Corporations Outline—Abramowicz Fall 2007 

I. Agency
a. Agency Defined
i. Restatement (Second) Agency § 1

1. manifestation of consent by P to A that A shall act 

a. on P’s behalf

b. subject to P’s control

2. A consents to so act.

ii. P-A-T triangle: Is there an agency relationship between P and A?  Do A’s dealings with T create legal liability of P to T (and vice versa)?

b. Gorton v. Doty—teacher is P of the coach, so is liable for the injuries of the student-athlete-Π, because she consented that he should act on her behalf (drive the kids to the game), subject to her control (only he could drive) and he consented.  Dissent distinguishes this as lending.  Says Ct creates a gratuitous bailee.  
c. Cargill—Farmers sell grain to Warren.  Warren sells grain to Cargill (it has right of first refusal).  Cargill also provides money to Warren to finance operations.  Warren goes bankrupt, so farmers sue Cargill as W’s Principal.   P is responsible for A’s Ks (regardless of type of agency).  Cargill tries to say this is not an agency relationship—more like a buyer-supplier.  When you lend money you can constrain debtor’s actions, but here, Cargill exercised enough control that it became the principal.  Ct focused on the fact that C made constant recommendations to W by telephone, C had right of first refusal on grain, W couldn’t enter into mortgages, buy stock or pay dividends w/o C’s approval, C’s right of entry for periodic checks and audits, forms had C’s name imprint, financing all of W’s expenses, and power to discontinue financing W.  Also, C’s purpose was to get a source of grain, not to make money as a lender.
d. Controlling Creditor
i. Creditor becomes a principal at the point at which it assumes de fact control over the conduct of the debtor. (Rest Agency § 14 O)

1. 9 factors re control (GET THEM)

e. Supplier

i. One who contracts to acquire property from a third person and convey it to another is the agent of the other only if it is agreed that he is to act primarily for the benefit of the other and not for himself.  (Restatement § 14K)

f. Principal’s Liability in Contract

i. Restatement § 144: a principal “is subject to liability upon contracts made by an agent acting within his authority if made in proper form and with the understanding that the principal is a party”

g. Authority—Actual or Otherwise

i. Agents Acting with authority may bind principals

1. Authority is starting point for analysis in K actions, and also an element in vicarious liability-based tort actions against the principal

2. Under K law, it doesn’t matter what type of agency relationship there is, as long as there is one.

ii. Authority v. Power

1. An agent may bind the P even when the agent lack any form of authority

2. A’s power is bind P is broader than A’s authority to bind P

iii. Types of Authority

1. Actual

a. Actual express

b. Actual implied

2. Apparent

3. Inherent

4. Also:

a. Estoppel

b. Ratification

iv. Actual Authority

1. requires manifestation of consent from P to A 

a. “authority to do an act can be created by written or spoken words or other conduct of the principal which, reasonably interpreted, causes the agent to believe that the principal desires him so to act on the principal’s account” (Rest § 26)

2. May be express of implied

3. Implied Authority is highly contextual, often depending on prior practices or industry customs

a. e.g. “incidental authority” which includes the authority to do those things that usually accompany or are reasonably necessary to the actions authorized

4. Mill Street Church v. Hogan—Bill Hogan paints church building—he needs a helper for part of it.  Discusses it with Wagner (an Elder) about getting a helper—a parishioner named Gary Petty.  BH hires his brother Sam instead, who gets injured on the job.  Did BH have authority to hire a helper other than Petty?  There is no express authority—Wagner never told him to hire Sam, or anyone of his choosing.  But there is implied authority—(1) past dealings: Bill had always hired Sam w/o church’s objection; (2) nature of the job: Bill needed a helper to finish the job, and implied authority includes doing things that are reasonably necessary to complete the job.  
a. Note: If Sam believed that Bill had no actual authority, it wouldn’t matter here b/c this is actual authority
v. Apparent Authority

1. Apparent authority is the power to affect the legal relations of another person by transactions with third persons, professedly as an agent for the other, arising from and in accordance with the other’s manifestations to such third persons. (Restatement § 8)

a. Manifestation by P to T

2. Lind v. Schenley—Lind (e’ee) wants to know about his compensations, so he goes to company VP, who refers him to the district manager, who tells Lind that he will get a 1% commission for all sales below him.  Lind sues to get his commission.  For apparent manifestation, there must be some manifestation—here the VP made a representation to Lind that the DM had authority by referring him there!
3. 370 Leasing—Joyce (owner of 307 Leasing) is buying computer hardware from Ampex.  She deals with 2 Ampex e’ees: Mueller and Kays, neither have authority to make sale.  J and K make the sale, the J sues to fulfill the K.  M had given K authority to make the sale, but M never had that authority!  There is no apparent authority b/c no statement from Ampex to J that they had authority.  
a. Facts that would change the outcome—if K’s title were salesman, or if company knew what K was doing and didn’t stop him.
b. SIG: P can create apparent authority by A’s title, or by P’s actions or inactions
4. Implied actual v. implied apparent authority
a. implied actual = agent reasonably and actually believes there is authority
b. implied apparent = Third party reasonably and actually believes that A has authority
vi. Inherent Authority

1. Inherent agency power is … indicate[s] the power of an agent which is derived not from authority, apparent authority or estoppel, but solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant or other agent.  (Restatement § 8A)

a. Catch-all provision when other agency forms won’t work

2. Undisclosed Principal

a. Watteau v. Fenwich—Humble sold hotel to Δs, but he stayed on as manager, beer license was still in his name and his name was still on the door.  Humble has authority to buy ales and water, but not Bovril, which he buys from Πs, who sue to collect.  No apparent authority—principal is completely undisclosed, so couldn’t make a manifestation; also, credit checks are on H, so Π are relying on H, not Δ.  There is inherent authority b/c Π are relying on the fact that H is the owner (has something to lose by not paying debts).  Policy:  we don’t want ppl to have to go to unreasonable lengths to confirm that they are contracting with the owner.  P liable to T.   
b. Scope of Agent’s authority with undisclosed principal:

i. Watteau—the principal is liable for all the acts . . . which  are within the authority usually confided to an agent of that character

ii. Rest § 195—agent enters into transactions usual in such business and on the P’s account

3. Disclosed Principal

a. Kidd—Edison hires Fuller to hire singers to promote the phonograph record.  Edison’s man (Maxwell) tells F not to promise the singers a singing tour.  F promises Kidd (singer) a tour.  Is there actual authority?  No express (Edison didn’t say he could do this), and no implied (M had authority to tell F what to do, and an explicit limitation kills the implied authority that might have existed).  Is there apparent authority? Many Cts would say yes b/c by putting F in the hiring position, Edison is making that manifestation.  Ct here finds inherent authority b/c it is normal business custom to engage a singer for a tour.  
b. SIG: look to business customs!

4. General Agents
a. A general agent for a disclosed or partially disclosed principal subjects his principal to liability for acts done on his account which usually accompany or are incidental to transactions which the agent is authorized to conduct if, although they are forbidden by the principal, the other party reasonably believes that the agent is authorized to do them and has no notice that he is not so authorized. (Rest § 161)

b. Generally 3 situations where general agent binds P thru inherent authority: 

i. General Agent does typical type of activity, but in violation of orders (Nogales)

ii. Agent acts for his own purposes in entering into a transaction which otherwise would be authorized

iii. Agent is authorized to dispose of goods and departs from the authorized method of disposal

c. Nogales—Arco is P, Tucker is Arco’s general agent and enters into transactions with ppl who run truck stops.  Tucker offers T a 1 cent/gallon discount and a loan.  Arco said Tucker never had authority to offer the discount.  A general agent for a disclosed or partially disclosed P subjects his P to liability for acts done on his account which usually accompany or are incidental to transactions which the agent is authorized to conduct if, although they are forbidden by the P, the other party reasonably believes that the agent is authorized to do them and has no notice that he is not so authorized
vii. Ratification 

1. A acts without authority (of any kind) and there is no grounds for estoppel

2. P will only be bound if P ratifies the K

3. Ratification requires

a. a valid affirmation by P

b. to which the law will give effect

4. Valid Affirmation

a. can be express or implied

i. e.g. cashing a check, but not if you have no reason to suspect its source—fact-sensitive inquiry

b. P must know or have reason to know all material facts

5. Will be denied legal effect when necessary to protect the rights of innocent third party

6. Botticello v. Stefanovicz—Walter and Mary buy a farm as Tenants in common (1/2 interest in entirety w/ right to lease).  Walter leases to B with an option to buy.  B improves, wants to buy, but Walter says he can’t b/c the K is only with him, not with Mary.  (1) Walter was not Mary’s agent (with actual authority) just because they’re married and own land in common; (2) Mary didn’t ratify: although she knows there is some K, and is spending $$, there is No Ratification—there are other explanations for her not realizing that there was an option to buy her land (she didn’t deal with $$, he just leased her half, etc)
7. SIG: Cts reluctant to find ratification

8. Hypo—if P owns mansion, and A sells it without authority, and next day mansion burns to ground, P cannot ratify b/c would cause injustice to buyer
9. Acquiescence

a. Restatement § 43

i. (1) Acquiescence by the principal in conduct of an agent whose previously conferred authorization reasonably might include it, indicates that the conduct was authorized; if clearly not included in the authorization, acquiescence in it indicates affirmance.

ii. (2) Acquiescence by the principal in a series of acts by the agent indicates authorization to perform similar acts in the future.

b. No authority + acquiescence = ratification ( There Is Actual Authority For Future Acts

viii. Estoppel

1. Elements

a. Must show acts or omissions by Principal

i. which create an appearance of authority

ii. (can be intentional or negligent)

b. Third party must reasonably and in good faith rely on the appearance of authority

c. Third party must change her position in reliance 

i. (e.g. giving away $$ is change of position, but if you want to finish the deal tomorrow then no change)

d. She would get expectation damages

2. Hoddeson v. Koos Bros—fake salesman in furniture shop gets customers to pay cash, says store will deliver later—scam!  No actual authority: store never hired him.  No apparent authority—no manifestation from store to purchaser (didn’t nod at thief as he scammed).  [In new trial Π can make case to show estoppel]
h. Agent Liability on the Contract

i. Disclosed Principal

1. No liability when P is disclosed, EXCEPT where,

a. clear intent of all parties is that the agent be bound

b. agent made K but without authority

i. implied warranty of authority

ii. Partially Disclosed or Undisclosed Principle

1. agent is party to the K—3d party may chose A or P

2. Atlantic Salmon—A.S. is a fictitious name, this is legal, you can find out that the real name of the company is Market Design, BUT, M.D. has dissolved.  Non-existent entity=partially disclosed.  Agent is on the hook for a K he made, even though he didn’t know that his company had dissolved.
i. Liability of P to T under Torts/Vicarious Liability 
i. Generally

1. A master is subject to liability for the torts of his servants committed while acting in the scope of their employment.  (Rest 2d § 219(1))

ii. Servants v. Independent Contractor
1. Terminology (archaic, modern, Rest 3d)

a. Servant=employee

b. independent contractor (agent-type)=nonservant agnet=nonemployee agent

c. independent contractor (nonagent)=nonagent independent contractor=nonagent service provider

2. Consequences of Control
a. Control 

i. level of control determines status

ii. control = physical conduct that is controlled or subject to control by the master

1. talking = physical conduct

b. employee
i. Control

1. P controls physical conduct

2. P controls results

3. A has power to act on P’s behalf

ii. Consequence

1. P is liable if e’ee acts w/in scope of employment

c. nonemployee agent
i. Control

1. P does NOT control conduct

2. P controls results

3. A has power to act on P’s behalf

ii. Consequences

1. P is not liable except in special cases

d. nonagent indep contractor
i. Control

1. P does NOT control physical conduct or results, and A does NOT have power to act on P’s behalf

ii. Consequences

1. P not liable in agency law

3. The Service Station Cases--
a. Were the service station operators employees or independent contractors, such that P is vicariously liable?
i. When there is strict system of financial control and supervision(YES; when there is little control over day to day operations(NO.

b. Humble Oil v. Martin—customer’s negligence causes serviced car to roll out of station and strikes another customer.  There was a strict system of financial control and supervision by Humble.  Employee has little/no business discretion, hours of operation were controlled by Humble, agency agreement was terminable at the will of Humble, agreement required employee to do anything Humble asked him to do, etc.
c. Hoover v. Sun Oil—E’ee stated a fire while filling gas tank.  Operator’s station advertised Sunoco products, he attended Sun school for service station operators, each had a mutual interest in the success of the business.  However, b/c Sunoco had no control over the details of operator’s day-to-day operations, no L for Sunoco for negligent acts.
d. SIG: the greater degree to which an employee is insulated from risk, the more likely that they are an employee rather than an independent contractor. 
e. Note: in Tort liability we look for (1) control and (2) e’ees risk to find P’s liability; in Agency we only look at P’s control 

iii. Tort Liability in Apparent Agency

1. P may be held vicariously liable for harm caused by lack of care or skill of its apparent servant if it:

a. represents that another is his servant or agent, and

b. causes 3d party to justifiably rely upon the care or skill of such apparent agency (Rest § 267)

2. Miller v. McDonald’s Corp—Whether McDs held vicariously liable for the conduct of its franchisee.  

a. Miller is injured when she bites into a sapphire in a hamburger in a 3K restaurant that is a franchisee of McDonalds.

b. McDs controls most aspects of the restaurant

c. Is there actual agency relationship (Is this an e’ee relashionship)?

i. K said that 3K was an indep K’or, but a jury could reasonable find that it was an employee.  Cf w/ Cargill.
d. Is there apparent agency?

i. Has McDs held themselves out as being in control of 3K?

1. YES—b/c everything says McDs 

2. Note: acts that show control can also be manifestations to customers of control

ii. Did Miller justifiably rely?

1. M doesn’t have to prove that other McDs weren’t franchisees—just that she’s getting McDs food

2. Note: inquiry depends on what customer thinks, but customers don’t think about the ownership structure of the resaurant

iv. Scope of Employment

1. A’s conduct is within the scope of employment if:

a. It is of the kind A is employed to perform;

b. It occurs substantially within the authorized time and space limits (if not - it is a “frolic and detour”);

c. It is actuated, at least in part, by a purpose to serve P;

d. If force is intentionally used by A against another, the use of force is not unexpectable by P.  (Restatement §228(1))
2.  “To be within the scope of the employment, conduct must be of the same general nature as that authorized, or incidental to the conduct authorized.”  (Restatement §229(1))
3. Note:  An act may be within the scope of employment even if it is:

a. Intentional tort involving the use of violence, if use of force is “not unexpectable by master” (Rest § 228(1)(d))

b. Forbidden or done in a forbidden manner (Restatement §230);

c. Consciously criminal or tortious (Restatement §231).

4. Bushey (Friendly’s Foreseeability Test)—
a. Drunk coast guard turns some dials that open some valves that make ship being serviced sink and damage drydock.  Govt is liable for damage.  
b. Not purpose of govt to have him play with valves, but e’ee’s “conduct was NOT so unforeseeable as to make it unfair to charge the govt w/ responsibility.  Foreseeable that crew members crossing the drydock might do damage – this is enough to make it fair that the govt bear the loss.”
c. Judge Friendly’s Foreseeability Test:

i. Is some harm is foreseeable, the P is liable even if that Particular Harm was unforeseeable

ii. The conduct must relate to the employment.  

5. Authorized Time/Place v. Frolic and Detour

a. -- Chef skied b/t parts of the ski resort.  One day, took four extra runs and went over a lift and landed on someone.  He took the reckless jump on the way to the restaurant before work.  SCt thought that a jury Clover v. Snowbird Ski Resort could reasonably find that chef had resumed his employment and that his deviation was not substantial enough to constitute a total abandonment of his employment.  Gave ski pass=auth’d?

6. Motivated in part to serve master/A’s intentional torts
a. Manning v. Grimsley—Orioles picher warming up in bullpen throws a fastball at hecklers, injuring Π.  Can A’s intentional torts be for purpose of e’or?  Yes ( question should go to the jury.  The action could have been actuated by a purpose to serve the Orioles if he thought that the heckling was interfering w/ his work, and he was attempting to make the heckling stop so he could do his job.  

7. Tests

a. purpose test—broad interp of “purpose”

b. economic approach—who is best able to pay is not the way (for agency)

c. Foreseeability test—not so unforeseeable (less foreseeable than proximate cause)

v. P’s Liability When A’s Actions are NOT within Scope of Employment

1. Restatement §219(2):  A master is not subject to liability for the torts of his servants acting outside the scope of their employment, unless:

a. The master intended the conduct or the consequences; or

b. The master was negligent or reckless; or

c. The conduct violated a non-delegable duty of the master [often a duty imposed by statute that specifies duty is non-delegable]; or

d. The servant purported to act or to speak on behalf of the principal and there was reliance upon apparent authority, or he was aided in accomplishing the tort by the existence of the agency relation.

2. Statutory Claims

a. Arguello v. Conoco—racial discrimination of a customer by an e’ee at Conoco-brand store.  Is there an agency relationship between (1) Conoco and Conoco-brand stores; and (2) Were ee’s’ acts of discrimination per se beyond scope of employment?  (1) There is no agency relationship between the stores b/c you need C to give consent for brand store to act on its behalf, and here the K says that the stores are separate, and C doesn’t participate in daily operation of branded store.  (2) Jury can find racist acts w/in scope of employment.  Analyze, first, the time, place and purpose of e’ees acts (in store, asked ID for credit card, purpose of interaction was to complete sale); second, whether e’ees actions were similar to those she’s authorized by Conoco to do (yes); third, the extent of the departure from normal methods (yelled racial epithets while acting as a clerk); and fourth, whether e’or could reasonably expect e’ee’s action (no evidence).  SO jury can find agency rel. ent e’ee and Conoco

b. Non-delegable duty 

i. often a duty imposed by statute that specifies that this duty is non-delegable

ii. here, the relevant discrimination law made the company liable for the acts of its employees, regardless of any agency relationship 
vi. Liability for Torts of Independent Contractors

1. Generally

a. P is not liable for torts of Independent Contractors, unless act falls under some exception that makes P the master

2. Exceptions

a. P retains control over the aspect of the activity in which the tort occurs (making P the master)

b. P employs incompetent independent contractor (Rest § 213, 219(2)(b))

c. Performance of contractor’s task in inherently dangerous

d. Duty is non-delegable 

3. Majestic Realty—P is liable for indep K’or’s acts, which would not normally subject him to liability, when those acts are inherently dangerous (like razing a building, even if the fault is with the Indep K’or for not following proper safety precautions.

j. Fiduciary Duties of Agents

i. Rest § 13: An agent is a fiduciary with respect to matters within the scope of his agency.

ii. General Duties
1. Duty of Care 

a. Paid Agent--“Unless otherwise agreed, a paid agent is subject to a duty to the principal to act with standard care and with the skill which is standard in the locality for the kind of work which he is employed to perform and, in addition, to exercise any special skills that he has.” Rest § 379(1)

b. Gratuitous Agent--“Unless otherwise agreed, a gratuitous agent is under a duty to the principal to act with the care and skill which is required of persons not agents performing similar gratuitous undertakings for others.” Rest § 379(2)

2. Duty of Loyalty –violations include:

a. Payment from T (kickbacks, bribes, tips)—Rest § 388

b. Secret Profits

i. Profits from transacting with P without P’s knowledge (e.g. real estate agent buying houses from seller w/o disclosing)—Rest § 389

ii. Profits from use of position, involving 3d parties (Reading)

c. Usurping business opportunities from P

d. “Grabbing & Leaving” (Town and Country)

iii. Duty Of Loyalty

1. Secret Profits

a. Rest. §387: “Unless otherwise agreed, an agent is subject to a duty to his principal to act solely for the benefit of the principal in all matters connected with his agency.”

b. Reading v. Regem—British soldier in Egypt escorted smuggler’s trucks through Cairo and received money.  British govt confiscates it and soldier sues.  If a servant takes advantage of his service and violates his duty of honesty and good faith to make a profit for himself, and the position which he occupies as agent is the real cause of his obtaining the money, then he is accountable to the master.  Even though soldier was not acting in the course of employment, his use of his military uniform was the only way he was able to get this money, and that’s what matters.  Unjust enrichment by virtue of the master’s position = he forfeits his right to the money.  
i. Absent his military position, he would not have received the money.

i. Would be a different story if he was not in uniform and not solicited b/c of his ties to the military—the problem is that he’s taking advantage of his agency relationship w/o disclosing it to the P
ii. Note: Don’t need to show that HMG lost a business op (that maybe they have an interest in smuggling themselves, or more likely their interest in preventing smuggling)—that ev. bar is too high

iii. Rest § 388: Unless otherwise agreed, an agent who makes a profit in connection with transactions conducted by him on behalf of the principal is under a duty to give such profit to the principal

iv. Rest § 404: Although the agent has committed no breach of duty to the principal, he is L in action for restitution for any enrichment which it is unjust for him to retain

2. Usurping Business Opportunities
a. General Automotive v. Singer—Singer works for Gen Auto as GM and signs K that he would devote his entire time, skill, labor, and attention to the job.  Singer later decides that Gen Auto couldn’t handle some of the work coming in and sent it to other shops, earning himself a commission, and never told Gen Auto.  Singer Usurped Gen Auto’s Business Op, regardless of whether he thought they couldn’t handle the new work.  By failing to disclose all the facts related to his side business, Singer violated his fiduciary duty to act solely for the benefit of Gen Auto.  Singer has to give back all profits (disgorgement—don’t need to prove that P could have handled work).  

i. Singer should have sought approval

ii. Ct doesn’t just look at title of activity, but rather examines the nature of Singer’s activities

3. Grabbing and Leaving

a. Policy for imposing fiduciary duties after term of agency:

i. Prohibit A from continuing to act as P’s agent—Rest § 386

ii. Limit A’s use of confidential info after termination of agency—Rest § 396.  

1. Limitations include: prohibition on using, in competition with the principal or to his injury, confidential information given to A only for the principal’s use or acquired by the agent in violation of duty.  But agent is allowed to use general information concerning the method of business of the principal and the names of the customers retained in his memory, if not acquired in violation of duty.

b. Town & Country v. Newberry—cleaning services workers took their former employer’s client list to start their own company.  E’or can enjoin former e’ees from using the list and receive damages for the customers enticed away.  Even where a solicitor of business does not operate fraudulently under the banner of his former employer, he still may not solicit the latter’s customers who are not openly engaged in business in advertised locations or whose availability as patrons cannot readily be ascertained but whose trade and patronage have been secured by years of business effort and advertising.  Customer list had been difficult to compile, represented an accumulated body of experience of considerable value.
II. Partnership

a. Generally

i. Law

1. governed by state law

2. Uniform Partnership Acts of 1914 (UPA) and 1997 (RUPA)
ii. RUPA def: an association of two or more persons to carry on as co-owner a business for profit

1. Co-owners

a. shared control of business

b. shared profits of business

b. What is a Partnership and Who are Partners?
i. Creation

1. no formal creation requirements

2. doing business as co-owners creates the partnership by operation of law

3. UPA § 7(1) persons who are not partners to each other are not partners as to 3d parties, except for partnership by estoppel (UPA § 16)

ii. Partners v. Employees

1. Fenwick v. Unemployment Compensation Commission—Fenwick owns beauty shop, receptionist Chesire wants a raise, so F makes her a partner.  They both get salaries, split profits 80/20, F alone responsible for losses and management.  C is an e’ee so F must pay into the fund.  
a. We need an agreement to create a partnership, although doesn’t have to be written, as here, and it’s not conclusive.

b. UPA § 7(4) receipt of profits is prima facie case for partnership (unless received as part of wages)

c. Factors the Ct considers:

i. Intent of the parties—whether they intended to change nature of relationship (rather than whether they wished relationship to be called a partnership)—here wanted rel to stay the same

ii. Right to Share in profits—here goes toward partnership

iii. Obligation to share in losses—goes toward employee

iv. Community in power in administration—not present

v. Language of the agreement—what is labels them, and how it expresses each parties’ rights

vi. Conduct toward 3d parties—e.g. change name of business or make rep to customers that C is more than receptionist

vii. Rights to dissolution—here it’s the same as if she left/was fired, she doesn’t get $$ (typical if a partner)

iii. Liability in a General Partnership

1. UPA § 15: All partners are liable (a) jointly and severally for everything chargeable to the partnership under §§13 & 14 (i.e. torts, breaches of fid duties); (b) jointly for all other debts and obligations of the partnership (i.e. contracts)

2. UPA § 40(b) The liabilities of the partnership shall rank in order of payment, as follows: (I) those owing to creditors other than partners; (II) those owing to partners other than for capital and profits

a. SIG if a creditor becomes a partner, first, her debt is subordinated to the debt of non-partner creditors, and second, she is personally liable for the partnership’s debt!

iv. Partners v. Lenders

1. Martin v. Peyton—KNK is banking and brokerage partnership that needs $$ so Hall (partner) gets a loan from PPF.  Terms of the loan include: collateral/securities, dividends, 40% of profits (subject to min and max limits), option to become partner, inspection and veto rights, duty to consult, Hall must be manager.  KNK collapses, creditors go after KNK AND PPF partners, saying they are also partners in KNK.  There is no partnership (PPF no liable).  

a. Ct looks at amount of control (Cf Cargill)—e.g. (1) PPF can veto, but can’t initiate or bind KNK to any transaction; (2) PPF’s right to 40% of profits until repayment ≠ intent to form partnership; (3) option to join is at most a future intent to form partnership; (4) collateral is more like a lender; (5) dividends on securities is more like an equity owner
b. Look at Totality of the Circumstances—e.g. loan w. variable % ≠ partnership.

