Outline – Corporations. Jacob Heyman-Kantor

Two options – definitely guess. 100 questions ( 50 right ( 25 points

Three – up to you. 75 questions ( 25 right ( zero points

Four definitely not. 100 questions ( 25 right ( negative 13 points

Formation of the Agency Relationship

· 3 parties: 

· Agent

· co-agents – direct line of communication to the principal. 

· sub-agents §5.1 – when principal authorizes an agent to hire another. Sub-agent must answer to co-agent & principle. Mill Street Church of Christ

· Principle 

· Disclosed §4.1: agent tells 3rd party that he’s working for a principal & reveals the identity of the principal. 

· Only P is bound. (A is not bound.). (§144 – P bound)

· Undisclosed §4.3. Third party doesn’t know that the agent is working for anyone. 

· Reasons not to disclose: to maintain customer relationships of agent, to keep evil principal secret, so it’s easier to negotiate even though principal has deep pockets

· Both A & P are bound. (§194 – P bound). P is liable even for forbidden acts as long as they’re usual and necessary.

· Partially disclosed/unidentified principal §4.2. E.g. real estate agent says I represent a very wealthy buyer but I’m not going to tell you who.

· Both A & P are bound. (§144 – P bound)

· These are the default rules. Typical contract around & bind agent 

? This only affects the first category, right? This seems hard to believe with a cashier, for example

· Non-existant principal. Agent claims to represent a group of influential people. Sometimes that’s how people start out.

? What’s the rule?

· 2 legal concerns for the principal: 

· K liability when A forms K w/third party.

· Tort liability.

· Reasons to enter into an agency relationship: increases efficiency, principal may not have expertise, maintain A’s pre-existing relationships (e.g. A is a neighborhood bartender, has lots of good in the community, has pre-existing relationships w/lots of people)

· Disadvantages: A might disobey (As have their own set of interests), monitoring costs, hiring costs (screening, training), information asymmetry (agent will have more info w/in their sphere of influence than principal has). 

· Law comes in when agent does something and cannot make it right. E.g. agent forms K and breaches. Third parties want to sue principal because agent doesn’t have any money. 

· Agency is one theory for recovery. (that’s count one. next counts are trespass or breach, etc.). Common law principal. 

Restatement 

· 1: Definition of agency, principal and agent

· 13: “An agent is a fiduciary w/respect to matters w/in the scope of his agency (holding something in trust for another)
· 379-398: duty of care & skill, duty to obey, etc.
Gorton v. Doty 1937, 1 Presume that a car’s driver is the agent of the car’s owner, the principal. (Principal is liable for agent’s actions).

· Football team is traveling to an away game and needs another car.

· Teacher Doty volunteers her car on the condition that the coach drives it.

· Coach crashes the car, player Gorton is injured & sues the teacher (perhaps coach doesn’t have $)

Discussion:

· Consent: Objective. Agent agrees to act for principal & vice versa

· Me: maybe if he drove elsewhere, or someone else drove it, principal wouldn’t be liable

· Control: said only coach can drive. Coach doesn’t have complete discretion. If he did have complete discretion, he could in turn loan the keys to anyone. 

· Benefit: because she loaned the car, wants the players to make it to the game. Perhaps the coach was transporting her child.

?Are these the three factors? Anything else?

· Note: easier to form an agency than a K. See §26

· Don’t need specific terms

· Don’t need consideration

Dissent:

· No consent because only passive permission. Requires request, instruction or demand. No control. 

· Wants a formal K, more than just tossing the keys.

Policy reasons to hold innocent owner liable over innocent victim:

· Give the owner an incentive to screen, don’t lend the car to anyone

· CM: required to have car insurance but not health insurance. Encourage car owners to buy insurance, that’s more important than getting people to buy health insurance. Easy to add on cost of car insurance to price of owning a car. Maybe pedestrian can’t afford insurance at all. Also cheaper and easier for owner to buy insurance.

· Con:

· Don’t want to discourage people from lending out these vehicles.

· CM: here, student assumed the risk.

· Formation of an Agency Relationship

· Consent by both principal and agent

· Objective manifestation of assent: whether a reasonable person would think

?

· Control 

· Easy: principal micromanages everything the agent does. (Tell assistant make some copies, put this in an envelop. On a day to day basis.)

· Hard cases: broadly manages, just says run with it. Agent has lots of discretion

· Agent Acts on Behalf of 

· Question of who the benefit flows to.

· Divide over whether there’s an actual or an expected benefit. Expectation of agent. 

· Fiduciary Duties of agent to principal

· Duty of care. Uncommon, typically breach of K cases, agent shirks his work. 379

· Duty of loyalty. Secret profits v. permissive moonlighting. (Must keep wishes of principal before yourself. 387)

· compete w/firm. See General Automotive.

· Connection

· No disclosure & consent

· Are competing any time you form a K w/a customer of the principal. Secret profits. Reading
· Moonlighting is fine. Has nothing to do with the principal. On agent’s own time.

· Steering your customers to someone else or skimming off profits

· Remedy: disgorgement (give $ to principal). 388

· Remember, these are default rules. Parties can K around them.

Reading v. Regem (British, 1948, 80) secret profits smuggling ( disgorgement

· Plaintiff is a member of the British army

· Helps contraband smugglers bypass civilian checkpoints by wearing uniform in exchange for $

· Authorities bust into soldier’s place and confiscate his stuff. He sues to get it back.

· Uses uniform so acts are in connection w/agency relationship. Restat 388

· Note: no tort damages because impossible to calculate taint on the British army. 

· Df: no real damages because didn’t miss any hours on the job & didn’t damage uniform.

General Automotive Manufacturing v. Singer 1963, 83 Usurping business opportunities from principal = violation of duty of loyalty

· Manager John Singer determined that GAM couldn’t handle certain clients. Would take car, send to another garage, charge customer, take some himself & give rest to fourth place

· Charged a referral fee and did not inform GAM

· Df: was helping GAM, knew GAM couldn’t do these jobs because not enough financing or know how

· Employment K: can take on other temporary but not permanent jobs.  Varies by state how much can K around default loyalty principals – here this is too much.

?Is this correct?

· Singer engaged in direct competition, hurt GAM. See reasons 534-35. E.g. company could’ve changed their facilities

· Notion of good faith.

· Connection: if not for Singer’s job, wouldn’t have been able to make these profits.

· Note: agent has no fiduciary duty to third parties. Has a duty of candor to principal to tell principal about referrals.

· Law firm referring will get cases back so benefit is flowing back. A partner would be the principal. Partner is not making profit here on the side (private benefit). Also probably disclosure with partner to co-partners. 

Agency-Principal Relationship in Contracts

· Authority to K

· Actual §7, 26, 145, 195: 

· Express and implied authority has the same legal consequences. 

· Implied necessarily arises out of express command, do all the things that are usual in those circumstances. Implied requires some express command.

· Apparent §8, 27, 159, 186:

· Holding out. View point of the principal.

· Conduct or failure of conduct by the principal

· E.g. Trump announces to the world that Bill is his apprentice, but Donald in private explicitly tells Bill not to do anything.

· Reasonable belief. View point of the third party.

· § 160 secret instructions

?Which is it?

· Inherent §8A Watteu beerhouse case

· Usual/custom AND

· Reasonable belief AND

· Absence of notification

· § 82 ratification: authority after K formation. Lindh
Elements (below is all Tama’s stuff):

· agency must exist

· acceptance of the results of the act with an intent to ratify
· Done with full knowledge of ALL the material circumstances
Ways to ratify

· Express ratification

· Implied ratification by:

· Acceptance of benefits of the transaction at a time in which it is possible to decline the benefits; also, 

· Through silence or inaction;

· Through bringing a lawsuit to enforce the K.

· no implied affirmance if principal has reasonable claim to the benefits other than due to the transaction;

· Agent can ratify if they have the authority to do so

· Only allowed to completely ratify – no partial ratification!

· Employer may want to benefit from the agent’s act. 

· Just as enforceable as apparent & actual authority. 

· Note: 

· No negligence required

· Does not create authority for additional acts of agents.

· Agent believes ( actual authority

· 3rd party believes ( apparent authority

· Agency by estoppel: 3rd party believes A is B’s agent, when A is not an agent. Hoddeson v. Koos Bros.

· Reasonable belief of agency relationship (typically due to carelessness).

· Reliance – change position relying on belief that A is B’s agent

· Differences:

· Only estoppel requires reliance. No requirement of actual agency. 

· Only 3rd party may sue. (In normal agency, both P & 3rd party may sue.) 

· Estoppel is a shield, not a sword (to force someone to pay)

??

Restatement: § 8B Estoppel, 35 Incidental authority, 83 affirmance, 195A Unauthorized acts of special agents
Mill Street Church of Christ v. Hogan, 1990, 14 Implied actual authority.

· Church hires Bill Hogan to paint church. Bill hires Sam Hogan to help him. Sam falls thirty minutes into the job, sues.

Discussion:

· Actual authority to paint

· Actual authority to hire Gary Petty

· Knowledge that it’s a two-man job

· Had hired Sam to work in the past

· Did not say anything to the contrary

Result: Bill has implied actual authority to hire Sam.

Actual authority:

· Df: Bill isn’t HR director. Presumably, doesn’t want to hire Sam because is no longer a church member.

· Ct: df asked Bill to hire Gary Petty, who’s difficult to track down. Anticipated that it’s a two-man job. Can’t complete job otherwise. 

Apparent authority:

· Holding out: past practice (hired Sam before) and failure to say something here to Sam. Default that past practice is the current practice. Elders in the church paid wages to the helper.

· Reasonable belief: past practice and failure to say something here to Sam. 
Lind v. Schenly, 1960, 16 Apparent authority

· Kaufman (agent), Lind’s direct supervisor, tells Lind (3rd party) he’ll receive 1% of all of his employee’s sales. 

· Huge raise – Lind would be second-highest paid employee. 

· Not true. Would not put Lind on notice.

· Df: only pres would have this authority. Lind worked for several years w/out receiving the commission & did not complain

· Holding out: yes. Herrfeldt, VP (principal), told Lind to talk to Kaufman about his salary. 

· Reasonable belief: yes. Changed his position: accepted job of district manager w/ additional duties, went to another office. 

· Ratification: President Brown told Lind would give 1% once sell property

Policy: employees must be able to rely on the word of their superiors & their spokespersons

370 Leasing Corporation v. Ampex Corp. 22

Hold:

· Apparent authority: where principal acts so reasonable person would think agent has authority, enforceable K, as here.

· Inherent authority: where agent does stuff usual/proper/customary w/in his role in a business, as here, apparent authority unless third parties have knowledge to the contrary

Facts & discussion:

· Ampex manufactures and sells computer hardware to companies such as 370 which in turn leases it to end users such as ECS.

· Ampex: Kays is a salesman 

· Mueller is his supervisor

· 370: Joyce is creator & sole employee

· At a meeting with Ampex (both employees present) & 370,  370 is told will get K if meets Apex’s credit requirements, and that this is easy

· Nov 3 document providing for Ampex to send computer stuff to EDS has spaces for signatures for a rep of 370 and Ampex

· When Joyce signs this, it’s not a K; still need’s Ampex’s sig. At most, was 370’s offer to purchase

· Nov 9 Ampex intra-office memo issued by Mueller stating that on Nov 3, Ampex sold stuff to be installed at EDS.

· Nov 17 letter from Kays (Ampex salesman) to 370 confirming delivery dates for units

· Apparent authority! 3rd parties should assume Ampex salesman has the authority to sell. Interpret against the drafter.

· Nov 3 document didn’t say who had to sign for Ampex, so presumably Kays could’ve

· Nov 9 memo (from Mueller) said all contact regarding the sale would go through Kays

· No one informed Joyce to the contrary

· Policy: protects third parties, allows third parties to rely on agents

Writing something on letter head might be enough to bind.

Watteau v. Fenwick – the beerhouse case, England 1892, 25 Inherent authority: undisclosed principal is liable for acts the agent does on his account if usual to the business, even where forbidden by the principal

· Humble sells his beerhouse but remains the manager, beer license remains in his name, & his name remains over the door

· Humble only has authority to buy ales and mineral waters

· Humble buys cigars and Bovril (non-alcoholic drink) on credit from plaintiff who sues beerhouse for money

· Beerhouse would usually deal in these

Result: Inherent agency requires beerhouse to pay

· Note: presumptively fine to keep principal undisclosed because it’s not material to the K, 3rd parties generally don’t care whether there’s a principal. If material ( fraud. 

· No holding out because 3rd party didn’t even know about principal.

· Principals can do something with respect to third parties (notify them) or w/respect to agents (monitor them more, screen them more)

· Policy: easier for bar owners to monitor their employees than for vendors to monitor people that look like bartenders. 

· Counter: discourages venders from investigating, asking a few questions 

Hoddeson v. Koos Bros. 1957, 40 Agency by estoppel

Hold: Where a proprietor of a store fails to keep a look out, and therefore enables imposter to act in a way that an ordinary person is the principal’s agent, the principal is liable

Facts:

· Hoddeson goes into furniture store, gives a man $168.50 for a mirror and furniture, to be delivered. Does not obtain a receipt, cannot ID the salesman.

· store has no records of the transaction, claims that an imposter conducted the transaction. 

Result: remand for a new trial

· holding out = Inaction

· Reliance = paid money

Agency-Principal Relationship in Torts

Restatement §§ 2.1&2.2 - master servant, 2.3 independent contractor, 219 – master liable for servant’s tort’s, 220 – distinction between servant and independent contractor, 228-231 – scope of employment 

Tort liability:

· Vicarious – perhaps agent is liable but probably not; the boss is definitely liable. The employee

· Personal – only agent is liable. The independent contractor. Exceptions:

· Employer retains control (use this type of drill, etc.)

· Non-delegable duty  (dangerous activity)

· Negligent hire – incompetent or insolvent ($, no insurance)

· Apparent authority exception

· Boss holds out her independent contractor as an agent.

· Inherently dangerous

· Policy:

· anti-personal liability: agent must negotiate for more $ to afford insurance. Small businesses cannot afford insurance.  Take on too much risk & can’t contract around because have no bargaining power. Some agents might fail to buy sufficient insurance or monitoring.

· Pro: each franchise can buy their own insurance K. They know what they need (big corp has to normalize). Can choose what risks to take. Big bad corp would over-insure. Two companies buying insurance is over-insurance. Property owner has to buy insurance for many reasons. Don’t want to take ownership away from small business and make big bad corp monitor and exert control via training excercises, etc.

· Economic, non-legal considerations for owning/independent Ker

· Money outlay. W/independent Ker, company needn’t use its own capital to expand. Franchisees pay to obtain licenses. 

· Monitoring costs: the more difficult products are to monitor, want to be franchisees because would take too much investment for corporation. Like repair shop, where customer (pre-existing) relationships/service is important.

· Gas station would be franchise whereas starbucks w/special lattes more likely to be company owned

· Hoover formed independent K out of economic concerns. 51.8

Humble Oil & Refining Co. v. Martin, 1949, 48 the independent contractor defense is unavailable for the franchisee because the franchise exercised controlled over the operations

· Mrs. Love’s unoccupied car rolls by gravity from gas station into Mr. Martin and his children

· Martin sues Humble Oil (franchisor) for failure to ensure the emergency set was engaged and leaving the car unattended

· Df: station was operated by an independent contractor, Schneider, and his employee, Manis

· Humble, Scneider, & his employees didn’t consider Humble the employer

· K says Humble isn’t the employer

· Pl argues employee-employer relationship:

· Humble provided advertising media, products, substantial part of current operating costs

· Humble controlled hours. Schneider basically had to do anything he was told to do by Humble.

· Commission Agency Agreement – Schneider’s only title for occupancy of the premises – was terminable at will by Humble
· Schneider’s sole discretion: hire, discharge, pay, and supervise employees of laborer status

· Humble must pay an operational expense
· Note: distinguishes Texas Company v. Wheat, Franchisor did not require duties of the Franchisee, paid none of the operating expenses, did not control working hours). 
§ 229: liable where conduct is same general nature/incident to the conduct authorize

· Humble authorized the schedule, the operating expense. 

· Counter args: every repair is unique w/a unique price, repair shop might’ve been run differently.

Hoover v. Sun Oil Company, 1965, 50. Where company has no control over day-to-day operations, independent contractor & personal liability

· Barone operates gas station owned buy Sun Oil. His employee, Smilyk, negligently causes a fire.  Hoover sues Sun Oil. 

· Operator sells competing products at the station. 

