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standard of materiality as Rule 14a-9.2 5 Citing no support for identical standards of materiality, Justice Kennedy hypothesized that if
the standards of materiality are different, then the respondents could
have lost their state law remedy.251 The Virginia statute might have
been satisfied when the holders of minority shares were informed
that a share was worth $42 .297 If this were the case, the approval of
the holders of minority shares in the absence of full disclosure may
have cost the respondents their power to void the merger. 3 Justice
Kennedy concluded that a remand would have been proper because
the issue of materiality under Virginia law was not considered below.?

At this stage of the proceeding, however, the Supreme Court

is "not well positioned as an institution to provide a definitive
resolution to state law questions of this kind."-," In any event, where
appreciating the consequences of full disclosure is difficult, Justice
Kennedy would "resolve doubts in favor of those the statute is
designed to protect" so as to "effectuate the congressional policy of
ensuring that the shareholders are able to make an informed choice
when they are consulted on corporate transactions.""'

IV.

EVALUATION

In Virginia Bankshares, the respondents won the battle but lost
the war. The Supreme Court held that the statements made by the
petitioners in the proxy solicitation, coupled with objective evidence
demonstrating that the statements were misleading or false, were
sufficient for the jury to hold the petitioners liable for violating
section 14(a) of the 1934 Act, through SEC Rule 14a-9. 3c2 However
false or materially misleading these statements may have been, the
Court did not permit the respondents to recover damages under
federal securities laws because the respondents did not have enough
votes to prevent the freeze-out merger under Virginia law."1

295. Virginia Bankshares, 111 S. Ct. at 2773 (Kennedy, J., concurring in part
and dissenting in part).
296. Id.
297. Id.
298. Id.
299. Id.
300. Id.
301. Id. (quoting Mills, 396 U.S. at 385).
302. See supra notes 199-220 and accompanying text.
303. The Court, in a 5-4 decision, reversed the Fourth Circuit. Virginia Bankshares, 111 S. Ct. at 2761-66. See supra notes 221-53 and accompanying text. Chief
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Part II of the Supreme Court Opinion

In Part II of its opinion, the Court found that mere disbelief
or undisclosed motive would not authorize an action under section
14(a). 04 Because this implied private right of action for breach of
section 14(a) of the 1934 Act through SEC Rule 14a-9 was established
to prevent the solicitation of proxies that were false or misleading
as to a material fact,30 5 the well established principles of the torts of
306
misrepresentation and nondisclosure are implicated.
In a customary claim brought for misrepresentation or nondisclosure of a material fact, evidence must be presented to the fact
finder which suggests that the representation was false or misleading
at the time that it was made.30 7 The Court held that in the absence
of such evidence, the proof that such statements actually possessed
misleading characteristics would require the fact finder to consider
"hypothetical [and] psychological" scenarios replete with intimation
3
and insinuation . 08
As a practical matter, the Court had firm footing in holding
that it would be rare to detect disbelief or undisclosed belief without
presenting evidence of the falsity of the statement's subject matter. °9
Consequently, the Court felt that the preclusion of such claims from
the federal forum would not "substantially narrow" the scope of the
310
implied cause of action.

The Court's sentiment in this specific case notwithstanding, this
preclusion "of an action for misrepresentation of belief is entirely
contrary to the modern law of torts ....
,,", Historically, there has

Justice Rehnquist and Justices White, O'Connor, and Scalia joined as to Part III.

Virginia Bankshares, 11 S. Ct. at 2754. Justices Marshall, Blackmun, Stevens, and

Kennedy dissented. Id. at 2767-73. See supra notes 262-301 and accompanying text.

304. Virginia Bankshares, 111 S. Ct. at 2760.

305. See supra notes 3-12 and accompanying text.
306. See generally KEEroN gr AL., supra note 259, §§ 105-109, at 725-70.
307. Id. § 105, at 728 (citations omitted).
308. Virginia Bankshares, 111 S. Ct. at 2760. The Court held: "[T]o recognize
liability on mere disbelief or undisclosed motive without any demonstration that
the proxy statement was false or misleading about its subject would authorize § 14(a)
litigation confined solely to what one skeptical court spoke of as the 'impurities' of
a director's 'unclean heart."' Id. (quoting Stedman v. Storer, 308 F. Supp. 881,
887 (S.D.N.Y. 1969) (claim pursuant to § 10(b) of the 1934 Act)).
309. Id.
310. Id.
311. Id. at 2767 (Scalia, J., concurring in part and concurring in the judgment).
See also Vulcan Metals Co., 248 F. at 856 (Hand, Learned, J.) ("[An opinion is a
fact, and it may be a very relevant fact; the expression of an opinion is the assertion
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been an exception to the general rule that misrepresentations of belief
or opinion cannot sustain a remedy. 31 2 This exception is based upon
the premise that certain special relationships of "trust and confi3 13
dence" exist where one party has superior knowledge to the other.
This "special relationship" causes the plaintiff to rely on the professed
expertise and opinion of the defendant. 314 The standard of care in
special relationships is heightened because:
the expression of an opinion may carry with it an implied
assertion, not only that the speaker knows no facts which
would preclude such an opinion, but that it does know facts
which justify it. There is quite general agreement that such
an assertion is to be implied where the defendant holds
himself out or is understood as having special knowledge
of the matter which is not available to the plaintiff, so that
his opinion becomes in effect an assertion summarizing his
5s
knowledge1
In the corporate context, a special relationship built on trust
and confidence exists between the directors and shareholders of a
corporation where the shareholders trust the directors to manage the
corporation in the shareholders' best interest. Because shareholders
are at a distinct disadvantage due to their lack of day-to-day control
of the corporation, state corporate law316 mandates that directors owe
31 7
three basic duties to the shareholders of the corporation: obedience,
of a belief, and any rule which condones the expression of a consciously false
opinion condones a consciously false statement of fact.").
312. KETON ET AL., supra note 259, § 109, at 760.
313. Id. (citations omitted). Examples of such "special relationships" include
attorney-client and principal-agent. Id. e also W. Page Keeton, Fraud. Mirtpresentations of Opinion, 21 MINN. L. Rav. 634, 658 (1937) ("representations amounting
to a statement of a conclusion of fact based upon information or knowledge which
the representor professes to have over and above that possessed by the representee,

as well as an opinion as to ...

314.

KEETON ET AL.,

the existence of a present fact").

supra note 259, § 109, at 760.

315. Id. § 109, at 760-61 (citations omitted).

316. Special relationships between parties are created primarily at the state
level. See, e.g., Japan Petroleum Co. (Nigeria) Ltd. v. Ashland Oil, Inc. 456 F.
Supp. 831, 840 n.17 (D. Del. 1978) ("The relationship between a principal and
an agent is determined in general by the law of the state which has the most
significant relationship to the parties and the transaction at issue.").
317. The duty of obedience requires that "directors and officers must contain
their activities within the powers conferred upon their corporation by its charter
and within the powers conferred upon them or as restricted by the articles of
incorporation, code of regulations, and bylaws." WiLt.toi E. KNFPPER & DAN A.
BAILEY, LIABILrrY OF CORPORATE OFFICERS AND DimFcroRs 5 1.05, at 9 (4th ed.

