Agency
PAT Triangle

Before authority question, first determine if agency relationship existed

Restatement of Agency § 1 – Agency is a fiduciary relation which results from:

· manifestation of consent

· to A

· that A should act on P’s behalf & subject to P’s control

· and A consents to do so (generally assume – cts infer consent through A’s actions)
· intent to create agency relnship not required (need agreement, but understanding legal conseq not req)

There is a continuum of control – question is how far along this line
· Gorton v. Doty – coach & teacher accident; ct found agency relationship when teacher conditioned use of car

· Creditor becomes P:  Cargill (regional granary & local granary) – ct found creditor to be P of local granary when creditor had 1) more than just veto power over substantial biz decisions & 2) assumes de facto control over debtor’s conduct regardless of terms of formal K (§ 14O)
· Martin in partnerships came out opposite way

Look for:

· express and implied agreements (for implied, look to actions & practices of particular industry)

Independent Kor (defense) (§ 14K) – 3d person is A only if it is agreed that A will act primarily for benefit of the other and not himself

· Factors indicating supplier (Indep Kor) rather than A:  1) receives fixed price for property regardless of price paid (most important – fixed price over % of profit); 2) acts in own name & receives title to property; 3) has independent biz in buying & selling similar property
Tort v. K – for tort, figure out type of agency relationship (for vicarious liability); for K, still look at control, but important point is that agency relationship means P is liable for Ks that A makes
First:  Is there an agency relationship?

Second:  Does A have actual authority to do act in question?

Third:  If no actual authority, does have apparent / inherent authority?

Fourth:  Assuming agency relationship

Authority – 3 types, all can be express or implied

An agent’s power to bind is broader than agent’s authority to bind – see inherent agency power

§ 144 – P is liable for Ks made by A when A is acting w/in A’s authority if:
§ 7 – authority is the power of A to affect the legal relations of P in accordance w/ P’s manifestation of consent

· § 6 – power is the ability to produce a change in a give legal relation by acting or not acting

Manifestation of consent:

§ 26 – actual authority to do an act created by

· Written or spoken words or conduct of P

· Reasonably interpreted

· Causing A to believe P desires A to act on P’s account

Actual authority

· Need manifestation (§ 26) by P to A
· Such that A reasonably believes that such authority actually exists

· Can be implied or express

Apparent authority - § 8 definition – power to affect legal relns based on P’s manifestation about A to 3d party (T)
§ 27 – apparent authority to do an act created by

· Manifestation by P to 3d party (T)

· Such that 3d party (T) reasonably believes that A has actual authority in that context - Lind
· Can also have implied apparent authority – Lind – position w/in company sufficient for apparent authority; if this fails, go to inherent agency power

Inherent agency power - § 8A definition – power of agent, derived not from actual or apparent authority or estoppel, but which arises from A’s manifestation to 3d parties re: P & A’s relationship; exists for protection of 3d party (T)
§161 – Inherent agency power:  P is liable for A’s acts when:

· A acts in a manner that is usual or normal to that course of business

· Even though A is forbidden by P to act that way

· Provided 3d party (T) reasonably believes A is so authorized

**use this when P is undisclosed (Watteau) or when A exceeds actual authority (Nogales)**
Undisclosed P:

· §194 – Undisclosed P is liable for acts of A:

· Done on P’s account

· When acts are usual or necessary in such transactions

· Even if forbidden by P

· § 195 – Undisclosed P who entrusts A w/ mgmt of biz is liable to 3d parties for ordinary transactions although contrary to directions of P

Policy consideration:  P could always avoid liability by hiding existence, so this exists to protect 3d parties (note:  agent can also be liable – Atlantic Salmon)

3 situations for inherent agency power:

· general agent does something similar to what he is authorized to do, but in violation of orders

· Agent acts purely for his own purposes in entering into transaction which would be authorize by P if agent acted w/ proper motive

· Agent is authorized to dispose of goods & departs from authorized method of disposal

For torts:  
· Scope of employment (defense) - § 228 – conduct of servant is w/in scope of employment iff (if & only if)

· actuated at least in part by a purpose to serve the master (cts go to considerable lengths to find a purpose)

· Frolic and detour (defense) - § 231 – acts can be w/in scope of employment even if consciously criminal or tortious (except serious crimes)

· Frolic and detour (defense) - § 228(2) – use of force is w/in scope of employment if use of force is not unexpected by master / principal
· Conoco – racial slurs in gas station – factors to consider for scope of employment:  1) time, place & purpose (broadly) of act; 2) similarity to acts which servant is authorized to perform; 3) whether act is commonly performed by servants; 4) extent of departure from normal methods; 5) whether master would reasonably expect the act

· § 229 – includes above as factors for scope of employment

Estoppel
May be proven if P either:

· 1) by act or omission intentionally or negligently created an appearance of authority

· 2) 3d party reasonably & in good faith relies on the appearance of authority

· 3) 3d party has to change position in reliance on that authority & to their detriment

Ratification 
**Use when A acts w/o authority of any kind & there is no grounds for estoppel**

§ 82 – P will only be bound if P ratifies K, which requires:
· valid affirmation by P

· § 83 – Affirmation can be express or implied (only logical explanation is that P intended to ratify)

· P must know or have reason to know all material facts
· to which the law will give effect

Ratification will be denied legal effect where necessary to protect the rights of innocent 3d parties
Principal’s Liability under Contract:
Actual authority:
Hogan – church, brother, painting – brother is 3d party, ct finds that Hogan had implied actual authority to hire his brother based on prior practice
Apparent authority:
Lind – 1% commission as part of promotion; CEO told employee to go to VP – ct finds apparent authority based on position w/in company

370 – computer memory units; P told 3d that all paperwork through A – ct finds apparent authority b/c 3d party had no reason to know of actual limitation on A’s authority
Inherent agency power:

Watteau – cigars & Bovril in hotel – ct holds that P is liable for all acts of A which are typically w/in authority of such A
Kidd – tone test recitals – P liable for A’s promises b/c A’s actions were “normal and usual” for that biz

Nogales – 1 cent decrease in fuel charge – ct holds that inherent agency power is distinct from actual / apparent authority b/c makes P liable for conduct P does not desire or direct

Ratification:

Botticello – married, leases w/ option to buy w/o consent of wife – ct holds no ratification b/c wife did not intend to ratify & did not know all material facts (even though benefiting by using $$ from rent) – lessee can still obtain damages from husband
Estoppel:
Hoddeson – furniture store w/ imposter – ct holds store liable b/c 3d party relied on a rsb belief that imposter was store’s (P’s) salesman

Agent’s Liability on the Contract:
Atlantic Salmon – Boston Seafood Exchange shell co – ct holds that to avoid liability, agent must disclose principal even if info is readily available to 3d party
Principal’s Liability in Tort
Servant v. Independent contractor:

Humble Oil – ct found agent relationship; liability
Sun Oil – ct found independent contractor; no liability
	(red = more control -> servant; 

green = less control -> contractor)
	Humble Oil
	Sun Oil

	Rent
	Volume Based
	Volume based, but with min. & max

	Operator’s Compensation
	???
	Barone has “overall risk of profit and loss”

	Utility Bills
	Humble pays 75%
	???

	Written Reports
	As required by Humble
	“No written reports”

	Hours of Operation
	“Controlled by Humble”
	Set by Barone

	Subordinate employees
	Schneider pays and directs; contract “expressly repudiates any authority of Humble over the employees”
	Barone in control

	Duration
	Terminable at will
	Terminable on 30 day’s notice

	Appearances
	???
	Sun Oil’s signs and uniforms

	Supervision/Training
	Contract requires Schneider to perform duties as required by Humble
	Sun Oil school, inspections, advice (Barone is free to ignore it)


Apparent agency w/ tort liability:
Miller – McDonald’s employee w/ gem in food – ct held one who represents another as his servant causing 3d party justifiably rely on skill & care is subject to liability for harm caused by lack of skill / care (Agency § 267)

Scope of employment:

Ira S. Bushey & Sons – sailor floods dry dock when drunk – ct finds US gov liable b/c there was some purpose to serve P (after sailor entered guard shack, immediately prior to boarding ship)

§ 228 – conduct of servant is w/in scope of employment iff (if & only if)

actuated at least in part by a purpose to serve the master (cts go to considerable lengths to find a purpose)

Frolic & detour:

Clover – ski resort w/ chef – ct found ski resort liable b/c deviation not substantial enough to constitute a total abandonment of duties
Manning – pitcher & hecklers – ct found team was liable b/c use of force was in furtherance of pitcher’s duties (when heckler’s interference was affirmative attempt to prevent exercise of duties)

Frolic and detour (defense) - § 231 – acts can be w/in scope of employment even if consciously criminal or tortious (except serious crimes)

Frolic and detour (defense) - § 228(2) – use of force is w/in scope of employment if use of force is not unexpected by master / principal
Statutory claims:

Conoco – racial slurs in gas station – factors to consider for scope of employment:  1) time, place & purpose (broadly) of act; 2) similarity to acts which servant is authorized to perform; 3) whether act is commonly performed by servants; 4) extent of departure from normal methods; 5) whether master would reasonably expect the act
Liability for Torts of Independent Kor:

Majestic Realty – demolition of buildings w/ crane – P not liable for negligent acts by indep Kor except when: 1) P retains control over performance; or 2) P hires incompetent Kor (no insurance?); or 3) the work constitutes a nuisance per se (work is inherently dangerous & no precautions taken)
Fiduciary Obligations of Agents: (profits during agency; disclosure; grabbing & leaving)
Fiduciary duty – duty of utmost good faith & loyalty
§ 13 – an agent is a fiduciary for matters w/in scope of agency

Profits during agency:
Reading – soldier in Egypt – ct holds that if servant unjustly enriched himself by virtue of his position w/o master’s approval, any enrichment to the servant shall be given to the master

Profits & disclosure:

Singer – manager of machine shop – ct holds agent must be disgorged of profits b/c agent did not disclose in violation of duties

Grabbing & Leaving
Town & Country House & Home – cleaning service; steal list – ct holds that when a customer list is a trade secret, employees violate fiduciary duty by grabbing list and leaving
Partnerships
Types of business associations:

· sole proprietorship

· if sole proprietorship owned by 2 or more, then agency law determines the relnship

· partnerships

· general partnership; limited partnership; limited liability partnership (LLP); limited liability limited partnership (LLLP)

· corporations

· closely held / private corporations

· public corporations

· limited liability company (LLC)

General info:

· partnership is governed by state law (same as agency law)

Partnerships
First:  Is there a partnership? - co-ownership for profit? – a) shared control; b) shared profits
· If not, partnership by estoppel?

Second:  If partnership, at will (default) or for a term (which can be implied)?

Third:  Liability

· Partnership to 3d persons

· Partner (A) to Partnership (P)

· Partner (A) to 3d persons

· Partnership to Partner (right of property)
Fourth:  Partnership dissolved?

· key factors:  shared profits and shared control

· UPA 6(1); RUPA Section 101(6) – an association of two or more persons to carry on as co-owners a business for profit

· co-owners means:  1) shared control of the biz.; and 2) shared profits of the biz.

· No formal creation requirements – doing business as co-owners results in creation of partnership by operation of law – same across jurisdictions

· Must have some kind of agreement to create a partnership, but does not have to be in writing

· UPA Section 7(1) – persons who are not partners to each other are not partners as to third parties, except for partnership by estoppel (UPA 16)

Factors court looks at to determine if there is a partnership: (Fenwick – employee b/c Fenwick got profits as wages & *no shared control*)
· intention of the parties – not what parties called the arrangement, but whether parties expected that this would change the nature of the relationship

· right to share in profits

· obligation to share in the losses

· ownership and control of the partnership property & business

· community of power in administration

· conduct of the parties towards 3d persons

· rights of the parties on dissolution

Shared profits
· Sharing of profits sets prima facie evidence that the person is a partner in the business – UPA 7(4) (rebuttable)

· Exception in the UPA 7(4) – no inference of partnership shall be drawn if such profits were received in payment: . . . (b) as wages of an employee

· And debt, annuity, interest, consideration

Shared control - Martin
Martin v. Peyton (rich friends lending firm $$) – partnership analog to Cargill (grain elevator)
· Martin – even when you intend to enter into a relationship different from a partnership, could potentially face the risk of being a partner if you meet the statutory requirements

· Some relationships have some shared profits & shared control (creditor relationship)

· Look to how much control creditor has over the business

· Is it so much control that they have stopped being creditors and have started being partners?

· Default: partners share control; can K around to form desired structure (Day)

Type of shared control – Southex  (home shows)
· Relevant kind of control are the big decisions (even if someone else running day to day, still have control if make big decisions)

Liability in a general partnership
UPA 15 – all partners are liable 

· (a) jointly and severally (shared; ind; indemnity) for everything chargeable to the partnership under sections 13 & 14 (torts and breaches of fiduciary duties)

· (b) jointly (shared) for all other debts and obligations of the partnership (e.g. Ks)

The liabilities of the partnership shall rank in order of payment as follows: (UPA Section 40(b))

· those owing to creditors other than partners

· those owing to partners other than for capital and profits
· those owning to partners in respect of capital
· those owing to partners in respect of profits
Due to these rules, creditor of the partnership who becomes a partner suffers a double hit: 1) debt is subordinated to the debt of non-partner creditors; and 2) personally liable for the partnership’s debt
Default:  unless contrary agreement, partners must pay debts of p’ship out of personal assets
Partnership by Estoppel – analog to apparent agency, apparent authority, estoppel
1) Is there an actual partnership?

· share profits & shared control?

2)  Partnership by estoppel? Young v. Jones (Price Waterhouse Bahamas / US)

· Manifestation to 3d party - when one of the parties holds itself out as a partner, and

· Reliance - 3d party relied on that holding out (cts will not easily find reliance on the basis of name)
Obligations of partnership & ownership of property
Fiduciary obligations of partners

· disclosure obligation – Meinhard (Hotel in NYC) – (Singer is the agency analog)

· If opportunity is w/in scope of partnership business, there is an obligation to disclose the opportunity to other partners 

· 1) Is this the kind of opportunity that really belongs to the partnership?

