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I.   AGENCY

Agency is the relationship between agents ("A") and principals ("P") and among agents, principals, and third parties ("TP") with whom the agent deals on the principals behalf.  An agent is a person who by 1) mutual assent (can be expressed/implied) 2) acts on behalf of another and 3) subject to the other’s control.  Law will allow a general control test—P may have no idea how pen is made.  The relation which the law calls agency does not depend upon the intent of the parties to create it, nor their belief that they have done so; must have meeting of the minds, though.  

     A.   AUTHORITY:  The general rule is that the P is liable for the acts of an A only when 


the A is acting within one of these types of authority.


1.  Five Different Types of Authority Given to Agents:


     a.
Actual authority:  If the P’s objective manifestation would lead a reasonable person


in A’s position to believe that the P had authorized A to act.

1.  Viewed from the perspective of a reasonable agent. If A has actual authority, P is bound even if TP did not know A had actual authority, and indeed even if TP thought A was P, not merely an A.



2.  Two types of actual authority:

a. Express:  Spoken or written conveyance of authority

b. Implied [§35]:  Authority implied or inferred from the words or conduct (can be silence) of the P. It is incidental authority, which is the authority to do incidental acts which are reasonably necessary to accomplish an actually authorized transaction, or that usually accompany it; comes from custom.


     b.
Apparent authority:  If the P’s words or conduct would lead a reasonable person



in TP’s position to believe that the P had authorized the A to act. 

1.  Viewed from the perspective of a reasonable TP; reasonable TP has duty of inquiry (if manifestation is ambiguous OR A’s conduct is unusual / raises doubts).



2.  If A’s words or conduct lead the TP to believe that the A has authority, 



     this is not apparent authority.



3.  *Power of position:  A usually has apparent authority to do tasks that are



     associated with a particular position.  P’s conduct is the designation of the position.

●Thus, apparent authority can be created by appointing an A to a position, such as that of manager or treasurer, which carries with it generally recognized duties, and to a TP, there is apparent authority to do the things ordinarily entrusted to an A occupying such a position, regardless of unknown limitations which are imposed upon that particular A; TP must be aware of the position.


     c.
Agency by estoppel:  A person who is not otherwise liable as a party to a 



transaction purported to be done on his account, is nevertheless liable to persons 


who have changed their position b/c of their belief that the transaction was entered 


into by or for the P, if (1) P intentionally or carelessly caused such belief; OR 



(2) knowing of such belief and that others might change their positions because of it, 



the P did not take reasonable steps to notify them of the facts.  [Restatement §8B(1)]



1.  Agency by estoppel is almost indistinguishable from apparent authority b/c it 


     focuses on the P's conduct and how it effects TPs.



     (However, one key distinction is that under agency by estoppel, if the P knew



        and did nothing, then the P can have agency by estoppel but maybe not 


        apparent authority since no manifestation legally attributable.

d.
Inherent authority:  Catch all doctrine( May exist when there is no actual authority, apparent authority, or agency by estoppel.  [Restatement §8A]

1.  Inherent authority derives solely from the agency relationship itself and its function   is to protect the TP from dealings with the A.



2.  Inherent authority is authority to take an action that a person in the P’s position
reasonably should have foreseen the A would be likely to take, even though the action would be in violation of the A’s explicit instructions from the P.

3.  Inherent agency will not apply if either:  (1) 3P knows that A is acting without authority or (2) A is not acting in P’s interest.

4.  Inherent authority is a loss distribution mechanism; between the P, who

benefits from A's actions and created the agency relationship, and the TP, the law  should allocate the loss on P.  Also, allows TP to be more willing to deal with A by lowering transaction costs.

● The point of inherent authority is that the blame should be on P.


     e.
Ratification (authority after-the-fact):  Even if an A has neither actual, apparent, nor 



inherent authority, the P will be bound to the TP if the A purported to act on the 

P’s behalf and the P, with knowledge of the material facts, either (1) affirmed A’s conduct by manifesting an intention to treat A’s conduct as authorized [§§ 88-90]; OR (2) engaged in conduct that was justifiable only of he had such an intention.



1.  The significance of ratification is that the P is now a party to the transaction, 



     as if he had given authority to the A before the transaction.



2.  Ratification should be distinguished from actual or apparent authority by 
acquiescence which occurs when the A performs a series of acts of a similar nature, and the failure of P to object to them is an indication that he consents to the performance of similar acts in the future under similar conditions - §43.



3.  Morris - P used benefits flowing out of the profits from TP; P will have ratified A.



     ● Thus, over time, a P’s continued ratification may evolve into actual or 



        apparent authority.


2.  Liability of the P, the A, and the TP:


     a.
P to TP?:  P is liable to TP whenever one of the five types of authority above exists.

1.  Reasons:  (a) this rule facilitates business transactions; and (b) the P should bear the costs of the A's actions, not the TP, since P set the agency in motion.

b.
TP to P?:  If P is liable to TP, then TP is liable to P (so if any one of the above five types of authority exists) - §292.

1.  EXCEPTION:  TP not liable to an undisclosed P if A or P knew that TP would not have dealt with P had TP known P’s identity—must be an affirmative misrepresentation (a mere failure to disclose P’s existence is insufficient).

c.
A to TP?:  Was P disclosed, partially disclosed, or undisclosed…

1.  Undisclosed P:  At the time of the transaction, A purported to act on his own behalf. TP expected A to be a party to the K.



     ●Both A and P are bound to TP - §322.

2.  Partially disclosed P:  At the time of the transaction, TP knows that A is acting on behalf of a P, but does not know P's identity.  TP could not investigate P’s credibility.



     ●Both A and P are bound to TP - §321.

3.  Disclosed P:  At the time of the transaction, TP knew A was acting on behalf of P and knew P's identity.


   
     ● The general rule is that if one of the five types of authority exists, P is



        bound to TP, but A is not bound to TP.

● But, if the A misrepresents his authority, thus, none of the five types of authority exists, then the A is liable to the TP (called a breach of the implied warranty of agency) - §329.

d. 
A to P?:  If A takes an action that he has no actual authority to perform, but P is nevertheless bound b/c A had apparent authority, A is liable to P for any resulting damages.  Therefore, it is possible for A to have power to bind while lacking the right.

e.
P to A?:  If A does have actual authority, then P must indemnify A for any expenses that A incurs.



●This includes expenses incurred in defending actions brought against the 



   A by the TP b/c of the A's authorized conduct.


3.  Terminating Authority:


     a.
Power to terminate:  The P always has the power to terminate the agency 



relationship (even if there is an irrevocable K between the P and the A).


     b.
Right to terminate:  Even if the P has the power to terminate, he may not have the



right to terminate the agency relationship - §118.



●EX:  If there is an irrevocable 3 year K between the P and the A, and the P revokes



           after only 2 years, the A can sue because the P did not have the power to 



           terminate.

      B.
THE AGENT'S DUTY OF LOYALTY TO THE PRINCIPAL:

1. A is a fiduciary of P; thus the A owes the P the highest standard of duty imposed by law.

2. A is subject to duty to P to act solely for P’s benefit in ALL matters connected with his agency - §387.

3. A has duty to account for ALL profits made in the course of the agency relationship belong to P - §388.

a. Tarnowski—P gets damages from A even if P incurs no losses.  It does not matter that P has brought an action against TP and has recovered all of his losses.  Thus, if TP has given a bribe to A to make a K on behalf of P, P can rescind the K and recover from TP anything received by TP, or P can maintain an action for damages against him.  In either event, P may also recover from A the amount of the bribe.  P can recover value of benefit to A AND can be indemnified for any loss through A’s actions.

b. Rationale:  Gives A less incentive to act in his own self-interest.

4.  If A has violated his duty of loyalty to P, P is entitled to the value that A made in violating  that duty of loyalty AND the amount of foreseeable damages (including attorney’s fees) caused by the violation - §407. 



a.    The duty of loyalty is not a default rule of agency, so it cannot be Kd around.

5.  *Other Ways to Violate A's Duty of Loyalty:  (1) A cannot compete with P; (2) A should not represent a 3P’s interest instead of P’s interest; (3) duty to safeguard P’s confidential information.

6.  How can A escape duty of loyalty liability?  One employed as A violates NO duty to P by acting for his own benefit if he (1) makes a full disclosure of the facts to an acquiescent P and (2) takes no unfair advantage of him—§390.
7.  Agency Costs:  Whenever A deviates from his duty to P, the result is agency costs.


     a.
Agency costs always occur because the interests of A will never be perfectly in-line



with those of P.


     b.
Agency costs is the sum of:



1.  Monitoring costs by P (i.e. audits of A); 



2.  Bonding expenditures (i.e. P usually must purchase insurance to protect 



     himself from liability due to the wrongful acts of A); and

3.  Residual loss (i.e. other costs that result when A deviates from P’s interests).


     c.
A classic example of agency costs results from the high salaries that the 



Corp’s officers (or agents) give themselves, which deviates from the best



interest of the corporation.



●The best answer to this problem is profit-sharing (i.e. giving the officers stock in

the Corp) so that if the officers maximize Corp interests, then they will be making themselves money.


     d.
The duty of loyalty also helps keep A on the right track b/c if they violate



 that duty, they are liable to P.


8.  What duties does A owe P after termination of agency?  See § 396

      C.
INTRODUCTION TO FINANCIAL STATEMENTS:


1.  Two Major Financial Statements in a Corporation:


     a.
Balance sheet:  Gives a snapshot of the business on a particular date.

1. Assets are usually recorded as historical costs (i.e. the price paid for the item), which does not reflect any appreciation or depreciation of its value.

2. Assets = Liabilities + Owner’s Equity (10% SH has 10% equity in firm)

3. Book Value per Share is the value of an ownership stake in Corp—does not account for depreciation of assets.  


     b.
Income statement:  A statement for a period of time (not just a particular date).



1.  The income sheet will show revenues and expenditures and then show the 



     net profit.

II.    PARTNERSHIP
       *The Uniform Partnership Act ("UPA") and the Revised Uniform Partnership Act ("RUPA")

           are model acts for partnerships.  Most state statutes borrow heavily from each—not law.

           ●The UPA and RUPA are default rules that only apply if there is not an agreement b/t 


  the parties that contracts around the applicable UPA or RUPA provisions.

           ●However, RUPA § 103 is a list of rules that apply to Pships regardless of whether there 

  is a separate agreement.

           ●RUPA has formally been adopted in Texas to apply to partnerships.

           ●A Pship’s internal affairs are governed by the law of the state where the Pship has its chief executive office (where most of its senior managers work)—RUPA § 106.

      A.
PARTNERSHIP FORMATION:  A partnership is an association of two or more 


persons to carry on as co-owners a business for profit (RUPA § 202).


1.  This is a factual inquiry, so it is totally irrelevant if there was no intent to form a 


     partnership AND the K agreement says that it is not a partnership.  As long as the entity 

fits within the definition of a Pship, it is a Pship; like an agency relationship.


     a.
A finding that the relationship between two people constitutes a Pship may be



based upon evidence of an agreement, either express or implied, to be partners.

2.  A person who receives a share of the net profits is presumed to be a P unless the profits  were received in payment of:  (1) a debt; (2) rent; or (3) interest on loan—202(c)(3).

     a.
Each partner is liable for partnership obligations.  In fact, partners have 



unlimited personal liability for partnership obligations (RUPA § 306).


     b.
To state that Ps are co-owners of a business is to state that they each have

ultimate control; control and loss-sharing are evidence, but may not necessarily be requirements, of a Pship relationship.

c. Pship NOT found:  Martin v. Payton(Even though the Pship agreement stated there was not a Pship, this didn’t matter—substance over form.  The profits were received in payment of interest on a loan under the 202(c)(3)(v) exception to a partnership.  The choice of CEO was a prudent lending practice to secure their loan—control makes this a close call.  However, the trustees could not initiate any action for the partnership (had oversight; more passive role).

i. Revenue sharing (% of gross profits) would not make Pship.

d. Pship found:  Lupien v. Malsbenden(Loan was more of a capital contribution because there were no payments and no interest terms.  M was also involved on a day-to-day basis—initiated action on behalf of dealership.  M had no security interest/legal title in equipment…look to control as co-owner of business (active management).

e. Four Element Test (adopted by some states):  1) An agreement to share profits, 2) an agreement to share losses, 3) a mutual right of control or management of the business, and 4) a community of interest in the venture.  2 and 3 differ from RUPA.

      B.
THE LEGAL NATURE OF A PARTNERSHIP:  


1.  Aggregate Theory of a Partnership:  Under the aggregate theory, the partnership has


     no legal status of its own.  UPA § 6 takes this approach.


2.  Entity Theory of a Partnership:  Under the entity theory, the partnership is a legal

entity as of itself, thus it can sue, be sued, make Ks, etc.  RUPA § 201 takes this approach, and even expressly provides that a partnership is a distinct legal entity; however, RUPA still has rules that reach aggregate-like results in certain areas.

      C.
THE ONGOING OPERATION OF PARTNERSHIPS:


1.  Management:  


     a.
Ordinary business matters connected with the partnership must be decided by a 


majority of the partners [RUPA § 401(j)].

(1)  Summers v. Dooley(An equal partner in a two-person partnership cannot hire a new employee in disregard of the objection of the other partner and then charge the dissenting partner with the resulting costs.  How could we use agency concepts to argue for Summers and bind the objecting party?  Ratification authority probably came from use of the proceeds.



(2)  A partnership agreement to the contrary will override this provision, b/c UPA 

and RUPA are only default rules.  A “partnership agreement” can be written, oral, or implied (broad definition)—RUPA § 101(7).

a.  Past conduct and dealings can imply amendments to agreement.

b.     Any act that is outside of ordinary business matters of the Pship may only occur with the consent of all the parties—RUPA § 401(j).

2.  Consultation:
a. Even if a minority partner is in disagreement, and his vote is not even needed to reach a majority, § 401(f) provides that each P has the right to participate in management and to be informed about the Pship business even if his assent is not required.


3.  Distributions, Remuneration, Indemnification, and Contribution:  


     a.
RUPA § 401(b) provides that absent an agreement, each P is entitled to an


equal share of the partnership profits and losses.



(1) Losses follow profits.  So if there is an agreement that X gets 70% of the 



     profits and Y and Z get 15% each, and there is no mention of how the losses



     will be distributed, then X suffers 70%, and Y and Z suffer 15% each of the



     losses, b/c losses follow profits.


 
(2) Profits do not follow losses.  So even if there is an agreement that X will 



     suffer 70% of the losses and Y and Z will suffer 15% each, and there is no 



     mention of how the profits will be distributed, X, Y, and Z will all get 1/3 of



     the profits, b/c profits do not follow losses.

b.    Rules of Distribution When Pship Dissolves—UPA §40(b)
a. Outside creditors;

b. Inside creditors (loan or advance from partners);

c. Partners return on capital contributions;

d. Anything left over gets distributed as Pship profits.

NOTE:  RUPA § 807 is basically the same, except that both the outside and inside creditors get paid first.

c.
Remuneration:  RUPA § 401(h) provides that absent an agreement, a partner is not entitled to remuneration for services performed for the partnership.

1. Most partners will K around this provision because it is unfair.

d.    RUPA §401(c) requires that partners indemnify a P for liabilities incurred (1) in the ordinary course of business or (2) for preservation of its business or property.  Hypo:  A seeks indemnification for rent from Pship, but Pship cannot pay; B and C (other Ps) are then forced into a capital contribution (in proportion to capital %).
    D.
THE AUTHORITY OF A PARTNER:  

1.  Ps are agents of Pship.  The partnership is bound by the Ps actions when those Ps are apparently doing the usual business of that specific partnership (UPA § 9).

a.
RUPA § 301(1) broadens the UPA rule and provides that the Pship is not only bound (1) when the partner is apparently doing ordinary Pship activities, but ALSO (2) when apparently doing business of the kind carried on by the partnership.

(1)  Burns v. Gonzales(UPA §9—Court looks beyond the specific partnership and also looks at  the course of business of other Pships in the same locality engaged in the same general line of business (narrower rule imposes undue burden on 3P).


 
(2)  RUPA § 301(1) focuses on ordinary partnership activities, thus 



       extraordinary transactions by a partner are almost never binding on the Pship.

(3)  The effect of § 301(1) is to characterize a partner as a general managerial agent having both actual and apparent authority co-extensive in scope with Pship ordinary business, at least in absence of a contrary Pagreemt.  

i.  Only applies when dealing with apparent authority.  If the partner has actual authority, these sections do not apply.



(4)  RUPA § 301(1) and UPA § 9 allow the partnership to be bound by the 

apparent authority of a partner (unless 3P had “knowledge”); however, as between the Ps, the P who had apparent authority will be liable to the other Ps for acting without actual authority.
i. “Knowledge”(RUPA § 102(a) makes the duty on 3rd parties easier than UPA, since they are not required to inquire regarding whether the partner is acting on behalf of Pship [requires actual knowledge]; does not expose 3Ps dealing with a P to the greater risk of being bound by a restriction based on their purported reason to know of P’s lack of authority from all facts not known to them.
(5)  RUPA § 303 enables a Pship to file a Statement of Pship Authority:

1. 3P must know of statement (to be held liable) unless transfer of real property involved where knowledge is imputed regardless of §301.

2. If 3P ‘knows,’ 3P cannot hold P liable for apparent authority.

a. Way for Ps to protect themselves.

       E.
LIABILITY FOR PARTNERSHIP OBLIGATIONS:  

a.     Entity vs. Aggregate:

i.  UPA says Pship is aggregation of Ps—have to name each P in any lawsuit.

1.  Solution:  To identify, have each P sign K loan to identify all Ps.

ii. RUPA §201 recognizes a Pship as a distinct legal entity.

1.  Can enforce by making a claim against Pship since it may sue and be sued in its own name [RUPA § 307(a)].

2.  Don’t need to name all Ps in suit.

3. Ps are jointly and severally liable for all obligations of Pship (contract AND tort) [RUPA § 306]—under UPA § 15 Pship only jointly and severally liable for torts of other Ps.

a. UPA §15(K suits against Pship (jointly liable) must name all Ps as defendants and cannot compel one P to pay full amount.

4.  RUPA §307(d)—Exhaustion Rule; judgment CRs must exhaust Pship assets before enforcing judgment against separate assets of a P

●Why would a CR bother suing a P at all?

(§307(c) - Judgment must be reached against each P to be  able to get judgment against Pship

b.  New Partners:
i. § 306(b)—A new P is not personally liable for any Pship obligation incurred before the person’s admission as a P.
1. However, whatever interest you had in Pship can be levied on in a suit.

    F.
PARTNERSHIP INTERESTS AND PARTNERSHIP PROPERTY:  

a.     Property Ownership:
i)   UPA § 25(Property used by a Pship may be either Pship property or the property of individual Ps that is in effect loaned to the Pship.  A partner really doesn’t functionally own Pship property under the UPA, however—a partner owns his interest in the Pship (“share of profits and surplus”(UPA §26).
ii)  RUPA §203(Property is property of Pship itself, rather than Ps (As Entity).  §204 gives factors for determining whether property is Pship property.
b.     Pship Interest:
i)     Normally a person can sell his personal property, but § 18(g) and § 401 do not allow a P to sell his Pship interest without unanimous Pship consent.
1.  Is this a good rule?  Yes.  Each P is an agent of Pship, and each P is liable for other P; has to be some level of comfort as to who other Ps are.
ii)   Assignment / “Transfer”—Pship limited interest in profits is assignable
1.  What does assignee get?  Right to Pship profits (has no vote, cannot look at books or receive info—acts of assignee will NOT bind Pship since he is not a P unless all Ps consent, and therefore not an agent)

2. If not bringing new owners in is important, Pship would be the best alternative since the Ps have ultimate control—§ 401(i).

c.     Liability to CRs:  Is P still liable after assigning interest?  YES; he has not sold his interest in management of Pship—RUPA § 503(d).
● No majority vote is needed to assign.

a. 1.  If a P incurs individual debts unrelated to the Pship, his separate creditors, upon obtaining judgment against him, can either:

b. CR can get judicial charging order on Pship interest—allows assignee to get share of profits from distribution of Pship under UPA and RUPA § 504.  This is a CR’s sole remedy under RUPA.

c. Some assignees will take this one step further and move for foreclosure under UPA § 28; attempt to have Ps buy out P interest (limited market for potential purchasers, therefore low price)  A CR can dissolve Pship under §28 if either:

i. The Pship term has expired OR

ii. Pship is dissolvable at will.

2. If Ps incur debts on Pship’s behalf, CRs may seize Pship assets.  Priority of payment is:

a. RUPA(All CRs—separate or Pship—have equal priorities.

b. UPA § 40(h)(”Dual priorities” rule—keeps partnership CRs from getting the full benefit of personal liability of the individual Ps (abolished by RUPA).

     G.
THE PARTNER'S DUTY OF LOYALTY:  

1. Partners owe each other a duty of loyalty.  There was no set standard for this duty of loyalty, but in Meinhard v. Salmon, Justice Cardozo said that a partner should have the “punctilio of an honor the most sensitive.”


     a.
RUPA § 404(a)-(c) codifies the partners duty of loyalty and duty of care to other Ps



and the partnership.  Intent is not important when gauging loyalty.

       
(1)  Under the TX partnership rules, the word "fiduciary" is dropped from 



       the duty of loyalty owed to a partner and the partnership.


(2)  Non-waivable?  Remember that UPA and RUPA are default rules that only apply if there is not an agreement between the parties.  However, RUPA § 103

is a list of rules that cannot be changed by agreement, and that apply regardless if there is a separate agreement.  BUT:

i. Ps can ‘exempt’ certain specific activities in a written agreement under RUPA 103(b)(3) as NOT being a breach of the duty if loyalty as long as not manifestly unreasonable; combats the problem of agency costs.

a. Look to amount of work put in; custom of other businesses; evidence of a rational business purpose
ii. -OR- Full disclosure and authentification / ratification
a. 103(b)(3)(ii)—All or a % of Ps can authorize a specific act that would otherwise violate duty or ratify afterwards.



(3)  Some examples of violations of the duty of loyalty in RUPA § 404(b)



       include:  (a)  taking away a business opportunity; (b) competing with the

partnership; (c) accounting for profits (Meinhard(“appropriation of a Pship opportunity”); (d) using the Pship property for personal gain; AND (e) having a conflict of interest against the Pship.

(4)  A P does NOT violate his duty of loyalty merely because P’s conduct furthers his own interest [RUPA § 404(e)].

b.  How to enforce the duty?
i. UPA §22—Suit by P to an accounting for lost profits or dissolution of the entire Pship; RUPA §305—P can ALSO sue a Pship for damages

    H.
DISSOLUTION OF PARTNERSHIPS:  



1.  Dissolution under UPA:


     a.
Three phases of partnership termination:



(1)  Dissolution:  An event which is usually the decision of a partner or a 



       court that sets the termination of the partnership in motion (a point in time);



(2)  "Winding up":  The process of actually terminating the partnership 



       business by selling the assets and paying off liabilities -- the liquidation



       (a period of time).



(3)  Termination:  The point in time when the "winding up" process is 



      completed.  The Pship is in still in existence all the way up until termination.


     b.
What causes dissolution?:  



(1)  Under UPA § 29, ANY termination of a partner's status as a partner, even if


       it is voluntary, causes dissolution.  This is b/c UPA is an aggregate theory



       statute and when B leaves ABC partnership, it is not ABC anymore.

(2)  Solution:  Ps may have had continuation agreement which includes the rights of remaining Ps to continue Pship business and the terms on which the P who causes dissolution will be compensated for his Pship interest.  



       ●NOTE:  This provision is very troublesome for a partnership under UPA, so



          remember to K around this provision (which only applies absent 



          another agreement) to avoid these troubles if in a non-RUPA state.


     c.
Distribution of assets upon dissolution:

(1)  In-kind distribution of the Pship assets is not allowed upon dissolution of the Pship under UPA, unless there is an agreement between all the Ps that allows for in-kind distribution at the time of dissolution and wind-up; Pship must distribute sale of Pship assets.