1988).
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diligence, 318 and loyalty.3 19 Implicit in these duties is the requirement
that directors will use all available information to benefit the corporation and shareholders.3 20 An information gap exists between the
directors of a corporation and its shareholders because the shareholders lack the time or resources to gain knowledge of any pending
corporate decisions. The safeguards of the proxy system (section
14(a) and Rule 14a-9) ensure that shareholder suffrage will not be
tainted by decisions based on anything less than full disclosure of
all material facts.
In the case at bar, the Fourth Circuit held that "the jury was
certainly justified in believing that the directors did not believe a
merger at $42 per share was in the minority stockholders' interest
but, rather, that they voted as they did for other reasons, e.g.,
retaining their seats on the board." 321 The Supreme Court, however,
refused to sanction a cause of action based solely on an "undisclosed
motivation without further proof that the statement was defective as
'322
to its subject matter.
The Court's holding in this case was unnecessary as well as
puzzling. It was unnecessary because the Court conceded, "We think
that proof of mere disbelief or belief undisclosed should not suffice
for liability under [section] 14(a), and if nothing more had been
3 23
required or proven in this case we would reverse for that reason."
The Court had no reason to discuss the actionability of disbelief or
undisclosed belief because, in this case, there were neither "mere
disbelief[s] [n]or undisclosed motive[s]." 3 24 The respondents provided
concrete evidence "demonstrat[ing] something false or misleading in

318. The duty of diligence, or the director standard of care, requires "the
director to discharge his duties: (1) in good faith; (2) with the care that an ordinarily
prudent person in a like position would exercise under similar circumstances; and
(3) in a manner he reasonably believes to be in the best interests of the corporation."
Id.§ 1.05, at 10 (citation omitted).
319. The duty of loyalty requires that "a director must refrain from engaging
in his own personal activities in such a manner as to injure or take advantage of
his corporation." Id.
320. See Smith v. Van Gorkum, 488 A.2d 858, 872 (Del. 1985) ("[t]he determination of whether a business judgment is an informed one turns on whether
the directors have informed themselves 'prior to making a business decision, of all
material information reasonably available to them"') (citations omitted). See, e.g.,
KNEPPER & BAILEY, supra note 317, §§ 1.03-1.04.
321. Sandberg, 891 F.2d at 1121.
322. Virginia Bankshares, 111 S. Ct. at 2760.
323. Id.
324. Id.
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what the statement expressly or impliedly declared about its subject.

3 25

As a result, the Court's distinction between substantiated

and unsubstantiated beliefs or undisclosed motivations was pure dicta.
This unwarranted digression by the Court was inconsistent with
another part of its opinion. In footnote five of the opinion, the Court
refused to address the issue left open in TSC Industries, Inc. v. Northway,
Inc. of "whether scienter was necessary for liability generally under
[section] 14(a). ' 326 Indeed, had the Mills Court been so bold and
not refrained from deciding the issue not before it of "whether
causation could be shown where the management controls a sufficient
number of shares to approve the transaction without any votes from
the minority, '

327

the Virginia Bankshares Court might have had to

overrule a twenty-one year old precedent to satisfy its present desire
to reduce access to the federal forum.328 The Supreme Court should

325. Id.
326. Id. at 2757 n.5 (referring to TSC, 426 U.S. at 444 n.7). It appears that
there remains another unresolved "footnote 7" in § 14(a)jurisprudence. The original
"footnote 7" in contemporary proxy jurisprudence was that of Mills. Mills, 396
U.S. at 385 n.7. See supra text accompanying note 35 (providing the full text of
the Mills "essential link" test).
327. Mills, 396 U.S. at 385 n.7.
328. The Court's recent decisions indicate a present proclivity to restrict access
to the federal forum. This is due in part to the increased caseload which presently
confronts the lower federal court system:
The escalating recourse to damage suits has placed a severe and growing
burden on the lower federal court. My research-accomplished mostly
through a computer search of cases in the federal reporters-indicates that
in the past decade there have been at least 243 reported Court of Appeals
opinions and 515 District Court opinions dealing with the existence of
implied causes of action under various federal statutes. It is time federal
courts discontinued the speculative creation of damages liability where the
legislative branch has chosen to remain silent.
Merrill Lynch, Pierce, Fenner & Smith v. Curran, 456 U.S. 353, 408 n.17 (1982)

(Powell, J., dissenting).
This view also implicates concerns of separation of powers. The present trend
is that the judiciary refrains from assuming the legislature's role:
Under Art. III, Congress alone has the responsibility for determining the
jurisdiction of the lower federal courts. As the Legislative Branch, Congress
also should determine when private parties are to be given causes of action
under legislation it adopts. As countless statutes demonstrate, including
Titles of the Civil Rights Act of 1964, Congress recognizes that the creation
of private actions is a legislative function and frequently exercises it. When
Congress chooses not to provide a private civil remedy, federal courts
should not assume the legislative role of creating such a remedy and
thereby enlarge their jurisdiction.
Thompson, 484 U.S. at 191 (Scalia, J., concurring in judgment) (quoting Cannon
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not entertain hypothetical circumstances in order to further its agenda,
but rather adjudicate only the disputes before it.
The Court's departure from contemporary tort theory was also
puzzling. The Court held that "[though] we certainly would not
hold a director's naked admission of disbelief incompetent evidence
of a proxy statement's false or misleading character, such an unusual
admission will not very often stand alone ....
"329 In this case, a
"naked admission ' 330 was given at trial by several of the Bank's

directors that they approved the freeze-out merger in order to retain
their seats on the board and not because the merger was in the best
33
interest of the shareholders (as provided in the proxy statement). 1
According to the Court's opinion, if there had been no evidence
that the shares were worth $60 each, instead of $42 per share, then
this "naked admission ' 33 2 would not have been enough to warrant
liability in this case. This "naked admission ' 333 of the directors'
undisclosed motivation was clearly "false or misleading as to [the]
material fact' '33 that the directors provided their disclosed motivation
(that the merger was in the best interest of the shareholders). If one
can elicit a director's "undisclosed motivation '

335

where there is

direct evidence demonstrating the directors' misleading or false "disclosed motivation," then liability is warranted.
To draw from the language used by Judge Learned Hand in
the seminal case on this topic, Vulcan Metals Co. v. Simmons Manufacturing Co. :336

v. University of Chicago, 441 U.S. 667, 730-31 (1979) (Powell, J., dissenting)).
In his concurrence, Justice Scalia stated, "The recent history of our holdings is
one of repeated rejection of claims of an implied right. This has been true in 9 of
11 recent private right of action cases heard by this Court." Id. at 190 (citations
omitted).
329. Virginia Bankshares, 111 S. Ct. at 2760.
330. Id.
331. Respondents' Brief at 18, Virginia Bankshares (No. 89-1448).
For example, Director Dewberry conceded that the board approved the
merger because it believed that it had "absolutely no other alternative
[t]here was nothing that we could do about it" . . . . Director Michael

admitted that the board believed that, if it did not approve the merger,
FABI would replace it with a board that would.
Id. at 18 n.14 (citations omitted).
332. Virginia Bankshares, 111 S. Ct. at 2760.
333. Id.
334. 17 C.F.R. § 14a-9 (1991).
335. Virginia Bankshares, 111 S. Ct. at 2760.
336. 248 F. 853 (2d Cir. 1918).
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An opinion [that the Bank's directors believed that the
merger was in the best interests of the shareholders] is a
fact, and it may be a very relevant fact; the expression of
an opinion is the assertion of a belief, and any rule which
condones the expression of a consciously false opinion con7
dones a consciously false statement of fact.1
Adapting the language of Keeton et al., in further support of this
argument, the Bank's directors "[held themselves] out... as having
special knowledge of the [reasons for approving the merger] which
[were] not available to the [respondents], so that [the directors']
opinion [became] in effect an assertion summarizing [the directors']
knowledge.' '338
The holding that such statements of false or misleading reasons
cannot support liability in a private section 14(a) action departs from
the well established torts of misrepresentation and nondisclosure.
That the United States Supreme Court departed as such in dicta
exacerbates its effect even more.
B.

Part III of the Supreme Court Opinion

In Part III of its opinion, the Supreme Court did not permit
the respondents to recover damages under federal securities laws
because they did not have enough votes to frustrate the freeze-out
merger under Virginia law.3 39 This section of the evaluation analyzes

the Court's ruling and offers an alternative resolution.
1.

