BUSORGS OUTLINE 2001

1. UNINCORPORATED ENTITIES

a. Sole proprietorship & Partnerships (why important)

i. Unique ancestors of modern statutory business forms

1. limited partnerships, corporation, LLC, LLP

ii. Still the default form of business org for those who don’t plan ahead.

b. Comparison of the two

i. Sole proprietership

1. owned by single person, has all the management power (unitary mgmt)

2. hire most factors of production (labor, land, physical capital)

3. governed by common law and agency law

4. tax: any $ you make gets reported as ordinary income

ii. Partnership

1. multiple owners who have to share mgmt according to rules

2. hires whatever factors are not already contributed by partners

3. individually liable for pship debts

4. governed by common law and agency law and special partnership law (contracts, torts, prop)

5. tax: ordinary income (*) if you are losing money, might be good to have high tax rate b/c you can deduct your losses from your other source of taxable income.

2. AGENCY LAW [look to right to control]

a. Rest 1: AGENCY is the contractual (fiduciary) relationship arising from (K provides suff but not necessary rlshp)

i. The manifestation of consent by one person (principal) to another (agent)

1. Can be action that is consistent w/ consent (Ex: giving agent certain type of title)

ii. That the agent shall act on the principal’s behalf

iii. And be subject to the principals’ right of control (don’t necessary have to have actual control)

1. To determine extent of control, cts look at financial structure(who is bearing risk as to profits/losses

2. For P/A, establish right to control.

3. For M/A, establish actual control.

iv. And consent by the agent to so act

b. Types of agency relationship: duty of P to 3d party

i. “master-servant”/employer-employee relationship [tort, contract]

ii. indep contractor (agent): contracts to do work but isn’t controlled by wrt physical conduct in performance of job. [contracts]

iii. indep contractor (non-agent) [can’t bind]

c. M/S relationship (Rest 219) [look to actual control]

i. If a M/S rlshp exists: 

1. M is liable for all S’s torts w/n scope of his/her employment.

2. M is NOT liable for S’s torts outside scope unless:
a. M intended the conduct/conseqs, or

b. M was negligent/reckless, or

c. The conduct violated non-delegable duty of M (some other statutory duty that all Ms have), or

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

3. Caveats:

a. Scope may be larger than dimensions of P’s control (ie; Spitzer hires cook to prepare gourmet meals, tells him where to show up, provides ingredients, tells him what dishes to make, but once he starts cooking, Spitzer leaves him alone. Leaves toothpick in dish and eater sues. Probably employee-employer rlshp. So he can’t claim that act of actually cooking food is outside scope of empl-emplyee rlsp b/c he controlled many other dimensions of cook’s performance)

b. Doctrine: frolic v. detour(detour is w/n scope and frolic is w/o. Sometimes will ask, “how far out of their way were they?”
Following 2 cases deal w/ distinction b/w servants and indep contractors.

	HUMBLE OIL
	HOOVER v. SUN OIL

	Held: M/S rlshp b/w Humble (corp owner) and Schneider (station operator)
	Held: No M/S rlshp b/w Sun and Barone (station operator)—he was indep contractor b/c didn’t control day-to-day operations

	Products: title never passed to A, bearing risk that products won’t be sold. 
	Products: title passed to A

	Duration: at-will
	Duration: like at-will but need to provide 30 days notice

	Reports: reqd periodic reports
	Reports: not reqd

	Hours: controlled directly hours of operation
	Hours: no reqmts

	Appearance: Humble had signs/uniforms
	Appearance: Sun had signs/uniforms

	Rent: contingent, S’s rent pegged against volume of products he sells, not fixed fee so Humble bears risk of utility costs going up and shares business risk.
	Rent: 

	Operating Costs: H bore 75% and furnished location and equipment.
	Operating costs: split more evenly

	Station: leased, not owned by S. Terminable at will of H.
	


d. Humble Oil: looked at variety of factors in assessing control over physical conduct
i. Other direct indicia of control (Rest 220):
1. who provides supplies, tools, location

2. whether work is part of regular business of P

3. whether P is in business herself

4. extent of P’s control over work details

5. whether A has distinct business

6. trade practice of supervision in locality

7. skills required of the 

e. Hoover v. Sun Oil
i. Implication on Humble case: may have altered K to avoid M/S rlshp so as to bear less risk of liability for franchisee’s torts.  

1. Tradeoff: by not bearing any risk from the beginning, may make less profit now and release A of tort liability. But if you take on risk, bear a little risk of being sued for tort liability, but may make more money that way.
FRANCHISING CONTEXT

f. Franchising: system for selective distribution of goods/services under brand name thru outlets owned by franchisees, indep businessmen.
g. Murphy v. Holiday Inns, Inc: NOT P/A or M/S rlsp /c regulatory provisions in license agreement (part of franchise K) was for purpose of achieving standardization of business identity, did not give control over day-to-day operation, daily maintenance, to control customer rates, profits, business expenditures, hiring of employees, wages, etc.
h. Parker v. Domino’s Pizza: error to determine as matter of law that D did not retain right to control b/c manual which Domino’s provides to franchisees leaves nothing to chance.

i. Measure right to control, not just actual control exercised  

i. Arguello v. Conoco, Inc.

i. For K liability, must show employer-employee rlshp. For tort liability, must show M/S rlshp.

ii. Language of agreements that Conoco-branded stores entered into offered guidelines but didn’t est that Conoco, Inc. had any participation in daily operations of the branded stores. [the agreement defined rlshp as completely separate entities, not agents of each other]

iii. Factors used when determining whether Ee acted w/n scope of employment:

1. time, place, purpose of the act

2. similarity to acts which servant is authorized to perform

3. whether act is commonly performed by servants

4. extent of departure from normal methods

5. whether master would reas expect such act would be performed

iv. For 1981 claim, must demonstrate that even though A isn’t subject to physical control, but there is control, there is P/A rlshp.

v. Duty not to discriminate is not a non-delegable duty, so plaintiff must establish close connection b/w Er and 3d party who engages in intentional discrimination. However, if you win on scope, don’t need to argue non-delegable duty.

j. 5 major ways to demonstrate existence of P/A relationship: AEA and AIA and AA are all viable to est P/A rlshp in K liability claim and M/S rlshp in tort liability claims.  
i. Agency may be proved by circ evidence.
ii. Actual Express Authority (AEA): there is an express term in K where P and A explicitly agree that A has power to act on P’s behalf and subject to P’s control [via articles of incorp, bylaws, bod resolutions]

iii. Actual Implied Authority (AIA): relationship b/w P and A is such that ct can reas infer parties intended to delegate A power to act on P’s behalf and subject to P’s control. Consider 1) penumbras of AEA and 2) look at bod’s reaction to other similar actions

iv. Apparent Authority (AA): focuses on manifestation of A’s auth from P to 3rd party such that 3d party would reasonably believe A was acting on P’s behalf, and subject to P’s control. [In CA and DL, req that 3d party relied to her detriment]
1. Ways for P to “manifest” authority:

a. Direct communication to 3rd party (appointing A to a position generally recognized to carry authority—Lind, 370)

b. Thru intermediaries (including signs and advertising—Magness)

c. Thru agent directly (encouraging false impressions, failing to correct misinterpretation of 3rd party)

2. P is liable for all Ks that A makes and 3d party relies upon
3. Dignitary mechanisms: job titles in creating reas belief that indiv has authority.


4. Ex in corporate context: where bod creates appearance of authority in officer that outsiders reasonably relied upon

v. Ratification: Authority may not exist but may bind anyway if P made subsequent manifestation that indicated choice to treat unauthorized act of A as authorized, or engaged in conduct that was justifiable only if he had such an intention (implied ratification)

a. Must be pled as alternative to AEA/AIA/AA

b. P must exist at time of initial contact

c. 3rd party can’t w/draw claim b/4 P’s ratification.

vi. Inherent Agency Power (IAP): 

1. Relatively slippery doctrine for P liability (perceived as “catch all” equitable doctrine)

2. Nature of inherent agency power as bandaid solution to fill in gaps has caused doctrine as whole to have numerous applications that are inconsistent. 

3. Rest 194: P is liable for the Ks of As done on an undisclosed P’s account (in P’s interest) if the transaction in question was usual or necessary in such business, even if contrary to P’s instructions.

a. undisclosed P problem (there is a P/A rlshp but A doesn’t inform 3rd about existence of P, nor does 3rd have reason to believe P exists)

4. But has other uses as well (misrep, tort, improper disposal)

5. Rest 161 [applies to partially disclosed or disclosed]: Disclosed P is liable for A’s unauthorized acts, even absent actual/apparent authority, if:

a. A is acting as general agent

b. A’s acts usually accompany or are incidental to transactions which this type of agent would usually be allowed to conduct

c. Third party has reason to believe that agent is authorized and has no notice to the contrary

d. A is not liable to 3rd parties for Ks executed on behalf of “disclosed” principal.

6. A principal must indemnify an agent for all Ks executed w/n the agent’s actual authority. 

7. Sounds like AA but is different in that there is no reliance by 3rd party to their detriment.

k. Liability of A to 3rd party:

i. Tort liability: agent (basically) always liable for torts she commits (though P may be J & S as well if M/S exists)

1. With J & S liability, you can sue anyone, can find one well-capitalized D. Leave it up to them to try to extract contribution from other parties.

ii. Contract liability:

1. Disclosed P: A is essentially not liable if he discloses

2. Undisclosed/Partially-Disclosed P: A is liable as guarantor on the contract

3. Caveats: 

a. Default rule: A can take on greater obligation

b. Even if P fully disclosed, if P’s authority not found, A may become liable under a warranty of authority theory.

l. Cargill  

i. Held: Cargill (creditor) by control and influence over Warren, became principal w/ liability for Ks that Warren defaulted on. Debtor was an A b/c it incurred debts w/ 3d parties at command of P.

ii. C manifested consent by directing Warren to implement its recommendations and Warren acted on behalf of C in procuring grain for C as part of normal operations that were financed by C

iii. C interfered w/ W’s internal affairs, constituting de facto control of elevator. Was more than financier.

iv. Also, reason for C’s financing of W was not to make money as lender but to est source of grain for its business

v. Rest 114 O: creditor who assumes control of debtor’s business for mutual benefit may be liable as principal for acts of debtor in connection w/ business. If he takes over mgmt of business, directs what Ks may be made, assumes de facto control over conduct of debtor, becomes principal.

vi. Factors ct looked at as indicating C’s control over W.  

1. C’s constant recommendations

2. C’s right of first refusal on grain

3. C requiring its approval b/4 entering into mortgages

4. C’s correspondence/criticims regarding W’s finances, officers salaries

5. C’s financing of all W’s grain purchases/operating expenses & power to discontinue financing W’s operations

vii. These facts may be found in ordinary debtor-creditor rlshp but must be viewed in totality of circs.

viii. This case is distinguished from other lender cases b/c Cargill was not only lender but also buyer, and manager. Ct is thus more likely to see them as residual claimants (if Warren does well, Cargill will do well)

ix. Why C got so involved: company in financial distress may make crappy bets in hopes of winning it big.

x. Legal implications of decision:

1. Cargill may be liable on all grain Ks, not only grain it eventually purchased from Warren b/c it had right of first refusal.  

2. Is it liable to all farmers or only to the farmers who knew Warren was purchasing for Cargill? If you est Cargill and Warren’s rlshp was agency rlshp, b/c actual authority, C should be liable to all.

xi. Practice points:

1. Creditor may be more paranoid, may choose not to lend to some risky business or provide disincentive to help failing debtor in fear of acquiring semblance of control and est a P/A rlshp that would make it liable to 3d parties. 

2. Or may decide to become invasive monitors if they lend. Hard to predict which way they go.

3. In order to avoid P/A status, may advise lender not to become customer as well  

m. Lind v. Schenley Industries, Inc.
i. Held: Kaufman had apparent authority to offer Lind 1% commission of gross sales and L reas relied upon offer so he got the raise even though K didn’t have auth to offer it to him in reality.

1. K was L’s direct manager, the man to transfer communications from upper to lower execs

2. Testimony tending to prove that VP had told L to see K about his salary

3. As far as L knew, K was spokesman for company.

ii. Defines inherent authority as either 

1. Actual auth given implicitly by a P to his A

2. Auth arising solely from the designation by the P of a kind of A who ordinarily possess certain powers (Inherent)

iii. Solution:

1. Train managers in regard to procedures for raises

2. state clearly in work agreement that only president set salaries.

n. 370 Leasing Corp:

i. Rule: Absent knowledge on part of 3rd parties to the contrary, A has apparent auth to do those things which is usual and proper to the conduct of the business which he is employed to conduct.

ii. Rationale: reas for 3d parties to assume that salesman has auth to bind his employer to sell, Ampex did nothing to dispel Joyce’s inference that Kays spoke on behalf of company and had authority to make acceptance.

o. Billops v. Magness Construction Co
i. Rules: If franchise agreement goes beyond stage of setting stds, and allocates to franchisor the right to exercise control over the daily operations of the franchise, agency rlshp exists. 

ii. Holding: there are suff facts that show actual auth so franchisor held liable for breach of K of franchisee. 

1. Issued detailed and mandatory operating manual incorporated in to franchise agreement

2. Manual regulates identification, advertising, cleaning, inspection, staff procedures, etc.

3. Reqd to keep detailed records in order for franchiser to insure compliance w/ manual guidelines. 

4. Right of unilateral termination for violation

iii. AA exists also: 3d party couldn’t distinguish Hilton Hotels (franchisors) from franchisees.

1. Hilton logo and sign are only ones allowed to be displayed

2. Franchisee reqd to comply w/ Hilton “system” including color schemes and design

iv. How might avoid finding of AEA, AIA, AA? AA: could say “Hilton hotels are independently owned and operated…” 

v. General rule is that manifestations from A to 3rd party do not create AA but there are limited situations where manifestation of A to 3rd party will be enforceable: 

1. A (at some point in time) is actually authorized to act for the P and during the time in which she is authorized, A accurately informs 3rd party of the extent of her agency.

2. The P actually instructs or allows the A to misstate the actual extent of her authority.

UNDISCLOSED PRINCIPAL

p. Watteau v. Fenwick 
i. Humble (A) transferred business to Fenwick (P) but remained the manager. Named painted over door was Humble. Ds were held liable for price of cigars which Humble bought.

ii. Held: Ds were the principals so liable for acts of agent.

iii. Analysis: Is Watteau liable to Fenwick under a theory of actual authority (express or implied)?

iv. What about apparent authority? Per Lind and 370 Leasing, “manager” would normally have the authority to purchase such items but fact that he is manager doesn’t matter b/c it is hidden from 3rd party. 3rd party thinks he is the sole proprietor. 

v. If not, then on what basis would Watteau be liable?

