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ABSTRACT

Shareholder proposals attract attention from scholars in finance and
economics because they present an opportunity to study both quasi-
democratic decision-making at the corporate level and the impact of this
decision-making on firm outcomes. These studies capture the effect of
various proposals but rarely address whether regulations should allow
many of them in the first place due to the possibility of stock price
manipulation. Recent changes to shareholder proposal rules, adopted in
September 2020, sought to address the potential for exploitation that some
proposals create (but ultimately failed to do so). This Article shows the
potential for apparently legal stock price manipulation if shareholder
proposals remain relatively unregulated. We propose improvements to
decrease this risk of stock price manipulation, which should help the
government prosecute the offenders.
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INTRODUCTION

Holding stock in most corporations trading on American exchanges
entitles the holder to certain rights.! Those rights include voting for board
members, voting on proposals for corporate governance changes, and
submitting proposals for a shareholder vote.? This third right is of
particular interest because its exercise can bring the shareholder closer to
direct corporate governance than the other rights.® Rather than selecting a
board member to act on the shareholder’s behalf, or voting on a measure
proposed by others, the shareholder can actually propose changes to the

1. See generally Julian Velasco, The Fundamental Rights of the Shareholder, 40 U.C. DAVIS L.
REvV. 407 (2006); HOLGER SPAMANN & GUHAN SUBRAMANIAN, CORPORATIONS 43-60 (2018);
Schnell v. Chris-Craft Indus., 285 A.2d 437, 439 (Del. 1971); Blasius Indus. v. Atlas Corp., 564 A.2d
651, 657 (Del. Ch. 1988).

2. See generally Julian Velasco, Taking Shareholder Rights Seriously, 41 U.C. DAVIS L. REv.
605 (2007); SPAMANN & SUBRAMANIAN, supra note 1; Schnell, 285 A.2d at 439; Blasius, 564 A.2d at
657.

3. See generally CAM HOANG, GARY TYGESSON & VIOLET RICHARDSON, SHAREHOLDER
PROPOSALS: STRATEGIES AND TACTICS, DORSEY & WHITNEY LLP (2016), https://www.dorsey.com
/~Imedia/files/newsresources/events/2016/10/shareholder-proposals---powerpoint-presentation.pdf
[https://perma.cc/E3NB-9TZG].
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corporation’s business practices that others can approve.* Whether these
proposals harm or benefit corporations has been a subject of much debate
in finance and economics, with several scholars suggesting that
shareholder proposals are harmful.®> Despite these findings, we are
unaware of any publications in law, finance, or economics that address
potential remedies for shareholder proposals designed to harm the firm:
our Article fills this gap in the literature.

The plausibility that shareholder proposals can harm a corporation
has many implications. First, this might mean that even well-meaning
shareholders should leave firm governance to board members and the
executive team those board members select. Second, these findings
suggest that investors respond negatively when receiving news of a
proposal, which institutional investors corroborate by frequently opposing
proposals not made by the board of directors or management team.® Third,
and most alarmingly, the limitations on who might make these proposals
are remarkably few.” The proponent must prove essentially three elements:

4. See generally 1d.; SPAMANN & SUBRAMANIAN, supra note 1. See also Schnell, 285 A.2d at
439; Blasius, 564 A.2d at 652-57.

5. Compare Lucian Arye Bebchuk, The Case for Increasing Shareholder Power, 118 HARV. L.
REv. 833, 833 (2005), with John G. Matsusaka, Oguzhan Ozbas & Irene Yi, Can Shareholder
Proposals Hurt Shareholders? Evidence from SEC No-Action Letter Decisions (Marshall Sch. of Bus.
Working Paper, Paper No. 17-7, 2019), https://ssrn.com/abstract=2881408 [https://perma.cc/6K2A-
9ZKF] [hereinafter Matsusaka, Shareholder Proposals], and John G. Matsusaka, Oguzhan Ozbas &
Irene Yi, Opportunistic Proposals by Union Shareholders, 32 Rev. FIN. STuD. 3215, 3215 (2019)
[hereinafter Matsusaka, Opportunistic Proposals], and John G. Matsusaka & Oguzhan Ozbas, A
Theory of Shareholder Approval and Proposal Rights, 33 J.L. ECON. & ORG. 377, 377 (2017)
[hereinafter Matsusaka, Shareholder Approval]; Vicente Cufiat, Mireia Gine & Maria Guadalupe, The
Vote Is Cast: The Effect of Corporate Governance on Shareholder Value, 67 J. FIN. 1943, 1943 (2012).
See also Matthew R. Denes, Jonathan M. Karpoff & Victoria B. McWilliams, Thirty Years of
Shareholder Activism: A Survey of Empirical Research, 44 J. CORP. FIN. 405, 405 (2017).

6. See Matsusaka, Shareholder Proposals, supra note 5, at 2.

7.17 C.F.R. § 240.14a-8 (2020); see also Jay Clayton, Chairman, U.S. Sec. & Exch. Comm’n,
Statement by Chairman Clayton on Modernizing the Shareholder Proposal Framework for the
Benefit of All Shareholders (Sept. 24, 2020) (transcript available at HARv. L. SCH. F. ON CORP.
GOVERNANCE), https://corpgov.law.harvard.edu/2020/09/24/statement-by-chairman-clayton-on-
modernizing-the-shareholder-proposal-framework-for-the-benefit-of-all-shareholders/
[https://perma.cc/5SUT-79C4]; Allison Herren Lee, Comm’r, U.S. Sec. & Exch. Comm’n, Statement
by Commissioner Lee on the Amendments to Rule 14a-8 (Sept. 24, 2020) (transcript available at
HARV. L. SCH. F. oN CORP. GOVERNANCE), https://corpgov.law.harvard.edu/2020/09/24/statement-
by-commissioner-lee-on-the-amendments-to-rule-14a-8/ [https://perma.cc/8AVN-RIND]; Elad L.
Roisman, Comm’r, U.S. Sec. & Exch. Comm’n, Statement by Commissioner Roisman on Procedural
Requirements and Resubmission Thresholds under Exchange Act Rule 14a-8 (Sept. 24, 2020)
(transcript ~ available  at HARV. L. SCH. F. oN  CORp. GOVERNANCE),
https://corpgov.law.harvard.edu/2020/09/24/statement-by-commissioner-roisman-on-procedural-
requirements-and-resubmission-thresholds-under-exchange-act-rule-14a-8 [https://perma.cc/YV5K-
W3NH]; Marc A. Leaf & Sarah M. Bartlett, Amendments to Exchange Act Rule 14a-8, FAEGRE
DRINKER  (Sept. 25, 2020), https://www.faegredrinker.com/en/insights/publications/2020/9/
amendments-to-exchange-act-rule-14a-8 [https://perma.cc/3664-MCRU].
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they own either at least $2,000 worth of company shares or 1% or more of
company shares, they owned these shares in excess of three years (or one
year, if the individual holds $25,000 of company stock), and they intend
to hold these shares indefinitely.® Of course, the last element is remarkably
hard to disprove, and even if a shareholder later sells their shares,
the shareholder can simply claim that they changed their mind about
their intent to hold the shares at some point after filing the
shareholder proposal.®