Section 14's Legislative History

Congressional foresight cannot be expected to predict every
theory that a party will attempt to use in order to seek redress
pursuant to a statute that it enacts. As time progresses, plaintiffs
proceed to courts of law with the hope that they will be afforded
the protection of such a statute. If a court cannot derive a legislative
manifestation permitting such a plea for redress from the express
language of a statute, it must "inquir[e] whether Congress intended
to create . . . by implication, a private cause of action ......

337. Id. at 856.
338. See KEETON ET AL., supra note 259, § 109, at
339. Virginia Bankshares, 111 S. Ct. at 2761-66.

340. Touche Ross, 442 U.S. at 575.

760-61.
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In Virginia Bankshares, the Court was forced to interpret congressional intent. The Court maintained that Congress, by enacting
the 1934 Act, did not intend to expand the implied private cause
of action under section 14(a) to protect minority shareholders whose
votes are not required by state law or corporate bylaws to ratify
3
the transaction generating the claim.

41

The Court cited statements from the 1934 Act's legislative
history as indicative of Congress' avowed purpose: "Congress meant
to promote the 'free exercise' of stockholders' voting rights, and
protect '[flair corporate suffrage' from abuses exemplified by proxy
solicitations that concealed what the Senate report called the 'real
'3 42
nature' of the issues to be settled by the subsequent votes.
A better understanding of congressional purpose can be inferred
when the entire text of the respective House and Senate reports
are provided, instead of "sound-bites," which tend to distort concerns. Several congressional reports address section 14 of the 1934
Act.

34 3

A more complete excerpt of the House committee report, to
which the Court perfunctorily referred, illustrates, the legislative
interest in the regulation of proxy statements:
Faircorporatesuffrage is an important right that should attach
to every equity security bought on a public exchange.

Managements of properties owned by the investing public
should not be permitted to perpetuate themselves by the
misuse of corporate proxies. Insiders having little or no
substantial interest in the properties they manage have
often retained their control without an adequate disclosure
of their interest and without an adequate explanation of
the management policies they intend to pursue. Insiders
have at times solicited proxies without fairly informing the
stockholders of the purpose for which proxies are to be
used and have used such proxies to take from the stockholders for their own selfish advantage valuable property
rights. Inasmuch as only the exchanges make it possible

341. Virginia Bankshares, 111 S. Ct. at 2761.
342. Id. at 2764 (citations omitted).
343. Stephen R. Schmidt, Note, The ProperStandardof Faultfor Imposing Personal
Liability on CorporateDirectorsfor False or Misleading Statements in Proxy Solicitations under
Section 14(a) of the Securities Exchange Act of 1934 and SEC Rule 14a-9, 34 OHo ST.
L.J. 670, 677 (1973).
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for securities to be widely distributed among the investing
public, it follows as a corollary that the use of exchanges
should involve a corresponding duty of according shareholders fair suffrage. For this reason the proposed bill
gives the Federal Trade Commission power to control the
conditions under which proxies may be solicited with a
view to preventing the recurrence of abuses which have
frustrated the free exercise of the voting rights of stockholders.3
One commentator has interpreted this statement as "indicat[ing]
that Congress was concerned with the deliberate misuse of proxies5
to achieve ends which benefitted those in control of management."
Additionally, the methods by which management had abused the
proxy system compelled Congress to address the situations where
"insiders had actual knowledge of misstatements or of omissions
of material facts.' '346
Similarly, the complete Senate report, from which the Court
excerpted, provides a general legislative disdain for management
the true justifiand insiders who withhold from the shareholders
347
sought:
are
solicitations
proxy
cation for which
In order that the stockholder may have adequate knowledge
as to the manner in which his interests are being served,
it is essential that he be enlightened not only as to the
financial condition of the corporation, but also as to the
major questions of policy, which are decided at stockholders' meetings. Too often proxies are solicited wiffhout
explanation to the stockholder of the real nature of the
questions for which authority to cast his vote is sought.
For example, in one case brought to the committee's attention, proxies were solicited by the president of a corporation by means of a letter which purported to describe
certain transactions concerning which ratification by the
stockholders was sought. The letter omitted all mention
of other important details such as previously granted secret

344. H.R. REP. No. 1383, 73d Cong., 2d Sess. 13-14 (1934) (emphasis added
to identify language cited by Supreme Court in Virginia Bankshares, 111 S. Ct. at
2764, supra text accompanying note 342).
345. Schmidt, supra note 343, at 678.
346. Id.
347. Id.
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options in the corporation's stock, and the president's

individual interest in an underwriting agreement made by
the corporation, which furnished the real motive behind
the request for ratification. The solicitation in that case
so far succeeded that not a single stockholder appeared at
the meeting in person, and an employee of the company

voted all proxies in favor of ratifying all acts and proceedings taken by the directors and officers of the cor-

poration. The committee recommends that the solicitation
and issuance of proxies be left to regulation by the Com3 48
mission.
This citation advances a congressional desire to thwart proxies
solicited by insiders and managers that omitted or distorted the
34 9
true reasons for which proxies were being sought.
At the time the 1934 Act was being drafted, many additional
cases of proxy abuse were documented in order to provide Congress
with an idea of the depth of the problem in financial markets. After
the facts of egregious solicitations were provided, Congress would
3 50
state that the 1934 Act was enacted to respond to such abuses.
After presenting the background of a particularly deplorable proxy

solicitation, 351 the Senate announced the objective of the proxy
regulations in the 1934 Act:

348. S. REP. No. 792, 73d Cong., 2d Sess. 12 (1934) (emphasis added to
identify language cited by Supreme Court in Virginia Bankshares, 111 S. Ct. at 2764,
supra text accompanying note 342).
349. Schmidt, supra note 343, at 678.
350. See infra notes 351-52 and accompanying text.
351. The facts were:
In the instance of the American Commercial Alcohol Corporation, a
special meeting of the stockholders was called for July 21, 1933. A printed
notice of meeting was sent to the stockholders by the corporation, together
with an attached form of proxy and a letter purporting to disclose to the
stockholders all the pertinent information regarding the matters which the
board proposed to submit to the stockholders for approval. The formal
proxy constituted and appointed [several men] as attorneys in fact, with
full power of substitution .... When the meeting was held not a single
stockholder was present in person. The secretary of the corporation, appeared as a substitute proxy for the persons originally designated, and
voted 179,614 shares by proxy to ratify the acts of the officers, directors,
and members of the executive committee of the corporation. ...
The letter to the stockholders failed to disclose the action of the board
of directors authorizing the underwriting of the shares of capital stock
offered to the stockholders; failed to disclose the secret interest of the
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It is contemplated that the rules and regulations promulgated by the Commission will protect investors from
promiscuous solicitation of their proxies, on the one hand,
by irresponsible outsiders seeking to wrest control of a
corporation away from honest and conscientious corporation officials; and, on the other hand, by unscrupulous
corporate officials seeking to retain control 352of the management by concealing and distorting facts.
Floor debates also provided support for the proposition that
the proxy rules, if violated, mandated criminal punishment:
The solicitation of a proxy in violation of any rule or
regulation the Commission may prescribe is made, not a
misdemeanor but a criminal offense, punishable by fine and
imprisonment. This section gives to the Federal Trade
Commission the power by rule and regulation to create
criminal offenses in connection with the matter of soliciting
proxies, and shows the extent to which the bill goes in an
in the moral
endeavor to control the conduct of individuals
353
life.
of
activities
business
and everyday
This statement strongly suggests that Congress intended to treat
violators of the proxy rules most seriously. Although the legislative
history of the 1934 Act is scant, it is readily apparent that Congress
wanted to stop all proxy solicitations that intentionally or recklessly
354
deceived shareholders.

chairman of the board and other officers and directors of the corporation
in the underwriting agreement; failed to disclose the actual assets or the
value of the assets of the Maister Laboratories, Inc., and Noxon, Inc.;
failed to disclose that Maister Laboratories, Inc., or Noxon, Inc., vwere
organized by two dummies of the president of the board; failed to disclose
the existence of an option to Thomas E. Bragg for 25,000 shares of capital
stock of the corporation at $18 per share; and failed to disclose that the
president of the board and other officers and directors of the corporation
were secret participants in a pool organized to operate under that operation.
The letter to the stockholders and the proxy requested the stockholders to
ratify the acts of the very officers and directors who were betraying them
by participating secretly in the underwriting agreement and pool operation,
from which they obtained substantial profits.
S. REP. No. 1455, 73d Cong., 2d Sess. 75 (1934) (citations omitted).
352. Id. at 77.
353. 78 CONG. Rc. 7929 (1934) (statement of Rep. Cooper) (emphasis added).
354. Schmidt, supra note 343, at 679. The following language in Borak., when
considered in conjunction with Representative Cooper's testimony, supra note 353,
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As time passed, the 1934 Act was amended regularly to confront
the changing currents of the financial markets. In 1968, Congress
amended section 14 of the 1934 Act by adding subsections (d), (e),
and (0.