· Agents are under a duty of loyalty not to compete.

· Pro- employer/employee relationship: B buys gas from Su, Sun loans equipment, advertises in phone book under Sunoco, employees wear Sun uniform, Barone went to Sun school, weekly visits from Sun sales reps

· Pro independent Ker: no written reports to Sun, need not follow Sun’s advice. Barrone determines schedule & pay to employees

Discussion

· For employee—employer relationship, need: exclusive sales (only the corp’s products), corp controls hours, has right to hire & fire, if there’s a right for the corp to inspect bathrooms 

· Non-delegable duty: no. There’s no law or public policy prohibiting delegation of control of the gas station. Counter-hypo: baby-sitting. 

?

· Negligent hire: No.

· Incompetent

· Insolvent – insurance, $ for a bond

· Rare & hard to prove. Sun Oil had to have known that Barone was an idiot and would create problems. 

· Apparent authority

· Closer. Sunoco sign, listing in the phone book, employees wore Sonoco uniforms.

· Reasonable person would know that this is just a franchise. 

Majestic Realty Associates v. Toti Contracting, NJ 1959, 75 Hirer can be liable for independent contractor’s actions where the activity was inherently dangerous

· City hires independent contractor to demolish a building to create a parking lot. Negligently damage neighboring building owned by Majestic with wrecking ball

Discussion:

· Dangerous activity exception (AKA negligence per se): Check. Nondelegable! Cannot outsource your liability. Otherwise Exxon would hire independent contractors to transport their gas to avoid liability.

· Control exception: No. Parking Authority doesn’t care about the weight of the wrecking ball, only the result

· Negligent hire. Failed to raise at trial: 

· Must check for

· financial solvency 

· insurance. Policy:

· Too hard to assess for competency. If don’t have insurance, employer hasn’t checked anything. Insurance is easy to check for.

· CM: insurance company is intermediary, won’t insure incompetent businesses. 

· This is easy for corp to check for. If they’re not even doing this, they’re probably not doing the more complicating assessment of competency.

· Hiring someone who’s incompetence

? What do you call the employer of the independent Ker?

§220 servant v. independent Ker (hirer of independent Ker is not liable):

· extent of control - who supplies the instrumentalities, tools, place of work

· one employed is engaged in a distinct occupation or business
· work is usually done by at employer’s direction or specialist w/out supervision

· level of skill required

· length of time of employment

· method of payment – by time or by job

· work is part of regular business of the employer

· belief of parties

· whether principal is in business

· Torts by Crazy Employees §228, 229

· Agency Relationship

· Non-issue: it’s stipulated that they’re an employee. 

· Scope of employment. Factors:

· Purpose: actuated at least in part to serve employer

· Characteristic behavior; kind of action typically done by agent.  Slippery test.

· Usual course of duties

· Yes: bouncer gets into a fight with a customer. One of bouncer’s duties is to get physical.

· Closer call: cashier comes to blows with a customer over payment

· Torts: if not usual course & duties it’s  frolic & detour

· Intentional tort

· Less likely to make employer liable. Employee probably did it for himself, was probably not instructed to do it, certainly didn’t have authority. 

Reasonably forseeable

Are these elements of a tests or factors – see seaman Ira Bushey case (had in my notes elements of a test”), Tama has instead of the last two:

· occurs substantially w/in authorized time and space
· Can still be w/in scope even where forbidden230/criminal/tortuous 231

· (3) is it foreseeable?

· Liable, even where outside the scope: 

· master intended the conduct or consequences

· master was negligent or reckless

· conduct violated a non-delegable duty of master

· servant purported to act on principal’s behalf & either

· reliance 

· agency relations aided commission of tort

$229 additional factors for w/in scope

· previous relations between master & servant

· business of the master is apportioned tween servants?

· If act is w/in enterprise, has it been entrusted to any servant?

· Forseeability

· Similarity to acts authorized

· Instrumentality that did act furnished by master?

· Very different from normal way of doing authorized act

· Act is seriously criminal

Ira S. Bushey & Sons v. United States, 1968, 62

Holding: US is liable. Employer must expect accidents – there are risks inherent in the working environment. reasonably foreseeable that a drunken sailor would come back and mess with the valves.  
· Drunk coast guard seaman Lane returns drunk from leave late at night, turns some valves, destroys dock & ship. Dock owner sues the Coast Guard.

· Agency: stipulated. Scope of employment?

· Usual course of duties to crash into doc - no

· Intentional tort – yes. Looks like he intentionally became drunk and crashing was a natural consequence. 

?He didn’t intentionally crash into the dock?

· Purpose – no.

· Characteristic – this is the test the court uses. 

· Bartenders get drunk & destroy private property. They’re off the clock, unlike seamen. Seamen typically can’t wait to get to shore and get drunk. 

?So bartender is a bad e.g. of characteristic?

?If you meet 1 of 4 elements, w/in scope?

Foreseeable. Lane returned for the ship for his job and so this was in his employment context, not personal context. He had to walk past the valves to get back to the ship  
· Policy: 

· Anti-coast guard liability: screener argument. Don’t hire crazy soldiers.

Dock owner can easily put a padlock on the valves. 

· Pro: costly for Coast Guard to monitor thousands of soldiers or to lock up seamen while they’re on the shore.

?Review this case & scope of employment test

TGIFriday’s

· Employee

· Friday’s controls the location, layout, look of the site (how can build the restaurant), the trademarks. 

· 4.03, 4.06: Friday’s controls the hiring & training of employees, right of refusal regarding managers, how much they must spend on advertising every month 10.01 (2%+)

· Pro-independent contractor

· Main motivation is to benefit franchisee. 

· 22.01 explicitly says they’re an independent contractor. Last sentence: “No fiduciary duty is owed by, or exists between, the parties. Franchisee shall hold itself out to the public to be an independent contractor operating the business pursuant to a franchise from Friday’s.”

· Lawyers are trying to avoid actual authority & holding out. 

Court will never ignore an indemnification agreement (except for unconscionability, etc.). Corp would be able to sue the agent. 

Uniform Partnership Act (1997) RUPA

§ 103 Mandatory rules:

· access to books & records

· duty of loyalty (although can reasonably specify categories of activity that don’t violate duty & can ratify acts post facto an act that would violate)

· unreasonably reduce duty of care

· eliminate obligation of good faith (although can reasonably define)

· Also cannot vary the power to dissociate, vary the right of a court to expel a partner, vary the requirement to wind up the business, vary limited liability, restrict rights of 3rd parties

§ 201(a) – a partnership is an entity distinct from its partners

§ 202

· partnership is default association, not formed under a statute

· Not a partnership: join tenancies etc., sharing of gross returns

· Sharing of profits = partnership (unless debt, compensation, rent, annuity, loan)

203 property is of partnership

204 when property is personal

401 rights of partners to profits & losses

404 General standards of partner’s conduct – what one partner owes another

· (c) Fiduciary duty of care: no grossly negligent or reckless conduct, intentional misconduct, knowing violation of the law. Super weak.

· (b) Fiduciary duty of loyalty, one partner advantages himself at the expense of the firm: opportunity (steal clients/customers; take partnership property), adverse (conflict of) interest, competing with (start business on the side in same industry)

? are these the three types of breaches? Is taking of property in the same category as corporate opportunity?

· Disclosure (ex ante) vs. 

· (can negotiate separately w/independent interests in mind. Can K around except for fraud)

· If fail to disclose prior to taking advantage of opportunity, must share the opportunity

· Partner can lend $ to partnership

Class:

· Owners are also the managers (unlike corporations). 

· Ability to transfer ownership interest is tightly controlled

· Needn’t file anything (certificate of incorporation, bylaws, certificate from the state that you need for corporations)

· Any time you get together with people to pursue profit, the default is partnership (if people don’t say otherwise & don’t file anything). Covers many types of conduct.

· Subjective evidence of formation doesn’t matter (I didn’t think we were a partnership)

Tama:

Partnership: Two or more persons to carry on as co-owners of a business for profit.

Indication of a Partnership

· Control: Do alleged partners have a right to manage the business or exercise control over business and business decisions?
· Management: Do alleged partners have management responsibilities?
· Right to Share Profits/Obligation to Share Losses (required)
· All partners are jointly and severally liable for everything chargeable to the partnership.
· Person who shares profits is presumed to be a partner unless its it can be rebutted by showing that payments were received for (RUPA § 202(c):
· debt

· Service as employee or Independent Contractor

· rent

· annuity, retirement, health benefit

· interest on loan or payment

· For the sale of the goodwill of a business.

· Share of Partnership Property

· Partner is co-owner with his partners of property
· Possess partnership property for partnership purposes
· Rights of partnership property are not assignable except if all partners assign the property.
· Holding Out to be Partners: Did they file partnership income tax? Or did they hold out to 3rd parties?
· Intent is not necessary to form Partnership! But it can be express AND implied. 
Elements of proving a partnership

· Intention of the parties

· Right to share in profits

· Obligation to share in losses

· Ownership and control of the partnership property and business

· Community of power of administration

· Language of the agreement

· Conduct of the parties toward 3rd parties

· Rights of the parties on dissolution

?Join Tama’s notes with mine

Fenwick v. Unemployment Compensation Commission 91

Ms. Cheshire is an employee, not a partner

· Beauty shop. Ms. Cheshire asked for a raise. Instead, boss supposedly enters into a partnership agreement. $15/hour + 20% of profits if any at year end

· Pro partnership: K says partnership agreement, tax returns say she’s a partner, books are open to both partners

· Anti: she made no investment, doesn’t bear any of the losses, Fenwick still calls her “girl” so doesn’t think of her as a partner, no right to manage business, no right to property, made no loans, no holding out (people saw her as cashier), only Fenwick is liable for debts, no interest after quitting

· Ms. Chesire wished to remain and did remain in same capacity before. Entered into “new” relat in order to compensate for services

· Burden of establishing partnership is upon the party who alleges its existence

Dicta:

· Owner doesn’t want to pay into the government fund. In that state, w/8+ employees must make contributions to the state unemployment fund. Fenwick claims he has seven employees and one partner. UCC wants a declaration as to whether Fenwick should pay this tax. Policy:

· Partners may still earn money off of interest even though isn’t showing up at work. Laid off employees are poorer and need more help. 

· CM: employees get fired whereas partners voluntarily leave. Partners will have to be bought out before they leave. 

Class board:

· Partnership Formation

· Objective more important than subjective evidence of formation. Objective evidence:

· Right to Control. Say in the day-to-day management of the partnership’s business.

· Right to Economic Interest: share in profits/losses, ownership of property, capital contribution (made an investment in the partnership, initial equity/seed money), loans (debt or calling people to make contributions) to partnership (also made by banks)

· holding out to third parties

?My notes say top 2 are required. What about third? What about subjective aspect?

Martin v. Peyton, 1927, 96 Creditor, not a partner. Profit-sharing isn’t enough for a partnership K

?improve holding

· KNK partnership was losing money. PPF (Payton) give them assets that’s marketable (can take it to a commercial bank to loan $ against the asset) in exchange for dividends (profits that aren’t re-invested) & 40% of profits until return is made. Also option to buy into partnership

· KNK becomes insolvent. A KNK creditor sues PPF for collection of debts, alleging PPF is a partner.

Discussion

· PPF’s right to control limited to veto company decisions. 

· Right to economic interest – profits but only until pay off debt. 

· No holding out. loan was behind the scenes. K expressly said they’re not partners, 

Operation of a Partnership

RUPA

· 301 Partners are agents for partnership unless partner has no authority AND

· 3rd party knew or had received notice that partner lacked authority OR

· Not typical act of that kind of business

· 303 Statement of partnership authority

· 305 Partnership liable for partner’s conduct

· 306 Partner liability

· 307 Actions by & against partner/ship

· 308 Purported partner

· 403 Partner’s rights & duties w/respect to info

· 501 Partner not co-owner of partnership property

· 502 Partner’s transferable interest in partnership. 503 transfer of that interest. 504 transfer interest subject to charging order

?Do we need to know this stuff?

Meinhard v. Salmon, 1928, 109

Famous case & NYC property, Cardozo opinion.

Breach of duty of loyalty by seizing partnership property!

· M & S are partners running a hotel on land w/20 year lease. 

· M - silent partner w/cash, S - managing partner, Gerry is leasor. Joint venture.

· Gerry makes an offer to S to extend lease before the joint venture is done. (G didn’t know about M). 

· Nexus is location. Empire State Building investment opportunity would not be a violation of loyalty duty

· S uses for his separate business Midpoint Realty w/out disclosing to M.

Dissent: joint venture was over.

· One partner owes fiduciary to the other partners until she leaves partnership

· Voluntary departure

· Planning for departure is not a loyalty breach unless it’s competing. Factors:

· Planning E.g.s: logistical arrangements to establish a physical plant for the new firm (leasing new office, setting aside money, contacting a real estate agent, ordering furniture), list of clients they expect to get. Meehan.

· This is not competing but planning to compete.

· Less sophisticated clients = bigger breach. They don’t realize what’s going on, that they have options. Also relevant for damages. Meehan

· Unique skills = less of a breach. E.g. You’re the only international tax attorney in Memphis. 

· Whether attorney managed the file or brought in the client. Client would’ve gone w/them anyway. 

· Affirmative lie about plan to leave. Meehan.

· Form an intent to withdraw very early and give notice to leave very late. Somewhere in that spectrum is a breach of loyalty.

· giving early notice will create a hostile working environment & retribution for partners & their clients. 

· This firm has a past practice of people leaving w/out giving notice

Partners have a duty to tell other partners everything that’s important to the partnership.

Meehan v. Shaughnessy, Mass 1989, 117

Result: breach of loyalty to improper solicitation of clients and for lying

· Partner lawyers at a big firm break away, take some associates and clients with them.

· Lied when said were not leaving

· Improper solicitation of clients (failure to give advanced notice as required by partnership K):

· Instruct lawyers they take w/them to delay on cases so can take them to their firm. Many of these cases were brought to the firm by other lawyers. 

· (judge does not believe it).

· Send out a letterhead on firm letter saying we’re switching; come with us. Secret meetings

Dicta

· Partnership agreement set a 3-month notice requirement. Remaining partners waived it so no problem.

· Note: one partner waived, can speak for the firm unless there’s evidence to the contrary, at least when it’s something ordinary (can’t sell all of the firms assets). That’s agency. Not that unusual for people to leave a partnership.

Lawlis v. Kightlinger & Gray, 1990 125 Alcoholic lawyer E.g. of good faith termination, not for predatory purpose

· Senior law firm partner Lawlis becomes an alcoholic, misses lots of work. Signs agreement giving him one more chance, violates agreement, gives him a second chance w/new agreement which he abides by. Firm decides to expell him anyway

· Oct 23, 1986, senior partner Wampler says Finance Committee will recommend termination

· Oct 25, 1986, files removed from Lawlis’s office

Pl’s losing arg #1: expulsion prior to 2/3rds vote.

· Still was a partner after this date even though did nothing: kept drawing profits, name stayed on letterhead, voted in senior partnership meetings to expel him (albeit he was the lone dissenting vote)

· Nov 25 Finance Committee’s memo to expel Lawlis

· Allow him to remain senior partner for up to six months to help him find a new job

Pl’s losing arg #2: expelled in bad faith for the predatory purpose of increasing the firm’s lawyer to partner ratio, wanted to redistribute shares

· Memo recommended helping Lawlis by keeping him on for a while. Demonstrates compassionate, not greedy purpose.  Memo wanted to increase productivity by making associate bill more, not expelling partners

· Similar to Holman case where a partner was expelled after giving a political speech that upset a client. As in that case, Lawlis’ alcoholism could damage partnership.

· Dec 23 year-end meeting, all but Lawlis vote to accept memo

· L refuses to sign this agreement. He is expelled, again w/loan dissenting vote

Limiting Partner Authority: Every partner is an agent of the partnership, and has management over the partnership. Partners have apparent authority for carrying on in the usual way of business and binds the partnership, unless the partner so acting has NO authority to act for the particular manner, AND the person with whom he is dealing has knowledge of the fact that there is no such authority.
National Biscuit Company v. Stroud, 1959, 141 in two-person partnership, one partner cannot restrict the other from doing usual stuff because cannot obtain a majority vote

· Stroud & Earl Freeman enter into general partnership to sell groceries

· Freeman goes to buy bread from Nabisco. (an ordinary matter, usual way partnership would act)

· Stroud tells Nabsico not to sell bread to Freeman. 