(2)  Rightful Dissolution:  Withdrawal allowed by Pship agreement

i. *Every partner who rightfully dissolves has a right to (1) an asset sale/payout (have his share of the Pship paid in cash) OR (2) a buyout [UPA § 38(1)].  Thus, each P who rightfully dissolves the Pship has the right to wind-up the Pship and force dissolution.


     d.
Kinds of Pships:

(1) Partnership at will (Most Pships): A Pship with no definite term of existence.  A Pship at will can be rightfully dissolved by the express will of any partner [UPA § 31(1)(b)].  With a Pship at will no reason OR justification needs to be given to the other partners.



       (a)  How can an at-will Pship dissolution be wrongful?

(i)  Court finds an implied agreement for a particular term or undertaking; OR 

(ii) By breaching one’s fiduciary duty—implied agreement not to injure other Ps.  Dissolution must be done in good faith, even if the dissolution is rightful [RUPA § 404(d)]. 

● Page v. Page( A P cannot dissolve the Pship simply to ‘freeze out’ the other Ps so that he can then buy the Pship out from under them (by purchasing Pship assets).  Fiduciary duties apply even in wind-up of a Pship at will.

(2) Partnership for term:  A partnership with a definite term of existence OR to accomplish a particular undertaking even if no specific ending date or length of the partnership is given.  A Pship for term can also be dissolved, but if it is dissolved in violation of a term it is considered a wrongful dissolution and the dissolving P is liable to the other partners for damages [UPA § 38(2)(a)].

(a) Wrongful dissolution:  Violates any part of Pship agreement (express or implied).  If the dissolution is wrongful, the remaining partners can continue the Pship even without a continuation agreement [UPA § 38(2)(b)].  

(b) A WP is entitled to the SAME options as rightful.  To continue Pship, Ps must either: (1) buyout WP less damages from wrongful dissolution (buyout not to include good will) OR (2) put up a bond to secure such a payment, and indemnify WP against present and future Pship liabilities [UPA § 38(2)(b)].  

● However, under RUPA § 602, even if a P wrongfully dissolves, he is still  entitled to his share of the good will, unless P damaged Pship’s good will.

(”Good will” is an intangible asset that reflects a business’ ability to earn profits in excess of its normal rate of return due to its favorable reputation. 

(c) It is much harder to break up a partnership at term [if dissolution not listed in §801 then Pship has obligation to buy out under §701 and Pship continues].

(d) Court dissolution of for term Pships:  Court can dissolve the Pship through UPA § 32(1)(d) / RUPA 801(5) if another P has carried on matters relating to Pship in a manner which does not make it reasonably practicable to carry on business with him.  Also, UPA §32(1)(c) allows a dissolution of a for term if a P is guilty of conduct that prejudicially affects the carrying on of business.


     e.
The problem of not knowing:  Each partner must be careful if they are not sure

if the partnership is at will or for term because if they think that the Pship is at will and they expressly dissolve, but then the Pship turns out to be for term, and the term has not expired, then the dissolving P / WP will suffer major consequences.  For a term Pship agreement, the lawyer should be very specific.



(1)  A partner should go to court and get a declaratory judgment in order to



      determine if the partnership is at will or for term.


    f.
Distribution hierarchy [UPA § 40]:  (as stated above)



(1)  Outside creditors; 



(2)  Inside (partner) creditors; 



(3)  Partners return on capital contributions; and



(4)  Anything left over gets distributed as partnership profits.



(RUPA § 807 is basically the same, except that both the outside and inside



   creditors get paid first.

2.  Dissolution under RUPA:

a.   “Disassociation” (termination of status as a P)

(1)  Rightful(§ 801 Winding Up
i. All dissociations are rightful unless specifically in RUPA §602(b) (default rule list—can be expanded or contracted)

ii. Pship is dissolved, and the business must be wound up (including asset sale and payout to Ps), only upon the occurrence of one event listed in § 801 (generally rightful dissociations) otherwise §701 governs.

(2)  Wrongful(§ 701 Mandatory Buyout (damages offset)

i. A P has the power to dissociate rightfully or wrongfully, but has the right to disassociate rightfully only.

ii. Buyout price (§ 701(b)) less damages under §701(c)
iii. Pship can continue without WP.

iv. No good will penalty unless P damaged Pship’s good will

HYPO:  What might Cousin Arthur want to pay attention to?  He will have unlimited personal liability for acts of other P unless breach of duty of loyalty; if he gets 50% of profits, he also is responsible for 50% of losses (“losses follow profits”).  What if the Pship has to be wound-up?  CRs will be paid first out of Pship assets, then capital contributions, then profits…

     I.
HYBRID ENTITIES:  These days, there are many different options available to


business entities so that they can just pick and choose which form of entity fits their 


desires the best.



1.  Limited Partnership (LP):  Governed by the Revised Uniform Limited Partnership


     Act ("RULPA"); creatures of statute.


     a.
Why is a LP wanted?:

(1)  It combines the flexibility of the Pship (i.e. that one can modify almost anything by agreement) with the limited liability of a Corp.

(a)  GPs:  Usually only one (frequently a Corp); runs the business and has unlimited personal liability for all of the LPs obligations [ULPA §403(b)].



      (b)  Limited partners:  Do not run the business, but just contribute capital, 



 
 and as a result, limited partners are not personally liable for the LP




 obligations and their liability is limited to the amount of their capital




 contribution (this is normally associated with the shareholders of a 




 corporation).  Essentially passive investors.



(2)  ULPA § 101:  A limited partnership is a partnership that has at least 



       one limited partner and at least one general P with unlimited liability.



       ( This is not a factual inquiry b/c papers must be filed with the Secretary



          of State to become a LP under ULPA § 201.

(3)  ULPA § 303:  Provides the general rule that LPs are not bound by Pship obligations unless (1) he is also a GP OR (2) he participates in the control of the LP's business (control is a factual inquiry)( similar to apparent authority.

(a) Safe-harbor provision: ULPA § 303(b) gives a list of items that, if done, are not considered to be control by a limited partner; not an exclusive list.

● If the limited partner does something that is not listed in § 303(b) then ULPA § 303(c) states that a factual inquiry must be made to determine if the limited partner had control.

● Even if the LP participates in the control of the business, he is only liable to      3Ps who reasonably believe that he is a GP [ULPA § 303(a)].




● Thus, the limited partner can lose his liability protection only on a 




    creditor-by-creditor basis.  Just b/c the limited partner is personally




    liable to one creditor, he is not liable to all creditors, only those who




    reasonably believe that he is a general partner.

● Default rule is that all Ps get profits in proportion to capital contributions.  Follow Pship agreement to see how much LP votes count.  Different from regular Pship b/c not 50-50 on all profits.  



      (b)
 ULPA § 303(d) provides that if a limited partner's name is put in 




 the limited partnership's name, then that limited partner will be 




 personally liable to all creditors.

(c)   ULPA §303(b)(6) – sale or transfer of all the assets – this activity is the kind   that we want LP to vote on.


    b.
Limited partnerships statutes permit parties to form a LP with a corporation as 



the sole GP [ULPA § 303(b)(1) and ULPA § 402(9)].



(1)  The practical effect of creating a LP with a corporation as the sole 



       general partner is that everybody's liability is limited; the limited partners 



       by statute, and the general partner by corporate law.


    c.
Tax advantages of an LP:



(1)  Corporations are taxed twice, once as an entity at the corporate level, and



       then when the shareholders get dividends, the shareholders are taxed.



(2)  Partnerships are taxed only once (called "pass through taxation").  When 



       the partnership makes money, it goes straight into the hands of the 



       individual partners, and it then gets taxed only once.

d.  What fiduciary duties do GPs owe LPs?  USA Cafes(Tells us GP that is a Corp – the responsibilities of the directors of the corporation also owe a duty to the LP.  Still issue b/c directors and officers owe fiduciary duty to the shareholders of their corporation – so the Wylie brothers did good by getting money for the SHs of their Corp.


2.  Limited Liability Partnership (LLP):  Functions just like a general partnership, but 


     the difference is that the liability of the general partners is limited.  In a LLP, all

general partners have unlimited liability for all contractual obligations, but the LLP    minimizes the general partners vicarious liability for another partners torts.


     a.
A general partner of an LLP is liable for torts by that partner, for torts 



that occurred by someone under the supervision and direction of that partner, and 



under some statutes the partner is liable is he is involved in an activity during 



which a tort occurs.


     b.
The LLP must also be registered with the Secretary of State.


     c.
The trade-off for the limited liability of the general partners is that most statutes



requires large insurance policies or a separate pool of segregated funds that can 



be used to satisfy judgments.

d.   The LLP was created in TX due to the S&L scandal.  TX LLPA §3.08(a)(2), provides more limited liability for GP in K and tort.  In TX, GPs are still liable for torts directly involved in.

e.    If Ps prosper over another P’s action, we should not allow them to remain ignorant  under the defense in TX LLPA 3.08(a)(2)(B).

f.     Like with the LP, the limited partners of an LLP have no liability except for 



their capital contribution.


3.  Limited Liability Company (LLC):  A non-corporate business that provides its 

     owners / investors ("members") with limited liability (like a LP), but it allows all owners to participate actively in management of the company (unlike a LP).  Central agreement is not articles of incorporation but the operating agreement/limited liability agreement, which details governance procedure.


     a.
Comparing the LLC with other hybrid entities:  


    
(1)  LLC vs. Corporation:



      (a)  The LLC has much more freedom of K than the corporation.  The LLC




 is formed by an operating agreement that allows the members to run the



   
 LLC how they want (very flexible).



       (b)  The LLC (like a partnership) can get the pass-through taxation, thus it




 can only be taxed once.

● Check the box regulations allow LLC to have LL, continuity of life, centralized mgmt, etc.  The LLC can check a box and ask if want to be treated as corporation or Pship for tax purposes.  Default is Pship. 



       (c)  LLCs, however, can be more expensive, b/c unlike the corporation 




 which has standard forms for the operating agreement, the LLC 




 operating agreement can be drafted any way the members want, thus




 it costs more to have an attorney draft them up.



      (d)  The LLC is not known very well.


    
(2)  LLC vs. Partnership:



      (a)
 The members in an LLC are not personally liable, in general for both




 tort and contract liability, whereas, partners are personally liable for the




 tort and contract liability of other partners.



      (b)
 The LLC does not dissolve when any member chooses to leave the LLC.



      (c)
 With a LLC, any member can participate in the control of the LLC.

(d)   Several states apply state income or franchise taxes to LLC and corporations, but not to Pships or LPs.  Texas imposes a 4.5% franchise tax on LLC net receipts.


    
(3)  LLC vs. LLP:



      (a)
 The LLC gives limited liability for both tort and contractual obligations 




 of the other members, but the LLP only provides limited liability for 



 
 the tort obligations of other members.


  
      (b)
 The LLC requires a franchise tax, whereas an LLP does not.



      (c)   Not all states recognize LLPs.

b.  Manager Managed = Centralized mgmt board of directors; members don’t vote but for extraordinary matters.  Like a Corp.  Members of manager-managed firms are not agents and have no actual authority, as members, to bind (can have apparent authority)—only managers have authority to bind LLC [ULLCA § 301].  Members elect the managers.  May have overlapping roles and be a member / manager.

c.  Member Managed:  Members may bind the LLC through apparent or actual authority.

d.  Fiduciary Duties – Duty runs from member to member - can’t do deals that hurt each other.  McConnell case(Members agreed that they could compete w/ each other.  Can waive or eliminate duties of loyalty for certain activities in an LLC.

(1)  Assignment vs. Sale – Members can assign the right to draw profits but doesn’t become member.  Full sale is different.  Look to state law.  

    e.   Liability:  LLC members not liable for LLC obligations; courts can apply veil piercing.

HYPO:  Three computer geeks want to form entity.  One of the geeks, Hal, says he would sign anything.  Other two are worried about Hal and may not trust him.  What should they be?  Could do LLC – manager managed entity to keep Hal’s power down.  Draw back is that LLC is expensive.  Must draft an operating agreement, and pay for certificate to file in state.  Could be an S corporation.  This would have centralized management and can deal w/ Hal that way.

4.  Limited Liability Limited Partnership (LLLP):  The LLLP is a limited partnership, so


     it has at least one general partner and one limited partner.  The difference is that with


     a LLLP, the general partners liability is limited (like with a LLP), and thus he has 


     limited liability for the torts of other partners.

III.  THE CORPORATE FORUM
      A.
PRELIMINARIES:


1.  Basic Set-up:


     a. 
The owners of the corporation are the shareholders (SH).


     b.
The SHs elect a board of directors that are in charge of the board policy and 



management directives of the corporation.


     c.
The board of directors elect officers that run the day-to-day management of 



the corporation.  Officers declare dividends to get money back to SHs.



2.  Five Characteristics of a Corporation:


     a.
Free transferability of ownership interests.


     b.
Limited liability:  SHs of the corporation are not personally liable for 



corporate obligations (very strong entity theory).


     c.
Continuity of existence:  Corporations are legal entities that almost always have



a perpetual life (the owners may change, but the entity remains the same).

d.
Centralized management:  In a Pship, all Ps have a right to participate in management.  However, a Corp is managed by a board of directors (run by officers), and a SH has no right to participate in management.  There is no agency relationship



in a corporation like there is in a partnership.

e.    Entity status:  Corporations have an entity status (thus creditors can only go after the corporation, not the people), whereas partnerships had an aggregate status under UPA, but an entity status under RUPA.  Fictitious legal actors—can sue or be sued.

(Special Tax Note:  S Corps (as opposed to C)—No double taxation

a.  Not more than 75 shareholders

b.  No more than 1 class of stock


3.  Selecting a State of Incorporation:


     a.
Internal affairs doctrine:  Provides that the corporation's internal affairs are



governed by the law of the state of incorporation.



(1)  Over 1/2 of all corporations are incorporated in Delaware b/c there



       is a well defined body of law that is predictable and pro-management.



(2)  Two theories on why corporations incorporate in Delaware:



      (a) 
Carey's theory (called "race to the bottom" theory):  Said that the 




decision to incorporate is made by the managers, and DE has tried to




write its statutes to unduly favor managers over SHs.  Because of this, 




other states must make their corporate law pro-manager, which leads to 




the "race to the bottom" of the corporate law barrel (the duty of SHs 




keeps getting lower and lower).




i.    DE permits a staggered board of directors (hard to vote off at same time)




ii.   DE allows many corporate combinations—other states require voting

iii. DE permits directors to amend by-laws through certificate

iv. No minimum capital requirements

v. Very stable JRD in terms of law (can order behavior)



      (b)
Winter's theory (called "race to the top" theory):  Said that DE law does




attract managers, but it does not unduly favor them, b/c doing so would




make the SHs mad, sell their stock, and the stock prices would decrease, 




thus making it hard for the corporation to make money, and the risk of 




bankruptcy and takeover sets in.  These things get managers fired.  Thus,




managers would never incorporate in a state that unduly favors them b/c 




they would risk losing their jobs.  Therefore, states must find the optimal



balance between managers and SHs, which lead to a "race to the top".




i.    DE is not as favorable to management under takeover law

4.  Filing Certificate/Articles of Incorporation:  The articles of incorp must be filed with the Secr of State—they are public record.  Then(Sell stock to SH; elect directors; directors elect officers; officers draft by-laws.  Each state statute provides the requirements for the articles.


     a.
The Revised Model Business Corporations Act (RMBCA) § 2.02 is the 

template that both TX and DE use for the articles of incorporation.  Allows BOD to amend any provision in the bylaws if allowed in Certificate of Incorp.

 b.   To amend the Certificate, (DEL §242) directors have to 1) put a resolution to the SHs AND 2) get approval for the amendment—bilateral action.

     c.    DEL Certificate of Incorp( Disclaims a breach of a director’s fiduciary duties

     d.    DEL § 107( Gives power to incorporators to become directors before annual meeting of SHs.

5.  Authorized / Issued vs. Outstanding Shares:  Articles of incorporation designate the 1) classes of stock and 2) the number of shares in each class that the Corp is authorized to issue.  Authorized shares that have been issued are outstanding.  

      (1)  Why?  Control—Current SHs will know what ownership % they have in Corp; if Corp wants to go over authorized shares, there must be an amendment of the certificate.

6.  Drafting the By-laws:  These are the internal rules on how the corporation is 

going to work [DEL § 109 and RMBCA § 2.06].  Kept private—see 1238; can’t be illegal, but there is much flexibility.  Have to be amended or repealed to change.

(1)  As discussed below, SHs have the power to amend the by-laws themselves.  Directors may have this power, but only if the Certificate has given them this power (permanence).

NOTE:  There are certain things that have to go in the Certificate—initial important stuff to begin Corp.  By-law provisions are not as strict.  Why?  Roadmap for day-to-day governance, so they are more flexible.  


7.  Financing the Corporation:  

                 a.
Debt (least risky):  If the corporation is liquidated, the money goes first to creditors who hold a debt interest.  All debt must be repaid, whereas payment to stockholders is discretionary b/c there is no right to a dividend payment by law.

b.    Preferred stock:  The interest that is paid second, after debt, upon liquidation. They also may not have voting rights.



(1)  Dividends are purely discretionary.


(2)  If dividends are paid, preferred stockholders are paid before the common 

stockholders are paid and will go ahead in event of liquidation.

     c.     Common stock (or equity) interest:  This is usually thought of as the residual interest  b/c such members only have a claim on corporate assets after senior elements have been satisfied.  



(1)  Creditors get paid first, then preferred stockholders, then finally common 


      stockholders get paid last.

d.    Preemptive Rights:  At common law, existing SHs had a right to purchase amount equal to what they owned; now, most certificates do not provide such a right.

       B.
PROMOTER'S TRANSACTIONS:  

1.  What is a promoter?  The promoter is the person on behalf of a Corp to be formed that transforms the idea of a business into a business.  The problem is that a promoter will often make Ks on behalf of the not yet existent corporation.


     a.
Liability of the promoter:



(1)  The promoter is always liable if the TP knows that the corporation has not 


       been formed, but the K is still made in the corporation's name.


       (a)  The key issue is the intent of the parties.



       (b)  The general rule is:  The promoter is liable for any Ks he makes for 

a future Corp not in existence, even though the K will also benefit the future Corp.




 ● There is a "strong inference" that if there is a K with a non-existent 




    corporation that the contracting party is also looking to the promoter




    for liability, because no TP is going to make a K with a corporation 




    that does not exist.




● Promoter is like an agent to a partially disclosed principle.



      (c)
Exception:  The promoter will not be liable only if the TP (1) knew that 




 the corporation was not in existence at the time of making the K, 

(2) the TP agreed (expressly or impliedly) to look solely to the Corp for performance, AND (3) that the Corp adopted the agreement once it was formed.


    b.
Liability of the corporation:



(1)  The corporation does not become automatically liable for Ks made by its 



       promoter upon formation, but it must adopt the K once it is formed.



       (a)  Adoption can be express or implied (i.e. by accepting the benefits of 




 the K). 



       (b)  Adoption is different than ratification.




 ● Ratification presumes that the party had the ability to enter into the K 




    at the time the K was made.  Here, the corporation could not have




    entered into the K b/c it was not formed when it was made.

 ● Adoption looks to the time the K was formed.  It is like a novation, because all parties agree to substitute one party as the obligor.

(2)  *The general rule is that the promoter is liable, and the Corp is jointly liable once it adopts the K.  The only time the promoter is not liable is if all parties to the K (i.e., the promoter, the Corp, and the TP) agree to a novation that substitutes the promoter’s liability with that of the Corp.(Restatement (Second) Agency §326
(a)  Normally, the agreement that the TP will look solely to the Corp has already been entered into between the TP and the promoter, then when the Corp is formed and adopts the K, the novation has occurred.

    C.
CONSEQUENCES OF DEFECTIVE INCORPORATION:  With the promoter liability

cases, all parties are aware that the Corp has not been formed; here the promoter honestly believes that the Corp has been formed, but it has not.


1.  How do you form a corporation in DE?  (DEL § 101, 103):


     a.
Properly execute a certificate of incorporation.


     b.
Properly acknowledge the certificate of incorporation.


     c.
Properly file the certificate of incorporation with the Secretary of State.

2.  A minor non-compliance with the statute will not remove the Corp from existence.

a.
De jure corporation ("right and lawful"):  A Corp that is lawful and will win against anyone challenging the existence of the Corp, including the attorney general.



(1)  Extremely minor non-compliance will allow a Corp to keep its de jure status.


     b.
De facto corporation ("corporation by fact"):  A corporation that made a



mistake in its formation and will win against anyone challenging the existence of



the corporation except for the attorney general.




(1)  Elements of a de facto corporation:



      (a)
must have a valid corporate statute; 



      (b)
must have a good faith attempt to comply with the statute; and


      (c)
some actual use OR exercise of corporate privileges (appointing officers). (2)  The mistake is bigger than the one in a de jure corporation, but it is not



       big enough to entirely wipe-out the Corp’s existence.

(3)  If there was not a de facto corporation, the promoter is not personally liable if the parties agreed that the Corp would be solely liable but the Corp was never formed(Cantor v. Sunshine Greenery.

● Model Code § 2.04 provides that the promoter is liable only if he knows that he is acting on behalf of a defective Corp.



(4)  If a de facto corporation was formed, then the promoter is not personally 



       liable and the TP is treated as if they had dealt with a corporation. 


     c.
Corporation by estoppel:  If the de facto corporation is not available as a defense, 


the promoter can use corporation by estoppel as a defense (only valid on a 



creditor-by-creditor basis).



(1)  Three categories of cases under this theory:

(a)
Estoppel of Corp/Corp as D:  An enterprise and its owners, who have claimed corporate status in an earlier transaction with a TP, when the TP is the plaintiff and the corporation is the D who says that they were never formed, and therefore that they are not liable; the court holds that the Corp is estopped from denying its existence ( Can’t assert in DEL.

(b)
Estoppel of TP/Corp as Plaintiff:  When the corporation is the P and the TP is the D, and the TP says that the corporation cannot sue b/c it was defectively incorporated, the court holds that the TP is estopped from denying the existence of the corporation ( Can’t assert in DEL.

(c)
Estoppel of TP as Plaintiff vs. Promoter/SH as Ds:  When the TP is the P and the D is the SH OR the promoter of a Corp, and the TP sues both the Corp and the SHs or the promoter, and the SHs or the promoter say that the TP assumed the risk of limited liability when it bargained with the Corp, the court holds that the TP is estopped from denying that the Corp existed (equitable defense means D must have “clean hands”) ( Most common and important.

( Make sure to do due diligence of Corp yourself (by checking Articles of Incorp); possibly get personal guarantee of your K through officers.



● Similar to the de facto theory, but there are two differences:

(i)  The de facto corporation is a defense to both tort and K claims, but the corporation by estoppel defense is only available for K claims since there have been no prior dealings.  Also, it is easier to get the estoppel defense.

(ii) The de facto Corp defense requires more of a showing of ‘corporateness,’ b/c the Corp wins against all claimants except for the state (i.e. the attorney general).  All the Corp must have is a colorable attempt to comply with the statute to have a Corp by estoppel defense.  


3.  Timberline Equipment Co. v. Davenport:  The old Model Act was supposed to wipe-


     out the de facto corporation defense, b/c it was so easy to incorporate that the 


     defense was not necessary (RMBCA § 2.03 had the same effect).


     a.
Today, de facto Corp is not a defense in Model Act jurisdictions for two reasons:



(1)  Incorporation is a bright line (i.e. either you receive a file stamp from the 



      Secretary of State or you don’t); and



(2)  Filing of the articles with the Secretary of State and the return of a file stamped



       copy is conclusive proof that the Corp did it right.

( Thus, one is an idiot to act as a Corp before filing with the Secretary of State and getting a file stamp copy back.


    b.
However, the rule from the Model Act that provides that “all persons who assume 



to act as a Corp when not formed are jointly and personally liable” is still in effect.