2. Southex Exhibitions—SEM enters into agreement to stage annual home shows for RIBA.  The K terms make it seems that R is hiring K as an indep K’or, but the preamble of the K says they both participate in the shows as sponsors and partners.  Southex, SEM’s successor in interest, sues to get paid for a show, claiming there was a partnership.  There was NO PARTNERSHIP b/c
a. terms of agreement—only says partner in preamble, not determinative

b. Not equal/proportionate share in losses 

c. No unity of control—SEM makes all the day to day decisions, but all the big decisions are made by RIBA (whether to renew K for next year, etc)  

d. UPA § 7(4) says share of profits is PF case, then lists exceptions—Ct says this list is not exhaustive 

3. To avoid partnership:

a. explicitly say so in the agreement(intent of parties

b. emphasize ability to dissolve relationship w/o partnership formalities

c. Base mutuality of relationship on profits alone

v. Partnership by Estoppel

1. To show partnership by estoppel, need to show (1) that D’s held themselves out as partners or allow someone else to hold D’s out as partners, and (2) P relied on that to his detriment.

2. Young v. Jones—Π has Price Waterhouse Bahamas do audit, PWB botches it and loses $500K, Π tries to sue price waterhouse US.  The US firm had licensed the Bahamas firm to use the name—both sub-franchisees of Price Waterhouse World Firm.  There is NO PARTNERSHIP BY ESTOPPEL.  
a. Distinguish partnership/agency by estoppel—must show proof of reliance in partnership by estoppel.

b. There is a representation towards partnership (name), but these are sophisticated parties

c. SIG: reliance on licensed name ≠ p by estoppel, but be careful about how you license your name.  

c. Fiduciary Obligations of Partners

i. Duty to Inform

1. Duty to inform partner of business opportunities that are within the scope of the partnership

2. Meinhard v. Salmon—Δ and Π are partners for hotel construction on leased land (lease in Δ’s name).  Owner offers to sell land to Δ right before lease runs out, Δ accepts without telling Π.  Δ BREACHED duty to inform. Δ said it was different venture, but deal was struck while lease ran, and Δ only got it thru his role as agent of the partnership.  Π had at least a right to compete, maybe a right to benefit from the opportunity.  (Π gets 1/2 interest.
a. SIG: distinguish deals within and without the scope of the partnership

b. Could K around duty to inform as long as is reasonable and doesn’t violate DoL—probably this situation would be okay.  

ii. RUPA § 404: General Standards of Partner’s Conduct

1. (a)  The only fiduciary duties a partner owes to the partnership and the other partners are the duty of loyalty and the duty of care set forth in subsections (b) and (c).

2. (b)  A partner’s duty of loyalty to the partnership and the other partners is limited to the following:

a. (1) To account to the partnership and hold as trustee for it any property, profit or benefit derived by the partner in the conduct and dwindling up of the partnership business or derived from a use by the partner of partnership property, including the appropriation of a partnership opportunity.

b. (2) To refrain from dealing with the partnership in the conduct or winding up of the partnership business as or on behalf of a party having an interest adverse to the partnership and 

c. (3) To refrain from competing with the partnership in the conduct of the partnership business before the dissolution of the partnership

3. (c)  A partner’s duty of care to the partnership and the other partners in the conducting and winding up of the partnership business is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct or a knowing violation of the law.

4. (d)  A partner shall discharge the duties to the partnership and the other partners … consistently with the obligation of good faith and fair dealing.

5. (e)  A 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.  
a. [Cf w/ Cardozo’s view in Meinhard]

6. (f)  A partner may lend money to and transact other business with the partnership, and as to each loan or transaction, the rights and obligations of the partners are the same as those of a person who is not a partner, subject to other applicable law.

iii. After Dissolution

1. Bane v. Ferguson—Bane is retired partner entitled to pension that ends if firm dissolves.  Firm wants to merge, deal falls a part, firm falls apart, B sues for breach of Fid Duty.  NO BREACH.
a. No statutory duty: UPA § 9(3)(c)—w/o total consensus, no partner made do any act which would make it impossible to carry on the ordinary business of the partnership—this is inapplicable b/c purpose is to protect CURRENT partners.

b. No C/L duty: Fiduciary duties to partner terminate when partnership (with that guy) is terminated.  Although Bane still got a share of profits, he had no control, so is not a partner, so no one owes a duty

c. BJR—even if there were a duty, a failed merger would not be a breach of DoC b/c would fall under business judgment rule 

iv. Grabbing and Leaving

1. Meehan v. Shaughnessy—partner at law firm breaches DoL (grabbing and leaving) by poaching clients and cases. 

a.  Things he did wrong:

i. had associate to manager her case so as not to get $$ until after leaving—waiting to settle is okay, but if it is only so you don’t have to share profits with partners is not okay

ii. Assigned leaving partner’s case to his associates and himself

iii. You can take cases with you, but you must pay a fee.

iv. Didn’t tell clients that they had the option to stay with the partnership, implied they had to go with him

v. Someone asked him point blank and he lied about leaving!

vi. gave list to partnership of clients they would take very late—didn’t give them time to respond

b. Things he would have been allowed to do:

i. you can plan, while working for the partnership, to compete directly with the partnership, as long as you don’t do anything that is directly and presently harmful
ii. Can keep it secret by evading questions, but can’t lie

iii. Can take files in your desk, but not desk files

c. More efficient to have partners leave than forcing them to stay 

v. Expulsion

1. A partnership can expel a partner according to fairly negotiated terms.  

2. Lawlis v. Kightlinger & Gray—P is partner at law firm and alcoholic.  Partnership mandates he take time off for treatment, but despite his compliance, they vote 7-1 to expel him.  Δ argues bad motive (get more profits for themselves) and breach of duty of good faith fair dealing.  This is NOT A BREACH b/c the “guillotine” provision was in the partnership agreement (otherwise would need GF to involuntarily expel a member).  SIG: Where the remaining partners in a firm deem it necessary to expel a partner under a no cause expulsion clause in a partnership agreement freely negotiated and entered into, the expelling partners act in “good faith” regardless of motivation if that act does not cause a wrongful withholding of money or property legally due the expelled partner at the time he is expelled.

d. Partnership Property

i. Rights in specific partnership property are not assignable except in connection with the assignment of rights of all the partners in the same property. (§ 25(2)(b))

ii. UPA §24: The property rights of a partner are

1. (1) his rights in specific partnership property,

2. (2) his interest in the partnership, and

3. (3) his right to participate in the management.

iii. UPA §25
1. (1): “A partner is a co-owner with his partners of specific partnership property holding as a tenant in partnership.”
2. (2) describes the characteristics of tenancy in partnership, including:

a. Equal right as other partners to possess partnership property for partnership purposes; 
b. BUT no right to possess partnership property for any other purpose (unless the other partners consent);

iv. Effect of Assigning Partnership Interest

1. Putnam v. Shoaf—Π own 50% in cotton company, sells her partnership interest.  14 mo later comes out that company was doing badly b/c bookkeeper was embezzling, and old partners sue him.  Π sues old partners to get back money that was stolen from her.  Π HAS NOT RIGHT TO THE EMBEZZLED $$--it belongs to the partnership not her, and she’s sold her rights to the partnership.  Buyer wouldn’t have been able to recover from her it partnership was worth less than thought either. 

e. Partnership Capital

i. Initial capital contribution

1. UPA is silent

2. “service partnership”: one in which one partner contributes only labor

ii. Partnership Capital Account

1. A running balance reflecting each partner’s ownership equity

2. UPA § 401(a)

3. allocation of profits increases capital account

4. allocation of losses decreases capital account

5. taking a “draw” (distribution) decreases capital account

6. By default, profits are distributed equally.  (UPA §§ 18(a) & 401(b)).  You can K differently, but losses follow profits, so if you override default to make proportional gains, then you automatically get proportional losses too

iii. Raising additional capital  
1. To raise more money, partnership can:

a. borrow money (Martin v. Peyton)

b. Add new partners

i. need unanimous consent

ii. will dilute the share of profits

c. Look to existing partners to raise capital

2. Voluntary Contribution

a. interest-free loan

b. free-rider problem(hold out (everyone waiting for others to kick in)

c. If a project is partially salvageable with more capital, you need everyone to contribute, but the problem is that you get nothing back if you don’t get the capital, but you get less than you put in if you do.  So ideally some other partner would put in the capital, so you’d get as much as possible. 

3. Pro Rata Dilution

a. Managing partner calls for more funds—if you don’t your share is reduced by X%.  Sell points for same price as before, but worth less.  

4. Penalty Dilution 
a. before you got 1 point (1% of profit pie at the end) for every dollar.  Now you can buy up to a certain number of points at a reduced price, e.g. for 50 cents.  Now, where you would have gotten only 60% return for every dollar, you are making 10 cents for every point you buy.  The problem is that you are diluting the value of pre-existing points, but it’s less coercive on partners since they don’t lose share % by not contributing.
f. Rights of Partners in Management

i. Partnership management—

1. RUPA § 401:

2. (f) “Each partner has equal rights in the management and conduct of the partnership business.”

3. (i) “A person may become a partner only with the consent of all of the partners.”

4. (j) “A difference arising as to a matter in the ordinary course of business of a partnership may be decided by a majority of the partners. An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement [in contravention of the partnership agmt]  may be undertaken only with the consent of all the partners.”
ii. Partner’s Authority

1. UPA § 9(1): “Every partner is an agent of the partnership for the purpose of its business, and the act of every partner, including the execution in the partnership name of any instrument, for apparently carrying on in the usual way the business of the partnership of which he is a member binds the partnership, unless the partner so acting has in fact no authority to act for the partnership in the particular matter, and the person with whom he is dealing has knowledge of the fact that he has no such authority”

a. usual act = binding, unless (1) no authority, and, (2) 3d party knows you have no authority

2. UPA §9(2): “An act of the partner which is not apparently for the carrying of the business of the partnership in the usual way does not bind the partnership unless authorized by the other partners.”  See also RUPA §301. 

a. Not usual act + no authority = not binding
3. To avoid liability for acts that may be seen as carrying on the business of the partnership in the usual way, the partner must have neither actual or apparent authority.  (RUPA § 303 suggests clarifying what is authorized by filing out a Statement of Partnership Authority)

4. Deadlocks:

5. ( If a purchase is made by a partner acting in the usual course of business of the partnership, and his authority has not been restricted by majority vote, the partnership is liable for that debt.

a. National Biscuit v. Stroud—Stroud and Freeman are partners, they get in a dispute about buying bread.  Stroud tells Nat’l Biscuit that he won’t pay for anymore bread orders, but then Freeman orders more bread, Nat’l Biscuit delivers, and then sues for payment.  Partnership is LIABLE, b/c (1) Freeman, as a partner, is an agent; and (2) buying bread is part of the ordinary business of the partnership.  If a majority of the partners voted to make bread-buying an act that is not in the usual business, they could limit each partner’s acts, but here there is DEADLOCK b/c just 2 partners.

i. UPA § 18(b): the partnership must indemnify every partner with respect to payments made and personal liabilities reasonably incurred by him in the ordinary and proper conduct of its business or for the preservation of its business and property.

ii. Implicit terms limit on ability of a majority of partners to define acts as beyond the usual business.  E.g. in a law firm, the partners couldn’t prevent a lawyer from practicing law—that would be an implicit term.
6. ( But a partner cannot be bound by another partner’s decision to act outside of the ordinary course of business absent majority vote.

a. Summers v. Dooley—S&D are partners, D can’t work so he hires his own replacement.  S says the new guy is not good, wants to hire 3d person, but D says no.  S hires 3d person, and tries to bill the partnership for his salary.  S CANNOT collect from the partnership to pay for the 3d person’s salary.  
i. To determine whether hiring is in the usual course of business, look to the status quo.  In deadlock, the status quo prevails.  

ii. In this case, either the agreement was that there would be 2 workers (hiring another is a contravention) OR hiring another is in the usual course of business, but the status quo is that there are 2 workers.  Either way you need a majority to hire the 3d worker.  

iii. NOTE: b/c partner is suing (not 3d party) reliance on apparent authority is not an issue

iv. RUPA § 401(j)—requires unanimous consent for any “act outside the ordinary course of business of a partnership.”

7. Ordinary Course of business (OCB)
a. acts motivated to further the partnership

b. Moren v. JAX—M is a partner at JAX restaurant.  M brought son to restaurant, he got injured by the dough machine.  Son sues partnership, partnership files 3d party suit to make M indemnify.  M was called into work (ordinary course of business) but brought her son (not OCB).  Ct says that as long as there is a substantial component in which the actions are trying to advance the business, then the act falls within the OCB.  Moren is NOT LIABLE to partnership
i. NOTE: negligence of partners is part of the cost of doing business, but when employees are negligent you can sue them for indemnification

iii. Centralized Management of a Partnership
1. Day v. Sidley & Austin—firm merges, wouldn’t have gone thru w/o Day’s approval, but he wouldn’t have approved had he known that he would go from being the chairman to co-chairman.  Firm’s decisionmaking is centralized in an executive committee.  Day alleges breach of Fid Duties, but Ct says NO BREACH b/c (1) according to agreement, you only need a majority (not unanimous) vote for merger; and, (2) Managing partners have no fiduciary duty to disclose changes in the partnership’s internal structure if the changes do not generate a profit or loss for the partnership.
a. NOTE: under RUPA the result might be different—you aren’t allowed to limit the powers “reasonably requires for proper exercise of a partner’s duties”—a duty is voting, so the essential terms on which he was voting (his future position) might have been essential—maybe as long as no active lies.  

b. SIG: partners have a right to control.  That right can be altered by agreement, but when you go too far, you may no longer have a partnership.  (Here the rights were sufficiently intact)

g. Right to Dissolution

i. Rights to Dissolve

1. There is always the power (but not the right) to dissolve 
a. can always do it, but might be a penalty

2. Types of dissolution

a. by act of 1 or more partners (UPA § 31(1) & (2)); e.g. 

i. at termination of partnership’s term or particular undertaking, or if it has none, at the will of any partner;

ii. Wrongful dissolution: In contravention of the agreement between partners, by the express will of any partner at any time

b. by operation of law (UPA § 31(3) & (5))

i. Due to death or bankruptcy of a partner, or due to bankruptcy or unlawfulness of the partnership

c. by court order (UPA § 31(6); §32)

3. Dissolution by Ct Decree—

a. Owen v. Cohen—Π&Δ enter oral K to operate bowling alley indefinitely.  Δ was a bad partner (humiliating Π in front of e’ees and customers, refusing to do any work, dominating partnership, withdrawing funds from partnership for personal use).  Π tried to dissolve (buy our or be bought out), then sues for decree of dissolution.  Ct DISSOLVES PARTNERSHIP b/c of Δ’s acts “affect prejudicially” the business, such that it is “not reasonably practicable to carry on the business in partnership.”  NOTE: Ct found an implicit term—Δ invested $$ with intent to get it back in profits, the term is at least until the money is repaid in profits.  But the dissolution is not wrongful b/c Δ caused the Ct ordered dissolution.  
b. RUPA § 801(5): a partnership is dissolved by a decree that: 

i. “(i) the economic purpose of the partnership is likely to be reasonably frustrated;

ii. “(ii) another partner has engaged in conduct relating to the partnership business that makes it not reasonably practicable to carry on the business in partnership with that partner; 

iii. “or (iii) it is not otherwise reasonably practicable to carry on the partnership business in conformity with the partnership agreement”

c. Collins v. Lewis—C&L enter partnership—C will provide $$ and L will manage.  Venture cost much more than expected, and C blames L’s management.  C dissolves (before term), L says C still obliged to pay into venture or pay penalty for wrongful dissolution.  Ct does NOT DISSOLVE by Ct order b/c bad blood, in the absence of misconduct, is insufficient for a ct ordered dissolution.  

i. SIG: losing $$ is not cause for dissolution.  B/c no cap in the K, C must dump $$ into project or pay penalty.

4. Termination at Will

a. Absent bad faith or a breach of fiduciary duty, a partner may dissolve a partnership at will by express notice to his partner.  
b. Page v. Page—brothers in partnership.  Π sues for decl judgment that partnership is dissolvable (didn’t want to pay penalty of wrongful dissolution).  (1) There is no term in this partnership (hope that it will be profitable ≠ term)(at will, may dissolve.  (2) There is a fiduciary duty not to take advantage of your partner’s economic situation.  If Δ can prove that Π wants to dissolve just because business is finally profitable, and he will be able to buy it cheap (has lien against it and Δ is poor—freeze out) then this would breach fiduciary duty.  But in absence of this breach, there is no duty not to dissolve when business turns profitable.  
c. Distinguish Owen and Page

i. In Owen, Ct found that partners may impliedly agree to continue until a certain sum of money is earned, or until 1 or more partners has recouped their investment

ii. In Page, facts don’t support that—there is just a vague hope of profitability 

ii. Consequences of Dissolution—the “Winding Up” Process
1. Overview of Termination Process (UPA v. RUPA)

a. UPA

i. Dissolution does not terminate partnership (§ 30).  Rather, it limits all partners’ authority to act for the partnership (§§33-35), and prompts the “winding up” of the partnership

ii. “Winding up” consists of disposing of partnership’s assets/business, then dividing ent the partners the remaining assets of the liability for remaining losses

iii. Subject to certain limitations, some partners may pay off other partners and continue the partnership after dissolution (§ 38(2)(b))

b. RUPA

i. Triggering event is dissociation (§ 601).  After that:

1. business may be continued under art. 7

a. purchase of disassociated partner’s interest (§ 701)

b. disassociated partner not automatically released from liability (§ 703)

2. Business may be dissolved (and “wound up” under art. 8

a. not every event allowing disassociation also allows dissolution (Cf § 801 w/ § 601)

b. Limitation on partner’s authority to act for the partnership (§ 804)

2. Disposing the Partnership’s assets/business 
a. Former partners may purchase the partnership assets

b. Prentiss v. Sheffel—3 partners in partnership at will, then the two partners who together own 85% of the partnership freeze out the 3d (exclusion of 3d from management and affairs of company).  Receiver appointed by Ct until sale and distribution of assets.  Receiver sells partnership, Πs buy it.  Δ complains that he was wrongfully excluded, so Πs shouldn’t be allowed to buy partnership back.  (1) Freeze out was not wrongful b/c relationship was awful, and Δ hadn’t made payments, etc; (2) Δ suffered no injury b/c Πs bidding substantially increased price of the partnership, so Δ’s 15% got him more $$; (3) It’s okay that Πs were using “paper dollars”—already owned 85% so had to pay less to buy it than he would have—if Δ bid he would be using “paper dollars” too (though less)

i. Policy: here Ct notes that Πs bidding increased the price, but had they not been allowed to bid, there would be no paper dollars, and perhaps other higher bidders would be attracted

ii. Distinguish from Page:  When ppl are trying to dissolve b/c they think they can buy up the partnership at below market price, because the other partner has a liquidity problem, that’s a breach of fiduciary duty.  But as long as the shut out partner gets a fair price, then there’s no bad faith.  
c. If liquidation is potentially wasteful, a ct can give one partner the option to buy out the other partner’s interest in the partnership after dissolution.  Buyouts are okay b/c they reduce economic waste.  

d. Disotell v. Stilner—D&S enter partnership to convert building into hotel.  S buys building, D will provide general contractor services (at cost) and repay S for half of cost of building out of profits.  Complete breakdown of relationship, and S starts living in hotel.  (1) At will partnership, so no wrongful dissolution; (2) Ct Ct did NOT err is allowing S to buy D out—liquidation is not the default—buyout is proper when one partner has the capital to do so.  Policy: liquidation creates economic waste.  (3) Remand for objective evidence of value of property—buyout is only appropriate if it is for the fair market value.  (4) partnership didn’t assume D’s debt to S—that debt is D’s.  Intent was that it come from profits, but since there are no profits, and D did not complete contributing his contractor services, remand to supply term that aligns with parties’ intent that is fair.  (5) S must pay D for benefit derived from personal use of partnership property—must pay partnership rent.
e. In sum: uphold ct determination that buy out is proper, and that this is a no fault (at will) termination; remand for fair market value of property (for buyout), and for a determination of what the partners took and contributed—comparing services provided and S’s personal use of property, but excluding loan obligation.  

i. NOTE: a partnership’s good will is not included in value

3. Continuation per agreement

a. Effect on the partnership
i. This creates a new partnership.  The Creditors of the former partnership automatically become the creditors of the new partnership.

b. Effect on departing partners

i. Departing partner is entitled to an accounting:

1. fair value of their share of the partnership, plus interest from the date of dissolution, in the event of an unreasonable delay in payment

2. Probably a lot less than if you continued to work

ii. Departing partner remains liable on all firm obligations unless released by creditors (UPA § 36; RUPA § 306(b))

4. Continuation following wrongful dissolution

a. Effect of Wrongful termination (i.e. early termination of term partnership)
i. Wrongful dissolver subject to damanges for breach of partnership agreement (UPA § 38(2)(a)(11))

ii. Wrongful dissolver limited in participation of winding-up (UPA § 37)

iii. Remaining partners have right to continue the business even absent an agreement to do so, subject to payment to the wrongful dissolver (UPA § 38(2)(b)-(c))

1. Wrongful dissolver entitled to the fair value of his interest in the partnership (not including the value of the partnership’s goodwill), minus any damages caused by the breach of the partnership agreement

iv. RUPA has similar rules, except that the fair value of the interest to which the wrongful dissolver is entitled includes the value of the partnership’s goodwill.

b. Upon wrongful dissolution, a the remaining partner retains the use of the dissolving partner’s trademarks and patents.

i. Pav-Saver Corp v. Vasso Corp—Partnership to manufacture and sell paving machines.  Partnership agreement provided that Pav-Saver Corporation (P) would grant the partnership exclusive rights to use “Pav-Saver” trademark on all machines sold, also gave partnership exclusive license for patent on Dale’s (maj SH for P) invention.  Agreement also said partnership was permanent and incapable of dissolution w/o all partners’ mutual agreement.  P’s unilateral termination of the partnership contravened agreement.  Dale anticipates paying liquidated damages provided for in K for breaching agreement.  But K says that upon expiration of partnership, Dale gets the patents back.  Ct says that Dale DOES NOT GET PATNETS BACK.  (1) Liquidated damages provisions covers the monetary damages caused by the breach, but does not cover the penalty for wrongful breach—2 separate penalty provisions; (2) Patent is part of partnership’s goodwill, and under UPA, goodwill stays with non-breaching partner (if this were RUPA he’d get a share of the goodwill)

1. UPA § 38(2)

2. SIG: Upon wrongful dissolution of a partnership in violation of the partnership agreement, each partner who has NOT wrongfully dissolved the partnership is entitled to damages for breach of K AND may continue the partnership business for the term required under the partnership agreement with the right to possess the partnership property upon posting a bond (share of partnership to dissolving partner).  Upon wrongful dissolution, a partner retains the use of a former partner’s trademarks and patents.

iii. Division of Remaining Profits/Losses

1. UPA § 18: Each partner shall be repaid his contributions…and share equally in the profits and surplus [remaining after debts paid] and must contribute towards losses…according to his share in the profits.

