de Luca  

Copyright © 2009, Widener University School of Law; Nicola de Luca 

I. Introduction  



… 

Solvent corporations have two means of making distributions to share-holders: dividends and 

share repurchases. Corporations may also reduce their stated capital and reimburse to the 

shareholders part of their contribu-tion of assets to the firm. European law does not permit 

“spill-outs” of assets, such as distributions of dividends or share repurchases, unless they are 

made out of a surplus or upon a capital reduction. American corporate law, however, 

generally does permit such a “spill-out” of assets. Both approaches have advantages and 

correspond to the social and economic background to which they refer. 

Still, both European and American law face a common problem related to the distribution of 

corporate assets that comparative legal researchers do not frequently address. Generally, the 

right to receive dividends is proportional to the amount of capital contributed to the firm. 

Dividends are paid upon a pro rata basis for two main reasons. First, this technique stimulates 

agents to perform better in the interest of their principals. Second, it is easier to raise money 

from the public when investors are given standardized goods that can be traded in a 

secondary market at a certain price. Shares granting equal dividend and voting rights (one-

share, one-vote) are goods suitable for being traded in secondary markets, such as stock 

exchanges, at a certain price per unit. The more reliable the expectations are for pro rata 

distributions, the more likely the corporation will be able to issue shares and raise capital. 

Although share repurchases might be considered a kind of distribution, they make more sense 

upon a non pro rata basis. The same may be true for capital reductions as well. Suppose one 

shareholder needs cash or wishes to withdraw from a corporation. In this instance it is 

provable that not all shareholders would want to simultaneously sell their shares. Also, the 

corporation may not have enough cash to buy all of those shares at the same time and run the 

risk that its assets would become insufficient to run the firm. Similarly, suppose one 

shareholder wants to manage one of the plants of the firm and offers to purchase the plant 

upon the surrender of her shares (a selective reduction of the stated capital would be 

equivalent). Or the plant could be distributed in kind to the same shareholder, while the 

others would get cash pro rata. These types of transactions would be considered differ-ently 

under EU and U.S. laws. As a review of case law will show, the very same issue could be 

resolved differently by an English or German court; a Massachusetts or Delaware court can 

also resolve issues differently. Indeed, when all shareholders are not treated precisely the 

same, some courts would question whether these transactions are permissible. But some 

courts would allow such transactions if they are fair. The reason for this trade-off is the 

uncertain necessity to comply with the principle of equal treatment of shareholders. 

… 

This article claims that inequalities should be permitted as long as they achieve economic 

results in terms of growth in shareholders' welfare. The majority or directors make the 

decisions, but those decisions must meet the fairness requirement. What fair means and who 

should prove fair or unfair conduct, however, is a major issue. First of all, one must consider 

the fact that a repurchase of shares from some, but not all shareholders, may be fair to both 

those who do and do not sell their shares if the price at which the shares are purchased is fair. 

The price would be fair if it accurately reflects the present discounted value of all expected 

future distributions by the firm. How to estimate the fair value of the shares, however, is not 

discussed here. Rather, my concern is whether buying shares from some shareholders at a fair 

price may still be considered unfair because it strikes against an equal treatment rule. 



Therefore, fair price will always be presumed. Given this assumption, the duty of fairness 

does not require the best effort to satisfy the interests of minorities. 

II. Capital Reduction and Selective Purchase of Shares 

Under (Ancient) English Case Law: “Equality v. Fairness” The first case in which the issue 

of equal treatment of shareholders in corporate distributions was brought before a court 

demonstrates the notion that, while equal treatment and fairness are bound concepts, they are 

not necessarily synonymous. Since the late nineteenth century, English case law has clearly 

recognized that a capital reduction should treat all shareholders fairly and equitably, 

especially if different classes of shares are involved. The courts do not allow themselves, 

however, to consider the reason for, or extent of, a capital reduction or how the 

reimbursement should be implemented. In British & American Trustee & Finance Corp. v. 