(1)  This means that only SHs who actively participate in management are 

      
       
       liable under the “assume to act as a corporation” theory—See OC 5.



(2)  RMBCA § 2.04 provides that shareholders are only individually liable if they



       act knowing that there is no incorporation.

(a)  In TX, there is no rule similar to RMBCA § 2.04, so SH liability is all determined by common-law.


    c.
Is de facto corporation and corporation by estoppel defense allowed in DEL 



(not a Model Act jurisdiction)?



(1)  DEL § 106 provides that a corporation is formed as long as the certificate is



       properly executed and acknowledged.



      (a)
 Unlike the Model Act, the DEL statute makes no mention that this is 




 "conclusive proof" that it was done right; thus, in DEL you have no idea




 if you did it right, until someone sues you.



      (b)
 Thus in DEL, there is still a viable defense of de facto corporation.

      D.
PIERCING THE CORPORATE VEIL—Holding SHs Liable to Creditors:

1.  Limited liability for SHs is the general rule, and the only thing the SHs stand to lose is the amount of their investment (DEL § 102(b) and Model Act § 6.22), unless the articles of incorporation provide differently or the SH commits the wrongful act.   Therefore, the Corp is said to have a veil around it that protects the SHs from corporate obligations.

     a.
Arguments for limited liability:


(1)  It encourages capital investment (people will not invest if they are liable); 


(2)  Unlimited liability has a minimal deterrent value b/c shareholders are not in

       a position to control the corporation (this argument does not work when 


       dealing with a close Corp); and


(3)  It decreases transaction costs.

     b.
Arguments against limited liability:

(1)  It is unfair and economically inefficient.  It is unfair to make contract creditors and tort victims bare the risk of the Corp’s acts, and it is unfair for SHs to profit from the Corp’s good acts and be shielded from liability for the bad acts (similar to Strict Liability rationale).

(2) Unlimited liability is a deterrent.  If SHs are personally liable, they will become more involved in electing good board members.

(3) SHs may be more willing to have Corp engage in risky conduct.

    c.
Despite the doctrine of limited liability, there are two basic ways to hold SHs liable:


(1)  Pierce the corporate veil; OR


(2)  Through fraudulent concealment/transfer law.

2.  *Piercing the corporate veil:  Most often occurs when dealing with a close corporation;

     very rarely occurs when dealing with a public company.

     a.
Five factors for piercing the corporate veil (not a precise test; kind of mushy):

(1) Inadequate capitalization:  Investors did not put enough money in the corporation to cover its foreseeable liabilities.  Most important and common factor, but there must be something else too (i.e. another factor present);


(2) Siphoning off corporate assets [if met, also try fraudulent transfer claim];


(3) Fraudulent motive for corporate structure (hard to tell);


(4) Failure to observe corporate formalities (not getting articles filed, meetings);


(5) Using corporate assets for personal use.


( The last two factors are really focusing on failing to treat the corporation as 


   a separate entity (called "alter ego" or that the corporation is the agent/


   instrumentality of the shareholder).

    b.
Three caveats:


(1) Even if the court decides to pierce the corporate veil, it does not mean that 


every shareholder will be individually liable; usually only those who dominate/control the Corp or actively participated in management are liable.


(2) Inadequate capitalization is found in every case, but no court will pierce the


      corporate veil on that ground alone; at least one other factor is needed.


(3) Whether the P seeking to pierce is a K creditor or a tort victim may have


      some bearing on whether the court decides to pierce the corporate veil.  The

courts tend to allow tort victims to pierce more often.  However, the empirical analysis showed that K cases were allowed to pierce more often—K creditors may be more selective.

    c.
Walkovsky v. Carlton:  Carlton was the sole shareholder of 10 corporations that


each had only two assets (two cabs) and the NY state minimum amount of liability 


insurance required by law ($10,000).  P needs vertical piercing to get Carlton.


(1) The 10 corporations are called brother/sister corporations b/c they are all 


      owned by the same entity or all have the same shareholder.


      ( Piercing in this context is called “horizontal piercing,” and the brother/

sister corporations are all liable, not the SHs.  These type of cases usually involve the intermingling of assets between the brother/sister Corps.  

(2) "Vertical piercing" occurs when the Corp is pierced to hold an individual SH liable.  The P must show that the SH is doing business in his individual capacity.


      ( The classic vertical piercing case involves a parent/subsidiary corporation.

    d.
Why doesn't state law require a corporation to have sufficient capital (in an 


economic rather than a legal sense) to cover its liabilities?

(1) It would discourage a lot of people from starting a business—higher transaction costs.  Also, many businesses that are socially productive usually do not have a lot of capital up front.


(2) There is a standards problem, in that each corporation has the potential to


      cause different amounts of damages, so where would the line be drawn.

3.  *Fraudulent Transfer Law:  Another cause of action, like piercing.

a.
Prevents the siphoning off of corporate assets/profits.  

     b.
Uniform Fraudulent Transfer Act (UFTA) § 4 provides that a transfer is 
fraudulent in two situations:


(1)  If the transfer was done with the intent to defraud creditors; or


(2)  If the transfer was done w/o receiving equivalent consideration and the 


      debtor should have known that the Corp would not be able to pay its debts.

     c.
The classic example of a fraudulent transfer is the distribution of excessive 


dividends.

     d.
The remedy of a fraudulent transfer is that the money that was fraudulently 

transferred must be given back to the Corp (avoiding the transfer of funds—§ 7).  Thus, the money given to the SH is the extent of his liability.


(1)  This is the big distinction from piercing the corporate veil which leaves the


      shareholder with potentially unlimited liability based on whatever the 


      creditors damages are.

e.
Piercing claims are substitutes for what would otherwise be fraudulent transfer 


claims.

     f.
A business can under-capitalize initially (and the law allows this), but over time,


at some point, the law begins to favor creditors and the corporation is not able 


to siphon off all its profits/assets or transfer such capital away from the 


corporation, and if it does, the corporation will be guilty under fraudulent transfer


law and maybe even to a piercing claim.

     g.
Fraudulent transfer law requires the court to look at the corporation on a 


transaction-by-transaction basis, whereas, a piercing claim is a very broad 


approach that is not as difficult to prove.


(1)  Thus, it is easier to succeed with a piercing claim than with a fraudulent 


       transfer claim.  Further, courts like piercing better b/c it has much more of 


       a deterrent effect b/c it subjects the shareholders to potential unlimited 


       liability, rather than just requiring the shareholders to return the money.


4.  Kinney Shoe Corp. v. Polan:  Focuses on the distinction between a tort creditor (or


     victim) and a K creditor.


     a.
K creditors ("voluntary creditors") assume the risk of limited liability when they 



enter into an agreement with the corporation.



(1)  This is b/c the relationship between them is voluntary and the K creditor has



       the opportunity to bargain for protection or to investigate the solvency of 



       the corporation.



       ( However, some K creditors are involuntary creditors b/c they do not have



          the power to bargain with the corporation.


     b.
Tort creditors or victims (“involuntary creditors”) have no such opportunity to 



bargain with Corp.



(1)  This is a major attack on limited liability.

(2)  Law and economists say that Corps should internalize all externalities, and limited liability allows SHs to reap all the benefits and still be protected from liability, thus, corporate managers have an incentive to take part in overly risky activities.  Therefore, unlimited liability is economically efficient.

       E.
EQUITABLE SUBORDINATION (“Deep Rock Doctrine”):  Another doctrine that the court can use to rectify the inequities of the corporate structure if the court determines that the Corp was unfair.  NOTE: Corp must be in bankruptcy.


1.  Elements of equitable subordination:

a. The claimant must have engaged in some type of inequitable conduct.

b. The misconduct must have resulted in injury to the CRs of the bankrupt or conferred an unfair advantage on the claimant.  

c. Eq sub of the claim must not be inconsistent with §548 of Bankruptcy Code.

2.  When a Corp is in bankruptcy (and hence there is no point in piercing b/c there is a stay on everything), the claim of a controlling shareholder (i.e. parent Corp) who is also a creditor may be subordinated to other creditor's claims, including preferred shareholders, on various equity grounds.


    a.
The normal scheme after bankruptcy, is that if there are debts, and the parent



corporation is owed money from the subsidiary, that must be paid off first.  Then 



the creditors are paid and finally preferred shareholders are paid last.


    b.
However, the court, based on equity, can alter that ladder and change the order 



that the creditors are paid, based on equitable subordination.


    c.
Equitable subordination is usually used when there has been siphoning off of the



corporate assets, but the court cannot pierce b/c the corporation is bankrupt.

3.  Piercing vs. Equitable Subordination
a.   There is no transaction-by-transaction proof required (it is a broad test, like



piercing, b/c the court can infer wrongful conduct); 


    b.
Unlike piercing, b/c with equitable subordination damages are capped; AND

c.
Like piercing, b/c the test is fuzzy and there is no bright-line test; less evidence   needed of misuse to invoke doctrine.


     
( Like when dealing with piercing, corporations want predictability when 



   seeking advice from lawyers, but in the equitable subordination and piercing



   area, there is no bright-line answer.

      F.
ULTRA VIRES CONDUCT:  Conduct beyond the corporation's power or purpose—enforces limitations on powers (not duties) in the articles.


1.  History:


     a.
The earliest corporations scared the public so it had to specify in its charter 



exactly what its goals and purpose were.


     
( If the Corp acted outside of its stated purpose, either it or a TP could use 



   the defense that the Corp was performing an ultra vires activity and it 



    would refuse to pay.



● Where do we look to find what is the Corp authorized to do?




(Articles/Certificate of Incorp, By-laws, State Corp statutes


     b.
Today, creditors cannot sue on the basis of ultra vires, and shareholders cannot


raise the defense of ultra vires when being sued by creditors.



(1) Goodman v. Ladd Estate Co.:  Demonstrates the modern version of the



      ultra vires doctrine.  His only probable remedy would be under DEL § 124(2).



      (a)
The corporate guarantee of a personal loan is ultra vires b/c there is no




corporate interest, need, or purpose in doing so.  That is still probably




an ultra vires activity today under DEL § 122 and Model Code § 3.02.




● DEL § 122 is important b/c it lists a lot of specific powers that the




   corporation lawfully has, whether in the charter or not.  All states 




   recognize some implied powers.



● DEL § 102(a)(3)  and Model Act § 3.01(a) allows a corporation to 



   say in its charter that it can do “all that is lawful,” but there is still an 



   implicit reasonableness requirement (i.e. the act must still be within the


   corporation's interest).  Thus, today a corporation does not have to list



   its purpose in the charter.


      (b)  The general statement is that "no act shall be ultra vires" EXCEPT:



(i)   DEL § 124(1):  a shareholder can sue the corporation for an 



      injunction to block an ultra vires act [‘before the act’ remedy]; 



(ii)  DEL § 124(2):  the corporation can sue present or former officers or



      directors for an ultra vires act.



(iii) DEL § 124(3):  the attorney general can always bring suit to enjoin



      a corporation from doing an ultra vires act or to dissolve the 


      corporation.


      (c)  Thus, creditors cannot sue on the basis of ultra vires.


      (d)  Once the K has been fully performed, the doctrine of ultra vires cannot be



used to undue the K against TPs.

NOTE:  If there are power control issues, you should put an explicit term in the Articles which constricts the Corp activities.

      G.
THE OBJECTIVES AND CONDUCT OF THE CORPORATION:



1.  Charitable Contributions—Are They Ultra Vires?


     a.
Dodge v. Ford Motor Co.:  Ford tried to reduce the price of cars b/c he wanted



to share profits with the public.



(1)  Directors have the choice of means to get at the end (which is always 



       increasing SH profits), but they can ONLY act toward that end (thus they 



       were not allowed to make charitable contributions).


     b.
A.P. Smith Mfg. Co. v. Barlow:  The directors gave money to a college.



(1)  The court holds that charitable contributions within reasonable limitations are 



       allowed.  The court used the common-law "direct benefit" rule which allows



       the corporation to spend money only for the SH's direct benefit.  The court 



       buys the argument that money for education leads to democracy and thus



       capitalism.



(2)  DEL § 122(9) and Model Code § 3.02(13) imply that the charitable



       contribution must be reasonably related to the corporation's interest 



       of maximizing profits (kind of like an "indirect benefit" rule).



       (a)
 Thus, if the corporation does not have any money, it cannot be given 




 away, b/c that is not reasonably related to the corporation's interest.



       (b)  This standard applies not only to charitable contributions, but to all 




  powers listed in DEL § 122.



       (c)
 Under this standard, even if the corporation guarantees a purely personal




 loan of one of its officers, it could be argued that this is somehow 




 reasonably related to the corporation's interest.


2.  Whose interest must the corporation take into account?:


     a.
Shareholders:  The purpose of the corporation is to maximize SH wealth.



(1)  The corporation does this by taking investments that have a positive net 



       present value.  This is based on the principle that a dollar today is worth 



       more than a dollar tomorrow (called the time value of money).



      ● NPV = PV – required investment



(2)  A manager should invest $1 today in a project if it would be worth more than



      the amount that same dollar could earn if it was put in the bank for one year.



      ● In other words, a manager should only invest in a project if it will return



         more than any alternative investment opportunities.



(3)  Ethical considerations:  Can a corporation choose to make less money for 



       its SHs based on ethical considerations?

● Since the corporation can give money to charity under DEL § 122(9), then


indirectly it seems that the Corp can take ethical considerations into account.  Investors may only have short-term plans…Other stakeholders (i.e. surrounding community) have no say; this is why directors have some duty to other people than SHs outside Corp.  Corporate Welfare = SH Welfare (In Hu)



(4)  Political contributions:  A corporation can make political contributions as 



       long as it is done in furtherance of the corporation's interest (Model Code



      § 3.02(15).

b.
Employees:  DEL § 122(15) provides that a corporation can pay employees a pension, and have profit plans for them, etc., b/c they are reasonably related to 



the corporation's interest by giving the employees an incentive to work hard.



(1)  The problem usually arise when such money is paid to the spouse of a 



       deceased employee.  The courts have decided both ways, depending on how 

       strictly they stick to the principle of what is reasonably related to the 

   
       corporation's interest.  American Law Institute (ALI)—much more flexible rules.

 3.  Corporate Takeover: About 30 states have passed constituency statutes that provide  what groups the board or managers can take into account during a takeover.


     a.
Corporate takeover can help or hurt the SHs.

b.   The fiduciary duty to SHs has been minimized in these instances and the Corp can do  whatever it wants in a takeover situation.

c.    Indy 23-1-35-1(d) and Pen 1715(a)(1)(Cons statutes are not limited to takeovers.

(1) “A director may…consider the effects of any action on SHs, employees… communities in which Corp is located” — SH do not have to get priority.
d.    TX and Delaware do not have a constituency statute preventing takeovers; some say they keep directors in place.

       (1) Unical Corp v. Mesa (DEL)( Corp directors have a fiduciary duty to act in the best interests of the SHs during a takeover; still have to have some reasonable relation to action that is not favoring SHs in takeovers (even with no constituency statute). 
4. Bankruptcy:  Some states say that when the corporation is in the vicinity of insolvency or in bankruptcy, the board is not just an agent of the SHs but it owes a broader duty to 


non-SHs like creditors (Credit Lyonnais case in DEL).  This is because CRs may prefer a much different (less risky) strategy than SHs approaching bankruptcy.  

a.  The law and economists think that this theory is dumb b/c TPs should protect themselves though K—certain ratio of assets/liabilities; require there is a certain % reserve of assets or there is a default on the bonds.

IV.   DISTRIBUTION OF CORPORATE RIGHTS AND POWERS
       A.
SHAREHOLDERSHIP IN PUBLICLY HELD CORPORATIONS:


1.  The Traditional Model:


     a.
Officers:  The bottom of pyramid; carry out policy of the board, with little discretion.


     b.
Directors:  Sets policy and elects the officers.


     c.
Shareholders:  Owners of the Corp who have control and elect the board of directors.

2.  Berle & Means:  When a Corp has highly dispersed SHs where any one SH does not own a large percentage of stock (like AT&T where no one SH even owns 1%), the SHs will not make policy, and the management (officers and board) run the Corp.


     a.
Further, if a SH owns less than 1% of stock, they have no incentive to pay 



attention to what the board does, organize SH meetings, etc.  It is easier for such 



a SH to just follow management's recommendations.  The normal SH is 



“rationally apathetic.”


     b.    This theory doesn’t work for close corporations.


3.  Modern (The Rise of Institutional Shareholders):  Today, more people own a larger %


of stock b/c there is a rise in institutional investors (that is, institutions that own a large


amount of stock, usually on others' behalf), such as pension funds, mutual funds, banks, and even foundations.


     a.
These institutions can buy very large chunks of a corporation's stock.


     b.
Consequently, the increased concentration of shares tends to make people pay



more attention, and it makes it easier to get a majority, if just two of these 



institutions get together.

c. One problem is a conflict of interest between institutional investors and management.

       B.
ALLOCATION OF LEGAL POWER BETWEEN MANAGEMENT AND SHs:


1.  Charlestown Boot & Shoe Co. v. Dunsmore:  The SHs want to liquidate and they 


     appoint a person to help the directors.  The directors refused to liquidate and to work 


     with this other person; this caused damages to the Corp.


     a.
The business of a corporation shall be managed by a board of directors [DEL § 
141(a)].  The board was given the power to manage by the SHs, and they do not 



have to listen to anyone who is not on the board—“too many cooks in the kitchen.”

b.
"Centralized management":  The idea that the SHs only provide money and the 


corporation will be run by a board of directors.  


     c.
The only recourse of the SHs would be to sue the directors for a breach of a 



fiduciary duty (i.e. the SHs wanted to liquidate and they did not allow them to).


     d.
What else, besides suing the directors, could the SHs do?  The SHs could try to


add someone to the board or vote out certain directors, so that the vote would go in their favor. In order for the SHs to add someone to the board, they would have to amend the bylaws, and then have a meeting to elect the other member.

(1)  Corps have annual meetings with no more required meetings.



(2)  The problem with this is that only a director can call a special meeting under



      DEL § 211(b).  The SHs cannot call a special meeting unless it is in the bylaws.

● If at least 10% of all votes entitled to be cast on any issue request a meeting, MBCA §7.01 would allow special meeting.
(3)  Any director can be removed by the SHs with or without cause—DEL §141(k).  Need the votes from the proper classes of stock.  

(4) If the SHs removed the director, then they might have to amend the bylaws under SH inherent power of DEL § 109(a), because DEL § 223(a)(1) provides that only the directors can nominate a new board member (or substitute), unless the bylaws allow the SHs to do so.

NOTE: The directors can only amend the bylaws if they have been given the right to do so by the certificate of incorporation.
e.   Without a statute, a BOD cannot remove another director (a few statutes allow removal of director for cause).  Courts in some JRDs can remove directors for cause.

      C.
BOARD OF DIRECTORS, OFFICERS, COMMITTEES OF THE BOARD:


1.  Relevant DEL laws:


     a.  
DEL § 141(a) provides that the business of the Corp is managed by the BOD.


     b.
DEL § 109(a) provides the process for amending the bylaws.  The SH have an



inherent power to amend the bylaws, thus they can always do this.


     c.
DEL § 141(k) provides the process for removal of a board member.

2. Interference with Voting Opportunities:  The board cannot in bad faith amend the bylaws (provided they have been given that power in the articles) to move the annual meeting, b/c the SHs have a fundamental right to elect a new board—Schnell v. Chris-Craft Industries, Inc.

     a.
This is a fundamental tenant of corporate democracy.  Management cannot 


purposely interfere with the SH's right to vote on a new board.  “Inequitable 


action is not permissible even if legally possible.”  This is interference with the “SH franchise.”


     b.
There is nothing wrong with the board moving the annual meeting as long as it is



not for a bad intent.


3.  Blasius Industries, Inc. v. Atlas Corp.:  This rule is only triggered 1) when the board takes


     a unilateral action and 2) the SHs do not get to vote and are not asked.

a.
The board cannot act for the principle purpose of preventing SHs from being able to elect a majority of the board.  SHs have a right to invoke their will w/o interference.

b.
The business judgment rule, which gives the board leeway for making some decisions does not apply.  The board can inform, persuade, etc. as long as it does not nullify the chance of the SH's success in electing the board.

c.
The board (1) cannot unilaterally act, even if in good faith,(2) for the purpose of interfering with the SHs right to vote without a compelling justification, or else there has been a breach of the duty of loyalty that the board owes to the SHs.
4.  Stroud v. Grace:  The board proposed a bylaw that provided that they could disqualify any director nominee (in essence, changed requirements of serving on BOD).  The SHs approved this veto power by vote.  The minority SH that protests this proposal cannot trigger the Blasius rule because that rule only applies of the board action was done unilaterally to interfere with the SH's right to vote.  Here, the SHs themselves approved the proposal so there is no problem under Blasius.

5.  Teamsters v. Fleming:  SHs may enact bylaws which require the BOD to obtain SH approval before implementing new “poison pill plans”—which assist the incumbent management.
(1) DEL § 157 – Any Corp can create SH rights plans; rights plans can buy valuable time to implement merger strategies, but can also make mergers more costly.

6.  Reality of the Corporate Management:  A long time ago, the SHs owned the Corp.  Then the structure evolved to where the board makes the policy and the directors carry out that policy.  However, today, the board is rarely involved b/c the board is usually made up of CEOs of other corporations.  Thus, the officers run the show.  Directors are appointed by the current management, so they will probably not second guess the management and this leads to less vigilant monitoring (“club culture”).


a.   Outside vs. Inside directors(Need some outside to avoid enormous internal conflict  

      b.
Even though DEL § 141 provides that the corporation is to be managed by the


board of directors, in reality, they do not do anything b/c they have other full time


jobs.  The board just rubber stamps what the officers do.

7.  Committees:  The board can form a committee to divide work, split tasks, and be efficient.

     a.
DEL § 141(c)(1) and Model Code § 8.25 provides that the committee can do

work on behalf of the board.  A committee cannot: (1) amend the articles or charter; (2) amend the bylaws; AND (3) it cannot declare dividends.


(1)  Basically, a committee cannot do anything that involves SH participation.

    b.
Examples of common committees:


(1)  Compensation committee:  Many boards have inside directors which are 


       officers of the corporation and also on the board, so they are interested in 


       the salaries that are set for the executives.  Thus, only disinterested members 


       should be placed on this committee.  See ALI § 3A.05.


(2)  Audit committees:  See ALI § 3.05 and § 3A.02.


    D.
FORMALITIES REQUIRED FOR BOARD ACTION:  

1.  There are certain things that the board must authorize to have a valid corporate action,                        and if they do not do these certain things, they might be in trouble b/c there would be no 
     actual authority for the corporation to enter into the K.

a.
The biggest examples are DEL § 141(f) and Model Code § 8.21 which require unanimous consent for board action taken without a meeting.  This, of course, is a default rule that can be altered.  If the directors do not want to hold a board meeting, they do not have to, but if a vote is taken by writing, there must be unanimous consent.


     b.
DEL § 141(i) and Model Code § 8.20(b) provide that participation by phone



is OK as long as the member can be heard (i.e. he must be on speaker phone).
    


2.  Quorum:  The legal minimum number of board members needed to authorize an action


     that need to SHOW UP.


     a.
DEL § 141(b) provides the rule regarding a quorum.  A quorum is the majority 


of the total number of authorized number of directors (number found in the articles



or bylaws).


     b.
If the articles provide otherwise, there can be a quorum that is less than a 



majority of authorized directors (this is b/c DEL § 141(b) is a default rule).


       
● But according to DEL § 141(b) it cannot be less than 1/3 (unless you are a



       board of 1).  Thus, on a nine member board, the quorum can be a little as 



       three, but not lower.  MBCA § 7.25(a) allows reduction without limitation.


     c.
Once the quorum is established, then to have a valid board action, there must be a 

majority of those present, at the time of the voting (i.e. if a member of the quorum is in the bathroom when the vote is taken, some courts would consider this invalid).


     d.
Examples of the quorum rule:



(1)  If there is a nine member board, five are needed for a quorum.  If five show



       up, then three must vote to constitute a valid board action.