2. UPA § 40: Hierarchy of distribution of assets

a. non-partner creditors

b. those assets owing to partners other than for capital and profits (salaries)

c. those owing to partners in respect of capital

d. those owing to partners in respect of profits

3. Kovacik v. Reed—

a. 2 partners: K provides $, R service only.  There is debt to 3d party (category 1), no salaries (service provider by default gets no salary, but if he’d K’ed around the default he’d be here); and debt to K; then $$ in account.  Would result with K getting money in account and payment from R for the loan, so he’s walk away with $$ and R would have to pay, and not be compensated for his services.  Unfair result(exception.  

b. service partners are not liable for monetary losses.  (Neither party liable to the other for their lost contribution) 
c. Not based on literal reading of § 40.  

d. Ct’s don’t apply this exception if:

i.  the service provider provides any capital at all

ii. service provider receives a salary for his services

e. NOTE: RUPA § 401 has superseded the Kovacik rule by saying that by default losses are shared in the same way profits are shared

iv. Exit Mechanism: Buyout Agreements

1. Buyout (buy-sell) Agreements

a. Triggering events

i. Death, Disability, or Will of any partners

b. Who may buyout

i. the partnership or an outside investor.  

ii. Policy issues: 

1. Outside investor:

a. may introduce undesirable new partner

b. if market is thin, may limit value of your share

2. Sell to partnership (or other partner)

a. Could be used as blackmail to extract benefits if firm has liquidity problem (give me what I want or I’ll force you into insolvency)

iii. If there is an obligation, rather than option, for firm to buyout, their refusal triggers consequences (what?)

c. Price/Payment

i. May pay with cash or by installments (with interest)

ii. Price may be set at: book value, appraisal, formula, they may set price each year, or may relate to duration

iii. Texas Shootout/I pick you choose

1. 1 party sets the price/point, and the other party chooses to buy or sell at that price

d. Liability

i. May (try to) grant protection to opting out partner against debts of partnership

e. G&S Investments v. Belman—Gibson-Smith-Nordale partnership to run apt complex.  N gets a coke habit, disrupts tenants, makes unreasonable business decisions.  G&S sue for dissolution.  N dies while suit is pending.  

i. Dissolution is at N’s death.  Pship agmt stated that if 1 died, other partners buy out his interest.  N’s estate says filing suit dissolved pship, which would require liquidation and distribution of assets (would get more $$ this way).  Ct says dissolution only occurs with death, or when ct so orders—at moment of judicial decree, not at moment of filing.  
ii. Buyout is of N’s share of “capital account”—this means the literal capital account (capital contribution +/- profits/losses), not the market value of the partnership (which would include investments)

v. Law Partnership Dissolutions

1. Jewel v. Boxer—After dissolution of a law firm partnership, the former partners sought to recover their respective partnership shares in the legal fees generated after dissolution on cases originated with the former partnership.  The former partnership did NOT have a written partnership agreement.

a. In the absence of a partnership agreement, the UPA requires that attorneys’ fees received on cases in progress upon dissolution of a law partnership are to be shared by the former partners according to their right to fees in the former partnership, regardless of which former partner provides legal services in the case after dissolution.  Thus, post-dissolution income on unfinished business must be allocated to EACH former partner based on their interest in the former partnership.  This is because the UPA states that a dissolved partnership continues until the winding up of unfinished partnership business.  Thus, any income generated through the winding up still belongs to the partnership.

b. NOTE: UPA prohibits extra compensation for post-dissolution services, except when dissolution is result of death.

c. POLICY:  prevents partners from competing for the most remunerative cases during the partnership (to ensure they get the money at end of case), but does encourage partners to get the cases from repeat clients.  

d. TWO Fiduciary Duties in law firm dissolution
i. each former partner has a duty to wind up and complete the unfinished business of the dissolved partnership

ii. No former partner may take an action w/ respect to unfinished business which leads to purely personal gain.  (e.g. duty to make sure that the whole burden of finishing up doesn’t fall on 1 partner to benefit of everyone else, unless he agrees to it)

2. Meehan v. Chaughnessy revisited—(leaving partners had lied and stole clients).  Partnership agreement (unlike UPA) gave partners right to remove any case which came to firm thru personal effort or connection, if partner compensated dissolved pship for services to and expenditures for the client.  Once partner removes case, can keep all future fees from case.  Court interprets the provision to provide that, upon a fair charge, any case may be removed regardless of whether the case came to the firm through the personal efforts of the departing partner.  Agreement essentially “winds up” any unfinished business immediately, and removes partners’ continuing fiduciary obligation to windup for the benefit of each other.  However, Meehan and Boyle unfairly removed their cases, so removed from pship agreement.  

3. UPA § 21—partners must account to firm for any benefit derived w/o consent.  (Meehan and Boyle had to get consent by paying for the right to remove their cases—couldn’t grab and leave)
h. Limited Partnerships 
i. An LP is composed of at least 1 general partner, and at least 1 limited partner.  The formation of the partnership requires filing of certain docs (usually with state’s Sec of State)

ii. The death of a limited partner does not cause the dissolution of the partnership, and limited partnership shares are often transferable.  Limited partners may have restricted voting rights

iii. The general partner is personally liable to creditors.  However, some states allow the general partner to be a corporation.  This allows both unlimited life (duration) to the partnership, and limited liability to all the people involved.  
iv. According to RULPA § 303(a), limited partners are liable on ly to the extent of their contributions, UNLESS

1. they are also general partners

2. They exercised control or had a right to exercise control—in such case, they are liable only to persons who reasonably believed, based on the limited partner’s conduct, that the limited partner is a general partner.  

v. Liability of LPs
1. Holzman v. Escamilla—Π sues bankrupt partnership to establish them as general partners (and so liable for debt).  Partnership agreement said that Russell and Andres were the limited partners and D was the general partner.  In practice, R&A would visit the crop fields and decided which crops to plant.  They are GENERAL PARTNERS.  Indicia of direct control:  checks for the pship required that they be signed by 2 of 3 partners (so R&A could make fiscal decisions on their own w/o D’s approval); active in deciding which crops to plant (some against will of GP); Indicia of indirect control: asked GP to resign(signifies a lot.

2. SIG: Limited partners who give business advice and dictate business transactions have sufficient control of the limited partnership’s business to covert them into general partners.  
3. RULPA § 303(b)

a. limited partners can be liable only to those who “reasonably believe, based upon the limited partner’s conduct, that the limited partner is a general partner.

b. create “safe harbors” of activity that is not deemed as participation in control.  Consulting with and advising a general partner isn’t enough to create liability

vi. LLPs and LLLPs

1. Limited Liability Limited Partnerships (LLLP)

a. similar to limited partnership, but grants partner limited liability as well—somewhat similar to making a corporation the general partner

2. Limited Liability Partnership (Art 10 of RUPA) (LLP)

a. Acts like a general partnership, but with limited liability

b. formed by filing a ‘Statement of Qualification’ (usually with state’s Sec of State)

c. General partnership may convert to LLP.  Conversion does not cause dissolution (RUPA § 201(b)

d. 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.

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

III. Nature of Corporations
a. Law

i. Model Business Corporation Act 

ii. Del. General Corp Law 

b. 2 Types of Corps

i. Publicly held corporations

1. most common

2. key aspect: there is a secondary market in which shares are sold

3. SH take very little, if any, role in management

ii. Closely held corporations

1. Typically shares are not in a secondary market

2. Often (not always) have a small number of SHS that take an active role in management

c. Critical attributes of corporations

i. Legal Personality

1. corporation thought to have its own rights, legally treated as a person—is an independent entity from its owners

ii. Limited Liability

1. unless otherwise provided, SH is not liable for the acts/debts of the corporation (unlike partnership)
iii. Separation of ownership and control

1. BoD oversees operation of the corp.  Owners are SHs, who only vote on very important things, e.g. election of directors, amendments to articles of incorporation or bylaws, fundamental transactions (M&A)

iv. liquidity

1. Ownership traded in secondary markets (e.g. NYSC).  Cf, can’t by default sell your partnership interest.

v. flexible capital structure

1. can finance activity by issuing debt (bonds) or equity (stocks)

d. Financing the Corp

i. Bonds

1. BHs are entitled to a stream of (usually fixed) payments over a period of years, and then the return of the principal.

2. There is a risk that the corporation will fail and your debt will not be repaid
3. SIG: you are a creditor, not an owner (if corporation takes off, you don’t get anything more)
ii. Stocks

1. a unit into which the proprietary (ownership) interests of the corporation are divided—equity 

2. SHs are residual claimants, which means the corp’s assets are distributed to those who own the stock

3. right to dividends while corp continues to exist

4. limited right to participate indirectly in decision-making 

5. SIG: ownership, profits and control

e. Forming the Corporation 

i. Mechanics of Forming the Corporation

1. Incorporation process

a. draft articles of incorporation

b. File AoI with the sec of state in the state in the state in which you want to incorporate

c. Draft bylaws

d. Formalities: organizational meeting where you name your directors, adopt the bylaws, appoint officers

e. Issue stock in the corporation

2. Picking a state of incorporation

a. A corporation is always created under the laws of a particular state

b. Paul v. VA—S.Ct. said a state cannot exclude a foreign corp (from another state) in doing business with that state

c. Delaware’s dominance

i. “Race to the bottom” theory (William Cary):  DE essentially gave managers everything they wanted, and allowed manager to exploit agency costs and take advantage of shareholders 

ii. “Race to the top” theory (Ralph Winter): DE is the best for the corporation, and that’s why it’s so popular.  There are important constraints made on managers, and shareholders can make decisions at the time of initial incorporation.  Creators have an incentive to pick the best form of incorporation.  

ii. Liability for Pre-Incorporation Activity—Promoters 

1. Promoter
a. someone who purports to act as an agent of the business prior to its incorporation.
b. Owes fiduciary duty to corporation, but once he sells the corp the fid duty ends.

c. must disclose his interest in transactions (if he wants to sell someone the corp, and land that he owns

d. If corp is wholly owned by promoter, the promoter can (probably) still breach his fid duty to the corp b/c it’s its own legal entity.

2. Legal Issues

a. [assume promoter is making Ks on behalf of a corporation that doesn’t exist yet b/c articles aren’t yet filed]

b. Once the articles are filed, the corporation becomes a party to the K.  This can happen with an express term in the K (a novation) or an implicit term (ratification, or by taking the benefits of the K).
c. Once the articles are filed, the promoter is liable if the corp breaches the K.  The promoter is only released from liability if the corp agrees to release him from the K.  

d. If the articles are not filed, the promoter is liable on the K.  

e. If the articles are defectively filed, the defectively formed entity (or 3d parties) may enforce the K by de facto corporation or corporation by estoppel.

f. If Promoter, along with other organizers (provide $$ or services) breach the K, they could all be found liable if the Ct finds they formed a partnership.

3. Defective Corporations

a. de facto corporation

i. Court can treat improperly incorporated firm as a corp if organizers

1.  intended to incorporate, 
2. had a legal right to incorporate, and 
3. acted like they were incorporated.  

b. Corporation by estoppel

i. A court will also treat a frim improperly incorporated as a corporation if 3d parties:

1. Thought the business was a corporation; and

2. would earn a windfall if they were now allowed to deny that the business was a corporation.  
ii. Distinction: 

1. if a firm didn’t act to incorporate, it can’t be a de facto corporation

2. If a firm incurred liability by doing a tort, the injured party probably did not choose to deal with the firm as a corporation, so can probably only claim corp by estoppel in K cases.

iii. SouthernGulf Marine v. Camcraft—SGM (not yet incorporates) signs K with C to buy a boat from C.  In K, which anticipates SGM’s incorporation, it says SGM will in corporate in TX.  SGM incorporates in Cayman Is. instead, and value of boat increases.  C wants to get out of K by claiming that K is void.  SGM sue to enforce, C says they can’t b/c not incorp’d (at least not as entity anticipated)  (1) Ct says that place of incorporation was not a material term in this K.  (no harm to C and C acknowledges new place of incorp)  (2) CORP BY ESTOPPEL—to protect promoters.  C knew SGM was incorporating, and would get windfall if was able to say that it wasn’t now a corp.  
1. NOTE: C could sue pres of SGM b/c he signed in his indiv capacity also, and as promoter is still liable.  AND pres of SGM could sue to enforce indivually.  

f. Independent legal Personality

i. Limited Liability

1. Policy

a. transactions costs are lower if you can sue a set of Ks, rather than every individual owner

b. encourages (small) investments –investors will have more diversified investments, if they are risk averse they can still join the game
c. Transferability—the stocks are liquid, so can be exchanged for cash (can’t readily do this with partnership)

d. Increase National Economic Growth—by encouraging investment (b/c investors knew they wouldn’t be liable

e. BUT—contractors and tort victims might not get their consideration or settlement

2. MBCA § 6.22(b):  Unless otherwise provided in the articles of incorporation, a shareholder of a corporation is not personally liable for the acts or debts of the corporation except that he may become personally liable by reason of his own acts or conduct

3. Piercing the Corporate Veil

a. In very extreme cases, courts sometimes “pierce the corporate veil” to hold some or all of the SHs personally liable for the corp’s debts

i. Grossly inadequate capitalization is a factor in determining whether to pierce, but most cts say it is NOT dispositive

ii. Most cts require that there be either some affirmative fraud or wrongdoing by the SH, or a gross failure to follow formalities of the corporate existence, before piercing.

1. Cts check if SH has ignored the existence of the corporation—e.g. mingling of funds for personal use
4. Alter ego/Agency theory—

a. Corp acting on behalf of SH (as an agent)

b. Typically use piercing language

c. Even if a corp is wholly owned, Cts are reluctant to adopt this theory b/c limiting liability is allowed under the law!

d. To the extent that person is acting thru the corporation (acting in corp business) then the Cts will find that limited liability applies

5. Enterprise Liability

a. Various interrelated corporations are viewed as being a single enterprise, so Ct will disregard corporate formalities.  Must show that corporations acted as one, and all acted for the same purpose

b. Requirements

i. high degree of unity of interest b/w entities

ii. treating entities as separate would sanction fraud or promote injustice

c. Look for: transferring funds from 1 corp to the other w/o observing formalities.

d. Distinction

i. finding of enterprise liability is a distinct question from whether the sole SH will be help personally liable

ii. note: Cts more likely to allow a creditor to collect from assets of many corps collectively than to pierce the veil against an individual SH

6. Walkovsky v. Carlton—W injured by cab owned by Seon Cab Corp.  Carlton is SH in 10 taxi corps, including SCC.  Each corp owns only 2 cabs, maintains the min req’d insurance, and the cars are heavily mortgaged so have little money in each corp.  The companies share financing, supplies, repairs, e’ees and garages.  W sued all 10 corps.  NO PIERCING:  

a. W said fraud comes from the corp structure.  Ct assumes you may structure your company to enjoy full benefits of limited liability.

b. W suit against owner (Carlton).  
i. Alter ego/agency theory—Can’t just find corp is agent of owner, or exception would swallow rule, and even wholly owned corps get liability.  Ct reluctant to find this
ii. Pierce veil 
1. Must show the corp is fraud/dummy—commingling of funds (e.g. did C use corp funds, is there a unity of interests (i.e. is SH using corp to further his own, rather than corp interests), were formalities followed)

2. complaint focused on undercapitalization, but “is barren of any sufficiently particularized statements that Carlton and his associates are actually doing business in their individual capacities, scuttling their personal funds in and out of the corporations without regard to formality and to suit their immediate convenience.”
iii. Enterprise liability

1. we are looking for such a high degree of unity and interest that their separate existence has ceased and that treating them as separate would promote fraud or injustice

2. Majority doesn’t find enterprise liability—all have separate bank accounts, insurance, etc.  

c. Undercapitalization isn’t enough to pierce corporate veil and show enterprise L.

d. Policy: maybe we should require higher insurance minimums instead—opposite result would ( greater number of small companies, so Π still doesn’t recover, but no benefit of economies of scale

7. Sealand Services v. Pepper Source: Δ corp stiffed Π on K, but dissolved before Π could collect.  Δ was wholly owned by Marchese, who also wholly owns many other companies, and also owns Tie-net, which he owns half of, with Andre.  Π sues all of M’s companies: 

a. Reverse veil piercing: pierce veil to hold M liable, then reverse pierce to make his companies liable

b. To pierce:
i. unity of interest and ownership

1. factors: lack of formalities; commingling of funds, undercapitalization

ii. would sanction fraud or promote injustice

c. REVERSE VEIL PEIRCING OKAY: M didn’t even have his own bank account—just got $$ from his corps.  He and his corps are alter egos for each other.  

d. Unity of interest and ownership:  4 factors—(1) failure to maintain adequate corporate records or to comply with corporate formalities; (2) commingling of funds, assets; (3) undercapitalization; (4) use by 1 corp of assets of another—all were satisfied here.  
e. Promote injustice:  doesn’t mean unsatisfied judgment—must be akin to fraud or deception

f. NOTE: could also have gone after the other enterprises under enterprise liability b/c corps borrowed $$ from each other at 0% interest.  

8. Subsidiaries and Alter Ego Theory/Reverse Piercing

a. parent is liable for actions of subsidiary which it controls.  But does not mean that where a parent controls several subsidiaries, each subsidiary is liable for the actions of all other subsidiaries.  No respondeat superior b/t agents.
b. Roman Catholic Archbishop of SF v. Sheffield—S is traveling thru Switzerland and visits St. Bernard monestary, tries to buy a St. Bernard dog, but they never deliver.  Π sues Father Bernard, Canons regular, the Vatican, the pope and the Archdiocese of SF.  
i. Alleges unity of interest among all entities that comprise the Catholic church, such that they are all alter egos for each other.  These are NOT ALTER EGOS

ii. Alter ego theory requires:

1. corporation is influences and governed by 1 person

2. unity and interest and ownership by that person

3. adherence to the fiction of separate existence would sanction fraud or promote injustice

iii. Subsidiaries here don’t influence each other(no unity of interest/ownership by 1 person; and no inequitable result like fraud

iv. Relevant factors: no commingling of funds, even if common purpose is serving God.

v. NOTE:  even if Π had pierced veil to get to Vatican, the Vatican didn’t control monastery, or dog sales, so no liability under agency.

9. Piercing in Torts
a. In torts, Cts do NOT require a showing of fraud.

b. In re Silicone Gel Breast Implants—MEC makes implants, and is a wholly owned subsidiary of Bristol Meyers.  MEC will go under from liability, Πs go after parent corporation.  Jury could find VEIL PIERCING APPROPRIATE (parent co lost SJ motion)
c. Relevant facts: (1) MEC’s BoD:  2/3 of directors of MEC’s BoD are Bristol officers(manifestation of BM’s control (insufficient on its own); (2) Branding:  implants were labeled with Bristol name (not enough on its own—e.g. Sara Lee licenses out her name); (3) Control: BM sets hiring decisions, employment policies, and MEC went long periods w/o Bd meetins

d. Policy for distinguishing tort and K claims:

i. K creditors will do research—could know that formalities are lacking, chose to do business with debtor.
ii. Some argue that for tort claims you should look for undercapitalization—but determining how much $$ set aside is enough is harder than the current approach

ii. Shareholder Derivative Actions

1. SH sue on behalf of the corp (in the corp’s own interest) on the theory that the corp has been injured by the wrongdoing of a 3d person (usually an insider).  the corp or directors to force them to do something

2. Prereq to filing a derivative suit:

a. Post bond to cover corp’s legal fees if suit is deemed frivolous

b. MBCA § 7.41—requirement to be a Π

i. You must be a SH at time of alleged wrongdoing and at time of filing (“contemporaneous ownership” rule)
1. creditors can’t bring derivative suit

ii. named Π must be a fair and adequate representative

iii. Demand requirement—you must demand the Bd does what you want before you bring suit (unless w/in exception)

3. Business Judgment Rule (BJR)

a. Absent fraud, illegality or conflict of interest, the Bd’s judgment is not second guessed by the Ct.  

b. May only challenge for a breach of fiduciary duties—Duty of Care (DoC) and Duty of Loyalty (DoL)

c. Bond requirement

d. Cohen v. Beneficial Industrial Loan Corp—Cohen (SH) accuses Bd and officers of enriching themselves, mismanagement, etc.  Sues corp.  Filed in NJ (where there is bond req), Δ is Del corp (Del doesn’t require bond)

i. Π challenges Constitutionality of bond req:

1. No violation of substantive due process to post security—not even relevant claim!
2. no violation of equal protection (SH with more shares don’t need to post bond) b/c small SH are not a protected class, so there only needs to be a rational reason for the state leg to make the distinction b/t the classes of ppl.

ii. paying bond is substantive rule, so state law applies

iii. Apply choice of law rules for the state in which it sits=NJ, under NJ law it’s procedural so would apply NJ law

1. note subst v. procedural determination is different under Eerie and choice of law analysis

iv. Note: derivative actions are equitable—normally equitable remedies don’t include damages, but here they do

4. Direct v. Derivative

a. Eisenberg v. Flying Tiger Line—Flying Tiger has merged so now the SHs own the new company(FTL) less directly.  Π sues and argues that this is a direct, not derivative suit, claiming that small SHs are particularly harmed, and that he is injured because he’s been deprived of control (no just has stock in a holding company).  This is a DIRECT action.  Ct considers:
i. Is the injury to the Π individually or to the corp as a whole?

1. Old standard.  More useful on cases that aren’t such close calls

ii. To whom does the corp owe a duty? 

iii. Is the purpose of the suit to force the corporation to procure a judgment in its own favor?

1. Here, is in the SHs favor, and not in the corp’s (generally) favor, so it’s direct!

b. Del approach: 2 pronged test

i. Who suffered alleged harm (corp or individ SH)?

ii. Who would receive benefits from the remedy?

iii. *also check on whose behalf it’s filed (all SH, or a subsection of SHs)

c. E.G. action for violation of SHs privacy is a direct suit, violation of duty of care or loyalty is derivative

5. Policy

a. Strike (frivolous) suits

i. lawyer has incentive to make management settle and pay $$; management has incentive to settle b/c (i) litigation is expensive, (ii) if successfully defense (including settlement), managers get reimbursed by insurance.
b. Meritorious suits

i. same incentive structure

c. security and fee shifting does nothing to favor meritorious suits over strike suits (moral hazard(incentive to do wrong thing)

d. SH pay (they pay insurance, and directors never pay)

iii. Demand Requirement

1. Problem: cause of action belongs to corporation, but directors have disincentive to sue themselves.  Demand req and excusal are meant to give directors the opportunity to sue, but also to allow the suit to proceed if they clearly won’t sue themselves.