· Nabisco does anyway

· Note: partnership agreement might’ve said something different, delegating authority to different partners

· Policy: Efficiency. Requiring every partner to be on the phone for bread sails would be costly


Day v. Sidley & Austin, 1975 146 No duty to disclose non-financial (such as internal structure of firm) changes because that’s not taking advantage

· Managing partner Day not on exec committee. Firm merges pursuant to all-partner vote; merger agreement says no partner will be worse off.

· Exec committee decides to change firm location and to make Day the “co” managing partner

Discussion:

· Fraud (did not reveal changes to Day): no

· Partnership agreement did not guarantee of his chairmanship. Executive committee decides has complete authority over firm policy(majority of partners irrelevant).

· breach of duty of loyalty/failure to disclose (that he’d become “co”)

· No financial gain by remaining partners over him. 

· No gain in control because control is in the hands of the executive committee. 

· No obligation to disclose info regarding change to internal firm structure

· Comment: at this firm, to be on exec committee, must be a partner, must be nominated by exec committee, must be approved by majority of the shares (voting percentages). People who founded the firm & are on the executive committee have lots of shares.

Termination of the Partnership

RUPA

· 601 Dissociation: Partner giving notice, agreed-upon event, expulsion pursuant to partnership agreement (w/a few exceptions), judicial determination (wrongful conduct, etc.), etc.

· 602 partner can dissociate; where wrongful (violates partnership agreement, prior to end of joint venture, w/out proper notice) owes damages

· 603 effect of partner’s disassociation

· 701 Purchase of dissociated partner’s interest. Equal to what would’ve gotten if firm dissolved. Offset by damages from wrongful disassociation. May have to wait until end of joint venture. Can sue for ct determination of value.

· 702 For two years after dissociation, partnership can still be liable for purported partner behavior

· 703 Partner can be liable for two years after dissociation for partnership stuff w/out agreement to the contrary

· 803 Firm can be dissolved after at will, event, illegal to continue, purpose is frustrated, impracticable to continue, etc.

· 804 partnership is bound to partner’s act after dissolution if needed to do that act to wind up

· 807 Settlement of Accounts & contributions among partners

· 38 (UPA) Rights to property after dissolution

· Dissolution (“Di”) of a partnership

· Partners calls for Di (ie at-will partnerships; one person just walks out, disassociation = dissolution.)

?Default rule? Unanimous or majority?

· Di pursuant to partnership Agreement (ie term partnerships (K says agreement will end in 2015 or joint ventures (ends when partnership fails or succeeds)

· Di pursuant to Court Order

· Commercial Impracticability (more than a simple loss, some errant judgment. Must be verge of bankruptcy. 

· Frustration of Purpose

· Gross Misconduct/Intentional Breach of Agreement

· Requires a lot

A lot of people go to court to get out of partnerships because worried aren’t going to get fair share.

Owen v. Cohen, 1941, 152

Dissolution of firm where impracticable to continue: disagreements so all confidence/cooperation destroyed, partnership hindered, disruptive, willful/persistent breach of partnership K

· Profitable two-man partnership running a bowling alley through oral K. Owen contributes 6K to start up (he considers this to be a loan).

· Problems: Cohen said he’d never work, bullied him in front of employees, argued about how much money employees should be paid, set money aside for himself, tried to make Owen do all the manual duties, took money from the partnership. 

· Perhaps gross misconduct, intentional breach of K, gross negligence

?Is this either of these?

· Owen seeks dissolution based on impracticability. Wants his loan paid back (Cohen argues not a loan) & fair value for his interest. 

· Will not dissolve based on trifling/minor differences/grievance involving no permanent mischief

Collins v. Lewis, 1955, 155 E.g. No dissolution for simple financial losses

· Partnership for cafeteria. Lewis provides idea & expertise, Collins provides $. K: Lewis pays back at certain amount per year. Once it becomes profitable, split profits 50-50.  Term partnership for duration of 30-year lease. Collins must stay in the partnership until them and keep contributing.

· Takes more time & $ than Lewis predicted.

· Collins: due to extravagance & mismanagement

· Lewis: due to inflation, Korean war, etc.

· Collins seeks dissolution (wants to avoid being sued for violating term partnership walking away early), judicial sale so can get $ back, & perhaps buy it back for little $. 

Possible grounds for a court order:

· Commercial impracticability: over budget & no profit not enough.

· Gross misconduct: No. Lewis has been managing operations & paying off loan
· Intentional breach of partnership K – no breach whatsoever.

?Is this what other people have?

Note: 

· Collins should have written more into K, including max $ he would contribute.

· 51% interest in receiving profits doesn’t necessarily/ordinarily have anything to do with voting rights. 

· Money gets paid back in this order (rule of clearing liabilities):

· Debts to non-partner creditors

· Debts to partner creditors

· Partners who have contributed money to capital

· Allocation of profits (or losses)

· Clearing Profits (or losses)

· Losses follow profits (If partnership k says you get 20% of profits, get 20% of losses)

· Services-only partner exception (no losses to someone who wasn’t to get any profit)

Prentiss v. Sheffel, 1973, 163 Former partners have a right to bid on partnership at judicially managed share

· Three person, at-will partnership to own a shopping center

· 2 Pls own 42.5% of partnership – together, own 85%

· Df owns 15%. 

· Partnership goes into debt & df fails to pay his portion (15%) of the debts. Pls sue to dissolve partnership

· Intentional breach of partnership agreement!

· Ct orders sell. Pls are high bidders, buy back without Df

· Ct: df actually benefited from Pl’s participation – that increased the price of his 15%. Df could’ve bid. 

Kovacik ($) v. Reed (brains) 179

Minority rule, services partner gets profits but is not liable for losses

· Pl partner gives 10K, other gives skills (very unusual to have a service-only partner & for $ to approach brains). Promise to split profits.

· Operate at a loss. Deep pocket goes to df for $ contribute  

· Ct denies. Services contribution (labor) is just as good as capital contribution.

· Assets are sold & $ ( Kovacik (rule for clearing liabilities). Undermines arg above

Two possible default rules:

· Losses follow profits (majority rule).

· Pro: will encourage service partner to keep working & make risky bets (because he gets all of the profits but none of the laws)

· Anti: discourages agreements between $ & brains, who cannot afford to pay off debt. Would require compensation.

· Anti: brains must be exposed to financial statements.

· losses follow capital contributing partners (Kovacik case)

Penalty defaults – place the penalty on the party most able to avoid the penalty. 

? Why is $ most able to avoid the penalty? Perhaps because easier for him to find partners?

From notes: Hypo: if Reed earned a salary, then he’s not a services only partner. Services weren’t equal to capital, and ___

?

· Formation of Limited Partnerships

· File a certificate of partnership w/secretary of state where want to do business. Easy; indicate general partner, name of partnership. Something in writing required.

· Centralized Management

· Lp-ship: GP runs everything. LPs invest in the partnership but do not determine how to spend capital

· (Gp-ship: all partners share management responsibilities. 

· Liability

· Gpship: all partners equally liable

· Lpship: lps personal assets are protected, gp’s are not. (GP’s liability is the same in Lpship as all partners in a Gpship)

· Details about Lpships

· typically, pension funds, endowments, investment banks, insurance firms are the LPs. 

· Lenders are more involved in what’s going on with the money. 

· GP cannot obtain loan by self. GP has the skills (e.g. I can identify all these great technology companies that are going to be hits and I’m going to buy them). LPs contribute 99% of the capital – GP contributes 1%.

· GPs can get liability insurance to cover personal liability. All form their own companies, another entity to shield itself from liability. 

· Consequences of separating ownership from management 

· LPs are the owners yet have no say over how $ is deployed. General partner = fund manager (same thing).

· Issue: if gp does something the lp doesn’t like, there’s a huge conflict of interest. 

· Public enforcement, laws. GPship is a trustee.

· Private enforcement/prohibition: CM: agreement that general partner must obtain limited partner’s consent. 

· Partnership agreement. Hundreds of pages long. 

· GP’s pay based on the returns to LPs (very popular). Sensational compensation amounts: gp gets 20% of partners. (also, general partner often gets 2% for overhead. That’s called the 2 and 20. )

· Time limited duration of gpship (e.g. ten years). Can reflect, but general partner needs 4 or 5 years just to buy and sell companies. 

· Tax: GP only pays capital gains taxes on these buys and sells. Not a lot. That’s why there’s been calls in Congress to add to the tax. 

Holzman v. De Escamilla, 1948, 197 In a LPship, where LPs control the business as much as the gps, the LPs become fully liable as GPs.

· GP Escamilla & LPs Russell and Andrews run a farm that goes bankrupt

· Pl Holzman was the trustee of the bankrupt estate

Evidence LPs were actually in control:

· Both LPs had to agree on what to plant

· When GP overruled one of the LPs on what to plant (he planted peppers, egg plant, and watermelons against the LPs wishes) the LPs installed Miller to manage the farm and replace GP

· Money from the bank could be withdrawn from any two partners – the two LPs often did it w/out knowledge or consent of gp

Class: low standard to prove control. Third party witness, as here, are great evidence. 

· A few states (not Delaware) have adopted Uniform Limited Partnership Act, overruling this case/eliminating control rule
· Lp can do whatever he wants and won’t be turned into a gp. The safe harbor lists became longer and longer until today, any conduct is permissible. 

· In every state, there are safe harbor provisions: e.g. advice & consulting won’t expose you to liability. 

Formation of the Corporate Entity

MBCA §2.02 Articles of Incorporation (page 178 of supplement)

(a) Says what Articles MUST include

(b) Says what the Articles MAY include

· Initial directors

· Provisions not inconsistent with law

· Any provision under this ACT required or permitted in the bylaws

· Provision eliminating/limiting director liability 

· Provision permitting or obliging indemnification of a director for liability

Important statutes:

· Delaware’s corporate code 

· The Model Business Corporations Act (the model code).

Features of the corporation:

· Limited liability (#1 reason to form a corp. Avoid insurance costs of Gpship (although must instead pay corporate taxes, franchise fee, etc., which might not be worth it) 

· Except when pierce the corporate veil

· Except when waive liability to get loan from bank because have too few assets

· Transferability

· Corporate form doesn’t change regardless of who investors or owners are.

· Easy to transfer shares.

· Compare to partnership, where would need dissolution/dissaciation

· Centralized management. 

· Owners and managers are distinct from one another. Management is located in the board of directors. (shareholders can only sue, vote, and inspect the place)

· Need no consent from investors. Board decides, acts as principals

· Forming a corporation (matters for extent of liability)

· De jure corporations: with respect to all – public authorities and private parties. Officially approved by the state. Articles of incorporation sent to the state and approved.

· De facto corporation (third parties). Ct will treat improperly incorporated firm as a corporation if

· Acted in good faith to incorporate. (e.g. lawyer drafts a charter but accidentally mails it to the FDA).

· Had the legal right to incorporate

· Acted as if they were incorporated. 

· So shareholders are liable to the state but not to private third parties. (this section is not about directors screwing up. Only shareholders can sue board of directors personal assets. Never covered when employees & execs screw up)

?These two last things are from Tama’s outline. Not sure if they’re correct.

· Corporations by estoppel (some third parties)

· Belief – thought the business was a corporation

· Unjust to disclaim belief – would earn a windfall if were now allowed to deny the business was a corporation

· Not all states recognized this. (Tama)

· Third party thinks it’s dealing w/a corporation, can’t sue for liability

Southern-Gulf Marine (pl purchaser winner) v. Camcraft 202

E.g. corporation by estoppel. Can’t escape performance by raising an issue as to the character of the organization to which it is obligated unless its substantial rights would be affected

· Letter of Agreement for Camcraft to sell Southern a boat

· On form supplied by Camcraft, which included a condition that the parties are citizens of the US

· Southern sends Camcraft a letter that it had finally incorporated and that it was incorporated in the Caymans. Both parties signed this letter

· Df wants to back out

Discussion:

· Not a corp: Pl relied on k & secured financing. Df also relied and began building boat

· Cayman incorporation: skeptical, will remand - Df signed follow-up letter so apparently had no objection

· Belief: check. Unjust to disclaim. Check. not fair for Camcraft to have an option on delivery on a legal technicality.

Promoter liability – when is the promoter liable? (for pre-incorporation contracts)

· when corporation is not formed ( P is liable

· when corporation is formed (but corp doesn’t want the K you signed) ( depends on interpretation of K/intention of the parties. 
· when promoter lies! ( P is liable. (Personal misconduct)
This is all when promoter is putting stuff in his own name?
Lawyer/accountants are incorporators, so not liable unless his activities look like promotion activities. Consider

· If lawyer is just paid a salary ( just a lawyer

· If lawyer is an investor ( promoter

For our purposes, the lawyer will be able to get out of it.

· Failure to procure consent (after formation)

?

· Note: K and Agency principles explain why the promoters are personally liable. (K principles apply because the promoter is the one who entered into the contract.)

· Hypo: 

· prior to forming corporation, someone buys supplies, leases space, hires CFO. Agency principals apply to the promoter. 

?Double check this

Company can raise money by borrowing from a bank/institution or by selling securities (e.g. shares). Default: one share = one vote and one residual, pro rata economic interest in the firm’s assets.

Capital structure - company can raise money by borrowing from a bank/institution or by selling securities (e.g. shares).
· Debt

· Equity

· Right to sell unequal voting rights

· Right to sell unequal economic interests

· Default: it’s all the same. Common stock, not preferred stock

Stroh v. Blackhawk Holding Corporation, 1971, 585 Stock need only have voting, earning, or assets (one of three is enough)

?What’s the difference between earnings & assets?

· Class B stock

· voting rights (management/control rights) 

· no rights to earnings or assets. No dividends.

· zero par (stated) value. Sold at $0.25/share

· Class A stock 

· Same voting rights

· Rights to earnings & assets. Dividends.

· par (stated) value of $1. Sold at $3.40/share 

Discussion:

· Proprietary interest includes any of the three meanings

· Looks to Illinois con of 1870, current Ill con, and the Business Corporation Act

· K-ing around default rule

Notes:

· Voting rights generally irrelevant; individual has no control. Could take the time it takes to vote to make a lot more money in some other way. 

· Here, biggest investors had little control over the firm. This way, could give only certain insiders control yet still raise lots of money from other shares. 

· Potential conflict of interest. Although shareholders can always sell off their stock – less of a problem than in limited partnerships. Transferability offsets agency problem. 

· Note: depending on the jurisdiction, could have make stock A have zero voting rights, making insiders even more powerful.

· Also could’ve given themselves a class of shares to vote for the board of directors. 

?

Limited liability – shareholders are not liable for acts of the corporation. Can only go after business assets. 

Policy: 

· Encourages investment from rich people (poor people don’t care either way because they have modest assets anyway). 

· Encourages diverse investment; otherwise, it’s more likely that one company will do something stupid, and you’d be personally liable for something.

· Encourages risk taking.

· In a world of unlimited liability, there are high monitoring costs - buying insurance, calling CEO every day, etc. Don’t want every shareholder in America having to monitor. 

· Fairness – (Tama) because investors aren’t running the business, they shouldn’t be held liable for its actions

? But doesn’t limited liability also shield executives and directors?

· Valuation. 

· Impossible to value where different investors have different amounts of money. It’d be worth totally different amounts to different people. Want uniform valuation/pricing

· Value investors in terms of future income w/out needing to determine risk of getting personally wiped out

?

· Disadvantages to limited liability

· Encourages excessive risk taking/discourages due care (through sub-corporations with little or no assets)

· Exceptions to Rule of Limited Liability

· Personal misconduct. Something the shareholder did herself.

· Agency. 

Veil-piercing (most important exception). 

· To pierce the corporate veil, there must be (two-part test)

· such unity of interest and ownership that the separate personalities of the corporation and the individuals do not exist. Owns corp for personal profit rather than corporation’s profit. Acting in individual capacity. Factors:

· Failure to maintain adequate records or corporate formalities
· E.g. maintain minutes, separate phone number, separate financial statements, etc.

· Commingling of funds/assets. AKA doing business in one’s individual capacity w/out regard to formality, to suit immediate convenience. One corporation treating another’s resources as its own

· Under-capitalizing/under-insurance of corp. E.g. fund the entire thing yourself. The entire reason to form a corporation is to raise money… 

?Explain

· # of shareholders, fewer = more likely to be a sham

· adherence to fiction of separate corporations would sanction a fraud or promote injustice. 

· promoting injustice less than fraud, but some additional “wrong” beyond creditor not getting paid. E.g.: unjust enrichment to df, or that Df is using corporations to avoid responsibility to creditors. See list page 217.

