CORPORATIONS
I.  INTRODUCTION

· Dartmouth College v. Woodward- A States Power to Amend A Corporation’s Charter
· The Supreme Court held that New Hampshire’s legislature violated the Constitution’s contract impairment clause when it sought to take control of Dartmouth College by amending it charter to change the name of the college, increase the number of trustees, and create a board of overseers appointed by the legislation.  The amendment, the Court held, breached the vested rights arising under a contract between New Hampshire and Dartmouth College.

· A corporation is created by a founder and the founder must apply to the state.  Thus there is a contractual arrangement between the corporation and the state.

· The Constitution protects private parties.  Thus, if the corporation is a private entity, a legislature cannot alter its charter.

· States got around this ruling by including in their corporations law that they can change or alter a corporations charter

· When there is a public entity, a legislator can regulate.
· The corporation here is a private because they solicited and obtained private funds.  The purpose of the corp is private.  Further, there was a contract between the state and the corporation, thus, the corporation remains private.

· The purpose of a corporation is to have a perpetual succession of individuals capable of acting for the promotion of the particular object.

· A corporation is an artificial person; it is created by the state.  It is a fictional entity.  It is created through a grant of power through the state to the corporators

· BERLE AND MEANS-Corporations are run for themselves and not for the public good.  Public/Private
· The directors own the property according to them and they run the corporation.  The shareholders appoint the directors.  The shareholders own the corporation, but the directors control the corporation

· The directors own the property according to them and they run the corporation.  The shareholders appoint the directors.  The shareholders own the corporation, but the directors control the corporation

· Contract Theory- Now there is a contract between shareholders and directors, not between the founders and the government.  A director must use the corporation to benefit the shareholder.
· The Court in Dartmouth says that corporations are private property.  They are an artificial entity that is created by the state.

· In contrast, Berle and Means say that corporations are a public entity.  Thus, the government needs to regulate them and the corporations need to look out for the public good.

· In the 1930’s corporations became public with a lot of power and this led to the New Deal legislation

· Today, corporations are seen contractually and as private property.  Contracts protect the members.  This looks like individuals interacting who need to protection of the state

· Hierarchical Order of which law prevails

· Law: The Constitution → the states statutes apply to the corporation → then the charter (constitution of the corp) → then the bylaws (law of the corporations)

· Hierarchical Internal Structure

· The shareholders (owners) → directors → officers

· Today, however, everyone is equal because corporations are seen as contracts

· Real Entity Theory- the Corporation is a specific entity.  The corporation is like a person.  It is an entity separate from its members and it is different from a contractual arrangement.  This is B+M’s theory

II. THE ROLE AND PURPOSE OF CORPORATIONS

IIA.  GENERAL

· Dodge v. Ford- Board of Directors has discretion to decide to pay dividends, but they cannot abuse their discretion.
· Ford decided to discontinue paying a special $10 million dividend, in order to finance a new smelting plant.  Minority shareholders claimed the decision was inconsistent with the fundamental purpose of the business corporation, which was to maximize the return to shareholders.
· The Court held that the directors alone have the power to determine the dividends; however, they cannot refuse to declare when there is a surplus of profits.
· This case says that the corporation (directors) acts to benefit the shareholders.  The directors have to look to stockholder’s interests and they have to try to benefit the shareholders
· This case helps out the shareholders.  Thus, it looks like the contract theory of corporations.
· Dividend
· It is a return on an investment that is received after a profit.  It is something that shareholders expect to receive if the corporation makes a profit
· Shareholders, however, would rather have the dividends in hand rather than have a higher stock price because the stock price may fluctuate and may not be as profitable as a dividend
· A.P. Smith v. Barlow- A corporate charter may be altered if it is in the advancement of the public interest
· A.P. Smith wanted to give money to Princeton University; however, the stockholders didn’t want to give them the money.  The President of A.P. said the donation is good for public relations and also for helping education and capitalism.
· The common law rule only looked to the benefit of the corporation.  Thus, the corporation could not disburse any corporate funds for charity because it would not benefit the corporation
· Now, corporations are huge and need to help out society.  Helping out society, however, still promotes corporate objectives
· Wealth has been transferred to corps and they have the modern obligation of good citizenship
· The stockholders argued that the certificate of the corporation does not expressly authorize the contribution
· The Court held that a charter may be altered even though they affect contractual rights between the corporation and its stockholders if it is in the advancement of a public purpose
· Contract Theory- This case looks to the internal structure of the corporation.  This is between the shareholders and the directors.  It is different than Dartmouth which was a case between the corp and the state
· This is a switch from Dodge.  Here, the Court doesn’t look to the benefit of the shareholders, but, rather it looks to the benefit of the corporation
· Schlensky v. Wrigley- Director’s are given a lot of discretion in making corporate decisions as long as they benefit the corporation.
· When a baseball park owner refuses to install lights or play night games over concerns about deteriorating the neighborhood, a minority shareholders sues arguing that every other baseball team plays at night, which maximizes attendance and revenue and as a result, the Cubs were losing money.  As a result, the directors and Wrigley did not do what was best for the corporation.
· The Court held that when there is a conflict between the responsible directors of a corporation and a minority of stockholders, there is a presumption that the directors know best.  Also, the directors’ decisions are final unless there is fraud
· The directors decide the corporate activities as long as it benefits the corporation.  They are given much discretion in making decisions.
· ALI LAWS
· The directors’ decisions must enhance the corporate profit and shareholder gain
· However, even if corporate profit and shareholder gain are not enhanced, there are other considerations to take into account, like ethical, humanitarian, and educational considerations.
IIB.  WHO COUNTS WITHIN THE CORPORATION

· Shareholders count inside the corporation because they are owed a fiduciary duty.  Workers and creditors do not count inside the corporation and thus are not owed a fiduciary duty
· Law→Give managers and shareholders better incentives.  The law should be structured to achieve this end.  
· This gives the corporation an incentive to maximize profits because they a duty to their shareholders.  Thus, if they are not making a profit, then they should move in order to do so, although this would hurt their workers
· HOW A CORPORATION OBTAINS ITS CAPITAL
Whether capital corporation gets is through stocks or bonds (both certificates), rights are different: 
(1) INCOME→fixed income

(2) CONTROL→magnitude of duties

(3) LIQUIDATION→place in insolvency or litigation

(4) RISK→risk willing to take 

· The Common Stock (Equity) - The basic way to raise money.  Shareholders own the corporation and have a property interest in the corporation.  Therefore, those who run the corporation run it for the shareholders and the directors have a fiduciary duty towards the shareholders. 

· Shareholders have the right to vote to elect the directors.
· They have no fixed income.  They invest in the corporation and they receive a portion of how well the corporation does.  They cannot expect anything.  Their share value may go up or they may receive dividends as decided by the board.  
· They are the residual claimant during liquidation.  Once the corporation pays its liabilities to all, what is left, the assets, goes to the shareholders.  The shareholders are the last ones to receive what is left of the assets after the liabilities are paid off.

· They take more risk here.  They do not know how much assets the corporation will make. Buy stock and whatever happens happens.  
· The entire corporate law is based on the fiduciary duties between the directors and shareholders.

· The number of shares that are going to be issued are authorized in the articles of the incorporation.  If the directors want more shares, they have to go to the shareholders to ask permission to make a change.

· In order to change the articles of incorporation, the shareholders must accede to the changes.

· Bonds- Debt (Creditors)-  The corporation can borrow money –debt financing.  Corporate securities are usually fixed by contract and can be issued to shareholders.  Unlike equity, debt obligates the corporation to repay its lenders the debt principal, along with interest.  They have a contractual relationship with the corporation that delineates how much interest will be payed and what will happen if interest cannot be paid, i.e. the principle will be immediately payable.   
· They have no vote, but they have fixed income.  The contract will specify the date with which the principle will be paid and has a fixed interest rate.  Here, someone gives money and all they want back is the interest rate return on their money.

· This is a very small risk because their income is promised.  If the corporation makes more profit, interest or principle will not increase so corporation will not be encouraged by bondholders to take risks.  
· If the corp cannot pay off the debt, then they are in default.  So, if the corp cannot pay the interest rate, they principle will become immediately payable.

· Secured Debt- When a company goes bankrupt, the debt that is secured will be paid off, in contrast to unsecured debt.  Assets will be sold to satisfy debtors claim.  The residual payment will be the common stock.  
· Here, there is no fiduciary duty between the creditors and the directors.

· There may be a conflict of interest between the shareholders and the creditors.  This is because shareholders may want the corporation to take more risk to maximize the value of the stock and distribute dividends.  The creditors want the corporation to be more conservative because they do not want the corporation to lose a significant amount of money because they will not receive their fixed income.
· Assets-Liability= Equity.  Once assets are used to pay liabilities, everything else goes to shareholders.  If there is not enough to pay debt→bankruptcy.  
· Preferred Stock- is classified in the articles of incorporation.  If it isn’t in the articles of incorporation, then the directors have to go to the shareholders and ask them to approve the start of preferred stock.→Shareholder→Preferred Stock→Bondholders
· It is a contractual relationship; both stock and contract. 
· Many times they are paid before the common stockholders. 

· Sometimes, they get a fixed amount of money each year.

· They also have preference in liquidation.  Thus, they get assets after debt, secured debt, unsecured debt, but before common stock.
· Preferred Stock is redeemable.  
· Their voting rights may be different than common stock.  Sometimes they have no voting rights.  They may only have voting rights on something that affects their interest and thus less than common stock.  
· If the articles don’t mention their voting rights, then they have the same voting rights as a common shareholder.

· The Workers- the corporation owes no fiduciary duties to the workers

· Steinway v. Steinway and Sons- Director’s can make decisions that are incidental to its purpose.  Thus, the corporation can benefit the community even if it wastes their assets.  Exception to Rule: Corporations have duties to workers.  It is a product of its environment of the Progressive Era.
· The plaintiff alleges that the corporation holds unnecessary real estate and has expended too much money in developing property which had no relation to the object of the corporation.  He also says that they are not maximizing profit.  He says that they are wasting their profits.  Since the shareholders own the property, the directors cannot waste the assets of the corporation.

· The Court held that although a corp must keep within the prescription of its charter, it can, however, make transactions that are incidental to its purpose

· Here, again we see that the corporation’s duty is to give back to society, and since they are giving back to the community, this is allowed

· Even though there are no fiduciary duties to the workers, the directors should take into account the workers for business and moral reasons.

· Ct. deviates from precedent→Field of corporate law is expanding and what Steinway is doing is within corporate powers.  A lot of moral undertone to position to support workers and educate them.   The Ct. encourages this by linking it to benefits to the corporation.  
· Simons v. Coggins- A director does not owe a fiduciary duty to a creditor of a debenture holder.  A director only owes a fiduciary duty to a shareholder or a person who owns the corporation as a property.  The law must protect a shareholder b/c there is no K.  The contract protects a bondholder.
· The plaintiff filed suit saying that Knowl and Cogan, who was the majority shareholder, breach their fiduciary duty to debenture holders because they couldn’t convert them to stock (they wanted to remain shareholders).  This occurred when they merged with Hansac and eliminated the right of Knoll’s convertible debenture holders to convert their debentures into shares.  The plaintiff is a creditor and argues that the directors did not look out for his best interests.
· A debenture is merely a bond that has the opportunity to convert into a stock in the future.  A debenture is a debt that may turn into stock.  This lets the bond holders take control of their risk.  If the corporation is doing well, then they can convert their bonds into stocks and make more money

· The Court says that because debenture holders are not shareholders at the present time, the director’s do not owe them fiduciary duties.  They do not have the right to vote and they have a fixed income with little risk.

· Here, the shareholders own the corporation, it is their property.  Creditors do not own the corporation, the merely have a contractual relationship with the corporation
· Bond=Contract.  The contract protects the bondholders right. 
· Shareholder=Property.  Law protects the property rights.  With a property right, you can vote.  
· Thus, because there were no fiduciary duties, they cannot sue the corporation on the basis that they made a decision which did not benefit the corporation
· Vulnerability=Ct. focuses on which party can protect himself.  