Why is this relevant? Why should shareholders be limited in
exercising their right to govern the corporation directly? The answer is
simple: Not every shareholder’s priority is the success of the company.
The opportunity to manipulate stock prices could be more lucrative
for some shareholders than merely drawing dividends or growing their
wealth through capital gains, as current rules do not eliminate
the plausibility that some investors may hold both a long and a short
position in the same security. Where the short exposure exceeds the long
exposure, it would be more beneficial for the shareholder that the company
experience a bout of “bad luck”—and when the shareholder can cause
the “bad luck” by making unwise proposals that may lower company
value,’® the potential for price manipulation increases and should be
countervailed by regulation.'

To illustrate, imagine a shareholder holds $2,000 of Apple Inc.
(ticker symbol AAPL) stock in a Fidelity brokerage account, which they
have owned for the time necessary to submit a shareholder proposal.'?
Simultaneously, the shareholder holds a $100,000 short position in the
same company in a Charles Schwab account. This shareholder can satisfy
the requirements necessary to submit a proposal to the company.
Then, the shareholder might submit a proposal deliberately intended to
harm the company, knowing that the proposal may lower the stock price
and increase the value of their short position much more than decrease
the value of their long position. Alarmingly, the current rules do not

8. 17 C.F.R. § 240.14a-8 (2020).

9. There is nothing in the statute forbidding shareholders from changing their mind about holding
the shares after filing the shareholder proposal. See id.

10. Matsusaka, Shareholder Proposals, supra note 5, at 3; Matsusaka, Opportunistic Proposals,
supra note 5, at 3256-57; Matsusaka, Shareholder Approval, supra note 5, at 398, 408.

11. We suggest regulation rather than free market solutions because government has already
entered the field. If government agencies and taxpayer dollars are already being diverted to pay for
government regulation, we might as well ensure that the government regulates efficiently.

12. The necessary time to cast such a proposal with $2,000 or more in securities is actively
changing, so let us assume that the shareholder has met the long-term holding requirements, whatever
those requirements are. 17 C.F.R. § 240.14a-8 (2020). See generally Clayton, supra note 7; Lee, supra
note 7; Roisman, supra note 7; Leaf & Bartlett, supra note 7.
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prohibit this action.!® While the United States Securities and Exchange
Commission (SEC) has recently released alterations to its rules that
might make transactions like this more cumbersome, the difficulty of
benefitting from an intentionally harmful shareholder proposal is not
greatly increased.'*

Part | of this Article outlines the laws, rules, and regulations
governing shareholder proposals and the litigation surrounding them. We
discuss how lenient the regulation on shareholder proposals is compared
to the statutory, regulatory, and common law restrictions on what other
stakeholders may and may not do when governing or interacting with the
corporation. Part 1l of this Article surveys the economic and financial
literature, discussing the effects of shareholder proposals on firm value. In
Part 11, this Article argues for additional regulation that would reduce the
possibility of intentionally harmful shareholder proposals and aid in their
detection. This Article concludes by demonstrating that excluding
intentionally harmful proposals will likely reduce firm litigation costs,
increase the chances that future proposals will increase firm value, and
punish nefarious activities by shareholders not acting in good faith.

I. LAWS, RULES, AND REGULATIONS

The laws, rules, and regulations governing shareholder relations with
the companies in which they hold stock arise out of the Code of Federal
Regulations.'® The laws, rules, and regulations governing the conduct of
board members, executives, and majority shareholders generally arise
from common law principles, state and federal statutes, and state and
federal regulations.® State statutes and case law regarding stock
ownership and company incorporation do exist, but the primary guidance
for investors comes from the United States Congress and the
administrative agencies Congress created to oversee security trading:
primarily the SEC.Y” Congress sometimes alters laws governing securities
trading and corporation management, such as when it passed the Dodd-

13. See 17 C.F.R. § 240.14a-8 (2020).

14. See generally Clayton, supra note 7; Lee, supra note 7; Roisman, supra note 7; Leaf &
Bartlett, supra note 7.

15. See, e.g., 17 C.F.R. § 240.14a-8 (2020).

16. See SPAMANN & SUBRAMANIAN, supra note 1, at 5-8; cf. Schnell v. Chris-Craft Indus., 285
A.2d 437, 439 (Del. 1971); Blasius Indus. v. Atlas Corp., 564 A.2d 651, 654 (Del. Ch. 1988); Sinclair
Oil Corp. v. Levien, 280 A.2d 717, 721 (Del. 1971); Perlman v. Feldmann, 219 F.2d 173, 175 (2d Cir.
1955).

17. What We Do, U.S. SEC. & EXCH. COMM’N (Dec. 18, 2020), https://www.sec.gov/about/what-
we-do [https://perma.cc/S8Y7-8CRK].
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Frank Act and the Sarbanes-Oxley Act.® However, the bulk of regulatory
and enforcement authority falls to the SEC.°

A. Overview of Corporate Governance

We begin via an overview of corporate governance law to
demonstrate precisely where shareholder proposals fall in the grand
scheme of running a publicly traded corporation under United States law.
Shareholder proposals are hardly the main governance mechanisms
through which shareholders exercise control over their corporation; that is
part of why it is so surprising that the impact of these proposals can be felt
distinctly in firm stock prices. Nevertheless, shareholder proposals are
among the few direct ways that shareholders can influence the governance
of a corporation—ordinarily, they can only act through their elected
representatives on the board of directors. The empirical findings show that
this direct form of shareholder democracy can have a negative effect.
Given the heavy regulations otherwise imposed upon corporate leadership
that we will discuss in this section,?! it would be inconsistent not to extend
similar regulations to activities by “activist” shareholders that can result
in stock price manipulation.