355

The House report to this amendment focused on the

need for increased proxy information. The report provided:
Under the Securities and Exchange Commission's
proxy rules, shareholders of companies having securities
registered under the Securities Exchange Act must be furnished with information about nominees for election as
directors prior to each annual or other meeting of stockholders, whether or not the nominees have previously been
selected by the shareholders ...
The disclosures required by the proxy rules should
be made before a new board of directors is installed pursuant to a private agreement for transfer of control. Even
ifthe controlling interest consists of a majority of the outstanding
shares so that there would be no need to solicit proxies from other
shareholders to obtain a majority of the votes for the new directors,
it is still important that the disclosures be made before the new
directors take office. The approach taken in the bill recognizes that the proxy rules provide a valuable and important means of furnishing to investors material
35 6
information about their company.
This statement by the House of Representatives illustrates the importance that Congress placed on full disclosure when a proxy is
solicited, even in circumstances where "there would be no need to
solicit proxies from other shareholders to obtain a majority. ''3 5' It
can be argued that, because the term "proxy rules" comprises
section 14(a) of the 1934 Act, Congress must have intended that
section 14(a) apply to all proxy solicitations, even in those situations

provides additional support for a broad interpretation of 5 14(a) protections:
When a federal statute condemns an act as unlawful, the extent and nature

of the legal consequences of the condemnation, though left by statute to
judicial determination, are nevertheless federal questions, the answers to

which are to be derived from the statute and the federal policy which it
has adopted.
Borak, 377 U.S. at 433 (quoting Sola Elec. Co. v. Jefferson Elec. Co., 317 U.S.

173, 176 (1942)).

355. Securities Exchange Act of 1934, Pub. L. No. 90-439, 82 Stat. 454 (1968).
356. H. REP. No. 1711, 90th Cong., 2d Sess. 5-6 (1968) (emphasis added).

357. Id.
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where a sufficient number of the votes required to effectuate any
managerial decision already exists. 358 Such an interpretation would
realize a congressional intent to protect investors from any proxy
solicitation that contains false or misleading statements of material
fact.

359

Examples of Section 14(a) Non-Voting Causation
The purpose of the proxy system is to inform shareholders of
specific corporate issues that must be resolved by a shareholder
vote. SEC Rule 14a-9 mandates that proxies must not be "false
or misleading with respect to any material fact."10 In fashioning
a standard to determine the materiality of a particular fact, the
Supreme Court has stated, "[T]here must be a substantial likelihood
that the disclosure of the omitted fact would have been viewed by
the reasonable investor as having significantly altered the 'total mix'
of information made available. ' 361 In Virginia Bankshares, the Supreme Court held that this standard of materiality and the protections provided by section 14(a) and Rule 14a-9 do not apply in
cases where the plaintiff is "a member of a class of minority
shareholders whose votes are not required by law or corporate bylaw
to authorize the transaction giving rise to the claim.'"362 The theories
forwarded by the respondents in this case did not "present the
proxy solicitation as essential to the sense of the Mills' causal
sequence, in which the solicitation links a directors' proposal with
the votes legally required to authorize the action proposed.'"' 6
2.

358. In this case, Congress referred to the election of directors pursuant to an
acquisition or tender offer, and not mergers. Id. at 5. The principal of full disclosure,
however, is equally applicable to the merger context, even in a situation where a
sufficient number of votes already exists to effectuate any managerial decision.
This House report was drafted in 1968, four years after the Borak decision that
first recognized an implied private right of action for breach of S 14(a) through
Rule 14a-9. Congress' statement in light of Borak on the importance of full disclosure
in al proxy solicitations further supports judicial recognition of an implied private
right of action in such cases.
359. "The purpose of this bill is to protect the inrestingpublicand honest business.
The basic policy is that of informing the investor of the facts concerning securities
to be offered for sale in interstate and foreign commerce and providing protection
against fraud and misrepresentation." S. REP. No. 47, 73d Cong., 2d Sess. 1
(1933) (emphasis added).
360. 17 C.F.R. § 14a-9 (1991).
361. TSC, 426 U.S. at 449.
362. Virginia Bankshares, 111 S. Ct. at 2761.
363. Id. at 2763. See supra text accompanying note 35 (providing full text of
the Mills "essential link" test).
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The Court predicated its decision on the belief that there cannot
be non-voting causation. In the extreme, the Court's holding will
preclude minority shareholders from recovering in cases where their
votes cannot defeat a proposed transaction, "no matter how flagrant
the violation and how direct the injury ...
"36

In their Brief as Amici Curiae, the SEC and the FDIC provided
three types 65 of 'nonvoting' causation [that] are sufficient in an
action under section 14(a).

' 366

the shareholder the right to
vote against the corporate
Non-voting causation can
persuaded by a misleading

an appraisal, the shareholder must first
decision before asserting this right. 367
be established where a shareholder is
proxy solicitation, causing him to ap-

In most state statutes that provide

prove a transaction and, therefore, forfeit his right to an appraisal
3 68
under state law.

364. Brief for the Securities and Exchange Commission and the Federal Deposit
Insurance Corporation as Amici Curiae at 22, Virginia Bankshares (No. 89-1448)
[hereinafter SEC Brief].
365. The respondents, in their brief, mentioned these theories of non-voting
causation and stated:
The Government demonstrates ...

that there are a variety of other

instances in which minority stockholder injury results from a false proxy
statement's "distortion of the voting process," even though a single stockholder owns sufficient stock to grant itself the margin of approval normally
required for the transaction. These circumstances need not be addressed
in this case because respondents proved that minority stockholder approval
was necessary to accomplish the transaction and thus showed precisely the
kind of injury involved in Mills. Nonetheless, the Court should be loath
to adopt a rule that forever forecloses consideration of claims arising out
of all such circumstances.
Respondents' Brief at 36, Virginia Bankshares (No. 89-1448).
366. See SEC Brief, supra note 364, at 24.
367. Id. at 24. See, e.g., VA. CODE ANN. § 13.1-733 (Michie 1985):
A. If proposed corporate action creating dissenters' rights under § 13.1730 is submitted to a vote at a shareholders' meeting, a shareholder who
wishes to assert dissenters' rights
(i) shall deliver to the corporation before the vote is taken written
notice of his intent to demand payment for his shares if the proposed
action is effectuated and
(ii) shall not vote such shares in favor of the proposed action.
B. A shareholder who does not satisfy the requirements of subsection A
of this section is not entitled to payment for his shares under this article.
Id.
368. See SEC Brief, supra note 364, at 24. In Virginia Bankshares, there was no
right to an appraisal under Virginia corporate law for bank mergers. See VA. CODE
ANN. § 6.1-43 (Michie 1985) (pertinent text supra note 127). Therefore, in this case,
this type of non-voting causation does not apply.
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The second theory of non-voting causation is premised on a
minority block's ability to thwart any corporate transaction where
the transgression warrants an injunction under state corporate law. 9
Therefore, a shareholder may be prevented from enjoining a corporate transaction in state court due to a misleading proxy statement.3 70 This theory has been recognized in claims under section
10(b) of the 1934 Act 37' as furthering the purposes of both the