Bondholders can stipulate provisions in contract, therefore, they have the ability to protect themselves.  They can sue for breach of contract.  Shareholders don’t have a contract.  They invest their property, and they need to be protected by a fiduciary duty and by the court.  Directors are exempted as both parties are vulnerable to director decisions.  
· Jedwab v. MGM Grand Hotels- Fiduciary duties are owed to common stockholders and preferred stockholders who have similar rights to the common stockholders.  Unless there is a stipulation otherwise, they have the same duties. Preferred stockholders have to protect themselves by including express provisions as they cannot count on directors to protect their interests.  Distinction b/w preffered stock and common stock originates with the law.  Preferred is treated as agreement or contract interest whereas common stock or shareholders are about power and need to be protected by fiduciary duties.  

· The plaintiff in the case is a preferred stock holder in MGM Grand and is suing the corporation and Kerkorian over the merger that took place between MGM and Bally.  When the two companies merged, all classes of MGM’s stock were treated the same and will be subsequently converted into the right to receive case.  The plaintiff asserts that MGM breached its fiduciary duty to its preferred stock holders because it unfairly favored one class of stock over the other and that they should’ve approved the merger only if it apportioned money fairly among classes of the company’s stock.
· The majority preferred stockholders are challenging the directors representation of common stockholders.
· Preferred and Common stock (horizontal conflict b/w different investors).  
· Preferred stock has two characteristics: (1) Contractual rights- no fiduciary duty (preferences in charter are more similar to the rights of bondholders (2) Common stockholders rights (property rights)- fiduciary duty.
· The Court says that MGM does owe its preferred stock holders a fiduciary duty.  At common law all shares of stock were equal
· Today, although the preferred stock holders have a contractual agreement with the company, they also possess the same rights and preferences that the common stock holders have with the corporation 
· The corporation does not owe a fiduciary duty to the contractual rights in the articles, only the rights that they give both the common stockholders and the preferred stockholders
· The directors have the right to interpret the scope of their fiduciary duty and to whom they owe a fiduciary duty to.
· Thus, again, fiduciary duties are only owed to common stock holders and to preferred stockholders who have similar rights as common stock holders
· If a preferred stock holder had a contract not allowing them to vote, then the directors may not owe them a fiduciary duty because the preferred stock holders do not have much in common with the common stock holders
· **So, look to see what the preferred stock holders have in common with the common stockholders and what is not in their contract to see what fiduciary duties the directors owe to the preferred stockholders.
· Also look to see what is included in the contract and charter between the corp and the preferred stock holders.  When a duty is defined in the contract, the directors do not have a fiduciary duty to that thing in the contact.
· Fiduciary Duty→Derives from relationship of power.  Shareholders give directors power over shareholders property and profit, and so we expect directors to put their interest over the interest over directors.  One party is asked to sacrifice its interest for the benefit of another.
· In your contractual characteristics, the directors don’t owe you anything more than stipulated in K.  Court is telling preferred stock not to have ambiguous contracts and have express provisions as to every aspect of the holding.  Preferred stock should protect themselves. 
· Proposed Solution: Different classes of investors→We could treat fiduciary duty to all stakeholders equally.  The director duty should take into account the corporation with regards to all interests. 
· DIFFERENCE BETWEEN STOCKHOLDERS AND BONDHOLDERS
· Stockholder
· Shares of stocks today are held in depositories under the broker’s name.  People, who own the stock, rarely have the certificate of stock in their possession.

· If a person wants to sell their shares of stock, they have to call their broker who then transfers the certificate to someone else.  The depositories then trade the certificates.  This is all done fastly.

· Stock value is based on what the market expects to get for the investment over the years, so there needs to be quick transactions in order to maintain the pricing mechanisms.

· A person who owns stock really owns the possibility of making a profit.  In order to get what you own, you have to sell what you own.  One owns the expectancy of making a profit: risk.

· Bondholder
· A person who is a creditor and who owns bonds do not own the corporation.  When one buys a bond they also get a certificate.

· The creditors own the interest in the principle.

· When the creditors sell their bond, they may not make the principle if the risk is high and if the interest rates go up.

· Bondholders protect themselves through a contract.  When they make a contract they must protect themselves, the law does not protect them.

· This is because the bondholders have the ability to protect themselves.  It creates a society of self-protection.

· The law protects the shareholders because the shareholders do not have a contractual relationship with the corporation and thus they are vulnerable.  The Court protects the shareholders because they own the corporation.
· The fact that bondholders have convertible debentures does not mean that there is a fiduciary duty. 
· Shareholder Valuism: The New “Business Ethic”

· 1900’s Focus on Business→making sufficient profit to grow and provide reasonable return on capital sufficient to allow them to maintain in office
· Managerialism→Power: Corporations run by managers (core of theory) without interference by stockholders, except.:
· Stockholders requirement by statute to: vote for election of directors, amendments to certificates of incorporation, mergers, sales of substantially all of corp. assets, dissolution.
· 1980’s→Takeover Decade

Shift to raiders who reached over heads of managers by making hostile bids for 
corporations and appealing to stockholders by asking stockholders to sell them their 
shares for a substantial premium over fair market value b/c they believe that they can run 


The corporation better.  The shareholders will sell signaling to managers that they must 


Increase short-term price as much as possible. 
· First wave of takeovers→Shift from normative managerialism to new norm shareholder valuism (purpose of corporation was to achieve highest stock prices for stockholders)
· Contributing Factors To Shareholder Valuism

• Increase in institutional investors (mutuals, pension, banks) wanted to maximize 
stock prices and compelled managers to achieve their goals. Mutual funds can tell 
managers to run the company in a better way but they also owe a fiduciary duty to 
individuals who are investing; pushing for more profit.  They also have to be accountable.
• Shift in BOD→employees within company to outsiders.

• 1993 Tax Law→Executive salaries over 1 million could not be deducted as business expense→stock option replaced the this to increase salary exacerbating strong interest in stock prices.   The more profit→the better their options. 

• Tech and Internet Boom→Public offerings skyrocketed. 

• Day traders gambling on short-term stock prices.


• Reagan era ethic→get rich quick→obsession with stock prices. 
· Effect of Shareholder Valuism
Interest of Shareholders and Short-term profit maximization
Drive managers to focus solely on stock prices in short-term with adverse consequences for long-term business health by leading them to underinvest in worker training, research and development, and steady, sustainable growth.  
· Assessment of Stock Prices→How does an investor view the company?

Short term earnings of the company influence the value of stock as well as performance on market (in relation to entire market; when market goes up or down does stock go up or down).

· Regime of Self-protection vs. Regime of trust: Self-protection tells investors and workers to protect themselves vs. workers and investors being able to trust that they will be protected. 
IIC. THE ROLE OF THE CORPORATION IN PUBLIC LIFE

· Poletown v. Detroit- Even though the condemnation of land for GM helped out the private corporation and thus received an incidental benefit,, it met a public need and served the essential public purpose of preventing conditions of employment and fiscal distress  and thus is a valid condemnation.
· The Detroit Economic Development Corporation acquired through condemnation a large tract of land to be given to GM.  The plaintiffs in the case argue that the condemnation was conveyed for a private purpose, rather than a public one.  The defendants argue that there was a public purpose set forth by the condemnation.  Here, the controlling public purpose for taking the land was to alleviate the poor economic conditions and to try and create more jobs and revitalizing economy in Detroit and there was no other adequate site for project.  
· The Court views the corporation as a private entity, however, it is being assigned a public role because the city cannot do it themselves.
· The government is subsidizing the corporation through buying the tract of land from homeowners and providing it to GM to satisfy a public purpose.  
· A private corporation is receiving a government subsidy to effectuate a public purpose. 
· A condemnation for a public purpose cannot be forbidden whatever the incidental private gain.
· The public benefit must be clear and significant and a legitimate object of the legislature (great deference given to legislative determination of public purpose) 
· Ypsilanti v. GM- A corporation, who had received a tax abatement from a city was able to transfer their plant despite receiving this abatement.  Because the city didn’t have an ownership interest in the corporation, the directors owed them no fiduciary duty.  Thus, they should have protected themselves, much like a creditor.
· GM had operated a plant in Willow Run, which made Caprice Sedan’s, for a number of years and employed over 4,000 people.  The town of Ypsilanti granted the defendant tax abatements according to a statute which authorizes municipalities to establish industrial developmental districts to encourage the creation and maintenance of jobs in the state and creation of infrastructure.  The act provides for tax exemptions that meet the requirements of the act.  The town gave GM two tax abatement for new projects in 84 and 88. However, GM later announced that it would be moving to Texas in order to maximize profits, and the town sued because of breach of contract by tax abatement statute, conduct, promissory estoppel, unjust enrichment and misrepresentation.  Due to record losses, it was necessary to move. 
· The Court said that GM made no promise to the town that it would stay in their City.  The Court said that the solicitation of the tax abatement is not a promise; they were merely trying to make representation of job creation in order to fulfill the statutory requirement which all companies will do in soliciting an abatement.  These are acts that companies would normally engage in to introduce and promote an abatement proposal to a municipality→hyperbole or puffery.
· ∆ hope or expectations of future events or statement of opinion are not promises. 
· The city could have anticipated that they would move or shut down.  
· TSUK says that the City should have put in a contract that GM had to stay in the city in order to get the tax abatement (contingency)  
· The corporation has a higher bargaining power.  The City is at the mercy of the corporation.  The corporation could have moved elsewhere to a town where there is no contract.  The court does not protect the vulnerable party.    Corporations will not be held to representations it makes.  
· The city and the workers do not have a property interest in the corporation.
· There is no protection for people who do not have a property interest.  The town needed to self-protect themselves, just like the bondholders, they should have placed a stipulation on the abatement. 
Proposed Solution: Progressive Corporate Law
(1) Allow directors to take into account more interests than just stockholders.  They should change the incentive that the law gives the directors.  The law tells you that all you have to and should do is maximize profit to shareholders, prevents them from taking into account the interests of workers and creditors.  Directors are not necessarily bad guys but have the legal incentive to take certain interests into consideration.

(2) Attack on (1)→This would give tremendous discretion to directors.  Give more power to shareholders to tell directors what they need to do. 

· Business Corporation=Private Institution


• Subject to same laws and regulations that govern individuals.


• Same liberty and privacy interests.


• 1886 S.C. Corp. enjoy same constitutional protection as individuals. 

· John Doe v. Unocol- A corporation in a criminal case can be treated like an individual.  Corporations must comply with international human rights standards.  Corporations can be liable for acts or omissions of its agents on its behalf; conscious avoidance or knowledge of actsf.  They can be fined, sanctioned, charter removed, etc.  This may punish shareholders by attacking assets but they elected the directors.  
· The plaintiffs sued Unocol for aiding and abetting the Myanmar military with forced labor, murder, rape and torture while they were constructing a pipeline to extract and sell the nation’s oil.  
· The plaintiffs rely on the Alien Tort Claims Act under the theory that Unocol was aiding and abetting the military in forcing labor, rape and torture and violations of state law and RICO.  
· ATCA→J for civil action by an alien for a tort committed in violation of law of nations “international relations” that embraces individuals and nations.    
· The Court here is comparing Unocol Corporation to an individual, therefore, since individuals can be liable under the ATCA, so can corporations.
· The Court said that Unocol aided and abetted forced labor, murder and rape.
· They had the requisite actus reus because they gave the military practical assistance
· They also had the requisite mens rea because they had actual and constructive knowledge of the accomplice’s action
· This case pushes towards corporation’s human rights.  We need to look at the corporations and make sure they are complying with international human standards
· HOW TO REGULATE CORPORATIONS
· There are different ways to think about how to regulate corporations

· Market should determine the regulation- let the market respond to what the consumers are asking.  Thus, if the consumers want the corporation to stop polluting, they will stop buying their products.

· The market will push corporations to become more social

· Domestic regulation

· Force corporations who were incorporated in the U.S, to follow regulations

· International regulation

· Force corporations to follow international law.

· Liability regime- litigation regime.  Here, corporations are liable for the things they have done with the knowledge that they are illegal.

· Use litigation to regulate corporation activities (like this case).

· This brings corporate law and international human rights law together
· Two possibilities of imposing liability on a corporation:

· As an individual

· As a state where the corporation’s activities were meshed with the states
III. THE NATURE OF THE CORPORATION
· DIFFERENT FORMS OF DOING BUSINESS

· Two major ways to form a business is a partnership and a corporation.
Partnership
· An aggregation of individuals.  An agreement between individuals coming together to form a partnership.  It is a contractual concept of people coming together to form a business.