(2)  If there is a nine member board and seven show up (even though all that 



       was needed was five), and three vote yes and four vote no, then the action 



       fails b/c there must be a majority of those present to constitute a valid board



       action.



(3)  If there is a nine member board and seven show up, and three vote yes, one



       votes no, and three abstain, then the action fails in DEL b/c there must be



       a majority of those present.  Abstaining in DEL is the same as voting 



       against the action.  



       ( However, other state statutes only require a majority of those voting to 



          constitute a valid board action (Model Code § 8.24 follows this rule).


     e.
There are also notice requirements for these meetings.  A director can waive their



right to receive notice in writing, or if they actually attend the meeting, then they



waive the right to say that they did not get notice and therefore that the meeting is



invalid, unless the person shows up just to protect the lack of notice (DEL § 229 



and Model Code § 8.22 and § 8.23).


3.  What happens if these requirements are not followed?


     a.
In a public corporation, if there is a screw up, it invalidates the board action.  Thus,



there is no apparent authority.

 b.
In a close corporation, usually these formalities are not followed.  In other words, even if something is done wrong, explicit acquiescence by the members will still allow a validation of the board action because there is more room for ratification.  However, if a majority of the directors of a closely held Corp approve a transaction, and the remaining directors lack knowledge of the transaction, some courts refuse to hold Corp liable.  

     E.
AUTHORITY OF CORPORATE OFFICERS [Examples and Explan ppg. 502-504]:

      1.   If the board makes a mistake and they did not have actual authority (shown by:  the articles of incorp, by-laws, statute, board resolutions, past acquiescence by board, or the board’s ratification of a specific transaction) then you can argue apparent authority.  Apparent authority may be shown by:  custom, course of dealing, or when the action is reasonably necessary to effectuate the purpose of the office.  This gets more confusing in a close Corp because the formalities are not followed.


2. The officers can have apparent authority because of the “power of position” given to 


them by the Corp.  However, if the outsider knows the officer has no authority, there can be no apparent authority.

3.  President has apparent authority to bind Corp to Ks in the usual and regular course of    business, but not to Ks of an “extraordinary” nature—Look through the eyes of 3rd Party.

a.   “Ordinary” vs. “Extraordinary” factors:  Economic magnitude in relation to Corp earnings, extent of risk, time-span of actions, cost of reversal, change to structure.


4.  In a typical public corporation, the SH can never have actual authority.

a.
It may be possible, though difficult, to argue that a SH had apparent authority when dealing with a close Corp because the SH may also be an officer.


       F.
FORMALITIES REQUIRED FOR SHAREHOLDER ACTION:


1.  What kind of notice do SHs get?

                 a.
DEL § 211 provides that every Corp must have at least one annual meeting.  Bylaws specify timing and location of the annual meeting.



     b.
DEL § 222 provides the notice requirements for the SH meetings.


2.  Who gets the notice?


     a.
Sometimes it is hard to determine who the SHs are b/c they change everyday 



when people buy and sell stock.


     b.
General rule:  Notice does not need to be given to the beneficial owners of stock

(the beneficial owner is the actual owner receiving the economic benefit of the stock); notice only has to be given to the record owner on the record date.



(1)  The record owner:  the person in whose name the stock is registered in the

corporate books.  Frequently they will be the same.  Why is there difference?  Investment banks might register stock in name of intermediary organization.

(2)  The record owner on a certain arbitrary cut-off date, before the annual SH meeting, gets to vote and receive dividends; if after that date the stock is sold, the new owner does not get to attend the SH meeting or receive dividends.  DEL § 213 and RMBCA § 7.07 set the record date—usually set in by-laws.  



(3)  The same concept applies for payment of dividends under DEL § 213(c).

3.  In everything other than the electing of directors (elected by plurality), an affirmative vote of a majority of the shares represented is required for action on ordinary matters.  Fundamental changes (i.e. mergers, changes to amendments, dissolution) usually require approval by a majority or 2/3 of the outstanding voting shares.

4.  Voting Rules for SHs:


     a.
EX:  100,000 non-voting shares, 100,000 voting shares, and 10,000 SHs.


     b.
The general rule is that one share equals one vote (DEL § 212 and Model 



Code § 7.21).  Thus if one SH holds 10,000 shares, then they get 10,000 votes.

(1)  There needs to be a majority of shares entitled to vote [a quorum] who are present at the meeting.  Present means being actually there or voting by proxy (DEL § 216).



(2)  Model Code/RMBCA § 7.25 differs from DEL.



       (a)
 If the votes in favor are greater than the votes against, then the proposal 




 will pass.

(3)  Also, the corporation can amend the articles to require any number of votes, 
       even unanimous consent if they want (DEL § 216 and Model Code § 7.27) unless this would hurt minority SHs and breach the fiduciary duty.

(4)  Abstention is a vote against (a no-vote) in DEL.

  
     c.
DEL § 228 provides that if the SHs do not want to hold a meeting, the SHs can 

send in written consents, BUT, there still must be the number of votes that would 
have been needed if they had a meeting and all voting shares had shown up (i.e., 
51% by majority).



(1)  This is different than voting by proxy where there is still a meeting.



(2)  MBCA § 7.04(a) does not allow this.  If the SH do not want to hold a



       meeting then they must have unanimous consent (this is the same as the rule 



       for directors).


5.  Cumulative Voting:  Allows a SH to vote for director candidates with more votes than


     they normally be allowed to vote under the one share/one vote regime.


     a.
The purpose of cumulative voting is to allow minority SHs an opportunity to pool



their votes in order to give the minority SHs a chance to place a candidate on 



the board (DEL § 214)—the less number of director seats, the more diluted.  

 b.
Directors are normally elected on a plurality (rather than a majority) basis.  Plurality means that no person needs the majority to be elected, but rather the person with the most votes gets elected.
(1)  EX:  If there are five shares, and X has 3 and Y has 2.  And there are five slots for director open.  With a plurality voting system, each SH gets to cast each of their votes for each director's spot.  So for every spot, X will always vote his choice in b/c he has more votes.  Thus, cumulative voting allows Y to pool all his votes and put them on the one person he really wants.



(2)  Cumulative votes = (the number of votes the SH has) X (the number of 

       director spots)


       (a)
 Recall that the number of votes the SH has is equal to the number of shares 



          
 that he has.



       (b) So in the example, X has three 3 shares/votes, Y has 2 shares/votes, and 




 there are 5 director spots open.  Thus, X has 3 X 5 = 15 votes, and Y has



 
 2 X 5 = 10 votes.   



       (c) Once the number of cumulative votes is determined, each SH can 



  
 distribute them for any candidate in any manner (i.e., Y can put all 10 




 of his votes on one guy or he can distribute them evenly).  Still the top




 vote getter wins at each spot.




 ● If Y votes properly, there is no way to prevent him from voting on 2




    directors.  

c.
How many shares are needed to elect a particular number of directors in a cumulative voting regime?



(1)  Formula:  






X = (S x N) + 1






       (D + 1) 



      X = number of shares needed to elect N board members



      S = total number of shares voting



      N = the number of directors that the SH wants to elect



      D = the total number of directors who will be elected



(2)  Remember to always round down to the nearest whole number!!



(3)  So in our example, to elect one director:




X = [(5 x 1)/(5 + 1)] +1




    = [5/6] + 1




    = 1 and 5/6 (remember to round down)




    = 1 



       So 1 share is needed to elect 1 board member in a cumulative voting regime.


     d.
What if X does not like the director that Y has chosen?  Normally under DEL § 
141(k), a majority of shares can remove a director, so X could remove Y's candidate 



from the board.  This would completely undermine the cumulative voting system.



(1)  DEL § 141(k)(2) prevents this by providing that under a cumulative voting



       scheme, if enough people want to keep the director and that number would 



       have been enough to elect him to his position in the first place, then he stays



       on the board [see also Model Code § 8.08(c)].


     e.
How to circumvent the cumulative voting scheme:  The less director spots that are


up for election, the greater % of stock that a SH needs to own in order to get 1


board member elected.


 
(1)  If X has 80 shares and Y has 20, and there are 5 directors spots to be 



       elected.  In order to elect one director, (100 x 1)/(5 + 1) + 1 = 17 votes 



       are needed.  However, if there are only 3 directors to be elected, then in 



       order to elect one director, (100 x 1)/(3 + 1) + 1 = 26 votes needed to



       elect one of the 3 directors.



       (a)
 Thus, by simply reducing the number of board spots that are to be 




 elected from 5 to 3, then many more shares are needed to vote 1 




 director in.  And even under a cumulative voting scheme, Y cannot 




 elect one of the 3 members b/c 26 shares are needed and Y only has 20.



       (b)  So all the corporation has to do is decrease the number of spots open to




 prevent a minority SH (such as Y) from putting one of their directors on 




 the board, OR the corporation can only have some of the directors come




 up for election at any given time (called a classified or segregated board).

V.    THE PROXY SYSTEM AND THE INFORMATIONAL RIGHTS OF SHAREHOLDERS
       A.
SHAREHOLDER INFORMATIONAL RIGHTS:  All these cases are about the right to


look at and inspect the books, not any actual wrongdoing.


1.  DEL § 220, which governs the inspection of the corporation's books and records, 


     provides that any SH can inspect the corporation's books and records with a proper


     purpose.  Articles of incorp, bylaws, and minutes of SH meetings are available as of right.


     a.     DEL limits this right to record SHs; MBCA § 16.02(f) includes beneficial owners.


     b.
A proper purpose is defined as any purpose reasonably related to a person's 



interest as a SH [DEL § 220(b)].



(1)  The SH only needs to have a single proper purpose, even if they have another



       secondary purpose or ulterior motive that is not proper.



(2)  However, the proper purpose may be the primary purpose—circular definition.



(3)  Once the SH demonstrates a proper purpose, the SH still must prove that 



       each category of books and records that he wants to inspect is essential to 



       that proper purpose.

(4)  SH List vs. Other Info:  The SH list is much easier to get than the books and records, b/c the information that is contained in the books and records can be much more damaging to the corporation.



       (a)  DEL § 220(c) provides that if the SH just wants to inspect the SH list, 

and not the books and records, then the corporation has the burden of 
  proving that the SH has an improper purpose.  On the other hand, when the SH wants to inspect the books and records, the burden is on the SH to prove that he has a proper purpose.



       (b)  However, even when dealing with the SH list, mere curiosity or a 




 "fishing expedition" does not suffice as a proper purpose.

(c)  Trying to investigate Corp mismanagement to inspect and protect stock prices is a proper purpose (Security First case).  This is a method to combat agency costs (the centralized management creates the agency costs).




 ● However, a mere allegation of mismanagement will not suffice b/c the




    SH must establish a credible basis by a preponderance of the evidence 



    for the court to infer that a wrongdoing has occurred.




 ● This credible basis can be established through documents, logic, 




    testimony or otherwise, that there are legitimate issues of wrongdoing.




 ● The SH does not actually have to prove that there was a wrongdoing b/c




    if they could then they would not need to inspect the books and records, 




    they could just sue the corporation for a breach of a fiduciary duty.




 ● Very detailed allegations would probably be enough b/c this inspection 




    should be liberally granted since we want to combat agency costs.



       (d)  If the SH wants to get the SH list to communicate with other SHs




 on a matter that they are going to vote on, this is considered a proper purpose.




-->Pillsbury case in Minnesota would disagree.



(5)  Model Code § 7.20 is similar, except that it makes the distinction between 



       copying and inspecting the books and records.


 NOTE:  It is usually very easy when dealing with a SH list to come up with a proper purpose.


2.  The Owner Identification Problem:  Many companies have discovered during their   


     proxy solicitations, that in today's securities market it is difficult to identify just who 


     a company's beneficial owners are, and even more difficult to determine who has 


     voting authority for their shares.


     a.
This problem exists b/c many individual owners, and most institutional investors, 



register their shares in so-called "street name" (shares registered in the name of a 



bank or broker) or "nominee name" (registered in the name of  a bank nominee 



account).  Further, this is complicated by the use of depositories (places where 



the bank holds their shares).  The largest of these depositories is Cede & Co.



(1)  Thus, the SH list at the corporation is just a list of depositories who are the



      record owners (these record owners can only vote if the beneficial owner 



      assigns them the right to vote).


    b.
This is a problem b/c half of all shares are needed for a quorum to have an annual



meeting, and if the corporation cannot figure out who the beneficial owners are 



they cannot inform them of the meeting, and if less than 1/3 show up the meeting



is invalid due to the lack of a quorum.



(1)  Today, the SEC requires Cede Lists that tell the corporation whose stock 



       the depository is holding.



(2)  Further, banks put out a NOBO (non-objecting beneficial owner) list that lists



       all beneficial owners who have consented to allow the bank to give their 



       name to the corporation.


3.  Shareholder Informational Rights Under Federal Law:  Like in First Security, the main       


     response from a corporation when a SH asks to inspect the books and records is to 


     say that the SH does not have a proper purpose.  This causes the SH to have to go to    


     court and spend lots of money, and get a court order before they can inspect the books 

                 and records.  B/c this costs so much to do, the SH will more than likely give up.  This 


     is where federal law comes in, but only if the corporation is a public corporation.


     State law rights previously discussed usually only apply to a private corporation.

     a.
Securities Exchange Act § 12(a) provides the rule for when a corporation has to 



be registered and thus subject, for the most part, to all federal rules and regulations.



(1)  If a corporation's stock is traded on a national securities exchange, it must be



       registered.  This includes the New York Stock Exchange (NYSE) and others, 



       but not NASDAQ; or


(2)  A corporation with over $10 million in assets AND a class of stock held by 



       500 or more SH, then it must register [Securities Exchange Act § 12(g)].  

       This includes NASDAQ.

b.
Some of the federal laws that apply to these registered Corps mandate reporting requirements [for example, SEC § 13].  These rules come from the SEC.


 
(1)  The SEC has been authorized by Congress to make additions to the rules that



       Congress makes.  Thus, Congress sets the minimum requirement and the SEC



       can increase that.

(a) The perfect example is SEC § 12(g).  In passing that section, Congress said that a Corp had to register if it had over $1 million in assets.  However, the SEC increased this amount to $10 million.

       (b)  § 13 also requires Corps to file a Form 10-K annually, a 10-Q quarterly, and a 8-K within a specific number of days after the occurrence of certain specified events.


     c.
Further, some of the national exchanges (like the NYSE) have their own rules that



may even be more stringent than what Congress and the SEC have passed.

       B.
INTRODUCTION TO THE PROXY RULES:  If a corporation has 100,000 SH, they


will probably be scattered all over the world, and the number needed for a quorum will probably not show up.  The solution to this problem is voting by proxy.



1.  A proxy (pg. 1255 Supp) is a document that gives the SH's vote to someone else, who will be at the meeting, to vote for the SH the way the SH tells them (like an absentee ballot).


      a.
The corporation also sends the SH a packet of information (called the proxy



statement) that tells the SH how the management thinks they should vote.  This



process is known as proxy solicitation, which is the process of systematically 



contacting the SH in order to get them to vote.



(1)  Note the potential for abuse since the SH is giving another person the right to



       vote for him based solely on the proxy statement.  If there are 

  
  
       misrepresentations or omissions in the proxy statement, the SH could be 

misled into voting in a way that he would not vote if he had known all the facts.

(2) “Solicitation” is defined in SER § 14a-1(l) as any request for a proxy, including the furnishing of a form of proxy under circumstances reasonably calculated to result in the procurement or withholding of a proxy.  Schedule 14A provides the info required in a proxy statement; § 14a-4 gives the requirements as to proxy.

(3) Must file copies of the proxy statement and form of proxy with the SEC 10 days prior to the date the proxies are to be sent to SHs—SER § 14a-6.

(4)  Securities Exchange Rule § 14a-3 requires info in Schedule 14A requiring full disclosure to SHs before they vote.

(a) SER § 14a-9 provides the source of 99% of corporate litigation (called the anti-fraud provision).

       C.
PRIVATE ACTIONS UNDER THE PROXY RULES:  

1.  Proxy rules give an implied right of action if there is a violation of the rules—Borak.  Meant to protect the integrity of the voting process, not stock trading.


     a.
This is b/c there are so many proxies that are sent that the SEC does not have time 
to review all of them and, thus, the SH can help the SEC enforce these rules.


     b.
This creates a notion of a private attorney general.

     c.
Today, the trend is against reading a cause of action into the federal statute.  There is no way that the SC today would imply a cause of action.  It must be expressed in 



the statute.


2.  **Elements of a fraudulent solicitation suit under Securities Exchange Act § 14a-9:   


     a.
misrepresentation or omission; 

                  b.
of a material fact—stated or omitted (TSC case-->what a reasonable SH calls material);


     c.
with fault (a negligence standard may suffice, but the SC has yet to rule on this);

d. 
that causes (the Mills case provides a short-cut—there is causation if the proxy solicitation is an essential link to the accomplishment of the transaction); AND


     e.
damages.


3.  Mills v. Electric Auto-Life Co.:  The directors sent a proxy asking the SHs to vote for a


     merger, but they do not tell the SHs who the controlling SH is.  It just so happens that


     the controlling SH is the entity who appointed the directors that are pushing for the 


     merger.  Another key point is that the vote of the minority SHs was needed for the 

     merger to pass.


     a.
This case shows how to prove the causation element of a proxy suit.


     b.
Rule:  If the misrepresentation or omission is material, causation is sufficiently 



established and assumed, as long as the SH can prove that the proxy solicitation 


was an “essential link” in accomplishing the goal.



(1)  This ruling makes sense, b/c it would be hard to show causation any other way.  



      This is b/c there is no way for the court or the SH to conclusively establish, 



      on an individual SH basis, that each SH would had voted "no" with full 



      disclosure or that they voted "yes" only because of the omission.


4.  Definition of materiality (TSC Industries v. Northway, Inc.):  An omitted fact is 


     material if there is a substantial likelihood that a reasonable SH would consider it 


     important in deciding how to vote (omitted fact would have assumed actual significance).


     a.
This standard does not require proof of a substantial likelihood that disclosure



of the omitted fact would have caused the reasonable investor to change his vote.


5.  Virginia Bankshares, Inc. v. Sandberg:  There was a merger, but, unlike Mills, the 


     minority SHs votes were not needed for the merger to pass.  The proxy told the 


     minority SHs to vote for the merger b/c they would get a "high value" and a "fair


     price" for their stock.  The SHs sue alleging that this was false information and that, 


     in fact, they did not receive a "high value" or a "fair price," and that the merger was


     only recommended by the directors (VBI) so that they would not lose their jobs.

a.
Was the materiality factor met?  Statements of opinion or belief can be material, but the issue is whether a SH can sue under Securities Exchange Act § 14a-9 which requires that a material fact must be omitted.  



(1)  The SC held that a SH can sue b/c these statements are factual in two senses:



      (a)
As statements that the directors motive for acting is what they said it was;




--How prove?  Corp bonuses that are contingent on merger, Corp minutes



      (b)
As statements about the subject matter of the opinion.




--Evidence?   Stock appraisal, book value, plain facts (may be controverted)

(2)  The rule is that for a SEA § 14a-9 claim there needs to be independently proven both a false motive AND a misrepresentation of the subject matter in opinions for the board of directors to be liable.

(a)
However, under state fraud law, a false motive alone would have been actionable.




● Justice Scalia's concurrence discussed this departure from the state CLaw.

(3)  If we are too honest about motive of BOD, there may be a conflict of interest.

b.
Was the causation factor met?  No.  Here, there was no causation because the minority SHs vote was not needed for the merger to pass.  Thus, the SH could not satisfy the causation requirement in Mills that the proxy statement be an "essential link in the accomplishment of the transaction or merger."

(1) NOTE:  How do you find the number of votes needed for the merger?  Look to state Corp code; by-laws may change the number of votes needed.  

(2) Plaintiffs would argue that minority SH ratification may have immunized the merger against future attack under VA state fraud law.


     c.
Response to this case:  Do not give the SH any information if their vote is not



needed, and if their vote is needed, then only give them limited and vague 



information so that it will be hard for the SH to prove misrepresentation.

	
	SUBJECT MATTER

INACCURATE
	SUBJECT MATTER

ACCURATE

	LYING ABOUT MOTIVE

WITH UNDISCLOSED

MOTIVE OR BELIEF
	ACTIONABLE

(typical situation)
	NOT ACTIONABLE

	MOTIVE DISCLOSED

WITH HONEST BELIEF

THAT IT IS TRUE
	PROBABLY NOT

ACTIONABLE

(according to Just. Scalia's

concurrence in Virginia

Bankshares -- good faith

defense)
	NOT ACTIONABLE


      D.
SHAREHOLDER PROPOSALS:


1.  Securities Exchange Act § 14a-7 --"Mail it or give them a list rule":


     a.
If certain requirements are met, the corporation is required to either:  (i) mail 



the proxy proposal to all other SHs; OR (ii) give the SH a list of all SHs so that



the SH can mail the proposal himself.



(1)  In either case, the SH must pay the postage.



(2)  The corporation will usually take the option of mailing the proposal b/c they 



      do not want the SH to have a SH list b/c they fear that if a SH gets a list, them



      that SH will harass other SHs.

b.
Securities Exchange Act § 14a-8:  This provision is much better for the SH, b/c if the SH meets the requirements of SEA § 14a-8, the Corp must pay for the mailing.



(1)  Even if the corporation pays for the mailing, there are other expenses (such



       as advertising, printing, attorneys fees, etc.) that the SH must still pay for



       unless they are covered by a state rule.

(2)  Securities Exchange Act § 14a-8(i) if the proposal falls under an exception in this list, the Corp can exclude it:



      (a)
SEA § 14a-8(i)(2):  if the proposal would violate a law if adopted;



      (b)
SEA § 14a-8(i)(3):  if the proposal is a violation of the Proxy Rules; 

(c)
SEA § 14a-8(i)(5):  if the proposal deals with something not significantly related to the company's business; AND

(d)
*SEA § 14a-8(i)(7):  if the proposal relates to “ordinary business” matters (this is the biggest exception).

Rule:  Even if the proposal deals with "ordinary business" matters, it cannot be excluded if it happens to implicate policy issues. If the Corp chooses to implement a policy in a manner which frustrates the purpose of the policy, then it is also not an ordinary business decision, and cannot be excluded.
● Amalgamated Clothing(If the policy is in regard to employment, then it cannot be excluded as an "ordinary business" matter—i.e. compensation of directors.

● NOTE:  The common-benefit rule permits a prevailing party to obtain reimbursement of attorney fees in cases where 1) the litigation has conferred a substantial benefit on the members of an ascertainable class, AND 2) where it is possible to spread the costs proportionately among the members of the class.



     ( If the proposal fits within one of these exceptions, then the SH can still go to



          SEA § 14a-7, and if the SH pays for the postage, the proposal can be sent.



     ( Also remember that DEL § 220 gives a way that a SH can get the SH list



          under state law.



(3)  Securities Exchange Act § 14a-8(j) provides the steps that the 



       corporation must take if it wants to exclude a SH proposal.

(a) The Corp must file a statement with the SEC 80 days before sending the proxy statement that provides the reasons why it deems the omission of the proposal is proper.



      (b)
The SEC may then send the corporation a no action letter, which means 




that the SEC agrees with the corporation, and if the corporation excludes




the proposal, the SEC will not take any action.

● If the SEC does not send a no action letter, the Corp can still exclude the proposal.  However, the Corp will usually listen to the SEC (b/c it does not want to piss the SEC off and it would take a lot of money and time to fight it), but it is not required to.

●These no action letters are not binding on the courts, so a no action letter only assures the Corp that the SEC will not sue, but the SHs can still sue.