2. MBCA § 7.42: No shareholder may commence a derivative proceeding until … a written demand has been made … and 90 days have expired from the date the demand was made … unless irreparable injury to the corporation would result by waiting for the expiration of the 90-day period

3. FRCP 23.1: The complaint shall allege “the efforts, if any, made by the plaintiff to obtain the action the plaintiff desires from the directors … and the reasons for the plaintiff's failure to obtain the action or for not making the effort”
4. Corp has three alternatives for review of demand

a. if independent directors constitute a quorum, the demand may be reviewed by the bd
b. in all cases, the independent directors may appoint by majority vote a committee of two or more independent directors to review the demand

c. upon motion by the corporation, the court may appoint an independent panel

5. SH has burden to show bad faith and unreasonable investigation

a. Where a maj of the bd is indep, or there is a ct appointed panel, the BoP is on the SH. If the majority of the bd is not independent, then burden is on the corp

i. If maj of bd aren’t indep, the Bd will appoing a special committee or get a court appointed committee 

6. Demand futility (where MBCA) does not apply)

a. demand req allows company to take over CoA (to sue directly) or resist the suit.  The decision is up to the business judgment of the directors.

b. Where directors cannot be expected to make a fair decision, demand would be futile and is excused

c. The Delaware Standard (Arson rule, followed in Grimes):

i. The demand requirement is excused if Π shows a reasonable doubt that either

1. a majority of the bd has a material financial or familial interest, 
2. a majority of the bd is incapable of acting independently for some other reason such as domination or control, OR
3. the underlying transaction is not the product of a valid exercise of business judgment
a. requires showing that 

i. bd members didn’t follow adequate procedures, OR

4. Bd’s decision was so irrational as to be outside the bounds of reasonable business judgment

5. (BoP is on Π to so show)

d. Grimes v. Donald (Del)

i. DSC entered into Employment Agreement w/ Donald (CEO), who would manage DSC.  Agreement provided guaranteed employment through the age of 75, provided for early termination, allowed Donald to declare “constructive termination without cause” if anyone unreasonably interfered w/ his management of DSC, and if this happened would give him a generous severance package.  Π claims this is (1) abdication of Bd’s power (contravenes art of incorp) and (2) is excessive compensation.  

ii. Abdication 

1. direct suit b/c no $$ would go to the corp

2. protected under BJR— not an abdication, bd can manage, just must pay fine, and so limiting themselves, if they deem necessary to get the best directors
iii. Due care/Excessive Compensation

1. derivative b/c asking for $$ to go to corp.

a. Demand Refusal Doctrine

b. Once Π has made the demand, it concedes that demand was required and forfeit your futility argument.  

c. If Bd rejects demand, Bd is entitled to BJR unless SH can allege facts with particularity creating a reasonable doubt that the bd lacked indep, was interested, or w/o due care
d. Π has not so shown 
2. NOTE: Grimes clarifies that this standard is Disjunctive 

3. Incentive not to make a demand in DE

e. NY Excusal Standard

i. Demand will be excused (only) if the Π alleges with particularity and of the following:

1. that a majority of the bd is interested in the challenged transaction (direct self-interest or controlled by self-interested director)

2. That bd did not fully inform themselves about the challenged transaction to the extent reasonably appropriate under the circumstances

3. That the challenged transaction was so egregious on its face that it could not have been the product of the sound business judgment of the directors.

f. Marx v. Akers (NY)

i. Marx brought SH derivative suit against IBM w/o demand, alleging the bd paid excessive compensation to executives and directors.  DEMAND NOT EXCUSED

1. Complaint didn’t allege particular facts in contending that
a. the bd was interested, 

i. less than majority got a raise

b. failed to deliberate, or 
c. the raise so egregious that it was outside of BJR 
g. Cf NY and Del standards

i. failing to inform themselves is a breach of duty of care, so duties are about the same

ii. In Del you have to show a reasonably doubt, where in NY you have to plead with particularity

iii. So it’s more difficult to get demand excusal under NY law than under Del law

7. Policy:  Empirics of Derivatives (Romano—1991)

a. In ~50% of suits Π recover, but small amounts (<$6mil), so the lawyers benefit, but not the corporations

b. She says that derivatives don’t deter wrongful action by directors

c. Derivative suits have no positive or negative affect on price of stock

iv. Special Litigation Committees (SLCs)
1. If demand is excused, a corp can set up an independent group (an SLC) and it will investigate and make its own decision on whether to proceed on its claims.  Corp hopes that Ct will defer to business judgment of SLC.

a. Auerbach v. Bennett (NY)

b. GTE gave $11 million in bribes.  4 directors personally involved in the misconduct.  Π brings derivative suit against all directors and auditor.  Bd creates an SLC of the 3 directors that joined after the bad acts (so they are disinterested)

c. Ct assumes demand is excused (should not have)

i. majority of bd didn’t participate in conduct (most are disinterested)

ii. Didn’t know, but not from failure to inform (hired law firm to investigate)
iii. Bd never approved it, so even though it’s illegal it probably wouldn’t satisfy this prong

d. SLC determined that litigation shouldn’t be pursued b/c would be bad for company: no one profited personally, no breach of duty of care, litigation is costly, bad publicity, etc
e. This decision is within BJR

i. 2-tiered inquiry—(1) was SLC’s decision valid?  If so, we never reach the question on the merits, (2) should Bd sue the bribers

f. The SLC judgment is protected under the BJR if:

i. SLC was disinterested and independent

ii. SLC followed adequate procedures

1. good faith

2. not pro forma

3. completeness

g. Here, BJR APPLIES TO SLC’s decision to dismiss Π’s suit

h. NOTE: This is for NY, in Del, the Ct will apply its own business judgment

2. Zapata Corp v. Maldonado (DE)

a. Π brings excessive compensation suit.  Demand wasn’t made, Ct considers it to be excused.  Bd appoints new Bd members to SLC, and SLC recommends the dismissal of the action.
b. Del Standard:

i. (1) Ct first inquires into the

1. (a) independence and good faith of committee, And

2. (b) the bases supporting the committee’s judgment

ii. Ct may apply its own business judgment as to whether this case should be dismissed

iii. NOTE: 
1. this is the opposite of the BJR!

2. this standard would not be used in a demand refused case, only for demand excused cases

c. SIG: In Del, it’s relatively easy to get demand excused.  The Bd may try to get around excusal by appointing an SLC, but the Del Cts will scrutinize its decision carefully.

g. Separation of Ownership and Control

i. Capital Structure

1. Shares (of stock)—securities attached to equity capital 

a. ownership in the entity

b. rights of SHs:

i. Voting rights 

1. (usually in proportion to the number of shares held)

ii. dividends (like draw on capital account in partnership)

iii. Residual assets of the corp

1. at time of dissolution, residual assets are given to SH AFTER liabilities are paid off (usually to creditors)

2. Bonds—securities attached to debt capital

a. rights
i. payment of interest

ii. payment of principal

b. often specify collateral

c. sometimes right to control

3. Types of shares (AoI can specify)

a. Authorized—shares specified in the articles

b. outstanding—shares the corporation has sold and not repurchased
c. authorized but unissued shares—shares authorized by the charter but which have not been sold by the firm

d. treasury shares—shares that were once issued and outstanding, but have been repurchased by the corporation
4. special types of securities

a. preferred shares

i. can get dividends before general stock

b. convertible bonds

i. gives holder the right to convert the bond into stock

c. Warrants

i. gives holder right to purchase a share (like an option, with a down payment)

5. SH v. BH

a. SHs have gains and losses of corporation, so corp law most interested in them.  BH are only interested in repayment of their loan.
b. SH wealth maximization norm: corp law is designed to maximize the benefit of SHs rather than that of most of the stakeholders in the community

6. Other Stakeholders

a. employees 

b. customers

c. suppliers

d. broader community (e.g. environment)

7. hierarchy of Legal Sources

a. Applicable fed/state law

b. AoI

c. Bylaws (§ 2.06

d. BoD’s decisions

e. Decisions of officers

f. Initial formation

i. articles of incorporation—made by incorporators (MBCA §§2.01-.02)

ii. Bylaws—by incorporators or BoD (MBCA § 2.06(a))

g. Amendments

i. AoI—by majority vote of SHs (MBCA § 10.03), except for certain technical amendments (§ 10.05), or if no stock was issued

ii. Bylaws—SH or BoD, unless AoI or bylaws amended by SH says otherwise

ii. Centralized Management

1. Corporate Powers and Purpose

a. Corporate Powers

i. All power should be exercised under the authority of the BoD

ii. MBCA §8.01(b): “All corporate powers shall be exercised by or under the authority of, and the business and affairs of the corporation managed by or under the direction of, its board of directors.” 

iii. MBCA § 3.02: “Unless its articles provide otherwise, every corporation has perpetual duration… and has the same powers as an individual to do all things necessary or convenient to carry out its business and affairs…” MBCA § 3.02 continues: “… including without limitation power: … (13) to make donations for the public welfare or for charitable, scientific, or educational purposes.”

b. Goals of Corporations (2 views)

i. Stakeholders—Broad set of rules that seek to maximize social welfare.  We should allow corps to do things not in the interests of the SHs if they are in the interest of the broader community.  

ii. Wealth Maximization—Vehicle of corporate law is not tailored to address an end other than SH wealth.  

2. Charitable donations/Motivation 

a. A corporation need not have specific authority to make valid charitable contributions.

b. MBCA on Corp motivation  

i. power to make donations, though Bd still confined by its need to advance the corporate purpose

ii. § 8.30(a) each member of the bd of directors, when discharging the duties shall act (1) in good faith, and (2) in a manner that the director reasonably believes to be in the best interests of the corporation

c. AP Smith v. Barlow—

i. corp gives gift to Princeton, SH challenged, company moves for declaratory judgment

ii. Corp argues it creates Good Will (Public relations); Princeton pres defends it-private education is key to democracy (Ct does not rely on this justification)

iii. Corporation may make donations:

1. Policy—good for company and public

2. Statute says it’s okay, with caveat:

a. large donations (>1%) need SH approval

3. Doesn’t matter that statute authorizing donations was passed after AoI—all articles are subject to changes in state law (some vital changes might require unanimous SH approval—not this tho)

4. No Donations when:

a. indiscriminate giving 

b. pet charity

c. probably okay to give to controversial charities (but very controversial would be less clearly in corp’s interest, easier to prove it’s a pet charity)

iv. Zabriskei v. Hackensack (NJ)—needed unanimous SH approval for action taken by RR pursuant to statute enacted after AoI adopted.  If law is a vital change, you need unanimous SH consent in NJ, even though state reserves power to pass laws in public interest.  However, later decisions have recognized that if justified by the advancement of the public interest, the reserved power may be invoked to sustain later charter alterations even though they affect the contractual rights between the corp and is SHs, and among the SH inter se.  
d. Dodge v. Ford Motor

i. Ford owns 58% of Ford Motor Co, and Dodge Bros own 10%.  FMC is making a lot of profits, but Ford decides to cut dividends from $10 mil to 1.2 mil to finance a scheme to build a plant to make more cars and sell for less.  The Dodge bros had started their own company, and wanted to use their FMC dividends to finance it.  

ii. Dodge bros sue to require FMC to issue dividends, to enjoin the construction of the plant

iii. Ct will intervene in FMC’s refusal to issue dividends only if it’s an abuse of discretion to the extent of constituting fraud or a breach of good faith.  

iv. Ct says FMC MUST PAY DIVIDENDS but does NOT ENJOIN PLANT production.  

1. company can’t be charitable—must be for benefit of SHs—

2. probably would have been okay, except that Ford told Detroit news that he felt he shouldn’t make such an awful profit on the cars.  Says we are organized to do as much good as we can for everyone, and incidentally to make money

3. plant production is business judgment—could be going for greater market share

e. Shlensky v. Wrigley—S is minority SH in cubs.  Wrigley (cubs’ owner) says he doesn’t want to install lights and have night games.  Justifies it by saying that he’s preserving the purity of the game and maintaining the neighborhood.  Wrigley wins on neighborhood justification.

i. SIG: Ct will not scrutinize your decisions, as long as you can come up with some plausible business justification.

IV. Fiduciary Duties (Officers, Directors and other Insiders)
a. Business judgment rule

i. Business Judgment Rule (BJR) – Absent fraud, illegality or conflict of interest, the board’s business judgment is not second guessed by the court.

1. Cts defer unless breach of DoL or DoC

ii.  Like the Doctrine of Abstention (Ct doesn’t want to get into substantive issues) and Standard of Liability (there is only liability if they pass a threshold of badness)

iii. Cts will not second-guess business decisions as long as director/officer:

1. had no conflict of interest when he made the decision

2. gathered a reasonable amount of information before deciding, and

3. did not act wholly irrationally

iv. SIG: cts will look closely at the process by which the director or officer makes his decision, but will give very little scrutiny to the decision itself.

b. Duty of Care
i. director must, in handling the corp’s affairs, behave with the level of care that a reasonable person in similar circumstances would use.

ii. MBCA § 8.30(a): “Each member of the board of directors, when discharging the duties of a director, shall act: (1) in good faith, and (2) in the manner the director reasonably believes to be in the best interests of the corporation.”

iii. A judgment error is insufficient ground for DoC violation—SH must claim fraud, self-dealing, bad faith or oppressive conduct.
iv. Kamin v. American Express Co

1. AE loses a lot of $$ when value of stock it holds falls.  They distribute the stock as a dividend in kind to SHs.  If they’d sold it they’d need to report the loss, but if they distribute it they report its original value.  SH bring derivative suit b/c should have sold it so could write the loss off and saved $8 million in taxes

2. No DoL breach b/c only 4/20 directors were on the plan that links compensation to profits and losses statement

3. Ct defers under BJR so finds NO BREACH of DoC.  

a. any scrutiny at all would have found neglect—the PL statement has no effect (news already out there), so no benefit of not reporting it.  

b. SIG: this is really an abstention.  As long as Bd says they considered the option and then rejected it.  Vy easy standard.
v. Del directors must use all info reasonably available to inform themselves to not breach the DoC.  

vi. Smith v. Van Gorkom (DE)
1. Trans Union SHs brought CA suit against BoD for negligent decision-making.  Bd negotiated a deal with Pritzker.  Manager LBO of Trans Union, in which TU would merge with P.  Would shut out TU SHs, but they would get $17 profit/share.  There is a Lockup—if TU makes a deal with another company there’s a $17 million penalty
2. No DoL violation—Van Gorkom and SHs have same interest

3. Ct finds VIOLATION OF DOC b/c directors didn’t investigate enough

a. meeting to approve the plan was only 2 hrs, the plan only got a 20 minute oral presentation, no written studies or summary of the agreement, no expert advise (like a fairness study) to find out what corp was really worth.  
b. Corp did put itself on auction, and no other corp was willing to pay that much/share.  But this is not enough to establish market price b/c price would include the $17 million penalty and other terms.

c. 70% of SH approved, but can only ratify if they are informed.  They didn’t know how little care the directors took.  

vii. ALI standard

1. Directors must be informed to the degree that they reasonably believe to be appropriate

2. Cf with DE standard, where they have to have all info reasonably available

viii. Cinerama v. Technicolor

1. C is a SH of T.  Similar facts as Van Gorkom—CEO makes a deal that Bd approves too hastily.  Distinct in that T’s CEO acted with more vigor (more investigation, more bargaining, hired expert to advise him).  But the Ct still find a VIOLATION OF DOC b/c Bd approved it w/o sufficiently informing themselves.  SIG: Bd has a duty to ask  questions

2. Chanc finds that price is “entirely fair” so no injury.  

3. Note: There was no fairness inquiry in Van Gorkom b/c there the Bd had breached DoC and Duty to disclose

4. Entire fairness:

a. fair price

b. transaction (timing, initiation, negotiation, disclosure and approval by directors and SHs

5. SIG: BoP is on SH-Π to show a DoC violation, but once they’ve proved it, the burden is on the directors to show that it meets the entire fairness standard.  

ix. Waste standard is hard to prove, can rely on experts

x. Brehm v. Eisner

1. Disney Corp, under Eisner (CEO)’s urging, hires Ovitz as president.  Gets a severance package that pays $140 million for no-fault termination.  Bd never calculated the value of the severance.  After 1 yr, Ovitz terminated (there arguably was fault).  SH sues (1) old Bd for breaching DoC by causing waste with this excessive compensation, and (2) new bd for DoC by giving no-fault termination.

2. Corporate waste = exchange was so one-sided that no person of ordinary sound judgment could think it’s adequate consideration.  

3. Waste analysis:

a. look at process, not whether Ovitz was really worth $140 mil

b. Bd must look at all material and reasonably available info

c. Not calculating out the cost—would be breach b/c is material and reasonably available

d. § 141(e) defense—Bd’s lack of care is protected because it relied on experts
e. § 141(e) exceptions: (i) didn’t actually rely; (ii) relied in bad faith; (iii) believed it was outside expert’s competence; (iv) didn’t select expert with reasonable care and fault is attributable to the BoD; (v) subject is so obvious; (vi) if BoD’s decision is so crazy that it’s waste/fraud

i. On remand, Ct explained what bad faith reliance would be: subjective bad faith (in your mind you want to harm the company); conscious disregard of responsibilities; lack of due care/gross negligence

f. Here, reliance doesn’t fit into exceptions

4. Brehm v. Van Gorkom—reconcilable b/c in Brehm, the Bd relied on an expert!

xi. No decision/duty to stay informed

xii. Francis v. United Jersey Bank

1. Wife inherited 48% interest in company from husband.  Even though she’s the largest SH and director, she was not active in business and knew nothing of its dealing.  She disregarded her duties as a director, and as a result didn’t notice that her sons stole money from the corp.  Corp goes bankrupt and creditors sue mom.  
2. Mom BREACHED DOC b/c directors have a duty to act honestly and in good faith with the same degree of diligence, care and skills that a responsibly prudent person would use in similar circumstances.  Directors have duty to stay informed about corp activities.

3. BJR doesn’t apply where there’s no decision (not staying informed=no decision).  So, did she breach DoC—yes.

4. NOTE: DoC applies to creditors as well as to SHs (also this is a reinsurance company, so maybe special)
xiii. In Re Caremark International Inc. Derivative Litigation

1. DOJ prosecuting corp for violating Anti-Referral Payments Law.  SH sue for breach of DoC by failing to supervise.  Caremark had issued an internal “Guide to Contractual Relationships” to make clear that you can’t pay Medicare/Medicaid physicians for using Caremark services.  
2. NO BREACH OF DOC:  (directors didn’t know and there wasn’t a sustained failure to get the info) You need total failure to institute compliance program, and they had a program so it’s okay

3. although directors have a duty to monitor the ongoing operation of a corporation’s affairs, they are not liable for wrongdoings of which they had no knowledge, or reason to have knowledge.  If directors have no grounds to suspect deception by employees, they can’t be liable for assuming they are acting honestly/diligently—don’t have to question integrity of e’ees.  

4. BJR doesn’t apply b/c illegality.  Is there a breach of DoC?

a. Triggering factors: 

i. Actual or constructive notice than an officer is acting inappropriately (Brehm)

ii. Notice that there is a conflict of interest (Van Gorkom)

iii. Fails to monitor or institute a compliance program

1. could create affirmative obligation to set up a compliance program to ensure corp is following law (in important aspects of firm’s activities)

2. an utter failure by directors to attempt to implement a reasonable reporting system 

xiv. Sarbanes-Oxley Act: 

1. greater post-Enron responsibility on managers and directors—makes it easier to prosecute securities fraud.  

2. Imposes greater responsibility on senior management and directors, particularly indep directors and audit committee members, by requiring them to take a substantially more proactive role in overseeing and monitoring the financial reporting process, including disclosure and reporting systems and internal controls.  

3. Does not purport to change the C/L DoC, but increases civil and criminal enforcement authority over the conduct of corporate officers and directors

4. Potential civil liability for directors will be greater after Sarbanes-Oxley

5. § 301 orders SEC to mandate independent auditing

6. SIG: reaction to scandal, doesn’t change DoC, but does change duties re accounting (directors must form an audit committee)

c. Duty of Loyalty

i. Interested Directors/Officer transactions

1. Types of interested director transactions

a. Direct—director makes K with corp
b. Indirect—
i. director is officer of two corps that have Ks w/ each other

ii. director is related to person w/ whom K ismade
2. When there is a CoI, it rebuts the BJR, but there is no breach of DoL if ct concludes that the transaction is fair to the corporation

3. Bayer v. Beran

a. Celanese wants to convince public that their rayon is better, so they start a radio program w/ classical music.  Director and president’s wife is one of the featured performers.  NO BREACH OF DOL
b. BJR doesn’t apply b/c bd is interested (although only 1 director, but we may assume he controls others), so BoP is on directors to prove good faith of transaction and show inherent fairness from viewpoint of corp.  Ct finds it’s a fair transaction (no excessive comp or extra showcasing of wife, there is a legit corporate purpose, and corp receives benefit from program)
c. Note: you don’t need ratification if you can show the transaction is fair.  

4. Self-dealing = participation in a transaction that benefits oneself instead of another who is owed a fiduciary duty

5. Lewis v. SL&E

a. LGT operates tire store on property leased from SLE.  Overlap in directors and SH in both companies.  SH agmt that Donald, Marg, Carol are required to sell their SLE stock to LGT (at book, not market value) in 1972 if they haven’t acquired stock in LGT (want same owners for both, but DM&C haven’t).  Donald files a suit v. SLE (his own company) for wasting assets.

b. BJR doesn’t apply b/c CoI.  All SLE directors are also LGT directors—are not disinterested.  B/c no protection of the BJR, ct looks into the merits.  THERE IS A BREACH OF DOL b/c Δ can’t show that the transaction was fair b/c no evidence that the parties made any effort to determine the fair rental value of the property they were meant to sell.  

c. To Prevent: could have done market analysis to show rent was fair; tried to get SH ratification; or consulted with outside compensation consultants

ii. Corporate Opportunities Doctrine
1. when an officer/director appropriates to himself some business opportunity or property that is found to belong to the corporation.

a. Not a fairness doctrine: if director takes an opportunity belonging to the corporation, that is per se wrongful 

2. Delaware Test

a. An officer/director violates DoL by embracing a business opportunity IF:

i. The corp is financially able to take the opportunity;

ii. the opportunity is in the corporation’s line of business;

iii. the corp has an interest or expectancy in the opportunity; AND

iv. By embracing the opportunity the officer would create a conflict between his self-interests and that of the corp.  

b. Note: broader definition of insider in ALI than of DE officers

3. The ALI Rule (2 parts)

a. Definition of a corporate opportunity

i. for all insiders (directors and senior execs), opportunities that are either:

1. in connection with the performance of his functions as a director; or

2. under circumstances that should lead him to believe that the person offering the opportunity expects it to be offered to the corporation; or

3. Acquired through the use of corporation information or property, if reasonably expected that this opportunity would be of interest to the corporation.  

ii. for senior executives only, any opportunity that is closely related to a business in which the corporation is engaged or expects to engage.  

b. An insider may take advantage of a corporate opportunity if:

i. The insider first offered the opportunity to the corporation, and disclosed the CoI; 

ii. The corporation rejected the opportunity; AND either

1. the rejection of the opportunity is fair to the corporation; or

2. the opportunity is rejected in advance, by disinterested directors or [if senior exec] by a disinterested superior, in a manner satisfying the BJR; or
3. The rejection is authorized or ratified by disinterested SH, and the rejection is not a waste of corporate resources.  

4. Broz v. CIS, Inc

a. Broz is president and sole SH of RFBC and director of CIS.  CIS is in financial trouble.  Mackinac offers license to RFBC.  B offers license to CIS, but they reject it.  Δ buys it himself for RFBC.  

b. NO BREACH of DoL under DE test

i. CIS financially unable to take this op

ii. Opp is in corp’s line of business

1. they are getting out of that business

iii. Corp didn’t have expectancy interest

iv. embracing the op wouldn’t create a conflict b/c CIS didn’t have any interest in the license

c. Note: same result under ALI rule b/c isn’t a corp opp b/c (1) B did not get offer connection w/ his CIS position; (2) the person offering the opp didn’t expect it to be offered to the corp; and (3) it wasn’t acquired through the use of company information/property.  Were he a senior exec in CIS, this may have been a breach of DoL under the ALI b/c they are similar lines of business.  
d. Relevant facts:

i. Mackinac approached B—chose to deal with him rather than CIS.  
ii. B was competing for the license with PCI, which is about to buy CIS.  B didn’t owe a duty to and entity that had not yet bought his company.  

5. In Re eBay, Inc. Shareholders Litigation

a. eBay SHs allege that Goldman Sachs, eBay’s investment banking advisor, engaged in “spinning,” (giving eBay insiders kickbacks by letting them invest in highly profitable investment opportunities), SH allege that those investment opps belonged to the corp.  

b. Ct applies DE test: eBay was financially able to take on these responsibilities, was part of eBay’s business to invest in securities (more than 50% of its assets are in securities, and investing is integral to their management strategy).  It doesn’t matter that IPOs are risky b/c what matters is eBay has right to opportunity, even if it rejects.  

c. Even if this weren’t a corporate opportunity, there could be a C/L claim that an agent is under a duty to account for profits obtained personally in connection w/ transactions related to his or her company—this also constitutes a breach of DoL

d. Directors were not free to accept this consideration from a company (Goldman Sachs) that was doing significant business w/ eBay.  

e. If eBay’s bd had authorized this action, it would generally create a safe harbor under corp opp doctrine

f. Beam ex. re. Martha Stewart Living Omnimedia

g. Π alleges that MSO directors Stewart and Doerr took a corporate opp by sellig some of their MSO stock to a group of investors.  Allegation that she usurped from the company the opp to sell at a higher price than will be available after her market activity.  But Ct drew the line here—sale of stock is not in line with the business of MSO (in contrast with eBay)—incidental to business is small, but effect in eBay was large

iii. Fiduciary Duties of Dominant Shareholders

1. Controlling SH is when you have more than any other SH—does not have to be a majority, if everyone else has much less.  
2. Sinclair Oil Corp v. Levien

a. Sinclair owned 97% of subsidiary Sinclair Venezuelan, and 100% of Sinclair Intl.  Levien is minority of SH Sinven, files direct suit v. Sinclair, claiming: Sinven paid excessive dividends (goes mostly to S), that Sinclair limited Sinven’s operations, and that Sinclair breached Ks w/ SV.

b. Standard:

i. When there is self-dealing, we apply the entire fairness test.  Otherwise we apply the BJR

ii. There is self-dealing if a parent has received a benefit to the exclusion and at the expense of the subsidiary.
c. Dividends: as long as everyone gets paid pro rata, not self-dealing
d. Limited Operations: not self-dealing to have S Intl work abroad rather than SV b/c SV was meant to operate only in Venezuela

e. Breach of K: SELF-DEALING:  S benefits from breach, but only suffers 97% of the detriment.  You don’t have to enter into Ks with subsidiaries, but once you do, you are bound not to breach.  And if you don’t enter into K, then the ad hoc also have to be intrinsically fair.  

f. SIG: wholly own your subsidiary

3. Pepper v. Litton (US 1939)

a. A director is a fiduciary ….so is a dominant or controlling stockholder or group of stockholders…Their powers are in trust…Their dealings with the corporation are subjected to rigorous scrutiny and where any of their contracts or engagements with the corporation is challenged the burden is on the director or shareholder not only to prove the good faith of the transaction but also to show its inherent fairness from the viewpoint of the corporation and those interested therein.