· It is a partnership of two or more owners to come together and work for profit.

· The partners should put everything into an agreement, or else these defaults rules will apply.

· A corporation is different because it is not a contractual agreement; rather it is entity that must be filed with the state.

· In a corporation, because the shareholders do not have control of the corporation, they do not have liability.

· A corporation also has centralized management and control.

· Thus, a partnership is a contract and the corporation is an entity that lives forever.

Distinguishing Factors between Corps and Partnerships:

· Tax Issues

· The partnership is taxed as individuals.

· A corporation is taxed differently from the shareholders.  If dividends are taxed, then the shareholders’ shares would be taxed.

· Liability

· In a partnership, all the partners are similarly liable, jointly and as individuals.  They are liable to the obligations of the activities of the enterprise.

· The partners are liable for the things that the partnership does.

· Sometimes, one of the partners does not want to be liable, this is limited partnership (see below).

· In corporations, the shareholders have limited liability.  It is limited to what they initially invested.

· The corporation is a separate entity and is liable for its own wrongdoings.  No one can sue the shareholders for the wrongdoings of the corporation. 

· Management and Control

· In a partnership everyone is active in the management of the partnership because they are liable.

· Any of the partners can represent the partnership, unless the agreement says otherwise.  One partner may act as an agent for the partnership.

· To start a partnership, a contract is not needed, two people just need to come together to form a business.

· However, a contract is almost always needed.

· In a corporation, the management is separate and centralized.

· Existence

· In a partnership there is a contract between the individuals, if one of the individuals leaves, then the partnership dissolves.  The existence of the partnerships depends on the existence of the partners.

· If one of the partners leaves, the other partners may be able to buy their interest.

· In a corporation, if one shareholder sells his shares, the corporation doesn’t dissolve and is perpetual.

· Transferability of their Interest

· In a partnership, one partner cannot impose a different partner on the partnership.

· If there are 10 partners and one of them wants to transfer his interest to someone else, the partner would need to get the consent from the other 9 partners.

· In a corporation, different shareholders come into the corporation and leave the corporation at all times.

· LIMITED PARTNERSHIP

· This occurs if one of the partners does not want to be liable.

· This means, to have one general partner and one limited partner.

· The general partner has the management and control that will be able to bind the partnership and will be liable.

· The limited partner has limited liability.  They have no rights of management and control.  They have less control of the management of the partnership

· If the limited partner obtains too much control of the partnership, they will lose their limited status and will be seen as a general partner.

· The limited partners can, however, vote on some things.

· A limited partner may transfer with no consent his economic interest.

· The limited partnership has to apply to the state.

· A corporation may be the general partner.

· LIMITED LIABILITY COMPANIES

· This created a hybrid between partnerships and corporations.  This would give them the same taxes as partnerships and the same limited liability as corporations. 

· Members’ liabilities are limited like the shareholders of a corporation.  In order to form limited liability companies, they must file with the state, articles of organization.

· LLC have continued existence.

· LLC can be managed by their members. 

· The members bring money into the entity and invest capital.

· The LLC is liable as an entity, and the members are only liable for the capital they initially invested.

IIIA. PROMOTERS AND THE CORPORATE ENTITY- GO OVER THIS
· Promoters perform functions before the corporation is created.  They obtain capital from investors and lenders, acquire operating assets, and make contractual agreements with employees, suppliers, lessors, and customers.  The promoters typically often continue to run the business after the initial set-up.
· An agent owes a duty to disclose to the principle.  Thus, if an agent makes a profit, he needs to disclose this information to the principle who he is acting for.
· HYPO 4- Art bought land for $125,000, then forms a corporation and sells all the shares of its stock to Paula for $200,000.  Art then sells the land to Paula for $200,000.  Art is liable to Paula for his profit of $75,000.  

· This is because Art is a promoter to the corporation here.  The corporation was using Art as a promoter to the corporation and thus he has a fiduciary relationship to the corporation.  Thus, since he sold the land to the corporation he would be liable.

· If Art didn’t have a relationship with the corporation, and was merely a stranger to the corporation, he would not have to disclose his profits
· HYPO 4(b)- Art sells land to Paula for $200,000 and then Paula subsequently forms a corporation and invested the land in the corporation.

· Here, Art isn’t liable because he sold the land to Paula and not to the corporation.

· Art would have promoter liability if he formed a corporation and sold the corporation to Paula.

· If Art forms a corporation, but sells the land to Paula, he wouldn’t be liable
· Southern Gulf v. Camcraft

· The plaintiff, before forming a corporation, entered into a contract to purchase at boat from the defendant.  The plaintiff originally listed that it would be incorporated in Texas; however, it subsequently sent a letter to the defendant telling him that he was incorporated in the Cayman Islands.  The defendant agreed to this and signed an acceptance.  Later, however, the defendant defaulted on its obligations and argued that there was no cause of action because the plaintiff did not adhere to the original terms of the contract and that the plaintiff wasn’t a corporation at the time of the agreement
· De Facto Corporation- if the corporation is not properly incorporated, it will still be seen as a corporation where the organizers in good faith try to incorporate, had the legal right to do so, and acted as if they were a corporation
· Thus, a corporation that wasn’t incorporated at the time will be seen as a corporation at the time the promoter makes a contract.

· Here, the court will impose liability on them
· Corporation by estoppel- If the defendant treated the corporation as if it was incorporated; they are estopped from breaching the contract.

· This treats situations where the corporation was supposed to be incorporated, but wasn’t and thus the court holds the defendants liable
· If we did not have these doctrines, the promoter would be held totally liable.  Here, the corporation is liable
IIIB- THE CORPORATE ENTITY AND LIMITED LIABILITY

· PIERCING THE CORPORATE VEIL
· As a protection against insider abuse, courts sometimes disregard the rule of limited liability and pierce the corporate veil to hold shareholders, directors and officers personally liable for corporate obligations.
· The piercing doctrine seeks to protect outsiders who deal with the corporation.  When a court pierces the corporate veil, it places creditor expectations ahead of insiders’ interests in limited liability.
· Courts pierce the corporate veil only in closely held corporations.  No reported case of piercing has ever involved the shareholders of a publicly traded corporation.
· There are rare situations in which the shareholders are liable even though they are incorporated
· In most cases, incorporation enables its proprietors to escape personal liability.  However, is some instances, courts may disregard the corporate form to prevent fraud
· Whenever anyone uses control of corp to further his own interest, rather than the corporation’s business, he will be liable for the corporation’s act.  Ways in which one can pierce the veil of the corporation:
· Alter Ego (failure to observe corporate formalities- This occurs when the corporate participants fail to observe corporate formalities, such as holding shareholders and directors meetings, issuance of stock, election of directors and officers, and keeping corporate minutes.
· When deciding whether to pierce, courts sometimes refer to the failure to observe formalities on the fact that shareholders have used the corporation as their “alter ego” or “conduit” for their own personal affairs.
· Look for commingling of funds.  Court also justify piercing when shareholders fail to keep corporate and personal assets separate.
· Agency Theory (parent-subsidiary)- A Court must look to see whether the stockholder runs the corporation as if it was his property and conducts his own personal business.  He uses the corporation as if it were his agent.  This occurs when there is a parent corporation and a subsidiary and the board of the parent uses the subsidiary to be an agent to the parent without any purpose by itself.
· When a subsidiary incurs liabilities, creditors will often look to the parent corporation’s assets.  Courts require a showing that the parent dominated the subsidiary so that they acted as “a single economic entity.”
· Ways in which one can impose liability on all of the defendant’s corporations:
· Enterprise Theory- Courts sometimes use the enterprise liability doctrine to disregard multiple incorporations of the same business under common ownership.  The doctrine pools together business assets to satisfy the liabilities of any part of the enterprise; thus the assets of individual owners or managers are not exposed.
· This imposes liabilities on all of the defendant’s corporations.  The corporations must not be able to suffice by themselves, but rather depend on each other to survive
· Thus, this allows the plaintiff to sue the other corporations and not an individual.  The plaintiff can get the assets of all of the corporations here
· Under Enterprise Theory, the corporation can treat all of the corporations as one corporation and there is separation between the owner and his corporations
· This is different from piercing the corporate veil because under that theory there must be no separation between the corporation and the individual.
· Walkovszky v. Carlton- A shareholder in a closely-held corporation may be found personally liable if he uses runs the corporation for his own personal business. (agency and alter ego theories)  Further, if he pools together the funds from all of his corporations, a plaintiff may obtain a judgment from all of his corporations (enterprise theory).
· The plaintiff was injured when he was run over by a cab.  The defendant is a stockholder in 10 corporations, where he owns 2 cabs each.  The defendant was required to have $10,000 on one cab.  The plaintiff sued the corporation and got minimal damages, but now wants to get beyond the corporation and sues the defendant individually for damages.
· The plaintiff argues that the corporations were all undercapitalized and thus there was not a lot of money from the single corporations to pay damages
· He also argues that all of the corporations’ funds were mingled between them.  There was no documentation between the commingling of funds of the corporations.  The defendant was mingling the funds.
· However, the defendant wasn’t liable because he didn’t mingle funds and he didn’t use the corporation on his own behalf
· Sea-Land Services v. Pepper Source- establishes a new prong to the piercing test.  If the plaintiff shows that there was no separation between corporation and individual, they then must show that there was fraud or injustice.
· Sealand shipped peppers on behalf of the defendant, but the defendant never paid the freight bill.  Sealand subsequently sued Pepper Source and won, but never collected the money because Pepper Source dissolved with no assets.  They then brought suit against the owner and the 5 business entities that he owns.  Sealand argued that the defendant manipulated the businesses for his personal use. Thus, SL wanted to pierce the corporate veil and sue the owner of the corporation
· There are two requirements needed to sue a shareholder:
· (1) There must not be a separation between the individual and the corporation.
· This looks like the Alter Ego Theory.  Here, the owner commingled funds and basically each of the corporations that he started were alter egos of one another
· (2) Circumstances must be such that adherence to the fiction of separate corporate existence would sanction fraud or promote injustice
· There needs to be fraud or injustice when the owner undermines the integrity of the corporation and uses it as his agent
· ***This is an added prong from the previous case.  Thus, even owners who undermine the integrity of the corporation or use it as his agent still needs to commit fraud or promote injustice in order to be sued
· Here, although there was no separation between the individual and the corporation, there was no fraud or injustice, thus there was no veil pierced.
· Further, Sealand is also suing the defendant’s other corporations.  Here, SL is trying to get the assets of the corporations, which are the shares in the other corporations.  They want to get the assets of the corporation before the companies go bankrupt and the creditors get the money (reverse piercing).
· Reverse Piercing- This occurs when the company sues and tries to get the defendant’s company’s assets before they go bankrupt.  Once they go bankrupt, the creditors get the shares before the corporation bringing suit.  Thus, they need to get the company’s assets before the creditors do.
· To show reverse piercing, use the two prong test elicited above
· This isn’t Enterprise Theory because under reverse piercing the owner is still held liable and the corporations being sued are held individually liable.  There is no separate entity between the owner and his corporations
· Kinney Shoe Corporation v. Polan-This Court uses the two-prong piercing the veil test, however, the second prong does not require fraud or injustice, rather, only that an equitable result would not occur.  This is a lenient standard.
· Kinney brought suit seeking to recover money owned on a sublease between them and the defendant’s company.  Polan, the defendant, created two companies.  He entered into a sublease with Polan’s first company, Industrial, and then that company subleased 50% of the space to Polan’s second company, Polan Industries.  Other than the sublease, Industrial had no assets and its only income was from its sublease to Polan Industries.  Here, the veil was pierced and the plaintiff was allowed to sue the individual defendant because his actions amounted to the first two prongs.
· Again, they use a two-prong test to see if they can pierce the corporate veil that is slightly different here:

· The unity of interest and ownership such that the separate personalities of the corporation and the individual shareholder no longer exist

· An equitable result would not occur if the acts are treated as those of the corporations alone.

· This a much less lenient prong than the injustice prong in the previous case
· LIMITED LIABILITY FOR CORPORATIONS
· We want to protect the individuals inside the corporation.

· We want to allow corporations to take risks that a shareholder would not want to take if he is liable individually.  We don’t want to hold shareholder’s liable.

· If a shareholder is personally liable and can lose their own assets, they will be very conservative and would not invest any of the corporation’s money.  People will not invest or take risky opportunities if there is not limited liability.  They need to assess the risk and return.