· Totality of circumstances

· Fraud and unity of ownership are usually viewed together – when you have a lot of one, you only need a little of the other

· When articles of incorporation state otherwise – shareholders can contract around limited liability!

· Theory: tort v. contract. People think judges are more likely to pierce the veil in tort cases. Victim didn’t know the tortfeasor, didn’t voluntarily enter into a relationship. Contract victim can just resell, for example. 

· Theory: parent-sub. 

Model Business Corporations Act § 6.22

“Not liable except to pay the consideration for which the shares were authorized to be issued or specified in the subscription agreement.” can lose whatever you paid for the shares/your capital contribution. 


Also unless otherwise provided for in the articles of incorporation. Can K around limited liability. Contracts can have specific waivers or articles can have that for everything. Banks like to see that.


Veil piercing isn’t listed in this statute – it’s judge-made law.

Walkovszky (plaintiff loser) v. Carlton 207

· Cab runs down Pl. Cab is part of Seon Cab Corp & driven by Marchese

· Df Carlton is a stockholder of 10 corporations, including Seon. Each corp has two cabs and each cab carries minimum auto insurance required by law (10K), not enough to compensate Pl

· Pl wishes to hold stockholder Df personally liable

· No allegation that is doing business in their individual capacities

Discussion:

· Unity of ownership = no! Formalities have been maintained, have the right amount of insurance.


· Injustice? No! Abided by law. No sense in forcing big cab corporations to have more money than small ones. 

· Policy: responsibility of leg to increase required amount of insurance

Dissent:

· Defeats purpose of the rule. Minimum 10K requirement was set so that corporations with few assets could exist, not so that corporations with lots of assets can avoid liability to the public

· Large fleet on streets 24 hours a day & high costs of hospital care and treatment & nature of injuries sustained are totally predictable. 

· This is clear intentional abuse

· Note: passerby is injured. Can sue the cabby (personal misconduct). Might be able to sue passenger for control & consent 

Harris: if he’s forced to be liable, he’ll sell the cabs to the cabbies. 

History: pro rata liabitily. If owned 10 shares, owed that amount of liability. 

· Tama: Agency liability: corporation is the agent of Carlton, the principal. 

· But it is hard to distinguish Carlton’s actions as the head of the corporation versus his individual capacity. Agency will likely fail in most cases like this

Study group – corporation is just acting as an agent for the shareholder. Corporation is not acting to benefit himself but to benefit individual.

· Enterprise liability: ability to sue cab company and all associated cab companies operating as a single unit

· Test for enterprise is when the nominally independent entities are sharing corporate things (like books, funds, recordkeeping, etc.). Court finds insufficient sharing.

?Me: I would like to know how many owners there are of each cab company’s stock

Sea-Land Services v. Pepper Source, 1991, 212 unity of interest!

· Sealand is a shipping company. Signs K w/Pepper Source to ship peppers. 

· Marchese’s PS defaults, dissolves, has no assets, is a sham. Just done for M’s personal profit. 

· companies share same bank account, same phone number, etc. 

· Marchese doesn’t have his own bank account but uses money from the corporation

· No articles of incorporation?, no minutes of meeting, no current bylaws, 

· Sealand sues 

· Marchese (Veil piercing) 

· Other companies where he owns shares (see hand-drawn chart, pg 212). Reverse piercing. E.g. Tyness

· Justice. Not enough, not fraud or just shy of fraud. Courts are loathe to veil piercing. (although on remand, found amounted to fraud) 

· Hypo: Sealand charges a premium for the shipping. Suggests that Sealand knows that these companies sometimes default and has insured against this risk. It’s the same as taking that money and buying an insurance policy. No injustice. 

· Suing X (additional corp that A owns). Same analysis that applies to A applies to X. 

· Suing Z (additional corp that A owns part of). No unity of ownership

· W/+ investors, corporate formality more likely because investors will demand it, that there be no commingling and that the corp holds regular board meetings. Holding Z liable would create more injustice to B, C, D, and E. 

· A has also stolen money from Z. So B, C, D, and E would suffer doubly.

Study group gone through all of the stuff before.

Directors & Officers of a Corporation – Centralized Management

Powers of boards of directors: 

· Day-to-day internal operations. Business performance and plans.

· delegating responsibilities by setting up committees or individuals (e.g. CEO)

· Tama: major risks to which corporation is exposed to, performance and compensation of senior officers, corporate compliance with law and ethical conduct, financial statements, getting information to directors. All under §8.01
· distribute or not distribute earnings AND

· do anything that’s within the firm’s interest

· shareholder returns/maximization (making money)

· long-term shareholder interests

· Make charitable donations, helping the community

· Reputational interests

· Expansion

· Some workers sometimes

· Majority: firm interests include everything

· Minority: firm interests are limited to shareholder interests, e.g. maximization of profits/interest/shareholder return

Powers board does not have:

· Board members cannot act individually. One member of the board of directors cannot do anything. 

· Constrained by fiduciary duties of loyalty and care to the firm

· Acts must be lawful (law-breaking might be in shareholders interest, e.g. giving bribe to foreign government to get an oil pipeline, where probability of discovery is low)

· This is to protect other companies that are law-abiding

· Also no grossly inappropriate behavior

· Board is limited by the firm’s interests

Charter = articles of incorporation

· “we’re created for the purpose of doing anything the law will allow”. Today, we’ve expanded the power of corporations 

· Rationale: earlier in history, wanted to be able to immediately stop corp from acting, from misspending capital, from misusing monopoly power (electricity, railroads) to enter into other industries and dominate those interests as well.

· Only require some process, thinking about it, possibility that might have benefited corporation. Great deference to boards.

A.P. Smith Mfg. Co. v. Barlow, 1953, 282 broad definition of firm interests, as long as charter doesn’t say otherwise. Ct will only consider process of board approval

· Corp builds fire hydrants & valves gave $1,500 to Princeton University. Old ultra vires acts said board had no power to make such acts because firm interests was defined narrowly.

· Good reputation within community, promotes the interests of capitalism. Quotes bottom 282. We’re afraid of communism. 

· The smaller the gift, the more likely it’s ok

· Not made indiscriminately or to a pet charity of the corporate directors in furtherance of personal rather than corporate ends

Common law support: ___

Statutory support: § 3.01

· NJ benefits from these types of donations (preserves state resources so they don’t have to give funding)

· Pro: positive reputation, will get more Princeton recruits. Even if donation is anonymous, bigger pool of job applicants. Stupid to give anonymously.

· Con: money better spent on recruitment, working-class pension fund members don’t want their money going to an NJ elite university.

· Close calls: anonymous gifts, overly large gifts (many statutes say corporations cannot give themselves into insolvency), prohibiting pet charity (e.g. the private school where director’s child attends. That’s what Michael Eisner did)

Dodge v. Ford 288 Not in firm interest to reinvest capital. Radical opinion.

? What’s this worth?

· Ford’s profits will not be divvied out. Instead will be put back into the company and build a new smelting plant. 

· Dodge brothers own 10% of the company, were using dividends to finance their young company. 

· Typical analysis of expansion. Says they’re not business experts. Doesn’t evaluate the substance, just glances at process. 

Pro-firm interests

· Can sell cars more cheaply, allows them to compete

· To pay employees more, increase their satisfaction. Quit less often so less turnover, less training costs, fewer workers call in sick. 

· Also there are tax consequences of paying out dividends

· Eliminate Dodge competition

Ct: 

· Ford disclaimed firm interest - gave testimony and interviews to press that only cared about workers and the community, that reasonable profits were enough. 

· Ct looks to process (company’s rationale), not substance of whether decision could actually improve profits

· Company is having its most prosperous year yet, profits go up, quality of cars go up, price goes down. Primary purpose should be for the profit of stockholders. Incidental expenditures for employees, like building a hospital, is ok. Cannot reverse priorities and make profits incidental.

“arbitrary action requiring judicial interference; inimical to the best interests of the company & its shareholders

Tama:

Business Judgment Rule & Director Liability

· Common Law Protection (Business Judgment Rule) & Director Liability 

· Subjective Standard – what does this director believe? Kamin. 

· Rebuttable presumption that director knew what he was doing – negligence standard. 

· Process – Court looks for the process at arriving at a decision. Ford, Wrigley.

Business Judgment Rule MBCA §8.31(a)

A director shall not be liable to the corporation or its shareholders for any decision to take or not to take action…unless the claimant establishes that …

· the director did not reasonably believe the decision to be in the best interests of the corporation, or…

· the director was not informed to an extent the director reasonably believed appropriate in the circumstances, or 

· a sustained failure of the director to devote attention to ongoing oversight of the business and affairs of the corporation.

Analysis

· Subjective standard – we don’t look at what a reasonable director would do; just at what “these” directors would do.

· Judges are not confident as to how business should be handed and so give deference to business judgment.

· Foolish to put business decisions in the hands of judges

· This rule gives directors freedom to make wide choices and let’s them take risks

?Shorten, incorporate w/my notes

Shlensky v. Wrigley, 1968, 293. Internal operations & w/in firm interests, no lights on field is ok. BJM rule where no fraud, illegality, or conflict of interest

· Pl was a minority owner, thought Pl was in a poor financial condition because there were no lights on the field.

· Can’t prove causation, that adding lights would make the business profitable:

· Df: lights would ruin the neighborhood, lower property value, invite crime, and that would deter people from coming to games. Long term interest

· Pl: df just thinks baseball is a daytime sport, profit is his incidental concern

Discussion

· Wrigley doesn’t present any evidence. 

· Unnecessary: ct doesn’t evaluate the rightness of a decision. Just look at process.

Policy: Pl is asking the court to intervene on behalf of minority against overwhelming majority of stockholders & managers

(Note: there are now lights at Wrigley field because MLB forced them. Would lose home-field advantage in post season. Wrigley died. The Chicago Tribune owns the Chicago Cubs. Faceless corporation.)

Tama:

Exceptions to BJR & Director Decision Making (difficult)

· Uninformed decision-making. Van Gorkon.

· Having no oversight mechanisms

· Must be sustained & systematic failure to maintain a reporting system. In Re Caremark International

· Failure to inquire into issues once concern arises

· Irrational Decision-making, irrational, waste, unconscionable – board makes a decision which has no basis

· Law-breaking – when a director takes a decision to break the law. 

· Breach of fiduciary duty

· Time of the deal (procedure). Terms of the deal (substance)

(Same restated:)

MBCA §8.31 Standards of Liability for Directors (page 209 of supplement)

Exceptions to BJR

A director shall not be liable…for any decision to take action, or any failure to take any action, as a director, unless the party asserting liability in a proceeding establishes that…the challenged conduct consisted or was the result of…a decision:

(A) which the director did not reasonably believe to be in the best interests of the corporation, or

(B) as to which the director was not informed to an extent the director reasonably believed appropriate in the circumstances; 

Or…

a sustained failure of the director to devote attention to ongoing oversight of the business and affairs of the corporation, or a failure to devote timely attention, by making (or causing to be made) appropriate inquiry, when particular facts and circumstances of significant concern materialize that would alert a reasonably attentive director to the need therefore….[or]

[to receive] a financial benefit to which the director was not entitled or any other breach of the director’s duties to deal fairly with the corporation and its shareholders that is actionable under applicable laws.

Insiders’ Duty of Care

Duty of Care: Directors must conduct sufficient investigation or deliberation to make a business judgment.

· Board has the duty to act in good faith, and in the best interest of the company. §8.30 MBCA.

· Duty to be informed during decision-making.

· Must be informed of information reasonably available to them.

· The standard is grossly negligent.

· Directors are entitled to rely on reports, statements, or financial data of one or more officers of the corporation who is competent in that area or legal counsel/accountants.

Model Business Corporations Act 8.30

Standards of Conduct for Directors

· Objective test. Board of directors liable when breach the duty of ordinary (aka reasonable) care.

· Note, this is different than the standard of review, which is the business judgment rule. Just look to process. 

· Rationale: prevent endless lawsuits from shareholders second-guessing every decision director makes. Keeps the court from deciding matters for which it’s not an expert. Promotes risk taking, hindsight is 20-20. Don’t want a compliance officer as your CEO. Also there’s always an easy remedy: sell your shares. You’re not stuck there. Investors want risk seekers – otherwise, would just put money in the bank.

Business judgment rule: we will presume that directors are acting in good faith. Presumption that they were not negligent

Kamin v. American Express 328

Inherent power, process was fine, subjectively had the right goals, cannot stop board from making a bad decision unless fraud, oppression, arbitrary action, or breach of trust

· Amex buys 2 million shares of DLJ for $30 million which depreciates to $4 million. 

· Board of directors decides to distribute DLJ stock to investors (distribution in kind). 

· Pl challenges, wants Amex to sell DLJ stock; selling at a loss would save taxes, offsetting taxes incurred off winning trades. Claims would save $8 Million. 

· Df: would result in a loss on books, causing shareholders to sell, depreciating stock by more than 8 million

· Pl: this is all public info

· Plaintiff’s theories of recovery for money damages:

· Conflict of interest: 4 of 16 board members are insiders; no indication that 4 overpowered the rest. Ct will only consider if majority have conflict

· Earnings may have been overstated because if financial statements are great, get bonuses. 

Care – incompetent, just not thinking. Loyalty – wrong interests in mind.

· Leveraged buyout = borrow money to buy a controlling stake of a firm

· Management buyout = same but management is buying the stocks. 

· This is to keep managers on board. They cannot afford the stock themselves so you buy it for them so they stay with their skills. Compensation. If they leave, will make company look bad, so if there’s a takeover often will give stock to managers so stay and keep market value up.

Smith v. Van Gorkom, 1985, 332 (gives board one day to decide)

No BJR protection due to uninformed decision, no diligent research of value of the company to determine if sale is a good deal. (overruled in many statutes - many states allow corporations w/charters that only allow directors liable where breach loyalty, act in bad faith, intentional misconduct, knowing violation of the law, improper personal benefit.)

??Isn’t being informed required by the duty of care

· Gorkom is the CEO of Trans Union, railroad leasing company. TU is in financial trouble. Gorkem wants to merge for tax credits & cash flow. Pritzer could use the cash flow to pay off the loan.

· Bias: Gorkom is nearing retirement age & has all of his stock in TU so perhaps is more risk-averse than shareholders, doesn’t want to risk shopping company around

· Arranges secretly w/out board (unusual) sale for $55/share. Currently selling at $38/share, so $17 control premium. 

· Also option to purchase one million shares at $38 if the deal doesn’t go through. The deal might fall apart if another company comes in and puts in a better offer. The break-up fee is worth more than $17 million (other company would pay more than $55).

· Sets limits on shopping: can’t full-on go out and try to get other bidders.

· Corporate managers against this. Typical - afraid for job security

· (note: could threaten to quit or demand equity interest in this buyout. Leveraged buyout ( management buyout. Have the most power before the buyout.

· Board of directors approve after 20 minute oral presentation. Outlined the terms but didn’t explain how they arrived at the price. 2 hours of discussion. Get notice on Friday, have to decide by Saturday. Agree w/out seeing actual written terms.

Discussion: 

· a substantial premium not = informed decision-making. 338.7. Just like bank requires valuation when you buy a house, at your cost, corp must valuate prior to selling

Not going to presume that directors acted in good faith because they acted so quickly on so little information with no procedural safeguards
Harris (supporting Van Gorken): 

· Valuation or shopping might scare off the buyer. 

· In the mean time, buyer finds a better deal, his money disappears, or the industry collapses

· Here, the railway car leasing industry collapses 

· Appraisals usually come in and just say that you’re paying a fair price, not very helpful. With real estate, you’re represented by a real estate agent who’s an expert.

· Perhaps some small value in allaying fears. 

· Dissent:

· Point to director’s skill, more experience than the bench, got a premium for their shareholders, no precedent that bad decisions aren’t protected by BJR

· Investment bank couldn’t find any bidders that would pay more than what Mr. Pritzer was offering. No losses because there’s no one who would pay more.

? Never read this case

· How other directors can avoid the fate of Van Gorkem

· Outside valuation or fairness opinion. MOST IMPORTANT

· Longer meetings & record, have detailed minutes, report available prior and after the meeting. Reasonable time for deliberation.

· Everything in writing. 

· Broad shopping provision. (here, amount of shopping was limited). IMPORTANT

· Outside counsel or expert report (e.g. consulting opinion). IMPORTANT

· Gives a lot more work to lawyers and investment bankers

· Note: legislative branch repeals this because they want businesses to stay in their state. States get lots of revenue from corporate tax. Even local lawyers don’t want this because their work will flee. Pg 345.