1. Officers, Directors, and Shareholders

All corporations have one or more directors, one or more officers,
and one or more shareholders.?? When a company has multiple directors,
they act as a group, known as a board of directors, which is the
corporation’s governing body.?® Directors appoint and supervise the
officers who run the corporation’s daily operations.? It is through
directors that shareholders usually exercise control over the corporation in
which they hold shares: by electing the directors that most closely align

18. See generally Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No.
111-203, 124 Stat. 1376 (2010); Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745
(2002); Sarbanes-Oxley and Dodd-Frank, STEMBER COHN & DAVIDSON-WELLING, https://stember
cohn.com/practice-areas/employment-law-2/sarbanes-oxley-and-dodd-frank-whistleblower
[https://perma.cc/FN8H-SUS8B].

19. What We Do, supra note 17.

20. See generally Matsusaka, Shareholder Proposals, supra note 5; Matsusaka, Opportunistic
Proposals, supra note 5; Matsusaka, Shareholder Approval, supra note 5.

21. See generally SPAMANN & SUBRAMANIAN, supra note 1. See also Schnell, 285 A.2d at 439;
Blasius Indus., 564 A.2d at 654; Sinclair Oil Corp., 280 A.2d at 721; Perlman, 219 F.2d at 175.

22. See SPAMANN & SUBRAMANIAN, supra note 1, at 5-8.

23. Id. at 8; see also Powers & Duties of Corporation Directors & Officers, WOLTERS KLUWER
(2019), https://www.wolterskluwer.com/en/expert-insights/powers-and-duties-of-corporation-
directors-and-officers [https://perma.cc/N7AF-K523] [hereinafter Powers & Duties].

24. See SPAMANN & SUBRAMANIAN, supra note 1, at 8.
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with their own interest in a type of representative democratic system.?
Typically, directors are responsible for making major business decisions
and advising officers, whereas the officers are responsible for day-to-day
decisions and implementing the board of directors’ policies.?®

Major business decisions that directors are typically responsible for
(and which can result in their liability) include fixing executive
compensation, pensions, retirement, and other compensation plans;
deciding if and when dividends should be declared; and proposing special
corporate matters, such as amendments to the articles of incorporation,
mergers, asset and stock sales, and dissolutions, to the corporation’s
shareholders.?” Directors generally cannot take certain actions, including
amending the corporation’s articles of incorporation or sales of almost all
of the corporation’s assets, without first obtaining shareholder approval.?®
Less important decisions, though, need not be approved by shareholders.
In the event the board’s conduct does not coincide with shareholder
preferences, the shareholders’ remedy is simply to elect new directors.
Company officers have very similar duties to directors, excluding, of
course, facing liability for setting officer compensation (unless the
executive is also the board member who votes for his own excessive
compensation).?

A shareholder is an individual who or entity that owns shares in a
corporation.®® Shareholders can be split into two types based on the types
of shares they hold: (i) common shareholders, who own shares of the
corporation’s common stock, and (ii) preferred shareholders, who own
shares of the corporation’s preferred stock (if the company has issued any
preferred stock at all).®* Common shareholders are the most prevalent type

25. See generally Powers & Duties, supra note 23.

26. 1d.; see also SPAMANN & SUBRAMANIAN, supra note 1, at 5-8; In re Walt Disney Co.
Derivative Litig., 906 A.2d 27, 53-54 (Del. 2006); Weinberger v. UOP, Inc., 457 A.2d 701, 710-11
(Del. 1983); In re Trulia, Inc. S’holder Litig., 129 A.3d 884, 889 (Del. Ch. 2016).

27. Powers & Duties, supra note 23; see also SPAMANN & SUBRAMANIAN, supra note 1, at 5-8;
In re Walt Disney Co. Derivative Litig., 906 A.2d at 53-54; Weinberger, 457 A.2d at 710-11; In re
Trulia, Inc. S holder Litig., 129 A.3d at 889.

28. Powers & Duties, supra note 23; see, e.g., Kahn v. M & F Worldwide Corp., 88 A.3d 635,
642 (Del. 2014), overruled by Flood v. Synutra Int’l, Inc., 195 A.3d 754 (Del. 2018); Glassman v.
Unocal Expl. Corp., 777 A.2d 242, 247 (Del. 2001); SPAMANN & SUBRAMANIAN, supra note 1, at 61—
141, 194-312.

29. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-141; see also Schnell v. Chris-Craft
Indus., 285 A.2d 437, 439 (Del. 1971); Blasius Indus. v. Atlas Corp., 564 A.2d 651, 654 (Del. Ch.
1988); Sinclair Oil Corp. v. Levien, 280 A.2d 717, 721 (Del. 1971); Perlman v. Feldmann, 219 F.2d
173, 175 (2d Cir. 1955).

30. What Is a Shareholder?, Corp. FIN. INST. (2020), https://corporatefinanceinstitute.com/
resources/knowledge/finance/shareholder/ [https://perma.cc/N6EY-TNZZ]; see also SPAMANN &
SUBRAMANIAN, supra note 1, at 5-8, 43-60.

31. What Is a Shareholder?, supra note 30; see also SPAMANN & SUBRAMANIAN, supra note 11,
at47.
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of shareholder and typically have the right to vote on matters concerning
the corporation, including electing directors.® In contrast, preferred
shareholders typically have no voting rights.*®* However, preferred
shareholders are paid dividends prior to common stockholders and have a
preferred claim to company assets at dissolution, superior to that of the
common stockholders.® Majority shareholders usually have fiduciary
duties similar to those imposed on directors and officers, but minority
shareholders share no such responsibilities.*®

2. Governing Law

Generally, the state law (where the business incorporates) governs
that corporation’s governance activities.*® More than half of the
publicly traded companies on United States stock exchanges are
incorporated in Delaware.®” Moreover, approximately two-thirds of
Fortune 500 companies, including Apple Inc. and The Coca-Cola
Company, have chosen Delaware as their state of incorporation.®
Delaware has been the predominant choice for corporations since the early
1900s.%* There are several reasons why Delaware dominates other states
in this respect.®® The Delaware General Corporation Law, which governs
the corporations that incorporate within the state, is one of the most
“advanced and flexible” corporation statutes in America.*! Perhaps most
importantly, however, many corporations choose Delaware due to the
Delaware Court of Chancery, a non-jury trial court, which serves as
Delaware’s court of original and exclusive equity jurisdiction and

32. What Is a Shareholder?, supra note 30; see also SPAMANN & SUBRAMANIAN, supra note 11,
at47.

33. What Is a Shareholder?, supra note 30; see also SPAMANN & SUBRAMANIAN, supra note 11,
at47.

34. What Is a Shareholder?, supra note 30; see also SPAMANN & SUBRAMANIAN, supra note 11,
at 47.

35. Perlman v. Feldmann, 219 F.2d 173, 176 (2d Cir. 1955); In re Delphi Fin. Grp. S’holder
Litig., No. 7144-VCG, 2012 WL 729232, at *9 (Del. Ch. Mar. 6, 2012); Weinberger v. UOP, Inc., 457
A.2d 701, 710-11 (Del. 1983).