· Microsoft has over 10 billions shares of assets after liability.  Even if they lose money, and there was no limited liability, then each shareholder would only lose $6.  This isn’t very risky.

· This is argument made why we shouldn’t have limited liability.  

· We may want shareholders to calculate risk and return.  If we didn’t have limited liability, then the investors would make smarter decisions and would make sure that their corporation did not lose money.

· However, we need limited liability in order to free the transferability of stock.  We want people to buy and switch stocks quickly and if there wasn’t limited liability, then the exchange of stocks wouldn’t be quick because the investor would have to research the corporation and make sure he wouldn’t be liable
IIIC. SHAREHOLDERS’ DERIVATIVE ACTIONS
· DERIVITIVE SUITS

· A derivative suit occurs when a shareholder sues on behalf of the corporation to enforce corporate rights that affect them only indirectly.

· A shareholder can also sue in their own capacity to enforce their rights as a shareholder

· Direct Suit- this is when the directors’ actions harm the individual shareholder, rather than the corporation itself.

· Here, there must be a special injury that is unique to the shareholder or there must be a violation of the shareholder’s contractual right for there to be a representative or direct suit

· Under a derivative suit, any recovery by the plaintiff runs to the corporation and not the plaintiff himself because he is representing the corporation.  The shareholder-plaintiff shares in the recovery only indirectly, to the extent her shares increase in value because of corporate recovery.

· In a derivative suit, the corporation and the directors are the defendants.

· The shareholder has to sue the corporation to hold the directors liable, thus they need to also sue the corporation.  The shareholders cannot sue the directors directly because the shareholder doesn’t have legal standing to sue, thus the corporation must sue because the wrong is done to the corporation

· We only allow the shareholders to sue (not the workers) because the shareholder has suffered as a result of the actions by the directors.  

· There must, however, be harm to the corporation itself to bring a derivative suit. **

· The plaintiff attorneys have the motivation to bring the suit because they get the major payoff

· If the directors are found guilty, there can be an indemnification of the directors.  Also, the directors have liability insurance.  It pays the corporation for indemnifying the directors and the second part of the insurance protects the directors for things that they are not indemnified for.

· Cohen v. Beneficial Industrial Loan- in order to bring a derivative suit, a plaintiff must post security to ensure that if they lose, they will pay the cost of the suit to the defendants.
· The plaintiff alleged that the defendants conspired to enrich themselves at the expense of the corporation.  They brought a derivative suit.
· Here, because it was a derivative suit, the plaintiffs had to post security.  Thus, if the plaintiff loses, he will have to pay the costs of the suit
· This is because many derivative suits have no merit and are only made as a nuisance
· A representative or direct suit may be brought when:
· (1) A contractual claim is made
· (2) Voting rights were taken away
· Eisenberg v. Flying Tiger Line- when the directors cause harm to the plaintiff individually and not to the corporation as a whole, the plaintiff can bring a direct suit rather than a derivative and does not need to post security.
· The plaintiff argued that he lost control of the corporation as a result of the merger done by the directors.  He argued that he lost his voting rights and couldn’t stop the merger
· Here, the Court held that the suit wasn’t a shareholder derivative suit.  Here, the corporation did not suffer harm; rather the shareholders themselves suffered the harm
· This is called a direct suit.  This occurs when the directors’ actions harm the individual shareholders and not the corporation
· Here, the plaintiffs did not need to post security for costs as a condition to prosecuting their actions because he is bringing the suit on his own behalf and not the corporations
IV. THE DUTIES OF OFFICERS, DIRECTORS, AND OTHER INSIDERS

IVA.  AUTHORITY OF BOARD

· BOARD OF DIRECTORS
· Shareholders elect the board of directors who select the officers.  The directors, however, run the corporation.  They have the absolute power to run the corporation in anyway they want.  However, they still owe the shareholders a fiduciary duty.
· There are three types of fiduciary duties:
· DUTY OF CARE
· Corporate directors who exercise reasonable prudence in approving and participating in corporate transactions are not personally liable for any losses proximately caused by those transactions as long as they were made in good faith.  Thus, directors are liable if they are negligent in performing their own duties.
· Any person in society has duty of care not to be negligent.  This is more of a tort-based duty, rather than a fiduciary duty.
· If there is a breach of the duty of care, the remedy is damages
· DUTY OF LOYALTY
· The duty of loyalty requires the corporate director to refrain from doing anything that would harm the corporation and to use all resources available to maximize the corporation’s profit and advantages.
· Thus, there can be no conflict of interest.  The director has to put the corporate interests before his own interests.  The duty of loyalty mandates that the directors act without conflict of interest in the best interests of the corporation
· Duty of loyalty creates rules that compensate for the lack of trust between the shareholder and director.  This duty obligates the director to run the corporation to benefit the shareholder.  It instills a trust between the two
· Once the shareholder shows that the directors were acting in a conflict of interest, then the burden shifts to the directors and they can show that despite the fact that there was conflict of interest; the conflict was still fair and just
· GOOD FAITH- see Disney Case- Get notes from Kevin
· BUSINESS JUDGMENT RULE
· This rule presumes that directors carry out their functions in good faith, due care (duty of care), and in the best interests of the corporation (duty of loyalty).
· This protects the directors.  Only if the shareholder proves that the directors breached the duty of care or loyalty, will the presumption disappear.
· Once the plaintiff shows that the directors didn’t act in the best interest of the corporation, there are two different remedies
· Under the duty of care, then the plaintiffs would have to show damages.  The plaintiffs must show that the director’s lack of due care caused their damages.  Thus, they need to show causation (proximate cause)
· Under the duty of loyalty, the directors are allowed to show that their judgments were fair despite their conflict of interest
IVB. DUTY OF CARE

· Kamin v. American Express- in order for the directors to satisfy the business judgment rule they merely have to make informed decisions
· The directors of American Express faced the choice of liquidating a bad stock investment at the corporate level or distributing the stock to the stockholders as a special dividend.  The board opted for the stock dividend and the shareholders sued. The shareholders argued that the shares would have been worth more than had they liquidated the bad stock.  They argued a breach of duty of due care.
· In order to breach the duty of care, there must be gross negligence.
· The Court held that the shareholders cannot sue for mere errors of judgment on the part of the directors
· The directors have the ability to declare a dividend, even if it was not good business judgments.
· The directors do not need to make smart decisions, but only have to consider their decisions and be informed. *** In order to fulfill their due care, the directors have to make informed decisions
· There must be some process to ensure that the directors make informed and careful decisions
· Therefore, the BJR protects the directors here.  Even if they acted stupidly, the BJR protects them.  A court will not interfere with business decisions.  A director’s room is an appropriate place for the argument, not the courtroom
· Joy v. North- there are 3 main reasons for the business judgment rule.  The main reason is to make the investors diversify their portfolios.  They bear the risk of a poor judgment, therefore, they need to diversify to undercut that risk.
· The court holds that directors are not normally liable for negligence in carrying out their duties.  This is the presumption that directors are acting in good faith
· We have the business judgment rule for three main reasons:
· (1) Shareholders undertake the risk of poor judgments
· The way that a shareholder undercuts their risks, is to invest a small amount of money in a lot of companies.  Thus, you should invest in mutual funds that will diversify for you.
· Now, the individual shareholders do not care if the corporation takes risks because they are part of a mutual fund and a major loss in the corporation will not hurt them as much
· This is an impact of law on society -- This is telling the investors to diversify.  The directors still have a duty of care, but it is an easy standard to pass.  Thus, the investors need to protect themselves from the directors’ decisions
· (2) After-the-fact litigation is a bad device to evaluate corporate decisions.
· The circumstances surrounding a corporate decision are not easily reconstructed in a courtroom years later
· (3) Potential profit corresponds with potential risks
· Some opportunities offer great profits at the risk of very substantial losses, while the alternatives offer less risk of loss but also less potential profits.  The directors must be able to take a risk in order to become profitable.
· In many instances, corporations have a condition in their charter which states that if they violate their duty of care, they still cannot be liable.  The directors are protecting themselves here.
· The directors are trying to make a lot of profit in the short term, and thus this may ultimately harm the investors in the long run.  Directors must have incentives in order to make a profit in the long term
· Cede v. Technicolor- For a breach of duty, there must be gross negligence plus a showing that the directors didn’t make an informed decision
· There was a merger in which Technicolor was acquired by Forbes.  The plaintiffs owned a lot of stock in Technicolor and did not agree with the merger.  The plaintiff sued for fraud and breach of duty of care.
· For breach of duty of care, there must be gross negligence and that the directors did not make an informed decision
· In a duty of care case, the plaintiff does not need to show that they suffered damages.
· Here, the directors breached their duties of care when they failed to inquire about negotiation and terms of merger
· Disney     
· Francis v. United Jersey Bank- Directors must be informed, be attentive, ask questions, and contact a lawyer if you think there is a problem
· In this case, the defendant was an older woman who inherited the corporation from her deceased husband who made her the majority director.  Her sons were also directors and they took out loans which caused the business to become bankrupt.  The defendant was being sued because she should have known that her sons were illegally taking the money.  She was being sued for breach of duty of care.
· Here, because she was being sued for breach of duty of care, she has the presumption of the business judgment rule.
· However, she didn’t have the benefit of the business judgment rule because she didn’t do anything, or attend meetings, thus they merely needed to show mere negligence
· The Court held that the old woman director was liable for the losses of the company because she did not discharge here duties as a director in god faith
· She didn’t acquire an understanding of the business; she didn’t attend meetings; directors cannot shut their eyes to corporate misconduct; and directors need to monitor corporate affairs.
· The court here said that if you breach your duty of care, then you are automatically liable
· Senn v. Northwest Underwriters Inc- Causation is needed in a duty of care case when the director is attentative and informed, however, their acts were grossly negligent and should have realized the fraud and stopped it.
· Causation is only needed when the director is attentive and informed, but acts grossly negligent
· Then, the Court must ask the question, “Had the defendant done her duties as a director, would she have realized the fraud and stopped it?”
· In re Caremark International Inc- the corporation fulfilled their duty of care because they monitored their business and the acts of their employees and complied with the law.
· There was a derivative action against Caremark’s board of directors.  The shareholders claimed that the director’s breached their duty of care in violations with health care providers.  
· Here, since the directors were informed and did monitor their business, the business judgment rule applied here.  Thus, they have the presumption of good faith
· Thus, they had more protection here because they did take steps to monitor their business and they complied with the law and took steps to ensure this
IVC. DUTY OF LOYALTY

· Once the shareholders show that there is a conflict of interest and that the directors did not act in the best interests of the corporation, then they rebut the presumption of the BJR, but then the directors can show fairness
· The directors can show that despite the conflict of interest, the transaction was still fair
· EXAM:

· 1st thing to do is to show conflict of interest.

· Then the directors can show fairness. 

· If there is no statute, look to substantive fairness (fair price and fair dealing)

· If there is a statute, look to the procedural fairness.

· If the procedural fairness is not met, then the directors have the duty to show that they were fair.

· If the procedural fairness is met, then the business judgment rule applies and the burden shifts to the plaintiff to show waste (Marciano) or fairness Oolie).