1. Rest 195: an undisclosed P who entrusts A w/ mgmt of P’s business is subj to liability to 3d persons w/ whom A enters into transactions usual in such business and on P’s account, although contrary to directions of P 

2. This doctrine is a bandaid doctrine on its best day. 

vi. Court did try to justify its creation of IAP, and analogized to partnership law—one basic rule of partnership law is that if you are partner w/ someone else, you are liable jointly for everything they do in the ordinary course of business. 

vii. What purposes does doctrine of IAP serve? May prevent someone from trying to avoid liability by putting poor front guy out there to buy stuff, and stiff unsuspecting victims on the bill. Also, protects people from being duped:

1. When you lend money or sell someone items on credit, you care about creditworthiness of that person. You’re going to charge more to someone you think is less reliable credit risk but only if you’re aware of it.

3. FIDUCIARY DUTIES from A to P

a. Duty of Care & Skill (379): not to shirk on job

b. Duty of Loyalty

i. Duty not to “steal” from the firm;

ii. Or equivalently, duty not to use your position at firm for your own benefit but at firm’s expense (no self-dealing)

1. Strict selflessness (A must act solely for the benefit of P, utterly disregarding her own welfare)

2. Middle: A must place P’s benefit before her own, unless doing so places an undue burden/cost on A

3. Reasonable selfishness: A may act for her own benefit, but only if her actions are reasonable in view of the cost to P.

c. Particular duties of loyalty: (p30-35)

i. 388: account for profits arising out of employment w/ P.

ii. 389-92: not to act as adverse party w/o P’s consent

iii. 393: not to compete in subj. matter of agency w/o P’s consent

iv. 394: Not to act w/ conflicting interests (negotiating for purchase of car from uncle)

v. 395-6: Not to use/disclose confidential information (acquired during or as a result of agency rlshp) for own use w/o consent

vi. Many of these rules are begun with “unless otherwise agreed “ making them look like default rules.

d. Client list is probably matter of public record so probably would be okay to recruit clients.

DUTY NOT TO COMPETE

e. “Preparing to Compete” v. “Actual Competition”

i. Rest 393 cmt e: If you are still in the period of agency relationship:

1. Can’t start actual competition with the agent. 

2. Can’t lie when asked about plans.

3. Can’t lure customers and key employers. 

4. If in supervisory position, may have to put someone on notice that she plans to recruit. 

5. Can informally plan w/ other employees (peers and superiors)

6. Can make “set-up arrangements” and;

7. may remain silent about plans.

f. After agency rlshp ends no longer under a lot of these duties but may still be under duty of confidentiality.
g. Non-Compete clauses

i. Statutorily forbidden in CA
ii. Caveats: Breadth of CA statute is narrower than section 393:

1. Post employment covenants against recruitment of customers/clients or coworkers are not proscribed

2. Other “close by” fiduciary duties unaffected

a. Post-employment covenants not to disclose/use trade secrets.

3. Express statutory exceptions:

a. Sale of assets and goodwill of a business

b. noncompete agreements among partners (doesn’t involve partners)

c. noncompete agreements among members of LLC

h. You can enforce a nondisclosure of trade secrets covenant against former employee.

i. General Automotive v. Singer: 

i. Held: Singer violated fid duty of general manager to act for sole benefit of P by engaging in business activities directly competitive w/ P, by behaving as broker for his own profit in field where by K he had engaged only to work for Automotive. 

1. Asymmetry of info: Singer also had duty to exercise good faith by disclosing to Automotive all the facts so then it would be able to decide whether to expand operations, install suitable equipment, etc. Could have disclosed and asked for right of first refusal.

ii. Breach of duty of loyalty remedy is disgorgement of all the profits or injunctions, not expectation damages.

iii. If GA and Singer had foreseen the potential for liability when Singer was first hired, they may have executed a diff contract. Probably wouldn’t have had to pay him as large of salary b/c he’d be getting profits from conducting side business.  
j. Bancroft-Whitney v. Glen

i. Held: Glens’ actions of using confidential info to help competitor recruit the very employees he supervised at his current employment constitute breach of fid duty to BW.

ii. Rule: Corporate officers/directors cannot use position of trust/confidence to further their private interests. They stand in fid relation to corporation/stockholders so must refrain from injuring corp or depriving it of profit/advantage which his skill might properly bring to it

iii. Footnote: may be breach of duty for several employees to agree to leave employment simultaneously and w/o giving employer change to hire/train replacements.

iv. Diff w/ Singer: lied about fact that he was planning to leave, was misleading. Also, actually using info given to him in his capacity as employee to lure other folks away was in and of itself to incur liability (using knowledge of salaries so competing corp would know how much to offer them to lure away). 

k. DUTY OF CONFIDENTIALITY AND TRADE SECRETS: Duties that transcend employment relationship

i. Trade secrets: Applies to departing As who make use of valuable firm-specific knowledge to compete w/ P

ii. Two universal elements of a T-S case:

1. appropriated/D breached a rlshp of confidence

2. info appropriated is a legally cognizant trade secret

l. Uniform Trade Secrets Act (Cal. Civ. Code Section 3426 (1999))

i. Trade secret=info (including formula, pattern, compilation (ie; customer list), program, device, method, technique, process) that:

1. Derives indep economic value, actual or potential, from not being generally known to the public or to other persons who can obtain economic value from its disclosure or use; and

2. Is the subject of efforts that are reas under the circs to maintain its secrecy (confidentiality agreements, exit interviews w/ employees)

ii. Compilation can be informal—could consist solely of things w/n own memory.

iii. General knowledge about industry is not included as trade secret.

iv. Is a factor whether employees are at-will or at-term. Scope of agency rlshp of at-will employees is less

m. Consequences of trade secret liability: 

i. Injunctive relief: 

1. actual/threatened

2. Term: life of TS “plus”

3. right to injunctive relief is read broadly—some CA cts say employer can enjoin employee from working w/ competitor if employee has TS and it is inevitable he will divulge 

ii. Damages
1. Actual damages

2. Unjust enrichment of misappropriator –disgorge all his profits.

3. Reasonable royalty (retrospective/prospective)—if damages are hard to calculate—what would a reas licensee agree to if they bargained over the price of TS?

4. Punitive damages (up to 2x)

iii. Atty fees: for bad-faith litigation: Either party can petition for this
n. List of factors to determine what is trade secret: (Rest of torts 757 comment b) conjunctive factors that all need to be met.
i. extent to which info is known outside of his business

ii. extent to which it is known by employees/others involved in his business

iii. extent of measures taken by him to guard the secrecy of the info

iv. the value of the info to him and to his competitors

v. the amount of effort or money expended by him in developing the info

vi. the ease or difficulty w/ which the info could be properly acquired or duplicated by others.
o. Town & Country v. Newberry:

i. Holding: although appellants didn’t solicit P’s customers until out of P’s employ (so not liable for competing), since the customer lists were a TS [list not byproduct of ordinary course of business, actively solicited the customers, not directly observable to outsiders or in phone book], Ds may not appropriate them, having been secured by yrs of effort, advertising, expenditure of time/money, constituting part of good will of business which was built up.

ii. Hypo: Suppose X reverse engineers the client list by spying on T&C’s trucks while on routes:

1. Is X liable if he uses that list to compete? Probably not  

2. Why couldn’t they bootstrap this argument to help their case? Comes down to trust. They were given list b/c of their positions—not like X who was an outsider…he has costs in trying to reverse engineer but the Ds got the list easily, and are just using it freely.

p. Corroon & Black v. Hosch

i. Customer lists of insurance agency was not a TS b/c such lists are developed in the normal course of business and would be contrary to public policy to afford TS protection b/c wouldn’t provide incentive to compile list anyway.

q. Route v. Non-route customers: loyalty to company. Should it cut for or against treating customer list as trade secret? 

i. Route customers: personal rlshp built over time w/ client so will stay due to sense of loyalty

ii. Non-Route customer: no sense of loyalty

iii. Evaluate how legal status of list effect investments that both employer/ee might make earlier on in process.

1. employer’s right to take customer list may affect effort to build up goodwill w/ customers 

2. May settle on different wage packages to compensate for lesser rights that employer will have later should employee have right to take list w/ them.

3. may effect upstream investments made in building up list to begin with, developing goodwill.

4. PARTNERSHIP

a. Defining characteristics: 

i. UPA definition: assoc of 2+ persons (who have residual claim on company) to carry on as co-owners of business for profit.

ii. Partners each make contribution to business—want to have a voice since they both have residual claim (capital, labor, land, etc)

iii. Partners share profit/loss equally (RC); may just mean you’re sharing ownership of company. Shared pro rata upon dissolution of company.

iv. “Forced sale” rights upon dissolution—any partner has right to dissolve pship, and force partners to sell off all assets/goodwill and split up proceeds on pro rata basis. 

v. Anytime a partner leaves pship b/c of expulsion, formally the pship dissolves. But can make agreement where pship immediately reforms minus the expelled member (allowing partners to terminate other partners’ status w/o triggering dissolution and liquidation rights 
1. Such terms often enforceable if exercised in good faith.

vi. Partners jointly enjoy rights of control/management 

vii. UPA 9(1): Every P is an agent of pship and has apparent authority to do things in the ordinary course of business which binds pship unless he doesn’t have auth to act for pship in that particular matter and person w/ whom he is dealing has knowledge of fact that he has no such auth

viii. All Ps are jointly liable for pship debts.

ix. All partners are joint/severally liability for “wrongful” act (tort) of a partner. (J/S liability means plaintiff need only find one partner and sue him and partner has to seek contribution from others—if J liability, then plaintiff has to find all partners and sue them all)

b. Caveats:

i. Pship agreements: Almost all rules pertaining to pships are default rules (you can change them by putting in express term)

ii. Pship hire external capital/labor

c. Sources of partnership law

i. Uniform Partnership Act (1914)

1. Adopted by almost every state.

ii. Revised Uniform Pship Act (1994) :Adopted in about half the states

iii. Common law cases 

NEXT 3 CASES: IS B A PARTNER, LENDER, OR JUST AN EMPLOYEE?

d. Fenwick:

i. F and C form agreement calling it a pship so he can cut her part of profits, but NO pship established. 

ii. Factors cts look at in determining existence of pship: (default rules which can be changed via K)

1. Intention of parties (cts give weight to express language of agreement, but won’t always stop there)

2. Language in the agreement (doesn’t matter if they call themselves partners if evidence shows otherwise)

3. Right to share profits [returns are different, share in profits diff]

4. Obligation to share in losses [F bears all losses]

5. Ownership and control of pship property and business [F retains all control over business decisions]

6. Power in administration  

7. Posture toward 3rd parties: did not hold self out as partner, F remains in axact same position as before.

8. Right of parties on dissolution: C’s rights was same as if she had quit an employment.

iii. Indirect indicia (UPA 7; 18)  

1. Receipt by person of share of profits is prima facie evidence that he is partner in that business. But no such inference drawn if received as debt, interest on loan, wage of Ee, etc.

2. Who bears risk? [Each P shall be repaid contributions, share equally in profits remaining after all liabilities, and must contribute towards losses sustained by pship according to his share in profits]

3. Who exercises control? [All Ps have equal rights in mgmt/conduct of Pship business 18(e)]

4. Duration?

5. Liability to third parties?

6. Rights on dissolution?

iv. Implications of the UPA as a default “form contract”

1. Partnership agreements often allow for partner w/o capital contribution (only labor)

2. Control: PA frequently designate one person to have managerial power

3. Rights on dissolution: in such pships, the partner contributing capital would have a right to her capital.

v. Notes:

1. Bending default rules too far is risky b/c risks a legal finding that no partnership existed in the first place.  

2. Could they have recrafted agreement so that it looked more like pship but still have F retain de facto control? Could expressly say make C a partner vested w/ authority to hire clerks and offer wage, and C an hire self as indep contractor.

3. Can you redraft to maintain a similar risk-sharing agreement, but make C look like it is bearing both gains/losses?

a. Could say C will get $25 a week and 20% of gains, but share 20% of losses, up to $10—and will go down to floor of effectively $15.

b. This is really just resetting the baseline. 

e. Frank v. RA Pickens & Son Co.-- Contracting around the defaults: 

i. Held: in view of agreement that UPA was not applicable and thus appellant cannot force liquidation and sale of pship. When appellant became partner, he was purportedly under the understanding that he purchased interest in pship at book value and upon leaving, he would be paid book value and his status as partner was dependent on Pickens’ willingness for him to continue being a partner. Pickens’, at his will, terminated his partner status.

ii. Rule: UPA provides that rights/duties of parties are “subject to any agreement b/w” the partners.

f. Drawing parallels b/w agency and pship law: (UPA 16(1))

i. Actual/constructive pship is analogous to AEA and AIA

ii. Partnership by estoppel is like AA/Estoppel: 

1. If X represents herself to be a partner (or allows herself to be repped in such a way) in a way in which 3rd party would reas believe that rep, and that party relies on that rep and does business w/ the org (signs contract w/ them), then X is personally liable on that K. 

a. Any purported or actual partners that do the representing, that are complicit in rep of X are also liable. 

b. If all of them, then Pship itself is liable.

iii. Ratification works same way for both Pship and Agency law. 

g. FIDUCIARY DUTIES AMONG PARTNERS

i. UPA 9(1): Every partner is deemed to be an agent of the pship…and thus implying each partner owes the same fid obligations that any agent owes a principal. Pship does not have separate legal identity.

ii. UPA 4(3): the law of agency shall apply under this act. Adopts agency law w/ some additions.

iii. UPA 20: P obligation to render true and full info on all things affecting pship

iv. UPS 21: partners must account for profits from any transaction connected w/ formation/conduct/business of pship

v. UPA 22: each partner has a right to a formal account as to pship affairs (of her rights/interests)

vi. These all look like immutable rules rather than default rules so might be contracted around.

vii. Cannot carry on competing business w/o consent

viii. Cannot usurp business opps which are pship’s property or which he had duty to obtain for firm.

ix. Caveat: many cases hold that partners owe fid duties not only to the pship as an enterprise, but also to each other as individuals. 

1. Not at issue w/ agency law where principal is only one person

2. Generally not so in corporations law (where SHs usually don’t owe fid duties to each other)

x. Underlying secret of these cases: all involved mixture of contractual and mixed duty clauses. 

xi. In order to make successful fid duty claim, have to show that breacher acted in a way that gave them a non pro rata benefit. (only prevails in Meehan) That they got larger share than whatever is due them per their partnership/ownership.

h. Meinhard v. Salmon

i. Held: may not have stepped on toes of previous pship lease to negotiate another lease in secret, but S needed to disclose info b/c was property of pship. Since there is possibility of renewal of lease, can’t cut away opportunity by intervening w/o disclosing, thereby appropriating it for your own benefit.