36. See SPAMANN & SUBRAMANIAN, supra note 1, at 7-8; see also State of Incorporation:
Everything You Need to Know, UPCOUNSEL, https://www.upcounsel.com/state-of-incorporation
[https://perma.cc/FHM4-4ELU].

37. See SPAMANN & SUBRAMANIAN, supra note 1, at 7-8; see also Alana Semuels, The Tiny
State Whose Laws Affect Workers Everywhere, THE ATLANTIC (Oct. 3, 2016),
https://www.theatlantic.com/business/archive/2016/10/corporate-governance/502487
[https://perma.cc/N2GF-5Z7A].

38. Semuels, supra note 37; see also SPAMANN & SUBRAMANIAN, supra note 1, at 7-8.

39. See SPAMANN & SUBRAMANIAN, supra note 1, at 7-8. See generally LEWIS S. BLACK, JR.,
WHY CORPORATIONS CHOOSE DELAWARE (Del. Dep’t of State 2007).

40. See SPAMANN & SUBRAMANIAN, supra note 1, at 7-8.

41. BLACK, supra note 39, at 1; see also SPAMANN & SUBRAMANIAN, supra note 1, at 7-8.
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adjudicates, among others, corporate law cases.*? Five justices—some of
the country’s most renowned experts in corporate law—serve on the
Delaware Court of Chancery.*

3. Fiduciary Duties

In this backdrop of corporate law, lawyers, and policymakers can
find many requirements imposed on members of a corporation.* These
requirements are well-tailored to optimize corporate performance, and we
draw our inspiration for additional regulations on shareholder activism
from the existence of these requirements.* In almost any context, the duty
of care, the duty of loyalty, and additional statutory and regulatory
authority govern the conduct of key figures in a corporation, including
majority shareholders.*® Yet, one exception to that rule is shareholder
activism: When it comes to shareholder proposals, these duties, or any
rules similar thereto, have yet to be applied.*” We will describe the duties
and legal regulations that place boundaries on the conduct of majority
shareholders, board members, and corporate officers and suggest that the
same spirit that gives rise to these restraints on corporate conduct*® should
lead us to restrain shareholder activism designed to harm rather than
benefit the corporation.

i. Officers and Directors

Directors of corporations have fiduciary duties of care and loyalty.*
Executives, board members, and, in some cases, majority shareholders
owe these duties to the corporation and its stockholders (though this

42. See SPAMANN & SUBRAMANIAN, supra note 1, at 7-8; see also Semuels, supra note 37, at
5-7.

43. See SPAMANN & SUBRAMANIAN, supra note 1, at 7-8; see also Semuels, supra note 37, at
5-7.

44. See generally DEL. CODE ANN. tit. 8 (West 2021); SPAMANN & SUBRAMANIAN, supra note
1. See also Schnell v. Chris-Craft Indus., 285 A.2d 437, 439-40 (Del. 1971); Blasius Indus. v. Atlas
Corp., 564 A.2d 651, 663 (Del. Ch. 1988); Sinclair Oil Corp. v. Levien, 280 A.2d 717, 719 (Del.
1971).

45. See generally DEL. CODE ANN. tit. 8 (West 2021). See also SPAMANN & SUBRAMANIAN,
supra note 1, at 61-141; Lyondell Chem. Co. v. Ryan, 970 A.2d 235, 239 (Del. 2009); Weinberger v.
UORP, Inc., 457 A.2d 701, 710 (Del. 1983); Smith v. Van Gorkom, 488 A.2d 858, 872 (1985).

46. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-141; Schnell, 285 A.2d at 439-40;
Blasius Indus., 564 A.2d at 663; Sinclair Oil Corp., 280 A.2d at 719-20; Perlman v. Feldmann, 219
F.2d 173, 176 (2d Cir. 1955); DEL. CODE ANN. tit. 8 (West 2021).

47. See, e.g., C.F.R. § 240.14a-8 (2021); Clayton, supra note 7; Lee, supra note 7; Roisman,
supra note 7; Leaf & Bartlett, supra note 7.

48. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-141; see also Schnell, 285 A.2d at 439-
40; Blasius Indus., 564 A.2d at 663; Sinclair Qil Corp., 280 A.2d at 719; Perlman, 219 F.2d at 176.
See generally DEL. CODE ANN. tit. 8 (West 2021).

49. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-141; see also Lyondell Chem. Co., 970
A.2d at 239; Weinberger, 457 A.2d at 710; Smith, 488 A.2d at 872.
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section will focus primarily on the duties of executives and board
members).* Violation of these duties can lead to direct or derivative
lawsuits by stockholders on behalf of themselves, the corporation, or
both.%! In a dissolution or insolvency context, duties may be owed to
creditors, as residual claimants of value, as well.? The fiduciary duty of
care requires that directors keep themselves reasonably informed when
making decisions on behalf of the corporation and make those decisions
in good faith.>® The fiduciary duty of loyalty requires a director to act in
good faith and in a manner the director reasonably believes to be in the
best interests of the corporation and its stockholders.>* These duties alone
have attracted a tremendous amount of litigation and regulation—a quality
apparently unshared by shareholder proposals and the responsibilities of
those who submit them.*® Under the current law, something as basic as the
duty of good faith would not apply to a minority shareholder who
deliberately proposes a harmful proposal, even though this would be a
crucial element in determining liability of directors, executives, and even
majority shareholders (where applicable).’® While some provisions of
Delaware law permit these duties to be somewhat restricted via
modifications to a company’s certificate of incorporation,® there are
ample examples where no such abrogation occurred and directors faced
liability for their actions.*®

50. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-141; see also Schnell, 285 A.2d at 439—
40; Blasius Indus., 564 A.2d at 663; Sinclair Oil Corp., 280 A.2d at 719; Perlman, 219 F.2d at 176.

51. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-141; see also Lyondell Chem. Co., 970
A.2d at 239; Weinberger, 457 A.2d at 710; Smith, 488 A.2d at 872.

52. See, e.g., Huff Energy Fund, L.P. v. Gershen, No. 11116-VCS, 2016 WL 5462958, at *42
(Del. Ch. Sept. 29, 2016).

53. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Smith, 488 A.2d at 873;
In re Walt Disney Co. Derivative Litig., 906 A.2d 27, 53 (Del. 2006); Stone ex rel. AmSouth
Bancorporation v. Ritter, 911 A.2d 362, 370 (Del. 2006).

54. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-82; see also Ivanhoe Partners v.
Newmont Mining Corp., 535 A.2d 1334, 1340 (Del. 1987); Blasius, 564 A.2d at 657; Guth v. Loft,
Inc., 5 A.2d 503, 510 (Del. 1939).

55. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-141; see, e.g., Lyondell Chem. Co., 970
A.2d at 237; Weinberger, 457 A.2d at 703; Smith, 488 A.2d at 864; In re Walt Disney Co. Derivative
Litig., 906 A.2d at 46.

56. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-82; lvanhoe, 535 A.2d at 1341; Blasius
Indus., 564 A.2d at 662-63; Guth, 5 A.2d at 510.

57. See DEL. CODE ANN. tit. 8 § 102(b)(7) (West 2021). See generally Lyondell Chem. Co., 970
A.2d 235 (discussing provisions indemnifying and holding harmless directors for any alleged breaches
of the fiduciary duty of care but not the duty of loyalty).

58. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-141; see also Schnell v. Chris-Craft
Indus., 285 A.2d 437, 439 (Del. 1971); Blasius Indus., 564 A.2d at 662-64; Sinclair Oil Corp. v.
Levien, 280 A.2d 717, 723 (Del. 1971).
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a. The Fiduciary Duty of Care

The fiduciary duty of care requires a director to be informed of all
material information reasonably available before making a business
decision.>® The director, executive, or majority shareholder must act with
the level of care that an ordinarily careful and prudent person would use
in their position under similar circumstances.®® According to the American
Law Institute’s Principles of Corporate Governance, the fiduciary duty of
a director is as follows:

A director or officer has a duty to the corporation to perform the
director’s or officer’s functions: in good faith; in a manner that he or
she reasonably believes to be in the best interests of the corporation;
and with the care that an ordinarily prudent person would reasonably
be expected to exercise in a like position and under similar
circumstances.®!

In reviewing whether an individual bound by the duty has satisfied
it, courts have looked at the information available to a director and the
process followed by the board in reaching its decisions.5?

In evaluating a director’s actions under the duty of care standard,
courts apply the “business judgment rule” when directors act with the
requisite knowledge, employ due consideration when reaching a decision,
and otherwise meet the elements necessary to justify the rule’s
application.®® Under the business judgment rule, courts will presume that
disinterested directors have made decisions on an informed basis with a
good faith belief that the decisions are in the best interests of the
corporation.? The American Law Institute provides the following
definition of the business judgment rule in its Principles of Corporate
Governance:

A director or officer who makes a business judgment in good faith
fulfills the duty under this section if the director or officer: (1) is not
interested in the subject of the business judgment; (2) is informed
with respect to the subject of the business judgment to the extent that

59. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Smith, 488 A.2d at 872;
Blasius Indus., 564 A.2d at 652; Guth, 5 A.2d at 510.

60. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Smith, 488 A.2d at 872;
Blasius Indus., 564 A.2d at 652; Guth, 5 A.2d at 510.

61. PRINCIPLES OF CORPORATE GOVERNANCE § 4.01(a) (AM. L. INST. 2020).

62. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Smith, 488 A.2d at 874;
Blasius Indus., 564 A.2d at 659; Guth, 5 A.2d at 515.

63. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Aronson v. Lewis, 473
A.2d 805, 818 (Del. 1984); Smith, 488 A.2d at 872—73; Moran v. Household Int’l Inc., 500 A.2d 1346,
1350 (Del. 1985).

64. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Aronson, 473 A.2d at
811; Smith, 488 A.2d at 871; Moran, 500 A.2d at 1350.
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the director or officer reasonably believes is appropriate under the
circumstances; and (3) rationally believes that the business judgment
is in the best interests of the corporation.®®

Individuals challenging board decisions can rebut this presumption
by demonstrating that the directors were grossly negligent in their
decision-making and thus in violation of their duty of care.%® In Smith v.
Van Gorkom, a seemingly earth-shattering case of business organizations
law, the Delaware Supreme Court held that even very experienced
directors who sold their company shares at a $20 premium over the market
price could be held liable because they decided to sell too quickly for the
court’s preference and without viewing enough studies of value.®” While
this was certainly the exception to the principle that the reasonable
business judgment rule ordinarily shields directors from liability, it
reminds us that even under apparently beneficial circumstances for the
shareholders (such as the $20 premium over market price), directors can
face liability for taking insufficient time to study company valuations or
to consider the impact of their actions on shareholders.®® We are aware of
no case even remotely similar that imposes a duty on an activist submitting
a shareholder proposal. Individuals submitting such proposals need not
even seek the protection of the business judgment rule because the
fiduciary duty of care under which the rule applies does not extend to
shareholder activists.

A counterargument can be sustained that the business judgment rule
ordinarily protects directors, executives, and majority shareholders and
leads to a dismissal of most litigation.®® This would mean that the litigation
threats these individuals actually face are not much greater than minority
shareholder proponents of ill-advised proposals.”® After all, the outcome
observed in Smith v. Van Gorkom is the exception that proves the rule.”
Under the business judgment rule, courts focus on the leadership’s process
in making a decision rather than the outcome of the decision, which
permits almost any choice made by leadership to withstand scrutiny as
long as the process of reaching it does not greatly offend the court.” In

65. PRINCIPLES OF CORPORATE GOVERNANCE, supra note 61, § 4.01(c).

66. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Aronson, 473 A.2d at
811; Smith, 488 A.2d at 884.

67. See Smith, 488 A.2d at 874; see also SPAMANN & SUBRAMANIAN, supra note 1, at 83-107.

68. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Aronson, 473 A.2d at
812; Smith, 488 A.2d at 890.

69. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Aronson, 473 A.2d at
818; Smith, 488 A.2d at 893; In re Walt Disney Co. Derivative Litig., 906 A.2d 27, 75 (Del. 2006).

70. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Aronson, 473 A.2d at
818; Smith, 488 A.2d at 893; In re Walt Disney Co. Derivative Litig., 906 A.2d at 75.

71. See Smith, 488 A.2d at 888; see also SPAMANN & SUBRAMANIAN, supra note 1, at 83-141.

72. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141.
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determining whether a defendant satisfied their fiduciary duty of care, a
court will generally give deference to the defendant and will not substitute
its own judgment for the defendant’s, even if a decision turned out to be
unwise, so long as the decider acted on an informed basis, in good faith,
and in the rational belief that the decision made was in the best interests of
the company and its stockholders.”