4. Controlling SH can’t make a redemption decision w/o giving minority SH all relevant info and a chance to act on that information.

5. Zahn v. Transamerica Corp (1947)

a. Axton-Fisher has Class A and Class B stock.  Class A SH have right to 2x the amount of $$ as class B SH in dividends and in the event of liquidation.  Class A is also convertible to class B, or redeemable at $60.  Class B SH have voting rights.  The purpose of this set up is that venture capitalist (VC) can invest and get returns w/o all the risk.  But if the company is very profitable, and the value of shares reaches $60, then the Class A either cash out at $60 or convert their stock into class B.  Class B gets to decide, since it has voting rights.

b. Transam owns nearly all of class B shares, and 2/3 of class A.  A VC owns the remaining 1/3 of the class A shares.  

c. Bd received info that its tobacco inventory was worth more than thought, so value shot above $60.  Bd opts for redemption, before class A SH had opp to convert (would have converted b/c now redemption is undervalued).  

d. Zahn alleges breach of DoL for (1) not disclosing, and (2) forcing redemption at $60 to the exclusive benefit of Transam.  

e. BJR does NOT apply b/c clear CoI (self-dealing)
f. DoL analysis

i. (1) failure to disclose the value (before voting for redemption) is a violation of the DoL.
ii. (2) Had there been disclosure, the forced redemption would not have been a breach of DoL b/c that’s the deal the VC signed on for. 
g. Damages: based on what would have happened (conversion)

iv. Ratification

1. Voting

a. quorum = a majority of the total (§ 141(b))

b. insulation = you need a majority of disinterested directors (present or not) to approve in order to insulate the transaction (§ 141(a)(1))

2. Effect of Ratification

3. § 144(a): “No contract or transaction between a corporation and 1 or more of its directors or officers ... shall be void or voidable solely for this reason, or solely because the director or officer is present at or participates in the meeting of the board or committee which authorizes the contract or transaction, or solely because any such director’s or officer’s votes are counted for such purpose, if:

a. (a)(1): with disclosure of material facts, it is approved by a majority of the disinterested directors
b. (a)(2): with disclosure of material facts, it is approved by a majority of the shareholders
i. (no explicit req that SH be disinterested, but must be disinterested according to Flieger)

c. (a)(3): contract is fair to corporation at time it is authorized, approved or ratified

d. SIG:  Proper ratification means that Ct can’t void a K solely because it was executed by interested parties.  (but can void for other deficiencies)

4. Flieger v. Lawrence—

a. Lawrence is president of Agau.  L buys antimony properties, offers to transfer them to A, but b/c Agau doesn’t want the risk they reject.  L creates USAC to develop properties and raise $$ thru SH, and if development goes well, Agau has an option to buy the properties.
b. This K must be ratified to benefit from the § 144 safe harbor b/c Lawrence is interested.

c. Ct said ratification was improper b/c only 1/3 of disinterested SH voted, so didn’t get a majority of the disinterested SH—this requirement is not in § 144(a)(2)

d. W/o safe harbor, K is valid b/c on the merits it is fair.

e. SIG: need majority of disinterested SH to ratify 
5. In Re Wheelabrator Technologies Shareholders Litigation
a. The merger:  Two companies, Waste and WTI are merging.  In the deal, Waste’s interest in WTI would increase from 22.4% to 55%, and WTI SHs’ shares would represent equity in both companies.  
b. WTI’s Approval:  7 of the 11 WTI directors were disinterested (were not on Waste’s BoD).  They had a 3 hour meeting in which they heard presentations from outside counsel and WTI’s investment bankers (outside experts), they listed the factors they relied on in the proxy statement, and the 2 companies had a long-term close relationship (assume knowledge).  7 directors approved on their own, then all 11 directors approved unanimously, then got SH approval by non-Waste SH.

c. Claims:

i. Breach of duty to disclose b/c they said they carefully considered(rejected b/c they did in fact consider carefully

ii. breach of DoC

1. good faith approval by a majority of fully informed disinterested SHs extinguishes a DoC claim
2. Here the SH approval were informed, so no DoC claim

iii. breach of DoL

1. interested transaction with directors

a. like DoC claim, an interested transaction is not voidable if it is approved in good faith by amajority of disinterested SH

2. interested transaction w/ controlling shareholder

a. SoR is entire fairness

i. BoP to show fairness on directors

ii. Where merger is conditioned upon approval by a majority of the minority-SH vote, the BoP shifts to the Π to show unfairness

b. This only applies with de facto or de jure controlling SH.  Here, Waste only owns 22% of WTI shares, it is not a controlling SH, so the BJR applies

6. Effect of SH ratification 

a. DoC claim extinguished by informed vote

b. DoL claim, w/ informed vote:

i. against directors
1. BJR applies

ii. against controlling SH  (make sure the SH is controlling—Waste was not w/ 22%)

1. Entire fairness standard

a. BoP on directors, but where merger is conditioned (as structured here) on informed approval of a majority of the minority-SH votes, the BoP shifts back to Π to show the transaction was NOT entirely fair

V. Publicly-Held Corporations

a. Introduction to Securities Regulation

i. Capital Markets

1. Capital markets = markets in which we buy and sell securities.  

a. Securities = a bundle of rights connected to debt of equity bond

b. Primary Market—the market in which the user of the securities (i.e. the company that created the security) sells them to investors.  In these transactions, the corporation is a party.

i. Purpose of primary market: raise capital by getting more SHs

ii. E.g. of primary market: IPO, corp repurchases or shares

c. Secondary Market—the market in which investors trade securities among themselves without any significant participation by the original issuer.

i. purpose of secondary market: people are more willing to purchase on the primary market b/c they can sell later on the 2dary market

ii. Benefits of 2dary market:

1. useful way of valuing a company

a. (# of outstanding shares) x (price) = value 

2. Gives SH liquidity

3. allows ppl to trade on information (which affects the amount of capital a company has), allows people to diversify their portfolios (reduces risk)

d. Methods of assessing the value of a company

i. Value of assets:  sum up the value of the assets

1. book value:  how much you paid

2. actual/market value:  what you could sell it for

3. replacement cost:  how much it would cost to get the asset back if it were destroyed

4. Problem—doesn’t considers e’ees/human capital and good will.  E.g. law firm’s assets are small, but reputation is what brings in the bucks.  
ii. Multiple of current sales/earnings

1. transactions in shares of similar companies

2. look at those companies; earnings and figure out the ration

3. Drawbacks to this approach:

a. companies do not necessarily mirror each other

b. cannot just look at profits for one year, have to look at trends and what the company is expected to make in future years

iii. Discounted Cash flow

1. forecase how much money you’ll earn in future years and subtract projected expenses.  Then discount the value to get Present Discounted Value.

a. Present discounted value: ($$) x (rate of inflation).  (value of company is worth less in future b/c you’d rather have $$ now)
b. Hyperbolic discounting: the difference b/t year 0 and year 1 is much greater than between years 5 and 6

e. Efficient Capital Markets Hypothesis

i. Theory:  markets are efficient and integrate information, so current prices reflect all relevant information about the goods traded

ii. Problem: maybe market isn’t that efficient, or only incorporates info b/c expert brokers find out the value and their actions set price (not magic invisible hand)

1. weak form:  market incorporates past prices

a. looking at past value of stock doesn’t help you predict future value

2. semi-strong form:  the market incorporates all public information.

a. reading info about stocks is a waste, that info is already incorporated into stock price

3. Strong form:  the market incorporates All information, both public and private.

a. market adjusts even for private info

b. no on really believes this

f. Behavioral Finance

i. Theory accounts for some irrationality in determining the stock prices over the market as a whole (Larry Summers)

ii. Arbitrage Theory: ppl will buy undervalued stock, in the hope that once ppl realize the market didn’t account for some value, you will make money.  But risky, you might get a loan to buy this stock, and maybe you have to pay back the loan before the price realizes.
iii. Support for this theory is found in the fact that nothing justifies the big shifts in markets (e.g. 1929 market crash)

ii. Basic Framework of Securities Regulation

1. Blue Sky Laws—to protect SHs by ensuring that that companies have something to hold them up (not too speculative).  Origin in State law

2. Securities Act of 1933—

a. addressed primary market.

b. goals: mandate disclosure so investors can rely on information, and to prevent fraud.

3. Exchange Act (1934)

a. rejects idea that Cong can reject stock on merit; rather, more efficient to just require disclosure and prevent fraud.

b. Regulates securities fraud: insider trading, short-swing-profits, proxy, tender offers.

c. Created SEC

b. Securities Exchange Act of 1934

i. Disclosure

1. Argument exists that we should allow voluntary disclosure, rather than compelling it.  Good companies have an incentive to disclose anyway, and forces others to follow suit.  

2. Securities Act v. Exchange Right on Disclosure

a. Securities Act (1934)

i. Transactional

1. Disclosure by issuers in connection with primary market transaction

a. File registration statement w/ SEC

b. Provide prospectus to investors

ii. Applies to any public sale of securities

b. Exchange Act (1935)

i. Periodic

1. Form 10 (1/security class); Form 10-K (annual); 10-Q (quarterly); 8-K (episodic—w/in 15 days)

ii. Applies to registered companies only

ii. Definition of security

1. Securities Act § 2:  “Unless the context otherwise requires…The term ‘security’ means any note, stock, treasury stock, bond, debenture . . . or, in general, any interest or instrument commonly known as a “security”…”  

2. Note: Cause of Action for securities fraud is usually easier to prove than regular civil fraud, and you might get better damages in the federal forum.  So incentive to fit ordinary fraud under the securities umbrella.

3. Robison v. Glynn

a. R is suing G for securities fraud.  Issue is whether they entered into an investment K, or if G issued a security, in either case R. 10b-5 of Exchange Act would govern.  

b. G got R to invest in a new technology.  R loaned him $1mil up front for testing, and pledged up to $25mil if tests were successful.  The technology was never even tested after more investment!

c. Was this an investment K? (Standard from Howey)

i. Whether investor was left unable to exercise meaningful control over investment.  Elements:

ii. Investment of $$

iii. common enterprise

iv. profits come solely from others

1. depends on whether R has meaningful control

v. Application: he was treasurer, he selected Bd members, was on executive Bd.  He had control, and his lack of scientific expertise doesn’t excuse him, b/c he could have sought outside expertise.  Just because they called it a security doesn’t make it so.  
d. Was this stock (from Landreth, where they found a leasehold wasn’t a stock b/c lacked these characteristics)
i. is it called “stock”

ii. does SH have right to dividend

iii. Negotiability (can SH sell it)

iv. Voting Rights

v. Pledge/Hypothecate (capacity to appreciate)

vi. Application: share in profits not proportional to number of shares, not fully negotiable, pledgee only gets distribution rights, not control rights.

e. This is an LLC

4. Is it a Security

a. Is this stock?

i. Is it called “stock”, do SH get dividends, is it negotiable, do SH have voting rights, does it have capacity to appreciate?

ii. If yes, then this is a security!

iii. If no, check if it is an investment K.

b. Is this an investment K?
i. Is this a K, transaction or scheme whereby a person invests his money in a common enterprise and is led to expect profits solely from the efforts of the promoter or 3d party?
1. common enterprise

a. horizontal commonality

i. a relationship among the investors.

ii. look for pooling contributions and pro rata distribution of dividends 
iii. This always satisfies com. ent. req.

b. vertical commonality
i. is there a relationship between the investors and the promoter such that their fortunes are linked

ii. sometimes satisfies com. ent. req.

2. solely from the efforts of others

a. relaxed to mean absence of meaningful control
b. Fact-intensive inquiry

5. Brangelina Real Estate Hypo (Williamson v. Tucker)—

a. M is promoter for BREC, offers investments in the form of 3 joint ventures, with 15 investors each.  The investors have management power (power to approve new deals, to remove M as manager), but M encourages them to rely on his expertise.  Year later BREC goes under, investors suspect securities fraud.  Are there interests “securities,” even though the joint venture interests are bona fide partnership interests

b. The mere fact that an investment takes the form of a general partnership does not insulate it from investment contract analysis

c. There is a rebuttable presumption that gen partnerships interests are not securities for the purpose of federal securities law.  (burden is difficult, not impossible to overcome)

d. Standard:  On the face of a partnership agreement, the investor retains substantial control over his investment and an ability to protect himself from the managing partner or hired manager.  Such an investor must demonstrate that, in spite of the partnership for which the investment took, he was so dependent on the promoter or a third party that he was in fact unable to exercise meaningful partnership powers.  

e. Found that these interests were securities

iii. Registration and Exemption

1. Selling Securities under the Securities Act

a. Prior to filing a registration statement with SEC

i. no offering of securities for sale through mails or by use of interstate commerce

b. From time of filing until statement becomes effective

i. SEC reviews—examines adequacy of disclosure, not merits

1. Core of registration statement is prospectus—principal disclosure document that issuer is required to give investors

ii. Offers permitted by no sales.

iii. Interim period is 20 days after filing unless SEC issues an order halting the process, but price cannot be determined 20 days in advance, so issuer gets advance approval of incomplete statement (w/o price), then adds price and asks SEC to approve statement again, effective immediately.  

c. From time registration statement becomes effective (§ 5)

i. selling allowed

ii. prospectus must be delivered to ppl offered the securities before the sale

2. Private Offering—Securities Act § 12

a. Private offerings are exempt from registration requirement.  Status as private offering depends on offeree’s knowledge.  

b. Doran v. Petroleum Management Corp—PMC asks Doran and 7 others to become a special participant in the LP for drilling in WY.  Only Doran invests.  PMC periodically sent Doran production info on completed wells, but during this period wells were deliberately overproduced illegally(were shut down for 9 mo. Part of Doran’s investment was to guarantee a debt, which PMC defaults on while shut down.  Doran sues, seeking damages for breach of K, rescission based on Sec Act violations.  PMC didn’t file a registration statement in connection with the offer to Doran and 8 others.  
i. Lack of registration in connection of offering is prima facie case for violation of fed securities law.

1. Is this a security (yes—D has no control, and maybe vertical commonality)

2. Was it sold/offered (clearly yes)

3. Interstate commerce (yes)

ii. PMC raises affirmative defense that they are exempt under § 4(2) as private offerings.  
iii. 4 factors in determining whether offering is private, and thus exempt:

1. number of offerees and their relationship to each other and the issuer

2. number of units offered 

3. size of the offering

4. manner of the offering (no advertising, solicitation) 

iv. PMC established last 3, but first criteria is more important.

v. Number of o’ees:

1. the number of offers made, not number accepted, is relevant number.
2. Less than 25 is usually private.  

vi. relationship to issuer

1. How sophisticated?

2. look at business sophistication (he’s soph); his assets and investment (he’s rich), relevant subject matter knowledge (he’s got a degree in oil engineering)

3. look at sophistication not just of investor, but of all offerees.  

4. Despite the fact that Doran is sophisticated, sophistication refers also to access to relevant information—must have access to the information that would be disclosed in prospectus.

vii. Remand to determine whether o’ees knew or had a realistic opp to learn facts essential to an investment judgment
c. Private offering exception is conditioned on either actual disclosure of information that registration would provide, or the offerees’ effective access to such information.

3. Regulation D 

a. Safe Harbor elaboration on § 4(2): 

i. if amount raised is under $1 mil, then it will be considered a private offering, regardless of # of o’ees.  (R. 504)

ii. If amount raised is under $5 mil, offer can be made to up to 35 o’ees (R. 505)

iii. If amount raised is above $5 mil, offer can be made to up to 35 off’ees who pass certain tests of financial sophistication (R. 506)

b. In all of these cases, issuer can’t advertise publicly, AND must file a notice of the sale with the SEC shortly after it issues the securities

c. This generally exempts only the initial sale, so buyers can only resell their security if they find another exemption.  

d. Underwriters

i. §2(11)—an underwriter is someone who buys a security with a view to reselling it.  They find buyers for your IPO

ii. Sales by underwriters count against the total # of sales allowed in each safe harbor.  

iii. To avoid this, issuers should make a “reasonable inquiry” into the buyers’ plans, informing the buyers of resale restrictions, and placing restrictions on the stock.  

iv. R. 144 provides a partial safe harbor for where stock acquired in a Reg. D offering is held for 2 years and then sold in limited volumes

4. Civil Liabilities

a. Overview of statutes

i. Express private rights of action

1. Sec Act § 11—Misreps in the registration statement (doesn’t apply to exempt offerings)

2. Sec Act § 12(a)(1)—Strict liability for offers & sales (e.g. failure to deliver prospectus, violation of gun-jumping rules) in violation of § 5

a. remedy is usually rescission 

3. Sec Act § 12(a)(2)—Misreps in prospectus/oral sales communication

ii. Implied private rights of action

1. Exchange Act § 10(b) & SEC R. 10b-5

2. Ex Act § 14(a) and proxy rules

b. Sec Act § 11—liability for misreps in reg statements

i. Liability if “any part of the registration statement, when such part became effective, contained an untrue statement of a material fact or omitted to state a material fact required to be stated therein or necessary to make the statements therein not misleading…”

1. No need to show reliance, causation or scienter.

2. Defendant has burden of showing that conduct did not cause plaintiff’s damages

ii. Exceptions:

1. No cause of action if plaintiff knew of untruth or omission;

2. Does not apply to transactions that are exempt from registration.

iii. People liable:

1. Anyone who signed the registration statement;

a. Issuer, principal executive officers & majority of directors must sign.

2. Every person named in reg. stat. as about to become a director;

3. Every expert named in reg. stat. as having prepared or certified any part of the statement, or as having prepared any report or valuation used in connection with the statement.

4. Every underwriter of the security.

c. Sec Act § 12—
i. liability for:

1. offering or selling a security in violation of the registration process (§ 12(a)(1))

a. strict liability, unless security is exempt

2. misreps in the prospectus/oral communications (§12 (a)(2))

a. no need to prove reliance

b. applies only to public offerings (Gustatson) (may possibly include some unregistered offerings, but not secondary market transactions or private placements)

c. Δs who conduct a reasonable investigation cannot be held liable

3. Damages can be reduced by the amount of loss Π proves was caused by reason other than the misrep (§ 12(b))

ii. Exemptions from Reg process:

1. exempted securities

a. § 3(a) & (b) exempt specific securities and offers up to $5mil

2. Exempted transactions (§4) include:

a. transaction by any person other than an issuer, underwriter or dealer
b. transactions by an issuer not involving any public offering

3. Exempted securities are always exempted from registration; exempted transactions may require registration before future resale of securities

iii. Due Diligence—Escott v. BarChris
iv. B built bowling alleys, but business started to decline.  Πs claim there are false statements on the registration statement in contravention of § 11.  Sue BarChriss, Drexel (underwriter), Director, and accountants

v. A § 11 violation requires that the misstated or omitted fact be material.  
vi. Material = all matters which an average prudent investor would rely on

1. excludes minor inaccuracies 

vii. Registration material filed contained misstatements b/c overstated sales figures and gross profits, overstated orders, and understated liabilities.
viii. 3 elements:

1. falsity or omission in registration

2. materiality

3. Δ failed to establish the affirmative defense of due diligence

ix. Due Diligence defenses in Application: 

x. Pres and VP: probably didn’t understand the prospectus b/c have limited education (not a defense—see drunk mom case); they had actual knowledge b/c their advances were not repaid so should have investigated.  

1. should have hired a lawyer to be careful, so you could say there’s no reason not to rely on experts

xi. Treasurer

1. not an expert.  But fed false info to accountants so no due diligence defense

xii. Lawyer

1. Didn’t investigate registration.  There is a duty to do affirmative investigation, he didn’t

2. SIG non-expert with sort of expertise held to higher standard

3. Note: since lawyers are not experts they do not shield their client from liability

xiii. New director

1. signed reg statement knowing nothing about the company, only that this was a form for the SEC.

2. Protected from expert parts, but liable for non-expert parts

xiv. Director who is outside counsel

1. hold him to a higher standard as a lawyer—doesn’t need to audit, but needs to verify things that are easily verifiable

xv. Accountant (w/o CPA) who did audit

1. trusted ppl that info provided was accurate w/o double checking.  

2. Hold experts to the standard of their profession—the standard is to double-check, so he didn’t have reasonable ground to believe statement was true, so liable.  

	Prospectus
	Expertised portions
	Non-Expertised portions

	Issuer
	Strict liability
	Strict liability

	Expert
	Liable unless can show that engaged in reasonable investigation and had reasonable grounds to believe that the statements were not misleading (or if the misleading portion did not reflect your work)
	No L (§ 11(b)(3)(a))

	Non-expert
	Defense if had no reason to believe and did not believe that the statements were misleading or that the statements did not reflect the expert’s opinion
	Have to show that after a reasonable investigation you had reasonable ground to believe and did believe that the statements were true.  {similar to diagonal box} (§ 11(a)(4))


c. Securities Exchange Act of 1934

i. Generally

1. Exchange Act—addresses 2dary market

2. created SEC, which enforces the laws, and enacts rules and regulations governing the sale and exchange of securities
3. requires registered companies to periodically disclose info

ii. Securities Fraud

1. § 10(b) 

a. “It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange –

b. …(b) To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered… any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.”

c. §10(b) applies to both registered & unregistered securities.

d. §10(b) is not self executing.  SEC promulgated rules to fill this section with specific content.  The most well-known of these rules is Rule 10b-5.

2. Rule 10b-5

a. “It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange, 

b. (a) To employ any device, scheme, or artifice to defraud,

c. (b) To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or

d. (c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, 

e. …in connection with the purchase or sale of any security.”

f. SIG: fact-intensive inquiry that can result in criminal sanctions, a civil action by the SEC or a private civil action
g. Elements

i. jurisdictional nexus
1. intl commerce

ii. transactional nexus

1. “in connection with”—just needs to “touch and concern” the purchase or sale.

2. excludes someone who chose not to buy or sell

iii. materiality

1. There must be a substantial likelihood that the disclosure would have altered the “total mix of information” available to the reasonably investor.