1. Since M and S are residual claimants b/c they split profits. Thus both should have rights of control.

ii. Hypo: Suppose S disclosed G’s proposal to M, but then competed vigorously w/ M for the K and won. Liability rule is placed there. Once disclosure is made, cts are more reluctant to intercede in competitive bidding process. 

1. Suppose new lease was for diff plot of land and hadn’t come from G? Probably not breach

2. What if S could prove G hated M and would never have wanted to deal w/ him? Must disclose b/c then fact that G hated M would be disclosed.

3. What about from a contractarian perspective? Suppose they would like a rule that would mandate disclosure. 

i. Revised Uniform Partner Act 404: Somewhat diff from UPA. 

i. Duty of loyalty 404(b): limited to:  [still broad, but now exclusive]

1. account to pship and hold as trustee for it any property, profit, benefit derived by P in conduct and winding up of pship business or derived from use of pship property, including appropriation of pship opportunity

2. refrain from dealing w/ pship in conduct or winding up of pship business as or on behalf of party having an interest adverse to pship

3. refrain from competing w/ pship in conduct of pship business b/4 dissolution of pship.

ii. Duty of Care 404(c): limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law.

1. Cannot be sued from making bad decision unless it was reckless/negligent. B/c if it were stricter std, cts would be in position of having to decide what is good business move.

iii. 404(e): partner doesn’t violate duty/obligation under this act or under pship agreement merely b/c partner’s conduct furthers his own interest

j. Meehan v. Shaughnessy: 

i. Held: breached fid duty, not in making of logistical arrangements for establishment of competing firm and preparing list of clients expected to leave, BUT in maintaining secrecy concerning which clients it intended to take and substance and method of communication w/ client which misled partners about their intention to leave and obtained them an unfair advantage. 
ii. They violated UPA 20 which says “partner has obligation to render on demand true and full info of all things affecting pship to any partner.” 
1. Denied when asked, delayed providing list of clients he intended to solicit until too late for other firm to fairly compete to retain clients, sent prejudicial letter b/c  it didn’t present to clients choice they had b/w remaining or moving to new firm and was sent on old firm’s letterhead.
iii. ABA stds—Guidelines for Notice to Clients:

1. Notice is mailed

2. Only sent to clients w/ whom lawyer had active A/C rlshp

3. Related to open and pending matters for which lawyer had direct personal responsibility to the client immediately b/4 the change.

4. Sent promptly after change

5. Doesn’t urge client to sever rlshp w/ former firm and doesn't recommend hiring the lawyer (though it can say lawyer willing to continue her responsibilities) 

6. Makes clear client can decide whether to stay.

7. Is brief, dignified, not disparaging of former firm.

iv. Meehan is not last word on client contact( many firms explicitly ban such behavior in pship agreements and some other cases make clear there are other aspects of context that could get you in trouble (outside of ABA guidelines)

1. Graubard v. Moscowitz: Partner retiring from firm, hold party in honor. Gets up to give speech and says he decides not to retire but to become competitor and lures clients. Gets sued by pship and loses. Ct says it is matter of where on spectrum you are—everyone thought he was retiring, people let down guard. Got found liable for breach of fid duty even though he complied w/ ABA guidelines.

k. Bohatch: Special application of FD: “Bad Faith” termination/alteration of pship status 

i. Held: firm did not owe B duty not to expel her for reporting suspected overbilling by another partner since pship exists solely b/c partners choose to place personal trust in one another. Otherwise threat of liability for expulsion would tend to force partners to remain in untenable circumstances to their own detriment and that of their clients.  

ii. Questions:

1. What constitutes bad faith in Bohatch and Sidley? What would trigger breach of fid duty? According to majority opinion, under what circs may partners invoke expulsion provision in pship agreement?

2. Assuming Bohatch’s claims were true, how likely was she to face serious risk of ABA discipline by not blowing the whistle? 

3. If B were an associate, could she have asserted bona fide whistle-blowing claim?

4. Is there a more effective argument for Bohatch?

l. Day v. Sidley Austin
i. Case law is primarily concerned w/ partners who make secret profits at pship’s expense but no ct has recognized a fid duty to disclose info about changes in the internal structure of the firm (such concealment doesn’t produce any profit for offending parties, loss for pship, or acquisition of any more power) 

ii. No misrepresentation at pship meeting regarding merger b/c under terms of pship agreement, he idn’t lose anything he had a right to b/c he could have been fired at-will anyway.

iii. M-form organizational (highly centralized) structure v. J-form(tradeoff to think about when drafting pship agreement.

m. Raising Additional Capital and “commons” problem

i. Problem 1 on p 144

ii. When you’ve got grp of people that you’re asking to contribute collectively to save a partnership, will have “hold out” problems.

iii. Equity: means value of residual claim on enterprise. Difference b/w what you owe on the loan, and what you get for the business. 

iv. It is in the interest of the partners to invest more money b/c otherwise their investment is worth 0. If they can keep it afloat, the project will be worth 1 million.

1. #1: You probably won’t be that interested. If no one else contributes, you would be doomed anyway. 

2. #2: 

3. #4: penalty dilution: one way to try to solve collective action, hold out problem. Spice up what partners are able to get so that they would be crazy not to take advantage of deal, even if no one else does.

v. Most good economic decisions pay attention to marginal decision. How much benefit do I get out of extra dollar of expenditure. If I get more then dollar’s worth of benefit out of it, I should forget about sunk costs.

vi. Sunk costs: don’t pay attention to $ already spent. Focus on next $ since you’ve already lost your og investment anyway. Ie; you invested 5 million and bridge is 80% built, and suddenly need 2 million more. Just shell out extra 2 million b/c then you’d have a bridge. If you don’t, then you have no bridge, and you lose 5 million anyway.

Resolving Disagreements among Partners  

n. Nabisco v. Stroud:

i. Held: Under pship statute, S couldn’t restrict power and auth of F to buy bread for pship for such purchase was “ordinary matter connected w/ business” for purpose of its business and w/n scope and S was not majority. Activities w/n scope of business shouldn’t be limited, save by expressed will of majority deciding disputed question.

ii. Holding: No express terms in agreement discussing how to arbitrate decisions among partners so look to default pship rules:

1. UPA 9(1): every partner is agent of pship for purposes of its business, and act of every partner for apparently carrying on  in the usual way the business of the pship, binds the pship unless

a. The partner so acting has in fact no auth to act for the pship in the particular matter, and

b. The person with whom he is dealing has knowledge of the fact that he has no such authority. 

2. UPS 18e:  all partners have equal rights in management and conduct of pship business.
3. UPA 18h:  any diff arising as to ordinary matters related to pship business may be decided by majority. No act in contravention of any agreement b/w the partners may be rightfully done w/o consent of all partners.

4. What does maj mean though when there is a tie?

iii. Analysis: Real question is whether act of 50% partner is within scope of what this pship is all about and doing. Thus, if pship has track record of doing x, then it only takes 50% vote among partners to decide to continue doing x. If partner disagrees about change in trajectory about what pship is going to do in future, need strict 51% or more. 

o. Supplement problem p 19:

i. (1) Even though H objects to hiring of this guy, he is doing this all behind closed doors so Ace only hears positive remarks for others. Ace has no reason to believe there is schism b/w the partners and no reason to believe there is 1-1 vote for change in trajectory. He is justified in believing that partners agree that he should be hired. Looks like H will win on actual auth case but may still lose on apparent auth case—that Ace will cite to section 9 and say that if he knew the partners disagreed, he would have known that he didn’t have the job.

ii. What if Ace signs deal w/ same facts, and first day on job, H marches into office and says I refused to pay your salary at end of year. Ace already accepted offer w/o knowledge of H’s objection so contract is sealed. 

iii. (2) Ace’s claim is K claim, and partners are jointly liable on K claim. Ace has to name all the partners in the deal. He will be able to recover jointly, but he has to sue both of them at the same time. 

iv. If Ace didn’t know H objected, pship is liable under apparent auth theory. H might say, Hey spade, the pship was just found liable. You owe me. And only reason pship was found liable was b/c you acted outside scope of authority. IF A didn’t know H objected, pship would be liable. Spade may have to indemnify H b/c he acted outside scope of auth. 

p. 3 phases of demise for a pship under the UPA

i. First: Dissolution: only beginning of the end. 

1. Definition: UPA 29 “the change in relation of partners caused by any partner ceasing to be associated in the carrying on…of the business.”

2. Expulsion provisions: in which partner, upon either vote, could be expelled from pship. (Sidley, Bohatch)

a. Expulsion is followed immediately by a reconstitution w/ all non-expelled partners.

3. If pship is at-will, and there is no expulsion clause, need unanimous consent to expel—won’t happen so will have to dissolve in order to get partner out.

4. Fiduciary duties constrain exercise of such provisions, but only as regards certain motives:

a. Self-interest, freeze-outs, bad faith, etc. Otherwise pship law gives a fairly wide berth.

5. Causes of dissolution (UPA 31):
a. “Natural” Causes:

i. Arrival of express/implied terminal date or completion of the specified venture (Meinhard)

ii. At will of any partner if there’s no terminal date

iii. Expulsion of partner in accordance w/ pship agreement.

b. Wrongful causes

i. Partner leaves b/c wants to do something else or is expelled in breach of express/implied term of pship agreement

c. Extraneous causes:

i. Death, bankruptcy, impossibility, and special equitable decree  

d. UPS 32(1): Commands dissolution decree in the event that:

i. (a & b) a partner becomes incapacitated from performing

ii. (c) A partner’s misconduct prejudicially affects business

iii. (d) a partner willfully/persistently breaches PA or otherwise conducts himself in a way that makes the ongoing rshp impractical to carry on

iv. (e) business of pship can only be carried on at a loss

v. Circs render dissolution equitable.

6. Two situations that are frequent:

a. X dissolves pship, asserting that it is pship at will. Y objects claiming that pship is for a term or for completion of specific, yet uncompleted task

b. X dissolves pship, using auth given in PA. Y still objects, claiming that X’s decision is in bad faith, constituting breach of fid duty.

7. The Stakes (UPA 38)

a. Non-wrongful partners: 

i. Right to force liquidation and pro-rata dist of pship property/assets.

ii. Option to continue pship at termination w/ other partners who remain.

iii. Right to bring legal action against “wrongful” party who is wrongfully dissolving PA

b. Wrongful partners: 

i. no liquidation right, no right to winding up

ii. no option to continue. If others do, wrongful partner may have to wait for share. 

c. If expelled under PA, is discharged from all pship liabilities and shall receive net amount due him from pship.

8. Common issues:

a. How must partners divide gains/losses on projects that originally belonged to dissolved pship and are now being run by some subset of partners during windup? You split profits at exactly same ratio as you would have had you not dissolved. Tax was being imposed on pship to begin with.

ii. Second, winding up: liquidation, net surplus paid in cash to partners, discharge from liabilities.
iii. Last, Termination:

5. INCORPORATION:

a. UNLIMITED LIABILITY

i. If in fact one of your partners is bankrupt, rest of partners have to pay off the creditor. Creditor will be able to collect payment jointly from all partners.

ii. Downsides: makes every partner get really anal retentive about financial status of other partners. If close to insolvency, personal risk is much higher. Having to monitor fellow partners imposes a cost when you form pship—have to ask a lot of questions at time of formation and even as pship evolves over time  

b. Pship gain counts as partners’ ordinary income. If pship loses money, counts as ordinary income but now reduces your salary.  

c. Difference b/w ordinary income and capital gain is important b/c the tax rate for capital gains is lower. 

d. Taxes and Corp Conversions

i. When losing money want a high tax rate. Some people say they will start business organizing it as pship b/c all losses get passed thru to partners, and can use that as deduction against other personal income. But as soon as it starts to generate income, we can convert it to corporation. Corporation must retain profits to avoid double taxation; but SHs can sell their shares, paying capital gains tax [tax on income derived from sale of a capital asset, has more favorable max tax rate than OI tax rate]

1. Capital asset: long-term asset used in operation of business or used to produce goods/services, such as equipment, land, industrial plan (fixed asset).

ii. Restrictions on conversions:

1. Isn’t as advantageous when OI and CG rates aren’t very far apart

2. Need unanimous consent of partners to convert to corporation

3. Contracts w/ creditors may encumber rights to convert to limited liability company

iii. Example of “pass through”:

1. Dentist A & B each earn $500,000 per year. Invest in following project that requires $200,000 up-front investment Dec. 30 2001. Yields $400,000 in revenue on Dec. 31 2002. Assume also that both are in 40% tax OI (ordinary income) bracket and capital gains tax is 20%. A & B discount future payoffs at a rate of 10%. If corporation: sell business/stock for fair market value on Dec. 30 2002 to tax exempt entity.

2. If I discount future payoffs at 10% then I would be indifferent to getting $100 today and $110 one year from now. 

3. What would A’s expected tax liability look like if you started out organizing it as pship only:

a. Tax Yr 2001: 

i. Taxable income: 

1. $500,000 (salary)

2. - ($100,000) pship loss

3. Thus reduce taxable income to $400,000 and since we’re at 40% tax bracket, tax owed is $160,000 (tax liability)

b. Tax Yr 2002:

i. Taxable Income:

1. $500,000 (salary)

2. + $200,000 pship profit

3. Tax owed is $280,000 (this is not going to come due for 1 yr, so have to discount future at 10% to see how much this is worth today

4. Figure present discounted value of X’s tax liability out by $160,000 + $280,000/(1+.10)=$414,545.

4. What if A started out as corporation only?

a. Tax Yr 2001: 

i. Taxable Income: 500,000 (salary)

1. Tax owed: 40% of 500,000= 200,000 (don’t get any benefit of deducting this today).

b. Tax yr 2002:

i. Taxable income: 500,000, and 100,000 (capital gains)

1. Sell shares: $200,000

2. Tax owed is $220,000.

ii. Presented discounted value of A’s tax liability:

1. 200,000 + 220,000/(1 +.10)= 400,000 (save little more money than if organized as pship)

5. what if A organized as pship then converted to corp?

a. Tax Yr 2001:

i. Taxable income:

1. 500,000 (salary)

2. 100,000 (pship loss)

3. $400,000

4. Tax owed:  160,000

b. Tax Yr 2002:

i. Taxable income:

1. 500,000

2. 200,000 (capital gain)

3. Tax owed : 240,000 (when stock gets bought back from me at end of 2002, will be worth 200,000)

4. Increased tax IO ave to pay tomorrow but decreased tax I pay to pay later. I’ve been able to count today’s loss as OI which I get taxed on %40 and tomorrow’s gain as capital gains.

ii. Presented Discounted Value:

1. 160,000 + 240,000/(1=.10)= 378,182.

e. Triangle mergers: absorption by merger not always desired. Sometimes acquiring corp may want to keep acquired firm’s business incorporated separately, held as wholly owned subsidiary. May be desirable to insulate parent from sub’s liabilities or keep acquired business separate if parent plans to sell it in the future. This can be done w/ triangle merger.

i. A sets up wholly new sub, M. A capitalizes M w/ its shares and other assets (cash). IN return, M issues all its shares to A. M enters into merger plan with S under which M will be surviving corp. S mergers into M and S’s shareholders receive as consideration the assets M received when A capitalized it. After merger, A continues as sole SH of M, which adopts A-S as new name as part of merger plan.

f. Limited Liability Company: For tax purposes, treat as pship. Tax as a corporation if the entity has 3 of the 4 characteristics:
i. Limited liability
ii. Centralized mgmt
iii. Continuity of life
iv. Free transferability of ownership interest
g. Pship & Corporate status compared:

i. Limited liability

1. Pship: No (but PA can have indemnity provisions) 

2. Corp:  Yes, more protection in terms of liability (but creditors may seek guarantees) 

ii. Free transferability of ownership: 

1. Pship: Default rule is that you cannot transfer status as partner to another absent unanimous consent from others. Can transfer money/shares.