72
federal proxy rules and state corporate law.
This theory of causation was present in Virginia Bankshares,
because compliance with the faulty proxy statement precluded the
respondents from enjoining the freeze-out merger under Virginia's
conflict of interest statute. 373 The Court, however, did not address
this issue.3 74 Instead, the Court held that the respondents suffered
no deprivation of state law remedy "because if the material facts
of the transaction and Beddow's interest were not accurately disclosed, then the minority votes were inadequate to ratify the merger

under Virginia law." ' 375 As Justice Kennedy stated in his dissent,

"[T]his theory requires us to conclude that the Virginia statute
governing director conflicts of interest . . . incorporates the same

definition of materiality as the federal proxy rules.'' 376 Because
Justice Kennedy could not find any support for this assertion, he
concluded that the proper course of action would be to remand this
case to a Virginia state court to resolve what is plainly a state law
question.

377

The third theory of non-voting causation is more subjective in
nature because its presence is determined by whether the "proponents of corporate action may for a variety of reasons by [sic]
unwilling to proceed with a transaction on the same terms if truthful

369. See SEC Brief, supra note 364, at 24-25.

370. Id.
371. Id. See, e.g., Healey v. Catalyst Recovery of Pa., Inc., 616 F.2d 641 (3d
Cir. 1980).
372. See SEC Brief, supra note 364, at 25.
373. See supra note 230 and accompanying text (providing full text of § 13.1691 of the Virginia Code).
374. "The majority avoids the question whether a plaintiff may prove causation

by demonstrating that the misrepresentation or omission deprived her of a state
law remedy." Virginia Bankshares, 111 S. Ct. at 2773 (Kennedy, J., concurring in
part and dissenting in part).

375. Id.

376. Id. (citation omitted).
377. Id.
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disclosure is made in their proxy statement.11 7 8 The actual per-

ception of the majority block in such a case is a fact-bound inquiry,
37 9
to be established on a case-by-case basis.
This last theory of non-voting causation was also present in
Virginia Bankshares. The Court observed that FABI, fearing adverse
publicity and a repeat of its failed attempt to freeze-out its Maryland
subsidiary:
wanted a "friendly transaction" with a price viewed as
"so high that any reasonable shareholder will accept it."
Management expressed concern that the transaction result
in "no loss of support for the bank out in the community,
which was important." Although FABI had the votes to

push through any proposal, it wanted a favorable response
from the minority shareholders. Because of the "human
element involved in a transaction of this nature," FABI
attempted to "show those minority shareholders that [it
380°
was] being fair."
In addition to the above, there was additional evidence produced
at trial which demonstrated that the petitioners desired the approval
of a majority of the minority block before it consummated the
381

merger.

378. See SEC Brief, supra note 364, at 26.
379. Id. In support of this theory, the SEC cited cases in which the majority
desired to reduce potential exposure to liability under state appraisal statutes, see,
e.g., Cole v. Schenley Indus., 563 F.2d 35 (2d Cir. 1977), or the majority hoped
to avoid the negative publicity that would result from full disclosure, see, e.g., United
States v. Margala, 662 F.2d 622 (9th Cir. 1981).
380. Virginia Bankshares, 111 S. Ct. at 2771-72 (citations omitted) (Kennedy,
J., concurring in part and dissenting in part).
381. See id. The respondents argued that, in light of the petitioners' desire to
keep public relations afloat, id. at 2772, the jury was justified in inferring that,
"when-FABI's chairman said that the Bank's board would 'have to go to the
stockholders .. . for their approval,' he was not referring to his own approval as
the agent of the 85% stockholder, but rather to approval by the 15% minority
whose proxies FABI urgently solicited." Respondents' Brief at 45-46, Virginia Bankshares (No. 89-1448) (citations omitted).
Although the respondents discounted any need to rely on the theories of
causation forwarded by the SEC and FDIC, see supra note 365, this third theory
of non-voting causation is identical to their chief argument that the proxy solicitation
was an essential link in the consummation of the merger, "because respondents
proved that minority stockholder approval was necessary to accomplish the transaction and thus showed precisely the kind of injury involved in Mills." Respondents'
Brief at 36, Virginia Bankshares (89-1448).
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Lastly, the SEC emphasized the beneficial effects of private
enforcement of proxy rules: "'[p]rivate enforcemeit of the proxy
rules provides a necessary supplement to Commission action,' because, then as now, the SEC does not have the resources to determine the facts surrounding each of the thousand proxy statements
1
it reviews. 32
3.

Proxy Regulations Protect the Entire Voting Process

Justice Kennedy, in his concurrence in part and dissent in
part, questioned the Court's use of the term "minority" in its
causation analysis. 3 3 He observed that a minority and majority
only emerge after a vote has taken place. The proper inquiry in
any suit asserting a violation of section 14(a) through Rule 14a-9
is "whether an injury was shown by the effect the nondisclosure
had on the entire merger process, including the period before the
384
votes are cast."
In this case there was testimonial evidence that the Bank's
directors would not have approved of the merger proposal had the
$42 per share price been found inequitable because they feared
liability for a breach of fiduciary duty to the shareholders.5 n This
evidence, in itself, suggests that a materially misleading proxy
statement that characterized this offer as fair would have tainted
the entire merger process. When this evidence is considered in
conjunction with the proxy statement's false assertion that the $42
per share offer was "fair to its shareholders,' 3 1- it is readily apparent
that the proxy statement's lack of full disclosure of all material
facts infected the terms of the offer before the shareholder vote had
taken place. Accordingly, had all of the material facts been fully
disclosed, it is likely that the holders of the minority shares would
not have been injured because they would have rejected the offer
and the Bank would not have proceeded with the merger.31

382. SEC Brief, supra note 364, at 22 n.35 (quoting Borak, 377 U.S. at 432).
383. Virginia Bankshares, 111 S. Ct. at 2770 (Kennedy, J., concurring in part

and dissenting in part).
384. Id.
385. Id. at 2772. Justice Kennedy also stated that "approval by the Bank's
board of directors was facilitated by FABI's representation that the transaction also
would be approved by the minority shareholders." Id.

386. Appendix to Petition for Cert. at 37a, 53a-54a, Virginia Bankshares (No.

89-14-48).

387. Virginia Bankshares, 111 S. Ct. at 2770 (Kennedy, J., concurring in part
and dissenting in part).
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The Court's Decision Implicates State Merger Laws

Just as the "Court's distinction between voting and nonvoting
causation does not create clear legal categories" 8" in proxy litigation, the Court's decision leaves a shareholder's ability to demonstrate causation to the vagaries of state corporate law. For example,
in Virginia, there must be a two-thirds majority to approve a plan
of merger, 3 9 whereas only a majority of the votes of the outstanding
30
stock are required to effectuate a merger in Delaware.
In light of this, the Court's holding does not clarify the state
of the law, but rather muddies the waters. For example, a proxy
statement informing a forty-five percent minority of an impending
freeze-out merger of a partially owned subsidiary by a parent
company owning a fifty-five percent majority in that subsidiary
could be found to be misleading by finders of fact in both Delaware
and Virginia. The parent company, however, would only be liable
in Virginia for violating section 14(a) of the 1934 Act and Rule
14a-9. After Virginia Bankshares, the Delaware minority class would
be precluded from any recovery because the plaintiffs are "member[s] of a class of minority shareholders whose votes are not
required by law or corporate bylaw to authorize the transaction
' 391
giving rise to the claim.
It is improbable that Congress would welcome the possibility
of conflicting consequences based on the same misleading proxy
statements when it stated, "The purpose of this bill is to protect

the investing public and honest business. The basic policy is that
of informing the investor of the facts concerning securities to be
offered for sale in interstate and foreign commerce and providing
protection against fraud and misrepresentation.' '392 The narrow
causation standard provided by the Court in this case does not