Duty of Oversight (exceptions to BJR

· Obligation to Monitor

· Look at financial statements
· Basic understanding of business (e.g. basics of reinsurance markets)
· The larger the corporation is, the larger your obligation is.
· General monitoring of corporate affairs. (not day to day oversight)
· Obligation of Investigation: 

· If when monitoring (or if someone alerts you), you find some illegal course of action, a director has a duty to investigate

· Must object if the corporation doesn’t correct its mistake. 

· Director must resign if they can’t stop conduct.

· Liability where: knowledge, failure to act, losses

· Law compliance programs (w/teeth!). E.g. independent annual audit. Disciplinary procedures if board fails to comply. Regular lectures by lawyers. Ways for employees to communicate about wrongdoing. A company manual saying here’s what you shouldn’t do, making employees sign when they join the firm.

· Danger: the more monitoring you have, the more likely you’ll find some wrongdoing that you’ll have to investigate

· Costly, but sophisticated firms can afford it.

Francis v. United Jersey Bank, 1981, 356 Failure to monitor & investigate – No BJR protection!

· Reinsurance company. Mom inherits the money, incapacitated – doesn’t look at books, sons effectively steal 12 million. (Reinsurance firms generally have tons of money).

· Didn’t monitor financial statements

· Failed to investigate - even a cursory examination would’ve revealed misappropriation

· Note: unusual that case is brought on behalf of the creditors instead of shareholders. But corp has same fiduciary relationship to creditors as shareholders. Df is like a trusted bank. 

? Never read!

In Re Caremark International Inc. Derivative Litigation, 1996, 362 Good faith attempt to monitor is enough, but ct approves settlement for improved reporting system to monitor employees’ ordinary business decisions

· Company pleads guilty to mail fraud, pays fines of 250 million

· Allegedly paid Dr. Brown 1.1 million to prescribe Protropin, a human growth hormone

· Gave research grants, consulting agreements, yet didn’t consult, yet still got new money

Discussion

· Pls have no claim

· No knowing violation of statute: experts told directors that company’s practices were lawful, albeit contestable. Had no notice of wrong-doing.

· No failure to monitor. This would require a sustained/systematic failure to create a reporting system.

· Approves settlement because proposals are so modest. Directors afraid of reputation, lawyers fees

MBCA § 8.31 Director shall not be liable unless the challenged conduct consisted or was the result of a decision

a) which the director did not reasonably believe to be in the best interests of the corporation, or [irrational decision-making exception/wasted – Dodge v. Ford Motor or Brehm v. Eisner]

b) as to which the director was not informed to an extent the director reasonably believed appropriate in the circumstances; or uninformed decision-making exception – Smith v. Van Gorkom

c) a sustained failure of the director to devote attention to ongoing oversight of the business and affairs of the corporation or a failure to devote…oversight failure, Francis v. Jersey Bank or In Re Caremark

a. A reasonable person would’ve been on notice that something was amiss

d) to receive a financial benefit to which the director was not entitled . . .

?Review statute

Squaring Francis w/Caremark:

· In Caremark, investigation obligation never kicks in. Monitoring system does exist. Francis didn’t know what company was doing or monitoring financial statements, most basic requirements

MBCA § 2.02(4)

The Articles of Incorporation must set forth: a provision eliminating or limiting the liability of a director to the corporation or its shareholders for money damages for any action taken, or any failure to take any action, as a director except liability for:
Additional protection for directors. Codifying judge-made BJR to ensure judges don’t change their minds. Exceptions:

· Intentional misconduct – violating the law or intentionally causing harm to the corporation. These are the two main exceptions: intentional harm and lawbreaking

· For the amount of a financial benefit received by a director to which he is not entitled

· Violation of section 8.33

Note, even though statute doesn’t say anything about equitable damages, can sue for that remedy

· Statutory protections to director liability (in addition to BJR!)

· Exculpatory charter provision

· Indemnification from corp for director’s lawyers fees who are successful on the merits. Some states use the word “wholly” successful, & in some states this is mandatory – from agency law: Principle (corporation) would have to pay the agent (director) if agent is held liable.
?Does this apply to liable directors or not liable?
· (as opposed to successful on a procedural grounds, e.g. statute of limitations)

· Directors pay first, then corporation reimburses

· Insurance. Required everywhere. Expensive.

· Firms can also voluntarily indem anything except for what’s listed in 2.02 above (Can buy any insurance policy you want, including law-breaking and intentionally hurting the company. Legislators know that there’s no insurance companies that would sell an insurance policy that would cover this. State needn’t involve themselves because private parties resolve it.)

?Which is it? These conflict

· Expert reports – df never liable where relied on expert 141E (Not uniformed w/an expert. Directors can’t be experts in everything.)

Board is protected when relying in good faith upon records of corporation and information, opinion, reports, statements presented to corp. by officers or employees or committees or by any other person as to matters the Member reasonably believes are within such person’s professional or expert competence and who has been selected with reasonable care on behalf of corporation. DGCL §141(e)

· Decent selection of expert

· Can’t just pick out of hat. Cannot choose biased accountant from your accounting or investment bank

· Expert must be competent

Corporations can have an exculpatory charter provision saying directors won’t be liable for anything.

?That can’t be true

· In order to rebut presumption of non-liability for relying on an expert, you must show (pg 351 Eisner case):

· directors did not in fact rely on expert 

· reliance not in good faith 

· expert didn’t have professional competence 

· didn’t select expert with reasonable care 

· info was so obvious that boards failure was gross negligence regardless of expert advice
· material AND
· reasonably available (e.g. can calculate numbers of severance package)
· decision was unconscionable
Brehm v. Eisner (winner), Del 2000, 345 Employment decisions are at the core of BJM; fine as long as arguably rely in good faith on an expert & doesn’t rise to irrationality,
· Disney CEO Eisner hires Ovitz to be prez, board accepts employment K based on compensation expert’s, who later says he screwed up.

· Employment K includes option, if fired w/out cause, package worth 140 million

· Uninformed decision

· Relied in good faith. Selected expert properly, and compensation expert was competent.

· Ovitz leaves after 14 months & gets 140 million
· sucked at job: internal complaints, business mistakes, Eisner admitted mistake to hire him, Ovitz kept working for old company, negotiated other jobs while under K w/Disney. 
· Ovitz sends Eisner a letter saying he wants to leave but won’t unless gets third deal. 
· Irrational decision-making/wasteful

· Giving him money will help get him to leave & avoids an expensive, distracting, public court battle.
· options for unhappy shareholders: vote for a new director or sell stock
· Pl argues that no business person of ordinary, sound jment would think this was a good deal because it was structured to encourage Ovitz to seek an early non-fault termination
· Pl argues company was ridic to agree to non-fault package
Van Gorkem is stricter scrutiny than Eisner case because 

· Plain old employment contract versus end of period contract. Latter is way more important. Former is a quintessential thing for the board of directors to delegate. 140 million dollars isn’t that big a deal for Disney compared to buying all of the assets of Trans Union. 

Insider’s Duty of Loyalty

Duty of Loyalty: Breach because decision is tainted by fraud, illegality, or conflict of interest.

· Interested director transaction: director on both sides of transaction or family member is on the other side

· Ok if:

· Judge deems it fair

· Shareholders approve (must know of board’s conflict of interest)

· Majority of disinterested directors approve

?Is anyone of these enough?

· e.g. loaning or selling something to the corporation, a director is on the board of both corporations. Under old rules, could never take place. Conflict of interest. Never can be certain that director is not defrauding the firm. 

· Applicability: this rule mostly applies small firms. Exxon isn’t doing any business w/members of the board. They don’t care about this rule. At a small firm, a million dollar loan from a member of the board could be very important. Protects investors in large firms, who have no way of knowing they’re getting a straight deal.

? These two sentences conflict

· needs to be fair or approved by a neutral decision-maker. 

· Corporate Opportunity Cases

· “to take FROM” the firm

· Someone from outside the board comes and makes a proposal. E.g. you should invest in this land…

?What’s this?

Bayer v. Beran, 1949, 374 Wife’s spot in ad doesn’t get BJM but is totally fair so no problem

· Celanese Rayon manufacturing company runs a radio ad campaign w/president’s wife as a singer in it.

· Ad campaign was run because corp needed it, not to launch wife’s career (that was incidental): wife’s compensation was appropriate, she hap appropriate experience, not undue prominence in ad, ads were needed to deal w/new FTC rule, board ratified after the fact (have had success w/informal structure)

· Characteristics of “Corporate Opportunities” 

· Conflict of interest

· Line of Business/expectation (that corporation would want this)

· Outside vs. Inside Directors

· Ability (for corporation to take on business)

· Financial ability

· Lawful

· Third Party Sentiment

?3rd party approached you personally because they knew you?

· Disclosure

· Obligation to disclosure

· Post/Pre-disclosures

· Remedy - disgorgement

Guth v. Loft, The Pepsi case, 1939, handout Took opportunity; financial ability, expectation, conflict of interest all present

· Insider Guth is director & pres of Loft. Loft cannot get low price from coke. Guth buys Pepsi for his own company w/$ loaned from Loft & sells Pepsi to Loft.

· Also a corporate opportunity case 

Discussion:

· Df: Loft couldn’t start up Pepsi & they’re a retailer, not a manufacturer. 

· Ct – Loft had financial ability because Loft made the loan. Yes to expectation because were looking for a new manufacturer so might was to acquire a manufacturer. 

· Df: Guth was approached in his individual capacity. 

· Pepsi approached Guth was because he was connected with Loft. Pepsi wasn’t thinking originally that Guth was a turn-around genius. 

· Df: Disclosure – he told Loft when asked for loan. 

· Guth dominates this board so disclosure was ineffective. Or never actually disclosed.

?which is it

· Remedy: Loft, dying soda fountain company, becomes the owner of Pepsi.

Broz v. Cellualar Information Systems, 1996, 384
no duty to consider contingent/uncertain plans of a deal coming through, informal disclosure ok especially where no financial ability/expectation 

· Director on board of two cell companies. Company A tells him they don’t want to buy the license, cannot afford it. Director buys with company B. Company A had been in merger negotiations w/company Z, mergers several days after director buys license

· Sanitizing Interested Director Transactions

· Approval of “Qualified” decision-maker

· Neutral/independent AND

· Independent: wealthy outside director 

· Biased: inside director w/career interest, family, non-pecuniary such as director donating 90 million to museum to store his art

· Irrelevant: non-pecuniary interest such as donations to alma madder not = interested. Friend, director

?Then why does being wealthy matter?

· Scholars: structural bias of just being on the board.

· Informed. Must have material facts.

· Fairness

Tama:

· BJR: If you prove fairness, then you get BJR.
· Burden Shift:  If you prove fairness, then the burden shifts to the other side.
?

page 395 looks like if pl proves interested transaction, df must prove intrinsic fairness. 395.

Flieger v. Lawrence, 1976, 405 Intrinsic fairness overrides interested transaction

· Board of directors buys land to mine and then to sell it to the firm on which they sit, Agau. Interested director transaction! (no corporate opportunity issue because disclosed)

· Agau did not have financial ability to develop the mine. Mine’s value cannot be enhanced without developing it

· Sanitized?

· Board cannot because they’re all interested.

· Ratification by shareholders irrelevant because only 1/3rd of shareholders voted, & dfs made up a majority of those shares

· Intrinsic fairness: check! Firm got a great deal at a time when it sorely needed new development. 

Martha Stewart (on portal) No duty to monitor conduct of Stewart’s personal life, board members selling stock is never stealing corporate opportunity. 

· Stewart convicted of insider trading, reputation of company is hurt, pl alleges violation of duty of care/failure to monitor 

· Split insurance policy not illegal yet 

· Pl never sent a demand letter, but argues demand would be futile; wrong! Board is independent, 3-2: (being a friend, going to the same wedding not = interested) 

· (boards typically ignore demand letters, which are protected by BJM rule unless can prove board is interested) 

Fiduciary Duties of Controlling Shareholders (CS)

· Have duty of care & loyalty

· BJR applies unless self-dealing, where intrinsic fairness standard applies. 

· Self-dealing definition: 

· parent company and a subsidiary corporation. 

· Dominated board - PC appoints sub’s directors because it owns most of the sub’s shares

· transaction between PC & sub. 

· PC receives exclusive benefit that minority shareholders of sub don’t get. 395:

· Self-dealing is where the parent corporation is on both sides of the transaction, and causes the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of, and detriment to, the minority shareholders of the subsidiary.

? How could this ever be fair?

· Duty of Loyalty ( Intrinsic Fairness Test

· Duty of Care ( Business Judgment Rule

?

· Day-to-day operations – protected by BJM

· Firm-related strategy

· Rule: Duty of care (w/ret. Exceptions)

· Interested shareholder transactions

· Definition

· Rule: intrinsic fairness. Dominating shareholder must prove it’s been fair to everyone. 

· Sale of Business

· Rule: duty of care (mostly). BJM rule!

· Exceptions

· Most typical: not making fair disclosure to the other shareholders: I intend to sell, etc. (this is more frequent than other two)

· Straight Office Sales: selling w/out linking it to voting interests.

· Sale to looters: sales to people who will steal, redirect firm assets to themselves.

· Where controlling shareholder has used his power for sale of business: duty of care standard. Must show one of four exceptions (see above, irrationality, etc.)

· CS sets policy on day-to-day operations: no liability, even where that policy benefits the controlling shareholder. Protected by BJM. But if shareholder is an interested party (contract w/the firm, etc.), then it’s entire fairness.

· Note: sale of business is something all shareholders want because usually shareholders will get a premium and will get a better managed firm. For this reason, sales always get BJM rule. Buyers are making purchase because they think they can do a better job. Want fewer hurdles regarding this type of transaction.  

Sinclair Oil v. Levien, 1971, 394

BJM rule OK: parent forcing sub to give lots of dividends to all shareholders equally

Instrinsic fairness not ok: allowing parent to buy products from sub & pay late

· Dividend policy. SUS owns subsidiaries Svenezuela, SCanada, etc. SUS owns 97% of Svenezuela. SinVen gives out lots of dividends, kicking up dollars up to US. Venezuelan wants it to be reinvested.

· Intrinsic fairness standard not invoked because didn’t act to the exclusion of sub

· Organizational structure requiring country specific subs; SVen can’t expand into new countries. 

· PL didn’t show any opportunities SinVen was denied. This is just firm strategy so always BJM rule

? Why is this. Couldn’t firm strategy benefit parent to sub’s detriment.

· Sinternational is an intermediary between subs, forms Ks w/ Sven to buy products & gives $ to SUS. 

· Self-dealing because buyer is under no real compulsion to live up to Ks. Many Ks are paid late, don’t buy the minimum amount required by the K. Majority shareholders are benefiting from this because they’re buying the products at these great rates. Minorities obviously are not because they only own Sven, not SUS

Sale of Controlling Stake – Duty of Care. Can create disproportionate benefit to controlling shareholder/harm minority shareholder

· Cannot sell power/office w/out selling controlling stake of stock

· Must have some due diligence – cannot sell to a known looter; must investigate the buyer. 

·  “looter” might redirect assets or to avoid creditors. Seller could be liable for buyer’s violation of fiduciary duty.

· Must give complete disclosure of details of the buyer.
Essex Universal v. Yates, 1962, 705

Cannot sell power/office w/out selling controlling stake of stock

· Yates is Republic corp. prez. Will sell controlling shares (28%) of Republic to Essex corp. and immediately get Republic board to resign so Essex can appoint their own directors

· Typically, it would take 18 months to appoint new board

· Yates suddenly wants to back out. Argues that this is an illegal straight office sale. (controlling shareholders appoint management. CS tells buyer I won’t sell you my controlling shares (maybe I’ll sell you a few) but I will sell you my right to appoint board)

· Rationale: wants to encourage sale of stock

· Remands: Yates’ burden to show 28% of stock isn’t controlling

Friendly’s concurrence: Need 50% to show controlling

Derivative Actions

Shareholders have three rights (there needs to be some check): 

· Right to sue

· Directly. Non-shareholders can also do this. Remedy: $.

· Where injury is specific to the claimant, it’s direct (e.g. shareholder has a personal K w/the firm). Where it’s spread out everyone, it’s derivative. Where injury is personal and remedy is not money. Usual want to restore one of the core shareholder rights (right to vote, right to inspect the books). 

· Easier; don’t need the pleading requirements of a derivative suit

· Derivatively (Stewart). Equitable remedy.