2. Corp: Default rule is that you can. You own shares of corp and you can trade them on the market

iii. Continuity;

1. Pship:  Can end pship at will (default) so long as it doesn't breach express terms of pship agreement or breach of fid duty.

2. Corp: indefinite (default), but can limit w/ exit agreement

iv. Fid duties:

1. Pship: care/loyalty (def/imm).  

2. Corp:  care/loyalty (def/imm). 

v. Management

1. Pship: Decentralized, all partners get managerial input (default), but can limit authority by agreement

2. Corp: centralized (m-form) (default). Much of mgmt of corp is vested in small # of individuals. Composed of 2 types: 1) directors [elected by shareholders to manage big issue corp faces] 2) officers

vi. Flexibility:

1. pship: can mutate in any way you want as long as you willing to bear cost of changing contracts

2. Corp: sometimes awkward to change—there are several contracts that interact, so if you change one, you might have to change them all.

vii. Formation:

1. Pship: Don’t have to go thru formalities—all you have to do is walk, talk, act like pship and ct may find you to be one.

2. Corp: formalities are reqd—legislatively mandated. 

viii. Tax treatment:

1. Pship:—no separate tax is collected from pship at entity level. All passes thru to partner's individual income and can use loss to deduct.

2. Corp: there is a tax on earnings that corp makes. If it decides to pay out some of that leftover money as dividends to shareholders, shareholders will be taxed again on that money on the individual level. (double taxation)

h. Avoiding Double Taxation: Loan-out corporations

i. Set up shell-corporation that has only one business venture—to loan him out to production companies. Has a bd of directors and CEO and one shareholder and employee--are all Jackie Chan. 

ii. When he gets hired to do movie, the production companies are hiring the corporation, paying income to corp to get Chan’s services. 

iii. There was more but I zoned out here.
i. Corporation is a legal entity separate from its shareholders. Fund purpose of incorporation is to enable person to limit liability in joint venture to extent of their contributions to the capital stock. (Policy: promotes large undertakings, attracts huge capital)

j. Basic steps to form a corporation:

i. Promotional arrangements

ii. Contact atty to figure out what state you will incorporate in. (most people do it in their domicile or in Delaware)

iii. Reqd to fill out Certificate (Articles) of Incorporation. In statute book (DGCL 102) most important in putting together corporate charter. Tells us the stuff that has to be in charter, and stuff that might decide to include. The stuff below is optional but is commonly put in charters.

1. DGCL 102b7: provision eliminating/limiting liability of director for breach of fid duty of care, not duty of loyalty or any action which was done in bad faith, violation of law, derived improper personal benefit. This has to be in charter b/4 you sell any stock so people know what they’re buying.

2. DL law reqs that shareholders be able to amend bylaws. In addition, says you can also give directors concurrent jx to amend bylaws, but have to grant it to them in charter itself, w/o having to go to shareholders. Shareholder’s right to amend/repeal/adopt bylaws cannot be taken away. DGCL 122(6)?

3. DGCL 122(17): corp has power to renounce interest in participation in any business opps that fall w/n following classes of activities. Allows charter to categorize new endeavors that they renounce

iv. Then you send this charter to sec of state of Delaware. As matter of law, corp will come into existence upon filing of the certificate. Don’t have to wait till you get it back. 

v. Then you have to draft bylaws. Much more detailed than charter. Can be amended/adopted/repealed if provided for by charter. Can’t countermand charter. Bylaws don’t have to be filed w/ sec of state.

vi. Finally, set up organizational meeting. (reqd in DGCL 108) At mtng, have to formally adopt bylaws and elect directors. Can have directors appoint officers (who will manage day-to-day affairs of corp) and sell stock to public if they want.

k. Diff b/w Delaware and CA law: (know Del law for the test!)

i. In CA:

1. don’t have to opt into cumulative voting in charter. 

2. doesn’t have provisions like above that explicitly enable you to eliminate liability for breach of duty of care

3. Shareholders have right to call a special meeting of shareholders to decide matter of corp. 

ii. In DL, only bod can authorize such a meeting.

l. Promoters: person who identifies a business opp and puts together a deal forming a corp as vehicle for investment by other people. 

i. Promoter activities:

1. arranging for capital
2. acquiring needed assets
3. arranging for actual incorp of business
ii. Promoter liabilities:

1. are liable to 3d parties for Ks they enter into on behalf of corp prior to incorp.
a. If corp ratifies (adopts) K later, promoter still liable on K.
iii. Principal Problem with Promoters:

1. Enter agreements and contracts w/ 3d parties on behalf of an as-yet fictitional corporation. What duties do they have to 3d persons? To the corp?

2. Trying to get people to invest in your corporation. Problem occurs if corp doesn’t ever form if you’ve already been thru contractual agreements w/ 3rd parties, or forms in a way diff from original contemplation.

iv. Promoter’s Contractual Role (Rest 326): look at SGM case

v. Promoters and Fid Duties:

1. Promoters owes fid obligations to corp she promotes:

a. duty of loyalty- renders info, not to compete, not to act as adverse party w/o consent

b. Duty of care/skill

c. Duty to disclose relevant info in corp’s interest and also to subsequent creditors/investors

2. Creates potential problem w/ circularity

a. who benefits from the promoters’ fid duties b/4 corp is formed and shares sold?
m. Related Doctrines Addressing “Defective” corps

i. De facto incorporation: treat improperly incorporated entity as corp if organizers:

1. tried to incorp in good faith

2. had a legal right to do so, and;

3. acted as if a corporation

ii. Incorporation by estoppel: treat as proper corp if person dealing w/ firm

1. Thought firm was a corporation all along

2. would earn a windfall if not allowed to argue that the firm was not a corporation

n. LIMITED LIABILITY: SH liability limited to amount invested

i. Downsides

1. increases cost of borrowing money. 

2. tempts insiders to exploit corp’s creditors

3. to use control to dist funds to SH, undertake risky projects. Gains then accrue to insiders and losses fall on creditors

a. Thus cts allow piercing of corp veil.

4. SH incentive to monitor mgmt or each other will decrease b/c SH has only limited downside, so may encourage mgmt to make risky bets.

5. creditors bear much of the risk of firm going insolvent

6. cannot recover from SHs in the case that it does

7. as corp reaches insolvency, high incentive arises to make risky bets b/c liability is capped, or take high risk of torts

8. Creates incentive to impose negative externalities on third parties:

a. Company w/ LL probably can’t get much advantage in dealing w/ contract claimants b/c they will just adjust prices to adjust for LL. Tort claimants are different—LL helps out b/c tort claimant can’t adjust to protect self.  

ii. Upsides:

1. you don’t have to make good on the corporate debt. 

2. LL creates market for buying out companies that aren’t doing very well: Outsiders’ incentive/ability to monitor management may be increased. Since SH don’t care to monitor each other, an outsider may see that company is managed by self-dealing people and trading price of shares of that company may go down. Creates opp for outsider to buy 51% of company’s share at a really low price and then will have majority of votes in company—he can then elect himself and fire the others and manage it more profitably so value of shares go way up. 

3. Creation of a developed trading market for shares will be helped. Only people willing to purchase shares in company are people who don’t have much money.

4. Allows SHs to diversify their portfolio. 

5. Promotes transferability

o. Externalities and (In)voluntary creditor

i. Voluntary creditors (lenders, Ee’s)

1. Ex ante negotiations with firm

2. Easy to find out whether firm is incorporated

3. Thus, can demand more attractive prices/interest rates to adjust for increased risk.

ii. Involuntary creditors (tort victims)

1. No ex ante negotiations

2. Thus: cannot demand higher “price”

a. Must depend on existence of insurance, changing their activity levels.

INCORPORATION BY ESTOPPEL

p. Southern Gulf Marine v. Camcraft Inc

i. Held: D, having promised to construct boat, should not be permitted to escape performance by raising issue as to character of organization (lack of corporate capacity at time K was executed) to which he is obligated, unless subst rights might be affected.  

ii. Rule: one who contracts w/ what he acknowledges to be and treats as a corp, incurring obligations in its favor, is estopped from denying its corporate existence, particularly when obligations are sought to be enforced—to hold otherwise would be contrary to principles of reason/good faith.

iii. Hypo: let’s say Bowman didn’t know. Consider Rest 326:  

1. 4 interpretations we can give to contracting behavior of someone like Bowman, who is really an agent:

a. Messenger who carries a revocable offer to corp if formed--

b. Messenger who must use “best efforts” to form corp and accept

c. Interim contracting partner whose duty ends upon formation and assent of corp (either Barrett or Bowman will be liable)

d. Contracting party whose liability continues after incorporation (primary or surety) (both will be liable)
PIERCING THE CORPORATE VEIL

· this doctrine, an exception to limited liability, protects outsiders who deal w/ corp, but voluntary dealers can protect self thru contract and involuntary (tort victims) have insurance and govt regulations. Voluntary creditors may have to investigate creditworthiness.

q. Walkovszky v. Carlton

i. Piercing the corporate veil: whether liability should be extended to reach assets beyond those belonging to a corp b/c he uses control of corp to further own rather than corps’ business, to treat corp as agent.

ii. Carlton has incorporated Seon Cab Corp which has 9 other companies which operate out of same garage [how does this take adv of LL?], carrying minimum assets and insurance. He set up this way b/c correctly predicted outcome of this case—that if you are good about setting up corporate structure, can insulate self from liability. Tort victim will either go after Carlton’s personal assets or assets of the corporation.

iii. Vertical piercing: piercing into shareholder’s personal assets if SH transgressed SH-Corp boundaries. In order to make claim for vert piercing, have to argue that Seon Corp is alter ego of Carlton—doesn’t matter about the 9 companies. [good advice: have a formal meeting w/ yourself and assign yourself to record minutes of that meeting]

iv. Horizontal piercing: enterprise liability(allows one to reach the sister corp’s assets. Basic Q: Did sister corps transgress Corp-Corp boundaries?

1. Focuses on behavior of subsids w/ each other.

v. Walkovsky is involuntary creditor: Cts may shift risk of business back to corp to encourage them to buy insurance and manage risks better.

vi. Alternative approaches to reach beyond corporate assets

1. Agency law: was corp an agent of D (rest 1)?

2. When setting up corp, you’re setting up de jure legal person, and should treat corp as separate individual—if you decide to transgress boundary b/w acting in own capacity and acting in corporation’s capacity, you destroy that formal, legal distinction.

r. Sealand v. Pepper Source

i. Idea is to pierce Marchese’s personal assets and do reverse pierce to get assets from his other corps.

ii. Van Dorn test for piercing (Illinois):

1. There must be such unity of interest/ownership that separate personalities of corp and indiv or other corp no longer exists. Look at factors:

a. Failure to maintain adequate corp records or formalities

i. Holding director/SH meetings

ii. Issuing stock

iii. Keeping minutes

iv. Passing resolutions authorizing payments

b. Commingling of funds/assets

i. Allows inference that creditors’ interest disregarded

ii. Corp creditors have valid expectation that c’s assets will be available to meet their claims 

c. Undercapitalization

d. One corp treating assets of another corp as its own

2. Circs must be such that adherence to fiction of separate corp existence would sanction fraud or promote injustice [unpredictable doctrine, very policy-oriented]

a. Generalizing from Illinois cases, “promoting injustice” reqs that some “wrong” beyond a creditor’s inability to collect would result, like that law might be undermine, a party might be unjustly enriched, a parent corp that cause sub’s liability and its inability to pay for them would escape those liabilities, etc.

iii. Held: First part of Van Dorn test met in this case. Corporate records and formalities weren’t maintained, funds/assets have been commingled, PS was undercapitalized, corp assets have been moved, borrowed w/o regard as to source. As to second part, must present evidence akin to the “wrongs” found in these cases.

s. Kinney Shoe Corp. v. Polan

i. Held: Polan’s failure to carry out corp formalities [kept no minutes, elected no officers] wrt to Industrial, coupled w/ Industrial’s gross undercapitalization [Polan bought no stock, made no capital contribution] resulted in damage to Kinney (from which he got a lease that he subleased to Polan Industries for half value of og lease). Polan attempted to protect his assets by placing them in Polan Industries and interposing Industrial b/w Polan Industries and Kinney to prevent Kinney from going against corp w/ assets but Industrial was just a shell, so did not protect owner.

ii. In Laya case, ct noted there was a permissive third prong: “When under circs, it would be reas for contract creditors capable of protecting themselves, entering into K w/ corp, a bank or other lending institution, to conduct an investigation of the credit of the corp prior to entering into the K, such party will be charged w/ knowledge that a reas credit investigation would disclose.”

1. But it doesn’t prevent Kinney from piercing b/c don’t need 3d prong to reach equitable result.

t. Perpetual v. Michaelson

i. Rule: cts usually apply more stringent stds to piercing in K cases than in tort cases b/c party seeking relief in K case presumably knowingly and voluntarily entered into agreement w/ corp entity, so unless corp misrepresented financial condition to creditor, creditor should be bound….cts should not rewrite Ks or disturb allocation of risks that parties have established.
ii. There was evidence that Michaelson was sole SH of MPI, sold director of MPI, corp formalities weren’t observed, undercapitalization, but couldn’t establish second prong of test.
1. Here, joint venture included no personal guarantees by Michaelson, no oral promises to answer for MPI’s debt, PRES had full knowledge of nature of its corp partner, including ownership structure and capitalization.
u. In re Silicone Breast Implants 

i. Parent corp: one that holds suff stock to exercise control over subsid corp.
ii. FIRST claim(vertical piercing
iii. Test: totality of circs must be evaluated in determining whether a subsidiary may be found to be alter ego or mere instrumentality of parent corp:

1. parent and sub have common directors/officers

2. parent/sub have common business departments

3. parent and sub file consolidated financial statements 

4. parent finances sub

5. parent caused incorp of sub

6. sub operates w/ grossly inadequate capital

7. subs receives no business except what parent gives it

8. parent uses sub’s property as its own

9. sub doesn’t keep basic formalities.

iv. Relationship b/w parent and subsidiary corporation was blurry: Engaged in fair amount of commerce representing MEC as its negotiating agent. Helped w/ distribution of implants, helped MEC conduct marketing studies, product quality tests, in-house counsel routinely did work for MEC, bought insurance on MEC’s behalf, etc. 

v. There may not have to be showing of fraud, injustice, inequity in a tort situation b/c injured party had no choice in transacting business w/ subsidiary.

vi. Second claim: direct liability(
1. Restatement of Torts 324A:  

a. “One who undertakes to render services which are necessary for protection of 3d persons is liable for physical harm resulting from failure to exercise reas care to perform his undertakings if:

i. his failure to exercise reas care increases risk of harm, or

ii. he has undertaken to perform a duty owed by the other to the 3d person, or

iii. the harm is suffered b/c of reliance of other or 3d person upon undertaking

b. Doctrine historically applied to safety inspectors, people whose job it is to spot impending hazards.