2. Basic Inc. v. Levinson (US)

a. former SH of Basic sues company for false statements that forced SHs to sell shares at depressed prices, based on their reliance on B’s statements that it was not engaged in merger discussion

b. omitted fact is material if there is a substantial likelihood that the average, reasonable SH would have considered it important knowledge to have.  Applies to preliminary merger discussions—are material and should be disclosed

3. Reasonable likelihood that a SH would find the fact important:

a. magnitude of misinformation/inaccuracy

b. likelihood/probability that the problem will affect the corporation

4. Omissions can cause problem if they create a misrepresentation/misperception
5. If an officer says something untrue in a good faith mistake, other in the corp have duty to correct

a. never ever comment on rumors!

iv. reliance

1. Usually, if there is inadequate disclosure, cts presume reliance

2. Fraud on the market theory (Basic)—price of a company’s stock is determined by the available material info regarding the company and its business.  The theory assumes that misleading info or statements will defraud stock purchasers even if they do not directly rely on the misstatements.  I.e. the stock would have been more valuable if Basic had disclosed sale

a. rebuttable presumption if Δ can show:

i. No effect on market price

ii. Corp corrected misstatement

b. P would have entered into the transaction regardless of market price.

c. assumes semi-strong form of efficient Capital Markets Hypo

d. White’s dissent in Basic illustrates problem—ppl buy stock b/c they think it is undervalued.

e. Policy: this assumes that we want ppl to piggy back on experts knowledge

v. causation

1. Transaction causation—you have to show that you bought b/c of the misrepresentation.  This can be presumed by the fraud on the market theory

2. Loss causation—you have to show that you lost money as a result of the misstatement, that the price of the security went down (Cts don’t generally presume this)

vi. scienter

1. There must be an intent to deceive, manipulate or defraud.  Reckless disregard satisfies.
2. Private Securities Litigation Reform Act requires that Πs plead with particularity (include how they know Δ had a bad state of mind)

iii. Insider trading
1. Policy

a. in favor of prohibiting

i. IT distorts prices of stock

ii. unfair that insiders get more $$ than outsiders

iii. property rights—info belongs to company, not insider

iv. market liquidity—more IT creates a disincentive for others to trade in stock market

v. The more info traders have, the higher the bid-ask spread (when more liquidity, the spread is lower)

vi. IT incentivizes short sales—which is betting against the company—which is against your duty

b. in favor of allowing

i. market efficiency—insider trading, under the ECMH, makes stocks move to their appropriate price faster.  

ii. form of executive compensation.
2. C/L approach

a. Majority Rule:  officers and directors could trade with SH w/o disclosing material information, with Special circumstance rule
b. Minority rule—full disclosure

c. NOW, Plurality of states have special circumstances rule, and “minority” rule is more popular than former majority.
d. Special Circumstances rule: duty to disclose might be imposed when there are special circumstances (highly material information, concealment of identity of insider, or other active fraud, especially vulnerable Π)

3. Goodwin v. Agassiz (MA)

a. C/L Special Circumstances test

b. Δ bought stock in his company because he knew of a geologist’s theory that the mining operation would be successful.  Π is a former SH who sold 700 shares—says he wouldn’t have done so had he known the geologist’s theory.  
c. NO FRAUD.  The info was just a theory.  Magnitude great, but probability not high enough to make it material.  

d. At the time the fid duty was only to corp, not to each SH, but this is not true now.  

e. less of a duty in secondary markets: face-to-face is impersonal—how could they disclose to unknown buyers?
4. Federal Law on Insider Trading—Rules 10b-5 & 14e-3

a. Insider trading may be considered an omission of material fact (fact = what insider knows) in connection with the purchase or sale of a security, thus violating R. 10b-5(a).  

b. Liability for an omission exists only if there is a duty to disclose.  State law usually doesn’t create a duty to disclose in exchange transaction (Goodwin)

5. Theories of Insider Trading

a. Level playing field theory

i. most expansive—no unfair advantages

b. Misappropriation theory

i. if you are using infor that was given to you in confidence, and trading on that secret info, you might be violating R. 10b-5 (it’s company’s info, not yours)

c. Fiduciary duty (traditional theory)

i. reason for insider trading rules stems from the concerns about fiduciary duties—least expansive

d. SEC v. Texas Gulf Sulphur
i. Cf prob and magnitude to determine materiality of inside information (when its uncertain)

ii. TGS discovers oil (they are pretty sure) and pres wants to keep it a secret so it can buy surrounding land w/o prices going up.  Rumors spread but next day TGS downplays it in a press release, saying it’s too soon to make conclusions.  4 days later on Dow Jones ticker.  SEC brings 10b-5 charges against insiders and TGS itself (for the press release)

iii. TGS violated duty to disclose b/c the oil find was material
1. by magnitude and probability yes (Cf Agassiz)

iv. Officers did insider trading

1. Ct will infer causation if you have material nonpublic info.  (You could probably refute this presumption if, say, you had a standing order to sell at $60)

2. You need to give market time to absorb information (54 minutes while info is on way to market is not enough)

3. Ct relies on level playing field theory

v. SIG: under 10b-5 you have 2 options:

1. Abstain: you don’t need to disclose all info, but you can’t trade on it

2. Disclose: you can trade once you disclose

vi. An insider’s duty to disclose information or his duty to abstain from dealing in his company’s securities arises only in “those situations which are essentially extraordinary in nature and which are reasonably certain to have a substantial effect on the market price of the security if the extraordinary situation is disclosed.

e. Chiarella v. US

i. markup man who works in financial printing company figures out about tender offer, trades on that information.  He’s not liable b/c he’s not an insider.  The duty to abstain arises out of the relationship of trust b/t the corporation’s SH and its e’ees

1. Might have been liable under misaprop. theory.  But Ct didn’t consider it b/c wasn’t submitted to jury and wasn’t raised.  

6. Derivative (Tippee) Liability

a. 10b-5 violation

i. inside information (intended for corporate use)

ii. Trading w/o disclosure that breaches a fid duty
1. focus on unfairness of trading w/o disclosure by someone who owes a fid duty (insider)

b. If material information provided to tippee, reqs are:

i. insider breached fiduciary duty (DoL)

1. may not give info for personal gain.  Breach of DoC is not enough.

ii. insider will personally benefit from the breach

iii. Tippee knows/has reason to know of the breach

c. Dirks v. SEC

i. Dirks is analyst for NY brokerage firm, received information from Secrist, a former officer of Equity Funding of America, the EFA’s assets were vastly overstated through the corp’s fraudulent practices.  Dirks investigates, tells WSJ, who doesn’t report on it (fear of libel), then Dirks tells clients about the claims and they sell.  

ii. SEC found Dirks aided and abetted violations of antifraud provisions of the Exchange Act by repeating the fraud allegations to clients, causing them to sell.

iii. Tippee does not inherit a duty to disclose material nonpublic information of which he has knowledge merely because he knowingly received that info.  Test is whether insider will personally benefit, directly or indirectly, from the disclosure

iv. Policy: ppl who investigate companies are good—we don’t want to create a duty to keep mouth shut on them for when there is fraud, or even if they just benefit from investigation

7. Temporary Insider Liability

a. Some people are temporary insiders of a corp
i. Indep contractors

ii. Lawyers hired to work on a particular transaction

b. If you are an outsider, brought into a firm, paid for your service, and you gain material non-public information, you are an insider for the purposes of insider trading law.

c. elements of temporary insider liability

i. material nonpublic information

ii. expectation of confidentiality

iii. relationship implies duty of confidentiality (not a one-sided expectation) 

d. arms length transaction

i. e.g. If outsider gets info from arms-length transaction (giving a loan) 
ii. protect against this by putting a confidentiality clause in the K so at least you get breach damages

e. SEC v. Switzer—S hears CEO telling his wife on his cell phone that the corp would be liquidated, and S trades on that info.  No insider trading liability b/c CEO may have violated his DoC, but not his DoL.  S is not an insider or tippee.

8. Regulation Fair Disclosure (2000)

a. when a public corp discloses private info to 1 securities market professional (like an analyst), even if it does so inadvertently, it must disclose to all professionals.  (Can’t selectively reveal info)

b. Drawbacks:

i. making corps more cautious about communication might cause lower market efficiency

ii. reduces analyst incentives, which may make overall stock prices less accurate

c. Benefits

i. prevents unfair disclosure—levels playing field

9. SEC Response to Chiarella and Dirks—R. 14e-3
a. Exchange Act § 14(e)

i. It shall be unlawful… to make
any untrue [statement or omission] or to engage in any fraudulent, deceptive or manipulative acts… in connection with any tender offer… The Commission shall [promulgate rules to fill prohibition with content].

b. R. 14e-3

i. (a) When a tender offer has commenced or is about to be commenced, it is a violation of §14(e) for a person other than the offering person to trade in the relevant securities, if that person has material non-public information relating to the tender offer, which the person knows or has reason to know was acquired (directly or indirectly) from:

1. the offering person,

2. the target company, or

3. any officer, director, employee or other person acting on behalf of either the offering person or the target company.

ii. (b) A “Chinese wall” defense for business associations, allowing exemption where someone didn’t know and there is some procedure for preventing the person from obtaining the information or from trading on it.

iii. (c) Exception allowing the offering person to purchase the securities (remember Van Gorkom).

iv. (d) It is a violation of §14(e) for the following persons to communicate material private information to others if it is reasonably foreseeable that this communication will result in a violation of §14(e):

1. The offering person;

2. The target company;

3. Their officers/directors/employees/advisors;

4. Anyone working on their behalf; and

5. Anyone possessing material nonpublic information which she knows or has reason to know was acquired from any of the above.

v. *This rule creates exceptions for communicating to the target and to necessary people within the offering person.

10. Misappropriation Theory

a. Atty breaches his DoL if he uses nonpublic info to trade securities.  Fiduciary’s undisclosed use of P’s info for personal gain constitutes misappropriation—but if you Disclose, then it would have been okay.

b. US v. O’Hogan (US)
i. O’Hagan represents Grand Met in potential tender offer for common stock of Pillsbury.  O’H bought lots of shares before Oct announcement date, when target’s stock value went up (O’H made $4.3 million)
ii. O’H is liable under the misappropriation theory—guilty of fraud by misappropriating confidential info for security trading purposes, in breach of a duty owed to the information’s source.  O’H breached DoL to law firm 

1. Ct does not say breach to client

iii. If O’H had disclosed his intent to trade on GM’s info, he would NOT have breached (just fired we assume)

iv. Ct did not find him to be an insider

c. Carpenter v. US

i. Winans wrote a column in WSJ about the stock market that has short-term effect on the market.  He gave info to friends before the column was printed so they could trade on it.

ii. Misaprop case—Δ breached duty to WSJ

d. US v. Chestman

i. Pres of Waldbaum’s supermarket told sister that he was selling company to A&P and she told daughter who told her husband, who told his broker.  
ii. No breach of duty of confidentiality by telling family members.  

iii. Husband didn’t breach b/c he didn’t usually get confidential info, so no expectation of confidentiality.
e. 10b5-2 (2000)

i. SEC’s response to Chestman (after O’Hagan) 

ii. 10b5-2 provides a non-exclusive list of three situations in which a person has a duty of trust or confidence for the purpose of misappropriation theory:

1. Whenever a person agrees to maintain info in confidence

2. Whenever the person communicating info and the recipient have a history, pattern or practice of sharing confidences, such that the recipient of the info knows or reasonably should know that the person communicating the info expects the recipient to maintain confidentiality, OR
3. Whenever the info is obtained from a spouse, parent, child or sibling, unless the recipient shows that history, pattern or practice indicates no expectation of confidentiality

iv. Proxy solicitations

1. Tender Offer v. Proxy solicitation

a. To get what you want in a corp, you can make a Tender offer, a proxy solicitation or a SH proposal

b. both involve administrative expenses (informing SH that you are offering to buy their shares or that you’d like to solicit their vote) 

c. Total cost of a TO is much higher b/c you buy the shares

2. Role of SH in a corp

a. BoD (not SHs) manages the corp, but the SH keep the BoD accountable

b. SH have right to vote on certain issues:

i. election of directors

1. Slate voting—everyone gets 1 vote/slot, candidate with most votes wins

2. Cumulative voting—can use more than 1 vote/candidate.  Assures minority SH of some representation

ii. amendments to articles of incorp and bylaws

iii. Fundamental transactions (e.g. mergers and major asset sales)

iv. Misc (e.g. approval of independent auditors)

3. SH meetings

a. Annual meeting required (MBCA § 7.01)

b. Special meetings

i. MBCA § 7.02—called by BoD or authorized officer or by SH owning 10% (may modify in bylaws, AoI, but can’t make threshold above 25%)

ii. DGCL § 211(d)—SH does not have a right to call a meeting unless so provided in AoI/bylaws

4. Procedural rules in SH meetings

a. Quorum=majority of shares entitled to vote

b. Voting

i. MBCA § 7.25—approval when # of votes in favor > # of votes against

ii. DGCL § 216—approval w/ majority of shares present

c. Group voting (MBCA § 10.04; DGCL § 242(b)(2))

i. 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

d. Notice and Eligibility reqs (MBCA §§ 7.05, 7.07)

e. Actions w/o meetings (by written consent)

i. MBCA § 7.04—requires unanimity 

ii. DGCL § 228(a)—allowed if you get the same number of approvals as would otherwise be necessary at a meeting

5. Proxy voting

a. Few SH attend annual meetings, so outcome generally depends on which group has collected the most “proxies”

b. Proxy

i. SH may appoint an agent to attend the meeting and vote on their behalf.  Agen is SH’s proxyholder or proxy

ii. Person with most proxies typically wins

iii. Incumbent managers of a large firm will generally solicit proxies from SH directly.  Shortly before theannual meeting, they will write to the “SH of record” and ask them to sign and return the enclosed proxy card.  By doing so, the SH authorize the management representative to vote on their behalf.  

c. Proxy Fights

i. when an insurgent group tries to oust incumbent managers by soliciting proxy cards and electing its own representatives to the Bd

ii. subject to both the exchange act and to state law

d. Rules

i. proxy voting most common in M&A

ii. Exchange Act § 14(a): “It shall be unlawful for any person…in contravention of such rules and regs as the Commission may prescribe…to solicit or permit the use of his name to solicit any proxy or consent or authorization in respect of any security (other than an exempted security) registered pursuant to § 12

1. like § 10(b)—just says you can’t violate the laws that SEC will make about proxy fights in regulated securities

iii. R. 14a-3:  Anyone soliciting a proxy must first provide a written proxy statement (w/ certain form)

1. R. 14a-6: Must file proxy statement w/ SEC

iv. R. 14a-3(b): Incumbent directors must provide an annual report before soliciting proxies for the annual meeting

v. Solicitation

1. R. 14a-1(I)(1):  The terms “solicit” and “solicitation” include:

a. any request for a proxy whether or not accompanied by or included in a form of proxy;

b. any request to execute or not to execute, or to revoke, a proxy; or

c. the furnishing ofa form of proxy or other communication to security holders under circumstances reasonably calculated to result in the procurement, w/holding or revocation of a proxy

2. R. 14a-1(I)(2) & 14a-2—exceptions:

a. public statements as to how a SH plans to vote and her reasons for doing so

b. solicitations by a person who doesn’t seek (for herself or for others) the power to act as a proxy, subject to many exceptions

c. solicitations (other than by incumbents) to 10 or fewer ppl

e. Strategic Aspects of Proxy fights

i. Levin v. MGM

1. incumbents may use reasonable corporate assets to provide SHs w/ information that is relevant to a vote

2. Conflict b/t incumbents (O’Brien group) and insurgents (Levin group) over dividends and movie releases.  Incumbents use corporate funds to solicit proxies, hire attys and and PR firm.  Levin sues to make incumbents personally finance their campaign

3. As long as the conflict is policy oriented and not strictly an attempt by the Bd to entrench themselves in a position of power, reasonable costs an be reimbursed.

4. Policy: we want SH to be informed

5. Application: this was a policy debate, and costs were reasonable.  

ii. Rosenfeld v. Fairchild Engine & Airplane Corp
1. When insurgents win in a bona fide policy contest, they can have corp reimburse them for their reasonable expenses with SH approval.

2. In this situation, corp will have reimbursed incumbents, then also insurgents.

3. Note: reasonable expenses includes wining and dining important SHs

iii. Note: it doesn’t matter that Bd might be motivated by a desire to keep their job, rather than really caring about the policy distinction.  As long as they can claim there is a policy distinction, and that the expenses are for SH education, Cts will generally allow it.
f. Private Actions for Proxy Rule Violations

i. J.I. Case v. Borak

1. R. 14a-9 creates a private cause of action when proxy materials containing false and misleading statements 

ii. Mills v. Electric Auto-Lite Corp

1. M and A merged, but M already owned 54% of A, and M totally controlled A’s BoD.  

2. SH brings suit to undo merger for omission.

3. Materiality = significant propensity to affect SH vote

iii. Elements of 14a-9 violation

1. Violation—

a. false, misleading or omitted statement

2. Materiality—

a. significant propensity to affect the vote, (but doesn’t mean that it would in fact change the outcome)

3. Causation—

a. what if M owned so much of A that no matter what it would go through?  wouldn’t you need ratification by a majority of minority SH to not violate DoL?

b. Most Cts find causation if they find materiality (read this element out of inquiry)

c. Damages—

d. Ct vy reluctant to unwind a merger, but Π can get damages or litigation expenses

e. Note: usually in US the loser doesn’t have to pay litigation expenses, but here they may.

iv. Seinfeld v. Bartz

1. Cisco Corp amends its Automatic Option Grant Program to increase stock options to new and returning outside directors.  On proxy statement they included the technical values, but didn’t plug numbers into the Black-Scholes option-pricing model, which would have then let them factor it into the director’s salary.  

2. This is NOT a material omission b/c if a reasonable SH cared about this, he could have calculated it himself, since the formula is public knowledge.  

g. Options

i. call options—

1. right to buy an asset (e.g. stock) at a set price over a set period of time

2. used in exec compensation b/c they can buy stock at lower price.  Incentive to do well b/c if value of stock drops below strike price, they lose the benefit

3. problem that it only works (if at all) with top ranking directors who can effect policy and may lead to short-term lies to make stock seem more valuable

ii. put option

1. power to sell asset to issuer at set proce

2. like betting the corp’s stock will decrease in value

iii. expensing options

1. options are a part of the executives’ compensation that are “free,” but the corp may never have to pay them, so hard to expense.  B-S formula values them, considering probability of paying for them

6. SH proposals

a. R. 14a-8 allows eligible SHs to put a proposal before their fellow SHs, and have proxies solicited for them on the company’s proxy statement (i.e. the expense of soliciting proxies is borne by the company)

b. Eligibility:  

i. SH must have held at least $2K in market value or a 1% interest in the company, continuously for over 1 yr

c. Procedural Reqs:

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

d. Grounds for company to exclude the proposal (14a-8(i)

i. Proposal is not proper subject SH action under state law

ii. Prop would, if implemented, cause company to violate law/proxy rules

iii. Prop relates to the redress of a personal claim or is for personal benefit

iv. Prop relates to operations accounting for less than 5% of earnings or gross sales

v. Company lacks power/authority to implement the proposal

vi. Prop deals with a matter relating to the company’s ordinary business operations

vii. Prop relates to BoD election or conflicts with the corp’s proposal

viii. Prop is a resubmission (certain restrictions)

e. SEC’s role

i. SEC acts as a referee in exclusion.  If corp wants to exclude, it makes a note to SEC, and if they agree they issue a No Action letter.  If they disagree then they tell the corp, and the corp usually lets the prop on the statement, but they have a right to appeal up to the DC Cir.

f. Lovenheim v. Iroquois Brands

i. L wants an investigation on the corp’s suppliers’ procedures for creating foie gras (Π hates animal cruelty).  The sales of foie gras represented far less than 5% of sales, as required in 14a-8.

ii. 14a-8 exclusion leaves an exception for matters which are otherwise significantly related to the co’s business. Ct says this relates to ethics, which relate enough to corp.  
g. NYC E’ees’ Retirement Sys v. Dole Food Co

i. NYCERS is a major SH in Dole, wants to “request” that Dole make a committee to investigate federal proposals affecting e’ee health care and insurance.

ii. Dole excluded it b/c 14a-8(i)(5) says it may exclude props that represent <5% of corp income and are not otherwise significantly related to corp’s business; and b/c 14(a)-8(i)(6) says it may exclude it the prop is beyond the corp’s power to effectuate

iii. Ct says they cannot exclude—

1. ordinary business:  company’s health plan relates to more than 5% of corp income (if you include healthcare in operation costs), so doesn’t matter that proposal lacks discrete nexus to Dole’s line of business.  Plus, forming a committee to investigate national (not just Dole’s) healthcare is not in ordinary business
2. not beyond power to effectuate since are only asking for a committee to study, not asking for the federal program to be implemented

a. Language of request is key

h. Austin v. Consolidate Edison Co of NY

i. SH wants corp to include info on proxy statement in support of resolution allowing an e’ee to retire after 30 yrs’ service.  

ii. Corp can exclude this b/c pension proposals deal with the corp’s ordinary business operations.

iii. Note: this is an audacious proposal on a mundane issue.  If this were something ppl talked and worried about, it might have been so important that it would not be excusable

iv. Note: Π had other avenue to affect this change—collective bargaining.  

i. In re Crackerbarrel

i. SH wanted to have a non-discrimination policy for hiring.  SEC initially allowed exclusion b/c employment decisions are ordinary.  But when Fed Ct disagree, SEC amended it’s rules to say that just because something relates to employment policy doesn’t mean that it’s ordinary

v. Inspection rights

1. SH have power to inspect corp’s book to contact SHs
a. R. 14a-7: management has choice to either:

i. send insurgents’ material directly to SHs and bill insurgents 

ii. Give list of SHs to insurgents

b. Burden on corp to show that SH does not have a proper purpose.

i. Under DE law, SH is likely to get list if they have proper purpose

2. Crane Co v. Anaconda Co (NY)
a. Crane wanted to acquire A’s shares in a tender offer (hostile) and asked A for it’s SH list to distribute info directly to A’s SHs.  Crane wants to do the communicating b/c then they can explain the TO themselves and respond to A’s assertions.  

b. A must give SH list to C—“A SH desireing to discuss relevant aspects of a TO should be granted access to the SH list unless it is sought for a purpose inimical to the corp or its SHs—and the manner of communication selected should be w/in the judgment of the SH.”

c. selling stock involves the business of the corp, since the exchange will affect future directors and continued validity of SHs investment

3. Pillsbury v. Honeywell (DE)

a. A company may deny access to a sH who purchased stock solely to access corp books and records

b. P believed Honeywell should stop production of napalm used in Vietnam war.  Purchased 100 shares of H stock so he could communicate to other SHs.  

c. SH must prove proper business purpose to obtain SH list.  

d. Here, SH only had interest in business after he learned of their ammunition production.

4. Sadler v. NCR Corp (NY)

a. AT&T makes TO for NCR.  S owns 6000 shares of NCR, and tries to get NCR’s CEDE list so AT&T can communicate w/ SHs.  AT&T also sought NOBO 

b. CEDE list is the street name (where the shares are held, e.g. brokerage).  NOBO is list of actual beneficiary owners who don’t object

c. Any SH that has held shares for at least 6 mo (Sadler here) may require corp to produce list of its SHs, but can’t be for improper (non-business) purpose.

d. Ct says that sharing S’s agmt to share info with AT&T is NOT improper.  And, under NY law, corp can be compelled to assemble NOBO list

5. NY v. DE

a. DE( can only get CEDE list

b. NY(can get CEDE and NOBO

VI. Corporate Control

a. Mergers & Acquisitions

i. Generally
1. Goals of M&A

a. expand into another industry (conglomerate diversification) to reduce risk

b. increase market share

c. Perhaps majority SH wants to freeze out minority

d. Synergies b/t diff (complimentary) business organizations

e. Benefits ancillary to control (autonomy, increased salary, prestige)

2. Concerns w/ M&A

a. acquirer might not be friendly to current directors, which could cause a CoI in the present directors

b. acquirer worried about having deal stolen by 3d party after having done all the work

c. Investors might want larger share price

3. Negotiated v. hostile acquisition

a. negotiated—target’s BoD supports the transaction.  Role of BoD is significant, look for DoC issues

b. hostile—BoD are resisting, either because they think it’s a bad deal or because of their self interest.  Look to DoL issues.  

4. Approaches to taking control of another company:

a. Proxy contest

b. Tender Offer

i. Condition it on getting X%, or two-tiered 

ii. cash

iii. stock (e.g. you get 1 share of A for 4 shares of T—but in this case, note that T’s SH only control 25% as much)

c. Stock purchases

d. Sale of Assets

i. good way to get around SHs.  

ii. Usually the T is liquidated after

iii. Can buy assets with stock rather than cash.  

e. Merger/consolidation

i. merger—one of the original companies survives

1. ACME + Target( ACME

ii. consolidation—neither company survives and a new company is formed

1. ACME + Target( Ajax

5. Steps of Mergers under DE law

a. Both corps’ BoDs have to approve the merger agmnt (§ 251(b))
b. SH have to approve merger (§ 251(c))
i. approval = a majority of the shares that are entitled to vote

ii. Cf w/ sale of assets—only need BoD approval, not SH approval.  

iii. But for sale of target, need both

c. Filing
d. Appraisal rights/Dissenters’ Rights
i. Dissenting SHs may cash out

ii. no appraisal right if stock is publicly traded, so this is aimed at closed corporations

iii. SH must have actually voted against plan, and must go thru judicial procedure
6. Note: With merger/consolidation, all property owned before becomes the property of the ending entity.  But with sale of assets, you have to re-title each piece of property to the name of the acquirer

ii. The De Facto Merger Doctrine

1. Has the entity altered its essential nature and altered the fundamental relationship of SH?

2. SH have dissenters’ rights in a de facto merger that is disguised as an asset sale

3. Farris v. Glen Alden Corp (PA)

a. List and Glen Alden want to merge.  But don’t want to pay appraisal rights b/c would have to pay out cash.  
b. Minnow swallows whale: smaller company (GA) buys assets of larger corp—usually to avoid buyer’s SH disapproval.  In sale of assets both groups of SHs approve, but they are characterized as a sale, not a merger.  Also, there are no appraisal rights.
c. In deal, L takes over GA’s debts, control of company

d. purchased almost 40% of outstanding shares of Glen Alden and characterized it as an asset purchase, rather than a merger.  

e. Π seeks to enjoin reorganization b/c wasn’t properly characterized.

f. If the transaction changes the relationship b/t SHs and b/t SH and corp, then PA cts may consider the transaction a merger and treat it as such.  

g. Here, SH suffered $$ loss (their corp is debt heavy now) and loss of control.  Basically a stock for stock merger

h. NOTE: Terry v. Penn Central—PA leg abolishes de fact merger doctrine (dissenter rights in asset sale), so only exists now when minnow swallows whale.  