    E.
PROXY CONTESTS:  Contests between an existing board and the SH usually over 


who is on the board.


1.  Proxy contests are governed by state law, not by the SEC.


2.  In a proxy contest, each side can spend millions of dollars.



     a.
What are the state law rules that govern proxy fights? And when can the SH be


reimbursed for these expenses?:



(1)  Rosenfield v. Fairchild Engine & Airplane Co. (majority rule):  This suit 



       was on behalf of a corporation seeking to recover proxy fight expenses that



       were taken out of the corporate treasury.  The proxy fight was won by the



       insurgent (the person trying to get on the board) who spent $127,000 (this



       amount was ratified by the SHs).  The incumbent (the person existing on the


       board) spent $100,000 in defeat.



      (a)
Incumbent rule:  The general rule is that incumbents get their expenses




paid back, whether they win or lose if:  (i) it is a policy contest (thus, not



personal); (ii) they act in good faith; AND (iii) the expenditures are 



reasonable.



●All expenses related to the proxy fight are covered.




●It is very simple to spin the issues to make them one of policy, thus, 




   that element is really not an element at all (dissent's argument).




●Incumbent directors are reimbursed whether they win or lose b/c it is




   beneficial to the corporation to defend their policy, and in order to




   defend this policy, the law wants the SH to be informed to the fullest 




   extent possible which costs lots of money.



     (b)
Insurgent rule:  In order for insurgents to get reimbursed:  (i) it must be a



policy contest; (ii) the insurgent must win; and (iii) the SHs have to vote



to reimburse the insurgent.




●This rule is meant to discourage frivolous actions against the board.  It




   makes an insurgent think twice before bringing suit.




●This rule makes since b/c if the insurgent wins, it is assumed that they 




   have done the corporation some good.




●This rule also combats the problem of the free rider.  If insurgents own




   20% of the shares and they fund the entire proxy contest and win, then 




   all other 80% are benefited, so this rule allows the 20% to get repaid.


3.  Why Proxy Contests Favor the Incumbent:  


     a.
Incumbents always get reimbursed, but insurgents must win to get reimbursed; 


     b.
Proxy fights take a long time.  During this time, incumbents get paid back for their 
expenses as they go; however, the insurgents cannot get paid back until the end of 
the contest so they may run out of money along the way.


     c.
The Wall Street Rule says that the SH should sell if they do not like the



management of the corporation, and if the SH does like the board then it should 



vote to keep it in place.



(1)  Thus, most of the SHs that own stock prefer the management and will vote for



       the incumbent.


     d.
Incumbents have complete access to the SH list; whereas, the insurgents have to go 
through a long drawn-out process in order to get the SH list.


VI.  CLOSE CORPORATIONS
      A.
INTRODUCTION:


1.  Some Common Elements of the Close Corporation:


     a.
Small number of SHs;


     b.
SHs who serve as managers (called owner/managers);


     c.
No market for the company's stock; and


     d.
Existence of formal restrictions on the transferability of its stock.


2.  Close Corporations vs. Public Corporations:


     a.
The close corporation often resembles a partnership, because unlike a public 



corporation, it is not traded on an exchange with huge assets.


     b.
Most corporate law rules were designed with the large public held corporation in 



mind, and when the courts try to apply these rules to close Corps problems arise.


     c.
The fiduciary duty in a close corporation (both to the corporation and to the SHs)



is higher in a close corporation than in a public corporation—D below.

3.  SHs in close Corps, like Ps in a Pship, often attempt to regulate their relationship through Ks.  Today, courts and legislatures have become increasingly willing to enforce contractual relationships in close Corps, recognizing their similarity to Pships.

4.  Legislative Statutes Dealing with Close Corporations:


     a.
DEL subchapter XVI §§ 341-356 is devoted solely to close Corps. (Outline pg. 40)



(1)  Under DEL § 342, a Corp can qualify for a statutory close Corp status if:



      (a)
All of the Corp’s stock is held no more than 30 people; 



      (b)
All of the stock shall have some restriction on its transferability; and



      (c)
The stock is not offered to the public.

       B.
SHAREHOLDER SPECIAL VOTING ARRANGEMENTS:


1.  Voting Agreements:

a.
Ringling Bros. Barnum & Bailey Combined Shows v. Ringling:  There was a voting agreement between two SHs that stated they agreed to always vote the same way.




(1)  Voting agreements are legal and SHs can pool their votes, but if the voting 



       agreement is broken, then the non-agreeing SH is liable for breach of K.



      (a)
DEL § 218(c) allows for voting agreements, but it must be:  (i) signed




by the parties to the agreement; and (ii) in writing.




● Model Code § 7.30 is similar.

(b)
However, if a SH sells their vote for a side payment or private benefit (rather than having a voting agreement), this is seen as violating public policy.

 b.   Most courts today, recognizing that money damages would be an inadequate remedy for the violation of a voting agreement among SHs, would specifically enforce such agreements.

2.  Proxies:  Where a court is reluctant to grant specific enforcement, SHs can agree to give each other or a neutral third-party an irrevocable proxy to vote their shares.

a.    A proxy is the power to vote a SH’s stock given by the SH to an agent—P can normally terminate agent’s authority at any time [Restatement Second § 118].

b.   EXCEPTION:  A proxy can generally be made irrevocable by “coupling it with an interest” (i.e. proxy-holder has interest in proxy shares).  [Restatement § 138, 139]


● In DEL, the proxy power is irrevocable, regardless of a coupled interest.


3.  Voting Trusts:  This occurs when the SH conveys his right to vote to a trustee while


     still retaining all other rights associated with being a SH.


     a.
The trustee becomes the record owner while the SH is still the beneficial owner.


     b.
Why are voting trusts created?



(1)  Creditors demand it:  They will loan the corporation money only if they can 



       become the trustee of voting rights and thus they can vote on corporate issues.



      (a)
This could be troublesome b/c the creditor may be transformed into a 




controlling SH and the court may impose on them a fiduciary duty 




towards the corporation and other SHs.



(2)  To preserve control:  By allowing SHs to pool their votes by having the same



       trustee.



(3)  Used to ensure professional management:  If a founder wants to retire and



       keep the business in the family, but no one in the family is competent enough 



       to run the business, a voting trust can be created with the family members as



       the beneficiaries.


4.  Voting Agreements vs. Voting Trusts:


     a.
A voting trust is often referred to as self-executing b/c the trustee has all the power


to vote (and this cannot be broken by the beneficiary since B is not even listed on Corp records); however, with a voting agreement, if a SH wants to break the agreement, they can (but remember that the SH will be liable for breach of K).

b.
A voting trust requires notice to be given to the Corp (DEL § 218(a) and Model Code § 7.30), whereas, the Corp does not have to be notified of a voting agreement between two or more SHs.



(1)  This is important to investors who may think that they are buying a majority



      share (or who already own a majority share), but they are really are not b/c



      some of the other SHs have set up a voting trust or agreement to pool their 



      votes together.


5.  *Independent Legal Significance:  This doctrine recognizes that every section of DEL 


     law stands on its own.  This means that if you can find any section of the DEL rules 


     that allows you to do something, then you can do it, even if it runs directly against 

  
     another section.  We will see this doctrine a lot.


    a.
It is a form over substance doctrine.


    b.
This explains why notice is required for a voting trust in DEL under DEL § 218(a),

but not with a voting agreement under DEL § 218(c) when it seems like they serve the same purpose.


    c.
This doctrine derives from an enabling statutory scheme:  An enabling scheme 



basically functions to validate any arrangements parties make, even if they deviate 



from the statute.  If the statute is silent, you can do it.



(1)  On the other hand, a regulatory scheme governs the parties arrangements 



       regardless of what they have agreed to do.  If the statute is silent, then you



       cannot do it under a regulatory scheme.



      (a)
EX:  The tax code lays out what you can do, and if it does not permit it, 




then you cannot do it.



(2)  Some DEL sections are regulatory (for example, a quorum can be 



       changed, but it cannot be made less than 1/3), but many are enabling.


6.  Classified Stock and Weighted Voting:  


     a.
Cumulative voting does not guarantee that a minority SH will get to elect a 



director (it is not fool proof).


     b.
However, classified voting guarantees that the minority SH will get to elect a 



member of the board (this is fool proof).  By classifying certain stock as Class A,



and then only allowing those minority SHs owning Class A stock to vote on a 



certain position on the board.

       C.
SHAREHOLDER AGREEMENTS LIMITING THE BOARD'S DISCRETION:


1.  McQuade v. Stoneham & McGraw (NY):  There was an agreement between the SHs


     that they were all going to elect themselves to the board.  However, once they are on 


   the board, they vote McQuade (the treasurer) out.  McQuade sued for breach of K and   restatement as an officer.


     a.
The court agrees that the SHs can vote, but their personal interests should not 



interfere with the board’s independent discretion.  


     b.
An agreement by SHs to elect themselves as board members is fine b/c SHs 

elect directors.  However, the court held that the SHs couldn’t tell the board who the officers were, about their salary, or about dividends b/c these are all things that are the statutory duty of the board.


     c.
The McQuade problem generally:  If the SHs agree to restrict their discretion as



directors, there is a risk that the agreement will violate the principal that the 


business shall be managed by the BOD.  If the court thinks that the agreement is restricting the board's discretion, then it will not be enforced.  But if all the SHs agree, the agreement will probably be OK as long as it:  (1) does not injure the minority SH; (2) does not injure the public; and (3) does not violate the statute.

ATTORNEY NOTE:  This could have been solved by providing in the by-laws that a unanimous vote [default rule is majority] of BOD is needed to remove officers—McQuade would not vote against himself; given him a long-term employment K; OR DEL § 141(a)—give SHs power to vote for treasurer.


2.  NY enacted a statute to answer the question for a final time:


     a.
NY § 620 allows a SH to make agreements that interfere with the board’s 



discretion, but only of the articles of incorporation so provide (put CRs on notice).

3.  Modern trend:  DEL rejects the NY common-law approach in McQuade and adopts the approach applied in Gallar.


     a.
Gallar v. Gallar:  The SHs sign an agreement to elect XYZ to the board and set 



dividends (a board function).  One SH dies, and his wife wants to enforce the



agreement.  The same arguments are made that were made in McQuade, but 



the court comes up with a different opinion.



(1)  In a close corporation, SH agreements like this are needed to protect SHs 



       who have a financial interest in the company.



      (a)
In a close corporation the SHs do not receive dividends, but rather they 




all work for the corporation as officers and get paid a salary, thus, such




agreements are needed b/c they have to protect their financial interest.



(2)  Thus, McQuade-like agreements are enforceable b/c it is a legal fiction to 



       call it a closed board.  Of course there will be influence from SHs b/c the 



       BOD are the SHs in a close Corp.



(3)  *So even if the SH agreement limits the board’s traditional function, it will be 



       enforced if:



      (a)
there is no fraud or injury to creditors; 



      (b)
no minority SH exists that is against the agreement; AND



      (c)
nothing violates the statute.



(4)  Remember that this decision is limited to the close corporation context, and



       such an SH agreement is certainly to lose if applied to a public Corp.

(5)  These SH agreements have a potential problem to 3rd parties who have no idea the agreement exists; no requirements to file anywhere.

4.  DEL Close Corp Statutory Scheme:  These rules only apply to a statutorily created close Corp.


     a.
DEL § 342 defines the qualifications for a close corporation;


     b.
DEL § 343 provides that it must state in the articles that this is a close corporation; 


     c.
DEL § 344 provides how an existing Corp can become a statutory close Corp; 


     d.
DEL § 350 provides that a SH agreement that interferes with the discretion of the

board is not invalid on that ground alone, but SHs take over liability of directors on those matters subject to SH agreement [like Pship liability]; 


     e.
DEL § 351 provides that the articles cannot say that the corporation will be 



managed by the SHs and not the board; and


     f.
DEL § 354 allows the close corporation to be run like a partnership.

5.  Zion v. Kurtz (NY):  A DEL close Corp did not state in its articles that it was a close Corp, as required by DEL § 343; thus, it was not a statutory close Corp.  The SHs entered into a SH agreement that gave one SH absolute power, which infringed on the board's power.


      a.
The court upholds the SH agreement by analogy.  Even though they were not a 



statutory close corporation, DEL § 344 makes it easy for a corporation to 



convert into a close corporation with 2/3 of the SHs voting.

b.   This was a NY case that applied DEL law the way they thought a DEL court would.  DEL later held under Nixon that a Corp is either a close Corp or a public Corp—bright line rule.  Lawyer Note:  If there are 2 managers that are concerned with management, recommend that they become a statutory close Corp OR could become a Pship.

  D.
FIDUCIARY OBLIGATIONS OF SHAREHOLDERS IN A CLOSE CORPORATION:

1.  Donahue v. Rodd Electric Co. (Mass):  Minority SH wants to sell stock for the same price as company just purchased the majority shares for.  There is really no one else to sell the stock to besides the company since there is no market for minority shares of a close Corp.



     (a)
Directors of a close corporation owe a higher duty than the usual fiduciary




duty to both the minority and majority SHs, or else the minority SH could




be “frozen-out” of the company.




●The lack of a market for minority shares of a close corporation is the




   biggest reason for this increased fiduciary duty.

(b)
*Rule:  SHs in a close Corp owe one another substantially the same fiduciary duty in the close Corp that partners owe one another (“utmost good faith and loyalty”) b/c the relationship between SHs of a close Corp must be one of trust, confidence, and absolute loyalty if the enterprise is going to succeed.



     (c)
Remember that it is the SHs that owe this duty to one another, not

just the directors—duty runs from all SHs to all other SHs, no matter if they are a majority or a minority SH; modified by Wilkes—duty only runs from controlling SH to minority SHs.

(d)
Equal Opportunity Rule:  If the close Corp purchases stock from a majority SH (or a controlling SH causes Corp to purchase his shares), it must give the minority SHs an “equal opportunity” to sell their shares at the same price.

● Would be modified by Wilkes with the Legitimate Business Purpose Rule.




● DEL has rejected the “equal opportunity” rule—as long as the action is

“fair” action upheld under Nixon - Many other states have adopted the part of the holding regarding the increased fiduciary duty, but have rejected the “equal opportunity” rule.

          2.    Wilkes v. Springside Nursing Home, Inc. (Mass):  Four people (including Wilkes)       


     agreed to run a nursing home and Wilkes was “frozen-out,” removed as an officer, and   


     thrown out as a director.  He cannot sell his stock because there is no market, he gets no 


     dividends, and receives no paycheck.

a.
TEST:  First, discuss breach of fid duty (recognizing expansive Donahue (imposing equal opportunity rule); contrast DEL “fair” approach in Nixon.  Closely interlinked:  Is the agreement invalid by infringing on board discretion?  C Above
b.
In Wilkes, the court held that the Donahue duty of “utmost good faith and loyalty” only runs from the majority SH (controlling group) to the minority SH.

c.
Exception:  Legitimate Business Purpose Rule:  Mass court retreated from the Equal Opportunity Rule established in Donahue.  The court held that not every act by a majority SH that is disadvantageous to a minority SH will constitute a breach of their fiduciary duty.

(1)  Exception to exception:  If there is a legitimate business purpose for the majority SH's action, the court will not find that the majority SH’s fiduciary duty has been breached unless the minority SH can prove that the same legitimate objective could have been achieved through an alternative course of action that is less harmful to the minority SH’s interest (what this means is unknown).
(a)
The majority group must have some room to carry out its business purposes and policy.

(2)  The Mass court seems to realize that the Donahue duty may be too broad so they create an out for the majority SH under the legitimate business purpose rule.  This is true even though such an exception was not needed in Wilkes b/c the “freeze-out” of Wilkes violated the Donahue duty.


●To defend controlling SH:  Use Donahue’s expansive language, and then if that does not get the majority SH off, blend the exception created in Wilkes in.  

          3.   Merola v. Exergen Corp. (Mass.):  Further erodes Donahue decision—modifies Wilkes.


    a.
An employment at will is at issue with the fiduciary duty.


    b.
The court held that firing the SH was not a breach of the fiduciary duty b/c he



was bought out at a fair price, his stock appreciated, and he still got a return on 



his shares.



(1)  Had the employee argued that the price of his buyout was unfair, this case 



       might have come out differently, but here the P just wanted his job back—he 



       does not argue that the price was unfair.


    c.
Previously, the Wilkes court held that stock ownership and employment went 



hand in hand in a close corporation; however, in this case, the court holds that 


they do not go hand in hand with one another.  There was no evidence that the employee was ever required to buy stock as a condition of employment.



(1)  The court seems to think that it is unreasonable for a SH to think that their 



       status as a SH automatically gives them a right to employment.


    d.
**Resulting policy holdings from Merola:

(1)  Might be saying that employment at will trumps the Donahue fiduciary duty. The employment at-will doctrine shall operate in close corporation disputes as

long as there is not a policy tying stock ownership to employment (plaintiff must show a ‘tight connection’).  More successful Ps seem to be those that have been with the company from the start; why?  Founders are usually planning on staying with the Corp long-term and this may not carry over well to a new employee.



(2)  Merola could also mean that the Donahue duty is not triggered and 



       therefore does not apply in employment at will cases.



(3)  Merola could also mean that regardless of the fiduciary duty, there is no



       oppression if the SH's stock appreciates.

          4.    Smith v. Atlantic Properties, Inc. (Mass.):  This case offers a new differential impact

     test to be used with the legitimate business purpose test that was created in Wilkes.

a. Rule:  (2-Way Street) A minority SH in a close Corp, whose conduct is controlling on a particular Corp issue, is held to the same fiduciary duty to which a majority SH would be held.  

b. Default rule could be altered by setting a different quorum % to approve a vote.

c. W was 1/4 owner of a close corporation.  To do anything, a 80% SH vote was required.  Each SH had veto power.  All SHs want to pay dividends except for W.


     
(1)  DEL § 350 provides that the SHs can control the board; however, this case 



       was in Mass which does not have such a rule.


    d.
In this case, it is hard to make the traditional element of centralized management 

work with a close Corp.  W owed the Donahue duty of care (utmost good faith and loyalty) to all other SHs, unless there was a legitimate business purpose under Wilkes.


   
(1)  The court held that W was making up his argument that the money was 


needed for repairs (i.e. a legitimate business purpose).  No plan was developed by W that would even satisfy the IRS “reasonable needs of the business” standard.



(2)  The real reason that W did not want to pay dividends was b/c he did not 



       want to go up into the next tax bracket.


    e.
Should W be punished?


   
(1)  Here, it is not like W is getting money and no other SH is.  No one is getting



       dividends, so the action by W is not inherently unfair.



(2)  However, the court holds that there was a violation of the Donahue duty, 



       b/c of the differential impact on W.  By not paying dividends, W got more



       of a benefit than the other SHs.


(3)  The new issue becomes how hard the court has to look for a differential impact.

5.  Nixon v. Blackwell (DEL):  The Class B SHs (i.e. the founders’ children) sued alleging a violation of the Donahue duty (i.e. that they were being treated unequally because their stock had no liquidity).  The court holds that they lose b/c they are not employees.


     a.
*Implications of Nixon:

(1)  All SHs must be treated fairly but not necessarily equally.  If the SHs are not similarly situated, they do not have to be treated equally.



      (a)
Thus, the differential impact test from Smith does not apply unless the 



SHs are similarly situated.



(2)  The duties owed by a controlling SH to other SHs is the same for a public


Corp and a non-statutory close Corp (i.e. one that has not chosen to register as a close corporation under the DEL statute).

(a)
This is important b/c the duty of a controlling SH in a public Corp (i.e. no unfair self dealing / good faith and fair dealing) is much less stringent than that owed in a statutory created close Corp under Donahue/Wilkes—that all SHs must be treated equally unless there is a legitimate business purpose).



      (b)
Is a “freeze-out” allowed in a DEL non-statutory close Corp?


Depends on whether there was unfair self dealing by the majority:  Can we come up with a rational business purpose of how this benefits the Corp as a whole even of it means we have to tolerate some unequal conduct along the way?  BJR accords majority’s actions great deference.



(3)  The facts of this case are different than those in Wilkes where the SHs were 



       set up to be treated equally.  Here, this is not so b/c of the varying positions 



       of the SHs.  This is one reason why the court in Nixon refuses to accept the



       Donahue / Wilkes reasoning.




(4)  This case is in DEL, and DEL has a bright-line rule—either the corporation 


qualifies and chooses a close Corp status, or it is treated like a public Corp.  This is different than the court in Zion which held that if the Corp is close enough, then the court will give it close Corp status.



      (a)
DEL is supposed to be enabling, however, because registering as a close 




Corp is so easy, it does not apply here.

(b)
The DEL close Corp statute preempts any common-law rules for a close Corp.  Therefore, Nixon says that either the Corp is a statutory close Corp in DEL, or it might as well be IBM because there is no common-law protection.

   E.
SHARE TRANSFER RESTRICTIONS:  SHs of a close Corp may agree to limit the  transferability of stock.


1.  Two Themes in this Area:


     a.
How does the free transferability of ownership interest (one of the five basic 
postulates of a corporation) cause problems in the close corporation context?


b.
Property vs. Contracts:  Some courts view stock as property and when the transfer of stock is restricted, they view this as an unlawful restraint on alienation (restriction on the transfer of property).  Other courts view the agreement not to transfer stock as a K.


2.  Examples of Share Transfer Restrictions:

a.
First refusal [least restrictive]:  Prohibits the sale of stock unless the shares have been first offered to the Corp, the other SHs, or both, on the terms offered by the third party; 


     b.
First option:  Prohibits the transfer of stock unless the shares have been first 



offered to the corporation, the other SHs, or both, at a priced fixed under the


terms of the option—protects original investors and controls financing if Corp cannot afford to buy back stock;

c.
Consent restraint [most restrictive]:  Prohibits the transfer of stock without the permission of the Corp’s board or other SHs; and


     d.
Obligations to buy upon death or termination of the SH at a set price.


3.  What is the Use of these Restrictions in a Close Corp?


     a.
Close corporations wants to have the right to block (or at least restrict) the 



opportunity of a new SH to enter into the business.



(1)  Maybe b/c a close corporation is often a family owned business or b/c the 



       SHs want to preserve the cooperation between the existing SHs.


     b.
There is a desire for liquidity.  When someone dies, the stock needs to be sold to 
get money.


4.  Today, Consent Restrictions on the Transferability of Stock are being Enforced:  


     a.
as long as the SHs have notice of the restriction; AND


     b.
the restriction is reasonable.


5.  Courts in Mass have held that such a K to restrict the transferability of stock trumps 

     the Donahue duty of good faith and loyalty.


     a.
Questions of good faith and loyalty do not arise when all the SHs in advance 



enter into an agreement for the purchase of stock of a withdrawing or deceased SH.


     b.
Other jurisdictions that take the K approach to these restrictions also hold that 



such a K can define the fiduciary duty in a close corporation.

(1)  This was also seen in Pship law under RUPA where the courts held that Ps could K to define the fiduciary duty as long as the duty was not totally released.


6.  DEL § 202 Validates Share Transfer Restrictions:


     a.
DEL § 202(a) provides that a share transfer restriction is valid as long as it:  (1) is



in writing; and (2) is not conspicuous on the certificate of incorporation.


     b.
DEL § 202(c) lists the types of restrictions that are allowed:

(1) DEL § 202(c)(3) allows Corp to require consent of proposed transfer.

(2) DEL § 202(c)(5) allows Corp to prohibit transfer of stock to designated persons or groups as long as not manifestly unreasonable. 


     c.
DEL § 202 is a strong K approach to share transfer restrictions.


     d.
Model Code § 6.27 is similar.


7.  DEL § 342(2) provides that to be a statutory close corporation there must be at 


     least one share transfer restriction as defined in DEL § 202.