2. Lot of evidence that Bristol engaged in active marketing of product, and thus may be directly liable for negligence 

3. Any other alternative theories? MEC was acting as agent of Bristol, apparent agency claim that says people who bought implants thought they were buying it from Bristol. 

a. Bristol actively allowed its name to be used in market for breast implants, causing reas belief on part of Ps, and they purchased to their detriment. 

b. As P, is your case easier or harder by characterizing injury as one by tort or contract? Tort is harder b/c have to prove master-servant rlshp, that Bristol was controlling physical conduct of MEC. 

4. Corporate shareholders: one interpretation of case is that courts may be less rigorous with requirements for proof when the “piercee” SH is a corporation (here Bristol was sole SH of MEC). Or in a parent and wholly owned subsid context. Is there alternative organization structural the Bristol might have used to insulate self from summary judgment motion? When the lower level corp has public shareholders, courts are reluctant to pierce corp veil and go after thousands of shareholder’s assets. 

a. Bristol might say they bought MEC and is now wholly owned subsid corp, and we are worried about piercing in the future so might carve about 10% of ownership of MEC and issue it thru initial public offering and let public buy up minority stake in MEC. And then we would have large, controlling stake in company as well. And once that happens and someone tries to pierce, claim will be divided according to what proportion of shares one holds.

b. Costs: once you start selling shares to public, have to run those shares thru registration process with SEC and this is expensive process. Also, now selling off 10% of shares to outside shareholders isn’t completely freebie from corporate governance standpoint. These 10% will demand voice in governance of company, they are recipient of fid duties from you even if they don’t have power to make change. Minority shareholders can sue majority shareholder.

v. Just about every state has PCV test out there: 

i. First part of test always asks if there is unity of ownership and interest b/w pierced thing and piercee?  

ii. Will failing to allow piercing promote injustice?

1. Many cts try to fix assumption of risk into this prong.  

6. CORPORATE DEBT, Financing the Firm

a. Value of company divided b/w residual claim (equity) and fixed claims (obligations-- wages and debt). Creditors get priorities over any revenue we generate.
b. Amount borrowed is called principal. Any amounts due to be paid back that exceed principal is “interest payments.” 
c. Negotiable debt (instrument): could sell IOU.
d. Nonnegotiable debt: could sell IOU with permission from borrower.

e. Dividends: periodic payments by corp to SH in proportion to share ownership

f. Types of debt “instruments:”

i. Bank loans: Banks tend to demand they be first in line among debtholders to collect any money that you owe them, by securing that debt against some collateral or by just insisting.
1. Line of credit: K that says borrower can contact T when in need of money, and T has to quote interest rate at which he will lend money.  
2. Loan commitment: T says I will loan you up to X dollars at Y%
3. Loan covenants: has to pay off accrued interest until end of loan at which he has to pay back principal as well. 
4. Interest rate structure: 

a. Fixed rate:  
b. Floating rate: rate that changes from yr to yr. In contract, will name some benchmark rate and say risky borrower has to pay rate equal to prime rate (rate that banks will give to best customers, most capitalized) and then some—(the increase is called “spread”)

ii. Leases: Instead of purchasing a copy machine, go to Xerox and leas one for a rental fee.  

iii. Commercial paper: almost always really short-term debt, less than a year. It is negotiable instrument, traded in public markets. Says “this company X is agreeing to pay off 1000 dollars at end of 6 months.” At end of 6 months, often don’t have enough cash to pay back so issue another replacement 6 month commercial paper (“rollover.”)

1. These are not usually secure but considered safe b/c there is already bank that is precommitted to pay these papers off 

iv. Bonds: lot like bank debt, however, many bonds are publicly traded in markets. Represents longer term debt, obligation that lasts up to 30 yrs. If lasts from 1-10 yrs, is usually called note. Bond sometimes encompasses everything.
1. Bond may be secured by actual property of company (debenture when secured by property).  

2. Bond will often have cash flow pattern: on bond, will have term like “6% coupon year” that refers to percentage that is to paid every year or every half year. (interest rate) Non- amortized loan.

a. If you’re trying to figure out what underlying true interest rate that company is borrowing at, you can’t read it off the bond. Coupon may not be company’s true cost of borrowing. When bond gets auctioned off to buyer, will bid each other up until purchase price is close to market’s present value of this bond. Have to go backwards to figure out what interest rate is once you know selling price.  

v. Bond covenants: ?

vi. Asset/Financing Covenants

1. Equity is riskiest ownership claim: even among debtholders, there is different degrees of safety. Shares are secure but last in line after all debtholders have collected.

2. Order of safety: Secured debt, bonds/bank loans, debentures (unsecured bonds), subordinated debentures, junk bonds (higher return rate)  

vii. Indenture:  Document containing terms governing issuance of debt securities (bonds, debentures, etc) Terms of bonds are negotiated b/w company trying to borrow money (issuer of bonds) and company that is basically standing ready to purchase them if public is uninterested (underwriting company). That company is trying to negotiate terms of K that will be attractive to potential investors—terms get memorialized in indenture. Says will underwrite attempt to sell IOUs to public, willing to purchase any IOUs you can’t place out on market, sucking up risk.

viii. Coupon bonds: bonds that payoff stated interest every year or every half year. There are zero coupon bonds where you don’t get payment, only principal 30 yrs into future. Thus you will really discount it a lot when you buy one of these b/c you only get one payoff in the future.

ix. Convertible bond: bond that can be traded in for some fixed ratio of stocks if he thinks owning residual claim (stocks) will be far better than fixed claim (bond) b/c company will perform well.

x. Tranches: where people buy a bond sell it off piece by piece. They do so b/c risk of short-term obligation is diff from long-term. If you have a company that is going to go under in 5 yrs, might buy tranches that gives you first 5 yrs of interest payments b/c they won’t be able to after they go under.

xi. Swap: Looks like a loan that goes in 2 directions. Betting on interest rate—you give someone a fix rate loan in return for a variable interest rate loan.

xii. Swaptions:  

g. Legal regulation of the debt relationship: governed by contract law

i. Default: the only duties owed to debtholder are those express terms bargained for in K and implied duty of GFFD

ii. Generally no fid duties toward debtholders except when debtholder becomes residual claimant instead of fixed claimants b/c firm gets close to bankruptcy and value of equity gets really low and there is not enough money to go around, even to them.

h. Duty of GGFD :Idea that court will try to enforce spirit of agreement. Look thru possibly incomplete document to glean initial intent of parties. 
SUCCESSOR OBLIGOR CLAUSES

i. Successor Obligor Clauses: [found in all indentures]

i. Purpose: to leave borrower free to merge, consolidate, dispose of operating assets of business AND protects lenders by assuring continuity of assets [So borrower which sells all its assets must either assign debt or pay it off]

ii. Uniformity of interpretation in boilerplates is important to efficiency of capital markets—b/c participants adjust their affairs according to uniform interpretation.

iii. There is possibility that ambiguity of interpretation has been accounted for in price of transaction so contrary interp will produce windfall. But both parties are sophisticated
j. Sharon Steel Corp. 
i. Held: boilerplate successor obligor clauses don’t permit assignment of public debt to another party in course of liquidation [sale of all assets to another company] unless “all or substantially all” of assets of company at time the plan of liquidation is decided are transferred to single purchaser. Otherwise, must be “called” at once.

1. If due and payable, debenture holders benefit b/c would receive face amt of debentures and could reinvest at current interest rates. Sharon would have to borrow at current interest rates which are higher.

2. If not, Sharon benefits b/c can keep low-interest loans.

ii. If you discount immediately, debentures’ face value is 411m. The market value is less b/c interest rates are higher on market. (If you discount at 10%, obligation is 284m).

iii. General rule: If a company goes bankrupt or liquidates all its assets, then everyone who has a claim on that company gets to collect on that claim at face value starting w/ debtholders. This clause has to be able to distinguish b/w piecemeal, or sale of all assets.  

iv. Policy considerations:
[want to balance 1 and 2]

1. Appease lenders’ concern that debtors will compromise security of the loan thru “piecemeal” opportunistic liquidation [here, Sharon engaged in piecemeal sale of assets, w/ concurrent liquidating dividends to point at which asset restrictions of an indenture prohibited further distribution. Then sale of “all or subst all” of remaining assets could then be consummated, a new debtor substituted, and liquidation of borrower completed]

2. SH’s concern that ineffective management can be replaced thru “market for corporate control.”

v. Ultimately, how effective of a protection is this clause? Had they predicted this holding, could SS and UV have structured their deal in a diff way to avoid liability? 

k. Leveraged Buy Outs (LBOs)

i. Leveraged: purchase that is heavily financed by debt.

ii. Purpose: is SH’s protection against bad mgt. Outsider pays premium but runs co better and runs up share price.

iii. Buy Out: acquisition of all or nearly all of the outstanding ownership shares of a firm using borrowed funds, and using the assets of the newly acquired firm as collateral for the loan.

iv. Buy out promoter is specialist in trying to hook corporate raider up with group of people willing to lend money to this endeavor. They will form their own corporation. 
INCURRENCE OF ADDITIONAL DEBT(LBO CONTEXT

l. Met Life Ins.  
i. Metlife argued RJR had duty not to impair value of bonds at benefit of SH (wanted redemption instead) by LBO, thereby diluting RJR debt by incurring debt to facilitate a LBO, which they said betrayed purchase of investment-grade securities by destroying quality of debt and transferring that value to buy-out proponents and SHs 

ii. Held: Ct won’t imply cov to prevent LBO and create indenture term that was not bargained for here since there was no express covenant to restrict incurrence of new debt to facilitate LBO. To hold otherwise would permit Ps to straightjacket company in order to guarantee their investment, destabilize and interfere w/ market. Ct has no reason to believe that market, in evaluating bonds like these, did not discount for possibility that any company might engage in LBO heavily financed by debt.

iii. Asides: 

1. Debtholders often enter market after indentures have been negotiated and memorialized, so not often product of face-to-face negotiations b/w issuing company and ultimate holders.

2. Underwriters instead ordinarily negotiate terms of indentures w/ issuers, but necessarily negotiate w/ interests of buyers in mind b/c they must sell and place the bonds.

iv. MetLife saw that LBOs forced them to remain lenders to a less creditworthy obligor but understood that they would encounter resistance to impose restrictive convenants to protect debt value by forcing redemption in case of LBO, and competitive pressure would increase cost of acquisition (due to assumed debt repayment) and lower price of any tender offer. Would take them out of public industrial market.

v. Is having debt covenants negotiated by an under writer b/4 sale to ultimate debtholders a good mechanism for maximizing total firm value?

1. Underwriters’ incentives? 

2. Issuer’s incentives, unraveling phenomenon: 

vi. Metlife could have put an antidilution clause [convertible-security provision that safeguards the conversion privilege from share splits, share dividends, or other transactions that might affect conversion ratio] to protect itself instead of subord clause [covenant in junior mortgage enabling the first lien to keep its priority in case of renewal or refinancing] 

vii. There is a cost to stepping out of line w/ other courts. 

m. Exchange offer: 

i. Defined. Scheme by which corp tries to restructure debt either by reducing principal or changing interest rates. Is a proposal inviting individual DHs to “tender” (offer to give back to me) their securities (IOUs) back to the firm in exchange for cash, equity, or debt (trade-in) in effort to restructure debt. 

ii. Exchange offers are often tied to provisions in indenture--“consent solicitations” (in telling me you authorized the swap of your IOUs for new securities, are at the same time asking BHs to consent to stripping of negative pledge covenants). 

1. Why go thru all this? Most indentures include provision permitting amdt by vote of bondholders, but for publicly issued debt, federal Trust Indenture Act of 1939 forbids alteration of “core” terms including interest payment, principal amt, duration, w/o unanimous consent of holders. 

2. but the TIA doesn’t regulate modification or prohibition of important protective covs such as limiting payment of dividends and requiring maintenance of specified ration of equity to debt. Procedures for altering/eliminating (“stripping”) other covs is specified in indenture by majority vote, w/ voting power based on face amts of debentures. 

iii. In a debt-for-equity exchange offer, the underlying assets and goodwill of company doesn’t change, just the way that it is owned. Number of shareholders will go up, and amount of company owned by BH is reduced.

iv. Debt-for-debt: if you snooker BH into exchanging their junior claim for a senior claim that is less principal but less riskier, then the difference goes to the residual claimant, the shareholders, so equity increases.
n. Reasons for exchange offers:
i. Avoiding bankruptcy: has real economic consequences, including automatic stay, delays, possible liquidation of a viable going concern.

ii. Avoiding agency costs: when equity cushion gets thin, managers may begin to take on risk projects; is in BH’s interests to restructure debt.

iii. A “coercive” mechanism for transferring wealth among BH and SH. Can exit-exchange offers be coercive?