4. Hariton v. Arco Electronics (DE)

a. DE rejects de facto merger doctrine

b. Loral will buy Arco’s assets with L shares.  Then shares will be liquidated to A’s SHs.  Π (of the 20% of SH who do not approve) sues to enjoin the “merger,” claiming deficiency of notice.  (odd that he’s asking for injunctive relief, rather than appraisal rights)
c. Even if the result is effectively a merger, the corp can chose how to accomplish transaction to achieve their purpose.  

iii. Freeze-Out Mergers
1. “freezeout” is a transaction in which those in control of a corporation eliminate the equity ownership of the non-controlling SH.  

2. Only need majority SH approval for a merger (that’s why this works)

3. Most common is cash-out merger

a. Controlling SH causes corp to merge into a well-funded shell, and the minority SH are paid cash in exchange for their shares.  The amount paid is determined by controlling SHs

4. Triangular Mergers 

a. generally

i. combine benefits of mergers and asset sales

ii. good not only for freeze outs

b. Procedure

i. Majority SH creates subsidiary.  Puts cash into subsidiary that he intends to give to his partners in the main corporation.  Subsidiary and corp merge.  Subsidiary exists after merger, and other SHs get $$ for their shares

c. Classification

i. Forward triangular merger = subsidiary survives

ii. Reverse triangular merger = target is surviving entity 

5. Remedies

a. if there is fraud, misrepresentations or waste, and the case moves very quickly, the Ct can undo the merger.

b. Appraisal rememdy

c. Injunction

6. Standard and BoP

a. Entire fairness standard

i. entire fairness = fair dealing + fair price

ii. fair dealing—did corp mislead SH?

iii. fair price—considering all things
1. Note: in Cede (DE 1996) Ct said that in calculating fair price, the Ct will not include value that is added after the merger, but value that is added before the freeze out is included.

iv. Have a majority of the minority SHs approved?

v. If yes, Δ must show that there was disclosure.

1. If entire disclosure, then BoP shifts to Πs to show fraud, misrepresentation or misconduct
vi. If no approval OR no full disclosure, Δ has burden of showing entire fairness (fair price + fair dealing)
7. Weinberger v. UOP

a. Signal owns 50.5% of UOP (rest held by public SH) and controls 4 directors on S’s BoD.  2 of those directors do a feasibility study, and find that $14 to $24/share is fair and feasible.  S offers $21/share.  UOP’s investment bankers approve, UOP’s bd approves.  Non-S directors never knew about the study indicating that $24 was fair.  Maj of UOP SHs approve.  
b. Π wants to nullify merger, despite SH approval, because of deficient disclosure.  

c. Application:

i. No disclosure b/c SH didn’t know that UOP’s fairness study was rushed and possibly flawed, or that S (and UOP’s 2 directors) though $24 was a good price

ii. No disclosure(burden to prove entire fairness
1. No fair dealing b/c UOP-S director’s fairness memo not disclosed, shouldn’t have had ppl w/ conflicting loyalties involved
2. Fair price—Ct does case by case analysis to determine what a fair price is.  Abandon block calculation.
a. Does NOT include control premium

d. NOTE: In Del, freeze outs don’t need to meet the “Business Purpose Test” as long as they meet the entire fairness test

8. Coggins v. NE Patriots FC

a. Sullivan buys the Pats.  He had to take out loans to do so, and a condition was that he use his best efforts to get the corp to assume the debt.  Tries to freeze out minority SHs so corp will assume debt.  Majority of minority SH approve.
b. Ct finds this freeze out impermissible b/c fails the business purpose test

c. NOTE: opposite result in MA as in DE with Weinberger

d. Ct says normally rescission would be proper, but since 10 yrs have passed he will compensate SH for value he lost by not holding stock

i. can argue that you would have held it if value went up, or sold it if value stagnated or went down.

9. Rabkin v. Phillip A Hunt

a. Agreement stipulated that if they complete the freeze-out w/ in one year of acquiring the majority control, the minority SH’s would get $25/share (same value as the controlling premium).  Completed the freeze-out just after one year and offered $20/share (fair but not generous, but Acquirer won’t offer more). 

b. Ct found that there were indications that the corp. wanted to complete the buyout sooner, but waited for the time to expire.  They felt that even if they didn’t violate the text of the agreement, they did violate the spirit of it.  

c. Most commentators have sided w/ D’s...saying that since they did have an explicit agreement, and the appraisal remedy was fair, the agreement should be followed.

d. SIG: 

i. Cts not limited by precise terms b/c are cts of equity

ii. Modify Weinberger, where relief seemed limited to appraisal, here say unfair dealing could undo a merger

10. De Facto Non-Mergers
11. Transaction takes the form of a merger, but Π argues that it is, in substance, a sale of assets followed by a redemption

12. If a corp follows the appropriate steps under DE merger law, DE cts will accept the form of merger or two-step merger the corp decides to take.  DE rejects both de facto merger/non-merger doctrines

13. Rauch v. RCA Corp

a. GE acquired RCA.  GE pays $40/share of preferred stock, which if liquidates would be redeemed for $100/share.  RCA cashed out all other stock.  Π mad that he got $40 instead of $100 which he would have gotten if RCA liquidated.

b. Ct upholds merger.  The price of $40/share was fair.  Everything else was lawful.  

iv. LLC Mergers

1. Usually you need unanimity of members to effect a merger.  DE law allows possibility of LLC agmt contracting around that requirement, so you could merge with less than total support.  BUT, when there is a DoL and good faith breach, it is not allowed.
a. VSG v. Castiel

b. 3 members of an LLC—Π gets to pick 2 members, and Δ gets 1.  Dependent member secretly joins with minority member to freeze out Π.  Minority member had veto over mergers—shows that they didn’t want mergers w/o total approval

c. Merger is invalid, even if they think kicking Π out was in LLC’s best interest.  Not giving notice to Π was breach of DoL, because if they had been honest this never would have gone thru.  

b. Takeovers

i. Intro
1. Williams Act—Fed Reg of TOs and Stock Purchases (Am §§13-14 of Exchange Act)

a. apply on to securities registered under Exchange Act

b. Anyone who acquires 5% of stock of a firm must file/disclose

c. Anyone making a TO must file a detailed set of disclosure docs

d. if tender is over-subscribed, acquirer must accept stock on a pro-rate basis

e. If you raise the price during term of tender offer, you must raise it for stock already tendered

f. TO must be open for at elast 20 business days

2. Two–tiered takeover

a. You tender offer e.g. $25/share for 50.1%, then freeze out the rest at $20/share

3. Policy

a. hostile acquisitions are good for corps b/c increases transational accountability (Bd more accountable during the change of management) and systematic accountability (incentive for directors to do a good job, or you’ll be taken over!)

b. Appropriate role of Bd during hostile acquisition

i. Easterbrook: total passivity

ii. Gilson: good to encourage some sort of auction to get better price.  (also, this is the DE approach)

ii. Takeover Defenses

1. Greenmail 

a. purchase your own stock back from a hostile acquirer at a premium over the market price.  (but no protection against next pursuer, except that they know you don’t have cash anymore and are less attractice target)

b. Cheff v. Mathes

i. SH brought derivative suit against bd after greenmail against an acquirer who Bd said had a reputation for ruining target companies.
ii. This is a lawful move.  

iii. Courts do NOT permit a board to use corporate funds merely to further the board’s desire to stay in power; however, if a company’s board sincerely believes that buying out a dissident SH is necessary to maintain proper business practices, the board is not liable for the decision even if, in hindsight, the decision may not have been the best course.

iv. Business Purpose Test

v. Note: tax reasons not to greenmail anymore

2. Counter-Tender Offers (Unocal, Time)

a. Target offers to buy its shares at a higher price than the acquirer is offering, so SHs will not tender to A.  

b. Target must be able to exclude A for this to work, in DE they can.  

c. Unocal v. Mesa Petrol

i. Mesa launches front-loaded TO on Unocal, where back end will get junk bonds.  Unocal counter-tenders that if enough SHs tender for the deal to go thru, Unocal will buy all remaining shares at an even higher price.  Shift incentive from tendering early to not tendering and hoping to free load on others.  

ii. Bd has large reservoir or authority to respond.  

iii. Test (not BJR—modified DoC Analysis: 

1. Did directors act in good faith 

a. Here, thought Mesa posed a danger (offered junk bonds)

2. with reasonable investigation

a. Unocal Bd deliberated in a long meeting 

3. Was the response proportional to the threat

a. A offered front-loaded 2-tier TO—that is coercive, so the fact that the counter TO is coercive is okay

b. In assessing the threat, the relevant factors are: price, nature and timing, legality, risk of non-consummation (i.e. conditions not likely to be met), quality of securities offered

c. BD can consider OTHER constituents than SHs in this analysis

3. Poison Pills (Revlon)

a. Generally

i. Poison pills are rights the exercise of which makes the
takeover less profitable to the acquirer, typically by lowering
the value of the target’s or the acquirer’s shares.

ii. These rights are distributed to someone (usually, SH other than the acquirer) via a “vehicle”, and cannot be exercised until a triggering event (e.g., a takeover attempt) takes place.

1. Examples of triggering events:

a. The announcement of a tender offer for more than X% of Target’s stock;

b. The acquisition, in any way, of X% of Target’s stock (or of any stock class)

c. The execution of a merger to which Target is a party.

iii. The rights are initially “stapled” to another security

1. They are not issued in physical form and cannot be sold separately from the stock. This ensures that there is no secondary market for the rights.

2. Upon occurrence of the trigger event, the rights detach from the security and may be exercised or traded.

b. flip-over plans— 

i. when acquiring corp buys a target, the SH of the target corp can buy acquirer’s shares cheaply; thus, target corp’s SH end up taking control of the acquirer.
c. flip-in plans—
i. if the rights are triggered, then the holders of those rights have right to buy shares on the TARGET corporation for a relatively small price.  This is meant to counter partial-tender offers.  People who resist initial tender offers can buy shares in the target corporation cheaply.  This makes it hard to acquire anywhere near 100% of stock.  VERY POWERFUL DEFENSE.

d. back-end plans

i. allow SH who are in the back end who have resisted the initial tender offer, to convert their shares into some package.  This is a weaker poison pill, but makes sense to ensure that potential acquirers will at least pay a fair price for the shares.  It increases the minimum amount of money that needs to be spent in order to consummate a tender offer.

e. voting plans

i. says that if you get over X% of company, you can’t vote or voting is not 1 vote/share.

f. poison debt

i. a corp will issue poison debt that makes certain promises to those whom the debt is owed that will prevent an acquirer from mortgaging the property.  This is a defense against a LEVERAGED BUYOUT – this plan prevents the target’s assets from being leveraged.

g. SIG:  Big question is with poison pills is whether they are disproportionate

h. Revlon v. MacAndrews

4. Lock-ups (Van Gorkom, Revlon, QVC)

a. No shop obligation

b. cancellation fee

c. stock options

iii. The Unocal/Revlon Framework
1. Revlon v. MacAndrews & Forbes Holdings, Inc
a. Pantry Pride is trying to acquire Revlon, offer $40/share.  Revlon hires investment banking firm and law firm, and banking firm tells them $60-70/share is the liquidation value.  Law firm comes up with a number of plans against the offer: 1) Note purchase rights plan (NPRP) – back end plan that allows people to convert their shares to a note, and 2) Revlon self-tender offer at $57.  PP responds by increasing its offer to $47.50, conditioning this on the redemption of the NPRP.  Revlon then buys 10M shares and exchanges them for notes (poison debt).  PP reduces its offer.  White knight (Forstmann Little) going to acquire stock at $56 (management buyout) with golden parachutes to buy stock in the new company (allowing managers to entrench themselves rather than walking away).  Directors pull out, and FL promises to make up for the debt.  FL gets three things in exchange: (1) Lockup fee: termination fee, amount of money the potential acquirer is promised should the deal not go through. (2) Crown jewels: FL right to buy two divisions at discount. (3) No shop provision: Revlon cannot give other people a similar lockup.

b. Bd Independence

i. No really independent (only 2 aren’t insiders), and, since note holders threatened to sue the directors, they could have been worried about personal L.

ii. The standard is the entire fairness either way, but it plays into BoP

c. Defensive Measures

i. Initial defensive maneuvers not unlike Unocal—ok b/c in GF, w/ reas investigation.  

d. Management LBO

i. Once the White Knight came in, the corp was For Sale.  Lockup provision actually reduced bidding, and it’s their duty to get highest price for SHs.  Once PP’s offer reached $53, the corp has a duty to auction and get the best deal for the SH because Revlon’s breakup was inevitable.  Revlon duties: duty to seek the best value once it becomes clear that the corp will be broken up. 

e. SIG:  In the face of its Revlon duties, the board has the burden of proving it was motivated by a belief that the takeover posed a threat to the company’s welfare and that its response was proportional to the threat posed.  

2. Paramount v. Time  
3. Can look at factors other than money to find threat
4. Facts:  Time negotiates with Warner for a merger through exchange of stock.  Time was paying a huge amount of money for Warner.  Warner SH would own a majority of the company but Time management would continue to run the company.  Advance defensive tactics: before the finals deal, tell banks not to finance anyone else, Time cannot consider any other proposals, and automatic share exchange agreement so each company could buy the other’s stock at a specified amount.  Then, Paramount offers Time $175/share.  
5. Pac-man defense: Time is buying Warner so that it will be too big for Paramount to buy.
6. P raises offer to $200/share, but T says it won’t accept b/c would change the culture of the company and its journalistic integrity 

7. Ct is deferential to perceived threats, and says T’s responses were reasonable.  
a. There were not Revlon duties b/c this was NOT an impending break-up – Time would continue to be in control of the management of the co.  Therefore, Revlon doesn’t apply.

b. When Revlon doesn’t apply, the board can consider more than just the price (e.g. journalistic integ and firm culture)
c. Court says the kind of threats here are:

i. Threat to “Time culture”

ii. Timing of deal (might confuse SH b/c at the same time as the Warner deal)

iii. SH might tender in ignorance

iv. Conditions of the offer

2. Unitrin v. American General Corp. – Independent BoD can approve a defensive measure if it is NOT draconian
a. Not coercive (SH are given strong incentives to take one offer)
b. Not preclusive (prevents a transaction from taking place)
c. If a defensive measure is within a range of reasonableness, it is OK
3. Dead hand poison pills
a. Normal poison pills make an acquisition of the target prohibitively expensive, but if prospective acquirer makes sufficiently attractive offer, the board may redeem the pill and allow the offer to go forward unimpaired by the pill’s dilutive effects.
i. Thus, they make the target vulnerable to combined tender offers and proxy contests – the prospective acquirer could trigger the pill, conduct a proxy contest to elect a new board, which would then redeem the pill to permit the tender offer to go forward.
b. Dead hand pill was intended to close this loophole by depriving any such newly elected directors of the right to redeem the pill - pill could only be redeemed by those directors who had been in office when the SH rights constituting the pill became exercisable.

i. Carmody v. Toll Brothers
DE law prohibits dead hand pill.  It is coercive because if effectively forces SH to re-elect the incumbent directors if they wish to be represented by a board entitled to exercise its full statutory powers.  It is preclusive because the added deterrent effect of the dead hand provision made a takeover prohibitively expensive and effectively impossible.
4. No hand pill

a. NO ONE can redeem the rights of the pill for a specified period (usually 6 months) of time after a change in the board

b. Courts rejected this as well: BoD has the ultimate responsibility of controlling the company, and this reduces the BoD’s power.

ii. Lock-ups (Van Gorkom, Revlon, QVC)

1. No-shop obligation – you can’t solicit more bids

2. Cancellation fee 

3. Stock options 

4. What kind of sale triggers Revlon duties?

a. Paramount v. QVC
When SH lose control to private buyer

b. Deal b/t Paramount and Viacom for a merger with head of Paramount staying on as CEO.  QVC jumps in but is rebuffed.  QVC makes two tier tender offer for Paramount.  Viacom’s defensive measures: (1) no shop, (2) termination fee, (3) stock option agreement (Viacom would have option to buy 20% of Paramount stock if the stock gets more than a certain amount of money).  QVC comes back with a $80/share offer with the invalidation of the option agreement.  Viacom comes back with $80/share cash tender offer.  Final offer $90 for QVC, $85 for Viacom.  QVC sues to enjoin defenses, arguing that Revlon applies.
c. REVLON DUTIES were violated by the no-shop provision.  Distinction is that corp will be privately controlled after merger—SHs lose control.  
iii. ALI approach to unsolicited tender offers

1. § 602: Action of Directors that has the foreseeable effect of blocking unsolicited tender offers.

2. The board of directors may take an action that has the foreseeable effect of blocking an unsolicited tender offer, if the action is a reasonable response to the offer.

3. In considering whether its action is a reasonable response to the offer:

a. The board may take into account all factors relevant to the best interest of the corp and SH, including, among other things, questions of legality and whether the offer, if successful, would threaten the corp’s essential economic prospects, and 

b. The board may, in addition to the analysis under § 6.02(b)(1), have regard for interests or groups (other than SH) with respect to which the corp has a legitimate concern if to do so would not significantly disfavor the long term interests of the SH.

4. A person who challenges an action of the board on the ground that it fails to satisfy the standards of subsection (a) may be enjoined or set aside, but directors who authorize such an action are not subject to liability for damages if their conduct meets the standard of the business judgment rule.  

5. [ALI wants directors not to worry about personal liability, so no damages remedy in this context.]

b. Interplay b/t State and Federal regulation of acquisitions (Williams Act)

i. CTX Corp v. Dynamics Corp of Am (US 1987)

1. Indiana enacts a control share acquisition statute—when a SH acquires a threshold % of votes, they need SH approval to get voting rights.  Timetable: file statement, and SH decide w/in 50 days whether the grant rights.  

2. Dynamics owns 9.6% of CTS, makes TO that would bring them to 27.5%

3. Dynamics says that Wms Act preempts the state act, and that this is a violation of the Dormant Commerce Cl

4. Precedent

a. MITE—3 justices found Wms Act preclusion.  

i. Narrowest grounds rule—whoever makes the decision but in the narrowest way to get that 5th vote

5. Posner (5th Cir) 

a. Preemption—Wms act says 50 days is max, this had 50 day min.

b. Dormant Com Cl—barrier to IC, b/c works to detriment of corps from other states.  The IC market being interfered with is the market for corporate control.  

c. Policy—Posner is trying to facilitate corporate takeovers—Fed Govt can regulate it if it wants, but not states.  Trying to carve out exception to Internal Affairs Doctrine

6. S. Ct upholds state statute

a. Not preempted by Wms Act

i. the two aren’t mutually exclusive—they can be read harmoniously.  Could be read to say: All state provisions acceptable as long as not directly in conflict with Wms Act.  But Ct muddies it up b/c they distinguish MITE

ii. MITE distinction

1. In MITE they struck down a law that allowed indefinite delay, since there was no deadline on a required hearing, where as here the delay is just for 50 days.  
2. In Ill § there was to be substantive review by Ill Sec of State and he would determine if it was a good deal—this is for SHs to decide

3. NOTE—no express conflict, but Ct says conflicts with purpose of Wms Act.

b. No Com Clause Violation

i. They treat all corporations the same—hostile acquirers are treated the same if they are from out of state or from Indiana

c. Policy

i. Are states preventing takeovers or just preventing coercive takeovers? 
MISCELLANEOUS TOPICS
1. Closely-Held Corporations
a. Closed corporations aren’t traded on the open market, so they tend to look more like partnerships.

b. Often, SH of closed corporations own greater shares of stock, and thus individual SH can make more of a difference in decisionmaking.

c. SH can’t exit from closed corporations as easily as with open corporations, and they are also usually employed by the corp

d. Problems of disagreement

i. Deadlock

ii. Oppression (SH teaming up against a minority group)

e. Voting trust is possible

i. Transfer of voting shares to trust, and trust serves to vote on the shares.

1. Advantages: combining voting power, avoiding deadlock, can ensure that no one oppressed (teams up against) another
2. Disadvantages: you might not like the trustee, might limit the duration of the voting trust

f. Shares may represent a proprietary interest even if they do not entitle the holder to dividends or other property.

i. Stroh v. Blackhawk Holding Corp.
ii. Blackhawk was an IL corp authorized to issue Class A and Class B common stock.  Class B shares sold at a lower price b/c they were not entitled to dividends under any circumstances, including voluntary or involuntary liquidation.  
iii. Company man issue shares that do not have economic benefit to owners.  IL constitution provides that a SH in an IL corp must be guaranteed the right to vote.  An IL corp may issue varying classes of stock with diff rights, but it may not deny a SH the right to vote his shares.  However, a corp can limit or restrict any benefits to a class of stock, subject to the state constitution’s requirement that all shares must be permitted to vote.  Nothing in state law requires shares to entitle the holder to a financial benefit. 

1. Providence & Worcester Co. v. Baker – you can have different voting rights within a class of stock by having a cap on voting rights for SH who own a threshold % of stock.  Rationale is that management wants considerable control w/o being constrained by one SH.  

g. Court will NOT uphold a board’s action that interferes with a SH’s vote, absent a compelling justification.

i. Wisconsin Inv. Bd. v. Peerless Sys. Corp
Facts:  Peerless sought SH approval of 3 measures at its annual meeting, and the board had hoped all resolutions would pass, but when the votes cast would have defeated the measure addressing stock options, the board adjourned the meeting and continued the proposal’s vote to another day.  Before new meeting, Peerless continued to solicit votes on Proposal 2, and at the new meeting the measure passed.

Holding:  If a board acted for primary purpose of interfering with SH franchise, then Blasius test, rather than BJR, applies.  
1. Blasius test (2-part):

a. P must establish that the board acted for the primary purpose of thwarting the exercise of SH vote.

b. Then, the board has the burden of demonstrating a compelling justification for its actions.

i. inequitable conduct not tolerated just because it is legal in ct of equity

2. Under Blasius, if the board didn’t act with this primary purpose, then the courts apply the BJR.

a. Often, it is hard to show that this was the primary purpose – usually, board can easily argue otherwise.

3. “Rational apathy” problem: people have constraints on their time, so they don’t want to vote on small matters.  Institutional activism cures this.
h. Stockholders may make binding agreements on how to vote their stock

i. Ringling Bros. –Barnum & Bailey Combined Shows v. Ringling
Facts:  Edith Ringling agreed to vote her stock in agreement with Haley, but then refused to do so.  Arbitrator determined that Haley and Ringling should vote their stock in a certain way.  Is an agreement between SH to vote their stock in a particular way valid?

Holding:  Yes.  A SH may agree with another SH to vote his or her stock in a particular way.  The agreement between Haley and Ringling was not unlawful or contrary to public policy, nor did it take unlawful advantage of North, the remaining SH.  But, the agreement did NOT contain a grant of authority in the arbitrator to exercise either party’s voting rights, and neither SH delegated voting rights to the other party.  Haley’s failure to vote according to the agreement was a breach of K, so her votes should not be counted.

1. Instead of using this voting agreement, should have used irrevocable proxy. 

2. Defense of voting agreements: helps solve the problem of an “empty core bargaining game.”  Prevents inconsistencies by creating alliances over a specific period of time 

i. Shareholder agreements may not restrict a board’s authority.

i. McQuade v. Stoneham
Facts:  Stoneham and McQuade are SH in National Exhibition Co.  Stoneham and McQuade enter into an agreement that provides that the parties will use their “best endeavors” to elect Stoneham and McQuade to the BoD and to employ McQuade as corp’s treasurer.  Years later, McQuade is replaced as treasurer and voted off BoD.  Stoneham doesn’t try to keep him on the board.  McQuade argues for specific performance of the agreement to employ him as treasurer.  Is a SH agreement that controls a BoD’s authority enforceable?