8.  Mandatory Buy-Back Provisions—Different “freeze-out” scenario than above.  This is a Fiduciary Duty that has been modified by a K; Wilkes / Merola had no K agreement.

a. Gallagher v. Lambert [Majority View—NY]:  The SH agreement provided that if the employment ended before X date, then he gets book value for his stock, but after X date, he would get a much higher value.  Gallagher was fired right before the date, and sued claiming that the corporation owed him a fiduciary duty (like in Donahue), but he was not contesting his being fired.  He was only contesting the book value he received for his stock (he wanted the value of his stock after X date).  K upheld…

b. What kind of share transfer restriction is going on here?  Repurchase option with option being set at book value—saves expense in trying to compute the actual value of shares.

c. What other goals is the buy-back provision accomplishing for other SHs?  Retaining control (rational business decision)—have to be able to get along in close Corp.

d. Gallagher claims that the agreement was unfair…but, Freedom of K—He helped write the agreement, and reviewed it with his attorney before he signed it.

(G began as an at-will employee and had no expectations beyond his salary.  Had he begun as a SH or a SH/employee, court might have viewed his expectations differently:  contrast with Kemp.


     e.
*Implications of Gallagher:
(1)  The buy-back K can define the scope of the fiduciary duty.  The duty is to treat the SH fairly; since there is a K, the fairness requirement is determined by the four corners of the K which can modify the duty.

(2) No nexus between owning stock and employment.  (See Merola above)

     f.    Argument FOR Employee:  May be a breach of an implied duty of good faith with regard to the termination date (3 days before his stock increased in value) even with an at-will agreement because it is necessary to help employee receive benefits of promised performance. [Jordan case comes out for Gallagher with dissent’s logic]

9. Generally, SH agreements (including buy-back provisions) are held to be valid.  Thus, the minority SH better protect himself in the K, b/c if not, the court will only look at the four corners of the K and the minority SH will not have a remedy.


   a.
NOTE:  The minority SH will often sign the K that the majority SHs present to him.

    F.
DISSOLUTION FOR DEADLOCK:  Corp is paralyzed from acting.  

1.  This is only an issue in the close Corp context because in a public Corp, there is a market for the stock, and the SH can just sell.


2.  Common Examples of Deadlock:


     a.
A minority SH with veto power; and


     b.
An equally divided board of directors.


3.  A Number of Statutes Provide for Voluntary Dissolution on a Showing of Deadlock:


     a.
Model Code § 14.30 provides when dissolution can occur due to deadlock.


     b.
DEL does not have a dissolution for deadlock statute.  However, DEL § 355


provides that, in a statutory close corporation, dissolution can occur for any 


reason if it is in the articles.  Further, DEL § 275 (all states have equivalents) provides for the ways in which a Corp can voluntarily dissolve (this section applies to both a public and a statutory close Corp).
(1)  Since DEL does not have a statute that provides for automatic dissolution, if the Corp does not use DEL §§ 275 or 355 (for close Corps), then the DEL court will use its power to dissolve the Corp.  Therefore, in DEL there does not need to be a statute for the Corp to cause dissolution.



      (a)
The DEL chancery court through case law has equitable power to order




dissolution upon deadlock.


     c.
The deadlock statutes are generally interpreted to make dissolution discretionary 



even when deadlock as defined in the statute is shown to exist, and the courts have


often been reluctant to order dissolution of a profitable Corp on deadlock grounds (especially if other remedies exist).

d. Wollman:  Dissolution is inappropriate, even if SHs are deadlocked, if the result would be to permit 1 SH group to divert the Corp’s business to itself.  

e. There are a number of alternatives to dissolution, including: (1) arbitration; (2) court appointment of a provisional director (to break a deadlock); (3) court appointment of a custodian (who will run the business); (4) appointment of a receiver (who will liquidate the business); and (5) a judicially-supervised buy-out in lieu of dissolution.

   G.
PROVISIONAL DIRECTORS AND CUSTODIANS:


1.  DEL § 226 allows a custodian to be appointed by the court of chancery in deadlock


     situations.

2.  DEL § 352 (which applies only to close Corps) provides that a custodian can be appointed to cast an extra vote.


3.  DEL § 353 (which again only applies to close Corps) provides that if the 


     Corp is managed by the directors, a provisional director votes to break the tie.


     a.
In DEL there is no distinction between a custodian and a provisional director.


     b. 
In other states, provisional directors have less power than custodians.

4.  Attorney Note:  How can you avoid deadlock?  Put something in articles providing for arbitration if there is a conflict; set up Corp with odd # of directors; have different classes of stock.

   H.
DISSOLUTION FOR OPPRESSION AND MANDATORY BUY-OUT:


1.  Many states have statutes that provide the grounds on which the corporation    


     can dissolve.  The most common grounds are illegality by the directors, fraud by the

     directors, or oppression.


     a.
Oppression was added because of close corporations.


     b.
Other states, like Mass, do not provide for dissolution by statute, but instead, 



they add a high fiduciary duty (like Donahue) of implied good faith and then the



court can provide for dissolution.  


     c.
TX does not do either.


2.  What does oppression mean?:  There are three common definitions of oppression that


     are used throughout the jurisdictions of the US.

a.
Main definition:  Oppressive conduct is conduct that prevents a SH from receiving any return on his investment OR achieving the “reasonable expectations” (objectively viewed) from his investment he had on entering the company.

b.  
Matter of Kemp & Beatley, Inc. (NY):  NY has a statute that provides for dissolution on grounds of oppression.  Not as clear of a modification of duties through K as in Gallagher—no SH agreement / K provision on point.

(1)  Here, the Corp quit paying dividends and classified all distributions of income as “bonuses” of salary which left the minority SHs, who were no longer employees, with nothing.  Thus, the minority SHs sued for dissolution under NY § 1104-a.



      (a)
In NY, a SH must own at least 20% of stock to be able to sue for 




dissolution based on illegal, fraudulent, or oppressive conduct.

(b)
§ 1104-a only applies to close Corps; in fact, the statute expressly provides that it does not apply to Corps whose stock is traded on a national exchange.

(2)  ● SH would argue:  A SH who reasonably expected that ownership in the Corp would entitle him to a job (even if employed at will), a share of the Corp earnings, a place in Corp management, or some other form of security, would be oppressed in a very real sense when others in the Corp seek to defeat those expectations and there exists no effective means of salvaging the investment.  Could also argue that that there is still implied good faith and fair dealing in employment Ks—7th Circuit case (not in NY or DEL).

( Controlling SH would argue(The employee can’t have reasonable expectations of employment when the employment is at-will.  



(3)  “Oppression” should be deemed to arise only when the majority conduct 



       (1) substantially defeats the expectations that, (2) objectively viewed, were



       (3) reasonable under the circumstances AND (4) were central to the SH’s 



       decision to join the venture.



(4)  As an alternative to dissolution under NY § 1118, every order of dissolution 



       must be conditioned upon permitting any SH of the Corp to elect to

 
       purchase the complaining SH's stock at a fair value.


   
      (a)
This is an extremely common alternative remedy to dissolution.



      (b)
There are many other alternative remedies that are available to be used by 




a court because, remember, that dissolution is discretionary with the court
(i.e. can also issue an order threatening to dissolve Corp; enter an injunction).



(5)  NOTE:  No state allows automatic buy out of a minority SH, so the 



       minority SH really must prove oppression before a buy out is possible.

(a)
An automatic buy out statute would really bind the Corp because the Corp would have to keep large amounts of capital on hand so that it could be prepared for a minority SH to demand a buy out on any given day.



      (b)
Further, it would give the minority SH “hold-up” power.  The minority SH




would be able to demand certain things, and then threaten the Corp saying




that if those demands are not met, then the minority SH will drain the




Corp’s assets by forcing a buy out.  Would be a great adv over business Ps.



      (c)  Mandatory buy-out raises complex court/market valuation issues.

(6)  Corp could have argued they had a legitimate business purpose from Wilkes. 

(7)  Implications of Kemp:

(a)
If a SH is fired, and they had reasonable expectations of a job, it could be considered “oppression” assuming there is not a K—if K, court would only look to 4 corners and if the Corp did anything to help dissuade the expectation.

 (i)  Gallagher focuses more on the K because court held that a SH agreement can define the reasonable expectations of the SH; Kemp thought of the SH more as an unemployed SH, thus, Kemp focused more on the fiduciary duty owed to a SH.



     (b)
Does the reasonable expectation standard cast doubt on the legitimate 




business purpose standard of Wilkes?  In Kemp, if the SH’s reasonably




expected a job and did not get it, it was considered oppression.


(i)  Kemp holds that as long as the employee has a reasonable expectation for employment at the time he joined the business, then he cannot be fired.  No defense for the Corp to claim that there was a legitimate business purpose.

            (ii)  However, the Corp can fire a drunk who no longer does any work.  This is possible under Kemp because the reasonable expectations of the employee are objectively viewed.  Expectations have to be that employment entitles them to a job.

VII.  THE DUTY OF CARE AND THE DUTY TO ACT LAWFULLY
       A.
THE DUTY OF CARE:  The duty of care holds the directors or officers have unlimited personal liability for managerial negligence.  Another way of combating agency costs.

1.  Francis v. United Jersey Bank (NJ):  A habitually absent director is held liable for breaching the duty of care based on the embezzlement of funds committed by two other directors, who happened to be the absent directors two sons.

a.
Why sue under duty of care?  The absent director could not have been sued for fraudulent transfer because she did not transfer anything, and director probably had more personal assets anyway.  Furthermore, the two sons could not be sued for fraudulent transfer because they and the Corp were bankrupt.  Also, piercing the corporate veil would not work to reach the absent director because piercing requires active participation in the Corp.  Thus, there was a duty of care suit, which does not require active participation in the corporation.

 b.
Note:  Here, the court did not follow the Internal Affairs Doctrine (which requires the law of the incorporated state to apply in disputes involving the internal affairs of the Corp) and, instead, applied NJ law even though the Corp was incorporated in NY.


     c.
This suit was brought by a creditor.  The court compared this corporation (even 



though it was a close Corp) to a bank which may be “affected with a public interest.”

      (1)  *Generally, case law holds that directors do not owe similar fiduciary duties to Corp creditors, unless either (i) the Corp is on the brink of insolvency [Credit Lyonnais], OR (ii) the business and/or creditors are of a special class [involving an unusual degree of trust]—used here.

d.
How defined:  Directors must act in good faith, as ordinary prudent persons would act under similar circumstances in like positions.



(1)  Model Code § 8.30 provides the duty of care for directors.



      (a)
However, the comments to Model Code § 8.30, as amended in 1998, 




provide that this duty should not be thought of as ordinary tort negligence, 




but rather something different that applies only to directors.



(2)  DEL does not have a statute that provides for the duty of care for directors, 



       but in DEL it is all common-law.



      (a)  However, DEL § 141(a) provides that the business of the corporation 




is run by the board, and the duty of care springs from this.



(3)  *The duty of care is a very relative concept and allows the court to take into 



      account the many circumstances and characteristics of the corporation.



      (a)
Allows the court to customize the duty of care based on the circumstances.



      (b)
If a director has special skills or knowledge they are usually held to a 



higher standard.

(c)
However, the standard does not decreases if the director lacks knowledge or skill.  Thus, the reasonable director standard is the floor and the floor can be raised if the director has special knowledge or skill.  “The sentinel asleep at his post contributes nothing to the enterprise he is charged to protect.”

 e.    Reliance on Reports/Experts:  DEL § 141(e) protects directors from their reliance on statements by certain groups (i.e. legal council, accountants, other officers), unless the statement contains an impropriety [Model Code § 8.30(d),(e) is similar].

f.
Causation Requirement:  Some courts require that the P must establish not only a breach of the duty of care, but also causation (that performance of the director of his duty would have avoided the loss) to receive damages.  [See Outline pg. 110 for contrasting views]
(1)  In Francis, the court was saying that they don’t know that she could have stopped it if she tried, but she could have done something; therefore, she is the proximate cause by “omission”—this is not the traditional but for causation.



(2)  This goes directly in the face of Virginia Bankshares where the court held 



       that since the minority vote was not needed there was no causation.



     g.
What should the absent director have done?:



(1)  Object (even if it would not have mattered); 



(2)  Resign; or



(3)  Threaten to sue the other directors.



● The director may have to do all three, depending on the circumstances.


     h.
This case was odd b/c the director was held personally liable but, today, most


directors are statutorily protected from personal liability or saved by the BJR.


     i.
Every director owes a duty of care.  There can be no "figure head" or 
"accommodating" directors.


     j.
The corporation may also be subject to criminal liability; therefore, the directors 



have a duty to set-up compliance programs and monitor them.


2.  The Business Judgment Rule (BJR):

     a.
Kamin v. American Express Co.:  The court did not examine the decision of the



directors under its substance.  The court only held that as long as the directors can



articulate any reasonable basis for the decision, then it is fine.



(1)  The court makes no distinction about the substance of the director's decision.



(2)  Even if the directors may have been mistaken and other courses of action 



       may have had different consequences that may have benefited the SHs more, 



       the court held that this is still no basis for judicial intervention, as long as it 



       appears that the directors have been acting in good faith.



(3)  The board was ultimately protected by the Business Judgment Rule.


     b.
**What is the Business Judgment Rule?:  “A gloss on the standard duty of care.”
(1)  It is a rule of decision that provides that directors and officers of a Corp will not be held liable if:  [ALI § 4.01(c)]

(a) there are no duty of loyalty problems (i.e., the officer / director is disinterested in the transaction and has no conflicts of interest);

(b) actually makes the decision to the extent the director reasonably believes to be appropriate under the circumstances—individualized in nature (as opposed to objective duty of care test above).;

(c) there is a reasonable process (the officer/director gathered the reasonably needed information to make the decision—can’t go in blindly); AND
(d) acting in good faith in believing what is in the Corp’s best interest (decision can’t violate the law under Duty to Act Lawfully).
● If BJR met, the directors business decisions are judged on a “rational basis.”

(2)  In many jurisdictions (i.e. DEL), this doctrine is phrased as a presumption with a starting inference that every decision made by a director is reasonable—party attacking must rebut this presumption.  Outside DEL, other JRDs may not be as deferential to BOD.


    c.
**How does the Business Judgment Rule and the Duty of Care work together?:  It 



provides that the process of the decision is evaluated, not the substance of 



the decision.



(1)  The BJR could be seen as:



      (a)
The duty of care (which has two prongs):




(i)  reasonable process (implies a negligence standard, but DEL uses a



     gross negligence standard)— BJR involved? / Van Gorkom elements; 



      and (ii)  reasonable substance (this prong of the duty of care is eliminated by 




     the BJR)—only get here if flawed process under BJR.



       PLUS



      (b)
The duty of loyalty [may have procedural DEL allowances—see below].

(2) If the duty of loyalty is met and the reasonable process prong of the duty of care is met, it does not matter if the substance of the decision was reasonable.
      (a)  Some courts (i.e. DEL) require that the substance of the decision to be rational, but not reasonable (a decision can be rational even if unreasonable).



           ●In practice, the “rational basis” standard removes liability for most decisions.



           ●Always try to tie the rational decision to benefiting the SHs.

d.
NOTE:  Certain corporate decisions almost always fall within the BJR, such as, hiring and firing of employees and decisions regarding dividends.

e.
If a director’s decision does not qualify for the BJR, the standard of review becomes “reasonability” or “entire fairness” and shifts the burden to the directors.  We should advise our clients to give the appearance of reasonability.

    f.      Two reasons why the BJR is a good rule:



(1)  Institutional competence:  Directors are more competent in making these 



       decisions than the courts, thus, the courts do not want to interfere too often.



(2)  Risk of return:  The BJR is good because SHs do not want directors to be too 


conservative; if they are, the returns will also be conservative.  The SHs want the directors to take some risks b/c this will lead to higher returns, and the directors will be able to diversify and offset these risks.



      (a)
This is why the Model Code had changed its duty of care rule to not




include the word "prudent" b/c SHs want directors to take risks, and




"prudent" implies conservative.


    g.
The BJR is a classic example of giving directors the ability to take risks that may



be against the Corp’s best interest and, at the same time, combating agency costs.



(1)  The fact that most jurisdictions have a BJR means that as SHs we are better



       off allowing the directors to take risks.

h.
The Law and Economists think that in public Corps the BJR is OK because the directors will be constrained by the market.  If the SHs are dissatisfied, the SHs can sell their stock, which will lead to stock prices to fall, and which could eventually lead to Corp takeover.



(1)  However, this could cause a problem for close corporations.


    i.
Smith v. Van Gorkom (**very important case in corporate law**):



(1)  Here, there was a leverage buyout which occurs when the directors borrow 



       money to buy the stock of a new corporation for a merger and the cash 



       from the new corporation is used to pay off the debt.



      (a)
Pritzer was willing to pay less mainly because of the tax credits.

(2) The board did no research to determine if the stock price recommended by the CFO was fair or if the price suggested for the stock was accurate (in fact, the board paid $55 a share when the market value of the stock was only $38 a share).



      (a) 
The board argued that they relied on Van Gorkom's report.

(b)
Although DEL § 141(e) provides that the board can rely on such reports in good faith, the board must also conduct an informal personal investigation.



(3) The SHs (Smith) sued the board for breach of the duty of care.



      (a)
The board tries to use the BJR as a defense, but the court holds that  




the BJR is no defense here because the reasonable process prong was not met.




(i)  REMEMBER:  The reasonable process prong requires the board or




     directors to gather the reasonably needed information to make the decision.



           (ii)  REMEMBER:  This case was in DEL, and in DEL, the reasonable 




     process prong of the BJR is examined under a gross negligence 




     standard, whereas in most states it is only just a negligence standard.




      (b)
Here, the board failed to meet the reasonable process prong of the BJR



  
even under this higher standard, because they did no investigation.


  
      (c)
The court is not saying that the board paid too much for the stock because 




the courts do not inquire into the substance of the decision.  The 




court is just saying that the process was defective.



(4)  What was wrong with the process in this case?:



      (a)
There were problems with the speed of the transaction.




(i)  There was no notice given to the directors about what the meeting 




      with Van Gorkom was about.



           (ii)  The meeting only lasted two hours, even though the directors had no 




      idea what the meeting was about, and after two hours the merger 




      was settled.



           (iii)  There was also time constraints on the Corp to make the merger.



      (b)
There was no documentation of the transaction (i.e., there was no paper




trail that showed that the board had been informed).




(i)  There was also no documentation of the fair value of the stock.  




     There was no valuation analysis of the corporation.



           (ii)  This could have been done by an outside investment banker (through 




      a fairness opinion) or even be someone in-house.



      (c)
The board cannot just rely on its experience in making a decision without




having a reasonable process.

(d)
The board cannot simply rely on the market price to determine the value of the Corp because the market price is not always indicative of the total value of the Corp.  The LBO agreement may not have even permitted an auction under the “market test,” which defendants urged indicted price was reasonable.

(e) 
The board cannot fail to actively question the insiders who propose these deals.  Here, the court thought that it was problematic that the board did not question Van Gorkom more when he suggested a price of $55 a share.

(5)  Lesson from this case:  When directors are about to sell a Corp, they cannot assume that any price above the current market is necessarily “fair.”  Directors must ‘Van Gorkomize’ their decisions.



(6)  NOTE:  A duty of care suit is a breach of a fiduciary duty claim, thus the 


directors are individually liable.  The damages were the difference between a fair price determined by the court and the $55 price paid.


3.   Monitoring Illegality and Internal Control

a.    Corp directors have a duty to make good faith efforts to institute a Corp monitoring system [Book pg. 582] they believe will alert them of material events/wrongdoing, but are not liable if their system fails to detect wrongdoing—In re Caremark.

    B.     DUTY TO ACT LAWFULLY:  Corp officers/directors owe a duty not to make the Corp take illegal action, and are liable to SHs for crimes they cause he Corp to commit.

1.  Miller v. AT&T:  The failure to collect claims is entitled to the BJudgment presumption, unless that failure is otherwise illegal.

2.  Many state criminal statutes make Corp managers liable if they commit a crime or cause the Corp to commit it.

3.  U.S. v. Park:  Other criminal statutes impose liability on Corp managers for crimes committed by agents under their supervision, even if they never actually supervised those agents.

4.   As council for SHs, you should allege illegal acts because you can survive motions to dismiss on account of the BJR.

   C.
LIMITS ON LIABILITY -- DIRECTORS' AND OFFICERS' INSURANCE:  The


liability and legal expenses of directors and officers who are the subject of claims based 


on a lack of due care, and for certain other wrongful acts, will often be covered by


Directors' and Officers' ("D&O") insurance.  [See 693 of Supp for discussion]
1.  DEL § 102(b)(7) provides that the certificate of incorporation can contain a provision that eliminates or limits the directors' liability for breach of a fiduciary duty.  [also RMBCA § 2.02(b)(4)]

a.
However, such a provision cannot eliminate liability for:  (1) a breach of the duty of loyalty; (2) acts not done in good faith; OR (3) intentional misconduct / knowing violation of the law (i.e. insider trading).


     b.
After these exceptions, DEL § 102(b)(7) basically provides that the 



Corp’s articles can only eliminate liability for a breach of the duty of care.


     
●DEL § 102(b)(7) was a direct response to the Van Gorkom decision.

2.  Indemnification:  DEL § 145(a) allows a Corp to indemnify its directors for certain judgments against them.

a. DEL § 145(a) provides that the director can be indemnified if the action was:  (1) in good faith; (2) done with a reasonable belief that it will help the Corp; and (3) director had no reasonable cause to believe his actions were unlawful.
i. CAL § 317(Defendants must be “wholly successful” in their defense.

b. DEL § 145(d) requires a threshold inquiry as to whether the Corp will indemnify its D or officer—indemnification is not automatic.  Parties who can indemnify [uninterested directors, committee of nonparty members, SHs, independent legal council] are in (d).


3.  Insurance:  DEL § 145(g) allows the Corp to buy insurance for liabilities against directors.

a.
DEL § 145(g) applies to actions by directors that are not covered by 145(a), and thus cannot be indemnified for (typical policies exclude coverage for actions above in 1.a.).


4.  NOTE: Because of these three provisions, the director very rarely has to pay for judgments 


     against them.


5.  Is it a good thing that DEL has all these provisions that protect a director from duty

     of care liability?:

a.
YES, b/c SHs want directors to take some risks b/c usually risks lead to a larger return.  SHs do not want the risk of liability to stop directors from taking risks.


     b.
YES, b/c these provisions do not cover knowing or intentional breaches of the



duty of care by the director.


     c.
YES, b/c insurance creates a new "deep pocket" for plaintiffs to recover from.


     d.
YES, b/c without these protections from liability, many qualified people would



refrain from serving as directors.


     e.
Investors can diversify their investments to minimize their losses or vote out directors.

VIII.   THE DUTY OF LOYALTY
       A.
SELF-INTERESTED TRANSACTIONS:  A transaction in which an officer, director, or controlling SH are on opposite sides of the transaction.  When talking about the duty of loyalty, there is usually a conflict-of-interest involved or one putting his interest ahead (self dealing) of the Corp.

1.  Lewis v. SLE, Inc. (NY):  All six children are SHs of SLE, but only 3 are directors. 
              


     These three who are directors of SLE are also the directors and SHs of LGT.


     a.
There is a SH agreement that says that on X date, if any child is not a SH of 



LGT, then they must sell their SLE stock at a price equal to the book value.



(1)  Donald, a SH of SLE but not LGT, felt that the book value of his stock is 



       a lower price than it is really worth, thus, the deal is unfair to him.



(2)  Donald sues the directors of SLE for a breach of the duty of loyalty for 



       entering into a self-interested transaction.

(3)  Why doesn’t Donald argue against the SH agreement and request a “freeze-out?”  D signed the SH agreement, and the tend is to uphold these agreements under Freedom of K to define the fiduciary duty (Gallagher).   Also, would be upheld under DEL §202(c).
2.   There is also no BJR rule protection because one of the prongs of the BJR requires that there be no duty of loyalty problems.  

a.   *We look at the process prong, but we don’t stop there and continue to substance prong—Although fairness under the BJR entails a judicial examination of the process by which a transaction was effected, the issue of fairness in a conflict-of-interest transaction requires an examination of the merits / substance of the transaction.  Fairness requires that the terms of the K be fair and that entering the K was in the best interests of the Corp.


      b.   However, just because there is a conflict-of-interest, the action is not per se illegal.