388. Id.
389. "Unless . . .the board of directors . . .requires a greater vote, the plan
of merger or share exchange to be authorized shall be approved by each voting
group entitled to vote on the plan by more than two-thirds of all the votes entitled
to be cast by that voting group." VA. CoDE ANN. § 3.1-718 (Michie 1985).
390. "If a majority of the outstanding stock of the corporation entitled to vote
thereon shall be voted for the adoption of the agreement, that fact shall be certified
on the agreement .... ." DEL. CODE ANN. tit. 8, § 251(c) (1990).
391. Virginia Bankshares, 111 S. Ct. at 2761.
392. S. REP. No. 47, 73d Cong., 1st Sess. 1 (1933).
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protect all shareholders from misleading proxy statements, but rather
results in an inconsistent response to a "criminal offense." ' 3
The Court's holding will greatly affect the actions of corporations that freeze-out their minority. If causation cannot be established under any circumstances by a minority class damaged by
a materially misleading proxy statement, majorities will be essentially free to mislead the minority. Corporations which are close to
the required state law majority for merger approval will purchase
shares on the open market to achieve the requisite percentage in
order to obtain a sufficient majority. Once state law suffrage requirements are met, proxy statements can claim that the freezeout is "fair" regardless of the actual fairness of the merger. It is
unlikely that the SEC, which examines thousands of proxy statements each year, will discipline the many violators of section 14(a)
through Rule 14a-9 that the Court's holding in Virginia Bankshares
will surely spawn.
5.

The Future of the Virginia Bankshares Rationale

After the holding in Virginia Bankshares, that causation cannot
be demonstrated by a minority block of shareholders in an implied
private right of action for a violation of Rule 14a-9,3 91 the application
of this rationale to other implied private rights of action was not
readily apparent. However, shortly after this decision, in Nationwide
Corp. v. Howing Co.,3 g5 the United States Supreme Court applied

the Virginia Bankshares rationale to section 13(e) 9 1 of the 1934 Act
through the promulgation of SEC Rule 13e-3.3 97
Nationwide Corp. provided a factual situation similar to that of
Virginia Bankshares. In both cases, the majority shareholder had
enough votes under state law to effectuate any managerial decision. 39' The principal issue of this case was whether there was

393. 78 CoNG. REc. 7930 (1934) (statement of Rep. Cooper). Se, supra text
accompanying note 353 (full statement).
394. See supra notes 222-53 and accompanying text.
395. 112 S. Ct. 39 (1991).
396. See 15 U.S.C. § 78m(e)(1) (1968).

397. 17 C.F.R. § 240.13e-3 (1991).

398. In Nationwide Corp., Nationwide, an 85.6% owner of Class A voting
common stock, approved a transaction in which it would pay $42.50 per share to
acquire the remaining 14.4% of the shares outstanding. Howing Co. v. Nationwide
Corp., 826 F.2d 1470, 1472 (6th Cir. 1987). The plaintiffs in this case brought
suit after 94.7% of all Class A shares approved of the transaction, alleging contraventions of §§ 10(b), 11(e), and 14(a) of the 1934 Act. Id.
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compliance with Rule 13e-3. 399 The United States District Court
for the Southern District of Ohio granted summary judgment on
behalf of Nationwide because the proxy statement met the standards
set forth in Rule 13e-3 and the alleged omissions were not material. 0
On appeal, the United States Court of Appeals for the Sixth
Circuit considered, for the first time, whether section 13(e) allows
a private right of action for damages.4 0 1 Through an analysis of
the statute, the legislative history of the 1934 Act, and Supreme
Court decisions as to the recognition of implied private rights of
action, the court recognized an implied private right of action for
breach of section 13(e) of the 1934 Act through SEC Rule 13e3.402

In reaching this conclusion, the court found the similarities
between section 13 (e) and section 14(a) of the 1934 Act particularly
instructive, stating, "Congress indicated its desire to allow a private
right of action under [section] 13(e) when it chose language that
was identical to the language supporting a private right of action
' 4 3
under [section] 14(a). ) 0
Although the rationale recognizing an implied right seemed
quite compelling, the Supreme Court granted certiorari, vacated

399. Howing Co. v. Nationwide Corp., 625 F. Supp. 146, 151 (S.D. Ohio
1985).
400. Id.
401. Howing, 826 F.2d at 1474. At the time of this decision, in 1987, two
district courts had split on this issue. See Fisher v. Plessy Co., [1982-1983 Transfer
Binder] Fed. Sec. L. Rep. (CH)
99,246, at 96,071 (S.D.N.Y. June 22, 1983)
(implying a private action); but see Kalmanovitz v. G. Heileman Brewing Co., 595
F. Supp. 1385 (D. Del. 1984) (denying a private action), aff'd on other grounds, 769
F.2d 152 (3d Cir. 1985).
402. Howing, 826 F.2d at 1474.
403. Id. at 1475.
The Sixth Circuit offered another reason to support its recognition of an implied
private right of action for breach of § 13(e). When the Williams Act was passed
in 1968, "implied private rights of action were in a heyday of sorts." Id. The
court continued:
Congress could have justifiably presumed that its silence with regard to
private actions would be interpreted to indicate authorization. Silence, in
the contemporary legal context of the Williams Act, did not constitute
disapproval of an implied private action. Since there is no evidence of
legislative intent to deny a private remedy, Congress' choice to incorporate
the proxy rules without additional comment is an indication of the legislative
intent sufficient to satisfy the second Cort test.
Id. Such a recognition, the court held, would also be wholly consistent with the
professed purpose of the securities law. Id. at 1476.
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the judgment, and remanded "for further consideration of Virginia
Bankshares, Inc. v. Sandberg .

.

."40

In so doing, the Court has

demonstrated that it intends to apply its reasoning of Virginia Bankshares to other SEC rules.
IQuestions still remain as a result of the Court's summary
disposition of Nationwide Corp. Is the Court simply refusing to permit
a minority block of shareholders to establish causation in an implied
private right of action under section 13(e) of the 1934 Act? Or,
considering that this was an opportune time to address the availability of private redress pursuant to section 13(e), does the Court's
failure to embrace the implied private cause of action under these
particular conditions indicate that the Court would not permit an
implied private right of action for breach of section 13(e) under
any circumstances?
It is possible that the present Supreme Court would be more
at ease in refusing to recognize a new implied private right of action
for breach of section 13(e) than it would be to retract the wellestablished implied private right of action for breach of section 14(a)
in Borak. In any case, the Court's summary disposition in Nationwide
Corp. does not define what an implied private action under section
13(e) is, but it merely states what it is not. Of greater concern, is
the Court's signal to lower courts and the legal community that
the precedent of Virginia Bankshares can and should apply to other
implied private rights of action. 5
C. How "Fair" Should the Price Be?
From an economic standpoint, the $42 per share price in
Virginia Bankshares was fair. An application 0 6 of Professor Richard
404. Nationwide Corp. v. Howing Co., 112 S. Ct. 39 (1991).
405. In Scattergood v. Perelman, 945 F.2d 618 (3d Cir. 1991), the United States
Court of Appeals for the Third Circuit interpreted the Supreme Court's reliance
in Virginia Bankshares on Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723 (1975)
(dealing with § 10(b) of the 1934 Act and SEC Rule 10b-5) to hold:
While Virginia Bankshares addressed only alleged misrepresentations in a
proxy statement and § 14(a) claims, its reasoning, as indicated by the
references to Blue Chip Stamps, applies as well to other misrepresentations
preceding a freeze-out merger, and thus its conclusion applies to § 10(b)
claims in connection with freeze[-]out mergers.
Scatergood, 945 F.2d at 625.
Additionally, although the court did not address the issue of whether a private
right of action for breach of SEC Rule 14a-13 exists, the court held in dicta that
"even if one exists, the plaintiffs are again unable to meet the causation requirement
imposed by Virginia Bankshares for claims based on § 14(a)." Id. at 626.
406. A caveat: To properly apply Professor Booth's theory to an actual freeze-
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Booth's continuum of merger prices demonstrates this economic
fairness .407