· Some Courts, however, say that if the procedural requirements are met, then the directors are not liable, and the case is done
1.  Self-Dealing Transactions

· Meinhard v. Salmon- partners owe the finest duty of loyalty to each other.  They have to disclose their plans to one another
· Louisa Gerry leased property to Salmon, and Salmon wanted to convert the property into shops.  Salmon needed money to convert the property, so he entered into a joint venture with Meinhard.  The property was subject to a twenty year lease.  Shortly before the lease was up, the owner of the property, Gerry asked Salmon if he wanted to redo the property and take control of the lease.  Salmon didn’t tell Meinhard about his plans to redo the property because their lease was going to run in 4 months, so he didn’t think he had to.  Meinhard sued Salmon because he wanted to be part of the new lease
· The Court stated that joint adventurers owe the finest loyalty to each other.  Salmon had the duty of disclosure.  Thus, Salmon, because he was a coadventurer with Meinhard, he had the duty to tell him of his plans for a new lease
· Because Salmon was the managing coadventurer, the rule of undivided loyalty is supreme.  It is the duty of utmost loyalty between partners.  It is almost a duty as if they are married
· We don’t want partners to have to self-protect themselves.  They must be able to trust each other.  They must be morally liable to each other.  **
· Bayer v. Beran- if there is a conflict of interest, the directors have the burden to show that the transaction was still fair.
· The directors were charged with a negligent advertising campaign and that they were motivated by a non-corporate purpose.  The plaintiff argued that the directors only started to put on an advertising campaign in order to help out the CEO’s wife’s singing career.  The wife was hired to sing in the commercials for the corporation.  Thus, the plaintiff argued that the advertising campaign was not done for the good of the corp, but rather for the CEO’s wife
· The plaintiff tried to argue that there was a breach of duty of loyalty because there was a conflict of interest here.  The CEO is trying to promote the wife’s career which was not in the interest of the corporation
· The Court says that once it is shown that there is a conflict of interest, the directors have the chance to show fairness.  The directors have the burden to show fairness
· The Court said that it was fair because she wasn’t getting paid a lot and she was a viable singer.  Fairness here is economics.  They are looking at the price and that the wife was making a fair market value and that she wasn’t getting too much money
· Lewis v. S.L. & E- once there is a conflict of interest, the directors have to show there was procedural and substantive fairness
· There are two corporations SLE and LGT.  Leon, Sr. owned both of these corps.  SLE’s only assets were its lease to LGT.  So, SLE granted LGT a 10 year property lease.  Leon then transferred all of his stock in SLE to his children and they entered into an agreement with LGT where in a few years they would sell their SLE stock to LGT.  Over time, three of the brothers who owned both SLE and LGT stock kept the rent down on the lease for LGT.  Also, when the lease was done with, LGT continued to occupy SLE’s property without a lease.  One of the children who didn’t own stock in LGT sued his brothers arguing that SLE didn’t charge LGT enough money to lease their property
· There was a breach of loyalty because there was a conflict of interest.  Three brothers were the directors in the two corporations and allowed one of the corp to benefit at the expense of the other.  Thus, because there was a conflict of interest, the directors of SLE needed to show fairness.
· Two Elements Of Fairness:
· (1) PROCEDURAL FAIRNESS-  this means disclosure to disinterested directors who do not have a direct financial interest in the transaction. Procedural fairness can be met if there is a conflict of interest by disclosing and getting a vote.  Ways to find PROCEDURAL fairness even if there is a conflict of interest (under the statute):
· Then, there either needs to be (1) a vote between the directors who did not have a conflict of interest
· Or, there can also be (2) a shareholders vote.  The shareholders here do not need to be disinterested
· Or there can be disclosure of the conflict of interest
· (2) SUBSTANTIVE FAIRNESS- There is also substantive fairness (also commonly known as “entire fairness”).  Some courts say that even if procedural fairness is met, if the conflict of interest is substantively unfair, then the transaction will be void.  This is common law fairness.
· Marciano v. Nakash- When procedural fairness and substantive fairness is shown, the burden shifts back to the plaintiffs to show waste.  However, if procedural fairness is not shown, the defendant’s must show substantive fairness.
· A corporate director loaned money to the corporation.  When the corporation liquidated it sought to disclaim liability for the loan claiming that a self-interested loan from a director is voidable as a matter of law.
· In essence, one family is giving loans to the corp and thus, they are taking control over the corp.  The Marcianos do not want the Nakashes to be able to give the loans.  The Marcianos argue that there is a conflict of interest because the Nakashes sit on the board and should not have made the loan
· The Court held that the loans were fair.  The Court says that the Nakashes were doing similar things than what other creditors would have done.  The only thing that would have kept the corp alive was the personal loans of the Nakashes
· There was a conflict of interest, however, the transaction was fair:
· There was procedural fairness because there were no actual disinterested voters or shareholders.  Thus, the statute (section 144) did not apply here because they could not have gotten a majority vote and thus couldn’t have followed the procedural requirements.
· Since they couldn’t meet the requirement of the statute, they look to common law, substantive fairness.  The defendant has to show that the transaction was fair because they did not fulfill the procedural fairness requirements.  Here, the transaction was fair.
· If the procedural elements were met, then the business judgment rule applies and the plaintiff must show that the transaction was wasteful, that the directors wasted the corporate assets. **
· Thus, if the procedural fairness requirements are fulfilled, the burden shifts to the plaintiffs to show waste.  However, if the procedural fairness requirements are not met, then the burden shifts to the defendants to show substantive fairness
· Cooke v. Oolie- When the directors show fairness, the burden shifts to the plaintiffs to show that the transaction was not fair.
· The plaintiffs, who are shareholders of TNN, alleged a breach of duty of loyalty because the disinterested directors approved loans made by directors of TNN.  Thus, two directors of TNN gave personal loans to TNN.  This is a self-dealing transaction and the directors are on both sides of the transaction.  They are behind the loan and they also run the corporation.  Thus, there was a conflict of interest.  The loans were unanimously approved by the Board of Directors, even though the two directors who were giving their personal loans were also benefiting from the loans
· The Court held that the directors did not breach their duty of loyalty.  Although there was a conflict of interest, the directors passed the procedural fairness requirements under 144.  This is because they disclosed their conflict of interest and the board approved the transaction
· Thus, the burden now shifts to the plaintiffs to show that the transaction wasn’t fair
· There is a different standard in this case.  Once the defendants show that the procedural fairness requirements were met, the burden now shifts to the plaintiff’s to show that the defendant’s dealings were unfair.  This is different than Marciano because the plaintiff’s here don’t need to show waste, they merely need to show that the transaction was unfair
· In order to see if a transaction was fair, look to see if the same transaction would have been given to a 3rd party who didn’t have a conflict of interest. ***
· POLICY
· In the Meinhard case, we talked about honor and loyalty.  One partner cannot place himself above the partnership.  Directors cannot think about their interest at all.  However, today, the Courts don’t look to loyalty, but to fairness.  Even if the director is benefiting from the transaction, if it is fair, then it is allowed.  We have moved far away from the Meinhard opinion.  Today, directors can have a conflict of interest as long as it is fair
· FAIRNESS
· What is substantive fairness?

· It is usually fair dealing and fair price.

· Fair dealing looks to whether the transaction imitates an arm’s length transaction and thus would be the same transaction that would be given to a 3rd party.

· Fair price looks to whether the price the corporation has to pay is fair.  It has to do with the valuation of the shares.

· When one owns shares, when a business is liquidated and all of the money goes to the creditors, then the money that is left over goes to the shareholder.

· Shareholders look to future value and looks to see what it is worth today.  Shareholders look into the risk and the time associated with the stock.  Shareholders discount the future profit to the present terms.

· What is a share worth?  Fundamental Valuation:

· Book value of the share- looks to the balance sheet (assets minus the liabilities of the corp equals the equity that is paid to the shareholders).  A balance sheet is static, not changing at a time.

· The problem with this is that some things do not appear on a balance sheet.  It doesn’t reflect many of the assets of the corporation (like popularity of some companies).

· Capitalized Earnings- looks at revenue minus expenses.  This is the income statements of the corporation.  Look at the earnings of the corp from the past 5 years to get an average.  This can help you to predict the future earning of the corporation.  

· Dividend discount model- the shareholder tries to predict the dividend that each shareholder would get.  It looks to the dividends that each shareholder would get.

· In all three of these ways to determine what a stock will be worth, a shareholder looks to the corporation and based on the corporation, one evaluates the shares.

· Modern Finance Theory changed these theories.  Instead of looking at the corporation, now we look to the investor.  It tells you what you will earn in the future. 

· Portfolio Theory- Each investor has their own risk, and the way to get rid of their risk would be to diversify their portfolio.  Thus, we don’t look to the corporation, but to the investor.  This sets off the risks.

· There is systematic risk inherent in the market, which led to the theory of Capital Asset Pricing Model- This determines how each corporation is affected by market fluctuations.  This gives you a number, called a bettor.  This tells you, in advance, how the corporation reacts to the risks of the market.

· If we diversify, we offset the systematic risks in the market.

· Thus, now all people need to look at is the Capital Asset Pricing Model to make their decisions as to what stocks to buy and how to diversify their portfolio.

· Like in Joy v. North, shareholders protect themselves from the risks in the market.

· Efficient Capital Markets

· Strong Version- the stock price will hold all the information about a corporation.

· This isn’t true because insider trading is profitable.

· Moderate Version- the stock price will reflect past information and all known public information.  A stock price does not reveal private information.

· Weakest Version- the stock price only reflects past information.

· This is the prevailing view.

· All three of these versions mandate disclosure.  The main emphasis is disclosure, rather than corporate law.
2.  Corporate Opportunity

· A corporate manager cannot usurp corporation opportunities for his own benefit unless the corporation consents.  The plaintiff has the burden of proving the existence of a corporate opportunity.
· DEFINITION: Need to go through all 5 parts -If there is presented to a corporate officer of director a (1) business opportunity (2) which the corporation is financially able to undertake, is in (3) the line of the corporation’s business, and is (4) one in which the corporation has an interest of reasonable expectancy and (5) by embracing the opportunity, the self-interest of the director will be brought into conflict with that of the corporation, the law will not permit him to seize the opportunity for himself.  
· Broz v. Cellular Information Systems- when a director learns of a business opportunity, he must disclose this business opportunity to the corporation and if the corporation does not have an interest in the opportunity, he may take it for himself.
· Broz was President of RFBC and a member of the board of directors in CIS.  RFBC owned an area for cellular telephone service called Michigan-4.  CIS owned many more of these areas.  Mackinac wanted to sell another area, adjacent to Michigan-4, called Michigan-2.  Broz wanted to buy this, however, Mackinac offered to sell the area to CIS.  Broz made sure that CIS didn’t want to buy this, and they didn’t because they were going into bankruptcy.  Subsequently, PriCellular purchased CIS and bought Michigan-4, with an agreement provided that Mackinac could sell to any party who paid more than PriCellular.  Broz subsequently paid more than PriCellular and purchased Michigan-4
· PriCellular sued claiming breach of loyalty because they said that there was a conflict of interest between Broz and PriCellular.  They argued that CIS had a corporate opportunity and Broz took this corporate opportunity
· Here, there was no corporate opportunity:
· Although there was a business opportunity, CIS did not have the financial capability to engage in the opportunity; it was in the line of the corporation’s business; however, CIS didn’t have a cognizable interest or expectancy in the license.  CIS never showed an interest in the acquisition.  Thus, there was no conflict because the defendant was obtaining the opportunity in his individual capacity and CIS didn’t want it
· It is up to the director to find out whether the corporation has the ability to undertake the opportunity; a director does not have to ask the corporation if they want to take the opportunity.
· If there is a corporate opportunity, then the director must disclose this conflict to the board of directors.  Then, the disinterested directors must vote on whether the director can obtain the corporate opportunity
· If there are no disinterested directors, then the shareholders must vote on it.
· Energy Resources v. Porter- when a business opportunity arises, there must be full disclosure on the part of the director to the corporation.
· Porter was the VP and chief scientist of ERCO.  ERCO entered into a contract with Howard University to make sulfur.  Jackson, who was affiliated with Howard, told Porter that ERCO was not going to renew the contract with ERCO, however, he wanted Porter to quit ERCO to start his own business, so they could work together on the project.  Porter subsequently quit his job, started a new business, and entered into a contract with Howard to research sulfur.  Porter never told ERCO that he was leaving for this reason, and that their contract was not going to be renewed between them and Howard.  ERCO sued Porter based on corporate opportunity
· The Court held that Porter breached his fiduciary duty here.  The Court stated that an officer has a duty not to divert the corporate opportunity for his own benefit.
· Porter should have told ERCO Howard’s position.  There needed to be full disclosure.  Porter lied to ERCO and did not disclose his corporate opportunity.
· Had he disclosed this information, ERCO could have dissuaded him to leave or could have talked to Howard about renewing their contract
· In Re Ebay