· Demand requirement (you should sue this person, resign, conduct more oversight, etc.)

· Rationale: 

· cuts down judicial costs. Board of directors can fix w/out judges having to do stuff. A Hurdle to stop frivolous suits. 

· Consistent w/board’s power to make all the decisions. Board is included in lawsuits filed in its name.

· Board refuses. Plaintiff then sues, arguing refusal was wrongful

· Futility rule. Demand is excused when it’s futile because a majority of the board is dependent, there’s a reasonable doubt that board could make an independent decision to assert the claim. Also where underlying transaction shouldn’t receive protection of BJM. Dependent board can delegate decision-making authority to a special litigation committee and still retain BJM. 

· Special litigation committee approves everything or says small impropriety not worth lawsuit. 

· Standard of independence: higher scrutiny than board. This is because board has already admitted it is not independent.

· Can’t delegate heart of board’s duties, like capital structure (financing assets through debt, equity, etc.), timing of dividends, appointing vacancies, passing bylaws

· Drafts a report, retains outside counsel, hire consultants (not necessary, but often happens) – check. 

· right to vote

· right to inspect the books

Del. Chan. Ct. Rule 23.1 The complaint shall…allege w/particularity the efforts, if any, made by the pl to obtain the action the plaintiff desires from the directors or comparable authority and the reasons of the pl failure to obtain the action or for not making the effort (origin of futility rule)

Grimes v. Donald, 1996, 241

Sending in a demand letter is admitting demand is required. Board did not abdicate duties

· CEO Donald gets huge severance package when terminated w/out cause. Also can determine that he’s been constructively terminated when board interferes with his duties. Stockholder Grimes wants board to retract employment K.

· Duty of care/wastefulness argument on huge severance package

· BJM -- core of directors’ duties. 

· Abdication of duty (to interfere w/CEO’s decisions) – direct claim. 

· Ok to delegate this. 

· Demand is not excused for other theories because the Pl constructively admitted that demand is required when he made demand letter

In Re Oracle Corp., 2003, 269 High standard of review for SLC.
· Various allegations, board is interested, forms special litigation committee made up of two Stanford Profs (appointed to the board after the incident of lawsuit)

· Oracle has strong connections to Stanford, so shouldn’t have Stanford profs on SLC (ties include big donations to Stanford, board member insider trading alums are individually donors to Stanford, Stanford alum

· Df: professors don’t raise money for Stanford, they’re professionals are free thinkers, one of prof’s kids was rejected to Stanford (shows no special relationship with Ellison), offered to return consultant fees to Oracle (symbolic offer), they’re tenured professors so can’t be hurt by Stanford administration

· Hypo: committee is comprised of companies by other companies in the area. If techy CEOs are part of the Palo Alto community, enough 279.3.  The idea of just social awkwardness is not enough to show dependence.

· Committee is always biased: members want to stay on the committee, law firm wants more business from corp. 
?Have not read!

Pause

Shareholder Voting Rights

· If there is a conflict of interest, then there is a heightened standard, not BJR.

· Also, depending on the purpose of interference a heightened standard might be used.

· Blasius test: 2 part test

· P must establish that board acted for primary purpose of thwarting the shareholder vote.

· Board must demonstrate compelling justification for their action (onerous rule)

· Blasius test only used when primary purpose is thwarting vote.

· Otherwise, BJR used.

· Right to vote

· Interference w/right

· Standard of review

· BJR vs. Heightened Standard

· Factors for heightened standard

· Purpose to frustrate (shareholder vote) (more important than conflict of interest)

· Conflict of interest. Board is interested in transaction, is likely to benefit financial from transaction if succeed in frustrating the vote. 

· Right to inspect. Limited to proper purpose (see below). Also look to what is being requested. If request something unimportant, judge won’t really care about the purpose & will just let you get it. Might want to inspect:

· Public books and records (charter, bylaws of the firm, top shareholders (public for publicly owned companies)

· Shareholder lists. Middle tier. Semi-public/private. Fedex may have 1 million shareholders. Many have brokers, many others have intermediaries, so it’s very tough to know who owns the company. 

· Private books and records. Minutes of the board meeting. Courts most seriously evaluate the purpose of requests for this.

· Note: controlling shareholder or board member is already privy to all of this. Ct applies the same test regardless of the shareholder who’s bringing it.

· Sample list of proper purpose. (interests belonging to shareholders). Most predominant examples:

· valuation of shares (only way to figure out how much your stake in the firm is worth)

· suspected misconduct

· communicating with other shareholders 

· solicitation of proxies to get others to vote your way 

· offers to purchase. Get their address, etc. 

In corporate law, only 3? Standards of review
SWIB (State of Wisco Investment Board) v. Peerless Systems

Compelling justification required when board acts for the primary purpose of thwarting the exercise of a shareholder vote. Passing your proposal to give $ to execs not = compelling justification

· SWIB owns 8% of Peerless. Peerless proposes to increase # of shares 

· SWIB dislikes, will dilutee their shares. Peerless wants in part to give to Peerless execs so stay. 

· At the annual meeting, with Proposal losing, Peerless adjourns the meeting to get more Yes voters

Df’s compelling justifications:

· More voters means a better expression of the will of the shareholders. Post-adjournment ratification of proposal 2.

· Invalid where Peerless was just getting people to vote Yes, not trying to maximize vote.

· needed higher vote count. BS! lots of other meetings went fine with low vote count. A quorum was present, no law requires more

· Harris: afraid are going to reprice shares at below-market rate, would just be $ to execs. Should give option at market value because that gives directors an incentive to work hard, improve value of stock, so can buy when are worth more later.

Pillsbury v. Honeywell, 1971, 575

Moral purpose of ending Vietnam war not = proper purpose to obtain business records

· Activist Pillsbury learns Honeywell produces anti-personnel fragmentation bombs for Vietnam war which kills non-combatants. 

· Buys stock, asks for business records so that he can accurately describe what Honeywell is doing to other shareholders to convince them to vote for a new board/board policy

A shareholder needs a “proper purpose germane to his interest as a shareholder” in order to obtain business records. There is no absolute right, even for soliciting proxies

Discussion:

· A request for business records can really hurt a giant company

· P has no concern with the enhancement of value of his shares (aka the short or long-term economic effects of the munitions on Honeywell), adverse publicity, customers, etc.

· Most shareholders of Honeywell probably are ok w/what H does. If you know who the offenders are, then you sell your stake. 

· H refused to provide shareholder lists (addresses) and weapons manufacturers

* Personal interest, such as curiosity or want to sell every shareholder a key ring, not ok because doesn’t relate to shareholder aspect.

?What would be ok for only public records, or for lists, but not private records

Publicly-held corporations: Securities Regulation

· When you issue securities, you trigger SEC registration requirements to protect the public.

· Private Placement Exception: when the initial offering goes to people who are sophisticated & have access to all relevant info that a registration statement would provide, not need to send the statement.

· Factors to determine whether the offering is a private placement:

· MOST IMPORTANT: 

· # of offerees AND

· >35 (or 100) offerees ( public

· their relationship to 

· each other AND

· the issuer. ACCESS

· knows or has realistic opportunity to learn relevant information (info that would be disclosed from a registration statement). E.g. employee has access to company files w/relevant info

· # of units offered

· size of the offering

· Value
· Under 500k no registration requirement

· Between 500k and $5million, some registration requirement

· Above 5 million has some disclosure requirements

· manner of the offering

· Advertisements or just called a few friends. Face-to-face.

· Investor Type. 
· Institutional Investors (e.g. banks) – No registration requirement

· Directors, president, key employees –  no registration

· Wealthy (worth over $1 million or make over $200k/yr) then no requirement.  Other people, court considers the sophistication of the investor and the relationship between that person and the issuer.

· E.g. of non-sophisticated investors: family members. 

· But: where sophisticated & non-sophisticated investors know each other, no registration requirement. They can talk to each other. 

· Must be interstate transportation or communication in connection with the sale.
· Affirmative defense that offering was private

Doran v. Petroleum Management, 1977, 422 Remand to determine access to information; meets sophistication element for no statement required

· PMC approaches investors for oil drilling operation. Doran knows the broker so invests. 

· Required to contribute $125K. Paid $25K up front and borrows the rest. Absorbs the debt. Uses profits from the investment to pay down his borrowing. 

· Doran has knowledge of the industry; he’s a petroleum engineer. 

· Business fails, Doran goes into default on loan, lender Mid-Continent goes after Doran. Doran argues never got registration statement.

Discussion:

· Manner of issue: made by telephone call to a few people - private.

· Size of offering: only made to eight people

· Small offering. Only 125K. 

· Sophistication: check. 

Unclear:

· Prospective investors as a group (don’t just look at Doran). Look to offerees, not investors.

· Access: did offerees know of had a reason to know relevant info

Note: Passive investors are NOT liable for the acts of the corporation. It’s the general partners who are liable because they are the ones in control of the firm. Passive investors are insulated from liability. Regardless of Doran’s investor status, the bank sues Doran because he gave up insulation from liability in order to get a loan. 

?If Pl is sophisticated & has access, but other oferrees aren’t, pl has standing to sue?

Securities fraud

Two types:

· General basic securities fraud: private (usually class) actions by offended plaintiffs 

· insider trading cases

Definition: 

· Affirmative misrepresentation or failure to disclose 

· where had duty to disclose 

· in connection w/a securities trade/transaction. 

Elements:

· scienter (issuer must have the required mental state)

· intentionality or recklessness. 

· Causation: the fraud caused the price to decline.

· Material misrepresentation or omission that amounts to fraud or deceit. 

· A substantial likelihood that a reasonable person would think the misstatements were material, that they significantly altered the total mix of info available. Avoid an avalanche of trivial info. 

· Probability/Magnitude test (Basic). Probability the event will occur and the anticipated magnitude of the event in light of the totality of company activity
proxy solicitation context: substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote
· Reliance

· Actual – typically for misrepresentation

· E.g. selling shares. Would’ve kept share otherwise. 

· Note: discriminates against nonprofessional investors because professional investors are more likely to go to press conferences. Nonpro didn’t hear about press conference, didn’t understand it, or didn’t act on it. 

· Indirect, presumptive reliance – typically for omission (no statement to “rely” on). Need not proffer any evidence. 

· Information must be public & must be an efficient market (information influences stock price or is ignored/heavily discounted)

· Can rebut: elements giving rise to presumption or severing link between ommission & action: misrep didn’t actually distort price (e.g. market makers were privy to info about merger discussions because of news) pl would’ve traded anyway (unrelated concerns about antitrust problems, political pressures, was being evicted; find out from depositions), purchased stock well in advance of the misrepresentation

· Rationale: market acts as unpaid agent of the investor, replaces face-to-face fraud. Actual reliance requires specific evidence for each individual, so could not obtain a class (common issues must predominate over uncommon ones), and it’s not worth it to an individual to sue by herself.

· (also standing. Must’ve owned the securities and done something with it. Unlimited # of investors don’t buy as a result of reading cooked financial statement or having attended press release, yet have no standing)

3) Economic Loss

· Lie ( price is inflated (high) ( buy shares ( price drops to true value ( sell ( NO C/A!

· AKA price inflation/ex ante economic loss (fraud happens before you buy, causes you to buy). Dura. 

· Might encourage litigation

· Everyone who bought will think they overpaid. Factors other than the lie being revealed could’ve caused the value of stock to plummet (new economic circ, investor expectation, new industry facts/events, etc.), you still have the stock, the plaintiffs could all be dissimilar as sold at different times, some at an inflated price and other not. Could settle and then sell shares at a non-loss. At time of sale, no loss,

· Buy shares ( Lie ( price is deflated (low) ( sell shares ( price increases to true value ( C/A!

· AKA price deflation/ex post economic loss (fraud happens after you buy). Misinformation causes you to sell. Bought shares & then sold too early for too little. 

Basic v Levinson, 1988, 450

· 3 public statements denying that it was engaged in merger negotiations, but stock is increasing somewhat in value anyway. Pls sell stock at “artificially depressed price”. Then Basic merges.

Discussion:

· Materiality

· Probability/magnitude test (balance the probability that event will occur w/the magnitude of the event in light of the total activity of the company activity

· Probability factors: Board resolutions, instructions to investment bankers, actual negotiations

· Magnitude factors: size of two corporate entities, potential premiums over market value

· Merger - important event, info regarding mergers is material earlier on in the lawsuit

· Reliance: fraud-on the market theory/presumption of reliance is ok! 

· White dissent to fraud-on-the-market theory

· Stock went up in value, so class members actually made money

· Many people flatly disbelieved market

· Innocent investors will have to pay judgment to speculators who earned all of this money

· Judges aren’t experts on why people trade. Judges are ill-equipped to determine true value of stock.

· Directors didn’t buy or sell stock, so weren’t misstating for the purpose of manipulating stock

· Scienter – was intentional! Was planned out, there was no error

· Causation – sure. They do sell at a relative loss because of misrepresentation.

Basic dicta:

· Investor could reasonably want to buy/sell prior to agreement-in-principle between would be mergers

· Not trivial. Df:misleads investors & fosters false optimism - that’s treating investors like kids. Bright line rule nice but shouldn’t overrule congressional intent. Df: preserve confidentiality of merger discussion where earlier disclosure would hurt negotiations - Here, only care about accuracy & completeness. Timing is irrelevant for definition of materiality

?Last one seems like BS

Basic random facts: If reveal negotiations, stock from Basic & Combustion increase, & deal might fall through (shareholders want more of a premium and voted down deal, other firms might bid, etc.)

done most of the above w/Evann

West v. Prudential Securities, 2002, 463 No presumptive reliance/fraud on the market for private fraud

· Broker Hoffman tells 11 clients that a firm will soon be acquired at a big premium. It’s a lie (no acquisition happened). 

· Stock price rises.

· Did not release the info publicly, people not privy to Hoffman’s advice, but who bought stock during Hoffman’s misbehavior, sue employer Prudential. Claim is that if there’s fraud anywhere, regardless of whether people hear about it, there is a c/a

Discussion:

· Mental state – yes. Hoffman lied to his clients. Materiality – yes

· Reliance – no. Private info did not cause price increase: pl didn’t test for other potential sources of price movement, movers & shakers know truth so would discount it, a dip in supply doesn’t change stock value; value changes w/information. No abstract demand because there are many substitutes for any firm’s stock.

Dura Pharmaceuticals v. Broudo (handout) No cause of action for buying shares at inflated price

Important!

· Dura made misrepresentations about future FDA approval of a new asthmatic spray device

· Pls purchased stock at an inflated price

Discussion:

· The longer the time between the purchase and the sale, the more likely that factors other than misrepresentation caused the loss 

· Pl must have suffered a loss in addition to showing that had he known the truth he would not have acted

· Mental state – close call, we don’t know. Don’t know if this an accident

· Materiality – yes. Big pharma lives and dies by FDA approval

· Reliance – yes. 

· Causation – No.

· Policy: avoid frivolous lawsuits. Securities statutes seek to ensure confidence in the markets, not create an insurance policy

· Counter-args: Incentive for firms to conceal for a long period of time; even though lost all your money for other reasons, feel like you overpaid initially; encourages manipulation

Santa Fe Industries v. Green, 1977, 468

· Santa Fe Industries, 95% owner of Kirby Lumber, decides to buy out the other 5%.

· Values shares at $125, offers shareholders Green $150. Controlling/majority shareholder owes a fiduciary duty to minority shareholders.
· Green has option obtain valuation through Delaware Court. Instead sues company for violating 10b in federal ct, arguing 

· just merged to eliminate minority company so no justifiable business purpose (no c/a exists there) and 

· substantial undervaluing = fraud

· Ct: no misrepresentation. Parties had all the info, could get new appraisal by state court. Morgan Stanely provided the assessments. Can use any valuation technique that they think is reasonable. 

?10b of the Securities Exchange Act of 1934 (fill in)

Insider Trading

· Abstain or disclose rule

· Why SEC polices: Hard for an individual to show damages (not much for each individual). Also hard to determine who you traded with because individuals only can use discovery, whereas SEC has subpoena powers, can make deals with witnesses, call for a range of sanctions (revocation of broker’s license, criminal penalties), encourage whistle blowing (call the hotline) & protect those innocent whistle blowers. 

· SEC can fine, revoke license, imprison

· Often, high up execs will trade based on a pre-made plan. HR will agree that will sell the first day of each quarter, or whenever stock reaches the highest point of 52 week period. 

· Elements

· Scienter (not a big issue. They always intentionally trade.)