Couper (BA Trustee), a company incorporated under English law operated in Britain and the 

United States. The shares were divided between two groups of shareholders, as was the 

board; the majority was British, and the minority was American. Because of the U.S. part of 

the business, the company faced a deadlock and the shareholders agreed to a substantial split 

or spin-off. Since no such reorganization was provided for under English law, they agreed to 

reduce the legal capital to the extent that it was “in excess of the wants of the company.” The 

company implemented the reduction by allocating the U.S. assets to the American 

shareholders. Both the general meeting and the special-class meetings (ordinary's and 

founders') approved the proposal. As English law still requires, the proposal was 

subsequently subjected to the court's approval. One shareholder appealed, claiming that a 

capital reduction cannot affect only part of the shares of a single class. He argued that it was 

forbidden to allot parts of the company's assets to some shareholders; the reimbursement 

should be the same for all. The House of Lords did not follow this view and confirmed the 

reduction plan. In doing so, the House of Lords faced the ambiguous and contradictory 

solutions offered by two earlier cases on share repurchases-Trevor v. Whitworth and In re 

Denver Hotel Co. It recognized the legitimacy of a reduction or a selective purchase of the 

company's own shares affecting all shareholders unequally. The court will uphold such a 

resolution not only when all share-holders agree, but also if a majority passes a resolution 

authorizing a selective reduction or purchase of the company's own shares. The court may 

confirm it, believing that the minority shareholders are treated fairly even if they are not 

necessarily treated equally. 

The trend beginning in early English case law was further articulated by U.S. courts stating 

that equality and fairness are not synonymous. In other words, a corporation may treat 

shareholders differently to the extent that the treatment meets the requirement of fairness. 

Eventually, English statutory law strengthened minorities' protection in selective buybacks, 

by prohibiting the shareholder whose shares will be purchased from voting. And since 1968 

The City Code on Takeovers and Mergers has provided a General Principle under which all 

shareholders of the same class must be treated similarly by an offeror, including the issuer. 

This rule has been of great importance to the evolution of British capitalism towards capital 

market efficiency and fragmented ownership. 

… 

II. The Equal Opportunity Rule Under American Case Law: “Management-Friendly 

Approach v. Minority-Friendly Approach” 



American case law also faces the problem of equal treatment of shareholders, especially with 

respect to purchases of a company's own shares. The problem of equal treatment is 

exacerbated by the fact that directors of American corporations are entrusted with all 

distribution *863 policies… 

… 

E. Summary 

English common law quickly overcame the value of formal equality, entrusting the principle 

of fairness with the role of providing a benchmark for unequal treatment. Common law courts 

have found that unequal treatment of minority shareholders is permissible, not only under the 

consent of the minority, but also if the majority's consent is denied without an ade-quate 

reason. An English common law court's approval of this type of transaction depends on 

whether the unequal treatment meets the requirement of fairness… 

The two opposing schools of thought followed by American courts make the American 

solution unclear. In both Donahue and Nixon the facts allow for a similar solution without 

requiring the courts to affirm or reject a general principle of equal treatment. Applying either 

standard to these seminal cases, the Rodd children were reasonably unfair to Donahue's 

widow and the Blackwell brothers were in a different position with respect to the retiring 

employees. In both cases, however, the courts seized the opportunity to declare their 

doctrinal, and perhaps political, orientation as permitted in common law systems. These 

political bills are relevant in the market among states for a corporate charter. This adds to the 

widespread belief that the prevalence of Delaware in corporate law is not due to the letter of 

the statute, but to other factors, including the liberal attitude of the courts, which follow a 

laissez-faire policy that refuses mandatory solutions not arising from the contractual 

equilibrium among equal parties. The rationale of Nixon, and its developments in Applebaum 

and Lerner, is certainly emblematic of this attitude. It is still unclear whether the business 

purpose is relevant, what exactly the rule of fairness requires, and which party should prove 

fair or unfair behavior. 

___________________________________________________________________________ 

Reading Two  

This reading argues that equal treatment does not mean equality.  It also examines  the Nixon 

decision.   