3.   NOTE: Creditors cannot sue under a breach of a fiduciary duty claim only owed to SHs, but rather they must sue under a piercing claim or a fraudulent transfer claim.  Thus, a creditor does not have a duty of care or duty of loyalty claim.


4.  Remedies:

a. A violation of the duty of loyalty generally leads to either rescission of the K OR an accounting for the difference between the fair price and the K price—restitution.

b. Sometimes a director or officer who violates his fiduciary duty is required to pay any salary he earned.  Punitive damages may also be imposed.

c. ALI § 7.18(d) awards attorney fees and expenses as well.

d. Note:  Duty of care exposes directors to much more liability since there is a more flexible remedy for proximate cause.

     B.
STATUTORY ESCAPE HATCHES:  

1.  Talbot v. James:  A director, officer, or controlling SH who enters into a K with the Corp is under a duty to disclose all relevant facts.  However, there are methods that a director can take to make a self-interested transaction legal in DEL.


    a.
DEL § 144 covers interested officers’ and directors’ transactions.

b.
DEL § 144(a) covers instances where:  (1) a Corp is entering into a K with its directors or officers; (2) the Corp enters into a K with a business entity where one of the directors or officers of that entity is also an officer or director of the Corp; and (3) the Corp enters into a K with a business entity in which one of the Corp’s officers or directors has a financial interest in that entity.


(1)  However, there are three exceptions to DEL § 144(a) that provide that if


all three are met, the transaction is not void or voidable solely because there is a conflict-of-interest / unfair self dealing:



      (a)
Director ratification:  the material facts of the conflict and details are 




disclosed or known to the board and a majority of disinterested 



directors approves the transaction in good faith [DEL § 144(a)(1)].




● A director is disinterested if: (i) he has no personal interest in the




   transaction; and (ii) he can be independent (i.e., he must be able to




   negotiate as if he were dealing with a stranger; it must be an “arms

   length” transaction).  Merely because a director has been chosen by an interested director or controlling SH is not conclusive in DEL.



      (b)
SH ratification:  the material facts of the conflict and details are disclosed
or known to the SHs and are approved by a majority of SHs [DEL § 144(a)(2)].




●This provision does not necessarily require the SHs to be disinterested, 




   but the DEL courts have implied this requirement.

(c) *Entire Fairness Standard:  that the transaction was fair to Corp at the time it was authorized.  [DEL § 144(a)(3)]:  This doctrine requires that the interested party has the burden of proving that the transaction was entirely fair.



      
●If this standard is not met, it does not matter if the directors or officers



  have gotten director or SH ratification.

●However, if the Entire Fairness Standard is met, the transaction is valid

regardless of whether there was director or SH ratification.  We are not   getting BJR protection; otherwise, we would be looking at the statute under rationality standard.

(2)  REMEMBER:  The directors or officers have the burden of proving exceptions.



(3)  REMEMBER:  Just because the director meets one of these exceptions does 



       not mean that the transaction is legal.



(4)  In light of the Entire Fairness Standard, what is the point of DEL § 144(a)(1)



       and DEL § 144(a)(2)?

(a)
It all deals with the burden of proof and the standard of review; it would shift to the party wanting to void the transaction.

    C.   SH RATIFICATION vs. DIRECTOR RATIFICATION
1.  Cooke v. Oolie (DEL):  The most recent pronouncement of the DEL courts on 



the interpretation of DEL § 144.

(1)  Here, two directors made loans to the Corp that they were directors of.  The SHs brought a derivative action claiming that the terms of the loan were unfair.

(2)  There was a conflict-of-interest here because the directors want to charge a high interest rate to make money, but the corporation wants to pay a low interest rate.



(3)  The loans are approved by two disinterested directors.



(4)  The directors (Ds) contend that under DEL § 144 the loans could be reviewed 



       only under the BJR with the burden of proof on the P (from Marciano).



(5)  However, the court holds, contrary to Marciano, that there are new 



       standards for transactions between a Corp and its interested directors.



      (a)
These new standards provide:  The directors do not get the protection of 




the BJR even with director ratification, but rather compliance with § 144

only shifts the burden of proof to the P to prove that the transaction is 


unfair under the Entire Fairness Doctrine.




●Thus, after Cooke, director ratification does not invoke the BJR (like




   the court in Marciano held) but rather it just shifts the burden of proof




   regarding the Entire Fairness Doctrine from the D to the P.




●The starting point for an interested director case is the Entire Fairness



      
   Doctrine and the best the D can do is to show that there was director 




   ratification and thus to shift the burden of proof regarding the Entire 




   Fairness Doctrine to the P.



(6)  The standard is different for a controlling SH b/c the controlling SH can 



       manipulate the process and the controlling SH can influence even a fully 



       informed SH vote.



      (a)
Practically speaking, when a controlling SH wants something, the 




controlling SH will get it.  If a director does not do what the controlling 




SH wants, then the controlling SH can remove the director under 




DEL § 141(k), and replace him with a director who will do what he 




wants.  Thus, since the controlling SH controls the board, he can effect 




the distribution of dividends to the minority SHs if the minority SHs do 




not do what the controlling SH wants.

(b)
Thus, courts should be more suspicious of interested controlling SH transactions.


	
	An interested party who is 

NOT a controlling SH 

(usually a director)
	Interested Controlling SH

	Starting Point
	Entire Fairness with the 

burden of proof on the D.
	Entire Fairness with the 

burden of proof on the D.

	SH Ratification
	Shifts the burden of proof to the P but the standard is waste (more favorable to BOD b/c harder to prove).  
	Shifts the burden of proof to the P but the standard remains Entire Fairness.

	Director Ratification
	Cooke –Shifts the burden of proof to the P but the standard

remains Entire Fairness.
	Kahn—Shifts the burden of proof to the P but the standard remains Entire Fairness.


      D.
COMPENSATION AND THE DOCTRINE OF WASTE:

1.  Although executive compensation plans are technically self-interested transactions breaching the duty of loyalty, courts are hesitant to overturn them when they are approved by disinterested directors, or ratified by disinterested SHs.  This is because there are no standards that can be used to judge if an executive is getting paid too much.

a. DEL § 141(h) gives the BOD authority to fix the compensation of directors.

b. DEL § 157—Board can self-determine the issuance of stock options

2.  Lewis v. Vogelstein (DEL):  Some courts have held that an informed SH ratification of an executive compensation plan protects the transaction from judicial review except on the basis of waste [more favorable to BOD—harder for P to prove].

a. Waste:  A party challenging a transaction on the basis of waste must show that no person of ordinary, sound business judgment would accept the consideration as fair.  Waste occurs when the Corp gives away its assets for no consideration; would expose directors to duty of care violation being grossly negligent.

3.   Courts will often strike down compensation plans that are based on formulas which at one time were adequate, but through changed conditions have led to excessive compensation—bonus payments cannot in reality be a gift:  Rogers v. Hill.

4.  Courts most often hold executive compensation to be unreasonable in close Corps.

5.  Executive compensation and stock option cases are starting to be treated by the

     courts like the DEL § 144 conflict-of-interest cases.

     a.
Thus, in these cases, the starting point is also the Entire Fairness standard of 

review and the burden of proof is on the D.  Further, if there is director ratification,  the burden of proof is shifted to the P.

b. Doctrine of waste:  Waste is considered irrational, therefore, if the stock options are considered waste, the Corp will fail under the rational substance prong of the BJR.

6.  Factors Courts Look to Determine Excessive Compensation:  Courts will look at what other executives similarly situated make, the ability of the executive, whether the IRS has allowed Corp to deduct salary alleged to be unreasonable, and the stock price fluctuation.

7.  Recommend a Compensation committee:  Many boards have inside directors which are officers of the corporation and also on the board, so they are interested in the salaries that are set for the executives.  Thus, usually only disinterested non-employee outside directors should be placed on this committee.  See ALI § 3A.05.

     E.
DUTY OF THE CONTROLLING SHAREHOLDER TO PUBLIC CORP:  A controlling SH is someone whose power includes the ability to elect the majority of the board.  


1.  Why Does a Controlling SH owe a Fiduciary Duty to the Corporation?  Because the 


     board owes a fiduciary duty and if the controlling SH controls the board, then that 


     controlling SH should also owe a fiduciary duty.

2.  “Differential Impact” Test
 ● Sinclair Oil v. Levien:  Sinclair owned 97% of Sinven (was parent Corp) and Sinven's BODs was not independent of Sinclair.


     a.
Sinven sued Sinclair on two grounds:



(1)  First, as a result of dividends paid by Sinven:  The payment of dividends is


usually governed by the BJR (as in American Express), but sometimes, in the controlling SH context, the BJR does not apply and the Entire Fairness test applies if the controlling SH engages in unfair self-dealing.



      (a)
When does self-dealing occur?  The controlling SH uses his control to get 




corporate assets that the minority SH is not getting (also called the 




"differential impact" test).  Effectively SH is on both sides of the transaction.



      (b)
Here, the dividends claim is not self-dealing b/c they were distributed 




according to the proportion of stock owned.  Thus, there was no 




differential impact.

(c)
Therefore, the BJ protection applied and the controlling SH was able to meet this standard.



      (d)
In a close Corp, all SHs owe each other the Donahue duty (Mass) of



utmost good faith and loyalty.  Is this different than unfair self-dealing?




(i)  In a close Corp, the courts will 1) look harder for a differential 




      impact and 2) the court will also inquire into how each SH would 




      individually react b/c the duty of utmost good faith and loyalty is 




      more strict than the duty not to unfairly self-deal.



           (ii)  For example, in Smith v. Atlantic Properties, the court looked at the 




     individual effect when it held that the controlling SH did not want to 




     declare dividends b/c he was rich.  The court looked at the individual 




     effect of not declaring dividends and found a differential impact.



          (iii) However, in Sinclair Oil, the court does not perform as deep of an 




     inquiry to look for a differential impact b/c there was not a close 




     corporation involved.  


 
          (iv)  *Therefore, in the public corporation context, the court will not look 




     at the effect on the individual SHs but only on the effect on the 




     shares, whereas, in the close corporation context, the courts will 




     look at the individual effect on each SH b/c the duty is much higher.  



          (v)  This is why the holding in Nixon v. Blackwell was so important.  If the




     corporation does not register in DEL as a close corporation then it will


get the Sinclair/public Corp standard in this context which means that the duty is much less.  It is only owed a duty by the controlling SH, the duty only requires no self-dealing, and there will be less of a search for a differential impact.



(2)  Second, Sinven sued Sinclair for breach of K:  This was a conflict-of-interest



       transaction b/c Sinclair was entering into a K with Sinven and Sinclair was the



       controlling SH of Sinven.



      (a)
Regarding this issue, there was self-dealing (or a differential impact) on the 

part of Sinclair, thus, the Entire Fairness standard applied.




●Here, there is a differential impact b/c Sinclair got oil and the minority 




   SHs of Sinven did not.



      (b)
The controlling SH loses on this issue b/c there are two prongs of the 




Entire Fairness Doctrine (see Kahn).  These two prongs are:  (i) a fair




price; and (ii) fair dealing.  Here there was no fair dealing b/c of the 




self-dealing by Sinclair.
(3)  If an opportunity presented itself to a minority SH as a subsidiary company, what should we recommend as council?  Formerly present offer to controlling SH; always have good board process.

3.  Kahn v. Tremont:  Simmons was the controlling SH of Valhi, Tremont, and NL.  Tremont entered into a K with Valhi to buy NL stock.


     a.
There is a conflict-of-interest here b/c Simmons owes a fiduciary duty to Tremont.



He wants to sell the stock for a high price, but Tremont wants to buy the stock for 



a low price.  Further, the board of Tremont was interested in the transaction.


     b.
Kahn, a SH of Tremont, sued Simmons, the controlling SH of Tremont, alleging 



that Simmons used his influence to structure the deal to his benefit and to the 



detriment of Tremont.


     c.
Tremont did set up a Special Committee of "outside" directors to evaluate the



transaction.


     d.
On its face, DEL § 144 is not applicable to this situation where a corporation is 



involved with a controlling SH.  However, the courts apply the same analysis in 



this situation as it does in case law situations where DEL § 144 does apply.


     e.
From Sinclair Oil, we know that a controlling SH owes the Corp a fiduciary duty.



(1)  In this situation, the standard that applies is the Entire Fairness Doctrine 



       if there is self-dealing (or a differential impact).  If not, the BJR applies.


(2)  Here there is a differential impact b/c Simmons, the controlling SH, is going 



       to get money, but the minority SHs are not.



(3)  Thus, the starting point is the Entire Fairness Doctrine with the burden of proof



       on the D.

(4)  Burden of proof should not shift:  Found burden shouldn’t shift to the P because the Corp did not correctly do director ratification—faulty process matters. 

(a)
REMEMBER:  Under DEL § 144(a)(1) (director ratification) has three requirements:  (i)  good faith (which really requires that there be a reasonable process); (ii)  full disclosure; and (iii) approval by a majority of disinterested directors.




(i)  Statutory escape hatches assume these are met.


  
      (b)
In this case, there was not good faith b/c two of the three members of the




Special Committee did not even attend the meetings.  Since two did not




show up, only one member of the Special Committee did the negotiations.



      (c)
Further, the one member who did the negotiating was financially tied to the




controlling SH.  Thus, he was not "disinterested".



      
[ALI § 1.23 states persuasive factors for interested directors]


F.  FAIR PRICE, FAIR DEALING

      1.   There are two prongs to the Entire Fairness test:



a.  Fair dealing:  Looks at when the transaction was timed, how it was 



     initiated, structured, negotiated, disclosed to the directors, and how the



     approvals of the directors or stockholders were obtained.


  
b.  Fair price:  Looks at the economic and financial considerations of the 



      proposed merger, including all relevant factors, such as assets, market



      value, earnings, future prospects, and any other elements that affect the 



      intrinsic or inherent value of a corporation's stock.




     ●NOTE:  In theory, since the test is Entire Fairness, all aspects must be



      examined as a whole, and there could be one prong without the other (i.e., fair



      dealing w/o fair price) and the standard could be met.  However, in reality



      both aspects must be met.


     2.    Lessons from Kahn:  



(1)  If you want the protections from ratification, you must make sure that all three



       requirements are met.



(2)  The duty of loyalty and duty of care are separate claims, but the same 



       evidence can be used to prove or disprove each.

(3)  Committee of the directors has to be independent.

IX.   INSIDER TRADING
        **Insider trading is buying or selling stock in a publicly traded company based on material, 


non-public information about that company if it results in someone's willful breach of a 


fiduciary duty.  It includes buying just before good news is reported, or selling just before


bad news is disclosed.

       A.
THE COMMON LAW:

1.  Goodwin v. Agassiz:  The SH sells his shares b/c he thinks the Corp is not going to do well.  These shares were purchased by the directors and officers of the Corp who knew about a favorable report that would allow the Corp to do well.  The SH sued claiming that he would not have sold if he had known about this report.


     a.
This is a state common law fraud case (this case was before there was any 



federal intervention in this area).



(1)  A state common law fraud claim can be based on:  (a)  an affirmative 



       misrepresentation; (b) a half-truth; or (c) silence when there was a duty 



       to disclose (such as when there is a fiduciary relationship). 



(2)  This was a fraud claim based on silence but, here, there was no duty to 


       
       disclose from the executives to the SHs.



      (a)
Officers and directors do owe a fiduciary duty to the corporation (and, 




thus, to the SHs collectively), but they do not owe a fiduciary duty to the




individual SHs.



      (b)
This is b/c in a public corporation, when an officer or a director buys 




and sells stock, it is viewed as a SH action (and in a public corporation 




SHs do not owe a fiduciary duty to other SHs, only a controlling SH 




owes a fiduciary duty to the corporation but not to the SHs individually).




It is not viewed as a board action.

                 b.
Goodwin is still the majority view for state law.  In an impersonal transaction 



(i.e. on the market), an insider can buy or sell their own personal stock w/o 



disclosing any material inside information.  Thus, in most states, a fraud action for 


silent insider trading will fail.
 



(1)  Even in face-to-face transactions, the rule in Goodwin has been applied.



(2)  The minority rule (Kansas rule) provides that an insider has an affirmative 



       duty to disclose insider information, and if they do not, then they cannot trade



       based on it.

       B.
SECURITIES EXCHANGE ACT § 10(b) AND RULE 10b-5:


1.  Rule 10b-5 provides that it is unlawful:


     a.
To employ any device, scheme, or artifice to defraud (this is similar to the 



affirmative misrepresentation element under state law); 


     b.
To make any untrue statement of a material fact or to omit to state a material fact



necessary to make the statements not misleading (this is similar to the half-truth 



element under state law); AND


     c.
To engage in any act, practice, or course of business which operates or would 


operate as a fraud or deceit (this is similar to the silence element under state law).


2.  The general rule as provided by Rule 10b-5 is that insiders in possession of material 

     insider information must either disclose that information or abstain from trading.


     a.
This was the holding of the Cady Roberts case.



(1)  This was based on two points:



      (a) 
People with access to insider information should not be able to use it; and



      (b)
Because it is inherently unfair.


     b.
Thus, 10b-5 does not force the insider to disclose, but if he does not, then 



he just cannot trade.

3.  Damages:  Rule 10b-5 can give rise to a civil suit (civil fines from the SEC), criminal liability, or an SEC injunction blocking the insider from trading.  SHs can also bring private actions for damages caused to them.


4.  What harms does § 10b-5 avoid?


     a.
It harms the Corp because this information is a corporate asset and when 



insiders use it for personal purposes, it is like stealing a corporate asset.


     b.
It also harms the Corp because the public will view the management of the



corporation as dishonest—we want the perception of an even playing field.


     c.
It also harms the market b/c the market prices are inaccurate when prices are set 


based on incomplete or inaccurate information, and the fact that the price is 



incorrect is a harm in itself.

d.    It also gives an unfair advantage to insiders and it discourages people from 


investing because they would be at a disadvantage.

e.    Keeps the public image of the Corp good.

5.  What are arguments for insider trading?  Insiders are trading on info they have about the company; market will more quickly and cheaply adjust to investment information received.  Some people argue that insider trading is good b/c we want managers to take risks, and if they can act on their inside information, then they get extra compensation.  Thus, they can afford to take risks and if they get fired b/c some of the risks they have taken were bad, they will have made more money.


6.  SEC v. Texas Gulf Sulfur, Co.:  This is the first case where silence was actionable and 


     the SEC was successful in making executives disclose inside information.


     a.
The Corp wanted to buy land, so they keep the information quiet to avoid a 



bidding war.  The executives then go and buy massive quantities of stock in the 



corporation.  Then the corporation issues a false statement to the press.  Finally, 


there is full disclosure and the stock skyrockets from $17 to $58 a share.

(1)  The court holds that silent insider trading on material, non-public information is a Rule 10b-5 violation.  It adopted the disclose or abstain from trading idea of Cady Roberts.



       ●Here the directors did not disclose, so under Cady Roberts, they could not 



          trade.



(2)  The court also holds that this was a Rule 10b-5 violation based on the policy



       that investors should have equal access to material corporate information.



      (a)
REMEMBER:  The information must be material (i.e. that a 




reasonable investor would see as important).

b.
What is the relevant time period be held liable under 10b-5?  The time that the insider calls his broker and places the order is the relevant time for 10b-5 purposes.

(1)  This is to avoid the situation where an insider, who knows important information that will be disclosed at 3:00, calls his broker at 1:00 and tells him to buy at 3:01, which is technically after the time for disclosure but before the market can act on the disclosure, so the insider has beat the rest of the market.

c.
Timing for disclosure:  The court also suggests that there should be a waiting or “cooling off” period from the time of disclosure that would only prohibit the insider from trading during that time, so that the information could get out into the market.




(1)  Today, the dissemination of information is almost instantaneous, so such a 


       waiting period may not be necessary.



(2)  As long as the insider is prohibited from trading before the information gets 



       "out" to the market, then everything is OK.  Scope and time must be long enough.


     d.
Where does this duty to disclose come from?  Recall Goodwin, which said that 


disclosure was not required.

(1)  Maybe this duty is based on agency principles—agents as fiduciaries are not to  profit off the principal; or



(2)  Maybe 10b-5 is based on the notion of a federal concern of a level 



       playing field or equal access to all the market of any insider information.

           7.  *Elements of Rule 10b-5:

                 a.
Deception or manipulation through misstatement / omission / half-truth / deceit [does not cover unfairness to SHs]; 

b.
The P (with exception of SEC) must be a purchaser or a seller of a Corp’s stock, but the D does not have to be a purchaser or seller of Corp’s stock [could have another trading for D] (from Blue Chip Stamps);

c. There must be scienter—D recklessly or intentionally deceived / engaged in fraud;

i. For forward looking statements, person had to know they were defrauding (harder standard to prove).


    d.   
There must be a misstatement or omission of a material fact; 

                 e.
There must be reliance by the P on the misstatement or omission [in typical omission or misstatement case, there is a strong presumption of reliance];


     f.
The misstatement or omission must have caused the harm [easy to prove if trading]; 

g.    There must be a duty to disclose in the silence cases; 

h.  Damages must be proved; AND

i. “In connection with” purchase sale [In Re Carter showed ads in medical journals—found to be in connection with sales of securities].


8.  Basic v. Levinson:  There were merger discussions going on, but Basic made three 


     separate statements to the public denying the merger.  Some of Basic's SHs sell after 


     the merger was denied.


     a.
This is a case based on an affirmative misrepresentation.


     b.
The Basic SHs who sold their stock sue for a Rule 10b-5 violation once the



merger goes through and the stock prices have skyrocketed.  They claim that they 


would not have sold their stock if they had known that a merger was coming.



(1)  Private SHs are allowed to bring a private action under Rule 10b-5 under 



       the notion of a private attorney general.



(2)  The SHs who sold before the first press release do not have a claim b/c at that



       time, there was still no misrepresentation and silence is not a problem b/c the



       corporation had no duty to disclose.



      (a)
Note:  Silence without disclosure is OK if there is no trading by the insider.



      (b)
Further, the SC held that the Corp might not want to reveal that they




are engaged in merger negotiations b/c the corporation does not want to 




“tip-off” other Corps of a potential merger because then those other 




corporations might try to interfere with the merger and drive the price up.




● Thus, the Corp can say “no comment” when asked about merger




    negotiations and this will be treated as silence by the courts—not a lie.

c.
The standard for materiality under Rule 10b-5 means there is a substantial likelihood that a reasonable SH would think is important when making a decision.  The SC adopted the same definition that was used in the proxy fight cases (from TSC Industries).  SHs won’t have to show that they would definitely have changed their minds.

(1)  *When does the corporation know that information is material to an investor or whether it is still too soon to tell?  The SC held that when talking about contingent or speculative events, they are going to balance two factors:  (a)  the probability of the speculative event happening against (b) the magnitude of the event if the event happens (i.e. the economic impact on the stock price).



(2)  Whether these contingent or speculative events are material is always a 

fact issue, thus, it is very difficult to predict.



      (a)
This is probably exactly what the SEC wants b/c if there is a bright-line




rule, then the corporation will only do the bare minimum to avoid a 




Rule 10b-5 violation based on materiality.  The SC would rather have a 




rule that forces the corporation to err on the side of disclosure.


     d.
What about reliance?  It is unlikely that the SH read the press release that the 



corporation put out.  Thus, if the SH had to prove common law reliance, it would 


be very difficult.



(1)  However, the SC created a “fraud-on-the-market presumption” that 



       provides a presumption that investors rely on the market price as if it were a 


       fair price because the market creates a price that is based on all publicly 



       available information.



      (a)
Since the market in theory reflects all publicly available information, if 



there are misrepresentations or if insiders do not disclose material 




information, the system is corrupted and the market price is distorted.