· Materiality. Would they want to know that you have an informational advantage. 

· Would a reasonable man attach importance to information in determining his choice of action in the transaction in question.  Means info that MIGHT have affect on value of corporations. Probability/Magnitude Approach: Depends on balancing the probability that they will occur with magnitude of the event in light of totality of company activity.

· Non-public

· Reasonable disclosure: must disclose info & wait until it has been received & acted on in market, “media w/widest circulation,” e.g. Dow Jones ticker, & time for people to absorb info.

· Note: no duty to disclose as soon as the company knows. BJM rule. Purpose behind strategy. 

· Note: insiders will more often abstain than disclose because disclosure = giving up firm’s valuable strategic info. Shareholders could sue for that.

· Sources of information: inside as opposed to outside (e.g. you’ve done your own research. Not something generated by your position at the firm.)

· Misappropriation as deception/breach of trust

· Fiduciary obligation required for an obligation to disclose. Officers, directors and also temporary insiders such as lawyers, accountants have a duty, blue collar workers do not

· Misappropriation Theory/fundamental unfairness 

· tippee has a fiduciary relationship of “trust and confidence” to the SOURCE of the info: explicit K (agreed to keep info secret), implicit K (history of sharing of confidential info), K implied in law (family relationship), fiduciary

· Rationales for Insider Trading Prohibition

· Parity of Information. Parties to a trade should have the same amount of info. Fundamentally unfair. Rejected!

· Investor Confidence

· People won’t trade if system is rigged. 

· Security Price Distortions

· Stock price should reflect its true value. Insiders would do strange things to manipulate share prices, e.g. delay when info comes out, selectively release info. 

· Costs of private enforcement

· Eliminates the need for private enforcement of businesses doing this themselves. ?

SEC v. Texas Gulf Sulphur, 1969, 482 Failure to disclose = insider trading

· Gulf drills, finds minerals in rock, hasn’t conducted complete scientific analysis, but even a glance reveals this will be great for the company

· Stock increases in value as rumors spread

· Gulf keeps drilling a secret so can buy land at low price. Issues a press release denying rumors, although some investors read between the lines and stock keeps improving

· Gulf execs buy lots of stock

· Gulf reports huge discovery, stock skyrockets 

Discussion

· Material: trade publication said this was “one of the most impressive drill holes completed in modern times”

· Reasonably certain to have a substantial effect on the market price of the security if the info is disclosed

· Consider speculators of Wall Street, not just conservative traders. Would info get them to buy, sell, or hold

· (Need not disclose educated guesses or predictions, revealing superior financial/expert analysis)

· Insiders purchased stock they never bought before (info was material to them)

· Non-public. Source is drilling sample, quintessential inside source. Comes from the company’s efforts. 

· Disclosure: trade journal publication that find had been made is not sufficient disclosure.

· Policy: no need for this secret corporate compensation at the expense of the general investing public. Company should just give execs stock plans. 

anyone who is “trading for his own account in securities has ‘access, directly or indirectly to info intended to be available only for corporate purpose and not for the personal benefit of anyone’ may not take ‘advantage of such info knowing it is unavailable to those with whom he is dealing’.  
Chiarella v. United States, 1980, handout. No fiduciary duty.

· Acquiring firm planning a merger gives docs to printer w/names redacted (would be given right when merger happens). Printer determines names & buys stock from target company.

· No fiduciary duty w/people buys from: he doesn’t work for them derivatively & has no prior relationship w/them. 

· Note: ct rejects parity of info rule because want analysts to work hard

· Note: misappropriation, wrongfully acquired info & breach to owner of the info, not raised at trial.

· For tippee liability, 3 things must happen @ same time:

· Tipper has fiduciary duty to the shareholders (tipee’s fiduciary duty is derivative)

· Personal benefit test: tipper releases info for financial or other personal benefit (e.g. write a positive biography). Required for breach of fiduciary duty. 

· Rationale: because sometimes it’s difficult to determine whether it’s non-public material info (e.g. might think it’s been disclosed

· Tipper is protected where discloses lawbreaking

?so can earn $ from this?

· Knowledge (or reason to know) of breach (knowledge that info is material, non-public). 

· Tama: if tippee is professional in securities field, if tipper works for the firm

??

· Under either theory, a person who overhears a conversation is probably not liable for insider trader violation – just because you’ve overheard information, there is nothing to show you’ve done anything wrong

Dirks v. SEC, 1983, 494 Look to purpose of disclosure. Here to expose fraud so no liability

· Dirks (tippee) is an analyst at a broker/dealer firm. Equity Funding insider Secrist (tippster) informs him of fraudulent corporate practices. 

?Why are we looking at tipee’s purpose? Is everyone down the line before the person who trades a tipster? IE is Dirks both a tipper & a tippee? When Secrist releases info not for personal gain, does the chain stop & Dirks release it for any purpose?

· Dirks investigates, discloses to investors who trade on info & attempts to publicly disclose through a Wall Street Journal, but didn’t believe. 

· Stock falls (due to Dirk’s tips), SEC investigates & presses charges

Discussion

· Dirks was not working for firm, received no personal benefit, motivated to expose fraud

· Note: although Secrist is former employee, still has direct fiduciary obligations

Article – The Case For Insider trading, by Henry G. Manne

· Moves the share to its “correct” value. If company has bad prospects, insiders will sell; if a company has good prospects, insiders will buy

· Accurate pricing ( more investor confidence ( more investing

· Looking at an insider’s trades = disclosure. Don’t need disclosure & enforcement rules, makes life easier for SEC

· Most effective compensation for execs because provides incentive
· no individuals are hurt (based on a contract theory, lopsided K
happens all the time, but not legal harm)
· not effectively policed anyway
· But still deters
United States v. O’Hagan, 1997, 501 Misappropriation of confidential info

· Acquiring company Grand Met retains lawyer O’Hagan in purchase of target company Pilsbury. 

· O’Hagan doesn’t have any particular role in the trade but finds out & buys Pilsbury stock

Discussion:

· Would be temporary insider if had purchased Grand Met stock.

· No Pilsbury employee gave tip so no violation under the classic rule

· Does misappropriate law firm confidential info breaches duty of trust and confidence to other attorneys 

· If had disclose to firm, could trade w/out firm’s permission because eliminates deceptive requirement. 10b: “deceptive device or contrivance” used “in connection with” the purchase or sale of securities.

·  (although might have dispute w/firm, lose license)

? Did not read!

Proxy Solicitation

A firm can change control by: 

· hostile takeovers

· statutory takeovers/acquisitions

· waging a proxy contest – propose an alternative board of directors by soliciting proxies (votes). Give me your vote. Very few shareholders actually vote. Generally give their votes to other 

· Communicate with other shareholders through what’s known as the proxy machinery

· Proxy statement – long, detailed document making lots of disclosures to every co-shareholder. Here’s who I am, why I want to take over, etc. Need a lawyer to make. Deliver prior to the meeting. Costs several hundreds of thousands of dollars to produce. Many opportunities for mistakes

· See Gannet document on portal, for example. It’s sixty pages long, typical length.

· Proxy card – give me your vote. Check here and send it back.

· Incumbents also sends out proxy statement every year regardless of whether there’s a challenge. Strengthens relationship between the incumbent board and shareholders. Most shareholders just by default sign with the incumbent. 

· Why allow proxy voting: efficiency: allows shareholders to vote when they’re not at the meeting. Need not rent such a large room for an annual meeting. Can’t conduct business without a quorum, which is 51% of those shares. Proxy counts towards that. Sort of democratic, shareholders can vote, information is out there if they want to read it. CM: challenger need not buy 51% of the shares. Proxy contest costs in the low millions

· Con: cm: don’t really know who you’re voting for so not actually democratic

Levin v. GM, 1967, 535

The incumbent can use corporate money to run the campaign, challengers cannot!

· Proxy contest between Incumbent O’Brian and Levin groups

· O’Brian uses corporate $ for campaign: PR, proxy, & law firm.

Discussion:

· Huge advantage for incumbents

· information about who shareholders are, prior relationship (intimate relationship w/largest shareholders). Challengers cannot force incumbents to send their stuff out with them. 

· Procedural powers – incumbents can set the date of the meeting, reschedule the meeting. (must give notice, good faith limitations. Delaware requires a meeting w/in 13 months from the last meeting.) Expensive for challengers to keep paying their lawyers, etc. 

· Expenses are not outrageous, shareholders are informed who’s paying for the proxy battle

· Note: challenger can just show up and nominate someone at the annual meeting. Cheap but will never win because all the real voting happens before the meeting. Some people who wage the campaign won’t even show up at the meeting.
· Note: can make a suggestion to the nomination committee, but they’ll just throw it away. Could get their attention if threaten to wage a proxy campaign and you have money behind you.
Rosenfeld v. Fairchild Engine & Airplane Corp., 1955, 537

Proxy challenger that wins can recoup $ so long as (1) expenses were reasonable (2) about policy disputes (3) board ratification and (4) shareholder ratification

· Challenger Rosenfeld owned 25%. He wins and introduces a resolution to reimburse the challengers which a majority of the shareholders approve.

?Needs both board & shareholder approval?

Possible result of proxy contest:

· Win control of the board. Frequently get expense reimbursed.

· Win one or two seats. Likely can recover fees, have people on the board to vote. Get some substantial change to how the board runs things. 

· Settle.  I’ll give up as long as you pay my legal fees and stop policy X, e.g. paying elaborate pension benefits.

· Win a policy, e.g. no merger. No expense recover.

· Lose. No expense recovery.

· Shareholder approval is not required for incumbents!

· Rationale: BJM rule thing. Board makes many decisions and this is one of them. Unless they’re paying their sister’s firm to run this campaign. Perhaps Challengers are reimbursing themselves as an interested transaction, they’re more on both sides of the transaction.

· Harris doesn’t like. 

Dissent:

· Unreasonable expenses: incumbents flying on company jet, wining and dining the top shareholders, entertainment. Reasonableness limit isn’t as to cost (market rate for jet) but as to corporate interests.

· The law: reasonableness is anything they do. Can spend almost whatever they want. Reasonableness only in name.  Just can’t waste. Me: irrational

· Dissent: dispute is over pension benefits of colleague, a private interests. 

· Any policy goal can be thought of as firm interests. Courts are ok with mixed interests

?Did not read dissent

Alternative possible rules:

· Challenger can recover regardless of whether loses

· Every shareholder will run every time

· Same ratification rules for both

· Out of pocket for both

· No one will serve on the board of directors. People on board will spend too little ( shareholders will be uninformed ( shareholder democracy suffers. 

· Both challengers and incumbents only get expenses if they win

Me: Reimburse challengers percent of the vote they get with percent of money they spent.

Fraud with proxy statements

· Entire transaction and meeting would have gone different if disclosure were correct. 

· Elements are easy to win (materiality, scienter (negligence), reliance, causation). 

· Rationale: encourage shareholders to read the statements and, along w/the plaintiff’s bar, to bring proxy fraud suits.
JI Case Co v. Borak, 1964, 544

Lawyers fees for winning Pl lawyers in proxy fraud suits

· Incumbents have a proxy, incorrectly include plaintiffs names, narrow vote

Result: private party can sue for a false and misleading statement. Rationale:

· SEC doesn’t have the resources to review proxy statements. Need to deputize private parties. 

· 545.9 Can bring this suit directly or derivatively. This is a direct suit.

· Lawyer’s fees! As long as you create a substantial benefit (e.g. uncover wrongdoing) for a class of individuals, i.e. the corporation.

?Didn’t read!

Mills v. Electric Auto-Lite Co., 1970, 547 Low materiality requirement: win proxy fraud off trivial errors that shareholders could deduced on their own

· Mills sues on behalf of minority shareholders to stop merger. Proxy statement did not reveal conflict of interest. Trivial error: said it was a controlling shareholder, just didn’t connect dots & announce it’s nominated all members of the current board of directors

· Mental state: negligence suffices in a proxy fraud case. Check.

· Reliance: presumed in most cases

· Materiality: Reasonable info shareholder would want to know prior to voting. Irrelevant if affects the outcome of an election

· Causation – satisfied w/materiality element. 

· Damages: must show actual proof of damages. No damages here. Attorneys fees are awarded.

· Substantial benefit is also defined expansively. If you serve the members of the class, then they owe you your fees. Benefit here is uncovering unlawful conduct, that’s it. Any benefit is substantial.

· Success: win trial, get a settlement where corporation admits wrongdoing. Shareholders receive money, firm changes something about their governance.

Shareholder Proposals

· Shareholder can request  company to add proposal in proxy statement

· But only if the proposal is eligible

SEC Rule 14a-8 Shareholder Proposals 294. 13 types of proposals that need not be included:
· Improper under state law 

· quintessential power of board (state law says the board of directors is all-powerful), proposals that will be binding on the firm (proposal should be recommendation; otherwise, undermining board’s power

· Violation of law

· Violation of proxy rules – Cannot be materially false or misleading

· Personal grievance/special interest – Must be shared by the other shareholders at large

· Relevance – 

· Must relate to operations which account for > 5% of total assets, net earnings and gross sales OR

· Must be significantly related to company’s business. Lovenheim.

· Relating to political/social issues: shareholder has a shot at inclusion!

· Absence of power/authority – If company would lack power to implement the proposal

· Ordinary, mundane business operations
· i.e. salaries, employment issues

· but courts decide this on a case-by-case basis – some employment issues are unordinary (implicating social/ethical issues)

· i.e. regarding contracts – when shareholder has opinion as to a certain contract – firm will try to exclude under this one

· substantial outlay on the part of the firm is not an ordinary contract

· If proposal defines objectives, time frame – the more specific the proposal is the more likely it is an ordinary matter

· Rather, want to see general notions if you don’t want this to be excludable
· Relates to election: Must include unless relates to specific seat Will allow “should have new elections every two years.”

· Conflicts with company’s proposal

· If it has already been substantially implemented
· If it duplicates another proposal for the same meeting

· Resubmissions

· If it deals with a specific amount of dividends
Process for exclusion

· ask the SEC

· if excluded, shareholder will sue for inclusion

· in included, corporation will sue for exclusion

Alternatively – just vote down the shareholder proposal if it is included (shareholder proposals usually lose) or adopt if it’s a good idea without vote 
Lovenheim v. Iroquois Brands, 1985, 559

Must allow proposal for a study of high profile social issues that are less than 5% of firm’s business. Relevant! Firm has power to do this!

· Firm participates indirectly in force-feeding geese. Shareholder wants to study this practice

“otherwise significantly related to the company’s business” – interpret this broadly to allow for more democracy. Political/social is almost zero limitation.

· Not economically relevant because under 5% threshold

· High profile? Check. Compares animal cruelty to getting 16-year-olds to vote. Many more organizations involved in first one, 16-year-old vote is not high profile enough. Many organizations exist that are against force feeding.

· Can it conceivably affect bottom line of firm? Yes! Can make more money if they do not do it. If it’s high profile, possible that they might get boycotted.

· Ordinary exception: interpret this narrowly. Does involve a change in how they do business. E.g. get rid of this line or not do business with another firm.
· Power to effectuate: Check! Interpret literally. Iroquois has the power to create this committee to do the study (broadly, don’t have power to independently damn this practice)
The New York City Employees’ Retirement System v. Dole Food Company, 1992, 563

· NYC retirement system wants proposal to create a committee to create a report about health care reform

· more than 5% of income & high profile social issue, strategic decision, power to effectuate. Allow!

Note: committee proposal was voted down! But Comptroller wins in that he gets the positive press. Same with the force-feeding of the geese. Used to be most shareholders were about divesting from Africa. These things always lose.

Acquisitions

Concerns:

· Dissenter rights. Shareholders from one of the corporations may not want to combine.

· Notification (to shareholders)

· Voting (sometimes shareholders must approve in addition to the board)

· Appraisal or equitable relief under entire fairness (for the shareholders). Dissenter may have the right to demand being cashed out prior to merger. This is the worst thing that can happen to the firm. Drain on capital.

· All of these things are bad for the corporation. Could vote it down, could lose lots of capital

· Transaction costs

· E.g. Separate Filings (in a sale of assets)

· Tax consequences

· How to chose which way to merge:

· Statutory acquisition – friendly/negotiated acquisitions. Three types:

· Defined by how the board receives the offer & defined by statute. The buyer is always friendly.

· Statutory Merger

· Dissenter Rights: all three for shareholders from both firms. Full.

· Short-form merger (parent-subsidiary merger)

· dissenter rights: appraisal for both firms. Limited.

· Must own 90%+ of the shares.