1. A,B,C, and D each own $1000 debentures in Gibbus Inc so the total indebtedness is $4000.

2. Company is in financial distress

a. 50% chance of success w/ new product line: firm val= $10000

b. 50% chance of failure: firm val = $2000

3. If you own debenture, and you know about the odds, how much could you sell it for in the market? If you knew it would be failure, value would be $500. If you knew it would be success, would be worth 1000. Before coin flip occurs, its market value would be 750. (50%)(1000) + (%50)(500)= 750

4. Gibbus Exit-Exchange proposal: firm will “buy back” each BH’s debt for $650. But only if majority of BH (3 or more) accept. Looks like bad deal b/c you know you could sell it for $750. 

a. Why majority requirement? Money for buying out BHs is usually “loaned” to the firm by a 3rd party who’ll also receive some type of senior claim on the firm.

b. Thus, in order to finance deal, it is often necessary to repel the negative covenant.

c. Does this offer violate TIA Section 316(b)? No.

d. Is this offer “good” for BHs on the aggregate?

i. No. Market value of the firm’s debentures is $3000 (4 x 750)

ii. Market value of offer is 650 x 4.  

e. But will BH’s tender? If 3 vote yes and A votes no and it passes, then if company is success, BCD walked away w/ 1950 and you get the full 1000, and equity is 7050. If company busts, then BCD still walk away w/ 1950 and you get 550. Less then you would’ve if you voted yes.

f. If BCD vote no, and it doesn’t pass and company is success, everyone gets 1000. If it is a bust, ABCD all share 2000.

o. Tender: unconditional offer of money to satisfy debt/obligation.

p. Warrant: call option issued by the corporation

q. Treasury securities: authorized stock that the corp has not sold

r. Sinking Fund Debenture: debenture(unsecured debt sold in form of bond

i. Obligation to company to buy back some of the bond it has issued b/4 maturation (expiration) date.

s. Prospectus: circular released by company before issuing stock/debt, reqd by SEC regulations

EXIT EXCHANGE OFFERS
t. Katz v. Oak Industries:  Exit-exchange offers:  

i. Oak was close to bankruptcy. Allied Signal was willing to buy stock and to give greater infusion of cash only if at least 85% of aggregate principal amt of all Oak’s debt securities shall have tendered and accepted the exchange offers [Stock Purchase Agreement] (reduced debt). Debt-for-cash transaction, from junior to senior claim. Under SPA, can only tender securities if at the same time one consents to the proposed amdts to the relevant indentures which would serve to remove significant negotiated protection to holders of the Oak’s long-term debt, including deletion of all financial covenants. Existing indenture covenants prohibit Oak, so long as any of its long-term notes are outstanding, from issuing any obligation in exchange for any of the debentures so admt to the indentures is reqd in order to close Stock Purchase Agreement as structured.
ii. Test for implied duty of GFFD: must be clear that parties who negotiated express terms of K would have agreed to proscribe the act later complained of as a breach of GFFD
iii. Issue: whether parties, had they negotiated w/ exchange offer and consent solicitation in mind, would have expressly agreed to prohibit contractually the linking of the giving of consent w/ the purchase/sale of security.
iv. Held: didn’t breach b/c 1) it is obligation of directors to maximize in long run the interests of the corp’s stockholders, even at the expense of others. 2) There is nothing in indenture provisions granting BH power to veto proposed modifications in relevant indentures that implies that Oak may not offer an inducement 
1. Restriction on Oak’s voting debt securities held in treasury is to protect against issuer voting as BH in favor of modifications that would benefit it at detriment of other BHs. But that the consent is to be given concurrently w/ the transfer of the bond to the issuer doesn’t create kind of conflict interest that the indenture’s prohibition on voting treasury securities contemplates.
v. Court recognizes that in certain situations, will be potential conflicts b/w the good faith duties owed BH and owed SH: Fid duty owed to SH will prevail over duty of GGFD. 
vi. Possible indicia of coerciveness:
1. Value of exchange [ ? ]relative to prevailing market value of debt on the secondary market
a. If so, then is evidence against it being coercive. Court noted that exchange price being offered to BH in Katz was higher than market price (trading value). 
2. Is the debt widely held rather than closely held? Collective action problems. 
a. Footnote 6: p 865. Debt is held in concentrated way by number of market players. So if you believe closely held concentrations of debt means lower transaction costs, may be good evidence that company is not trying to exploit collective action problem. Closely held debt (few people holding huge fraction of debt) where few big players are voting for the deal might signal that it is a good deal and Katz is the crazy one.
3. Whether exchange was for greater rather than lesser priority claim? Is for greater b/c cash is as great a claim as you can get. If the exchange offer is for exchanging debt for stock, wouldn’t be as worried about coerciveness b/c stock is at end of line 
4. Coupling of exchange offer w/ consent vote.
u. Redemption & Call Protection

i. Call option: an option to buy something (esp securities) at a fixed price even if the market rises, the right to require another to sell.

ii. Call Provisions: term in a debt contract that allows issuer to “prepay” the principal of the note b/4 it matures. (ie; issue has a call option on the IOUs owned by BHs) Usually entails the paying of a “premium” above the principal. 

iii. Why would you pay above face value of debt to pay it back? If interest rates have decreased b/c now you can use money from old loan to get new loan at lower rate, refinance your debt at a lower rate.

iv. Redemption rights stake out intermediate ground b/w both positions of debtor and BH.  

v. Why have call provisions?

1. Advantages: 

a. allows creditor to refinance if interest rates fall a lot: 

b. absolves creditor of risk of downward interest rate movement. 

c. Allows for easy financing of debt in changing economic environments. 

d. Reduces transaction costs of refinancing.

e. Debtor can benefit from reduced interest rates

2. Disad: 

a. takes away the ability of BH to profit from downward interest rate movement. 

b. BHs may demand compensation in the form of higher interest rates. 

c. Can increase the cost of capital for firm.

3. Caveat:  

vi. How to balance disad and ad: set premium in way that gives lenders some security for first few yrs and give borrower more security in the latter yrs. Could give large premiums, non-callability provisions, non-refundability provisions (ADM), tie strike price to market price, leave out call provision.
v. Morgan Stanley v. ADM
i. Facts: Lots of debtholders, including MS. They give up 125m in exchange for 30yr debenture w/ 16% coupon. Has non-refundability provision that says cannot redeem debt prior to ’91 if financed by cheaper debt (replacing bonds w/ other form of debt), for reason of refinancing debt. [it could be that you have so many earnings during time period that you issued debentures for that you could finance all debts your self and don’t want any IOUs out there]

ii. Interest rates drop a lot after they issue debentures. So they have incentive to get out of 16% deal and borrow at the lower interest rate—has to pay premium to get out of deal (premium may be so high that it won’t make up for saving in interest rates). Also may be breaching contract to buy out.

iii. Present value: 59.6 million

iv. Cost of calling bonds: 17.4 million

v. Held: Adopted Franklin case’s rationale since it was single existing case law on the matter. Franklin said early redemption of preferred stock was lawful where funded directly from the proceeds of a common stock offering. Ct said ADM didn’t breach duty of GFFD.

1. MS was aware of uncertain legal status of early call at time they purchased ADM debentures. And ADM had no expectations wrt availability of early call redemption until Merrill Lynch suggested the idea. Franklin’s decision was available to bond counsel. Also, Sharon warns us that must stick to uniform interpretation.

vi. Can you differentiate this holding from Sharon Steel which used GFFD to divine purpose behind the debtor’s transaction?

1. How mechanical is the “source of funds” rule that the ct adopts?

2. You could engage in set of transactions that is nothing more than shell game to run afoul of provision. How though?

3. Cautionary tale: you’re going to run some hazards unless you put protections that are easy for cts to enforce inside indenture. 

4. Contradiction: Cts said didn’t want to upset operation of market, but here you had over 10% drop of value of bonds in single day b/c no one expected that ct would allow ADM to implement its run-around.

w. Caveat: Financial Distress and GFFD

i. Credit Lyonnais case: bod is not merely agent of residual risk bearers, but has duty to exercise judgment in good faith effort to maximize the corp’s long-term wealth-creating capacity.

1. *** In other words, even though fid duties are largely thought to be owed for SH benefit, when you get into vicinity of bankruptcy, your debtholders and trade creditors may be able to claim fid duty-like rights. Because at bankruptcy point, SH are wiped out completely and people who bear risk are BH, trade creditors, employees who don’t know if they’ll get paid at end of month. Fid duty claim is much stronger than GFFD so should throw it in when in fin distress (this may be on exam)

2. Debt: bottom line(legally, not much new law there. Contract law applies (rules of interpretation/construction, GFFD, possible caveat of financial distress)

a. Limited statutory protection except that of “essential” terms: (Trust Indenture Act--can’t change interest or principal unless unanimous approval from DH)
b. Conceptually: important general concepts: financing decisions and cost of capital (debt is taxed at diff rate than capital gains/equity) Institutional/transaction term 
7. FIDUCIARY DUTIES
a. Duty of loyalty: regulates self-dealing transactions by management (no BJR shield). Addresses conflict of interest.

b. Duty of care: regulates thoroughness and diligence in performing tasks, decision-making (limited by BJR)

i. Business judgment rule: legal presumption that when managing corp/affairs on behalf of partnership in good faith, informed basis, you have complied w/ duty of care. To overcome presumption, plaintiff must demonstrate that bod or subst of decision was absolute waste of corp assets or bod acted recklessly or willfully to harm company. 

1. Only applies to acts/decisions of bod, not individual members

2. just need rational basis, doesn’t have to be reasonable.

c. Rationale for BJR:

i. Encourage risk-taking 

ii. Are alternative means to control incompetence: incentive salary, elections

iii. Avoids judicial meddling

iv. Encourages directors to serve

d. 3 ways to attack BJR:

i. Aronson v. Lewis (Del): BJR doesn’t apply to/protect corp fid if their actions:

1. Waste challenge: are not in honest belief that action is in best interests of corp or 

a. Examples of waste:

i. Misapp of corp funds

ii. Refusal to declare dividend when corp has surplus of net profits when refusal would amount to abuse of discretion

iii. When bod does not conduct corp affairs for profit of SHs (Dodge: directors have the power to declare dividends and its amount and is a matter of business judgment—dividends were discretionary, not mandatory, but decision to reinvest profits was based on altruism, not profit-

b. As long as can offer rational basis for decision, more than mistaken judgment must be shown

i. Shlensky: Mere failure to “follow crowd” is not dereliction. Profits were not shown to be affected directly by decision not to hold night games, and ct speculates deterioration of neighborhoods due to night games might cause decline in attendance as well.

ii. Kamin v. AMEX: P’s contended that if AMEX sold DLJ shares on market instead of distributing as dividends to SHs, would sustain capital loss of 25m from which Amex could take corp tax deduction, which could be offset against taxable capital gains on other investments and result in tax savings of 8m. When you pay out to SH, can’t claim capital loss on tax form b/c inherit stock at current market values. But ct wouldn’t interfere in absence of bad faith, dishonest purpose on part of directors. Ds offered rational basis for decision, that if realized loss of 35m, investors may see the loss and might affect value of stock.

2. Process challenge: are not based on an informed investigation or 

a. Duty of care std: director shall perform duties in good faith and w/ degree of care which ordinary prudent person would use under similar circs
b. Gross negligence/recklessness

c. Director duties:

i. acquire at least rudimentary understanding of the business of corp.

ii. keep informed about activities of corp

iii. may not shut eyes to corporate misconduct

iv. maintain familiarity of fin status of corp by regular review of fin statements

v. Upon discovery of illegal course of action, duty to object, and if corp doesn’t correct, to resign.

3. Duty of Loyalty claim: involved conflict of interest  

e. Statutory manifestations of BJR: 

i. DGCL 141a: managerial powers governing corp affairs shall be vested in bod 

ii. DGCL 141b: Majority of total # of directors shall constitute the quorum for transaction of business unless cert if incorp or bylaws req greater number. Vote by majority of quorum of directors shall be act of bod unless cert of incorp or bylaws reqs vote of greater #.

iii. DGCL 141c: allow bod to delegate managerial powers to subcommittee(s) w/ majority vote 

iv. DGCL 141e: member of the bod shall, in the performance of his duties, be protected in relying in good faith on corp records and on info, opinions, reports, statements presented to corp by any officers/employees/committees or any person as to matters the member reas believes are w/n such other person’s professional or expert competence and who has been selected w/ reas care by corp.

f. Ultra vires doctrine(beyond express auth of charter, cert of incorp…action by officers or bod contrary to corp purpose (usually as stated in charter)

i. Considerably less important than it used to be: most corp have broad charter provisions (DGCL 101b, 121a, 124)

1. 101b: corp may be incorporated to conduct/promote any lawful business or purposes except as may otherwise be provided by the law.

2. 121a: every corp, its officers, directors, and SH may exercise all the powers/privileges granted by this chapter or by any other law or by its certificate of incorp, together w/ any powers incidental thereto, so far as they are necessary to the conduct, promotion, attainment of business/purposes set forth in cert.

3. 122: lists specific powers of corp:
4. 124: no act of corp..shall be invalid by reason of fact that corp was w/o capacity or power to do such act but such lack of capacity may be asserted…:
ii. Today these claims are couched in terms of “waste in corp assets”
CORPORATE WASTE CASES

g. AP Smith Mfg v. Barlow:

i. SH claims: that APS decision to make donation to Princeton was ultra vires and that NJ statutes allowing contribution w/o SH approval didn’t apply b/c incorp predated statutes. 
ii. Held: Ct found that it was lawful exercise of corp’s implied and incidental powers under common law principles and state legislation. Statute expressly provided that any corp could cooperate w/ other corps in creation/maintenance of community funds and charitable, philanthropic instrumentalities conducive to public welfare…where justified by advancement of public interest, invoking of reserved power to sustain later charter alterations may be allowed even if they affect contractual rights b/w corp and SH and b/w SH inter se.
iii. Penn law: If manager makes decision that makes some constituents better off, that will be manager’s decisions (even if constituent is community at large). Emancipates managers to be selfless—argument against is that gives managers menu of rationalizations for what they are doing.
h. Dodge v. Ford:
i. Rule: directors have the power to declare a dividend of the earnings of the corp and determine its amount and is matter of business judgment. Cts will not interfere w/ mgmt of directors unless it is clear that they are guilty of fraud, misapp of corp funds, or refuse to declare a dividend when the corp has a surplus of net profits, which it can w/o detriment to business, divide among SH, and when refusal to do so would amt to an abuse of discretion as would constitute a fraud, breach of GF bound towards SHs.

ii. Bod must conduct corp’s affairs for profits of SHs, not incidental benefit.  

iii. Can structure corp so that there are 2 classes of common stock w/ one class getting more votes per shares as long as you specify in charter.

iv. Dividend issue: Ford lost on this issue b/c although dividends were paid out on discretionary basis and weren’t necessarily due to SHs, his decision to reinvest profits rather than pay out dividends was not based on profit maximization but altruism. Court also had latent antitrust concerns. Thought Ford might be refusing to pay in order to starve out Dodge brothers of capital so they couldn’t start up competing business.

v. Plant construction issue: injunction denied b/c ct wants to give Ford discretion in how to maximize profits via which business practices. 

vi. Minority oppression/close corporation

1. Dodges cannot easily dump their shares if they wanted to. Can’t have open solicitation to public b/c 1) is era where public trading mkt isn’t well-developed and 2) hard to find someone else to buy back shares.
i. Shlensky v. Wrigley
i. Held: BJR upheld decision not to uphold night games b/c no alleged fraud, illegality, or c/I existed and profits not necessarily be maximized by doing so. Plus, Ct speculates that deterioration of neighborhood might cause decline in attendance or drop in Wrigley’s property value

1. Cts may not decide these questions in absence of clear showing of dereliction of duty on part of specific directors and mere failure to “follow the crowd” is not dereliction.

ii. Hypo: Suppose Wrigley had owned a 51% interest in the Cubs and an 8% interest in the White Sox, and used an exclusive daytime schedule for the Cubs and a night time schedule for the White Sox? Schlensky would have a better case b/c if WS is more profitable—and there is a conflict of interest b/c director has a subst interest that is NOT related to SH of org. If SH can point to conflict of interest, is much better case  
CHALLENGING PROCESS

j. Kamin v. American Express
i. Facts: P’s contend that if Amex sold DLJ shares on market instead of distributing special dividend to all SH, would sustain capital loss [a loss realized upon selling/exchanging a capital asset] of 25m which could be offset against taxable capital gains on other investments, and result in tax savings to the company of 8m [if Amex liquidated bad stock investment, could take corp tax deduction for loss]

1. When you pay out to SH, they can’t claim as capital loss on tax form b/c they inherit stock at its current market values

ii. Rules: Cts won’t interfere unless it appears the directors have acted w/ bad faith, dishonest purpose. 

iii. Kamin loses. He could have tried to overcome business judgment presumption by arguing:

1. It was illegal or fraudulent to do this b/c there was conflict of interest involved: 

a. There was no illegality or fraud b/c everyone knows what is going on and it is not illegal to pay in-kind benefit.

b. There may have been conflict of interest for a few of the directors who were also officers/employees b/c these people were paid via incentive pay (if earnings are high, they get a bonus). But this argument fails b/c claim is speculative, no claim that 4 dominated 16.  