EQUAL TREATMENT FOR SHAREHOLDERS: AN ESSAY  

19 Cardozo L. Rev. 615 

James D. Cox  
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… 

Many scholars, though few courts, conclude that one aspect of fiduciary duty is the equal 

treatment of investors. Their argument takes the following form: fiduciary principles require 

fair conduct; equal treatment is fair conduct; hence, fiduciary principles require equal 



treatment. The conclusion does not follow. The argument depends on an equivalence between 

equal and fair treatment. To say that fiduciary principles require equal treatment is to beg the 

question whether investors would contract for equal or even equivalent treatment. 

… 

I. The Death of Equality in Delaware 

What is “fair” is always an intriguing question. In the corporate context, fairness is not a 

point, but a spectrum of values. Inquiries in this context therefore seek to determine whether 

the transaction falls within that spectrum. When the question is the rights among 

stockholders, particularly those of the same class, there is some authority that there are 

spectrums within spectrums. For example, in Nixon v. Blackwell, the Delaware Supreme 

Court reversed the Chancery Court's holding that the non-employee holders of Class B stock 

were entitled to liquidity equal to that which the employee holders of Class B stock 

enjoyed… 

… 

Nixon's application of this reasoning (namely, that differing treatment for non-employee 

shares was intended by the parties), however, is gravely flawed. If, for example, fostering 

employee ownership of nearly seventy percent of the outstanding Class B stock was in the 

company's interest, is there any reason to believe that the ESOP's purchase of the Class B 

shares, held by the non-employees would not also be in the company's interest? The 

company's interest in reducing the number of shares held by non-employee members would 

be advanced by pursuing any option to purchase Class B shares, whether those shares were 

held by an employee or non-employee. For example, we would expect that non-employee 

Class B shares not purchased by the company would wind up in the hands of a non-

employee, thus perpetuating the very problem the court recognized the Class B shares were 

intended to address. 

Furthermore, the Class B stock was authorized and issued nearly fifty years before the ESOP 

was created. Thus, it is unreasonable to conclude, as did Chief Justice Veasey, that an implied 

term of the Class B shares was that any future employee holder would be treated differently 

than a non-employee holder. Moreover, the fourteen complaining non-employee holders of 

Class B shares became such no later than two years before the ESOP was created. Thus, even 

accepting the notion that such holders' share contract embodied practices that prevailed when 

they acquired their Class B stock, there would be no basis for saying that those holders 

acquired their shares with knowledge, or even notice, of the preferential treatment to be 

accorded other holders. One may therefore wonder whether, in its rush to reject the plaintiff's 

argument that fairness demands equality, the Nixon court blinded itself to the facts on which 

it purported to justify such unequal treatment as serving the corporation's interest. 

In the Delaware Supreme Court's recent decision upholding the adoption of a “tenure voting” 

arrangement, the court further distanced itself from equating fairness and equal treatment. In 

Williams v. Geier, the Delaware Supreme Court upheld an amendment to the corporation's 

articles of incorporation which established a tenure voting arrangement that the minority 

unsuccessfully argued disproportionately advantaged the majority. Though finding that the 

proposed tenure voting arrangement would slightly enhance the controlling family's voting 

power, the majority opinion did not view that change to be so extreme as to cause grossly 



disproportionate effects on the minority holders. The court's majority relied heavily on the 

amendment having been approved by both the company's independent directors and the 

stockholders after full disclosure of all material facts. Though the amendment was approved 

by a majority of the minority shares represented at the meeting, approximately fifty-two 

percent of the minority shares voted against the change, abstained from voting, or were not 

represented at the meeting. Nevertheless, a majority of the justices was satisfied that the 

change had followed approval by a vote of the shareholders, and, significantly, the majority 

did not believe the amendment's disproportionate effects required a minority stockholder 

plebiscite. The court held the amendment was not a self-dealing transaction that should be 

adjudged by the entire fairness standard. They reasoned that self-dealing was not implicated 

by a transaction which was not disproportionate on its face, even though its effects over time 

would give rise to disparate results between the minority and majority stockholders. Thus, 

one can see in Williams the suggestion that, even if a majority of the minority votes against 

the proposal, the transaction is still protected by the presumptions of the business judgment 

rule. 