· The plaintiffs brought a derivative suit alleging that eBay’s investment bankers, Goldman Sachs, allocated shares of lucrative IPO’s to the directors of eBay, rather than the corporation.  The underwriter, Goldman, offered favored directors undervalued shares of IPO’s which enabled the directors to make a quick profit.  Goldman gave the shares to eBay directors in order to gain future business.  However, the shareholders are arguing that Goldman should have given these shares to the corporation itself, rather than the directors.
· There is a corporate opportunity that was lost because, (1) there was a business opportunity for eBay, (2) eBay had a financial ability to take it on, and (3) it was in eBay’s line of business.
· Thus, the Court held that this particular opportunity had to do with eBay, and thus the corporate directors should have disclosed this investment opportunity rather than just taking the opportunity itself.
· REMEDY
· Demand Futility- the shareholders have to go to the Board and demand that they fix their actions.  This must be done before litigation is brought
· Here, the shareholders didn’t go to the Board because the Board would not have fixed their actions because they were all interested directors in the options.  Even though there were 4 disinterested directors, they were beholden to the interested directors
3.  Compensation and Waste
· Lewis v. Vogelstein- if a majority of the shareholders vote to accept a compensation package for their director’s, the shareholders must show waste in order to rebut the presumption of the business judgment rule.  Further, in disclosing the actual price of the compensation plan, directors need to be candid in disclosure, however, they do not have to give shareholders an estimate of the overall value.
· The shareholders are challenging the compensation plan of the directors.  The directors solicited a vote on their stock options and the shareholders brought this suit saying that the directors misled them as to the price of their stock options.  The statement of the options didn’t include a present value of the stock options for the directors.  The plan was ratified by the shareholders, however.
· STOCK OPTION: A stock option is the opportunity to buy stock in the company and the directors like the stock options because they are allowed to buy stocks at market value anytime within an amount of years.  Thus, if the market value is $10, and if you wait until the stock increases to $100 and you buy then, you would make a lot of money.  This gives the directors an incentive to increase the stock price and make a profit
· Duty of Loyalty

1. There must be a self-dealing transaction

2. The directors must show entire fairness

· They also can show procedural fairness

· If they don’t show procedural fairness, then they must show substantive fairness

3. If the directors show fairness, the burden shifts back to the shareholders to show waste

· Since there was a conflict of interest here (the directors set their own compensation), the directors need to show entire fairness

· Here, however, the shareholders voted and approved the compensation plan.  This is how the directors debunked the conflict of interest claim.  This is how they showed fairness

· Since the directors showed fairness, now the plaintiffs have to show waste.  The shareholders try to make the waste argument.  They argue that the compensation package was a waste of assets.  (This is procedural fairness).  Thus, even though the shareholders ratified the stock options (procedural fairness), if they can show waste, then it may be overturned

· WASTE

· An exchange of assets for no consideration.  Thus, a company gives over assets and receives nothing in return.  Further, in some jurisdictions, a unanimous vote of the shareholders can be used to show waste.

· Here, there was consideration in the exchange of assets.  They were getting the work of the directors for their compensation.  The Court said a reasonable person would have agreed with the decision of the directors

· Waste is virtually impossible to prove.  It is a very high standard

· DIRECTORS COMPENSATION

· The shareholders also made the argument that the ratification wasn’t valid to show procedural fairness because the directors didn’t share the value of the options

· The Court held that a director’s fiduciary duty of disclosure doesn’t mandate directors to disclose estimates of stock options

· Directors should be candid with shareholders as to relevant facts, however, disclosure of the value of stock options is not mandatory

· Further, most times the directors cannot know the exact values of the shares

· If such estimates of the value of the shares are deemed by the board of directors to be reliable and helpful, the board may elect to disclose them to the shareholders.  However, in most cases, these estimates will be more problematic than helpful

4.  Dominant Shareholders (Parent-Subsidiary Dealings)
· Sinclair Oil v. Levien- If the dominant shareholders made a judgment that helps out both themselves and all of the minority shareholders, the business judgment rule applies.  However, if any of the minority shareholders do not gain a benefit from the directors’ decisions, then the intrinsic fairness test applies.
· Sinclair owns 97% of its subsidiary Sinven.  The minority shareholders of Sinven are suing Sinclair because they argue that the directors of Sinclair caused Sinven to pay out excessive dividends, which would in effect deplete the subsidiary.   Here, Sinclair nominates Sinven’s directors and owes Sinven a fiduciary duty.  Thus, there was a self-dealing transaction because the directors of Sinclair were on both sides.
· SELF DEALING BETWEEN DOMINANT SHAREHOLDERS

· This occurs when the parent (majority shareholder) would be receiving something from the subsidiary to the exclusion and detriment to its minority stockholders.  The minority shareholders must be damaged here.

· This is different from self-dealing of duty of loyalty.  There, the corporation is damaged, here, the minority shareholders are damaged.

· The Court held that the policy did not prefer Sinclair because Sinven’s minority shareholders received their proportionate share of the dividends.  

· The shareholders had the burden to show that the policy was not protected by the business judgment rule; however, they failed to do so.

· In order to impose liability on Sinclair, Sinclair must have received something that the minority shareholder received

· If the minority shareholders did not receive what the majority shareholders received, and the minority shareholders did not receive any benefits then the test would be the intrinsic fairness test

· However, since the minority shareholders did receive a benefit, the business judgment rule applies
· Thus, Sinclair, in another transaction, made Sinven contract with International, which was another subsidiary of Sinclair.  This, however, did not benefit Sinven at all.  As a result, the intrinsic fairness test applies here
· Here, Sinclair did not show fairness because it failed to prove that the transaction was fair to all parties here
· WHY WE IMPOSE DUTIES ON DOMINANT SHAREHOLDERS
· We impose duties on directors because they control the assets of shareholders
· Anadarko Petroleum v. Panhandle Eastern Corp- Dominant shareholders owe a fiduciary duty to equitable owners of stock.  Thus, the minority shareholders must have a separation of legal from beneficial stock rights.
· Anadarko is a wholly owned subsidiary of Panhandle and Anadarko is suing its former directors and parents of Panhandle for breach of duty in modifying certain contracts.  Panhandle voted to spin-off its assets by distributing one share of Anadarko common stock for each issued share of Panhandle stock.  Following the approval of the spin-off dividend, on September 11, Panhandle required Anadarko to reduce the price of gas sold to Panhandle.  Anadarko’s board of directors, which was composed of directors that were affiliated with Panhandle, approved this contract although it harmed Anadarko.  Thus, the minority shareholders of Anadarko claim that the contract was unfair.
· A parent corporation owes no fiduciary duty to its subsidiary if there are no minority shareholders in the subsidiary.
· The Anadarko stockholders are bringing suit because they argue that there were minority shareholders at the time that the contract was made, and thus Panhandle did owe a fiduciary.  They say that once the dividends were announced, they were entitled to a fiduciary duty
· WHEN THERE IS A DUTY TO MINORITY SHAREHOLDERS:
· A duty of loyalty arises only upon establishment of the underlying relationship.  Thus, a duty of loyalty is established when the minority shareholders own stock
· The Court, however, held that they were not shareholders at the time of the contract because the contract was made on Sept. 11 and then dividends were not distributed until October 1.  Thus, because there were no minority shareholders, not duty of loyalty exists
· The Court determines that there are also no fiduciary duties owed to prospective stockholders
· BENEFICIAL/LEGAL OWNERSHIP
· If the plaintiffs did have an equitable interest, but not a legal interest, than these beneficial shareholders would be owed fiduciary duties.
· The plaintiffs here did not have a beneficial interest for purposes of imposing fiduciary duties on Panhandle
· Beneficial Ownership- A separation of legal and equitable ownership
· Here, the plaintiffs did not have an equitable ownership, because they did not own the shares.  There is no economic interest here
· To see if the plaintiffs have beneficial ownership, the Court looked to the prospective shareholder’s expectancy.
· Here, the prospective shareholders were aware that they were not owed fiduciary duties because Anadarko sent out a statement telling them of this
· An example of when prospective shareholders have an equitable interest is when they have convertible bonds.  Thus, they have an expectancy to be beneficial shareholders
· POLICY
· Further, the rationale of fiduciary duties is to protect the shareholders from the directors who have power over them
· I believe that these prospective shareholders need protection from the shareholder and thus I believe that the directors should owe a fiduciary duty to these people
· The Court, however, said that the prospective shareholders could have protected themselves and did not need fiduciary duties
V.  PROBLEMS OF CONTROL

VA.  CONTROL IN CLOSELY HELD CORPORATIONS

1. CLOSELY HELD CORPORATIONS

· Closely held corporations:
· Have a small number of shareholders
· Participation in management of corporation
· Most shareholders actively participate in the management and control of the corporation
· There is no market for their shares
· Here, there are undiversified participants who often look to the corporation for a means of livelihood through payment of salaries or dividends
· For close corporation shareholders, options are few if they become disenchanted with their investment.  In a public corporation, dissatisfied shareholders can sell their stocks if they are unhappy with the corporation.
· Lacking a public trading market that offers liquidity and price discovery, a close corporation shareholder has few viable options.  Finding an outside buyer is problematic since any potential buyer would have to undertake a costly study of the corporation’s value and be willing to stick himself in the seller’s unenviable position.  If the disgruntled shareholder seeks to sell to the other shareholders, it will likely be at an unattractive price.  If the shareholder seeks judicial protection, she can expect an expensive and drawn-out battle compounded by corporate law’s traditional deference to majority control.
1.  SHAREHOLDERS AGREEMENTS