· Look to time, place, type of business, suppliers, etc. (fact specific)
· 2) If yes, must disclose

Standards of Partner’s conduct (only two duties – duty of loyalty & duty of care)
· Duty of loyalty

· To account to the partnerships and hold as trustee for it any property, profit, or benefit derived by the partner through winding up of partnership business or use of partnership property, including the appropriation of a partnership opportunity – Meinhard (Hotel in NYC)
· To refrain from dealing w/ partnership in conduct or winding up of business as or on behalf of a party having an interest adverse to the partnership
· To refrain from competing with the partnership in the conduct of the partnership business before the dissolution

· RUPA – partnership agreement may NOT eliminate duty of loyalty, but can change the duty of loyalty as long as changes are not manifestly unreasonable

· Duty of care (lower standard)
· refraining from engaging in grossly negligent or reckless conduct, intentional misconduct or a knowing violation of the law

· Partner must discharge duties to the partnership & other partners consistent w/ obligation of good faith and fair dealing

· **partner does not violate a duty or obligation under this Act or under the partnership agreement merely because the partner’s conduct furthers the partner’s own interest [can look after yourself]

· Partner can lend $ to and transact other business with the partnership

· Bane v. Ferguson (retired partner lost retirement when firm dissolved) – former partner relationship does not give rise to a duty of care (only to current partners)
· Partners have both of these duties – possible to violate one without violating the other

When dissolving, fiduciary duties extend through winding up period
There is a fiduciary duty when dissolving not to take advantage of liquidity constrains of your co-partner (Page)
UPA § 20 – partner has obligation to render on demand true & full info of all things affecting p’ship to any partner (must tell truth when asked)
Grabbing and Leaving – PRINT OUT SLIDE on Permissible v. Impermissible Conduct
Default rule:  can plan to compete against entity even while working for the entity, but cannot violate fiduciary duties – Meehan v. Shaughnessy
Permissible v. Impermissible conduct

Permissible:

· locate office space, negotiate merger with another firm, negotiate with fellow partners

· possible negotiate with associates and contact clients before announcing departure (not ideal)

· contact clients before leaving firm

· remind clients of right to have counsel of own choice

Impermissible:

· not to inform clients of right to have counsel of own choice

· cannot take client files, but can take desk files

· CANNOT deny plans when asked, but can keep plans confidential – Meehan v. Shaughnessy (partners were leaving, planning matters before they left; denied leaving several times) 

Whatever default rule may be, can change partnership rules provided that changes are in partnership agreement – Lawlis v. Kightlinger & Gray (alcoholic kicked out of firm)
Right of a partner:
UPA 24 – property rights of a partner are: (property owned jointly, not separately)

· rights in specific partnership property

· UPA 25 – a partner is a co-owner with his partners of specific partnership property holding as tenant in partnership

· equal right to possess partnership property for partnership purposes, but no right to possess partnership property for any other purpose (unless other partners consent)

· rights in specific partnership property are not assignable

· interest in partnership

· and right to participate in the management

UPA 26 – partner’s interest in the partnership is his share of the profits and surplus

*Rights of a partner terminate when partner sells partnership interest (Putnam v. Shoaf – Frog Gin Mill; accountant embezzled)
Internal workings of a partnership
Raising Additional Capital
Initial capital contribution

· UPA is silent

· Partnership agreement must specify amounts

· Service partnership – one in which one partner contributes only labor

Capital account – a running balance reflect each partner’s ownership equity

· allocation of profits increases capital account, losses decrease capital account, taking a “draw” (distribution) decreases capital account

· default rule:  absent a specific clause in the partnership agreement, profits and losses are divided equally (UPA – distribution of losses follows distribution of profits)

· if override default for profits, then losses follow % of profits

· but can also override this and specify who gets what % of losses

How to raise additional capital:

· voluntary contributions w/ everyone investing more money

· penalty dilution

· give each partner the ability to buy points at a reduced price, thereby penalizing those people who do not invest more

Partners rights in management
Default: All partners have equal rights in management and conduct of partnership business – RUPA 401

· everyone gets one vote

· a person may become a partner only with the consent of all of the partners – RUPA 401

Any difference arising as to ordinary matter connected with partnership can be resolved by a majority of the partners

· but an act outside ordinary course of business or an amendment to partnership agreement must have unanimity
· percents only affect profits – not voting (unless that is specified different in partnership agreement)

· each partner gets one vote – not based on percent of profits (unless specified otherwise)
1) Which category?  Management (goes to partnership agreement), or ordinary matter?

2) If ordinary matter, majority vote required; if management need unanimity

Partner’s authority

UPA (1914) Section 9(1) - Every partner is an agent of the partnership for the purpose of its business

· Partners have actual authority to act for partnership, subject to:

· Partner must be carrying on in usual way the business of the partnership [for revised UPA – business of the kind as well]

· UNLESS:  partner so acting has in fact no authority to act for the partnership in the particular matter; AND

· Person with whom he is dealing has knowledge of the fact that he has no such authority

Existence of partnership says to 3d parties that partner has actual authority (by default)

· also has apparent authority b/c existence of partnership gives that manifestation to 3d parties (in case partner was deprived of actual authority)

· only exception is that if the 3d party knows

Default:  actual authority

How to eliminate authority:

1) deprive partner of actual authority; AND 

2) tell 3d parties that partner does not have authority so as to eliminate apparent authority

· if partnership takes away actual authority, still have apparent authority until partnership notifies 3d parties

UPA 9(2); RUPA 301 – if partner doing something not in usual way, then not authorized (default), unless you do have actual authority

· to avoid liability, there must be neither actual nor apparent authority

Status quo: Summers v. Dooley (garbage co hiring 3d person)
· prior to dispute, would it be the status quo to allow the action?

· b/t partners, cts will look to the partnership agreement to determine status quo and whether partner can recover from partnership

· for 3d party, cts tend to be more charitable when considering ordinary course of business or conducting business in usual way

· If there is a manifestation b/t partnership & 3d party; and if act seems to be consistent w/ usual operation of business, cts will allow 3d party to recover from partnership

Recap:

· Need a majority of votes for ordinary course of business

· Need unanimous for an act in contravention of partnership agreement

· When not mentioned in agreement, court goes to principles between partners and looks at whether disagreement is between partners or with 3d party – more likely to find partnership liable when 3d party involved than one partner

Normally, notification from business will defeat apparent authority

· but if have actual authority, then apparent authority does not matter

· so even if no apparent authority, unless 3d party knows inner workings of business, then still has actual authority
UPA 305 – partnership is liable for loss or injury caused to person by a partner acting in ordinary course of business

· if partner acting in ordinary course of business, even if partner is negligent, then partnership is still liable - Moren ex. rel Moren v. JAX Restaurant (little boy injured by pizza machine)

· partnership cannot recover from partners for the partner’s negligence (negligence of partners is treated as cost of doing business for partnership)

· Partnership may ask partner to indemnify partnership for tort (UPA 15), but partnership is not required to seek indemnification
Centralized Management of a Partnership
Day v. Sidley & Austin (chairman of DC office of Sidley; no violation) – partnership agreement can designate centralized committee for management of partnership, reducing each partner’s total control
Default – partners share control; can K around that to establish mgmt committee - Day
· under the RUPA, any information reasonably required for the proper exercise of a partner’s duties must be furnished without demand

Dissolution of a partnership
Two approaches to deal with inevitably of disagreement:

· no dissolution, but allow transferability and allow suits between members

· no dissolution, entity will continue, but to deal with problems, either leave or sue

· this is a corporate law approach (collection of entities)
· partnership approach:  allow dissolution, but no transferability (by default, but overcome by agreement) and limit suits between members

· this is analogous to marriage – have power but not right to dissolve
Three types of dissolution:

· by act of one or more partners UPA 31(1)-(2)

· at the termination of the partnership’s term or particular undertaking, or, if it is had none, at the will of any partner

· this is a rightful dissolution

· Term partnership:  hope to earn a profit to pay expenses does not create a partnership for a specific term – Page
· P’ship at will – if minority partner deprived of control, ct will view this as a dissolution (Prentiss)
· Can have a rightful dissolution & a breach of fiduciary duty
· wrongful dissolution – in contravention of the agreement between the partners, by the express will of any partner at any time; must pay damages (normal K damages but may provide for liquidated damages – Pav-Saver; UPA 38(2)(a)(II))
· Wrongful dissolver limited in participation in winding-up UPA § 37

· Wrongful dissolver entitled to fair value of interest minus damages under UPA; under RUPA, include p’ship’s goodwill in fair value of interest

· Cannot dissolve based on desire to exclude other partner from upswing in business - Page
· by operation of law UPA 31(3)-(5) (unlawful; death; bankruptcy)

· by court order UPA 31(6); 32

· partner declared lunatic

· incapable of performing his part of partnership K

· guilty of acts prejudicially affecting carrying on of biz

· **willfully or persistently commits breach of agreement or otherwise conducts himself in a way not rsbly practical to carry on biz w/ him (Owen – materially hinders proper conduct of partnership – look for nature & extent of quarrels to destroy confidence)

· Biz can only be carried on at a loss

· Other circumstances render dissolution equitable

Buy-Sell agreements

Popular approach is the “Texas shootout” or “I pick, you choose”

· one party ends up saying how many dollars a point is worth

· the other party can choose to either buy at that price or sell at that price

Death of a Partner
UPA § 31 – death automatically dissolves p’ship

RUPA § 601 – death is a disassociation, but not a dissolution event under §801

Expulsion
By unanimous vote or by terms of p’ship agreement

Consequences of dissolution
· dissolution happens, and then a “winding up period” before final termination

· the underlying business can continue, and the assets can be acquired by partners, etc.
Under UPA:

· Dissolution does not terminate the partnership [UPA §30].  Rather, it limits all partners’ authority to act for the partnership [UPA §33-35], and prompts the “winding up” of the partnership.  Partnership terminates at end of winding up period.
· “Winding up” consists of disposing of the partnership’s assets/business, then dividing between the partners the remaining assets or the liability for remaining losses.

· Partners may continue p’ship by paying off wrongfully dissolving partners minus damages [UPA §38(2)(b)].
· Causes of rightful dissolution § 31:  1) termination of term p’ship; 2) express will for p’ship at will; 3) express will of all partners at any time; 4) rightful expulsion; 5) if p’ship is unlawful for p’ship as whole or for any member to continue; 6) death; 7) bankruptcy; 8) judicial decree under § 32
Under RUPA:

· Triggering event is “disassociation” [RUPA §601].  After that:

· Business may be continued under Article 7

· Purchase of disassociated partner’s interest [RUPA §701]

· Disassociated partner not automatically released from liability [RUPA §703]

· Business may be dissolved (and “wound up”) under Article 8

· Not every event allowing disassociation also allows dissolution [cf. §801 w/§601]
· §601 – disassociation events – 1) partnership has notice of partner’s express will to withdraw; 2) specified triggering event occurs; 3) partner’s expulsion pursuant to agreement; 4) partner’s expulsion by unanimous vote if unlawful, ct order or terminated; 5) declaratory judgment that partner is jerk; 6) when partner goes bankrupt & tries to misappropriate partnership property; 7) death or incapacity; 8) when trust is paid out; 9) when estate is distributed; 10) termination

· § 801 – dissolution events – bolded above & unlawful to carry on p’ship
· Limitation on partner’s authority to act for the partnership [RUPA §804
There always exists the power, as opposed to the right, of dissolution

· can dissolve the partnership, but does not mean the right (will be consequences)
When partner leaves, no restriction on remaining partners buying out p’ship interest

Liquidation: (split in courts)

· some cts hold that lawful dissolution gives each partner the right to force liquidiation

· other cts hold that winding up generally involves liquidation but liquidation is not a right (Disotell – hotel; G&S Investments – death of partner & estate wanting to force liquidation)

Service partner:
Default UPA 18(a):  losses follow profits in terms of %

Kovacik exception – service partner loses time, not money – does not share in $$ losses unless partner receives salary or even nominally contributes money
· focus on service partner and what the service partner is contributing

RUPA § 401(b) – each partner shares in losses in proportion that they share in profits

· default rules applies, specifically rejects Kovacik – service partner must share in losses in same proportion as profits

· § 401 comments – partners may overrule this default in agreement

· Ct may treat operating losses as different from capital losses, so can still have Kovacik-like result in RUPA jurisdiction

Continuation per agreement (after dissolution)
Effect on the partnership:

· technically, this creates a new partnership

· creditors of former partnership automatically become creditors of the new partnership UPA 41

Effect on the departing partners

· departing partner entitled to an accounting

· fair value of the partnership, plus interest from the date of dissolution in the event of an unreasonable dely in payment

· departing partner remains liable on all firm obligations unless released by creditors – UPA 35; RUPA 703

Effect on a new partner

· New partner that joins p’ship when it continues after dissolution is liable to old debts, but his liability can only be satisfied out of the partnership assets (no personal liability but can lose contribution to p’ship) UPA § 41(1); RUPA § 306(b)
LPs, LLPs and LLLPs

LP – limited partnership
LLP – limited liability partnership

· no distinction is made between partners (limited and general) verses LLLP which continues to distinguish between partners

LLLP – limited liability limited partnership
· for LLLP – still have general partner that exercises control, and limited partners with less control, but now everyone has limited liability

Limited Partnership
· must have at least one limited partner and one general partner

· limited partner is limited in both control & liability
· limited liable to extent contributed; general partner personally liable for debts of p’ship

· ct looks to control exercised – if limited partner exercises too much control, treated like general partner (Holzman)

Limited Liability Partnership (Article 10 of RUPA)

· partners have same amount of control but all have limited liability

· acts like a general partnership, but with limited liability

· formed by filing a “statement of qualification”

· General partnership may convert to LLP; conversion does not cause a dissolution RUPA 201(b)

· Liability – RUPA 306(c) – an obligation of a limited liability partnership is solely an obligation of the partnership…A partner is not personally liable . . . solely by reason of being a partner

· Some states restrict the liability limitation to tort actions, and leave contract liability unlimited

Limited Liability Limited Partnership (LLLP)

· Difference in control but everyone has limited liability
· similar to a limited partnership, but grants general partner limited liability as well (somewhat similar to making a corporation the general partner)

Partnership Cases:
Partners compared with employees:

Fenwick – hair salon – must share both profits and control; profits as wages does not mean sharing profits
Partners compared with lenders:

Martin – pre-depression lots of $ - creditors can exercise greater degree of control, but if too much then they become partners (totality of the circumstances test)

Southex – home show – must have control over big decisions not day to day; profit sharing is prima facie evidence of p’ship, but does not compel finding of p’ship formation
Partnership by Estoppel:

Young – Price Waterhouse – claimant must rely on act or statement of existence of partnership to find estoppel