(2)  The “fraud-on-the-market presumption” allows a SH to establish the reliance element of Rule 10b-5 without proving that he specifically relied on the misrepresentation—changed the issue with reliance from one of whether the individual investor was fooled to whether the market as a whole was fooled by a material misstatement or omission.


(3)  Since this is a presumption, it can be rebutted by proving that the market 



       price was correct.

(3) In adopting the "fraud-on-the-market presumption," the SC has passed on the efficient-market theory and adopted a semi strong theory of efficiency                       (which is the middle level of market efficiency).

e.    Damages?  Difference between what stock price would have been and what our seller got when there was no accurate disclosure.  SEC could also bring suit and have civil fines or criminal penalties.


9.  Chiarella v. US:  This duty to disclose only arises in the silence cases.


    a.
Facts:  Chiarella, an employee of a printing company, figured out who the target 


company of a merger was and bought stock in that target company.


    b.
The SC disagreed with the lower court b/c the D did not have a duty to disclose.



(1)  *The trader must:  (i) have traded on material, non-public information; 



       AND (ii) have a duty to disclose (silence is not a problem unless the D had a 


       duty to disclose).



(2)  The SC looked to state common law fraud to determine that there is a duty 



       to disclose in silence cases when there is a fiduciary relationship 



       between the parties.



(3)  The SC then looked to Cady Roberts to determine that there is a fiduciary 



       duty between the SH of a corporation and insiders or someone who has 


       obtained access to confidential information by reason of their position within

       
        that Corp (such as outside accountants, lawyers, etc.).



(4)  An insider owes such a fiduciary duty to the existing SH of the company AND



       even to the prospective SHs of that company.


    c.
Chiarella is totally inconsistent with Goodwin which held that an insider does not 


owe a duty to other SHs when just trading, the insider only owes a duty to the Corp.



(1)  Chiarella adopts the minority/Kansas rule which provides that insiders do owe 

       

a fiduciary duty to other SHs.

(a)
This is odd b/c the SC looked to state law to determine when there was a duty to disclose, but did not look to state law to determine if insiders have a fiduciary duty to other SHs (instead it adopted minority state law approach).


    d.
Here, Chiarella did not have a duty to disclose b/c he (as a printer) did not owe a 


fiduciary duty to the SHs of the target company (they were complete strangers).


    e.
Policy implications:  The SC in Chiarella held that the Rule 10b-5 duty came from 


state law, but the lower court thought that the Rule 10b-5 duty should come from 


federal concerns of equal access to information.



(1)  SC held that the federal concerns of equal access of information was wrong.



      (a)
The lower court held that it was fraud to use material inside information 



without disclosing it.



      (b)
The SC disagreed for two reasons:  (i)  it might be unfair, but unfairness 



does not mean fraud; and (ii) this case was based on silence, but there was 



no duty to disclose.


 
      (c)
The SC does not want a rule that requires disclosure anytime a person has 



material inside information b/c the SC does not want to discourage people 



from researching companies.  There would be no advantage to doing such 



research if, as soon as the person obtained any useful information, they had 



to disclose it.  Anytime an analyst obtains some information that others do 



not have, he would not be able to trade on it, but would have to disclose it.  



The SC does not want to create disincentives for people to produce info.


     f.
An insider has a duty to disclose to that insider's company's SHs, which means that 


the insider has a duty to disclose when trading in the insider company's stock.

    C.  Tipper / Tippee Liability 
         1.  Dirks v. SEC:  This case fills one of the gaps left open by Chiarella.  Here, Secrest, an 

     officer of Equity (thus the insider), tells Dirks (a broker) about fraud by Equity.  Dirks 

     investigates these allegations and tells his clients which causes his clients to sell their 

     Equity stock.  Neither Secrest nor Dirks traded, they were both just tippers.


     a.
The SC realized that Chiarella left open the tipper/tippee question.


     
(1)  Chiarella only prevented the insider from trading in the insider company's 


       stock.  All the insider has to do to get around this holding is to "tip" someone 


       who does not owe a fiduciary duty to the SHs of that company.  Tipping was a 

       
       way for the insiders to avoid liability under Chiarella; Dirks fixes this problem.



(2)  Dirks essentially punishes those who participate in what is effectively an 


       
       insider end-running around his Chiarella duty.


    b.
Where does the duty of a "tippee" come from?



(1)  The SEC argued that a "tippee" who inherits material inside information from 


      an insider must disclose or abstain from voting.

(a)
The SC talks about how market analysts would be prohibited from doing their job if the SEC's conclusion were adopted.  The SC feels that the function of the market analysts is essential to get information out to the market and, thus, to preserve a healthy market.



(2)  *The SC held that a tippee's duty is derivative of the insider's duty.  Thus, 



       the tippee assumes the insider's fiduciary duty not to trade when:  [2 PRONGS]


      (a)
The insider has breached their fiduciary duty to the SHs by tipping 



   
(this is called a primary breach); AND




●An insider has breached his fiduciary duty to the SHs by tipping when the 


   
insider receives a personal benefit (either directly OR indirectly) from the 


   
tip.  This is a fact question.





●Examples of personal benefits include:




   (i)  pecuniary benefits (i.e., the insider gets money for providing the tip);




  (ii)  reputational benefits (i.e., if the insider gives a reporter a tip, then 



        the reporter writes a favorable story about the insider); 




 (iii)  gifts (i.e., tips to relatives or friends, where it is just as though the 



        insider made the trade and gave the money away); and



  
 (iv)  quid quo pro (i.e., reciprocal tipping, where the insider gives a tip to 


        
        someone who will do something for him a later time).



      (b)
The tippee knew or should have known that there has been a primary 




breach (by the insider).


     c.
Did Dirks commit a Rule 10b-5 violation?




(1)  There was no misrepresentation and no half-truth, all Dirks did was tip.



(2)  There was no primary breach here because the insider (Secrest) received no 


       primary benefit from the tip (all he was trying to do was expose the fraud).




(3)  Thus, since there was no primary breach by the insider, then the primary 

tippee (Dirks) can do anything he wants with the information, including  

                   passing it on to secondary tippees (his clients) who then trade on it.


    d.
HYPO1:  What if Dirks had traded, but there was still no primary breach?



(1)  Dirks would still not be liable based on Chiarella b/c he did not owe a 



       fiduciary duty to the prospective Equity SHs.



(2)  Similarly, based on Dirks, he is still not liable b/c there was no primary breach 

       
       and w/o a primary breach, there is not a problem.


    e.
HYPO2:  What if Dirks paid Secrest for the tip and then traded?



(1)  This means that Secrest (the insider) personally benefited.



(2)  Dirks would be liable for trading b/c there was a primary breach by the 


       insider and he should have known that there was a primary breach.


    f.
HYPO3:  What if Dirks had paid Secrest for the tip, but did not trade on it, but only 


tipped his clients?



(1)  There is a primary breach by the insider b/c he received a personal benefit.

***Once the insider has breached his fiduciary duty by tipping, then the only question that needs to be asked to each tippee down the line is whether they knew or should have known about the primary breach b/c the insider is getting around his Chiarella duty by tipping.  If there has been a primary breach, then no one down the line can trade if they knew or should have known that there was a primary breach.  Only the second prong of the test is applied at every level.



(2)  The tippee (the clients) must have known or should have known that the 


       
       primary breach occurred if they are to be found liable:


    
      (a)
If Dirks told his clients to sell b/c he paid for some inside information, then 



the clients knew about the primary breach and they would be guilty of a 



Rule 10b-5 violation.



      (b)
If Dirks had only told his clients to sell based on his research, then the 



clients did not know about the primary breach, so there would probably be 



no Rule 10b-5 violation.



      (c)
REMEMBER:  This is a fact question and the standard is that the tippee 



knew or should have known, so the jury could find that the tippee should 



have known under many different circumstances.


     g.
How do you sue the people who tip but do not trade?



(1)  The common law provided an action against the illegal tipper.



(2)  Then, Congress passed Securities and Exchange Act § 20A(c) which 



       provided an express cause of action against a person who tips illegally.


    h.
HYPO4:  What if Secrest (the insider) wanted to trade on the inside information 


about Equity?



(1)  Secrest is an officer of Equity and thus he owes a duty to disclose to the SHs 



       of Equity (from Chiarella).



(2)  It does not matter if the insider received a personal benefit, a personal benefit 


      only matters in the tipping context, and here there was no tip.


    i.
HYPO5:  What if Secrest (the insider) tips Dirks (the tippee) for cash on a merger 


and tells Dirks to buy stock in the target company?  Is Dirks liable under 10b-5?



(1)  First, determine of the insider breached his fiduciary duty by obtaining a 



       personal benefit.  Here, Secrest got cash, so there was a primary breach.



(2)  Second, determine of the tippee knew or should have known that there was a 



       primary breach.  Here, Dirks knew b/c he paid the money and he knew that



       Secrest was an officer.

(3)  Target Company:  Remember that tipping is only a problem if the insider tips to get around his Chiarella duty not to trade.  Here, Secrest (the insider in Equity) did not owe a duty to the target company (from Chiarella).  Thus, if Secrest could have traded in the target company stock, then he could tip on information on the target company.



      (a)
This is the concept of “warehousing,” which is regulated by Securities and 



Exchange Act § 14(e)(3).



      (b)
If a company insider tips one of their investors about a potential merger 



with X and tells the investor to buy stock in X, there is no Rule 10b-5 



violation—will be a violation of § 14(e)(3) though [broader rule].



(4)  NOTE:  Footnote 14 in Dirks creates the "constructive insider" theory.



       When a corporation's information is legitimately revealed to lawyers, 


       
       accountants, consultants, they are outsiders, but they may be treated as 

   
       
       fiduciaries.  **A constructive fiduciary is imposed if:



      (a)
the corporation expects the outsider to keep the information 





confidential; AND



      (b)
the relationship implies such a duty.


     j.
HYPO6:  What if Secrest (the insider) told King (an attorney for the corporation) 


about the fraud, and told King to sell all his Equity stock?



(1)  Under the main holding in Dirks, there is no problem here b/c there is no 


       primary breach.



(2)  However, under Footnote 14 in Dirks, King is a “constructive insider” of 


       Equity b/c:  (a) the corporation expects the outsider to keep the information 


       confidential; and (b) the relationship between the attorney and the corporation 

       
       implies such a duty.  Thus, King is treated just like any other insider of the 


       corporation and under Chiarella he cannot trade on his inside information 


       unless he discloses that information b/c he owes a fiduciary duty to the 


       
       Corp’s SHs like any other insider.

2.  US v. O'Hagan:  This case introduces the “misappropriation theory.”  The 

       "misappropriation theory" is a Rule 10b-5 theory that provides that a misappropriation of confidential information is a breach of the duty of confidentiality owed to the source of the information.


      a.
O'Hagan bought call options and stock in a corporation who was about to be 



purchased by one of his clients (a corporation).



      b.
O'Hagan is sued under Rule 10b-5 for criminal violations.


      c.  
Does the trader owe a duty to the source of the information?

(1)  Under Chiarella, the printer got off b/c he had no duty to the SHs on the other side.  But he did steal the information from the source, so under the “misappropriation theory” he probably owed a duty of confidentiality to the source and, thus, he probably would have been guilty of a Rule 10b-5 violation.  (a)  Why is misappropriation theory used?  O’Hagan has no relationship with the target company (his law firm is not Pillsbury’s law firm).  Partners in the law firm are under a duty of confidentiality to the source not to disclose confidential information.  Note that if misappropriation is overused, you have gone back to an equal playing field which courts have rejected.  You better find good reasons that there is some duty of confidentiality owed to the Corp.  

(2)  In O'Hagan, if the lawyer would have used the inside info to trade in his      client/corporation's stock (GM), he would have been liable under the "constructive insider" theory established in Footnote 14 in Dirks.


      (a)
However, O'Hagan traded in the target company’s stock; thus, the 




government's only theory of liability was under the “misappropriation 



theory.”


      d.
Dicta in O'Hagan suggests that deception through non-disclosure is the central 


point of the “misappropriation theory,” thus, full disclosure to the source 

allows the person to escape a misappropriation based on Rule 10b-5 b/c there is no deception.  

(a)  Why not rely on the source (GM) to enforce the liability?  Doesn’t always capture the harm to other traders—only private Ps that can bring 10b-5 action are individuals trading in the stock.  What if GM and his law firm consented?  Maybe OK, but same harm to SHs.

e.  Example:  You are sitting next to VP from McDonald’s, and you hear of tender offer.  What liability?  Classical insider trading—you owe no duty to SHs.  Misappropriation theory—Do you have a duty of confidential information?  No.  Tippee liability?  If the VP is breaching duty to that person, did you know or should you have known…

3.  Forward Looking Statements:  SEA § 21E(i) provides special protection for statements containing projections of revenue, income, earnings…SEA § 21E(c)(1) provides a safe harbor against civil liability for oral or written forward-looking statements, as long as meaningful cautionary statements identifying important factors that could cause actual results to differ are articulated.

a.  Note the scienter requirement differs when SEC using 10b-5 to prosecute:  SHs have to show insider had ACTUAL knowledge that the statement was false or misleading.

D.    Securities and Exchange Act § 14(e)(3):  Prohibits trading on material, non-public tender offer information if the trader knows or should have known that the information is:  (a) non-public; or (b) that the information came from the buyers or sellers, and insider of the buyer or seller, or anyone working with them whether they are an insider or not.


   a.
If the person meets these requirements, then they must either disclose or abstain 


from trading.  This only arises in the tender offer context.




b.
REMEMBER:  This is how the SEC combats “warehousing” where the acquiring company would let its own SHs know about the merger through the releasing of information to its own SHs so that they can make money by buying stock in the target company.


   c.
This has nothing to do with a fiduciary duty.  The investor must disclose or abstain 


regardless of whether they have a fiduciary duty or not.

d.
Today, under Securities and Exchange Act § 14(e)(3), the Chiarella case would have been decided differently because it was in the tender offer context.  Fiduciary duties are irrelevant under this rule.


   e.
Even if an investor hears in a coffee shop that there is a tender offer to buy X, and 


he trades based on that information w/o disclosing, this is still a violation under 


Securities and Exchange Act § 14(e)(3) b/c the information was non-public.



(1)  The investor could try to use as a defense that the people in the coffee shop 


      were not CEOs, but just average people, he probably will not get off b/c it 


      looks suspicious if the investor invests a ton of money in the target company 


      based on the remarks of the average person.

(2)  NOTE:  The investor would not be liable under the “misappropriation theory” 

      in the coffee shop context.

       E.    “On the Basis Of”
a. SEC § 10b-5(1)(There is insider news about a mineral strike, but at the same time the company has also publicly announced that a new piping company is being invested in (will also increase stock price).  Insider goes out and trades in the stock…he will defend by saying that he was using the pipeline information—won’t work under 10b-5(1) rule.  You trade on inside info if you are “aware” of the info.  

b. 10b-5(1)(c) has affirmative defenses.  Enron is using pre-programmed trades as defense.

X.   SHAREHOLDER (DERIVATIVE) SUITS
      A.
INTRODUCTION:  


1.  Suits by SHs, if brought on behalf of the corporation, are called derivative suits.


2.  SH suits are another way to combat agency costs.  If the officers and directors screw 


     up, they know that they will be sued.


3.  Criticism of derivative suits:  Derivative suits take a huge amount of time from the 
   
     officers and directors of the corporation.


     a.
Because they take so much time and cost so much money, there is a big worry about 

“strike suits” which are suits that are brought to get a quick settlement.  The Corp would rather settle derivative suits b/c they take so much time and cost so much money, thus, many people try to take advantage and sue for no reason just to get a settlement.  Since attorney fees are typically paid for, this encourages P attorneys.

4.  Derivative lawsuits have a large number of procedural requirements.  If these procedural requirements are not met, the suit will get dismissed (Sax v. World Wide Press, Inc.).  These procedural hurdles do not apply to direct suits, thus, it is very important for the SH to know if he is bringing a direct suit or a derivative suit.


     a.
Some procedural hurdles in derivative suits:

(1)  Contemporaneous ownership rule: The SH bringing the action must be a SH at the time that the suit begins and must remain a SH throughout the entire suit up until judgment, and the SH must have been a SH at the time of the wrong.



      (a)
This is a rule of standing.

(2)  Demand requirement:  In general, the SH must make a demand to the board before bringing a derivative lawsuit.  Thus, the board must first be given the chance to respond—P must exhaust internal remedies.  In DEL, the demand requirement is excused if the demand would be perceived as futile:  (1) If P can show there is doubt that a majority of the directors are disinterested; or (2) SH can show doubt the transaction was not protected by the BJR [by showing conflict-of-interest or grossly uninformed decision making].

(3)  Securities for Expenses:  Many states have a Securities for Expenses statute that requires the P to post a bond that guarantees that if the corporation expends a lot of money in defending the suit, the court can order the P to pay those expenses.


5.  Who recovers in a derivative suit?

a.
A derivative suit is a lawsuit on behalf of the Corp, so the recovery goes to the Corp.  This protects creditors who would not be able to get to that recovery if it went to the individual SHs.  


     b.
On the other hand, in a direct action, the recovery goes straight to the P.

       B.
THE NATURE OF THE DERIVATIVE SUIT:

1.  It is very difficult to determine if the lawsuit is derivative or direct.  It is very important  that the difference be known to the SH bringing the suit b/c if the suit is derivative, then the P must meet all the procedural hurdles.



     a.
Factors that the courts use to determine of the suit is direct or derivative:



(1)  To whom is the duty owed?



      (a)
If the duty is owed to the corporation, then the suit is derivative.



      (b)  If the duty is owed to the SHs, then it is more likely a direct action.



(2)  Were all the SHs hurt the same?



      (a)
If YES, then the suit is probably derivative.



      (b)  If some SHs were hurt more than others, then there was a differential 




impact and the suit is probably direct.  The court will look to see if the P's 



injuries are separate and distinct.

(3)  Was the P complaining of a breach of a K right owed to him personally by the Corp?



      (a)
If YES, then it is probably a direct suit.



      (b)  If NO, then it is a derivative suit.


     b.
HYPO1:  The corporation refuses to pay dividends to preferred SHs even though 


they have the money.  If a preferred SH sues, is the suit direct or derivative?




(1)  There is a differential impact here b/c the common SHs have not been hurt, 


      only the preferred SHs.  Further, the preferred SH is complaining of a 



      traditional K right to receive dividends.  Finally, the duty owed to by the 


      
      Corp to pay dividends is only owed to the preferred SHs.



(2)  Therefore, the suit is direct.


    c.
HYPO2:  What if a corporation only has common SHs and the corporation refuses 


to pay dividends?  If a common SH sues, is the action direct or derivative?



(1)  There is no differential impact here b/c all the SHs have been hurt equally b/c 


       the court only has common SHs.  Thus, this seems to be a derivative action.



(2)  However, most courts hold that any suit based on dividends is a direct action 

      

even if the corporation only has common SHs.

(3)  This shows that the factors used by the courts to determine if the suit is derivative or direct are not concrete, and the courts may use them in different ways.

XI.    CORPORATE COMBINATIONS

         A.   Sale of Assets
a. DEL § 271—What does it mean to sell “substantially all” of your assets?  If a Corp sells a significant portion of its vital assets in a transaction that would substantially affect the company’s existence and purpose and would not be in the ordinary course of business, we are changing the nature of the business—requires majority SH approval.  

b. A sale that is either quantitatively vital to the company’s operations or qualitatively substantial to its existence and purpose must be approved by the SHs.

c. There is a gaping hole in § 271, though.  § 271 gives voting power to SHs of the purchasing company.  As a matter of review, there were allegations that BOD violated fiduciary duties to SHs.   No voting rights if you are a SH of target Corp.

         B.    Appraisal Rights:  When a SH has been out-voted regarding a proposal that would fundamentally change nature or purpose of Corp, the SH has the right to be cashed out at a price determined by the court.  Deals in DEL §262(b) that trigger these rights—SH get appraisal rights in classic mergers (§ 251).  Not triggered in a sale of assets transaction.

a. “Market out” exception:  No appraisal rights if the Corp’s shares are publicly traded unless SH is not getting cash/stock (getting “funky consideration”).

b. What if company is about to merge and your client wants nothing to do with it?  262(d)
i. Written demand for appraisal rights regarding transaction before SH vote is counted; AND

ii. Client can’t vote in favor on merger—should abstain

iii. As soon as the merger goes through, within 120 days the SH can file petition demanding appraisal in DEL chancery court

iv. Exception:  No appraisal rights in DEL for public Corps; sell shares on open market.  Note exception under § 262(b)(2)—if SH doesn’t get stock or cash out of deal.

c. DEL recognizes the fair value exclusive of the acquiring company.  One common approach to evaluate shares is the DEL block approach:  Look at mkt value at time, net asset value, and the company’s earnings value…not very forward looking.  Analysts usually use the discounted cash flow method.  Evaluation issues:  Majority shares may be worth more if you buy them as a block—do we apply these concepts.  Crude Oil approach rejects this approach.

C.  Classical Statutory Merger - DEL § 251(a-e):  Transaction whereby one company mergers entirely into another company.  After the merger, disappearing company ceases to exist.  BOD has to put this to vote of SHs under §251(c)—majority of outstanding shares (not a majority of those who show up—a quorum).  Assets become legal property of Corp; any K rights or liabilities are now transferred by operation of law—§ 259.  What happens to SHs of disappearing Corp?  The consideration they get is whatever the merger agreement says they get (can be very expansive)—most often it will be stock; can get cash; can be issued stock in another company; real property.

   a.   § 262 tells us that SH get appraisal rights in classic statutory mergers.

D.   Small Scale Merger - DEL § 251(f):  Same as above except transaction cannot involve amendment of the acquiring Corp.  If (1) no changes in certificate and (2) no dilution of ownership interest (the plan does not call for S to issue more shares), then the SHs of acquiring Corp don’t get a vote—would be possible if acquiring Corp offered less than 20%.  SH approval in target Corp always needed since their interests are fundamentally altered.  Are appraisal rights available?  Yes, § 262(b) gives a cross reference.

E.    Short Form Merger (§ 253):  Transaction between parent and subsidiary Corp—only the parent Corp BOD has to approve the merger.  To qualify, parent has to be at least 90% ownership in sub.  What about the minority SHs?  They get appraisal rights, and can get cashed out.  If wholly owned, there are no appraisal rights.  The sub is going to get consideration determined by the parent—important protection for minority concerns.  

F. De Facto Merger:  Some JRDs have developed this from CLaw—When you have a combination of companies that would be in a manner similar to a merger, and there is a change in the underlying assumptions; assets and liabilities should transfer by operation of law.  Pg.1094(Some courts will say that a sale of assets is actually a merger.  If de facto merger, acquiring Corp has to take on all of D’s liabilities.  This theory is not really accepted in DEL; DEL theory is in Hariton v. Arco Electronics:  In this transaction, Arco SHs had to approve the deal (under 271 selling Corp has to approve the deal).  Do Arco SHs get appraisal rights?  No, since this is a sale of assets—substantially changed expectations of Corp.  

a. Stock for assets is often used to avoid assuming target Corp’s liabilities.

b. DEL follows doctrine of independent legal significance; since there are alternate means of achieving the same result, Corps are entitled to choose whichever means they prefer to achieve that end result.  As long as the transaction was legal, DEL will not disturb deal.  DEL approach rewards crafty lawyers who know the code at the expense of minority SHs.  Another example of DEL’s race to the bottom…

●For each sub-issue, you get 50% of points for spotting issue; 50% for analysis—unique answers; comparing JRDs; policy issues; citing law.  Illustrate tough claims and come to some conclusion—have thoughtful analysis.  NO stream of consciousness!  Agency CL theories; Pship—RUPA and UPA differences; representative statutes of hybrids.  Assume DEL code unless told otherwise.

Will Lundquist—Spring 2000
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