· These are ways in which the shareholders come together to control the matter and allow them to vote for directors.  We need shareholder agreements because the shareholders in closely held corporations cannot sell their shares if there is a disagreement
· There are three types of shareholder agreements;
· IRREVOCABLE PROXIES
· Shareholders in close corporations can structure control by giving another person binding authority to vote their shares.
· Because it is irrevocable, the shareholder cannot change her mind and withdraw the proxy holder’s authority to vote her shares.
· Many times, irrevocable proxies must be coupled with an interest. 
· Thus, the proxy holder must have an economic interest in the corporation in order to be able to vote one’s stock.
· VOTING TRUSTS
· Under a voting trust agreement, shareholders must transfer legal title to their shares to a voting trustee.  Shareholders give legal title of the stock to a voting trustee and they have a trust agreement.  Then the trustee appears as the stock holder.  The trustee gets voting trust agreements.  The shareholder gets the dividends from the stock
· The trustee, for a defined period (usually can be no more than 10 years, and made in a written document) has the exclusive voting power over the transferred shares.
· Other attributes of ownership (such as rights to dividends and other distributions) remain with the beneficiaries of the trust.
· Parents do this with their children, so they retain the ability to vote, while the child will get the economic interests
· POOLING AGREEMENTS
· In a pooling agreement, shareholders will agree formally or informally to vote as a voting block.
· Cumulative Voting- Under cumulative voting, the votes necessary to elect one or more directors is fixed by formula.  It allows minority shareholders to obtain enough votes to elect a director.  The shareholders can multiply their votes, and thus they will have enough votes to elect a director.
· Voting by class- it divides shares into three classes and each class can vote for a director.
2. Ringling Bros v. Ringling- when an arbitrator rules on a shareholder’s pooling agreement, his ruling is not binding because he has no economic interest in the corporation.  The only way to enforce his ruling is to bring the shareholder to court.
· Two out of the three shareholders, Ringling and Haley, entered into a shareholders agreement (pooling agreement) to vote together.  They were having a meeting to elect the entire board of 7 directors.  Haley decided to vote differently from Ringling.  Ringling is asserting that Haley was bound to vote her shares in accordance with their agreement.  The agreement states that if the two parties disagree, an arbitrator will decide.  Here, the arbitrator told Haley to vote with Ringling.
· The Court held that the arbitrator can make a decision; however, he cannot enforce his decision.  He only decides questions of disagreements.  If one of the parties wants to enforce his decision, they must bring the defaulting party to court.  Thus, if one of the parties does not listen to the arbitrator, the arbitrator cannot force him to listen.
· Because the arbitrator doesn’t have an economic interest, he cannot make the parties vote the way he likes
· The Court also held that the agreement is binding upon the parties.  The failure of Haley to vote in accordance with the agreement was a breach of contract.  Both parties entered into a shareholders agreement and thus they must adhere to this agreement
· PUBLIC POLICY
· The thing that troubles the Court is the public policy that deals with the separation of the voting and the economic interest.  The person who votes the shares must have an economic interest in order to vote in the best interests of the corporation.
· Thus, the arbitrator cannot force the vote because he has no economic interest in the corporation.  Thus, he can merely state his opinion, and if one party does not comply, the other party must sue in order to enforce
· Today, this doesn’t matter.  As long as there is a disclosure that the holder merely has voting rights, it is legal.  Thus, TODAY, there can be a separation of economic interests from voting interests
3. Lehrman v. Cohen- The Court here allows the creation of a third class of stock to break deadlocks between the two classes of stocks.  Although the third class of stock  has no economic interest in the corporation, as long as there is disclosure, a party may only have voting rights.
· The corporation, owned equally by two families, had two classes of stock (AL and AC) that entitled each family to elect two directors to a four-person board.  To avoid board deadlock, a third class of stock (AD)—consisting of one share with $10 par value—elected a fifth director, but had no financial rights beyond its $10 value.  This share was issued to the company’s legal counsel, who eventually joined one of the family camps and was elected as president with a long-term executive employment contract.  Unhappy about the election of the president, AL the 3rd class as a de facto voting trust and that it was illegal because it went over the 10-year limit.
· The suing family (AL) argues that since the $10 stock takes away the voting rights of the AL and AC stock, it was a voting trust, and the trust violates the statute
· The Court doesn’t agree with this because the AL and AC’s still have economic and voting rights.  Although AD can break the deadlocks, AL and AC still can vote their shares the way that they want
· A voting trust only occurs when the economic interest is separated from the voting rights.
· Thus, if AD had all of the voting interests of AL and AC, a voting trust would be created.  Here, however, AD didn’t have the voting rights of AL and AC
· The Court applied the three factor Abercrombie Test to see if a voting trust is started:
· (1) The voting rights of the stock are separated from the other attributes of ownership.
· Thus, because the voting rights weren’t separated and because the principle purpose of the grant of voting rights is not to acquire voting control of the corporation, there was no voting trust
· (2) The voting rights granted are intended to be irrevocable for a definite period of time
· (3) The principle purpose of the grant of voting rights is to acquire voting control of the corporation.
· PUBIC POLICY
· Here, in terms of public policy, the Court is saying that voting interests may be separated from economic interests.  Thus, one party can only have voting interests without economic interests
· As long as it is disclosed that the party only has voting rights, it is fine
· Creating this voting stock takes away secrecy.  There is a public policy to avoid secret, uncontrolled combinations of stockholders formed to acquire voting control of the corporation to the possible detriment of non-participating shareholders
· There was a separation of economic and voting interest.  The policy has shifted and the Court is more concerned about disclosure rather than the separation of the interests
4. Oceanic Exploration v. Grynberg- the Court here liberalizes the rules pertaining to voting trusts.  If the parties disclosed the voting trust, it will most likely be validated. 
· There was a supposed voting trust agreement where Grynberg gave all of his stock and placed it in a trust and gave up his voting rights.  Additionally, Grynberg needed to resign as a director.  The corporation also has the option to buy his shares that are in the trust.  The voting trustees were entitled to exercise all stockholders’ rights of every kind.  This voting trust was enacted because the corporation wanted to get rid of Grynberg.  Grynberg brings this suit saying that the voting trust is illegal because he wants his directorship back.
· Grynberg argues that the agreement to amend the voting trust was invalid because it attempted, not within two years, prior to the time of expiration of the agreement, to extend the duration of a voting trust in violation of §218(a)(b)
· The Court looks to the substance of the agreements and holds that this isn’t a voting trust in accordance with §218
· The test to see if it is a voting trust is whether the substance and the purpose of the stock arrangement is sufficiently close to the substance of the statute to warrant its being subject to the restrictions and condition imposed by the statute
· Here, looking at the substance of the agreement, it was not intended to be a §218 voting trust
· The Court states that a §218 voting trust is a device whereby two or more persons owning stock with voting powers, divorce the voting rights from the ownership.  It is an agreement among stockholders
· Here, there was no agreement between stockholders; it was an agreement between a shareholder and the corporation
· Thus, the Court states that this is a voting trust, but it is not a §218 voting trust.  They will allow many voting trusts that are not in accordance with §218.  They are liberalizing the law
· PUBLIC POLICY
· The public policy has shifted to allow voting trusts even if it doesn’t comply with §218.  Most cases tend to uphold transactions.  Since this agreement was disclosed, and open to the rest of the shareholders, they will not invalidate it.
· This Case also looks to the substance rather than the form.  This allows many things to be voting trusts.  They look to see if it is a contract that they want to protect.  Disclosure is again essential.  The Court is becoming very liberal and will allow many types of arrangements
5. Rosiny v. Schmidt- Because a shareholder’s agreement stated that shares can be sold for book value, the Court held that one shareholder doesn’t have to explain that provision to another shareholder.  The Court looks to the law here, rather than to the public justice.
· In 1957, Ched Realty was started, Rosiny owned 20 shares, and McGuire and Schmidt own 10 shares.  They entered into an agreement stating that none of them could sell shares without first offering the remaining shareholders the option to purchase them at book value.  This restricts the transferability of the shares.  In the future, they changed the value of the shares to fair market value.  Then, in 1981, Rosiny’s sons bought the shares from their mom and changed the agreement to state that the shares can be purchased again at book value.  The book value of the stock is much lower than the fair market value of the shares.  Then, in 1988, the other two shareholders die, and the Rosiny sons want to take advantage of the agreement and buy them for book value.  The family members of the decedents want to sell for fair market value.  The sons brought suit seeking to buy the shares for book value which was less than fair market value.
· The Court held that because the agreement said that the shares must be sold for book value, it must be sold in this manner
· Shareholders must deal in good faith; however, one shareholder doesn’t have to explain a provision in a contract to another
· This is a case about law and justice. The law prevailed in this case, although it wasn’t exactly a fair decision
2.  Shareholders’ Ability to Bind Directors

· The Board has the absolute authority to run the corporation in good faith, in the best interests of the corporation.  They can also elect officers.
· There are agreements that limit the discretion of the board, and in particular, to limit the ability of the directors to elect officers.
· There are questions of whether agreements between shareholders can tell them which directors to elect
· McQuade v. Stoneham- an agreement among shareholders of a corporation to restrict their discretion as directors of the corporation is invalid and unenforceable.
· Stoneham owned the NY Giants baseball team.  McQuade and McGraw then purchased 70 shares of stock each.  They all entered into an agreement where Stoneham is the President, McGraw is the VP and McQuade is the treasurer.  The agreement also stated that the 3 officers will remain to be officers in their positions at the same salary.  However, Stoneham and McQuade got into a disagreement over the board of directors.  There were 7 directors.  Stoneham told the other directors to oust McQuade as treasurer.  McQuade brought suit alleged a breach of contract.  He argues that Stoneham and McGraw violated their agreement because the contract stated that they would not vote him out
· The Court held that stockholders may not control the directors in the exercise of their judgment
· A shareholder agreement cannot restrict a director’s decision to elect an officer
· A director has the duty to the corporation and this agreement may be contrary to the good of the corporation
· A contract cannot limit the discretion of the board of directors in the election of officers
· The majority says that a corporation is an entity and thus the directors must follow the rules of corporations and therefore, you cannot change the rules once you except this form
· Shareholders may not, by agreement, control the power of the board of directors to elect officers or fix salaries.  The directors must be free to exercise their independent business judgment.
· Shareholders can unite to elect directors, they cannot unite to limit the power of elected directors to manage the business according to their best judgment.
· POLICY
· McQuade is upset because as a result of his losing his title as an officer and director, he will not get dividends from the corporation.  Once an officer and director are fired, he will not get a salary and will not get dividends.  The board of directors is the ones who give out dividends, and they don’t have to give out dividends to the minority shareholder if they don’t want to.  Thus, now McQuade owns shares in the corporation, but doesn’t receive dividends on them.  Now he is stuck with these shares and has to money to show for them

· In order to get around this, he could have put a buy-out provision in his contract.  That way, he could sell his shares and still retain some capital (although it would be very little).
· The majority here says that it is against public policy to let shareholders interfere with the discretion of the board
· Clark v. Dodge- this Court overrules the decision of the McQuade Court and holds that when a shareholders agreement to bind directors does not harm the shareholders, it is valid.
· Clark owns 25% and Dodge 75% of two drug corporations.  Clark was the general manager of the corporations and was the only person who knew of the special drug formula.  Clark and Dodge entered into a written agreement stating that Clark shall continue management and that Clark should be the only one to know the formula.  In return, Dodge promises that he would vote his stock to vote Clark as a director, that Clark shall continue as the general manager, and the agreements stated Clark’s income.  Subsequent to this agreement, Dodge breached the contract because he failed to vote his share to continue Clark as director
· This Court, however, overrules the prior decision.  It holds that if the agreement does not harm anyone, it is legal
· Here, Clark and Dodge are the only shareholders, thus no other shareholders were hurt by the agreement
· According to McQuade, this contract would be void as a result of public policy.  The McQuade court would have stated that the agreement takes away the discretion of the directors.  This was overruled.
· POLICY
· The Court here looks at the corporation different than did the McQuade court.  The corporation is not a privileged entity; rather the shareholders make an agreement that defines the corporation.  It is not a privilege of the state; rather, a corporation is whatever is written in a contract.  If there is a unanimous consent between all of the shareholders, then the agreement is legal
· Officers shall be chosen in such manner and shall hold their offices for such terms as are prescribed by the by-laws or determined by the board of directors or other governing body 
· Now, because the contract is not void, Dodge is going to try to buyout Clark and Clark is going to demand a lot of money for his shares.  This gives him the power
· Galler v. Galler- Like Clark, when a shareholder agreement doesn’t harm a minority shareholder, who is not a party to the agreement, it may be enforced.
· There were two brothers who were equal partners of a drug corporation, and each owned 110 shares.  They then contracted to sell 6 shares each to Rosenberg.  Then, in 1954, the brothers entered into agreement to ensure equal control of the corporation.  The agreement stated that the shareholders will case their votes for the two brothers and their wives, and that annual dividends should be paid when a surplus is earned.  One of the brothers died, and the other brother refused to pay her a salary and to make her a director.  The wife sued the brother
· The Court held that a shareholder agreement limiting the discretion of the board of directors of a close corporation will be upheld where no minority shareholder is prejudiced, neither the corporate creditors, nor the public are injured, and no clearly prohibitory statutory language is violated by its enforcement.
· Unlike in a publicly held corporation, in a close corporation, with the directors and officers having a major financial interest in the company, it is often impossible to obtain a truly neutral, independent judgment of the board of directors.
· Here, no shareholder who was not a party to the agreement has claimed injury as a result of the proposed enforcement of the agreement.
3.  Fiduciary Duties of Shareholders in Closely Held Corporations
· Donahue v. Rodd- shareholders in a closely held corporation owe a fiduciary duty of utmost good faith and loyalty
· The Court stated close corporation shareholders, like partners in a partnership, have duties of the utmost good faith and loyalty.  Concluding the majority shareholder must provide the minority an equal opportunity to participate in corporate benefits, the court compelled the majority to provide the minority plaintiffs an opportunity to redeem their stock on the same terms that had been made available to a controlling shareholder.  As a remedy, the court allowed the plaintiffs to choose between rescinding the challenged redemption or participating on the same terms.
· DONAHUE TEST- Stockholders used to owe a duty of the utmost good faith and loyalty in a closely held corporation
· A majority shareholder can’t have the corporation buy its shares without offering them to the minority shareholder
· This creates a harsh rule because the majority shareholder owns more capital than the minority shareholders; however, he still must offer them his shares
· Through imposing the strict fiduciary duty, there is a balance between the minority and majority shareholders
· Wilkes v. Springside Nursing Home- Does away with the Donahue strict fiduciary test.  If the majority shows a legitimate business purpose for its action and the minority shows the objective could have been accomplished in a way less harmful to the minority’s interest, then the court must balance the legitimate objective against the practicality of the alternative.
· Wilkes and three other men started a nursing home.  A few years later, Quinn obtained a larger portion of the property.  Then, there was a directors meeting and the board established salaries, however, they didn’t give a salary to Wilkes.  Wilkes was also not reelected as a director.  Wilkes was driven out because of the personal desires of Quinn.  Quinn also wanted the corp to buy out his shares, however, they offered him a low amount. Wilkes brought suit arguing that there was a breach of fiduciary duty because he was fired
· WILKES TEST- Now, the majority will have to show a legitimate business purpose.  Once they have shown that there was a legitimate business purpose, the minority shareholder can show that there were other means available to the majority for severing him
· This is a balancing test.  They are balancing the fiduciary duty of the majority to the alternatives available to them
· **They do not adhere to the strict fiduciary duty of Donahue.  They say that the majority shareholders have a property interest in the corporation and thus can act selfishly.  However, if they act too selfishly and act without a legitimate business purpose, they may have breached their duty
· Here, the directors essentially decided to “freeze out” Wilkes from the corporation.  “Freeze Outs” can be accomplished by depriving stockholders officers or employment if there is a legitimate business purpose
· This Court said that there was no legitimate business purpose in firing Wilkes. Thus, the majority shareholders breached their fiduciary duty to Wilkes
· REMEDY
· To prevent situations like this, shareholders in a corporation should always include in their articles of incorporation a provision stating that the corporation has to buy their shares for a fair value.  This is a buy-sell agreement in the bylaws which would prevent this situation from happening
· Sugarman v. Sugarman- If the majority intends to freeze-out the minority shareholders and has employed a scheme aimed in freezing them out of the corporation, then the majority has broken their fiduciary duties.
· 3 brothers formed a corporation to sell paper.  One of the sons of the brothers, Leonard, obtained control of the corporation and tried to freeze out the grandchildren of another brother.  Len offered to buy the grandchildren’s stock at a law price and was overcompensated without declaring dividends.  Also, Len wouldn’t hire the grandchildren.  The grandchildren brought suit claiming that Len was trying to freeze them out
· Freeze Out Suit- The plaintiffs have to show that the majority intended and had a scheme to freeze them out.  It is not enough to merely show that the majority offered to buy shares at a low price and it is not enough to merely show that the majority shareholder has taken excessive compensation.  Rather, the minority shareholder must show that the majority intended to freeze them out and may use the low offer and the excessive compensation as proof of his scheme
· If the majority has the intention to freeze out the minority by employing the above listing things, then they break their fiduciary duties.  There needs to be a scheme to freeze them out
· This looks at the intentions and the harms of the fiduciary.  This is a tort claim.  THIS IS THE NEW LAW
· Smith v. Atlantic Properties- a shareholder who constantly vetoed declaring dividends violated his fiduciary duty because he had no business purpose in using his veto.
· 4 shareholders owned Atlantic; each owned a 25% interest.  In the corporation’s bylaws, decisions must be made by an 80% vote.  This essentially gives each of the directors a veto power.  One of the directors, Wolfson, who doesn’t want to declare dividends despite tax penalties by the IRS.  The corporation was penalized repeatedly because Wolfson decline to vote for dividends.  Wolfson is a minority shareholder here; however, because he was exercising his veto power, he essentially becomes the controlling shareholder.
· Here, the Court said that Wolfson violated his duty of utmost good faith and loyalty by consistently vetoing the dividend despite the penalties imposed as a result of his vote
· He didn’t use his veto power in a reasonable way.  Further, he doesn’t have a plan, and thus he doesn’t have a legitimate purpose
· The Courts are moving from utmost good faith and loyalty, to the BJR test employed by Wilkes, and finally to the tort claim in the freeze out claim
4. Remedies for Oppression