Fiduciary Obligations of Partners:

Meinhard – hotel in NYC – partners owe each other duty of loyalty and must disclose p’ship opportunities to all partners
Bane – retired partner – p’ship only owes duties to current partners, not former partners

Meehan – law firm, left w/ some clients – partners can make logistical plans, but owe duty during dissolution and must honestly answer questions posed when asked (see UPA § 20 – must tell truth when asked); partner can plan to compete w/ entity to which they owe a fiduciary duty provided partner does not violate duties

Lawlis – drunk expelled – ct will uphold contractual expulsion arrangements in p’ship agreement unless exercised in bad faith – see UPA § 31 (causes of dissolution)
Partnership property:

Putnam – Gin Mill – interest in p’ship necessary in order to have interest in p’ship property

Rights of Partners in Mgmt:

National Biscuit – buying bread; similar to apparent authority – partners have equal right in control; need majority to make ordinary biz decisions; need unanimity to change p’ship agreement; default is to status quo; can K around these provisions
Summers – garbage men – equality b/t partners is central theme; biz decisions must be decided by majority (see UPA § 18)
Moren – injured kid at pizza place – partner has a right to indemnity from p’ship, but p’ship does not have a right of indemnity from partner; p’ship is liable for torts of partner acting in ordinary course of p’ship biz
Day – Sidley Austin – p’ship can structure mgmt as desired
Right to dissolve:

Owen – bowling-alley – trifling & minor differences not enough for dissolution; misbehavior that materially hinders proper conduct of p’ship biz is enough for dissolution (even if petty)

Collins – cafeteria – there always exists the power, as opposed to the right, of dissolution; to avoid paying damages, seek declaratory judgment that other party is in contravention

Page – brothers & drycleaning – cannot take advantage of partner’s lack of liquidity; hope for profits is not enough to create p’ship for a term

Consequences of dissolution:

Prentiss – shopping center w/ 15% interest – excluding partner from control will dissolve p’ship at will; current partners not barred from buying out former partner’s share at auction 

Disotell – guy lives in hotel – split in courts over right to liquidation when p’ship dissolves; liquidation not compelled here, instead buyout at fair market value is proper course; partner must account to p’ship for any benefit from using p’ship property w/o p’ship consent (see UPA § 21)

Pav-Saver – patent for paving machine – when one party wrongfully dissolves, other party can continue the biz by buying out – under UPA, goodwill not included in fair market value (under RUPA include goodwill)

Sharing of losses:

Kovacik – service partner – service partner does not share in losses provided service partner does not contribute any money or receive salary (cf. RUPA § 401 rejecting this exception)

G&S Investments – drunk drug addict dies – dissolution occurs only upon ct order or brought by other acts (not filing complaint); partners can buyout estate’s interest in p’ship for pre-arranged price

Law Partnership Dissolutions:

Jewel – firm split – attorneys fees split according to p’ship interest for p’ship cases pending at time of dissolution
Meehan – firm split – profits shared at same percentage as under p’ship; clients always get to choose counsel

Limited Partnerships:

Holzman – farm w/ crop plantings – limited partner becomes liable as a general partner if he takes part in the control of the biz
Nature of the Corporation
Promoters and the Corporate Entity
Promoter – a person who identifies a business opportunity & puts together a deal forming a corporation (consider potential apparent authority & inherent agency power to bind corp.; liability for promoter for certain actions prior to incorporation)

· a promoter owes a fiduciary duty to the corporation

Critical attributes of a corporation:

· corp is its own legal entity

· limited liability

· separation of ownership and control (SHs own; BoD control)

· liquidity (traded in secondary markets)

· flexible capital structure – bonds (creditor entitled to eventual repayment of principal) vs. stocks (units of interest in corporation & right to participate)

· centralized management

	 
	General Partnership
	Corporation

	Limited Liability
	No, but partners can bargain it from 3rd party, buy insurance
	Yes, but creditors may seek personal guarantees

	Free Transferability
	Default: No, but may be allowed
	Default: Yes, but may be restricted

	Longevity
	Dissolution at will, unless agreed upon otherwise
	Default: Indefinite, but can be limited

	Centralized Management
	No; each partner an agent. But can use committee & limit authority by agreement/notice.
	Yes, but may want to modify to prevent freeze-out.

	Formation/

Formalities
	Informal (no filing)
	Formalities required, including: Articles of Incorporation, Bylaws, Board of Directors, Officers, Minutes, Elections, Filings; more costs

	Tax
	Single taxation – Partnership is not taxed; partners are.
	Double on distributed earnings: Corporation taxed, and so are dividends


Liability of Promoter:
· prior to incorporation, promoter is liable on all contracts; 

· once incorporated, corp can choose to become liable by adopting contract either expressly (novation – in terms of Articles of incorporation) or implicitly by ratification

· once Articles filed, promoter is liable if corp breaches even if corp has also adopted K unless 3d party releases promoter (Atlantic Salmon)
· if Articles are not filed or defectively filed, promoter remains liable; corp may also be liable if ct finds de facto corporation

· if promoter has taken $ from other parties w/ understanding that they will be SHs, try to prove implied partnership if corp is defective & cannot assume liability

Mechanics of Forming Corporation
· register w/ state’s secretary of state (state of incorporation does not have to be where you do biz – Paul v. Virginia)

· draft articles of incorporation

· file articles w/ state

· draft by-laws

· hold organizational meeting

· issue stock
Defective corporations:
De facto corporation doctrine

· ct may treat an improperly incorporated firm as a corp if the corp:

· acted in good faith to incorporate

· had the legal right to incorporate

· acted as if they were incorporated

Corporation by Estoppel:

· if acting like a corporation, treated like one for protection of 3d parties (Southern Gulf – if promoter & corp have been acting as if they were incorporated, cannot deny legal existence of corporation)

If a firm did not act to incorporate, cannot be a de facto corp.; usually, can use corporation by estoppel to find liability, but unlikely for torts b/c no reliance (tort just happens)
Corporate Entity & Limited Liability
Policy: 

· limited liability is justified based on transaction costs b/c more cumbersome to bring everyone into suit that is connected to corp.

· encourages small investments (can only lose what you contributed)

· facilitates transferability / liquidity

SH liability:

· MBCA §622(b) – unless otherwise provided in Articles, SH is not personally liable for acts (torts) / debts (Ks) except that SH may become personally liable by reason of own conduct (piercing corporate veil)
Piercing the Corporate Veil

· corporate entity will be disregarded & veil of liability will be pierced when 2 requirements are met:  

· 1) there must be such unity of interest and ownership that the separate personalities of corp and individual no longer exist; AND

· Look for: A)  failure to maintain adequate corp records or comply w/ formalities; B) commingling of funds or assets; C) undercapitalization; D) when one corp treats assets of another corp as its own

· Advice for client:  If you abide by all formalities (formally transfer funds & take minutes, etc.) cts will generally not pierce veil

· 2) circumstances must be such that adherence to the fiction of separate corp existence would sanction a fraud or promote injustice
· Promoting injustice means something less than an affirmative showing of fraud but something more than a creditor’s inability to collect (Sea-Land) – look for a party being unjustly enriched
· Promoting injustice – look for – common sense rules of adverse possession would be undermined; former partners would be permitted to skirt monetary obligations; party would be unjustly enriched; parent corp that caused sub’s liability would escape those liabilities; or an intentional scheme to squirrel assets into a liability free corporation while heaping liability upon an asset free corporation would be successful

· Focus is on formalities

Alter-ego theory
· when corp is acting as an agent on behalf of a principal (parent co or individual), can hold corp liable as an agent

· but cts are hesitant to embrace this b/c it defeats the idea of allowing limited liability

· Standard:  corporation is not only influenced and governed by that entity but that there is such a unity of interest and ownership that adherence to the fiction of separate existence would sanction a fraud or promote injustice (same standard as piercing corporate veil)

· Factors to consider:  1) commingling of funds; 2) holding out by one entity that it is liable for the debts of the other; 3) identical equitable ownership; 4) use of the same offices & employees; 5) use of one as a mere shell / conduit for the affairs of the other

· Focus is on substance

REMEMBER AGENCY – THIS IS WHERE ALTER-EGO ARG ORIGINATES
Enterprise liability
· single set of books / bank account; ignoring formalities & treating all entities as a corporate slush fund
· allows you to get at the assets of other corporations, not the owners 
· also involves the failure to recognize the separate existence of corps, but enterprise liability deals w/ separate sister corps
· rather than going higher (piercing corp veil), instead go laterally (under the same head)
Reverse Veil Piercing
· 1) pierce the corporate veil to get to parent / individual

· 2) then pierce in reverse direction to get at other affiliated corps that are being used fraudulently or as shell corps

· There does not have to be any evidence that these affiliated corps were paying first corp’s bills (Sea-Land Services)

· Can get to secondary corp even if only partially owned by parent / individual (Sea-Land)
· reverse veil piercing is different than enterprise liability – for reverse veil piercing, pierce the veil and then go back down to assets of other corps
Shareholder Actions
Derivative action is brought on behalf of all SHs while a direct suit is brought on behalf of an individual or group of SHs

To distinguish, 3 different tests:

· 1) is the injury to plaintiff individually or to corporation as a whole?

· This is the clearest & most common, but not useful in borderline cases

· 2) to whom does the corporation owe a duty?

· 3) is this suit aimed to force corporation to procure a judgment in its favor? (Is corp acting as plaintiff to recover damages for corp, or is SH trying to get a personal benefit?)

Derivative Actions:

· SHs can bring a suit demanding that corp brings a suit against offender

· Justification:  SHs have a right to participate, but limited right

· Derivative action is equitable rather than legal – cts have more discretion in fashioning remedy
Requirements for filing derivative suit:

· post a bond covering corp’s legal fees in case ct finds suit frivolous

· meet the demand requirement (must issue demand unless excused)

· must meet plaintiff qualifications:

· must be a SH, not a creditor

· must have been a SH at time of alleged wrongdoing (MBCA § 7.41) through final judgment (MBCA § 7.42 – when suit starts; cts read to mean through final jdgmt)

· named plaintiff must be a fair & adequate representative of class

Business Judgment Rule (BJR)
· the presumption that corps act w/ a duty of care & duty of loyalty

· idea that cts are hesitant to interfere w/ the biz judgment of a corp – do not want to use hindsight to punish bad decisions made in good faith

Demand requirement
Policy:

· want to strike a balance b/t under-deterrence and over-deterrence

· want to have enough suits to keep corp in line but do not want frivolous suits to benefit lawyers who want a settlement (Director & Officer insurance)

· posting bond is intended to affect strike suits, but may also affect meritorious suits

· both frivolous & meritorious suits will settle w/in policy limits – so while wrongdoers rarely pay, SHs in end will pay for insurance

· cause of action belongs to corp, but the directors might not sue themselves

ONLY DERIVATIVE ACTIONS HAVE A DEMAND REQUIREMENT – DIRECT ACTIONS DO NOT

Derivative actions & demand requirement
MBCA § 7.42 – no SH may commence derivative proceeding until a written demand has been made & 90 days have passed unless irreparable injury would result by waiting for 90 days
· so under MBCA, always have to file demand, only question is whether you have to wait full 90 days

· 3 ways a corporation can review demand (MBCA §7.44)

· If independent directors constitute a quorum, then demand can be reviewed by the board

· In all cases, the independent directors may appoint by majority vote a special committee of 2 or more independent directors (independent directors appointed by independent directors – must appoint at least 2)

· Upon motion by the corporation, court can appoint independent panel

· Use this when corporation does not have 2 independent directors

· If an appropriate reviewing panel decides the suit would not benefit the corp, then ct can dismiss the complaint

· SH can overcome use of independent panel, but plaintiff must show bad faith or unreasonable investigation (rebut BJR)

· If a majority of the board is not independent AND board does not use any of the three permissible methods, corporation has burden of proof
FRCP 23(1) – complaint shall allege the efforts, if any, by plaintiff to obtain action from directors & the reasons for the plaintiff’s failure to obtain the action or for not making the effort

· you are supposed to file demand, but do not have to do so

· no universal demand requirement, can claim that demand was excused
Excusal of Demand:
If in jurisdiction where MBCA does not apply (including NY & Del), then demand can be excused if directors cannot be expected to make a fair decision and demand would be futile

· NY test for futility:

· Majority of directors are interested; OR

· Directors fail to inform themselves; OR

· Challenged transaction could not have been the product of a sound business judgment

· Del test for futility – reasonable doubt as to:
· Majority of board has material interest; OR
· Majority of board lacks independence; OR

· Challenged transaction not product of valid exercise of business judgment

NY will require higher standard of particularity in pleadings; Del will generally be easier b/c only have to show reasonable doubt (so incentive to sue in Delaware & not make demand)

· When suing in Delaware, incentive to not make demand b/c this assumes a conflict of interest, shifting burden to defendant to show entire fairness; 
· By making demand, assuming no conflict of interest & burden stays with plaintiff who must rebut BJR
Finding conflict of interest:
· Director has a material interest in challenged transaction OR is dominated or controlled by someone who has a material interest in the challenged transaction

· Employee, close family member, potentially past history

· BUT, can still be independent even if: 

· you have been nominated by wrongdoer to your spot on the board; OR

· have been named a defendant (otherwise, would just sue all directors to say conflicted); OR

· you’re a director who approved challenged transaction

· It is hard to find a board w/ a conflict of interest (plaintiff will always want a conflict of interest)
Special Litigation Committees (SLC)
When demand is made, corporation can appoint SLC

· ct will view this as an exercise of business judgment and defer to SLC’s decision

· Decision of SLC will be governed by BJR

Zapata Two-step for reviewing SLC recommendations:

· 1) Committee’s decision

· A) Procedural – inquiry into committee’s good faith & independence

· B) Substantive – inquiry into bases supporting recommendation

· 2) Cts may apply its own business judgment as to whether case should be dismissed

· This is not BJR, but court’s own business judgment (much less deferential)

Derivative Action Demand Flowchart
· Is suit direct or derivative?

· Direct – SH suit allowed.

· Derivative – Is demand universal?

· Universal Demand Rule (MBCA §7.42)

· Did appropriate demand review institution find suit not in corp’s interest?

· Yes – Dismiss unless institution’s decision not in good faith or based on reasonable investigation.

· No – SH suit allowed.

· Non-universal demand rule (Delaware/NY) – Is demand futile and thus excused?