If the plaintiff fails to rebut the business judgment rule presumption
and cannot demonstrate a breach of a fiduciary duty, the plaintiff will not
be entitled to a remedy (and the defendant will not be subject to reprimand)
unless the challenged transaction constitutes waste.”* To recover on a
claim of waste, a plaintiff must prove that the relevant exchange was “so
one sided that no business person of ordinary, sound judgment could
conclude that the corporation has received adequate consideration.”” This
standard is stringent, and the plaintiff can only prove waste occurred in the
“rare, ‘unconscionable case where directors irrationally squander or give
away corporate assets.”””’® However, recovery is still technically possible,
though not against shareholders deliberately submitting proposals that
would squander corporate assets.

Delaware directors also owe a fiduciary duty of disclosure as part of
their duty of care.”” The fiduciary duty of disclosure requires directors to
disclose fully and fairly all material information within the board’s control
when it seeks shareholder action.” Directors further owe a fiduciary duty
of candor, also part of their duty of care.” The duty of candor requires
directors to communicate honestly and to make full and fair disclosures to
their fellow directors and the corporation’s stockholders of all information
known to them that is relevant to the decision under consideration.®
Moreover, directors, executives, and other individuals owing fiduciary

73. See Aronson, 473 A.2d at 811; In re Walt Disney Co. Derivative Litig., 906 A.2d at 52; Stone
ex rel. AmSouth Bancorporation v. Ritter, 911 A.2d 362, 369 (Del. 2006); Moran v. Household Int’l,
Inc., 500 A.2d 1346, 1350 (Del. 1985); see also SPAMANN & SUBRAMANIAN, supra note 1, at 83-141.

74. See In re Walt Disney Co. Derivative Litig., 906 A.2d at 74; SPAMANN & SUBRAMANIAN,
supra note 1, at 83-141.

75. In re Walt Disney Co. Derivative Litig., 906 A.2d at 74; SPAMANN & SUBRAMANIAN, supra
note 1, at 83-141.

76. In re Walt Disney Co. Derivative Litig., 906 A.2d at 74 (quoting Brehm v. Eisner, 746 A.2d
244, 263 (Del. 2000)); see SPAMANN & SUBRAMANIAN, supra note 1, at 83-141.

77. See Chatham Asset Mgmt., LLC v. Papanier, No. 2017-0088-AGB, 2017 WL 6550428, at
*9 (Del. Ch. Dec. 22, 2017).

78. 1d.

79. See generally Steven Smith, Duties and Liabilities of Boards of Directors, BUCHANAN LABS
(July 2, 2015), http://buchanan-labs.com/duties-and-liabilities-of-boards-of-directors-2/
[https://perma.cc/VUE3-F6MQ)].

80. See id.
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duties to the corporation cannot trade on insider information.®* The duty
of candid disclosure of such information to the public prior to trading on
it forms the very basis of American insider trading regulations.®? We are,
once again, unaware of any such impositions of duty on proponents of
activist shareholder proposals that promote drastic changes in the way a
particular publicly traded corporation does business, even if the business
of the corporation is generally good in its unaltered state.

b. The Fiduciary Duty of Loyalty

Another duty not extended to activist minority shareholders is the
fiduciary duty of loyalty to the corporation and its shareholders.®® This
obligation is crucial in preventing majority shareholders, executives, and
board members from proposing actions deliberately harmful to a
corporation due to some potential benefit that might accrue to the activist
shareholder.8* Ordinarily, this duty might prevent a parent corporation
from taking advantage of its subsidiary by engaging in dealings that
would be overly beneficial to the owner company and detrimental
to the shareholders.® In the same spirit, this duty, if applied to proponents
of harmful proposals, would be remarkably helpful in preventing
individuals from shorting the same company to which they submit
unhelpful ideas. Nevertheless, no such duty appears to apply to minority
shareholder activists, although it applies to majority shareholders, officers,
directors, and corporations that hold a particular company as a subsidiary
of their own.%

The duty of loyalty prohibits self-dealing by requiring officers,
directors, and majority shareholders to act in good faith and in a manner
they reasonably believe to be in the best interests of the corporation and
its stockholders.®” An executive’s, board member’s, or majority
shareholder’s own financial or other self-interest may not take priority
over the interests of the corporation and its stockholders when these

81. See Chiarella v. United States, 445 U.S. 222, 227 (1980); see also Dirks v. SEC, 463 U.S.
646, 651 (1983).

82. See Chiarella, 445 U.S. at 227; Dirks, 463 U.S. at 651.

83. See Ivanhoe Partners v. Newmont Mining Corp., 535 A.2d 1334, 1345 (Del. 1987); see also
Blasius Indus. v. Atlas Corp., 564 A.2d 651, 663 (Del. Ch. 1988); Guth v. Loft, Inc., 5 A.2d 503, 510
(Del. 1939); SPAMANN & SUBRAMANIAN, supra note 1, at 61-82.

84. See lvanhoe Partners, 535 A.2d at 1345; see also Blasius Indus., 564 A.2d at 663; Guth, 5
A.2d at 510; SPAMANN & SUBRAMANIAN, supra note 1, at 61-82.

85. See lvanhoe Partners, 535 A.2d at 1345; see also Blasius Indus., 564 A.2d at 663; Guth, 5
A.2d at 510; SPAMANN & SUBRAMANIAN, supra note 1, at 61-82.

86. See lvanhoe Partners, 535 A.2d at 1345; see also Blasius Indus., 564 A.2d at 663; Guth, 5
A.2d at 510; SPAMANN & SUBRAMANIAN, supra note 1, at 61-82.

87. See lvanhoe Partners, 535 A.2d at 1341; see also Blasius Indus., 564 A.2d at 657; SPAMANN
& SUBRAMANIAN, supra note 1, at 61-82.
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individuals make decisions on behalf of the corporation.t® The director
also has an obligation to act in good faith in the oversight of the
corporation.®® Perhaps the most important aspect of the duty of loyalty is
the difficulty of mounting a business judgment rule defense—the most
popular defensive mechanism available to parties sued in the corporate
context under a breach of fiduciary duty.®® While amply available to
defendants in lawsuits arising from an alleged breach of the duty of care,
this rule becomes much more inaccessible when the suit arises from an
alleged breach of the duty of loyalty.®! That is because a director’s duty of
loyalty is commonly challenged in connection with conflicts of interest
and corporate opportunities, as described below.%

1. Conflicts of Interest

A conflict of interest may exist when a member of company
leadership has a direct or indirect personal or financial interest in a
transaction or other matter involving the corporation.®® Individuals who
have a duty of loyalty to the corporation should promptly disclose potential
conflicts of interest to the board and describe all material facts concerning
the transaction or other matters that are known to the conflicted
individual.®* Following disclosure, an interested individual should not
decide on the matter that involves the conflict of interest.®® In some
situations, the conflicted individual must refrain from participating in
discussions or excuse themselves from meetings during the discussion.%
A majority of disinterested directors should approve transactions that
present conflicts of interest after full disclosure of all material information
regarding the transaction and the nature of the conflicted individual’s

88. See Ivanhoe Partners, 535 A.2d at 1341; see also Blasius Indus., 564 A.2d at 657; SPAMANN
& SUBRAMANIAN, supra note 1, at 61-82.