· DISSOLUTION
· Shareholders can voluntarily dissolve a corporation.  When the directors are deadlocked or when the shareholders are deadlocked, a court will order dissolution
· Corps can also be dissolved because of fraud or oppression by a majority shareholder
· Dissolution is an extreme remedy, however.  It is the last remedy available to the court
· Alaska Plastics, Inc. v. Coppock- The Court ordered damages, instead of fair value of shares, when directors of a corporation attempted to freeze out a minority shareholder.
· There were initially three directors in the corporation.  One of them divorced his wife, and his wife obtained shares of the corporation.  The directors failed to inform the wife of shareholder meetings; they didn’t pay dividends to the shareholders, rather they were giving themselves a higher salary, and they offered her a low price for her shares.  
· The Court, however, said that the trial court had no authority to require the corp to buy her shares and they awarded the plaintiff damages.
· There are four ways in which a corporation is required to buy her shares at their fair value
· If there is a buy-sell provision in the articles of incorporation
· They can order a dissolution if there is oppression by the majority shareholders
· Here, they don’t see any oppression.  This is an extreme remedy
· When there is a significant change in the corporate structure, such as a merger, the shareholder may demand a statutory right or appraisal
· When there is a breach of fiduciary duties between the shareholders
· Here, there may have been a breach of fiduciary duty because the salary that was distributed to the three directors and the lack of dividends declared to her
· However, a court can’t offer specific performance on the basis of an unacceptable offer
· Thus, here if the Court did find that there was a breach of fiduciary duty, she would have been given damages and not given fair value for her shares
VB.  TRANSFER OF CONTROL

· In general, controlling shareholders in a closely held corporation can sell their stock for any price, with exceptions;
· If the controlling shareholder knows that the person they are selling to will raid the corporation and take money out of it, the controlling shareholder has a fiduciary duty not to sell to that person
· Thus, a controlling shareholder ma not sell control if the seller has reason to suspect the buyer will use control to loot the corporation and the shareholder will be left behind.
· If the transaction involves compensation from the person to the shareholder, that the directors will be replaced, the controlling shareholder has the duty not to sell to that person.  There cannot be a transaction where the compensation requires that the board of directors resigns
· Perlman v. Feldmann- one cannot sell his majority stake in a corporation if he has reason to believe that the buyer will loot the corporation, or if the transaction requires that the current directors be replaced.
· Feldman was the controlling shareholder of Newport, who is engaged in selling steel and he sold his shares to Wilport.  Feldman, before he sold his shares, came up with a plan to have a steel shortage in order to secure interest-free advances from prospective purchasers of steel.  Thus, Newport is getting money before they provide the purchasers with steel.  After he sold his shares to Wilport, Wilport started buying steel right away and this hurt the corporation.  Also, in compensation for the purchase of his shares, Feldman promised to procure a resignation of his own board and the election of Wilport’s nominees.
· The Court here held that Feldman violated his fiduciary duty to the other shareholders by selling his controlling interest to Wilport
· First, Feldman knew that the sale to Wilport would hurt the corporation.

· He knew that they would start to buy the steel and thus Newport would loose their interest-free advances.

· Second, it was illegal to make a sale that involves compensation that the directors will be replaced

VI.  FUNDAMENTAL TRANSACTIONS

· FUNDAMENTAL TRANSACTIONS
· Occurs when two or more corporations come together to form an entity.  The major question is one of form or substance.  If the court looks to form, they may look at the transaction as a sale of assets and thus the minority shareholder does not have a right to dissent.  If the court looks to the substance, they may see it as a merger and thus the shareholder does have the right to dissent and has appraisal rights
· SHAREHOLDER’S RIGHTS DURING A FUNDAMENTAL TRANSACTION
· In publicly held corporations, shareholders have a limited role.  Basically, all they can do is elect directors at the annual meetings.  Further, when they are presented with a fundamental transaction, mergers, acquisitions, etc., they have a vote
· Most statutes require a majority of the shareholders who are attending the meeting to pass something.  Also, a majority of the shareholders must be present at the meeting.  Thus, over 50% of the shares must be present at the meeting
· Thus, the directors ask the shareholders to approve their decision to merge with another company
· Shareholders do not have the right to initiate the fundamental transactions.  They are presented with the plan by the board of directors and they have the right to veto this fundamental transaction
· Today, there needs to be a majority vote, not unanimous
· When a shareholder does dissent and wants out of the transaction, he can require an appraisal where the court will determine the fair value of the shares
VIA.  SALE OF ASSETS

· This occurs when company A buys all of the assets of corporation B, in consideration of A’s shares.  Then, B dissolves and distributes A’s shares to B’s shareholders.
· When A buys B’s assets, it doesn’t necessarily buy B’s liability.  However, usually B would not agree to sell its assets without having A take its liability
· Under a sale of assets, there must be board approval, shareholder approval; however, there are no appraisal rights.
· In order for there to be shareholder approval there must be a sale of substantially all of the corporation’s assets.
· Katz v. Bergman
· Shareholder approval is required for sale of a subsidiary that accounted for 45% of the total net sales and 51% of the parent’s assets.
VIB.  MERGERS
· Here, the boards of A + B meet and come up with a merger plan that describes the process of merger.  Usually, one of the corporations remains and the other disappears.  It is now A’s assets and B’s assets together.  Here, there is a filed merger agreement that states what will happen after the merger

· Thus, one corporation disappears and their shareholders either get cash or the shares of the other corporation

· In a merger, three things usually must occur:

· (1) Board initiation and approval

· (2) Shareholder approval in some situations

· Only a majority of shareholders must approve the merger

· If a corporation has more than one class of voting shares outstanding, many statutes require separate approval by each voting class.

· (3) Appraisal remedies for dissenting shareholders

· All state statutes grant dissenting shareholders of the acquired corporation who are entitled to vote on the merger a right to receive the appraised, fair value of their shares in cash.

· Many statutes give shareholders appraisal rights because it gives incentives to directors to offer a high share price to the minority shareholder, and thus foregoing an appraisal proceeding.  There will always be a threat here for a minority shareholder to bring a suit if the director gives them a low appraisal.  Thus, there is an incentive to give the shareholders better value

· Other jurisdictions do not give appraisal rights if there is a market for the shareholders’ shares

· DIFFERENT TYPES OF MERGERS

· TRIANGULAR MERGERS

· A can create a subsidiary and the assets of the subsidiary will be obtained by the merger.  Thus, the merger will be between B and A’s subsidiary.  After the merger, the subsidiary will obtain B’s assets.  B’s shareholders will get consideration from A, which are usually shares of A.  Thus, in the end, B will dissolve and B’s former shareholders will own stocks of A.

· A does this if he is scared of B’s liabilities.  Thus, B would become a subsidiary of A

· This would also eliminate the need for a shareholder vote because the majority shareholders of the parent company are the shareholders of the subsidiary

· SHORT FORM MERGERS

· When a corporation owns 90% or more of a subsidiary, many corporate statutes allow the subsidiary to be merged into the parent without approval by shareholders of either corporation.  Only approval by the parent’s board of directors is required.

· The statute would give the minority shareholders appraisal rights to see how much their shares would be worth.
1.  The De Facto Merger Doctrine

· Farris v. Glen Alden (Pa.)- the court looked to the substance of the agreement and held that  when the form of the agreement is really a merger, rather than a sale of assets, the dissenting shareholder will have the right of appraisal.
· List and Glen Alden entered into a reorganization agreement, which was an agreement to sell the assets of List to Glen Alden.  The agreement stated that Glen Alden was going to purchase the assets of List.  In consideration for the assets, Glen was going to issue shares to List’s shareholders.  Further, List was going to dissolve.  Now, the shareholders of each corporation were going to become shareholders of a new entity.  Here, Glen Alden was buying the corporation and List was the target corporation and thus, the minority shareholders did not have to vote on the sale of assets.  They did, however, obtain a vote from their shareholders because they needed to issue more shares to sell to List.  The plaintiff in the case was a minority shareholder of Glen and argued that this amalgamation was indeed a merger, and thus he should be allowed to dissent and have an appraisal for his shares
· The Court looks to the substance of this agreement and holds that although the form of the agreement was a sale of assets, it was instead a de facto merger
· To see if merger, rather than sale of assets:
· (1) Look to see if corporation loses its essential nature, which is to do business and make profit.
· When corporations merge they lose their essential nature
· (2) Further, look to see if the corporation is substantially different from the amalgamation.
· Here, Glen Alden has changed.  They are not primarily a coal mining corporation, now they are in the motion picture company.  List has control of the new corporation because they have more directors and the plaintiff would also suffer serious financial loss if he is not allowed to sell his shares for fair price
· (3) Finally, and most importantly, look to see if it is more than just a sale of assets.
· The court gives no certainty.  They can rule that a sale of assets was in fact a de facto merger
· Hariton v. Arco Electronics (Del.)- when the directors label their transaction as a sale of assets, even if it looks like a merger, they will they will look to the form and call it a sale of assets.
· The Court looks to the form here.  If a corporation describes a transaction as a sale of assets, we will not give the shareholders appraisal rights.  It is choosing form over substance.
· Thus, as long as the directors operated within the statute, they may categorize it in any way they want.  Thus, even if it looks like a merger, if they categorize it as a sale of assets, they will not give appraisal rights
· THIS GIVES THE DIRECTOR CERTAINTY.  They know that if they categorize it as a sale of assets, they will not have give appraisal rights
2.  Freeze-Out Mergers
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