· Asset sales – combine buy contract (we buy all of your assets)

· dissenter rights: all three for target firm. Limited.

· Transaction costs. Requires multiple documents detailing everything, higher transaction costs than a simple merger.

· Latent liabilities. Only bought the assets. Liability is cut off. Liability is reflected in the documents, didn’t buy extra liabilities. 

· Non-statutory/hostile acquisition

· Waging proxy battle for the firm

?Confirm dissenter rights in these three scenarios

Farris v. Glen Alden Corp, 1958, 715

De facto statutory merger, not an asset sale, where only one firm is left standing; dissenters from acquiring firm get all 3 rights. Radical opinion! 

· Small company Glen Alden buys big company List via an asset-sale. 

· Glen pays by issuing stock and giving it to List, but List dissolves after asset sale.

· Pl dissenter from acquirer doesn’t want be part of a march larger firm w/unfamiliar management. Wants right to notify, vote, & cash out, as would if this were a statutory merger.

· Shareholders of GA are voting because they’re issuing new stock.

Harris: many corporations don’t have any assets, are just vehicles to protect someone from liability. 

?Didn’t read

Rauch v. RCA Corporation, 1988, 747

Rejects de facto non-merger doctrine. Although in substance appears to be a sale of assets, technically it’s a merger, so that’s the law. Majority rule. Independent Statutory Significance

· Certificate of incorporation would give shareholders $100/share in the case of redemption by the corp instead of $40/share according to trade deal.

· Ct won’t give substantive review. Just looks at technical compliance because doesn’t have expertise. Doesn’t want to undermine DE law 

· Limits of Appraisal

· Procedure/perfecting the right

· Notice requirement: write letter in response to firm’s letter announcing merger)

· Must participate in vote and vote against or abstain.

· Market Exception: no right to appraisal when it’s a publicly traded company.
· Transaction Costs

· Pre-announcement discount (Harris’ term). 733.3. DE 262. How court determines what the shares are worth. Flexible valuation, all relevant factors. Price of shares might go up in anticipation of merger so ct should not include that.
· No Extortion – b/c equitable remedies are not available. W/entire fairness, can get ct order blocking merger & then negotiate for a monetary settlement 5 to 10 times stock value 

· Limits entire fairness

· Breach of fiduciary duty/entire fairness. Consider both 

· Price: assets, market value, etc

· procedure. Fair dealing: how it’s timed, structured, negotiated, disclosed, how approval was obtained

· Duty of candor

· Get 51% of minority (non-controlling) shareholders. (M of M). (independent approval)

· Fairness Opinion. Parent firm will hire an investment bank to deliver an opinion. Bank always says yes.

· Court looks at everything, although price is most important.

· Note: you don’t need to “perfect your right for appraisal” where there’s entire fairness. However, entire fairness only gives you a price range, whereas right to appraisal gives you the exact amount. 

· Statutory mergers by controlling shareholders

· Triangular merger: (Harris’ term)

· Create sub to acquire target (so acquiring shareholders have no rights. If sub has any shareholders, board is in control. Reduces transaction costs & latent liability (sub takes that on). 

· Later, do a short-form merger. Note: shareholders must approve the shares issued to create the sub as well as the sub’s charter. Using cash were circumvent this also.

?

· Remedies

· Appraisal remedy

· Entire fairness/breach of fiduciary duty. Weinburger and Sinclair right

· Proxy fraud remedy

Weinberger v. UOP, 1983, 724

M of M worthless where there was no candor, where one party to a merger dominates another, it should create an independent negotiating committee

· Signal owns 51% of UOP & wants to buy remaining shares. No short form merger because have less than 90% of shares, so statutory merger w/all 3 dissenter rights. Signal is a majority of the shareholders so can win the vote.

· Breach of fiduciary duty! 

· Fair dealing: Signal used UOP to generate a report saying exactly how much its worth yet did not disclose this to UOP. Also entirely initiated by Signal, no real price negotiations, approved w/in 4 days, structure was Signal’s. 

· Fair price: chancellor failed to consider all relevant factors. He erroneously used the “Delaware block” method

Note: could have instead bought up UOP shares (a buyback) (UOP shareholders would love that). Could also have avoided all of this with a triangular merger.

Skimmed

Coggins v. New England Patriots, 1986, 736 Cannot merge just for majority shareholder’s personal interest. Minority rule.

· Sullivan borrows 5 million from banks to buy Patriots’ shares so he can run it

· Wants to statutorily merge Old Pats into New Pats to get rid of non-voting shares. “cash freeze-out merger.” 

· In Massachusetts, everyone can vote on end-of-period transaction. 738.4 Coggins votes against the merger.

Skimmed

· Most courts don’t consider business purpose as a factor. 

· Generally, non-business purpose = small firm and you want to buy out your sister 

·  Valid business reasons to go private: don’t want to communicate with shareholders, costly administrative requirements

· Sullivan could’ve easily met this test, just assumed it no longer existed based on Weinberger

Rabkin v. Philip A. Hunt Chemical Corporation, 1985, 742

Entire fairness can be a remedy to violations of fiduciary duty of loyalty, even where there is no deception
· Olin Corp. buys 63% of Hunt shares from Turner, controlling shareholder, at $25, $5 premium. 

· Stock purchase K: to purchase the remaining stake (25%) w/in the year, Olin must pay same premium.

· Reason: controlling shareholders’ fiduciary duty.

Me: ?couldn’t this hurt minorities by hurting their ability to sell?

· Right after one year, Olin tries to buy for $20. Starts process before the year was up. Shareholders seek to block merger. Seek to expand entire fairness to break of K claim.

?What do I get out of this that I don’t get out of Weinberger?

Hostile Acquisitions

· Board disapproves & actively resists the acquisition (shareholder’s approval is irrelevant to whether takeover is hostile or friendly). Defense tactics:

· Ks w/shareholders. Revlon & Unocal. Most effective. 

· Selective Tender Offers (aka selective exchange) – board of target firm makes an offer to buy shares from its own shareholders. 

· Rights Plans – gives rights to shareholders, e.g. the rights to buy shares in the target firm below market value, options. Also selective – don’t give this to the acquirer. Can just give it to company employees or customers.

· Best defensive tactic? Didn’t exist until the 1980s. Martin Lipton created it.

· Corporate Charter Amendments (e.g. staggered boards). 

· Make a special dividend to your shareholders, change the capital structure. ?What does this last part mean?

· Ks w/3rd party sellers (buying something they sell). Raises regulatory issues. E.g. a huge share of the search engine market, Microsoft can’t buy because of anti-trust concerns

· Ks w/3rd party buyers aka acquiring companies, aka “white knights” aka friendly acquirers. Defensive Ks will entice white knight to buy.

· Lock-ups – favored buyer will get this line, asset, etc., no matter what. Often will lock-up exactly what hostile bidder would want most. Some lock-ups regard stock, other regard real assets. Stock are more likely to pass loyalty test

· Fiduciary out: lock-up agreement will say locks stuff up as far as doesn’t violate fiduciary obligations.

· No-shops. Target board of directors will not shop the firm for sale.

· Termination fees. If you don’t take my friendly bid, we’ll pay you $25 million. Aka liquidated damages, cancellation fee.

· Unenforceable if it is so large that it’s a penalty (only the government can punish). It should be a reasonable approximation of a foreseeable loss.

· Poison pill 780. If acquirer gets 20% of shares, other shareholders can buy target stock at half price. Can also buy from acquiring company if they succeed.

· Can be “redeemed,” i.e. taken back, by target board when acquirer comes to negotiate

· Exclusive proprietary information

?

· Offensive tactics: 

· greenmail = potential acquirer buys corporate stock, offers it back to target at a premium

· two-tiered front-loaded offer. Acquirer offers two deals, one much better than the other, shareholders feel obliged to scramble towards first deal

· Level of review of defensive tactic (enhanced) (compare/contrast Cheff & unocal)

· Business purpose test (Cheff). BP is served by defensive tactic. Weak test. 

· Firm Interest. (Does the firm want to stay in power solely or primarily out of personal interest?)

· Investigation of the potential inquirer and what’s good for shareholders. (kind of like proxy votes, some policy is almost always implicated)

· Proportionality test (Unocal). 

· Identify a firm interest and your response is reasonable considering that. Easy to prove.

· Factors (776 Unocal): inadequacy of price offered, nature & timing of the offer, questions of illegality, impact on constituencies other than shareholders (i.e. creditors, customers, employees, general community), risk of nonconsummation, quality of securities being offered in exchange

· Defensive strategies can force acquiring companies to negotiate w/execs & ultimately result in a friendly acquisition. Execs may seek golden parachutes (huge payouts to leave)

· Scrutiny: to decide how close to review the transaction, the court must decide why the firm does not want to be acquired

?is this correct

· personal interest ( entire fairness test, loyalty standard. But see Revlon, 790

· Firm interest ( BJM rule. Duty of care test standard

· Intermediate/enhanced level of review (proportionality) because it’s difficult to decide whether personal or firm interests predominate.

? correct. It can only be firm interests when the board has insiders on it, correct?

Cheff v. Mathes, 1964, 758 Where acquirer is likely to change corporate policy, target company may be buying stock to further firm interests, not personal interests

· Holland Furnace directors use company $ to buy up stock to prevent Maremont from taking over. 

· Spending down the cash-flow. Cash is exactly what the acquirer needs to pay back interest charges on their borrowing.

· Increases the stock price because there are fewer shares available. So acquirer has to pay more for the shares they’re buying.

?Isn’t this the opposite of the West case?

· Maremont bought stock secretly while telling Cheff (Holland CEO) that he had no interest, demanded to be put on board, employees unhappy because of Maremont, poor reputation of Maremont liquidating prior targets, he fires people. Maremount wanted to eliminate retail operation

Harris: ct doesn’t discuss proportionality, test does not seem enhanced

Unocal v. Mesa Petroleum, 1985, 770 Inadequate two-tiered offer & threat of greenmail make selective tender offer a proportional defensive strategy to further firm interests

· Mesa makes a two-tier offer & threat of greenmail!!!! Unocal responds with a higher selective tender offer (IOU for $72/share) to all shareholders except for Mesa. Obligation kicks in only if Mesa must buys 51% of the shares. 

· Effectively blocks Mesa because everyone will rush to the higher offer. If condition doesn’t happen, firm just gives everyone back their shares. It’s the same triggering event for Mesa’s deal as Unocal’s.

· Mesa is in this to make lots of money, which will only happen if they get way over 51% of shares and sell at lower tiered rate. If they just wanted to oust board of directors, they would do that through a proxy fight.

· Ct: even takeover artist will benefit from selective offer because their shitty management won’t be installed to run their stock in the target company.

Discussion:

· business purpose test. Check.

· Bad offer:

· coercive. Shareholders would feel have to accept first tier offer out of fear of being forced to buy second step. 

· Both of these offers are above market value. They’re afraid there won’t be other offers available.

· Harris doesn’t understand how this could be coercion. But generally, the test for inadequacy is if it’s a two-part offer

· fairness opinion from an investment bank. They always say it’s inadequate (obvious conflicts, investment bank wants to get new fees).

· Outside/independent directors say the offer is inadequate.

· Reputation of Mesa is poor

· Proportionality. Check

Revlon v. MacAnderws & Forbes Holdings, 1985, 781 Where an auction is taking place (sale is inevitable), the target may not favor one acquirer over another. Must instead maximize price. Unreasonable to do otherwise. Acquirers always cite to this case, change in control is a done deal

· Pantry Pride offers $40-45 for Revlon, far above $30/share current value

· Responds w/Ks w/3rd party buyer (Forstmann). 

· lock-up: can buy certain assets, divisions on the cheap. (National Health Lab for $525 million)

?no fiduciary out?

· no shop

· cancellation fee of $25 million

· Responds w/Ks w/their own shareholders:

· Selective tender offers

· Rights plans

· Triggering event: 10-20% of our shares are ever obtained by an acquirer

· Rights: get $65/share w/12% interest

· Exchange offer. $65 plus a promise not to incur new debt, sell assets, or declare a dividend.

· Me: they’re no longer shareholders; just want to make sure they’ll recover the $65. Covenants ensure the company won’t go bankrupt

Pantry’s options:

· Take Revlon to court (the cheapest option)

· Negotiate, try to make a friendly offer. Board has discretion to redeem this stuff (take it all back). In this case, very difficult to take back.

· Increase offer. Constituency will get upset, raise pressure on board, shareholders may even sue as a violation of a fiduciary duty.

Auction factors:

· Shift in control or ownership

· Presence of active bidding

· Presence of long-term strategy (or abandonment & seeking an alternative transaction)

Presence = Revlon. Absence = Unocal

Paramount v. Time, 1989, 792 Where one firm (Time) has decided to merge with another (Warner) as part of a long term strategic plan for expansion, it is not on the auction block and can use defensive strategies to fight off hostile bidders (Paramount). This is proportional and w/in firm interests, no violation of fiduciary duty of loyalty

· Time is planning on doing a friendly stock-for-stock merger with Warner, just waiting for shareholder vote.

· Paramount comes in & makes a hostile cash offer worth more. Time responds by changing its offer to cash, taking on lots of debt. Paramount responds with an even bigger offer

· Defensive measures:

· Time buying Warner makes it too big for Paramount to acquire, will have underperforming units.

· Lock up: stock exchange. See 794.4.

· No shop. No fiduciary out 794.8. “regardless of the proposal’s merits.”

· Firm interests: Time doesn’t want to be under the control of a controlling shareholder, wants to stay in control, keep journalistic integrity, merger w/Warner will create great synergy (shareholders only keep short-term profit in mind), timing of Paramount’s offer was to upset/confuse Time stockholders’ vote

· Proper investigation: Time combined w/Warner after huge investigation. Protected by BJM. Not disputed. Also investigated Paramount.

?What role does this play? Speaks to that the board is really trying to further firm interests?

Paramount v. QVC, 1994, 802 Where favored bidder has a controlling shareholder (or cohesive group), change in control is contemplated & the target must not use defensive strategies and instead maximize profits

· Paramount wants to join w/Viacom, QVC is unsolicited bidder. 
· Deal protection devices:

· No-shop. Has fiduciary out: if you find a new buyer that has financing & board decides that are obliged to hear that person.

· Termination fee. $100 million. Harris – seems too high.

· Lockup (but essentially an additional termination fee). Stock option. Can buy 24 million shares at a favorable price using IOUs which may never even exchange hands. Instantaneous – we buy it at below market price & we buy it back at market price. Favored bidder doesn’t have to have any cash at all. Just basically a payment.

· Perhaps they’re doing this because don’t want termination fee to look even higher. 

· Redstone dominates Viacom, would dominate Paramount

· Active bidding.

· Strategy to sell. 803.6: Paramount investigations since the 1980s.
· No break up
· Paramount currently owned by “fluid aggregation of unaffiliated stockholders. 

· Won’t have leverage in the future to demand a control premium/protective devices of significant value

· Offer from Viacom was worse!

· Factors to determine the best offer: 809: fairness & feasibility, proposed/actual financing & its consequences, questions of illegality, risk of non-consummation, bidder’s identity, prior background & other business venture experiences, bidders business plans for the corporation & their effects on stockholder interests

---

Exam handout

· Bear Sterns stock value decreases dramatically due to investment in deteriorating sub prime market, one day away from bankruptcy 

· Federal Reserve, concerned that economy is already depressed, decides that a Bear Stern bankruptcy would be devastating to the market. For the first time since the Great Depression, the fed gives a low-interest loan to Bear Sterns (it typically does this for regular banks

· Bear Stern’s stocks continue to descend. JP Morgan agrees to buy Bear Sterns. Deal:

· Stock-for-stock trade at $2/share

· Fed loans $30 billion to JP Morgan

· Collateral is home mortgages & hard to trade stuff

· Morgan must go through with deal even if Bear decreases further in value

· If deal falls through, JP Morgan has option to buy Bear’s headquarters building at 1.1 billion & 20% of Bear stock at $2

· Bear shareholders sue for securities fraud, alleging failure to inform market of hedge fund problems

· Bailout costs: helps a company that should go under because it’s ineffective, costs the fed money if doesn’t pay back assets, costs anyway because gives at a low interest rate?

	Review practice exam

What’s oppression? (Kamin case)

Read cases you never read (e.g. Van Gorkem, Francis, O’Hagan, review Guth?, Oracle, Rosenfeld dissent, Borak, Farris)

West is the physical products case, which I think conflicts with one of the answers to the practice test distributed

Make sure to print two pages to a page!
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