· Demand excused – SH suit allowed; Corp. may use SLCs to get court to dismiss.

· Demand not excused – Demand made?

· No – Suit dismissed/stayed until demand made.

· Yes – Demand refused?

· No – Board of Directors takes control of suit.

· Yes – Refusal wrongful? (BJR applied to decision to refuse demand)

· Yes – SH suit allowed; 
· No – Suit dismissed

Capital Structure
Shares
· securities attached to equity capital
· may come w/ 3 things: (depending on class)

· voting rights

· rights to dividends

· rights to residual assets

Types of shares:

· authorized

· total number specified in articles of incorporation

· outstanding

· shares that corporation has actually sold and owned by public

· authorized but unissued

· treasury

· shares that were once issued and outstanding but have now been repurchased by corporation

There can be preferred shares that may get more dividends / perks
Bonds
· securities attached to debt capital
· rights to payments of interest & principal

· will often specify collateral

· may give rights of control

· can also have different classes w/ different rates & different priorities of payment

Convertible bonds:

· bonds that have an option to be converted into stock

· probably has lower interest rate b/c corporation is giving up some benefit

Warrants
· security issued by corporation that the holder has a right to purchase on a certain day at a certain price
· For the corporation, this is an insurance policy b/c corp will keep first payment

· Warrants are issued by corporation; call & sell options are issued by 3d parties

Hierarchy of Legal Sources for Corporations
· 1) Applicable federal / state law

· 2) Article of incorporation

· MBCA § 2.01 & 2.02 – sets out how the formalities required for incorporation

· Amendments – MBCA § 10.03 – amendments adopted by majority of SHs, except for certain technical amendments (§ 10.05 – change # of authorized shares to reflect buy-back when Articles prohibit re-issue), or if no stock was issused

· 3) bylaws

· MBCA § 2.06 – corporation shall adopt bylaws containing any provision for managing business & affairs of corporation

· Amendments – by SHs or board of directors unless Articles of incorporation or bylaws say otherwise

· 4) board of directors’ decisions

· 5) decisions of officers

Corporate Power and Purpose
Corporate powers: - MBCA § 8.01(b); DGCL § 141 – all corporate powers shall be exercised & all business of corporation managed by its board of directors

· MBCA § 3.02 – corporate powers include – basic legal powers (K, etc.) including to make charitable contributions that further the business of the corporation
Charitable Donation:
· policy:  some people think corporate law should help improve everyone (so allow donations even w/o direct benefit); other side argues that corporate law is a poor vehicle to advance these goals

· MBCA § 8.30 – each member of the board of directors when discharging the duties of a director shall act: 1) in good faith; and 2) in a manner reasonably believed to be in the best interest of the corporation

· In the absence of evidence of fraud, illegality or conflict of interest, the court will not reverse a corporation’s decision (this presumption is the BJR)

Cases:
Southern Gulf Marine Co. – 9 ship companies – where a party has Ked w/ a corporation and is sued upon the contract, neither is permitted to deny the existence or the legal validity of such corporation
Walkovszky – cab companies – can pierce corporate veil whenever necessary to prevent fraud or achieve equity; can pierce corporate veil when underlying corporation is a shell for owner

Sea-Land Servs. – stiffed on freight bill – a corporate entity will be disregarded & the veil of limited liability pierced when two requirements are met: 1) there must be such unity of interest & ownership that the separate personalities of corp & individual or other corp no longer exist; AND 2) circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice
· Factors to consider when determining whether to disregard separate identities:

· 1) failure to maintain adequate corporate records or comply w/ formalities

· 2) commingling of funds or assets

· 3) undercapitalization

· 4) one corporation treating the assets of another corporation as its own

· Promoting injustice means something less than an affirmative showing of fraud but something more than a creditor’s inability to collect

Sheffield – Catholic church & St. Bernard – the alter ego theory makes the parent liable for the actions of a subsidiary which it controls but it does not mean that where a parent controls several subsidiaries that each subsidiary then becomes liable for the actions of all other subs
In re Silicone Gel Breast Implants Prods. Liability Litig.  – a parent company is expected to exert some control over subsidiary; limited liability is the rule, not the exception; but when corporation is so controlled as to be alter ego or mere instrumentality of its stockholder (corp or individual) then the corporate form may be disregarded in the interests of justice

Cohen – SH sues – bond required in derivative suit is substantive and constitutionally permissible

Eisenberg – Flying Tiger airline – if the gravamen of the complaint is injury to the corporation the suit is derivative, but if the injury is one to the plaintiff as a SH and to him individually and not to the corporation, the suit is direct in nature;
· suits are derivative only if brought in the right of a corporation to procure a judgment in its favor

· in routine merger circumstances the SHs retain a voice in the operation of the company, albeit a corporation other than their original choice

Tooley – Del law – to determine whether a SH’s claim is derivative or direct, ask 1) who suffered the alleged harm, the corporation or the individual SHs; and 2) who would receive the benefit of any recovery, corporation or individual SH

Grimes – SH who makes a demand can no longer argue that demand is excused; when an independent board has considered and rejected demand, the board is entitled to have its decision analyzed under BJR (Del. case; rsb doubt standard)

Marx – NY does not adopt a universal demand rule; no demand is necessary if a complaint alleges w/ particularity: 1) majority of directors are interested in transaction; 2) the directors fail to inform themselves to a degree reasonably necessary; or 3) directors fail to exercise their business judgment
· it is not sufficient to sue all directors to claim that they are interested

Auerbach – special litigation committee – ct will not interfere w/ substantive decision of SLC but will examine methods & procedures used as well as ultimate substantive decision
· substantive decision under BJR; methods & procedures court will scrutinize

· BJR applies where some directors are charged with wrongdoing, so long as remaining directors making the decision are disinterested and independent

Zapata – BJR does not confer power to a corporate board of directors to terminate a derivative suit; BJR is irrelevant to question of whether committee has authority to compel dismissal – used as a defense to an attack on decision’s soundness

· the power of the board to seek dismissal of derivative suit due to disqualification (no demand) is a threshold issue
· must be clear that an independent committee possesses the corporate power to seek the termination of a derivative suit (must have power to move for dismissal or SJ)
· b/c SLC is reviewing fellow directors, cts 
· 2 step review: 1) inquire into the independence & good faith of the committee & bases supporting conclusion [corp bears burden of proving independence, good faith & rsb investigation]; 2) court should apply its own business judgment regarding whether the suit should be dismissed

A.P. Smith Mfg. – charitable gift to Princeton – donation is permissible when it is moderate amount and reasonably likely to advance interests of corporation as part of community

· DGCL §122 – every corporation shall have the power to make donations for the public welfare or for charitable scientific or educational purposes

· NYBCL §202(a)(12) – corporation has power to make donations irrespective of corporate benefit for public welfare or community fund

Dodge – Ford makes charitable contribution – dividend decisions will almost always fall w/in BJR, but here so far out that corporation is organized primarily for benefit of stockholders there must be some distribution of dividends

· can do charitable works that are incidental to the main business of the corporation

Wrigley – nighttime baseball – BJR does not apply when there is fraud, misappropriation of corporate funds, acting in bad faith, waste or conflict of interest (later)

Duties of Officers, Directors & Other Insiders
· when there are separates classes of shares, it is permissible to make a decision favoring one SH group over another, idea being that people consent to this treatment when their type of shares in the corporation
· but duty of loyalty remains – still must disclose all material facts

Business Judgment Rule & Fiduciary Duties
· absent fraud, bad faith, illegality, conflict of interest, or uninformed decision making the board’s business judgment is not second guessed by the court

· so ct defers to board of director’s decision unless there is: 

· 1) breach of duty of loyalty

· Look for fraud, illegality or conflict of interest

· 2) breach of duty of care:

· Look for board not conducting sufficient investigation or deliberation

·  board not conducting sufficient investigation or deliberation

· Think of BJR in two ways:  abstention b/c ct will not second guess merits of decision unless preconditions exist; OR as a standard of liability – bad or slightly negligent decision is not a cause of action (must be grossly negligent)

· Both threshold issue (duty of care) & standard of review (duty of loyalty)
· irrationality is the outer limit of BJR – as long as rational, then okay
Bad Faith
3 ways to try & prove bad faith to rebut BJR

· subjective bad faith – director actually wants to harm corporation

· conscious disregard of responsibility
· lack of due care or gross negligence (not actually bad faith, but breach of fiduciary duty that rebuts BJR)

Duty of care
· DBCL § 141(e) – safe harbor as a defense for directors who rely on reports from reasonably selected officers, experts, or SLCs in performance of their duties
· Ordinarily, a director can rely on officers, but not when a director has notice that an officer cannot be trusted (Francis) – so once on notice, have affirmative obligation to familiarize yourself w/ corp & take proactive measures when risk of bad behavior is present

· look at length of presentation, whether any expert presentations, whether written materials or only oral, and enough time to ask questions

· directors have some affirmative obligation to ensure compliance w/ state & fed laws, but compliance program does not have to be perfect

· ct can find that board fully considered matter even w/o formal vote (Bayer)

· BJR is a presumption that duty of care has been met; duty of care is always measured under entire fairness test (if you get there) – so if BJR rebutted, must prove entire fairness subject to burden shifting
First:  is BJR rebutted?

· fraud, illegality, conflict of interest (Cinerama – BJR rebutted due to conflict of interest, but satisfied entire fairness test)

· failure of board to apprise themselves of all reasonably available information – Van Gorkom is a case where BJR was rebutted b/c directors failed to rsbly apprise themselves of all available info
Second:  If BJR is rebutted, is duty of care violated? (entire fairness standard)

· duty of care may not be violated if directors implemented a sufficient compliance program

Sarbanes-Oxley
Does not change duty of care analysis – just a way to find illegality

· imposes affirmative duties on board to disclose issues regarding debt, securities, & financial fraud

· Board must establish audit committee that: 1) receives reports from independent auditors regarding critical accounting policies & practices & financial info about company; AND 2) establishes procedures to receive & address complaints regarding accounting and auditing matters
· The first is essentially duty of care; second satisfied by Caremark, now part of federal law

Entire fairness
· if BJR is rebutted, use entire fairness test

· totality of the circumstances, sliding scale test

· fair dealing & fair price
· Fair dealing – look for: includes price, timing of transaction, initiation (who started), negotiation, structure of transaction, disclosure to and approval by directors and SHs

· Fair dealing – board must consider all information w/in reasonable reach (Eisen – Disney)

Corporate Waste
· a decision that was so one sided that no business person of ordinary sound judgment could conclude that the corporation received adequate consideration
· Focus on both procedural and substantive matters – since waste rebuts BJR, use entire fairness test

Duty of Loyalty
· conflicts of interest anytime a corporation engages in some transaction where a particular director or officer has an interest in the other side

· see also corporate opportunity doctrine; self-dealing
· If there is a conflict of interest, board of directors can still choose to ratify agreement

· Ratification requires a majority of disinterested directors to approve: 1) before transaction; and 2) in advance of litigation

· If properly ratified, BJR applies; if not properly ratified, subject to entire fairness test
· Only disinterested directors can ratify – if all directors are SHs of other company or other conflict exists, there is no way to have director ratification (Lewis)

· When there is a breach of duty of loyalty, burden shifts to corporation to show entire fairness
Types of interested director transactions:
· person is a director of one corporation & officer or director of another and those 2 corporations enter into a contract w/ each other

· interested director’s close friend or relative benefits from a contract that the corporation makes w/ them

Ratification:
2 forms:  director ratification or SH ratification – must disclose all material facts
· If there is a conflict of interest, board of directors can still choose to ratify agreement

· Ratification requires a majority of disinterested directors to approve: 1) before transaction; and 2) in advance of litigation

· If properly ratified, BJR applies; if not properly ratified, subject to entire fairness test

· Only disinterested directors can ratify – if all directors are SHs of other company or other conflict exists, there is no way to have director ratification (Lewis)

· SH ratification
Corporate Opportunity Doctrine
· similar to idea that agent (as a fiduciary) must disgorge ill-gotten gains

· subset of duty of loyalty but w/ own factors

· Delaware test (Broz - cellphone) – an officer / director violates duty of loyalty by embracing corporate opportunity if:

· 1) corporation was financially able to take opportunity

· 2) opportunity is in corporation’s line of business

· 3) corporation has an interest / expectancy in opportunity; and
· 4) by embracing opportunity, the officer creates a conflict b/t his self-interest & corporation

· Unclear whether all 4 factors are required, or just to be considered

· Do not need board approval to take opportunity, but board approval will create a safe harbor
· ALI rule – depends on degree of insider-ness
· Corporate opportunity means:

· For all insiders (directors & senior executives), an opportunity that is:

· 1) in connection w/ performance of functions as a director / senior executive, OR

· 2) under circumstances leading a person to believe it was offered to corporation; OR

· 3) acquired through the use of corporate information or property if reasonably expected to be of interest to corporation

· For senior executives only, any opportunity that is closely related to a business which the corporation is engaged or expects to be engaged (a bit broader)

· An insider may take advantage of a corporate opportunity if:

· 1) insider offered opportunity to corporation, disclosing the conflict of interest; AND

· 2) corporation rejected opportunity

· Permissible rejection includes (any one):

· Rejection was entirely fair to corporation; or

· Opportunity is rejected by disinterested directors or disinterested superior in a way that satisfies BJR; or

· Rejection is authorized or ratified by disinterested SHs & the rejection is not a waste

· Unlike Delaware rule, ALI rule is clear that the SHs must be disinterested in order to ratify

· Also, SHs can authorize or ratify, but directors can only ratify
· Point of both approaches – can take opportunity as long as it is ratified
· Similar to agency law where the agent must disclose any profits made in connection to role as agent (Reading; Singer)

· For both ALI & Delaware – line of business matters

Controlling SHs – fiduciary duties
· questionable whether this exists

· but there may be tension b/t controlling SHs and other SHs in terms of control and interest

· focus on control (no magic number for what constitutes controlling SH – fact specific)

· For controlling SH or director:

· When any K w/ corporation is challenged, the burden is on director or controlling SH not only to prove good faith of transaction but also to show its inherent fairness from viewpoint of corporation

Self-dealing
· have self-dealing when there is a parent on both sides of a transaction w/ its subsidiaries

· self-dealing rebuts BJR, shifts burden to defendant, & requires entire fairness

· Advice:  if you have subsidiaries, try to wholly own them
Methods to help w/ enforcement of K
DGCL § 144(a) – no K is voidable just b/c:

· 1) there is a conflict of interest;

· 2) an interested party attends the meeting where transaction is ratified; OR

· 3) the interested directors’ votes are counted

So long as:

· 1) w/ disclosure of material facts, it is approved by a majority of disinterested directors; OR

· 2) w/ disclosure of material facts, it is approved by a majority of SHs (Fliegler – sometimes need disinterested SHs); OR

· SH ratification of an interested transaction (even if less than unanimous) shifts the burden of proof to objection SH to demonstrate the terms are so unequal as to amount to a gift or waste of corporate assets
· 3) contract is entirely fair
If material facts are not disclosed, vote will not count as ratification
Disinterested director ratification
· applies in corporate opportunity doctrine & ratifying conflicts of interest

· To determine if there is a quorum for voting, count all directors present (DGCL § 141(b))

· Default for quorum is majority, but can K around in Articles except that quorum cannot be below 1/3 of directors

· Once there is a quorum, need majority of disinterested directors to authorize transaction even though disinterested directors are less than a quorum (DGCL § 144(a)(1))

· Default for regular transactions – majority of all directors present for quorum

Securities Markets
· when people are buying & selling securities

· a security is a bundle of rights associated with equity or debt

· Primary market – where corporation itself is a party & purpose is to raise capital

· Secondary market – where corporation is not a party, but corporation’s securities are exchanged; greater liquidity

· Helps provide a decentralized means of valuing companies (number of stocks time price = value)

3 Ways of valuating company:
· value of assets, but this does not account for goodwill

· multiple of current sales or earnings (comparing to other similar companies, and multiplying to match same sales) – problem is that this overlooks certain differences (e.g. mgmt)

· discounted cash flow (how much money will be spent & earned in future years, discounted for present value) – problem:  difficult to predict income & expenses for future profits

Efficient Capital Market Hypothesis:- 3 flavors:
· weak form efficiency – all information from past prices is incorporated into the present price; can’t use past price in any way to determine future price

· semi-strong efficiency – current price reflects past price, incorporates all publicly available information
· strong form efficiency – price reflects all information, public & private

Framework of Securities regulations
· blue sky laws – state laws regulating fraudulent securities
· Securities Act of 1933 – regulates primary market; focuses on mandatory disclosure of material information

· Securities & Exchange Act of 1934 – regulates secondary market & creates SEC; regulates insider trading, short-swing profits, proxy solicitations & tender offers

Security 
S.A. 1933 §2(a)(1) – security means any note, stock, treasury stock, bond, evidence of indebtedness, certificate of interest, investment contract, any participation in any profit sharing agreement, or in general any instrument commonly known as a security
· terms of Securities Acts defined in accordance w/ this provision unless context otherwise requires

So the economic reality is what matters, not what the parties call it

· except:  for stock, must both be called a stock & have usual characteristics of a stock

· If not a stock, investment contract will be a big one based on substance; Howey Test:

· 1) investment of money 

· 2) in a common enterprise – find either by:
· Horizontal commonality – relationship b/t investors; always enough to satisfy common enterprise factor

· Look for pooling of contributions & sharing profits

· Vertical commonality – relationship b/t investors & promoters

· Whether this is enough depends on circuit

· When investor returns depend upon promoter returns, generally be enough

· 3) with profits solely from effort of others

· MUST HAVE ACTUAL CONTROL, not just right of control
· Use investment contract test to determine if something is commonly known as a security – same standard for both
· rebuttable presumption that general partnership interests are not securities for federal law purposes, but this can be rebutted (difficult) if:

· on the face of the partnership agreement, the investor retains substantial control over his investment and an ability to protect himself from the managing partner

· such an investor must demonstrate that despite the partnership form, he was so dependent on promoter / 3d party that he was unable to exercise meaningful p’ship powers (so can have right to control, but if does not have actual control then ct can find solely from profits of others)

Stock
· to be a security, must be called stock & have usual characteristics of stock

· Characteristics of stock:  right to receive dividends contingent upon profits; negotiability; ability to be pledged; conferring of voting rights; capacity to appreciate in value
Securities Act of 1933
· cannot offer securities in interstate commerce prior to filing a registration statement w/ SEC
· from time of filing until statement becomes effective, offers to buy are permitted but no sales

· SEC will look at adequacy of disclosure not merits of security

· 20 day interim period after filing before selling, unless SEC issues order halting the process

· Once registration statement becomes effective, then allowed to sell but must deliver a prospectus to investors prior to sale

· Not a merit regulation, just disclosure

Securities violation under 1933– initial sale
3 requirements for finding prima facie securities violation: (Doran)
· 1) is there a security?

· 2) was the security sold or offered for sale?

· 3) was interstate transportation or communication used in connection w/ sale?

· Failure to file the registration statement is the violation, not a factor in the violation

Defense:  not a public offering – look at: (Doran)
· number of offerees, relationships to each other & to issuer

· level of sophistication of all offerees, including non-buyers

· look at whether person needs protection

· access to information of all offerees, including non-buyers

· In general, if less than 25 solicited, then not public offering

· number of units offered

· size of the offering (in terms of $ not number of units)

· manner of the offering

If it is not a public offering, you do not need to file w/ SEC; ct will consider 4 factors above to determine public v. non-public offering

Regulation D – safe harbor for initial sale (1933 Act)
Regulation D – safe harbor as a private offering provided that A) it is not advertised publicly and B) files a notice of sale with SEC shortly after securities issued; AND if:

· 1) total amount raised is less than $1 million (SEC Rule 504); OR

· 2) if amount raised is under $5 million and offered up to 35 people (Rule 505)

· 3) if amount raised is over $5 million, can be offered up to 35 people who pass certain tests of financial sophistication (Rule 506)

This only exempts the initial sale – to resell the buyer will have to find another exemption

· **exemption:  transactions by any person other than an issuer, underwriter or dealer, 

· but §2 defines underwriter as individual who buys security w/ intent to resell

· if cts find someone is underwriter, will sometimes combine transactions, looking at total number of offerees to determine if corporation itself violated securities regulations

· so incentive for companies to make a reasonable inquiry and place resale restrictions on stock
Common law fraud (same for 10b-5 violation)
5 elements for violation of common law fraud: alternative theory of liability
· 1) misrepresentation of a material fact

· 2) reliance

· 3) causation

· 4) scienter – intent to defraud

· 5) injury

Materiality
· Material means matters which would be important to the reasonably prudent average investor

· When there is strict liability, there is still a materiality requirement

3 express private rights of actions – 1933 Act
· §11 – misrepresentation in registration statement

· Liable if any part of registration statement contains an untrue material fact or omission or is misleading

· No need to prove reliance, causation or scienter

· Defendant has burden to show conduct did not cause damages

·  Safe harbor:  1) if plaintiff knew of untruth / omission; OR 2) transaction was exempt from registration

· People liable for violation:  anyone who touched statement in any way

· §12(a)(1) – strict liability for offers & sales where there is a violation of §5 (failure to deliver prospectus or violation of gun-jumping rules – 20 days)

· Strict liability except of security is exempt from registration

· §12(a)(2) – misrepresentation in prospectus

· No need to prove reliance

· Applies only to public offerings

· Defense of due diligence or reasonable investigation

Due diligence defense
2 types of due diligence:

· non-expertised parts

· For non-experts, defense applies if:

· reasonable grounds to believe and actual belief that relevant statements were true

· For experts, liability only possible for expertised parts

· Expertised parts:

· For non-experts, defense applies if:

· No reasonable belief & no actual belief that statements were misleading or that statements did not represent expert’s opinion

· Once you hire an expert, unless there is a red flag, can assume you are okay

· For experts, defense applies if:

· Expert has affirmative reasonable grounds to believe & actual belief that statements were true

· But must conduct reasonable investigation into accuracy of information provided

· If someone misrepresents expert work, expert is not liable

First:  is there a security?

· if no, no federal liability

· if yes, exempt from registration?

· If yes, no liability under §11 or §12, but potential liability under 10b-5

· If no, is there a violation of §11 or § 12?
· §11 – misrepresentation in registration statement

· §12 – misrepresentation in prospectus or oral communication or failure to register

· If violation, do defenses apply? (due diligence or reliance on experts)

2 implied private rights of action - 1934
Exchange Act §10(b) & SEC Rule 10b-5

· §10(b) – it shall be unlawful for any person directly or indirectly by use of any means or instrumentality of interstate commerce or the mails or of any stock market to use or employ in connection w/ purchase or sale any security registered on an exchange or any security not registered to any deceptive device in contravention of SEC rules

· Applies to both registered and unregistered securities

· Gives SEC power to make rule, hence 10b-5

· Rule 10b-5 – it shall be unlawful for any person directly or indirectly by use of interstate commerce or stock exchange to: (in connection w/ purchase / sale of any security)
· 1) employ any device, scheme or artifice to defraud (not defined for flexibility purposes)

· 2) to make any untrue / misleading material statement or omission; or

· 3) to engage in any act, practice or course of business which is a fraud

Exchange Act §14(a) – proxy rules

Elements of 10b-5 violation – must plead w/ particularity
· 1) jurisdictional nexus – any interstate commerce (mail, phone)

· 2) transactional nexus – in connection with purchase or sale

· Needs only to touch and concern the purchase or sale

· 3) materiality

· Something that a reasonable investor would want to have known

· Must be relevant to decision making

· Balance b/t probability and magnitude (cts way to determine if rsb person would want to know)

· 4) reliance – see fraud on the market

· P needs to show reliance on misrepresentation in order show causation

· 5) causation

· If you trade while in possession of material, nonpublic information, there is a rebuttable presumption that causation is satisfied (trading b/c of info)
· Not enough to trade after disclosure, must trade after market absorbs information
· 6) scienter – intent to defraud

Corporation has affirmative duty to update & make corrections

**Rule 10b-5 is not the same as a derivative suit – separate causes of action
Fraud on the market – presumption of reliance
· in an open and developed securities market, the price of a company’s stock is determined by the available material information regarding the company & its business

· so this satisfies reliance based on the efficient capital market hypothesis (assumes that we have a semi-strong ECMH)
· means that investors do not have to read corporate statements in order to show reliance
· Rebut presumption of reliance by (any):

· 1) market was not deceived; OR

· 2) corrective statement was made prior to person’s decision to buy / sell; OR

· 3) defendant can show that specific plaintiff would have acted anyway

Goals of securities regulations:
· protect ordinary investors & allow them to piggyback on sophisticated investors (by requiring information to be disclosed)

· want sophisticated investors to capitalize on their research so that they will research it
Causation – 2 types

Transaction causation 

· but for the misrepresentation, the plaintiff would not have bought / sold

· can presume this by showing fraud on the market

Loss causation

· show that misrepresentation caused the plaintiff’s loss
· NOT presumed

Scienter
· requires intent to deceive, manipulate or defraud

· reckless disregard for the truth is not enough
Insider trading
· not a ban on all insider trading, meaning trading by insiders is sometimes okay
· instead, ban on anyone trading on inside information

· both broader and narrower – does not ban all trading by insiders, but bans all trading by anyone on the basis of inside information

· traditional theory focuses on the fiduciary duty to the issuer (misappropriating info that is property of issuer)

· Chiarella – printing co. employee hired by acquirer; bought shares in target – no duties to target so no violation (but was fired)

Must disclose specific material information based on inside sources

· if private information based on public sources, then okay

Policy:

· Against insider trading – prevents incentives for bad mgmt; levels playing field; secures property rights of SHs; encourages liquidity

· For allowing insider trading – more likely to lead to strong market efficiency; can serve as executive compensation (possibly giving incentive to do well w/ company)
State law on insider trading
· Majority rule (actually used by minority of states) – officers & directors can engage in insider trading

· Special circumstances rule – duty to disclose only when special circumstances exist (highly material info or especially vulnerable plaintiff)

· Minority rule (actually used by maj. of states) – insiders have a duty to fully disclose material information or abstain
Federal law on insider trading – Rule 10b-5 & Rule 14e-3
· Insider trading is considered an omission of a material fact (which is why it violates 10b-5)

· Liability for an omission exists only if there is a duty to disclose

· State law generally does not create a duty to disclose in exchange transactions, but federal law does
· Rule 10b-5

· If you trade while in possession of material, nonpublic information, there is a rebuttable presumption that causation is satisfied (trading b/c of info)
· Not enough to trade after disclosure, must trade after market absorbs information
Tipping - Derivative Liability
· traditional theory – corporate insider using information intended to be available only for a corporate purpose & unfairness of allowing insider to take this info
Derivative liability:

· Tippee (person tipped) if liable if:
· 1) insider breached fiduciary duty by disclosing; AND
· 2) tippee knew or had reason to know of breach
· Focus on top of chain and work your way through sharing of info
· Tiippor (person tipping) is liable under traditional insider trading theory (and that is a breach of duty of loyalty)
How to breach a fiduciary duty:
· 1) insiders cannot give information to outsiders to exploit information for insider’s personal gain

· Look for personal gain to find breach of fiduciary duty (breach of duty of loyalty)

· Must be more than just carelessness – must set you up as having an interest adverse to the entity

· 2) temporary insiders have material nonpublic information from issuer AND

· A) there was an expectation on part of issuer for confidentiality; OR
· B) relationship implies duty of confidentiality

· Information provided by insider to outsider in arms-length transaction does not make outsider a temporary insider, but can K to make hold them liable
Defense:  disclosure to issuer of use of information prior to using it

Exchange Act §14(e)
· §14(e) – it shall be unlawful to make any untrue statement or omission or engage in fraudulent acts in connection w/ any tender offer in accordance w/ SEC rules

· Rule 14e-3(a) – Misappropriation theory - when a tender offer is imminent, it is a violation for a person to trade in the relevant securities if that person has material nonpublic information which the person knows or has reason to know was acquired directly or indirectly from:

· 1) acquirer; or

· 2) target; OR

· 3) anyone acting on behalf of either acquirer or target

· Note:  Chiaraella would have been liable if 14e-3(a) was in effect

· Rule 14e-3(b) – Chinese wall defense
· Allowing exemption from liability where someone did not know about tender offer and there is a procedure for preventing person from obtaining the information or from trading on it

· Rule 14e-3(c) – Exception allowing acquirer to purchase securities in target (corporation is using corporate opportunity for own benefit)

· Rule 14e-3(d) – it is a violation for the following persons (everyone) to communicate material private information to others if it is reasonably foreseeable that such information will result in a violation of §14(e)

Breach of fiduciary duty is a misappropriation of a corporate opportunity (so violation of duty of loyalty)
· the deception here is that you are pretending loyalty while secretly converting principal’s information for private gain (see also agency)
· to rebut deception, disclose use of information prior to using it
Relationships that have a presumption of confidentiality:
Non-exclusive list that SEC has adopted:

· when person agrees to maintain information in confidence; or

· when there is a pattern or practice of confidentiality; or

· when information is obtained by family member (spouse, parent, child, sibling) unless there is a pattern or practice indicating no confidentiality w/in family

Insider Trading Checklist:
· Rule 10b-5: “Traditional” theory

· Statutory insider [Exchange Act §16(a) – Directors, Officers, 10% SH]

· Temporary insider [Dirks, FN 14]

· Derivative liability (tipping).