89. See lvanhoe Partners, 535 A.2d at 1341, see also Blasius Indus., 564 A.2d at 657; SPAMANN
& SUBRAMANIAN, supra note 1, at 61-82.

90. See SPAMANN & SUBRAMANIAN, supra note 1, at 83-141; see also Aronson v. Lewis, 473
A.2d 805, 809 (Del. 1984); Smith v. Van Gorkom, 488 A.2d 858, 872-73 (Del. 1975).

91. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-141; see also Matthew Gensburg, The
Business Judgment Rule and Its Limits and Exceptions, GENSBURG CALANDRIELLO & KANTER, P.C.
(May 22, 2018), https://www.gcklegal.com/business-judgment-rule-limits-exceptions [https:/
perma.cc/8TPV-FKAK].

92. See SPAMANN & SUBRAMANIAN, supra note 1, at 61-141; see also Aronson, 473 A.2d at
814; Smith, 488 A.2d at 865.

93. See Mills Acquisition Co. v. Macmillan, Inc., 559 A.2d 1261, 1264 (Del. 1989); Guth v. Loft,
Inc., 5 A.2d 503, 511 (Del. 1939); see also SPAMANN & SUBRAMANIAN, supra note 1, at 61-82.

94. See Mills Acquisition Co., 559 A.2d at 1280; see also SPAMANN & SUBRAMANIAN, supra
note 1, at 61-82.

95. See Mills Acquisition Co., 559 A.2d at 1282; see also SPAMANN & SUBRAMANIAN, supra
note 1, at 61-82.

96. See Mills Acquisition Co., 559 A.2d at 1282. see also SPAMANN & SUBRAMANIAN, supra
note 1, at 61-82.
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interest in the transaction.®” Conflicted members of corporate leadership
have a duty to disclose to the board material information in their
possession affecting a board decision, especially where the conflicted
individuals have a personal interest in the outcome of the decision.%

Coincidentally, a conflict of interest may remove the protections of
the business judgment rule.®® The business judgment rule does not apply
if invoked by an interested fiduciary. Hence, if the allegations of a duty of
loyalty violation come in connection with some personal interest that the
accused could advance by acting inappropriately, then the business
judgment rule defense may be altogether unavailable.!® The potential
unavailability of the business judgment rule is why conflicts of interest
pose significant problems for members of company leadership despite
posing no problem for proponents of bad corporate policy who submit
shareholder proposals. Under the current rules, individuals who seek the
company’s demise face no liability for submitting proposals that might
lead to its demise as long as the proponent is not part of the corporate
leadership team.

2. Corporate Opportunities

The duty of loyalty generally requires that if a director gains access
to a corporate opportunity related to the corporation’s business, the
director must first make that opportunity available to the corporation
before pursuing it on their own behalf.!°* Directors should consider the
following factors when deciding whether a potential business transaction
is a corporate opportunity: (i) the relevance of the opportunity to the
corporation’s existing or proposed business; (ii) the context in which the
director became aware of the opportunity; (iii) the possible impact of the
opportunity on the corporation and the level of interest of the corporation
in the opportunity; and (iv) the reasonableness of any corporate
expectation that the director should present the opportunity to the
corporation.1® If an individual subject to the duty of loyalty presents the
opportunity to the board and the disinterested directors disclaim interest in

97. See Mills Acquisition Co., 559 A.2d at 1280; see also SPAMANN & SUBRAMANIAN, supra
note 1, at 61-82.

98. See Mills Acquisition Co., 559 A.2d at 1280; see also SPAMANN & SUBRAMANIAN, supra
note 1, at 61-82.

99. See Westmoreland Cnty. Emp. Ret. Sys. v. Parkinson, 727 F.3d 719, 725-56 (7th Cir. 2013);
Emerald Partners v. Berlin, 787 A.2d 85, 91 (Del. 2001); see also Gensburg, supra note 91.

100. See Westmoreland Cnty. Emp. Ret. Sys., 727 F.3d at 726; Emerald Partners, 787 A.2d at
91; see also Gensburg, supra note 91.

101. See J. Leo Johnson, Inc. v. Carmer, 156 A.2d 499, 502 (Del. 1959); Guth v. Loft, Inc., 5
A.2d 503, 510 (Del. 1939); Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173, 180
(Del. 1986).

102. See Guth, 5 A.2d at 511.
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the opportunity, the interested individual may generally pursue the
opportunity on their own behalf.1% Board members are subject to the same
fiduciary duties as are officers, and the duty may extend to majority
shareholders as well 1%

Take the case of Guth v. Loft, Inc. as an important example.%® The
case discusses what is now a historic event of the transfer of rights to
Pepsi-Cola. % Guth, the president of Loft, received an offer in his capacity
to purchase Pepsi-Cola as a replacement for a deal Loft had with Coca-
Cola.’” Guth saw the benefit in the transaction and the future proceeds of
Pepsi-Cola through its business with Loft'% and purchased Pepsi-Cola for
himself rather than on behalf of his company.!® Because Guth violated his
duty of loyalty and engaged in beneficial self-dealing as opposed to
bringing the offer to his company, the court forced him to turn over his
shares of Pepsi-Cola to Loft and any profits otherwise gained from the
transaction with Pepsi-Cola.**

A similar duty, however, does not exist for minority shareholders
who file proposals to change a company’s manner of business. Such
shareholders can, at least in theory, ask the corporation to engage in
business dealings that would forego valuable business opportunities for
that corporation, but that might create those same opportunities for the
proponents of the proposal. For example, proposals to engage in more
carbon-neutral processes for the manufacture of products, if adopted,
would undoubtedly aid businesses that specialize in producing
manufacturing equipment that has a low carbon footprint. Does it make
sense to permit members of the benefitting industry to purchase shares in
certain companies and then make proposals that those companies engage
them in one-sided business ventures? One might argue that this would
breach the fiduciary duty of loyalty if done by a director or manager of the
non-benefitting company,*! but because minority shareholders have no
such duty, they can make these proposals to their hearts’ (and wallets’)
content. In fact, if they are clever, they may submit the shareholder
proposals in ways that are not obviously affiliated with their carbon-
neutral-manufacturing-equipment business, hence removing suspicion in