As will be seen in the next section, Williams is in stark contrast to the approach taken in 

Jones v. H.F. Ahmanson & Co. It is far wiser that the test of whether the business judgment 

rule attaches be not the degree of disproportional impact on the minority, but whether there is 

any disproportional effect at all. Minimally, such a result should, the dissenting justices in 

Williams concluded, remove the presumption of propriety so that the majority must bear the 

burden of proof. 

II. The Enshrinement of Equal Opportunity: Jones v. H.F. Ahmanson & Co. 

Few corporate law cases provide as much protection to the minority as provided by the 

California Supreme Court three decades ago in Jones v. H.F. Ahmanson & Co. Though the 

facts are complex, the dispute was fairly straightforward. The defendants, the so-called 

“Ahmanson Group,” transferred their Association common shares (which represented eighty-

five percent of all Association shares) to United Financial, a holding company they had 

created. In exchange, the defendants received 250 United Financial shares and, ultimately, an 

additional $927.50 cash for each Association share so transferred. The minority shareholders 

were not provided the opportunity to participate in this exchange. The suit charged not only 

that the minority's exclusion was wrongful, but that the transaction effectively destroyed the 

marketability of the minority's shares. The minority's victory in Jones is significant both for 

the breadth of the duty the California Supreme Court imposed whenever “control of the 

corporation is material,” and for the novel remedies it provided to redress the defendant's 

breach of this duty. Not only did the court call for a comprehensive rule of good faith 

obligation on the part of the majority to the minority, but also the minority shareholders were 

offered the choice between exiting the company by selling their shares at fair value or 

receiving value equivalent to what the majority shareholders had garnered for themselves. 

The purpose here is not to reexamine Jones, but to use its facts to question the content of 

fiduciary duties among shareholders in the corporate setting. Jones is an excellent vessel to 

launch this discussion because the case is paradoxical in many respects. Though Jones is rich 

with facts supporting many potential bases for awarding the minority relief, Justice Traynor's 

opinion focuses on broad pronouncements for relationships between the majority and the 

minority, with few specifics regarding the harm that was actually suffered by the minority in 

Jones. There is, thus, much room within the case to examine the purpose and content of 

protections to be afforded minority shareholders. 



The challenged transaction occurred in May 1959, when the Ahmanson Group, comprised of 

fifteen individuals and four corporations, transferred 5564 Association shares to the newly 

created United Financial. Their shares represented 85% of Association's outstanding shares; 

the remaining 15% (982 shares) were then held by 400 stockholders. As explained above, in 

return for their Association shares, the defendants received 250 United Financial common 

shares and $927.50 cash. The total amount of cash paid to the defendants was $6.2 million, 

which was 85% of the proceeds of United Financial's public offering of convertible 

subordinated debentures and 120,000 shares of its stock. Subsequently, there was an 

additional public offer by United Financial of 50,000 shares, plus 600,000 United Financial 

shares owned by the defendants. The overall effect of having sold these 770,000 United 

Financial shares to the public was the creation of a viable market for United Financial shares. 

It was, however, a market that was not available to the plaintiffs who continued to hold 

Association shares. 

Justice Traynor emphasized the “fundamental corporate change” that the creation of United 

Financial visited on the Association minority. His concern transcended the loss of 

marketability of the minority's Association shares; his focus was on the likelihood that 

Association's policies--particularly with respect to dividends--would be guided by the needs 

of a set of stockholders quite different from those who owned shares directly in Association. 

The argument is interesting given that the parties stipulated that no harm to Association had 

resulted from the defendant's creation of the holding company. Thus, by virtue of the 

stipulation, Justice Traynor's concern must have been the fundamental change in the nature of 

the minority's relationship to Association, rather than any change in Association itself. One 

such source of concern for the Association minority was the undertaking by United Financial 

that it would, if necessary, exercise its control of Association to either liquidate Association 

or encumber its income-producing assets so as to distribute cash to United Financial in order 

to service or retire the debentures issued in June 1960. 