· Rule 10b-5: Misappropriation theory

· Duty of confidentiality to the source of the information

· Rule 10b5-2

· Rule 14e-3: Special rule for tender offers

· Mail and wire fraud

· End result: Insider trading law is somewhere between “law of the jungle” exemplified by Goodwin and the level playing field sought by Congress.

Insider Trading Flowchart – Traditional Theory
· Is Defendant in possession of material non-public information?

· No – No liability.

· Yes – Is D a statutory insider or a temporary insider?

· Yes – Did D trade (recklessly or intentionally) without disclosing [TGS]?

· Yes – Subject liable for personal trades under 10b-5.

· No – Did D tip others?

· No – No liability under “traditional” theory (but check other theories).

· Yes – See “tippee” section below.

· No – Is D a tippee (derivative liability)?

· No – No liability under “traditional theory” (but check other theories).

· Yes – Did insider tip others recklessly, for personal benefit?

· No – No liability for either tipper or tippee (but check other theories).

· Yes – Did Tippee know or should reasonably know of tipper’s breach?

· No – Tipper liable under 10b-5, tippee is not (but check other theories).

· Yes – Both tipper & tippee are liable under 10b-5

Insider Trading Flowchart – Misappropriation Theory
· Is Defendant in possession of material non-public information?

· No – No liability.

· Yes – Does D owe a fiduciary duty of confidentiality to possessor of information, and is the information within the scope of this fiduciary duty?

· No – No liability under the “misappropriation” theory, unless D received tip from someone who had such a fiduciary duty (in which case, see below).

· Yes – Did D trade (recklessly) without disclosing?

· Yes – Subject liable for personal trades under 10b-5.

· No – Did D tip others?

· No – No liability under “misappropriation” theory (check other theories).

· Yes – Did insider tip others recklessly, for personal benefit, without disclosing?

· No – No liability for either tipper or tippee (check other theories).

· Yes – Did Tippee know or should reasonably know of tipper’s breach?

·            No – Tipper liable under 10b-5, tippee is not (check other theories).

·            Yes – Both tipper & tippee are liable under 10b-5

Cases:
Duty of care:

Kamin – AmEx acquires DLJ; distributes shares rather than selling for loss – in derivative suit, decisions of board are subject to BJR – rebutted by bad faith or dishonest purpose

· look for process of decision of making rather than decision itself

· BJR can be rebutted by illegality, fraud or collusive behavior (conflicts of interest)

· Cause of action is breach of duties when making decision, not misjudgment in decision

Van Korkom – tax credits; wanted merger to use up credits; only 2 hour review by board – definition of BJR – presumption in favor of directors that corporation 1) acted on an informed basis; 2) in good faith & in honest belief that action taken was in 3) best interest of the corp
· directors must inform themselves prior to making a biz decision, of all material info reasonably available to them (DGCL Section 251(b))
· Look for:  duration of presentation; experts advice; written studies / summary of agreement; 
· DGCL 141(e) – (defense) – there is a defense for directors who rely in good faith upon reports of officers & experts (look at bases of conclusions & amt of details)

· Informed SH vote can be used to ratify board’s decision, but uninformed SH vote is a nullity (so must give SH info if you want to depend on decision making of SH)
ALI rule requires directors to be informed to extent that they reasonably find appropriate under circs (but in Del – must find all info rsbly available)

Cinerama – Perelman through corp buys controlling shares of Technicolor – director must disclose to SHs all material facts bearing upon a merger vote; 
· factors for entire fairness analysis (fair dealing & fair price):  timing, initiation, negotiation, structure of transaction, disclosure to & approval by directors & SHs; and price

· sliding scale inquiry

· even if BJR rebutted, can still avoid liability through entire fairness test

Brehm v. Eisner – Disney CEO – directors must consider all material info reasonably available, not facts that are immaterial or out of rsb reach; 

· board is fully protected under Del law 141(e) when board relies on outside expert

· To counteract reliance on qualified expert, plaintiff allege particularized facts showing:  a) directors did not rely on expert; or b) reliance was not in good faith; or c) directors did not rsbly believe expert’s advice was w/in expert’s professional competence; or d) expert was not selected w/ rsb care & faulty selection process was attributable to directors; or e) material subject matter overlooked was so obvious that failure to consider it was grossly negligent regardless of expert advice; or f) decision was so unconscionable as to constitute waste or fraud
· Waste test – an exchange that is so one sided that no biz person of ordinary, sound jdgmt could conclude that the corp has received adequate consideration constitutes waste (rebuts BJR)

· To rebut BJR, show breach of duties of good faith, loyalty or due care – burden then shifts to defendant directors (proponents of challenged transaction) to prove entire fairness to the SHs
Francis – widow inherits husband’s shares in reinsurance co; does not work – directors have an obligation to exercise rsb supervision & control over policies and practices of a corp, therefore MUST acquire basic understanding of biz, its activities & its financial status

· ordinarily, a director can rely on officers, but now when a director has notice that an officer cannot be trusted

· lack of knowledge is not a defense

· a director may have a duty to take rsb means to prevent illegal conduct by co-directors (object, resign) – this may include threat of suit
· a director can absolve himself from liability by informing other directors of impropriety & voting for a proper course of action

· Look for:  whether director’s dissent is entered in the record of the meeting

In re Caremark Int’l – HMO can’t give kickbacks to doctors – there is a duty on the board to ensure some sort of compliance program; does not have to be a perfect plan, but must have some sort of compliance program

· to show breach of duty of care, show:  1) that directors knew or should have known that violations of law were occurring; AND 2) that directors took no steps in good faith effort to prevent / remedy situation; AND 3) such failure proximately caused losses complained of

Duty of loyalty – directors & managers
Bayer – CEO’s wife sings for ad – when a board of directors is placed in a situation where potential conflict of interest exists, the BJR does not apply – cts will subject transaction to rigorous scrutiny to see if action was intended or calculated to serve outside purpose, upholding transaction when it rsbly serves corp’s interest & corp receives full benefit
· even if board does not formally make a decision, ct can still find board considered the matter (so no violation of duty of care)

· even when director ratification has not occurred, can still have acceptable transaction as long as K is fair to corp

Lewis – property corp leases land to tire corp; both have same directors – BJR only comes into play when directors do not have a conflict of interest; 
· when SH attacks transaction where directors have an interest other than as corporate directors, higher level of scrutiny ensues – burden placed on defendant directors to show transaction was fair & rsb

· BCL Section 713 – if corp enters into transaction where directors have an interest, transaction is okay if directors disclose all material facts & transaction approved by disinterested directors or SHs;

· If no disclosure, directors must show that transaction was fair & rsb to corporation at the time approved by directors / SHs; otherwise transaction is voidable

Corporate opportunities
Broz – cellular company in MI – Del. corporate opportunity doctrine (for corporate director or officer – cts will consider whether opportunity is (balance factors) 1) one that corp is financially able to undertake; 2) in corp’s line of business; 3) if corp has interest / expectancy; and 4) if by accepting opportunity director’s or officer’s now have a conflict of interest w/ corporation
· doctrine implicated where fiduciary’s seizure of opportunity results in a conflict b/t fiduciary’s duties to corp & own self-interest 

In re eBay – initial offerings given to eBay officers – Del corporate opportunity test satisfied when securities were in line of business & created conflict of interest; 

· corporate directors are agents, and agents are under duty to account for personal profits obtained in connection w/ transactions related to company (Agency Section 388; Reading)

· to overcome liability, disclose & get disinterested director ratification

Martha Stewart – sold 3 million of personal shares rather than corp selling shares – ct must balance all factors for corporate opportunity – no corporate opportunity b/c corp did not have interest / expectancy
Dominant SHs:
Sinclair Oil – owned 97% of subsidiary – use entire fairness test when there is self-dealing

· self-dealing – parent is on both sides of transaction w/ its subsidiary (parent receives something from transaction to exclusion of / detriment to minority SHs)

· self-dealing rebuts BJR

· Analysis:  1) is there self-dealing?

· 2)  if yes, apply entire fairness test

· 3) if no, apply BJR

· Motives for declaring dividends is immaterial unless amounted to waste (if dividend is in essence self-dealing)

· Parent does not have to enter into formal Ks w/ subsidiaries, but if parents does, then parent must abide by those Ks

Pepper v. Litton – directors & dominant SHs are fiduciaries
· their dealings w/ corporation are subjected to rigorous scrutiny & where any of their Ks or engagements w/ corp is challenged the burden is on the director / SH to show 1) good faith of the transaction; AND 2) entire fairness from viewpoint of corporation & other SHs

Zahn – 3 levels of stock; controlling SH forced sale of tobacco – directors & controlling SHs have fiduciary duties to minority SHs – have right to control, but must act in best interest of corporation not themselves
· redemption of certain class of stocks is fine provided there is disclosure of all material facts

Ratification:
Fliegler – mining company CEO – SH ratification of an interested transaction, though less than unanimous, shifts the burden of proof to an objection SH to demonstrate that the terms are so unequal as to amount to a gift or waste of corporate assets
· majority of minority of disinterested SHs required for SH approval
· ct does not give “safe harbor” benefit b/c there was not a majority of disinterested SH

Wheelabrator – Waste Mgmt –
· board of directors have a fiduciary duty to disclose fully & fairly all material facts w/in its control that would have a significant effect upon a SH vote

· SH vote approving challenged transaction has legal effect of curing transaction
· For ratification of decisions involving duty of loyalty claims concerning interested transaction b/t corp & directors:

· DGCL Section 144(a)(2) – transaction is NOT voidable if it is approved in good faith by a majority of fully informed disinterested SHs – BJR applies
· For ratification of decisions involving duty of loyalty claims concerning transaction b/t corp & its controlling SH: - primarily for parent – subsidiary mergers involing majority of minority SH approval

· Use entire fairness test; directors have burden of proving that merger satisfies entire fairness test
· When there is majority of minority SH approval of merger, standard remains entire fairness test but burden of proving merger was unfair shifts to P
· Ratification also shifts burden where corporation merges w/ de facto controlling SH

Definition of a Security:
Robinson – speculative investor; LLC – the relevant question in determining whether a membership interest is a security is whether an investor as a result of investment agreement itself or the factual circumstances around it is unable to exercise meaningful control over his investments

· for membership interest to be a stock must have attributes including rights to dividends, negotiability, ability to be pledged & voting rights and capacity to appreciate in value

· what matters more than the form of an investment scheme (what it’s called) is the economic reality that it represents
· Landreth – if something is a stock (called stock & economic characteristics of stock) then it is a security – DO NOT HAVE TO GO THROUGH HOWEY TEST
· Securities regulation does not deal solely w/ corporations – must still be cautious about substance & control – mere fact that investment takes the form of a general partnership does not insulate it from investment contract analysis (Williamson v. Tucker)

· Rebuttable presumption that general partnership interest is not a security for federal securities purposes

Exemptions from Registration:
Doran – oil drilling in Wyoming – 

· prima facie case for proving securities violation (analysis):  1) is this a security; 2) did defendant sell or offer to sell these securities; and 3) did defendant use interstate transportation / communication in connection w/ sale

· Doran defense – “not a public offering” is a defense – private offerings are exempt (Section 4(2)) – 4 elements
· offerees must have available to them the information that would be contained in a registration statement (availability means either disclosure of or effective access to the relevant information)
Due diligence as a defense to registration errors:
Escott – bowling alley – no person other than the issuer shall be liable under Section 11 who can show that: 

· 1) if an expert engaged in reasonable investigation and had rsb grounds to believe the portions under his care were correct; AND 

· 2) if a non-expert had a) no reason to believe & did not believe that the expertised portions were misleading and b) engaged in reasonable investigation and had reasonable grounds to believe the nonexpertised portions were correct

· Standard:  reasonable care is the level of care with which a reasonably prudent person would use to protect his own $$
Materiality & Rule 10b-5
Basic – steel co in negotiations for merger did not disclose talks – the test of materiality is whether there is a substantial likelihood that a reasonable SH would consider the disputed facts important in deciding how to vote

· b/c a merger significantly effects a corporation’s value, information as to likelihood of such an occurrence becomes material at an earlier stage

· Factors for materiality include:  magnitude of events; probability of occurrence & duty of disclosure under integrated disclosure system (duty to make corrections – same for officers as directors)

· For 10b-5, reliance is presumed through fraud on the market theory – rebut presumption of reliance by showing anything that severs the link b/t misrepresentation and plaintiff’s decision to trade (would have traded anyway, corrective statement, etc.)