103. Id.

104. See generally Powers & Duties, supra note 23.

105. Guth, 5 A.2d 503.

106. Id. at 506.

107. Id. at 506-07.

108. Id. at 506.

109. Id. at 507-08.

110. Id. at 508.

111. E.g., id. at 511; see also SPAMANN & SUBRAMANIAN, supra note 1, at 61-82.
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the eyes of the retail shareholder (and perhaps even the “smart money”
shareholder) that the proponent is up to no good.

ii. Shareholders

In contrast to the broad fiduciary duties owed by directors and
officers, shareholders only owe fiduciary duties to the corporation and
other shareholders if they are deemed a “controlling” shareholder.!!?
However, this is not a trivial imposition for majority shareholders, as they
can frequently face lawsuits similar to the ones levied against executives
and directors for a breach of a fiduciary duty.'!® Nevertheless, unlike some
states, Delaware does not impose on controlling shareholders (and their
representatives in management) a “heightened” fiduciary duty.** When
the “heightened” duty applies—in certain other states and in the Delaware
limited liability context—it requires the controlling shareholders to share
pro rata with the minority all corporate benefits.!*®> A controlling
shareholder is a shareholder who holds at least 50% of the corporation’s
shares and exercises actual control under Delaware law, but this concept
may soon evolve to include shareholders who control a sufficiently large
block of a corporation to be able to control its operations.*'¢

Because minority shareholders do not owe fiduciary duties to the
corporation or the other shareholders, minority shareholders may act in
self-serving ways thus harming the corporation.*” However, this risk has
generally “attracted little attention for two [main] reasons.”!!® First,
minority shareholders historically “played a largely passive role” in public
corporations.!'® Second, the common belief is that the shareholder’s
“primary goal is to improve the [corporation’s] overall economic
performance.”'?° After all, this is usually the way the shareholder profits
from owning a company’s shares: by arise in its stock price and dividend
payouts that will manifest themselves into dividend and capital gains for

112. See Sinclair Oil Corp. v. Levien, 280 A.2d 717, 723 (Del. 1971); Perlman v. Feldmann, 219
F.2d 173,177 (2d Cir. 1955); In re Delphi Fin. Grp. S’holder Litig., No. 7144-VCG, 2012 WL 729232,
at *15 (Del. Ch. Mar. 6, 2012).

113. See lvanhoe Partners v. Newmont Mining Corp., 535 A.2d 1334, 1344 (Del. 1987); Blasius
Indus. v. Atlas Corp., 564 A.2d 651, 658 (Del. Ch. 1988); Guth, 5 A.2d at 510; see also SPAMANN &
SUBRAMANIAN, supra note 1, at 61-82.

114. See Nixon v. Blackwell, 626 A.2d 1366, 1373 (Del. 1993).

115. 1d. at 1371.

116. Id.

117. Iman Anabtawi & Lynn A. Stout, Fiduciary Duties for Activist Shareholders, 60 STAN. L.
Rev. 1255, 1257 (2008).

118. Id.

119. Id.

120. Id. at 1258.
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that shareholder. As discussed in this Article, these assumptions no longer
hold true in certain scenarios.!?*

B. Overview of Short-Selling

A traditional short sale occurs when an investor sells stock that the
investor does not yet own or when a sale is consummated by delivering
stock borrowed by, or for the account of, the investor.*?? The investor later
closes out the short position by returning the borrowed security to the stock
lender, usually by purchasing securities on the open market.'?® Investors
selling short-stock believe the stock’s price will fall, hoping to purchase
the stock at a lower price, return the stock to the lender, and make a profit
on the difference between the price of stock sale and the price of stock
repurchase and return.!?* If the price of the stock instead increases, the
short seller seeking to terminate their position would purchase the stock at
the higher price and will incur a loss.*?® This loss occurs because the price
of selling the borrowed stock was lower than the price paid upon
repurchase and return of the borrowed shares. Therefore, the short seller
profits when the share price decreases between the investor’s sale and
subsequent repurchase, thus generating a potential incentive for security
price manipulation to the downside.!?

There are other ways to short securities that do not require borrowing
and selling shares.'?” Investors could sell call options by writing the option
themselves and conveying the option to a willing buyer.'?® A call option
entitles the buyer to purchase the stock at the previously agreed strike price
from the writer of the option.? The option locks in the price, so no matter
how high or low the price of the underlying security goes, the individual
holding the option can buy that stock at the strike price.’®® The writer of
the call option, on the other hand, must convey the stock at the strike price
even if the actual price of the security is higher.®! Hence, the individual

121. Id.

122. Short Sales, U.S. SEC. & EXCH. COMM’N, https://www.sec.gov/answers/shortsale.htm
[https://perma.cc/35FK-HZXV].

123. Id.

124. 1d.

125. Id.

126. Id.

127. 1D Analysts, Short Call Options Strategy Explained (Simple Guide), INVESTING DAILY
(Nov. 21, 2018), https://www.investingdaily.com/44389/short-call-options-stragegy/ [https://perma.
cc/T77S-ZSXB]; Jon Lewis, Put Options: The Best Way to Short Stocks, INV. PLACE (June 26, 2009),
https://investorplace.com/2009/06/use-put-options-to-short-stocks/ [https://perma.cc/XQ7J-JLHV].

128. See ID Analysts, supra note 127.

129. See id.

130. See id.

131. See id.
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writing the call option has a short position, because they are counting on
the stock price to fall or remain below the strike price, and the buyer of the
call option has a long position, because they have the right (but not the
obligation) to purchase the underlying security.’® Needless to say,
options are only valuable so long as the stock price is actually above the
strike price of the option.’*® Otherwise, the option holder can simply
purchase the stock for less on the open market and allow the option
contract to expire.’3*

Similar to shorting stocks through a derivative call option, the
investor can also achieve the same or similar result through put options.**
While a call option entitles the buyer to buy at a price that the parties
previously agreed to, a put option entitles the buyer to sell at a price the
parties previously agreed to.*® These options function in the opposite
direction of a call option.**” While a call option entitles the holder to
purchase shares of stock from the writer at the strike price, the put option
entitles the holder to sell shares of stock to the writer at the strike price.*®
Hence, an individual wishing to bet against a stock may purchase several
put options at a particular strike price.® Then, when the stock suffers a
decline below the stock price, the right to sell that stock above its new low
price suddenly becomes valuable and marketable to holders of that
security.}® The holder of the put option can then sell it to individuals
(basically as an insurance policy against st