Holding:  No.  SH agreements may not control a BoD’s exercise of judgment.  Illegal to have an agreement where board doesn’t have full ability to change officers.  Notion in corp law that directors should be empowered to act on behalf of the corp, and this SH agreement limits the board’s power, meaning SH won’t receive the benefits of their independence.  We want to make sure that directors are exercising their independent business judgment.

j. Shareholder agreements regarding officers’ employment may not be enforceable.

i. Clark v. Dodge
Facts:  Dodge and Clark agreed that Clark would remain in control of the business as long as he remained faithful and competent to manage the business.  Clark owns 25% and Dodge owns 75%; Clark manages and puts in the IP, Dodge puts up $$.  D gets the secret formula, then fires C.  Argues he is exercising his business judgment that C is not the best business manager—cite McQuade.

ii. Dodge wins—a SH agreement to continue the employment of certain individuals as officers is enforceable if the directors are the sole SH—no outside rights were affected by their agreement.


1. The purpose of restrictions on SH agreements are to protect minority SH, but that concern doesn’t apply here.

2. Loophole:  If Dodge had simply created minority SH by selling his shares, then Dodge would have duty to those minority SH to exercise independent business judgment, and then his earlier agreement with Clark would be void according to public policy.  Then, Dodge would be able to fire Clark.  “Homemade McQuade.”  

2. LLC’s
a. LLC’s vs. Corporations

	 
	Limited Liability Company
	Corporation

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

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

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

	Centralized Management
	Flexible.  Default is like partnership, 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 costs

	Tax
	Single; losses used by partners.  Some states have LLC taxes/fees.
	Double on dist. earnings


i. Why would anyone stick with the corporate form in light of the advantages of LLC?
1. “Network effects” – sometimes it’s useful to be using the same thing as everyone else
2. LLC’s are a newer form, so you’re not sure what courts will do with it
b. Formation

i. File Articles of Organization in the designated state office [ULLCA § 202(a)]
1. Required terms: § 203(a)
a. Articles of organization of a limited liability company must set forth:
i. The name of the company;
ii. The address of the initial designated office
iii. The name and street address of the initial agent for service of process
iv. The name and address of each organizer
v. Whether the company is to be a term company and, if so, the term specified;
vi. Whether the company is to be manager-managed, and, if so, the name and address of each initial manager; and
vii. Whether one or more of the members of the company are to be liable for its debts and obligations under § 303(c)
b. Optional terms: § 203(b)
i. (b) Articles of organization of a limited liability company may set forth:
1. Provisions permitted to be set forth in an operating agreement; or
2. Other matters not inconsistent with law
ii. Additional steps
1. Paying filing fees and franchise tax
2. Choose and register name
a. ULLCA § 105(a): The name of a limited liability company must contain “limited liability company” or “limited company” or the abbreviation “L.L.C.”, “LLC”, “L.C.”, or “LC”.
3. Designate office and agent for service of process
iii. Draft Operating Agreement
1. ULLCA § 203(c): Articles of organization of a LLC may not vary the nonwaivable provisions of § 103(b).  As to all other matters, if any provision of an operating agreement is inconsistent with the articles of organization:
a. The operating agreement controls as to managers, members, and members’ transferees; and
b. The articles of organization control as to persons, other than managers, members and their transferees, who reasonably rely on the articles to their detriment.
· New Terminology (LLC/Corp)

· member=SH

· manager=director/officer

· articles of organization=art of incorp

iv. operating agmt=bylaws
v. Clark and Lanham Case

1. decide to form an LLC called PII.  Enter into a K w/ Westec and breach.  Clarke says he was acting as an agent when he breached

2. T. Ct. says C acted as agent of Lanham.  So L would be liable, not C

a. This is implausible b/c there is no manifestation by L that C should act on his behalf and subject to his control

b. D. Ct says no liability at all 

i. constructive notice that PII was an LLC, even though PII did not actually represent that, and the business card doesn’t say it

3. Appellate Ct

a. no constructive notice, the provision about constructive notice applies more to disputes ent managers and members.

b. You must give actual notice for them to know that you are an LLC (this is why you put you limited liability on your business cd and advertise it to ppl you do business with).  PII is not going to be treated as an LLC.  Clarke will be liable here.  He could be liable as a member of PII, or also b/c his individual agmt with Westec.  He is liable for both b/c PII was like an Undisclosed Principal (like Atlantic Salmon).  

vi. Elf Atochem North Am v. Jaffari (Del 1999)

1. LLC’s can K around default rules.  Here they put in a venue selection clause for CA, rather than DE, and an arbitration clause.  Ct upheld clauses, declined jdxn.  

2. There was some ambiguity in the provision superseding default rules.  Ct says intent is determinative, rather than creating a clear statement rule.  
c. Piercing the LLC Veil
i. MBCA—SH may become liable by reason of his own acts or conduct

ii. ULLCA—member or manager not liable solely by reason of being or acting as a member or manager

1. no explicit exception to allow piercing, in contrast with some states’ laws

2. Kaycee Land & Livestock v. Flahive (WY)
3. Π Kaycee K’ed with Δ LLC for Δ to use Π’s land, but Δ contaminated it.  Π wants to pierce LLC’s assets and go after managing member (Flahive) 
4. WY says there is veil piercing.  But where as in corporate law you look to see if formalities aren’t followed, here it is for fact-sensetive b/c LLCs are meant to be more flexible.  
d. Fiduciary Obligation
i. Member’s interest in LLC

1. (1) management rights

a. don’t vote according to member interest—1 member = 1 vote

b. most issues are decided by majority vote

c. But for manager managed company—members determine who manages (by majority

d. when managers, then members have no management rights, except as they are proscribed in the articles of organization

2. (2) financial rights

a. right to distribution (like dividends), and participation in liquidation

b. No direct rights to ownership in property

c. The only interest you can sell is right to distributional interest

i. Dist interest is transferable in whole or part to 3d party

d. Duty to share in profits and losses equally, unless agmt specifies otherwise

i. ULLCA

ii. most states allocate profits and losses by investment

e. At any given time you can w/draw from LLC and whatever your capital account is worth, you must receive at that time

ii. Fiduciary Duties

1. managers in LLC owe duties just like directors.

2. members generally do not owe duty by reason of being members, only if they are also managers do they—like a closed corp, everyone can look after own interest, as long as not acting as managers

3. Derivative actions

a. you can bring a derivative action if the managers with authority to do so don’t

4. McConnell v. Hunt

a. trying to get NHL team in Columbus.  Want state to build arena, but taxpayers say no.  someone else says they will build it and lease it to CHL.  

b. Hunt (member) turns it down, without conveying offer to other members of LLC.  McConnell (another member) thinks this is the best deal they’ll get—McConnell and his buddies break off to get this offer

c. Hunt threatens to sue, then McC brings suit.  Directed verdict for McC

d. Appellate Ct to affirm the directed verdict

e. If there were no special provisions in the Art of Org, this would probably be a stolen Business Op (this was directly stolen) and a breach of DoL.  BUT there is a provision that you can compete in any other business venture, including any venture that competes with the LLC

f. Hunt counters that this doesn’t apply—

i. TEXT—

1. the word “other” means some other bus venture, but this is the same business venture

2. Ct rejects this interp—there is no way you could have an other bus venture that was competing then

ii. EXTRINSIC EV—

1. Ct rejects—uses plain meaning unless it produces some absurd result.  This language is clear, no absurd result

g. Tortious Interference with Prospective Business Relationship

i. Ct doesn’t entertain this—the reqs of Tort interf are not met…

h. Counterclaim (McM v. Hunt)

i. for Hunt not giving info of offer

ii. McM only gets $1, b/c no damages, but Ct clearly doesn’t count all this litigation

e. Dissolution
i. When we have disassociation, the member’s interest is purchased by LLC

ii. Dissolution—you wind up the whole LLC

iii. New Horizons 

1. Kickapoo Valley Freight LLC—Haack is a rep of this LLC.  H gets a gas card from New Horizons—we aren’t totally sure that she got this individually or for the LLC.  LLC goes out of business, owes New Horizons ~$1K.  NH sues to get $$

2. LLC ends, H never dissolves, truck goes to bank to satisfy lien, but other assets go to H, and she never pays debt

3. T. Ct. treats the LLC as a partnership

a. says she was using the entity to avoid liability

i. BUT this is the point!

b. partnership for tax

i. not strong

4. Appeal

a. she didn’t go thru dissolution procedures or notify creditors

b. Under proper procedures, the creditors would have been paid before equity owners

c. Ct gives NH the whole sum

d. basically punishment for keeping bad records

3. Corporate Debt
a. Generally
· debt is a fixed claim

· if you buy equity in google and company worth a lot, you get rich, but not so in equity, you just get your investment plus interest

· loan sources of debt

· borrow $$ from banks

· loan agmt (K)

· bank can exercise some control in it’s K (recall Cargill—you exercise too much control and you become principal)

· also borrow from institutions

· Corp can issue debt

· Cf with bank debt

· Bank debt is secured generally—if you don’t repay the loan, bank takes the factory or something to satisfy part of debt

· Debt that is issued by corp is widely held, so usually unsecured

· useful to be able to renegotiate the terms of the loan

· you can renegotiate with the bank if you want to sell the factory, but with widely held debt it’s harder to renegotiate, so that’s why

· You cant give some debt preference

· senior or subordinated debt

· Vocab

· bonds

· used broadly for bonds, debentures and notes

· in narrow sense refers to long term secured debt

· debentures

· long term unsecured debt

· notes

· short term debt, usually secured

· Indentures

· K that establishes terms of bonds and debentures

· Covenants

· specific obligations of debtor—control that debt holders have to hold issuer to their promises

· Callable

· if you break a covenant, a bond may be callable

· principal + interest

· sometimes loan is callable at will of issuer

· sometimes callable at will of DH if a covenant is brokend

· Typical/Extreme Provisions

· extreme: 

· can’t change nature of business

· can’t chance BoD

· typical

· limit dividends

· limit new debt—must be subordinated to this debt, or can’t issue new debt at all

· Tend to be standardized

· want to take advantage of community of understanding and shared meaning (yo boilerplate)

· Trustee

· enforces the terms of the indenture—i.e. he sues if there’s a break

· problem: trustees generally selected by issuer—

· if you sue you might get less business from this and other issuers.

· BUT maybe they have to worry about their own reputation, issuer wants to be able to see these for high amount, wants reputable trustee

· Supplemental Indentures

· need approval, unless increases rights or is just technical.  If increase and decrease then you need BH approval

· expensive to renegotiate

i. If an issuer changes in a substantial way, from merger, etc, what are BH rights—corp wants to retain flexibility

b. Debtor’s Sale of Substantially All Its Assets
i. Sharon Steele

1. Ct found that BHs could call their bonds.  successor obliger clause allowed another corp in a merger to assume the debt, but the bonds were callable if the corp liquidated.

2. The transaction was a 3-way merger—basically a liquidation.  Ct reads this as a liquidation.  So BHs can call their bonds

c. Incurrence of Additional Debt

i. Met Life Insurance v. RJR Nabisco

1. Nabisco gets new debt to finance its LBO, but the new debt is not subordinated to the old debt.  This is bad for existing BHs b/c they get more uncertainty, but don’t get the high interest rate that goes along with that.  

2. The Ct won’t read into a BH Agmt an implied provision that Corp can’t issue new debt.  

3. This was anticipated by MetLife, so can’t be implied.  MetLife just couldn’t get this provision in the Ks b/c was not standard (would make the bonds less liquid), and management would not have agreed to it(both point to it not being implied.

4. No breach of IWGFFD b/c all parties are very sophisticated

5. Cts dicta—test is whether fruits of BH bargain are spoiled, but this is not helpful b/c the fruits have changed.  Ct is just leaving itself freedom to find an implied covenant in another circumstance.  
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II. Agency

a. Authority?

i. Actual

1. manifestations by P to A such that A will reasonably believe that such authority actually exists

2. explicit

3. implied

ii. Apparent

1. manifestations by P to T such that T reasonably believes that the A has actual authority

2. explicit

3. implied

4. e.g. Lind—explicit apparent authority (go talk to our human resources guy) and implied authority (holding that guy out with that title)

iii. Inherent 

iv. Check also for

1. estoppel

2. ratification

a. (A acted w/o any authority, no grounds for estoppel, P not bound unless he ratifies)

b. Valid affirmation

i. express or implied

ii. P must know or have reason to know all material facts

c. To which law will give effect

i. denied legal effect if necessary to protect the rights of innocent third party

d. Acquiescence

i. creates actual authority for future events

b. Is P liable for A’s torts?

i. Is A an agent of P?

1. Is A a servant of P?

a. (see § 220(1)—general rule, and § 20(2) for specific tests)

b. If yes, was the tort committed within the scope of A’s employment?

i. (See § 228 for gen rule, § 229(2) for tests)

ii. If yes, P is liable for A’s tort.

iii. If no, does the situation fall into an exception?

1. See Rest § 219(2)

2. If Yes, P is liable for A’s tort

3. If No, P is not liable in agency for A’s tort

2. Is A an independent Contractor

a. If no, does this fall into an exception

b. If yes—vicarious liability, in no, no V.L.

III. Scope of Employment

a. Was conduct of the same general nature as, or incident to, that which the servant was employed to perform?

b. Was the conduct substantially removed from time and space limits of job?

c. Was conduct motivated at least in part by purpose to serve the master?  Or, was this action foreseeable by the principal?

IV. Does partnership exist?

a. Do parties share in profits?

i. Gains and Losses

1. presumption of partnership arises with shared profits, but may be overcome by looking at totality of circumstances.  

b. Do parties share control

i. Type and magnitude (i.e. the BIG decisions)

V. Partnership Dissolution—Is dissolution wrongful or rightful?

a. Is this a term partnership 

i. Default is at will, but a term may be implied in the K.

1. e.g. is it contemplated that a debt will be repaid out of profits (Owen—yes; Page—no; Disotell—yes, but Ct found it at will)

ii. If yes, if the dissolution before the term?

1. If yes, then it is wrongful dissolution.

2. If termination happens at term, it’s rightful.

b. Is this an at will partnership?

i. If yes, has the dissolving partner breached and fiduciary duties in dissolving?

1. If no, termination is rightful.

c. Will the Ct order dissolution of the partnership?

i. Have a party’s acts affected prejudicially the business, such that it is not reasonably practicable to carry on the business in partnership?

1. note: causing $$ losses is not misconduct, nor is misconduct that results from other partner’s misconduct

2. If yes, Ct may order dissolution.

d. Has the majority of partners deprived a partner from participation of control?

i. Partners are entitled to share in control during dissolution.  This means at least that they must have access to information and must be consulted and allowed to vote.

1. This can be altered by agreement.

ii. If so, it violates the partnership agreement (what about the freeze out?)

VI. The winding up process

a. Dissolution is not immediate—partnership continues for purpose of winding up.

b. In some cases (e.g. partner dies causing dissolution), winding up conducted by remaining partners.  

c. If partners can’t decide how to divide assets, the Ct will intervene, typically by ordering a sale—appoint receiver, decide the method of dissolution (auction, buyout, broker)

d. In auction

i. partners may bid for assets—as whole or piecemeal (depends on how Ct ordered).

ii. Partners may bid with paper dollars

iii. Partners owe other partners a fiduciary duty not to take advantage of their lack of liquidity

e. Continuation after Dissolution

i. Creates a new partnership

ii. departing partner gets a check (for their equity in the partnership)

iii. departing partner not released from liability when he leaves 

iv. The new (replacement) partners are liable for old debt, but not beyond the partnership’s money

v. Under UPA, the good will of a company does not go to the wrongful dissolver, but under RUPA, a wrongful dissolver may get part of it

VII. Who does partnership pay off first?

a. debts of non-partner creditors

b. salaries

c. debts to partners

d. profits to partners

VIII. Corporate veil piercing—the Sea-Land Services standard (Ill)

a. To piece the corp veil, a ct must find

i. a unity of interest and ownership, determined by looking at 4 factors:

1. the lack of corporate formalities

2. the commingling of funds and assets

3. under-capitalization, and

4. the use by one corporation of assets of another

ii. AND, a situation where failing to pierce corp veil would either

1. sanction fraud, or

2. promote injustice

IX. Alter Ego theory (Roman Catholic Archbishop of SF)

a.  Has Π made it appear that 

i. the corp is influenced and governed by the alter ego, AND

ii. there is such a unity of interests and ownership that the individuality or separateness or such person and corp has ceased, AND

iii. adherence to the fiction of the separate existence of the corp would, under the facts, sanction a fraud or promote injustice.  

X. Derivative Suit

a. Is Π a fair and adequate representative?

i. Was Π a SH at time of alleged wrongdoing and at time of suit?

ii. Has Π posted bond (if required)?

iii. Has Π made a demand on Bd (if required)?

b. Is it direct or derivative?

i. Is it aimed at making the corp procure a judgment in its own favor? (Is the injury to the Π in particular or the corp as a whole?)

1. If direct, SH suit is allowed.

c. If derivative, is demand universal?

i. Universal Demand Rule (MBCA § 7.42)

1. If universal, did appropriate demand review institution find suit not in corp’s interest?

a. If yes, dismiss suit unless institution’s decision not in good faith or based on reasonably investigation

b. If no, SH suit allowed

ii. If demand is not universal (DE/NY), is demand futile, and thus excused?

iii. Demand futile in NY if Π pleads w/ particularity that:

1. Bd is interested (self-interested or controlled)

2. Bd unreasonably failed to inform itself, OR

3. decision couldn’t be product of sound business judgment

iv. Demand futile in Del if Π show reasonable doubt as to

1. Maj of Bd is disinterested 

2. Maj of Bd is independent

3. Decision not so irrational to be beyond bounds of business judgment

v. If demand is excused, Did Corp make an SLC?

1. In NY (Auerbacher), SLC gets BJR if:

a. SLC was disinterested and independent

b. SLC followed adequate procedures:

i. good faith

ii. not pro forma

iii. completeness of investigation

2. In Del (Zapata), Ct examines:

a. Whether SLC 

i. is independent and acted in good faith

ii. had adequate bases supporting its judgment (investigation procedure)

b. Whether SLC’s judgment aligns with the Ct’s own business judgment.  

vi. If demand is excused, suit proceeds on the merits

vii. If demand is not excused, was demand made?

1. If no, suit dismissed/stayed until demand is made

2. If demand made, was it refused

a. If no, Bd takes control of suit

b. If yes, was the Bd’s refusal wrongful?  

i. Ct reviews under BJR.

ii. If refusal was wrongful, suit proceeds on merits

iii. If refusal not wrongful, suit dismissed

XI. BJR and DoC

a. Is there fraud

i. If yes, BJR rebutted.

ii. If no, is there a conflict of interest?

1. If yes, this is a DoL violation—rebuts the BJR

2. If no, is there illegality, no decision, an egregious decision, an uninformed decision or waste?

a. If no, BJR applies

b. If yes, BJR is rebutted.  

b. If BJR is rebutted: “Did Δ violate the DoC?  (Did directors (i) have actual or constructive notice that an officer is acting inappropriately; (ii) have notice that there is a CoI; or (iii) fail to monitor or institute a compliance program?)

i. If no, Δ wins

ii. If yes, calculate damages using the “entire fairness” standard (Cinerama)

XII. Is it a Security

a. Is this stock? 

i. Is it called “stock”, do SH get dividends, is it negotiable, do SH have voting rights, does it have capacity to appreciate? 

1. If yes, then this is a security! 

2. If no, check if it is an investment K. 

b. Is this an investment K? 

i. Is this a K, transaction or scheme whereby a person invests his money in a common enterprise and is led to expect profits solely from the efforts of the promoter or 3d party?  

1. common enterprise 

a. horizontal commonality 

i. a relationship among the investors. 

ii. look for pooling contributions and pro rata distribution of dividends  

iii. This always satisfies com. ent. req. 

b. vertical commonality 

i. is there a relationship between the investors and the promoter such that their fortunes are linked 

ii. sometimes satisfies com. ent. req. 

2. solely from the efforts of others 

a. relaxed to mean absence of meaningful control 

b. Fact-intensive inquiry

XIII. Securities Act

a. Is it a security

i. stock? 

ii. Investment K

1. If no, then these statutes don’t apply

b. Is the security exempt from registration?

i. Is it a private offering (Doran test--# of o’ees and connection to o’or (sophistication and availability of relevant info)

ii. Is it under a Regulation D safe harbor (value of offering and # of o’ees)

1. If exempt, §§ 11 & 12 don’t apply

c. If §11-12 apply, and you have a registration defect, did you conduct due diligence?

i. For issuer, strict liability

ii. For experts on expert info, or non-experts on non-expert statement:

1. did you do reasonable investigation, have reasonable grounds to believe and did in fact believe that statement was true

iii. For experts on non-expert—no liability; for non-experts on expert statement, no liability unless a red flag

XIV. R. 10b-5

a. jdxnal nexus (US mail or IC)

b. transactional nexus

i. in connection with sale (non-sales do not count)

ii. liability for issuer, even if he’s not the one making the purchase, if fraud is on the statement

c. materiality

i. would reasonable investor thing this statement is relevant (not typical uninformed investor)

ii. Look to probability and magnitude of effect

d. reliance

i. fraud on the market theory assumes reliance, but rebuttable presumption if you can show that the statement was corrected, that Π would have sold anyway, or that it did not in fact change market price

e. causation

i. transaction causation—transaction wouldn’t have happened w/o misrepresentation (like reliance)—presumed

ii. loss causation—loss wouldn’t have occurred w/o misrep

f. scienter

i. intent to defraud or recklessness as to truth (e.g. know of misstatements but don’t correct)

XV. Insider Trading (Checklist)

a. R. 10b-5: Traditional theory

i. statutory insiders (Exchange act § 16—Directors, Officers, 10% SH)

ii. temporary insider (Dirks FN 14)

iii. Derivative liability (tipping)

b. R. 10b-5: Misappropriation Theory

i. DoC to the source of info if you are a fiduciary

ii. R. 10b5-2 (if not fiduciary may still have duty of confidentiality)

c. R. 14e-3: Special rule for T.O.s (duty even if not an insider)

d. Mail and Wire fraud

XVI. Insider Trading Flowchart—Traditional theory

a. Does Δ possess material non-public information

i. No(no liability

ii. Yes(Is D a statutory insider or a temporary insider?

1. Yes(Did Δ trade (recklessly or intentionally) w/o disclosing (TGS)?

a. Yes(Liability under 10b-5

b. No(Did T tip others?

i. No(no liability under traditional theory

ii. Yes(maybe, see tippee section below

iii. Not insider( Is D a tippee (derivative liability)?

1. No(No liability under traditional theory

2. Yes(Did insider tipper others for personal benefit?

a. No(No liability for tipper or tippee under this theory

b. Yes(Did tippee know or should he have reasonably known of tipper’s breach?

i. No(Tipper is liable under 10b-5, but tippee is not under this theory

ii. Yes(both tipper and tippee are liable under 10b-5

b. Insider trading flowchart—Misappropriation Theory

c. Is Δ in possession of material non-public info?

i. No(no liability

ii. Yes(Does Δ owe a fiduciary duty of confidentiality to possessor of info, and is the information within the scope of this fiduciary duty?

1. No(no liability under misappropriation theory, unless Δ received tip from someone who had such a fid. duty (see 10b5-2)

2. Yes( Did Δ tip others?

a. No(no liability under misapprop theory

b. Yes(did insider tip others for personal benefit, without disclosing?

i. No (didn’t tip of did disclose)(no liability under misapprop theory

ii. Yes(did tippee know or should he have reasonably known of tipper’s breach?

1. No(tipper liable under 10b-5, tippee is not

2. Yes(both tipper and tippee are liable

XVII. Freeze-Out Entire Fairness Test (Weinberger)

a. If there is SH approval by a majority of the minority SHs, with full disclosure, then the BoP is on the Π to show unfairness 

b. If there is no approval, and Π shows some evidence of fraud, misconduct or misrepresentation, then BoP is on Δ

c. If Δ makes a Special Committee, then the standard is still entire fairness, but BoP shifts back to Π

d. entire fairness

i. fair price

1. Del Cts look at all factors

2. Excludes (1) increased value as a result of the buy out, and (2) control premiums

ii. fair dealing

1. any unfairness, lack of disclosure, CoI 

e. NOTE: in MA there is a Business Purpose Test as well

XVIII. Revlon

a. active bidding process where the company is putting itself up for sale

b. Co., in response to hostile bid, abandons long-term strategy and looks for friendly company that will break the corp up.

i. SIG: Look for change in control (SH losing control rights while corp goes private(QVC says Revlon duties apply)

XIX. Poison Pills Unocal Standard

a. Bd has burden of proving that they acted 

i. on good faith belief of a threat to corp

1. NOTE: Bd independence enhances proof

ii. investigation supports that belief

iii. proportionality