Standing & Secondary Liability:
Standing – the protections of Rule 10b-5 extend only to purchases & sellers of a corporation’s securities

Secondary liability – Central Bank – S. Ct. held that there was no implied private right of action against those who aid and abet violations of Rule 10b-5

Inside Information
Goodwin – mining company w/ new theory for finding ore – generally there is no duty to disclose inside information, but there may be in a face to face transaction or if the information is particularly important or if the plaintiff is particularly vulnerable

· Majority rule (used in minority of states):  officers & directors can always trade on material information

· Minority rule (used in majority of states):  disclose information to public or abstain from trading

Texas Gulf – potential big ore discovery – Rule 10b-5 requires anyone in possession of material information to disclose material information if they wish to trade on it or abstain from trading (disclose or abstain)
Chiarella – markup man in printing company – duty to abstain from trading results from fiduciary duty b/t corporation’s SHs and its employees – since no fiduciary duty b/t Chiarella and SHs, he had no duty to disclose or abstain (but was fired)

· There can be no duty to disclose where the person who has traded on inside information was not the corporation’s agent, was not a fiduciary, or was not a person in whom the sellers of the securities had placed their trust & confidence

· so there are limits to traditional theory

Dirks – broker who investigated potential fraud – tippee assumes a fiduciary duty to SHs of a corp not to trade on material nonpublic info only when:  1) insider from whom he acquired info breached his fiduciary duty by making disclosures to tippee & 2) tippee knows or should know there is a breach

· test for insider’s breach is if he will personally benefit directly or indirectly from his disclosure

· if no personal gain, no breach of duty by insider, so no derivative breach by tippee
· more likely to be duty of loyalty violation
Rule 14(e)(3) & Misappropriation theory:
O’Hagan – partner in firm buys stock of target – to rebut deception / avoid liability under misappropriation theory, show either: 1) disclosure by source(s) of info; or 2) by fiduciary to source(s) that he is planning to trade on the nonpublic info

Carpenter – WSJ & column writer – writer and friends cannot trade on writer’s comments, but corporation can use inside information to trade for itself b/c the information is the property of the corporation

· corporation can also authorize agent to trade on information
Chestman – president tells sister tells daughter – a familial relationship along is not enough to create fiduciary duties 

Proxy Fights – know cases b/c most tests come out cases
Role of SHs in Corporation
· SHs do not manage corp; board of directors does

· SHs keep board accountable

· SHs have right to vote on certain issues including: 

· 1) election of directors – MBCA Section 8.03-04

· 2) amendments to Articles of Incorporation & bylaws – MBCA 10.03 & 10.20

· 3) fundamental transactions (e.g. mergers MBCA 11.04; asset sales MBCA 12.02)

· 4) miscellaneous (approval of independent auditors)

SHs meetings 

Annual – required by MBCA 7.01 

Special – MBCA 7.02

· called by board or authorized officer or by SHs owning collectively 10%

· Articles of Incorporation may modify % for SHs, but may not go above 25%

DGCL 211(d) – no right for SHs to call meetings unless Articles of Incorporation / bylaws specify such right

Procedural Rules & SH meetings:
Quorum – MBCA 7.25-27

· default:  majority of shares entitled to vote on that matter
Voting – MBCA 7.25(c)

· action on a matter other than election of directors is approved if the number of votes in favor is more than number against

· DGCL 216 – action on matter must be approved by vote of majority of shares present

· Difference b/t these two rules is when people are present but abstain
· Group voting – MBCA 10.04 & DGCL 242(b)(2) – where share classes or rights would be changed, all holders of outstanding shares of a class may vote as a separate voting group so that a majority of these shares controls all the votes
Notice – MBCA 7.05 – corporation must provide notice to SHs of scheduled meetings

Eligibility – MBCA 7.07 – bylaws may fix requirements for eligibility of vote
Actions w/o meetings – meaning by written consent

· MBCA 7.04 – requires unanimity

· DGCL 228(a) – allowed if consents come from same number of shares as would be needed to take action at a meeting

Market for Corporate Control
· to the extent that the board may be performing poorly, people see this as an opportunity to buy up a large number of shares and place their own directors in control

What to do if you see a corporation being mismanaged:
· tender offer – offer to purchase everybody’s (or some SHs’) shares at a certain price

· **if you buy up to a certain threshold, you get to appoint directors

· Proxy solicitations – call it proxy b/c SH is giving you a right to vote their shares on a particular issue

· Proxies are generally revocable & this overcomes the problem of rational apathy to a certain extent

· SH proposals

Tender offer vs. proxy solicitation
· both may involve some administrative expenses (have to let SHs know either that you are offering to buy shares or that you would like to solicit their proxy)

· but total cost is a lot greater for a tender offer b/c you are actually buying the shares

· proxy solicitation you are getting the right to vote

· expense of a tender offer can be a benefit – if you buy shares up and turn company around, you get benefit that accrues to all of your shares

Problem w/ proxy solicitation – must find someone w/ enough stake to undertake expenses unless those expenses can be reimbursed

______________________________________________________________________________
Regulation of Proxy Voting:
· Exchange Act Section 14(a) – it shall be unlawful for any person…in contravention of such rules & regulations as the SEC may proscribe…to solicit or to permit the use of his name to solicit any proxy or consent or authorization in respect of any security (other than exempted security) registered pursuant to Section 12
· Like 10(b), 14(a) is not self-enforcing, but relies on SEC rules to provide it with content
· 14(a) applies only to registered securities

· Section 14(a)(3)(A) – anyone soliciting a proxy must first provide a written proxy statement following a proscribed rule / form

· 14(a)(2) – SH does not fall under filing req if it does not solicit proxies for itself

· Section 14(a)(6) – proxy statement must be filed w/ SEC

· Section 14(a)(3)(B) – incumbent directors must provide an annual report before soliciting proxies for the annual meeting

· Gain from proxy contest does not outweigh cost – which is why tender offers are preferred
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Definition of Solicit & Solicitation
Rule 14a-1(l)(1): The terms "solicit" and "solicitation" include:

· Any request for a proxy whether or not accompanied by or included in a form of proxy;

· Any request to execute or not to execute, or to revoke, a proxy; or

· The furnishing of a form of proxy or other communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy.

Rules 14a-1(l)(2) & 14a-2 exempt certain activities, including:

· Public statements as to how a SH plans to vote and her reasons for doing so [14a-1(l)(2)(iv)(A)];

· Solicitations by a person who doesn’t seek (for herself or for others) the power to act as proxy, subject to many exceptions [14a-2(b)(1)];

· Solicitations (other than by incumbents) to 10 or fewer people [(b)(2)].

Options: - Call & Put
Call option: Provides a right to buy from issuer of the option an underlying asset, such as common stock, at a set price, usually over a set period of time.

· Provides a relatively inexpensive (but high risk) way of betting that a company’s stock will increase in value.

Put option: Provides a right to sell to the issuer of the option an underlying asset.

· Provides a way to bet that a company’s stock will decrease in value. 

· If one exercises the option, one would essentially then buy the stock on the market and then sell it to the issuer at the preset price, so this will be profitable if the stock has fallen in value.
Shareholder Proposals:
· Rule 14a-8 allows eligible SH to put a proposal before their fellow
SH, and have proxies solicited for them on the company’s proxy
statement (i.e., expense of soliciting proxies is borne by the company).

· Eligibility of SH: 14a-8(b) - Must continuously, for over a year, hold at least $2,000 in market value or 1% interest.

· Procedural requirements: 14a-8(b)-(e).

· 14a-8(h): Proposing SH or his representative must appear at SH meeting.

· Grounds for company’s exclusion of the proposal include [14a-8(i)]:

· Proposal is not proper subject for action by SH under state law;

· Proposal, if implemented, will cause company to violate a law/proxy rules;

· Proposal relates to the redress of a personal claim/personal benefit;

· Proposal relates to operations accounting for less than 5% earnings/gross sales;

· Company lacks power/authority to implement the proposal;

· Proposal deals with a matter relating to company’s ordinary business operations;

· Proposal relates to BoD election or conflicts with the company’s proposal;

· Resubmission: certain restrictions on the ability to repeat same proposal.

Cases:
Strategic Use of a Proxies
Levin v. MGM - # of movies to produce – proxy solicitation must be a biz policy dispute rather than desire to perpetuate yourself in mgmt board
Reimbursement of Costs
Rosenfeld – limos to woo votes – when the directors act in good faith in a contest over policy, they have a right to incur rsb & proper expenses for solicitation of proxies in defense of corporate policies
· challengers (if they win) can also be reimbursed by affirmative vote of SHs

· ct will broadly construe what a rsb expense is

Private Actions for Proxy Rule Violations:
J.I. Case Co. – there is private right of action under 14(a) for proxy rule violations

Mills – if the misstatement or omission is material, causation is satisfied when SH proves that the proxy solicitation itself was an essential link in the accomplishment of the transaction

· Proxy solicitation remedy is equitable – ct can consider 1) fairness of terms of merger, 2) violation does not automatically lead to rescission of merger, 3) test for rescission of merger is best interests of SHs as a whole, 4) potential for monetary relief if misleading aspect related to merger

Seinfeld – Black-Scholes calculation – in proxy statement, as long as you give the facts that would make the analysis possible, then do not need to do the analysis itself
Shareholder Proposals
Lovenheim – duck pate – SH proposals are significantly related if they are an impt normative issue even if issue is not greater than 5% of net sales
Dole Food – health care proposal – SH proposal must be included in proxy statement unless: 1) ordinary biz operation; 2) insignificant relnship; or 3) beyond board’s power to effectuate

· here, exceptions don’t apply b/c significant strategic decision about ordinary biz matters is not an ordinary biz operation

· insignificant relnship does not apply b/c of health care’s overall cost to company

· w/in power to effectuate b/c SHs only asking for study

Austin – 75 point union retirement rule – 4th exception to what has to be included in proxy statement – do not have to include proposal if it relates to redress personal claim / grievance against corp, or designed to result in a benefit to proponent, or further a personal interest
· proposal is w/in personal interest b/c brought by union

· pension proposals are per se ordinary course of biz b/c union can collectively bargain

SH Inspection Rights – state law
Crane – rt to examine biz records – tender offers are a proper motive for inspection of biz records
· SH wanting to discuss tender offers should be granted SH list unless not proper purpose; burden is on corp to show SH has improper purpose for list
Pillsbury – Vietnam ammo case – proper purpose must be economic wellbeing of corp (investment return)

· cannot buy stock just to get list for social cause – must actually have economic interest

Sadler – NY law – AT&T uses 3d person to get list – when there are procedural reqs, new SHs can make deals w/ existing SHs to satisfy procedural reqs
· even if corp does not have list but could compile it, then must compile it

Mergers, Acquisitions & Takeovers
Common goals underlying M&As
· benefits ancillary to control

· freezing out minority to reduce transactional & litig costs

· combining operations (similar, diversification, or complimentary)

Two ways to do an M&A
· negotiated acquisition

· hostile takeover

Ways to get same effect as M&A
· proxy contest

· tender offer

· stock purchase (direct buyout)
· sale of assets

· merger & consolidation

Merger under Delaware law – need 2 forms of approval
· Section 251(b) – board of director approval

· Section 251(c) – SH approval

But if you are buying assets, then only need board of director approval

· relevant if state allows de facto merger doctrine (PA, but not Del)

For merger, also procedural reqs & appraisal rights
De facto merger doctrine
Appraisal rights & SH approval only required for merger, not sale of assets

· PA ct will look to see if underlying transaction was a merger, and grant appraisal rts accordingly (PA legislature revised statute, calling doctrine into question)
· Del cts do not follow the de facto merger doctrine – corp can structure transaction as desired
Freeze out Merger
· look at whether different SHs are treated equally

· purpose is to get rid of minority SHs

· typically done by a triangular merger (SH sets up sub, then mergers corp into sub)

· statutorily allowed even though depriving minority SHs of rights, but minority must be provided fair market value for shares

· Entire fairness (fair dealing & fair price) for determining whether value is fair
· Burden on corp to show entire fairness, but if SH approves when there is disclosure of all material facts, then burden shifts to plaintiff to show why unfair
· When it is a freeze out merger, majority of all SH votes, not majority of minority
· Must have full disclosure of material facts
· Minority SHs do not get a control premium
Business Justification for Freeze out Mergers
· Massachusetts requires legitimate biz justification

· Must have legit biz reason to get rid of minority SHs
· Delaware does not require a biz purpose
Appraisal Rights
· if ct gives you a remedy other than appraisal rights, you will probably get more $$ b/c you now have bargaining power to block transaction

· generally, ct will just award appraisal rights (equitable remedy)

· Delaware cts can evaluate appraisal rts as they wish

· If a two-step merger, only first group of SHs get control premium; second group gets fair market value (entire fairness standard)

· Any increase in value before freeze out is included, but value added once freeze out occurs is not included

· If you have an appraisal proceeding, the length of time of the appraisal proceeding is a risk free investment – can say would not have sold (and get current price) or would have sold (and get past price)

· Used to protect minority; entire fairness standard

De facto non-merger doctrine
· When transactions are called a merger to avoid redemption or other rights, ct can conclude that it was a non-merger

· Delaware cts do not follow this doctrine
LLC Mergers
· LLC mergers are treated same way as corporations

· When the parties have contracted around default rules, ct will look to spirit rather than letter of agreement

TAKEOVERS
Hostile Takeovers
3 reasons a board would resist a takeover:

· job security (directors or employees)

· not a good offer

· hold out for a better offer

If board does not approve takeover:
Try a proxy contest or purchase of assets (stock or tender offer)

Williams Act
Exchange Act Sections 13 & 14
· registered securities must file a 13(d) disclosure statement w/in 10 days of acquiring 5% or more interest

· 14(d)(1) – if making a tender offer, must disclose plans for company

· 14(d)(6) – if tender offer is oversubscribed, accept stock on pro rata basis

· 14(d)(7) – any raise in offer price applies to entire tender offer
· 14(e)(1) – tender offer must be open for at least 20 business days & tendered stock can be withdrawn w/in first 15 days

Williams Act will not preempt state statutes so long as they are not directly in conflict

· state laws will not be in violation of dormant commerce clause as long as they treat all acquirers the same (can treat in-state corps different than out of state corps, but must treat all acquirers the same)

Two-tiered tender offer
· can be coercive if both offers are bad but first group given more money than second

· incentive to tender but hope no one else does

· also works opposite way – if you think company should be taken over, will want to hold onto shares

· incentive not to tender but hope everyone else does

Defenses to takeovers
· greenmail - Cheff
· counter-tender offers – Unocal, Time
· poison pills – Revlon
· lock-ups – Van Gorkom, Revlon, QVC
· no shop obligations

· cancellation fees

· stock options

Defensive measures approved by an independent board are permitted provided they are not draconian (meaning coercive or preclusive of SHs voting rights)
Greenmail
· the corp buying its own stock back from the person trying to take corp over, generally at an increased price

· permissible so long as there is a primary business purpose – purpose must be primary to corp & based on rsb grounds to believe there was a danger
· Delaware defers to BJR to determine if there is a primary biz purpose

· No a long term fix but can buy corp time to fix the problems

· IRS now imposes 50% penalty tax on proceeds from greenmail (so greenmail no longer used)

Counter-tender offers
· if done right, will change the incentive for SHs (b/c they will want to be in second group of two-tiered tender offer)
· reverses the incentives for the SHs
· Board does not have to be passive when there is threat – standard is a modified due care

· Modified b/c there is two steps:  

· 1) directors acted in good faith w/ rsb investigation; and 

· 2) it was a rsb response in proportion to the threat

· So when 1st offer is coercive, board’s counter-tender offer is allowed to be coercive