Even more ominous for the minority was United Financial's offer in September 1960 to 

purchase up to 350 Association shares at $1100 per share. Though at first glance helpful 

relief for the minority shareholders who were otherwise finding few takers for their shares, 

the offer was under-subscribed, as the book value of Association shares was then $1412. 

Soon after that offer, but well before the offer lapsed, United Financial caused Association's 

president to announce that shareholders could not expect Association to continue the 

customary large special dividend in addition to its regular dividend. Though one may admire 

the candor of such an announcement, the motive behind it is suspect. Transparently, this 

feature of Jones' facts strongly suggests a “minority freeze-out” was afoot. The exclusion of 

the minority from the exchange, thereby destroying the hope of a broader market for 

Association shares, was arguably the first step by the majority to acquire the minority's shares 

at fire sale prices. 

Another source of abuse by the defendants is evidenced by their sale to the public of 600,000 

of the United Financial shares they had acquired in their exchange of Association shares. Had 

the minority shareholders of Association been treated equally so that they too received 250 

United Financial shares for each Association share, the majority could not have sold 600,000 

United Financial shares without losing their control of the company (United Financial). Thus, 

had the minority shareholders been included, the defendants would have received at least 

$1,780,000 less than they did through their February 1961 resale. The potential for a minority 

freeze-out, as well as the majority's exclusion of the minority so as to maximize the number 

of shares they could resell in their secondary distribution, gave rise to the defendants 



garnering an unshared gain. 

Another source of an unshared gain by the defendants is the manner of providing themselves 

with $927.50 cash for each of their Association shares. As seen above, the bulk of this cash 

was raised through the sale of debentures for which the defendants had pledged to exercise 

their control over Association to liquidate Association or, if necessary, encumber its assets in 

order to service or retire the debentures. A significant question, of course, is how the 

defendants could fulfill this contractual commitment so long as there continued to be 

minority holders of Association shares. Though Justice Traynor believed the arrangement 

posed a fundamental change in the minority's status, one may also wonder why this 

arrangement should be viewed so narrowly. The bond indenture could more easily be seen as 

inviting the controlling stockholders' highly personalized use of company assets for private 

purposes. After all, the proceeds of the debentures were used as part of United Financial's 

purchase price for the defendants' Association shares. The debentures and their covenants 

were the means by which the defendants reaped an unshared gain of $927.50 per Association 

share. 

Jones may well be the high-water mark for protection of minority shareholders. The case 

arose not out of a dispute regarding the latitude the corporation (or its board of directors) has 

in differentiating among members of the same class of stock, or whether the minority was 

disproportionately harmed because of the control the defendants exercised over the 

corporation. Instead, the triggering event in Jones was the defendants' disposition of their 

shares; they simply exercised control over their own shares. More importantly, their sale was 

carefully structured so as to retain their control over Association. In this way, defendants 

avoided having their case aligned with the traditional sale of control case where the former 

controlling shareholder's breach arose because of the new fox he placed in the hen house. 

The most interesting feature of Jones is that the opinion holds that it did not matter why the 

minority shareholders were excluded. The court considered it irrelevant whether they were 

excluded as a first step toward squeezing the minority out of the corporation or whether their 

exclusion was for the purpose of allowing the defendants to sell more of their United 

Financial shares while continuing to control United Financial. The important point for the 

court was that the minority shareholders were excluded and that there was a consequential 

disproportionate gain on the part of the defendant. Correlatively, the exclusion of the 

minority also produced, in the court's eyes, a disproportionate loss in the marketability of 

their shares. 