The shares of the Bank had never traded above $32.50 per
share; therefore Price A, the actual market price, is $32.50.08 In
the spring of 1986, the Bank offered the shareholders the opportunity
to purchase stock at $30 per share, a price $2 below the market
price.4 9 Curiously, fewer than half of the shareholders accepted the
410
offer and bought the stock at below market price.
Price B, the constructive market price,'4 was calculated by the
investment banker KBW through an analysis of regional banks similar
in size to the Bank. 41 2 Although the Bank's dividend history does
not yield a fairly calculated stock price through the discounted cash

out merger, certain financial information is required. To the extent that this
information was unavailable, the analysis unfortunately must suffer. Where the
unavailability of information has caused such infirmities, Professor Booth's theory
is slightly altered to comport with its most basic premises. The writer assumes all
responsibility for such deviations. Despite these complications, the writer is confident
that the benefit to be derived from an application of Professor Booth's theoretical
perspective far outweighs the harm resulting from any unavoidable structural impediments.
407. See supra text accompanying notes 85-101.
Price Increasing
A
Actual
Market
Price

B

Constructive
Market Price

C
Investment
Value

D

D'
Parent's
Value

E
Other
Acquirer's
Maximum

Parent's
Maximum

See Booth, supra note 11, at 548.
408. Petitioners' Brief at 3, Virginia Bankshares (No. 89-1448). See supra note
385. Price A is unrealistically low and is attributed to the market's fear of unfair
treatment by the majority or of the inadequacy of remedies if taken advantage of.
Booth, supra note 11, at 548.
409. Petitioners' Brief at 3, Virginia Bankshares (No. 89-1448).
410. Id.
411. Constructive market price is the price at which a willing buyer would
pay to a willing seller under no compulsion, assuming no "depressing" factors
similar to those in Price A. Booth, supra note 11, at 548. Such a price would be
derived from an analysis of companies of similar size in the same industry or
through implementation of the discounting cash flow model. Id. This is characterized
by Professor Booth as the "minimum fair price" above which shareholders would
never expect to receive in exchange for their shares. Id.
412. See infra note 414.
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flow model, 4 3 the data of the eleven regional banks presented by
KBF suggest that the constructive market price on the date of the
414
merger could have been estimated in the $35 range.

413. The discounted cash flow method of valuation in this case yields a value
range which is substantially lower than the corresponding market value of the equity.
Therefore, its applicability to this case is limited. The equation for this model:
V = E CFJ(I +r),
V = value of company
n = number of periods
r
discount rate
CF = anticipated cash flow
See, e.g., Schlyer, supra note 77, at 560 n.385.

The annual dividend history of the Bank from the years 1979 to 1987:
Year
1979
1980

Dividend +
1.70
1.70

1981
1982
1983
1984
1985
1986
1987

1.90
2.10
2.40
1.20*
1.20
1.20
.60""

Price
High
42
40 7/8

36
38
40
40
31
32
37

Range + +
Low
40
23 314

179/64
30 15/32
34
19
30
29
31

100% stock dividend was issued in 1984 to all outstanding shares.
Because the Bank became privately held in the transaction which gave rise to
this litigation in mid-1987, dividend information was no longer available.
+ Moody's Annual Dividend Report (1979-1987).
+ + 1 Moody's Bank & Finance Manual (1980-1988).
It is assumed that the constant dividend payout of $1.20 would have continued
into the future. In this case, the Bank's common stock seems to inherit the constant
payout characteristic of a preferred stock. Therefore, the above discounted cash
flow model can be altered slightly into the following equation:
*
**

V = CF/r
V = value of company
r = required rate of return on the equity
CF = $1.20 = anticipated cash flow
Louis C. GAPENSKI, INTERMEDIATE FINANCIAL UNAom.IE-r
91, 95 (2d ed. 1987). To apply this formula, it is estimated that a reasonable range
of required rates of return for the Bank's shareholders in 1987 to be betveen 8
and 12%. After calculations, the range of possible values of the Bank's shares is
$10-S15. A required rate of return higher than 12% would result in an even lower
stock value.
414. The eleven banks (Regionals) to which the Bank was compared were:
Baltimore Bancorp, Central Fidelity, Dominion, First Maryland, First Virginia,
Maryland National, Mercantile, Riggs, Signet, Sovran, and United Virginia. Joint
EUGENE F. BRIGHAM &
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Based on the materially misleading proxy statement in this case,

FABI was willing to pay $42 per share (Price D) for the minority
block.415 This price was $18 less than the $60 per share that the
jury determined the minority block to be worth, 415 and $19 less than
the $61 per share that a confidential internal memorandum, released
at trial, suggested what the respondents believed the minority block
417
to be worth (Price D').

Appendix at 507, Virginia Bankshares (No. 89-1448).
The following calculations of price-to-earnings and market-to-book percentages
suggest that the Regional banks provided a fair comparison with the Bank:
12/31/85
P/E** MK/

BK***

7/15/86"
P/E MK/BK

12/15/86
PE MK/BK

[Bank]
70%
66%
55%
51%
63%
Regionals
65%
71%
53%
54%
62%
S Approximate high point of bank stock market.
* Price to Earnings Ratio
***

61%
59%

1/28/87
P/E
MK/BK
61%
59%

59%
64%

Market to Book Ratio

Joint Appendix at 506, Virginia Bankshares (No. 89-1448).
The similarity of these percentages supported KBW's use of the Regionals'
stock prices to estimate that of the Bank:
12/31/85
7/15/86
12/15/86
1/28/87
Baltimore Bancorp
$15.00
$22.00
$17.625
$18.00
Central Fidelity
25.50
33.50
29.625
31.75
Dominion
35.375
25.125
18.375
18.625
First Maryland
27.125
36.50
29.125
32.50
First Virginia
26.625
32.50
29.75
30.375
Maryland National
35.625
46.375
40.50
43.50
Mercantile
69.25
42.625
39.00
39.25
Riggs
31.00
37.25
29.625
28.375
Signet
30.25
34.25
32.25
34.125
Sovran
32.25
40.125
35.625
35.00
United Virginia
22.8125
32.00
30.625
29.625
Id. at 507. As any estimation is only as reliable as the availability of the data from
which it is derived, this constructive market price could indeed be supported or
refuted by information not available to the writer.
415. Virginia Bankshares, 111 S. Ct. at 2755. Price D is the maximum price
that a parent corporation would pay for its subsidiary's stock based on its view of
its subsidiary's potential for profitability. Booth, supra note 11, at 548. "[Price D
is by definition higher than [P]rice C since, unless there is some profit in the deal,
the parent would not be interested." Id. at 549.
Price C is the "investment value" of the stock; a price whose value cannot
be calculated, but whose relative magnitude is unquestioned in any freeze-out. Id.
at 548.
416. Virginia Bankshares, 111 S. Ct. at 2756.
417. Price D' is value that the parent attaches to the shares held by the
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Applying a variation of Professor Booth's theory to Virginia
Bankshares, it is apparent that the $42 per share price offered by
FABI was equitable to both FABI and the minority block because
the offer was between the lowest possible value that could have been
paid, the constructive market price range of $35 per share, and the
$61 per share maximum price that FABI would have paid. Although
the jury verdict for the respondents, which valued the shares at $60
each, can be considered technically compatible with the slightly altered