· Ct will apply BJR unless plaintiff can show by prepond of evidence that directors were trying to perpetuate themselves in office or there was a breach of fiduciary duty

· Rule 13e-(4)(f)(8) – tender offers must be made to all SHs (cannot exclude acquirer)

· SEC says that there is no time at which an exclusive counter-tender offer is rsb

· So cannot really use counter-tender offers anymore

Poison Pills
· key is that they are redeemable

· trick is to make them so bad such that they are never triggered

4 types of poison pills:

· flip-over pill – right to buy shares of acquiring corp at ½ cost

· triggering event:  just about anything

· flip-in pill – allows SH to buy shares of target corp at ½ cost

· triggering event:  generally a partial tender offer

· so a flip-in pill is essentially a standing counter-tender offer

· will generally have a combination of flip-over & flip-in

· back-end plan / poison debt – allows SH to buy debt of target corp (instead of shares)

· this sets a minimum price for a tender offer

· this deters a LBO b/c makes it harder for acquirer to get more debt

· can make change in control a default / triggering event so all debt has to be paid

· voting plan – at a certain % of stock, SH either loses vote or vote is diluted

· DGCL Section 203 – Anti-takeover statute – there is a moratorium on any biz combination for 3 years after acquiring 15% of target corp, unless: 1) bidder acquires 85% or more of stock; 2) target board approves tender offer or combination before bidder acquires 15%; or 3) board approves merger after 15% acquired & 2/3 of other SHs also approve merger

· Corp can opt-out of Section 203 by stating so in bylaws, but 12 month delay in applicability

· If a tiered voting agreement is in Articles of Inc, then buyer has notice & provision is acceptable (Providence)
Can make offer conditioned upon poison pill being redeemed

Revlon auction
· once a firm is for sale, director’s duty changes – now must obtain best value for corp rather than fighting off acquirers
· Up for sale (QVC) – Revlon duties triggered when:
· 1) corp initiates active bidding process; or
· 2) corp puts itself up for sale; or

· SH will have lost control & lost their ability to buy back in (corp goes to private investor rather than another public corp – difference b/t Time-Warner & QVC)

· 3) corp abandons long term strategy to enter into friendly biz acquisition

Dead Hand Pills
· Only continuing directors or their appointed successors can redeem the pill

· Illegal b/c preclusive of SHs voting rights (makes some directors more powerful than others)
No Hand Pills
· Directors must be in office for 6 months before they can redeem pill, but only applies to 1st offer

· Illegal for same reason as dead hand

· Deprives board of directors their ability to exercise full biz judgment

Cases:
De facto merger doctrine
Glen Alden – PA allows de facto merger doctrine; w/ merger, SH retains right of appraisal & dissent, but no so for a purchase of assets
Terry v. Penn Central – PA legislature tried to eliminate de facto merger doctrine, but ct narrowly construed statute

Hariton – as long as each step is legal, Delaware will allow the overall transaction the way the corporation structured it

Freeze Out Mergers
Weinberger – establishes entire fairness test (fair dealing & fair price) for freeze outs

· in structuring remedy for freeze out, ct can use more flexible equitable approach

Coggins – Patriots – Mass. requires a business purpose for freeze outs
· a non biz purpose is a violation of a fiduciary duty (eliminating minority for cash out is non biz purpose)

· appraisal litigation is no risk investment

Rabkin – in Delaware, no need for a business purpose – freeze out just subject to entire fairness test
Rauch – Delaware does not use the de facto non-merger doctrine

· even though the effect is the same, conversion of shares to cash to complete merger is different than redemption of shares by corp

LLC Mergers
VGS – controlling member is screwed by defecting appointee – LLCs will be treated very similar to corporations

· an LLC and corporation can merge and become a corporation (or an LLC)

· ct will look at the purpose of any agreements and bylaws rather than technical language

Takeovers
Cheff – greenmail – with greenmail, board will always have a conflict of interest, so burden on board to show good faith, rsb investigation

· BJR applies to initial decision, BJR rebutted by conflict of interest, shifting burden to board to show good faith & rsb investigation

Unocal – selective counter-tender offers can be proportionate and rsb in relation to threat posed (so coercive if 1st offer is coercive)

· 2 steps: 1) board’s action is in good faith w/ rsb investigation; and 2) response proportional to threat

· but see SEC disapproval 13e-4(f)(8) – must offer to all SHs (counter-tender offers cannot be exclusive)

Revlon – board can try to prevent hostile takeover, but once firm up for auction, board must cease & desist all defensive measures
Time – being up for sale does not necessarily trigger Revlon duties
QVC – up for sale will trigger Revlon duties when SHs are losing current control & future option to buy shares (control)

· sale to a private party will trigger Revlon duties

ALI approach – Factors for determining reasonableness of board’s action:  all factors including questions of legality, corp’s essential economic prospect & long term interests

· challenger has burden of proof to show that it was an unrsb response

· if no rsb, board decision may be set aside but directors not personally liable

State & Federal Legislation
CTS – Indiana – Williams Act does not preempt state statutes that are not in direct conflict

· dormant commerce clause not violated when all acquirers are treated the same (even if not all corps treated the same)

SH Voting Agreements
Shareholder Voting Control
· Stock can be any combination of voting rights & economic rights

· MBCA says that there must be at least one class of voting & one class of economic rights (can be same class)

· Can alter voting rights in Articles of Inc.

· Can change voting control by different classes of stock (either economic & voting difference, or just define that class for that SH)

Blasius Standard for Presumptions / burdens for breach of duty of loyalty w/ SH vote
1) Plaintiff must show that board acted for primary purpose of thwarting exercise of SH vote

2) Burden shifts to board to show compelling justification for its actions
Typically applies when entrenchment & control issues present a clear conflict b/t board & SHs

Stroh – promoters self-sell voting shares really cheap – in Illinois, all shares must have voting rights, but ct allows non-economic rights (which allows you to dilute voting rights)

Peerless – SHs can ratify and render moot all claims based on voidable acts (performed in interest of corp but beyond authority of mgmt), but SHs ratification cannot cure defects w/ void acts (fraud, gifts or waste)
Closely Held Corporations
· no secondary market
· almost always a small # of SHs (in Del no more than 30 SHs)

· investors will not be able to be passive (b/c no exit to secondary market)

· SHs will exercise more control

· DGCL 211(d) – special meetings – need majority oval for quorum, and majority present to pass provision

· Can use voting trusts or irrevocable proxies w/in closed corps (might create stability, prevent cycling & get around dead lock)
Cumulative Voting
· voting where you take shares times # of open seats, and can allocate those votes in any manner you want

· If T = total directors; D = # of directors you want on board, then need to have D / (divided by) (T + 1) shares
Homemade McQuade
· voting agreements to perpetuate certain directors in their positions are not enforceable, except if all SHs are also directors

· So Homemade McQuade is where you sell a small piece of your shares to a non-director to keep the voting agreements from being enforced

Ringling – circus w/ tent fire – pooling agreements are allowed
· pooling agreements are binding w/o turning over control of shares b/c if both parties disagreed they could opt-out of arbitration agreement

· here, arbitrator did not have right to vote, just tell disputants how to vote

· compared to voting trust:  w/ voting trust, shares are signed over to trustee for voting purposes; but for pooling agreements, 3d party just resolves dispute but cannot actually vote the shares

Voting must go w/ ownership of share
McQuade – voting agreements that perpetuate certain directors are unenforceable b/c they prevent the board from fully exercising their business judgment (which breaches board’s duty to SHs)

Clark – secret formula – when all SHs are directors, voting agreements to perpetuate directors are permissible so long as no breach of fiduciary duties

Synthesizing McQuade & Clark 

· 1) if all SHs are not directors, then McQuade applies and no voting agreement to perpetuate directors is enforceable
· 2) if all SHs are directors, then Clark applies saying voting agreement to perpetuate directors are permissible, but directors cannot breach fiduciary duites

LLCs
	
	LLC
	Corporation

	Limited Liability
	Yes, but creditors may seek personal guarantees
	Yes, but creditors may seek personal guarantees.

	Free Transferability
	Default: No, but may K around
	Default: Yes, but may K around

	Longevity
	Similar to RUPA rules.
	Default: Indefinite, but can be limited

	Centralized Mgmt
	Flexible.  Default is more like p’ship, but can opt for managers
	Yes, but may want to modify to prevent freeze-out

	Formation
	Filing of Articles of Organization required, as is preparation of annual reports.  Flexibility as to other formalities.
	Formalities required, including: Articles of Incorporation, Bylaws, Board of Directors, Officers, Minutes, Elections, filings; more $

	Tax
	Single taxation; members of LLCs can use losses to off-set gains in other contexts.  Some states have LLC taxes/fees.  
	Double taxation on distributed earnings.


Can still bring a derivative suit under LLCs
Why switch to LLC?

· Tax

· More flexibility

Why stay as a corporation?

· more uniformity & certainty in the law

· but LLCs use corporations case law

Terminology
· members in LLC = SH in corp

· managers in LLC = directors & officers in corp

· Articles of Org = Articles of Inc

· Operation Agreement = Bylaws

ULLCA 203(a) – sets out requirements for formation of LLC

ULLCA 203(b) – what you can include in Articles of Org

To obtain limited liability:
· ULLCA 105(a) – name must contain some version of the words / abbreviation for limited liability company

· Whenever doing business as an LLC, must state so otherwise liability under agency (partially disclosed principal)
LLC is liable for members conduct if in ordinary course of business or authorized by LLC

Operating agreement

ULLCA 203(c) – operation agreement governs acts of managers & members; Articles of Organization govern to all other people

· 103(b) – operating agreement may not 

· 1) unrsbly restrict a right to information or access to records
· 2) eliminate the duty of loyalty (but can define duty of loyalty to exclude certain conduct so long as not unrsb)

· 3) may not unrsbly reduce the duty of care
· 4) eliminate the obligation of good faith & fair dealing

· 5) vary the requirement to wind up the LLC’s business

· 6) may not restrict the rights of a person other than a manager or member
LLCs similar to corporation in that you can define duty of loyalty, but must disclose all material facts
LLCs are more flexible – changing operating agreement is easier than changing Articles of Org, but if you want to affect anyone outside LLC, those changes must be in Articles of Org
Conversion of P’ship to LLC
ULLCA 902 – specifies manner of conversion of p’ship to LLC
ULLCA 902(g) – a general partner who becomes a member of an LLC as a result of conversion remains liable as a partner for any obligation incurred before the conversion

ULLCA 903 – effect of conversion is that p’ship is still liable for past debts but not future debts (except to extent of capital contribution)
There is no express provision for converting a corp to an LLC – instead must form LLC and merge; 904 governs mergers
Piercing LLC Veil
ULLCA 303(a) – limits liability, and no express provision for piercing LLC veil

ULLCA 303(b) – failure to observe formalities is not grounds for imposing personal liability
Veil piercing is allowed if members & officers of LLC fail to treat it as a separate entity

· the move away from formalities is b/c in LLCs, members and managers are likely to be the same individuals

Members interest in LLC
· mgmt rights & financial interest

· similar to p’ship (Gin Mill), no lasting rights in ownership (only interest in property)

· each member gets 1 vote (different from corp where SHs get votes per share) – so like p’ship
· managers can be elected – just need majority approval

· members only have mgmt rights laid out in operating agreement or Articles of Org

Fiduciary duties in an LLC
· members do not owe fiduciary duties to other members solely be reason of being members

· duty does arise if they are managers

LLC Dissolution
· similar to p’ships under RUPA – LLC continues & members can buy interest
· members can disassociation, withdraw or be expelled, but underlying entity will remain the same

Cases:
Formation:
Water, Waste & Land – business card – must alert parties w/ whom you are dealing that you are an LLC in order to gain limited liability

· failure to disclose LLC status can make party personally liable under agency law (partially disclosed principal – Atlantic Salmon)

Operating Agreement
Elf – solvent co – even though great benefits of Del law, if parties K to have another law apply, ct will uphold that provision

· mandatory provisions for limited p’ships & LLCs are those intended to protect 3d parties
Piercing the LLC Veil
Kaycee Land & Livestock – can pierce LLC veil; lack of formalities is not dispositive; highly factual determination
· if members / managers fail to treat LLC as a separate entity, then can pierce veil

Fiduciary Obligation
McConnell – hockey – default is that members may not compete w/ LLC, but can K around
· tort of interference w/ a biz relation – occurs when a person w/o a privilege to do so, induces or otherwise purposefully causes a 3d person not to enter into or continue a biz relnship w/ another

· members must disclose info to other members of LLC

· can define duty of loyalty, but cannot completely K around it – must disclose material facts

Dissolution
New Horizons – in order to limit liability, must follow dissolution formalities
· creditors get paid before members

· formalities are required to shield member from personal liability

Corporate Debt
Terminology:
· debt is a fixed return (principal plus interest as opposed to equity)

· bond – long term secured debt

· debentures – long term unsecured debt

· notes – short term debt that is usually secured but does not have to be

· indentures – entirety of terms for the debt (the document)

· covenants – promises / obligations included in the indentures

· can include limiting of dividends, limiting new debt, or setting terms for calling in of debt

· trustee – individual responsible for enforcing terms of covenant, but generally selected by issuer, leading to an inevitable conflict of interest

· supplemental indentures – amendments to indentures (can renegotiate indentures)
Successor obligor clause 
· If a corp merges w/ a new entity, then the new entity assumes the debt & the debt is not callable
· but if the corp liquidates, then debt is callable

· Note:  consider de facto merger doctrine as potential defense

· Boilerplate successor obligor clauses do not permit assignment during liquidation unless all or substantially all of the assets are transferred to a single purchaser (Sharon Steel)
· Interpretation of successor obligor clauses is a matter of law, not fact (no juries)
· Debt does not become callable just b/c risk profile changes (RJR Nabisco)
· Ct takes equitable approach in interpreting these clauses – K will not be construed to sacrifice the principal interests of each party
Cases:
Debtor’s Sale of Substantially all its Assets
Sharon Steel – company sold off piecemeal – boilerplate successor obligor clauses do not permit assignment of the public debt to another party in the course of a liquidation unless all or substantially all of the assets of the company at time of liquidation plan are transferred to a single purchaser

Incurrence of Additional Debt
RJR Nabisco – ct will not read into indenture an implied covenant of good faith & fair dealing

· new debt can be subordinated to old debt