III. Safeguarding the Principle of Equal Treatment 

One can find in Jones a variety of bases for protecting the minority shareholders from the 

effects of their majority colleagues. At one level is the appeal of an easily administrable rule 

that all shareholders are to be treated equally on any corporate matter. Support for this 

interpretation of Jones lies in Chief Justice Traynor's broad call for a comprehensive rule of 

good faith and inherent fairness whenever control is material. However, the facts narrow the 

breadth of this call considerably. Jones may not stand so much for equal minority 

participation in the unshared gain otherwise garnered by the majority, as it calls for a 

meaningful prophylaxis when there is evidence the unshared gain is a step toward a minority 

freeze-out. Jones may also be seen as a bar to the majority abusing its control over a 

corporation by contracting to appropriate its assets for the majority's benefit without the 

consent of, or benefit to, the minority. This interpretation finds support in the aforementioned 



covenant in the United Financial debentures to apply Association assets to satisfy United 

Financial's debentures, if necessary. The case is further constrained by its procedural setting; 

Jones' focus was the complaint's dismissal in response to the defendants' demurrer. The 

factual record was, thus, the one set forth in the complaint. This undoubtedly clouded the 

record which does not reveal a business justification for the minority's exclusion. We can 

only speculate what impact a business justification would have had on Chief Justice Traynor, 

had one been advanced. 

___________________________________________________________________________ 

Reading Three  

The reading below is abstracted from an edited Q&A in a symposium.  Professor James Cox 

(Duke University School of Law), Professor Jeffery Gordon (Columbia University School of 

Law) and Professor Dale Oesterle (Colorado University School of Law) expressed their 

opinions. 
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 … 

GORDON: Dale, you're saying that these contingent put rights--appraisal rights--are not 

found in statutes. But what does that say about judicial remedies for breach of fiduciary duty, 

et cetera, that follows behavior that's troubling? It seems to me what Jim is trying to do is to 

say, rather than give judges uncabined discretion at imagining what the remedy might be, let's 

focus on a case that's relatively well understood, the appraisal remedy. At least that gives 

parties a clear understanding as to what the range of judicial relief might be. 

OESTERLE: It's not the remedy itself that I'm worried about, it's when you use the remedy 

that I'm worried about. And if you have judges defining contingent put rights after the fact 

based on notions of equality and fairness, I think it's an invitation for trouble. It doesn't mean 

we shouldn't have them if we're careful about it and we negotiate for them ex ante. But it 

gives me pause to ask judges to do this after the fact, though in Ahmanson I would agree with 

the result, although not the reasoning. 

There are two cases in Massachusetts that are also well known where judges basically put 

contingent put rights into small company agreements that I do take issue with where it's a 

pretty nice license for the judiciary. If you decide that an investor has been treated unfairly 

you're just going to fix that with a contingent put right that wasn't agreed to in the investment 

contract, that just gives me some pause. 

GORDON: Is it your view that an implied fiduciary term is always found or not? 

OESTERLE: I don't understand. 

GORDON: One way to understand what the courts are doing is essentially just merely 



enforcing the implied fiduciary duty term. 

OESTERLE: Among shareholders? 

GORDON: Among shareholders, yes. 

OESTERLE: Yes, that would be a way to understand this right. That's correct. And creating 

fiduciary duties among shareholders in the small corporate context I guess is where the courts 

are headed. And I worry about that as well. 

What you've got here is an investment contract that the investors have entered into ahead of 

time and the judges are changing it later based on notions of fairness. And in some contexts 

where the investment contract itself is entered into under grounds of, I don't know, problems 

with bargaining or something like that or fraud that relates back to when they got into the 

original deal, that's one argument. But this is quite another where you look at transactions 

that happen after the fact and then are judging whether or not to write contingent put rights 

into people's investment contracts. All I want to do is suggest that there ought to be some 

caution in this area. 

COX: I think we also have to be careful with the language of entering into a contract, because 

contracts have implied terms and then we get on the slippery slope as to what we mean. The 

way I would design that slope would always be to say that there is implied a term much like 

that in the newsletter from Berkshire Hathaway--fair treatment, the corporation is just a 

conduit, and so on. I think that we can find notions about that, because that's what people 

truly believe, and they're not suddenly thinking at the end of the day that they are changing 

their stories. 

I do think--this is a radical thought--that stockholders truly want to be treated fairly and 

equally. And the problem is, often in courts, understanding what fair and equal treatment 

means. But at least I think everybody should agree to that principle. 

… 
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