2. Process claim: That the company was wasteful in its process, or that there was a poor/hasty investigation of choices available and consequences.

a. Ct sees the minutes of a long meeting held by members of the bd that considers all the various options

3. Waste claim: that it was a wasteful decision in and of itself (like burning money) b/c no one gets to claim money. 

a. But other side offered rational basis for its decision (that would have to realize loss of 25 million on the books if it did what Kamin wanted and if investors saw the loss, might affect value of stock)

k. Francis v. United Jersey Bank:

i. Facts: Pritchard & Baird was reinsurance broker and Francis, a trustee in bankruptcy is suing Pritchard for breach of duty of care. Doesn’t even challenge substance of decision-making procedures b/c process was so bad, she never reached decisions.

1. Reinsurance: diversify, hedge by pooling their contractual rights and obligations w/ insurance companies all over (slice up some of the obligations). Is a process by which an insurance co that has agreed to insure risk assigns all or a portion of that risk to another co (the reinsurer) along w/ share of premium.  Broker acts as intermediary

ii. Here, we have creditors suing on basis of breach of fid duty—even though creditors don’t get fid duties, once company goes into bankruptcy or is totally insolvent, residual claim gets passed from SH to creditors—and their status b/come one of beneficiary to fid duty.

iii. The hallmark of reinsurance industry has been trust b/c companies trust money to brokers w/ expectation they will be transmitted to appropriate parties, so reinsurance co is more like banks and financial intermediaries, so trust rlsp gave rise to fid duty to guard funds w/ good faith (owe fid duties to 3d persons) Ct said b/c of this rlship, her duty extended beyond mere objection and resignation to reas attempts to prevent the misapp of the trust funds.

iv. Director duties:

1. acquire at least rudimentary understanding of the business of corp.

2. keep informed about activities of corp

3. may not shut eyes to corporate misconduct

4. maintain familiarity of fin status of corp by regular review of fin statements

5. Upon discovery of illegal course of action, duty to object, and if corp doesn’t correct, to resign.

v. People didn’t take this case very seriously for situations that didn’t involve banks, fin institutions but this view was overcome in Gorkam case.

vi. Why is this ct so harsh on Pritch, this dead lady? Clearly b/c people who are interested in value of her estate are her sons, and if you can recover from estate, you are essentially recovering from her sons.
l. Van Gorkam

i. Timeline:

1. 8/28/80 9/5/9- Mgmt meetings

2. 9/13-19 “Negotiations” b/w VG and Pritzker

3. 9/20/80  Sen. Mgmt BOD Spec meetings where VG gives presentation and Bd votes to approve it. 

4. 9/22/80 Press Release saying “We’ve got definitive agreement w/ Pritzker” comes out. 

5. 10/8-10 Proposed amendments to merger agreement.

6. 10/21-1/21/81 Market test period begins and 2 potential suitors appears. Both back off towards the end. SHs bring suit.

7. Late Jan—BoD votes to continue proxy st. 

ii. Facts: company doesn’t have enough income to take advantage of investment tax credits. Mgmt wants to buyout corp so they use loose procedure to settle on 50-60, not fair market value of corp (which is $30).  This higher value isn’t enough to compensate SH b/c stock value should reflect that company is trying to increase profits, and is control premium ($ in addition to FMV willing to pay just to get control), and $30 is depressed sale value not b/c company is bad off but just b/c are in process of developing.

iii. Held: directors breached fid duty to SH by 1) failure to inform selves of all info reas available to them and relevant to their decision to recommend the Pritzker merger and 2) by failure to disclose all material info such as a reas SH would consider important in deciding whether to approve offer.

iv. VG doesn’t have actual or apparent auth to execute deal on behalf of Trans Union.

v. There were self-dealing overtones: VG was reaching retirement and merger would allow him to realize 1.5m increase in value of shareholding. 

vi. BJR issue: test for determining whether business judgment was informed: whether directors have informed selves prior of all material info reas available to them. 

1. Material info: true value of company

2. Gross neg std.

3. Here, did not reach informed decision b/c directors 1) didn’t adequately inform selves as to VG’s role in forcing “sale” of co and in establishing per share purchase price, 2) were uninformed as to intrinsic value of the Co and 3) grossly negligent in approving sale upon 2 hours consideration, w/o prior notice, w/o exigency of emergency.

4. They based decision on VG’s representations

5. None of directors knew that purpose of meeting was to propose cash-out merger of Trans.

a. Cash-out merger: merger in which certain SHs must accept cash for their shares while other SHs receive shares in the continuing enterprise.

vii. Applying the test: 

1. Did Bd discharge its duty of care in Sept 20 meeting? 

a. Ds argued that even if you find we didn’t, it’s okay b/c our subsequent actions cured that (sent VG back to negotiate rest of deal, told Sh about specifics of deal, put thing up to market test to allow other companies to come in and bid for our firm. And we got these amdts that assured we would get better deal. And we got SH to vote on this thing and they decided to approve it. If it was such a bad deal, they would’ve voted against it) Court tanks all these arguments.

i. mkt test deal wouldn’t cure b/c it was tainted auction already—fact that you’re holding auction though everyone knows Pritzker has these lockups agreements taints it. 

1. lockup: defensive measure that allows friendly suitor to purchase securities or an entire division when a hostile takeover is threatened.

ii. Once they’re not favoring Pritz in the auction, suddenly other potential bidders would think they were on equal footing w/ Pritz. Thus will be more willing to enter. If no one then enters auction, then is pretty good chance that price is valid.

iii. Amdts to agreement were made in shadow of og amdts. Doesn’t look like giving TU much better deal than it originally got. 

b. Std for cleansing duty of loyalty problems: Informed SH approval will cleanse any prior breach.  

i. SH weren’t informed that price that went into initial bargaining sessions w/ Pritzker was taken out of thin air, that decision based on 20-minute presentation, etc. If you want SH to cleanse your duty of care breach, have to disclose your duty of care breach to them, not only terms of the deal. 

ii. 141e:

viii. Cause was remanded for determination of damages (*”fair price of shares in excess of 55 dollars).

ix. But what if Chancery Ct on remand finds that transaction was fair?

1. C/A w/ no damages. Diff b/w appraised value and actual price was zero.  

2. Dismiss C/A.

3. Valid C/A but P can raise as affirmative defense. Lets them get past summary judgment.

4. Cinerama Case: was breach of duty of care, they didn’t do research but luckily got a good appraisal, so deal was intrinsically fair on its own terms. So constituted valid defense. Fair so no liability.

x. Aftermath: 

1. This case tells us that pocket of duty of care that thought to only pertain to banks/fin institutions applied to companies generally. 

2. Much larger risk of liability of breach of duty of care than previously thought. Liability insurance policies rates began to reflect this by skyrocketing.

3. Ended up inducing Del Legis to pass 102b7: allows for provision eliminating/limiting personal liability of a director for breach of fid duty of care. Duty of care still a default rule, but permits “indemnity” provisions.  

a. Don’t seem to have much effect on price. But if you put one in, don’t have to pay directors as much b/c they know they don’t have to extract insurance premium as part of their wages.

m. Hypos:

i. Same facts, but Trans Union board solicited an opinion from an accounting firm just b/4 it voted, saying that $55 was “fair” price. Should be okay, w/n boundary of due diligence. 

ii. Same as above, but opinion is solicited after the bd vote, but before the SH vote. If SHs don’t know about appraisal, wouldn’t necessarily be informed. 

iii. If appraisal said 58 dollars was fair value and they agreed to 55, would probably get BJR protection b/c they actually got opinion, and got reasoned judgment that they would go after 55 rather than 58.

n. In re Caremark {SH litigation}:

i. Facts: Caremark needs to have patients referred to them from doctors so there is incentive to pay doctors to do so but this is against federal law. Caremark hires doctors using “consulting contracts” to get around this. Bod was aware of this but took risk of liability in interpreting law to say consulting Ks are okay as long as aren’t explicit kickbacks.

ii. Took steps to induce compliance: Stopped payments of outright mgmt fees. Disclosed illegality risks to SH along w/ interp of law. Got indep appraisal about whether they were complying or not. Didn’t shield from liability though.

iii. Settles w/ Feds. SHs bring derivative action b/c want bod to pay fines since it’s their fault, not out of corporate revenues. They claim bod breached duty of care to Caremark b/c allowed violations by its employees which caused it to be indicted for felonies.

1. Most of these settlements, litigation prescribes the atty fees for SH plaintiffs get paid by corporation. This is area where atty fees are most suspect in all of American law.   

iv. Issue: whether proposed settlement of consolidated derivative action fair and reas.

v. Result: Ends up concluding that probability of successful DoC case in this situation was pretty low. So if you match it up to terms of settlement offer, can’t say it was unreas. Approves settlement.

vi. Failure to monitor was a process challenge [unconsidered failure of bod to act in circs in which due attention might have prevented the loss]: 

1. To show that Caremark’s directors breach duty of care by failing adequately to control its employees, Ps would have to show either:

a. directors knew or should have known that violations of law were occurring and, in either event

b. that the directors took no steps in a good faith effort to prevent or remedy that situation, and

c. that such failure proximately resulted in losses complained of.

2. While legally, the bod will be reqd only to authorize the most significant corporate acts/transactions: mergers, changes in capital structure, fund changes in business, appointment, compensation of CEO, etc., obligation includes duty to attempt in good faith to assure that a corp info and reporting system which bod concludes is adequate, exists, and that failure to do so under some circs may render director liable for losses caused by noncompliance w/ applicable legal std

3. Rule: only sustained or systematic failure of bod to exercise oversight, such as failure to attempt to assure reas info and reporting system exists, will est lack of good faith that is necessary condition to liability.

4. Don’t appear to be any allegations that BoD knew what was going on. Unlikely to cross first negligence line. Also, even if you could show knowledge, record doesn’t provide evid of sustained pattern of wrongdoing.  It is crappy case on merits.

8. Duty of Loyalty:

a. Avoids BJR entirely.

b. Pattern of DoL analysis: [on exam, examine from viewpoint of interested director and interested SH]

i. Is there conflict of interest in director’s decision? Self-dealing? [pulls you out of BJR]  Burden on P to allege conflict of interest. (direct or indirect)

1. Direct: if director owns plot of land that director has decided to buy.

2. Indirect: transaction b/w corp and entity/person that director has personal/financial interest in.

3. Conflict of interest has to be financial, not symbolic, religious. 

4. Interest must be substantial. 

5. Have prima facie case for avoiding transaction if can establish conflict of interest. Then burden goes to D to show that cleansed conflict of interest.

ii. Has transaction been “cleansed?” (DGCL 144)
1. 3 alternative ways to cleanse financial c/I [can be mere financial interest]

a. 144a1: disclose material facts as to director/officer’s conflict to other bd members and get the majority of informed disinterested directors to approve the deal in good faith. No quorum remt, but majority of minority reqmt.

b. 144a2: disclose c/i to SH to get them to approve deal in good faith. No apparent quorum reqmt.

c. 144a3: if you show transaction is fair at time it time it is approved or ratified by bod, committee thereof, or SHs

i. Fairness inquiry: did director deal at arm’s length w/ corp and was price fair to firm?

2. If deal cleansed, P loses unless he can show waste.

iii. After this, transaction is either valid or voidable depending.

iv. Cal. Corp. Code 310: same as 144 w/ caveat: directors bear burden of proving transaction just and reas, entirely fair at time of approval.

v. 144a1, a2 both do not use term “ratify,” which is used only in a3. If you haven’t gotten approval by bod or shareholders, unless you have new transaction, you can’t go back and fix things by getting retrospective vote. Necessarily thrust into fairness inquiry.

SELF DEALING CASE

c. Lewis v. SL & E Inc.
i. Facts: LGT runs a tire store on land that it leased from SLE (payment of 14,400/yr on that land).

ii. One of reasons that Leon is requiring D, M, and C to part w/ their shares of SLE is b/c he is worried that if some of his children own larger portion of LGT than SLE, (that they have ownership in both), they might set things up to drain assets from SLE into LGT.

iii. D brings derivative suit against his R,A, and L b/c they are wearing 2 hats as owners/directors of both LGT and SLE so there is conflict of interest. (charged LGT less than fair market value for rent of property owned by SLE).

iv. BJR presupposes that directors have no conflict of interest 

v. Ds made no effort to determine that rental would be fair.

vi. Book value of SLE? Will discount each one of the 14,400 payments that they receive per year (value today if disc rate = 10%)

1. If trying to figure out book value of this company, and you are using accounting records, look at assets of the company. SLE only has asset of land, and the revenue that it’s generating is rents. 