minority block, and above which the parent would never pay to effectuate the
merger, as there would be no potential for profit in the transaction. Booth, supra
note 11, at 549. Price D' is calculated through an analysis of the same factors used
to calculate Price D, except that a lower interest rate identical to the parent's cost
of capital is used in this calculation. Id. at 549 & n.168.
Price E is the price which a person other than the parent corporation would
pay for the minority shares. Id. at 549. Depending on the potential gains which
could be appreciated through a better use of the subsidiary, this price may or may
not exist. Id. at 549-50. In this case, there was no evidence of a takeover struggle
in which another bidder offered to buy the minority block at a certain price.
In this confidential internal memorandum, the profitability of the freeze-out
merger at $33, $43.25, $46.75, and $50.00 per share was calculated. Joint Appendix
at 447, Virginia Bankshares (No. 89-1448). The estimated profitability of this transaction, as estimated by FABI was:
Purchase
Increased
Price
Net Income
$33.00
$2,264,000
43.25
1,435,000
46.75
1,151,000
50.00
888,000
Id. Although, to the writer's knowledge, FABI did not conduct a break-even analysis
for this transaction, a continuation of the calculations yields the following profitability
estimates:
Purchase
Increased
Price
Net Income
$55.00
$481,750
60.00
76,682
65.00
(328,387)
The break-even point of $61 per share price was arrived at through an extrapolation
between the $60 and $65 per share offers in the following manner.
76,682
76,682 - (-328,387)
.1983 * ($65 - $61) = $1

$60 + $1
- $61
There was no evidence in the record demonstrating how the respondents' expert
witness calculated the $60 per share value that the respondents' asserted the minority
block to be worth. The above calculations would have been only one possible method
to value the minority shares.
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theory of Professor Booth,'41 it is argued that the jury verdict was
unfair to the petitioners from an economic standpoint.
As a business proposition, FABI, VBI, and the directors of the
Bank felt that the freeze-out merger would have permitted them to
reap certain benefits that the present ownership structure of the Bank
would never have permitted. 4 9 The $42 per share offer provided the
minority an immediate return of thirty percent and permitted FABI
and VBI to reap the benefits of going private. The jury verdict,
however, took from VBI and FABI any gains that might have been
received from the freeze-out and bestowed them upon the minority.
There was no reason to give the frozen-out minority all of the benefits
of this particular transaction. A fairer result would have been to
share the benefits secured from the merger. In this case, the minority

418. Professor Booth argues that the "fair" price -should lie between the
constructive market price (Price B) and the parent's maximum price (Price D). See
supra text accompanying notes 99-101. For the limited purposes of this analysis,
the parent's value (Price D'), which was estimated supra note 417 to be $61 per
share, is substituted for Price D. This substitution is warranted because the information which would otherwise provide the distinction between the parent's maximum
price (Price D) and the parent's value (Price D'), FABI's cost of capital at the
time of the merger, is unavailable and any estimation based upon a range of possible
costs of capital would be of marginal value to the overall argument. Consequently,
the range of available "fair" prices is expanded.
Applying this modified scheme, the jury valuation of $60 per share was between
the constructive market price range of $35 per share (Price B) and the $61 per
share that FABI possibly could have determined the minority block to be worth.
See id. and supra notes 411-17 and accompanying text. To that extent, the jury's
valuation can be considered technically compatible with Professor Booth's theory,
as modified.
419. As Professor Booth states:
While synergistic gains [of the parent-subsidiary relationship] are presumably allocable to both parties, it is clear that there are nonsynergistic
gains to which the minority is not entitled ....
They include those gains
arising from discrepant perceptions of risk or return, differing costs of
funds and opportunities belonging to the parent-majority.
Gains such as these are more akin to the sort of gains an independent
acquirer perceives, and it would seem that in the absence of good reason
to preclude these wealth-increasing transactions, a parent should be as free
to pursue them as an unrelated party....
The law does not require a parent to share its separate wealth to
keep the minority happy. Indeed, the law protects the parent's right to
determine investment and dividend policy within broad limits. In sum,
there is no apparent reason that, simply because a subsidiary has been a
captive for years, it somehow becomes entitled to opportunities presented
to the parent....
Booth, supra note 11, at 556.
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would receive a premium for being frozen-out, and the majority
would still view the transaction as profitable.420
The minority is in a disadvantageous position in all freeze-out
mergers. In most cases, the dissident minority's only recourse is to
invoke the protections of state appraisal statutes, if such a statute
even exists. A potential shareholder should be expected to realize
that he is placing himself in an inferior bargaining position when
he purchases an amount of shares insufficient to constitute a majority.
Consequently, where the majority possesses the requisite power to
effectuate the transaction, a freeze-out merger should never be completely unexpected. In such cases, the minority should welcome any
premium that it receives from the majority.
Suits by the minority seeking all potential benefits from a freezeout impede the corporation's profitability. If a minority suit is successful, it is unlikely that the freeze-out would be consummated
because there would be no intrinsic profit in the transaction. After
a failed freeze-out, a potential project will have to be even more
profitable in order to entice the corporation to undertake it. Increasing
the required profitability results in lost opportunities or attempts at
riskier ventures. Efficiency decreases and profitability declines when
a corporation is deterred from undertaking profitable projects. It is
better to have both the minority and majority prosper in a freezeout, instead of neither party enjoying any benefit.
V.

CONCLUSION

In Virginia Bankshares, Inc., v. Sandberg, the Supreme Court held

that causation could not be established in a suit for a violation of
section 14(a) of the 1934 Act through SEC Rule 14a-9 by a minority

420. Judge Easterbrook and Professor Fischel argue that there is no reason
for such an equitable transfer:

Shares in a control bloc, for example, may be sold at a price greater than
that paid for the remaining shares; minority shareholders frozen[-]out in

a going-private transaction may receive less than the shareholders not
frozen[-]out; managers who personally exploit a corporate opportunity may
prosper relative to others. In each case one might argue that the gains
should be distributed more widely. Such "sharing" arguments are popular

among academic lawyers, and courts are beginning to apply these arguments to some corporate control transactions. We argue, in contrast, that
those who produce a gain should be allowed to keep it, subject to the
constraint that other parties to the transaction be at least as well off as
before the transaction.
See Easterbrook & Fischel, supra note 52, at 698.
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block that did not have enough votes to thwart the transaction on
which the claim was brought. The Court reasoned that because the
implied cause of action under which the respondents sought relief
was not expressly provided for in the 1934 Act, the intent of Congress
had to be determined. The Court, in a five-to-four decision, held
that Congress did not intend to extend the implied right of action
first recognized in JI. Case Co. v. Borak to protect the respondents
from a materially misleading proxy statement.
This comment demonstrates that Congress' broad remedial purpose of protecting the investing public from fraud and misrepresentation warrants a finding of causation in a private action whenever
a proxy statement is false or misleading as to a material fact. This
interpretation of Congress' intent would not leave enforcement of a
federal regulation to the vagaries of state merger approval laws, but
would permit the public to assist the SEC in its role of regulating
and monitoring the securities markets.
The Court's departure in dicta from established common law
principles of misrepresentation and nondisclosure was unwarranted
and incorrect. The fact/belief dichotomy that the Court contrived in
Virginia Bankshares serves only to confuse practitioners of proxy jurisprudence.
Although the Court incorrectly held that causation could not be
established in this case, to the extent that the $42 per share offer
for the minority block was reinstated, the Court was correct in
reversing the Fourth Circuit. The proper valuation of the minority
block in a freeze-out merger is a value between market value of the
equity and the value at which the freeze-out will no longer be
profitable to the corporation. This will provide both the displaced
minority and the succeeding majority with benefits that they would
not have otherwise received, but for the freeze-out.
Peter D. Santori*
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