2. So getting screwed b/c value of stock is lower than fair market value of land. Also, rent that we’re getting paid is too low b/c being renewed at same price of 14,400 rather than at fair market value (approx 20,000).

vii. Cleansing statute: NY BCL Section 713: 3 alternative ways to cleanse: [financial indirect conflict only if is substantial interest]

1. disclosure to BoD & approval

a. quorum reqmts

2. disclosure to SH & approval

a. no apparent quorum reqmt

3. D can show transaction was fair/reas at time of approval.

a. Asks whether terms of K or transaction are such that they reas would resemble a similar exchange that you might negotiate at arms length w/ another company you didn’t have interest in.   

viii. Case law has been lenient and has not followed literally the statute.

ix. Ratification much harder to accomplish in Del. Strong emphasis in getting ex ante approval if you use 1st or 2nd prongs. If you’re getting something ratified, you may always be reqd to demonstrate something is fair.

d. Problem (p 360)

i. 20 million donation, and A does not sing w/ company. 

ii. Under Duty of Loyalty, this is not problem. Might be a problem of waste though.

iii. #2: is relationship b/w CEO and offeror close enough to constitute conflict of interest? Yes. Is there financial c/I? Yes b/c if in fact her exposure to the public might bring on future endorsements, then fact that she gave something w/ pay may be significant. She is still benefiting. Even if offer and donation are separate, looks like not.

1. W/ expectation that Kane would be able to get wife lead in opera, decide will donate 20 million. If wife were unavailable to sing in opera, you never would have made donation. So you’re really just purchasing spot in opera using corp assets.

2. Will bd approval cleanse in this case? They had to have been fully informed and acted in good faith.

3. If defending Kane, would argue that it was just a gift, had no idea offer was coming in return for gift, would have given money anyway regardless of whether there would be return offer of part in opera for wife.

4. If P is able to demonstrate c/I, Kane has to argue that it was fair contribution to make, consistent w/ prior practice, etc.

5. If bod had known that Kane had wife who was aspiring singer and knew they might offer role if make donation, might be cleansed. If they can prove other members are insulated from Kane’s interest/power, they would consider Kane as disinterested bd member.

a. How to prove disinterest? 

iv. #3: may argue that could be c/I, could be quid pro quo, but benefits she will receive will be disparate from what’s being offered here. 

v. Suppose Kane owns 100% of stock of Inquirer: who is going to bring suit? He can’t sue himself. He has the right to burn his own money.

vi. #4:  sounds good, this is evidence that will help when trying to demonstrate fairness of transaction. Won’t help in cleansing however.

e. Corporate Opportunities Doctrine

i. Part of fid duty of loyalty: limits corp fiduciary’s ability to pursue new business prospects individually w/o first offering them to the corp.  

ii. Basic roadmap:

1. Is prospect a “corporate opportunity?: cts have used many diff tests. P has burden of proving.

a. interest/expectancy/necessity test: 
i. Expectancy: corp is negotiating to acquire new business, exec learns of offer directed to corp, manager misapp goodwill of corp to dev new business.
ii. Necessity: co will suffer harm if it can’t take advantage of opp
iii. Interest: whether company had existing contractual interest in that business opp  
b. Line of business test: Prospective(cts compare new project w/ existing and if new project is functionally related to existing/anticipated business, must obtain consent b/4 exploiting it. Is functionally related when there is competitive overlap.

i. Guth v. Loft: Where a corp is engaged in certain business, and an opp is presented to it embracing an activity as to which it has fund knowledge, practical experience, and ability to pursue, which logically and naturally it is adaptable to its business having regard for its financial position, and is consonant w/ its reas needs and aspirations for expansion, it may be properly said that opp is in line of corp’s business.
c. Fairness/hybrid tests: cts will measure unfairness on particular facts of fid taking advantage of an opp when interests of corp justly call for protection.

2. Incapacity defense: 

a. Cts have asked “is this type of incapacity that would be known generally by everyone? If yes, then don’t have to disclose. If it isn’t, then have to disclose to test it. (financially incapable)

3. If it is not corporate opp, or corp properly rejects it, then you are free to take it if you like. If it IS however, you have to give corp right of first refusal on taking this opportunity. [It is right of corp to sit on decision and not make any rejection at all]

4. Does fiduciary disclose? Have to formally disclose what corp opp (and c/I) is or you will breach fid duty if you appropriate. 

a. But does disclosure/rejection have to be formal?

b. Is it subj to same 3 cleansing criteria for DoL?

INCAPACITY CASES

f. ERCO v. Porter:

i. Held: Before person invokes refusal to deal as reason for diverting corp opp, he must disclose refusal to corp to which he owes a duty, with a fair statement of the reasons for that refusal. W/o full disclosure, too hard to verify the unwillingness to deal, and too easy for exec to induce the unwillingness.
ii. Exploitation of combustion process was w/n ERCO’s corporate activity (line of business) so Porter, as officer of ERCO, had fid duty not to divert that opp for his own benefit.
g. Note: Even when company doesn’t have funds to make use of corp opp, cts generally reject defense unless exec has explicitly offered opp to corp. B/c often senior execs at firm may be incited to fail to use their best efforts to help the firm raise necessary funds even though they are in a position to do so.

h. Broz v. CSI:
i. Facts: Offered Michigan-2 license to Broz in individual capacity, not to CSI. Also, CIS articulated business plan didn’t involve any new acquisitions, and Michigan-2 license wouldn’t have been of any interest, even absent CIS’s financial difficulties and current desire to liquidate its license holdings. CIS had no interest or expectancy in the opp. 

ii. Also, CO doctrine is implicated only in cases where fid’s seizure of an opp results in conflict b/w fid’s duties to corp and self-interest of director as actualized by exploitation of that opp. Broz’s interest in acquiring Michigan 2 created no duties inimical to obligations to CIS.

iii. Under Guth, Michigan-2 may have been in company’s line of business, but Guth also says after analyzing situation ex ante, director/officer can take opp for himself if the opp does not rightfully belong to the corp.

1. Notorious case of incapacity b/c bankruptcy constraint prohibited CIS from acquiring any new licenses and this was obvious to everyone. It was never corp opp to begin with.

iv. Presenting opp to bd creates “safe harbor” but in Delaware, it is not prereq to finding corp opp has not been usurped.

v. Broz’s first defense was that he disclosed to directors and got informal approval on indiv basis but ct rejected b/c of significance of formally disclosing opp to company (presentation, letter to directors, etc). Let them deliberate as a deliberative body rather than trying to consult with them individually.

i. Consequences of Corp Opp status: 

i. The D/O must disclose existence of CO (and her conflict of interest) to the board/SHs.

ii. Formal disclosure is safe harbor. If you use informal means, may not be deemed viable.

iii. Then, corp has right of first refusal on project. Can choose to give to fid, but can choose to sit on project and do nothing w/ it.

1. Is refusal by company subject to same cleansing criteria as for DoL? Yes b/c when you disclose, you’re using 144a1 (disclosing c/i and getting majority of disinterested directors to vote to cleanse c/i) 

iv. Remedies: gains-based (constructive trust)

1. Injunctive relief and punitive damages also

2. Restitution: Once liability has been found, remedy is not expectation damages. Is gains-based, disgorgement of profits rather than K remedy.

j. DGCL 122: every corp created under this chp shall have power to:  (17) renounce, in its cert of incorp or by action of its bod, any interest or expectancy of corp in…specified business opps presented to corp or one or more of its officers/directors/SHs.

9. DOMINANT SH and FID DUTIES

a. Many cts will hold that dominant SH have fid duties (and only dominant SHs). Critical problem when you’ve got powerful, dominant SH that that may make decision, select bd, otherwise act to detriment of minority SH to benefit of dominant SH.

b. ***Have to look whether it deals w/ non pro rata distribution of benefit!

c. What is a dominant SH? 

i. Clearly one who owns more than 50% of shares of company but cts usually presume dominance at 25%, but rebuttable.

1. Even though less than majority stake, may be swing vote if the other 75% hate each other and end up w/ ties.

ii. Virtually all suits against dominant SH are for duty of loyalty for causing board to effect a non pro rata dist of corporate assets.

1. Duty of Care/BJR tends to protect otherwise

iii. As w/ interested directors, once P makes this showing of self-dealing, burden shifts to the defendant SH to “cleanse.”  

iv. Dominant SH can try to cleanse transaction by convincing ct that it is fair one (almost same test of fairness as w/ directors)

v. If plaintiff can’t show transaction gave preference/priority to dominant SH over minority, BJR applies.

d. Decomposing Ownership

i. Biggest division of capital ownership is division b/w debt and equity. 

ii. Debt and equity are made up of variety of diff forms:

1. Junk bond holders look a lot more like SH

2. equity divided more significantly b/w common and preferred stock

iii. Common stock is most junior of residual claims on company. Get only small percentage of company. Moreover, common stockowners tend not to have contractual right to be paid dividends.  

iv. Preferred stock SHs do often have dividend right. You are residual claimant so if company doesn’t pay you dividend this year, it accumulates.

v. Why would you want to own common stock? They get the largest amt of votes, control. Preferred either have no votes or limited votes.

1. Policy: if you are person who is truly residual claimant, probably are bearing the most risk, and thus will probably demand more votes/control.

e. Zahn v TransAmerica Corp.: 

i. Facts: Class A shares have a provision in which company could decide it will call these shares (force one to sell back class A shares to company) at 60/share + accrued dividends. They also have cum dividend, contingent voting rights, liquidations rights, and option to convert shares to Class B shares at 1:1 ratio.

ii. Class B SH were entitled to dividend that didn’t accumulate, got voting rights automatically, there was 1:2 ratio liquidation rights (would get 1 out of 3 shares)

iii. Zahn is Class A SH and T is the controlling block of Class B shares. They were dominant SH of this company. T coerces board to call shares b/c if we just liquidate firm as it is now, remaining assets and funds of corp shall be divided among A and B in ratio of 2:1, but if callback and liquidate, will take all upside themselves.

iv. If you’re a class A SH, you worry that once your stock goes over $60/share, will be called. But have option to convert shares on 1:1 ratio to class B shares. Zahn interpreted callback as saying shares are worth more than $60 but was uncertain whether should sell shares or convert it. Zahn tenders and converts but only upon liquidation does he find out company had high value that public didn’t realize. Sues T for appropriating value for itself.

v. Held: ct established puppet-puppeteer rlshp b/w AF and T and said call of A could legally be done by disinterested bod, but it was done by principal Class B SH to gain for itself the appreciation in the value of AF’s assets at Class A’s expense. Also that T can try to advantage Class B SHs, but was wrong to not disclose to everyone why it was calling the shares. That way, could give Class A a chance to convert shares. Since T was AF’s dominant SH, owed fid duty to company, including Class B SHs.

vi.  Rule: Majority has right to control but when it does so, it occupies fid relation toward minority.

1. when SH is voting strictly as SH, may have legal right to vote w/ view of his own benefits in mind. But when director votes, he represents all SH in capacity of trustee for them.

2. Is voidable at instance of injured SH.

vii. Could T have been sued by Class B SH for not calling Class A shares? When Trans is only class B SH, could make this argument, but they weren’t. Trying to serve all these diff principals w/n company.

viii. Analysis: when we take action that is systematically calculated to benefit Class B, why should Class A complain if we are maximizing residual claimants? But they are dominant SH.  

ix. Why would have 2:1 liquidation right? There might be situations where company is liquidated when value is less than 60/share.

x. Principal financial fid duty is owed to most residual claimant, however for all SH, you owe full disclosure duty??

f. “Cleansing” and dominant SH

i. DGCL 144 gives only requisite procedures for cleansing DoL in transactions by directors/officers—but it has become so routine that cts have begun to analogize to it in other contexts:

1. DoC (SH ratification in Van Gorkam)

2. Interested transactions effected by dominant SH (Wheelabrator)

ii. What problems would you expect in analogizing 144 to dominant SH? At least, would want to include minority SH in approval process. 

g. In Re Wheelabrator

i. Facts: Involved odd transaction-type of reversion—like a stock swap. Before merger, Waste owned 22% of WTI. Elected directly 4 out of 11 members of bd.  Get into swap agreement where WTI will give shares in exchange for combo of Waste shares (like cash for cash)

ii. Merger agreement mandated that all non-Waste SHs would tender shares to Waste in exchange for mixed bag of stuff. Then Waste would hold 55% of WTI. 

iii. To approve this deal, WTI goes thru hoops to get cleansing from SHs. Non-Waste directors examine merger, fin docs, heard reports from bankers/lawyers on fairness of transaction, unanimously approved deal. Then Waste directors met and they all approved the deal. Got disinterested SH to approve as well. Some SH dissented.  

iv. Duty of care claim: ct looked to ratification holding of Van Gorkam case to determining that approval by majority vote of SHs is found to be based on informed electorate so transaction can be sustained. 

v. Duty of loyalty claim: Delaware ratification decisions involving duty of loyalty claims are of 2 kinds: 

1. interested transaction cases b/w corp-directors or b/w corp-entity in which corp’s directors have c/i

a. 8 Del.C. 144a2: provides that “interested transaction of this kind won’t be voidable if approved in good faith by a majority of disinterested SHs.” Invokes BJR, P has burdenof showing that no person of sound ordinary business judgment would say that it was fair deal.

b. Argued approval of non-Waste SH cleansed the deal.

2.  transaction b/w corp-controlling SHs.

a. Usually involves parent-subsidiary mergers conditioned upon receiving “majority of the minority” SH approval.

i. Ds (directors) have burden of proving that merger was fair (legit thru cleansing)

b. But where merger is approved by majority of minority of informed SH, deal is cleansed, std of review is fairness but burden shifts to P to demonstrate it was unfair (entire fairness, waste). Ratification has burden-shifting effect.

3. In this case, since Waste, a 22% SH of WTI is not de jure or de facto controlling SH of WTI, review std is business judgment, w/ Ps having burden of proof. 

a. Potential for process manipulation by controlling SH and concern that its continued presence might influence even fully informed SH vote justifies need for exacting judicial scrutiny of entire fairness std of review, but not present here so BJR suffices.

4. Held: If you put together majority of disinterested SH and they are fully informed, it does have a cleansing affect. Just shifts burden of proof in fairness inquiry back to P wrt terms of deal.

5. Diff from interested director context, once you get SH approval disclosed fully, case doesn’t go forward.  

vi. Summary of cleansing: 144 governs when transaction voidable b/c of self-dealing.

1. DOL suit (Director/Officer) 144 binding:

a. Informed majority BoD vote or

i. Disinterested-BJR

ii. Interested, go to (c)

b. Informed majority SH vote or

i. Disinterested-BJR-now P must show waste

ii. Interested, go to (c)

c. K/transaction is fair as of time it was ratified, authorized, approved by bods, committee thereof, or SHs.

i. D has burden

2. DoL Suit (Dominant SH) 144 Not Binding but cts analogize [D has burden if minority SH shows self-dealing existed b/c parent and subs)
a. Informed BoD vote

i. Generally no help unless min directors

b. Informed SH vote

i. Disinterested, go to C1

ii. Interested, go to C2

c. Unfairness

i. P burden to show unfairness

ii. D burden to show fairness.

3. DoC Suit: (Director/officer) 144 not binding

a. Informed BoD vote

i. Generally no help unless becomes informed 

b. Informed SH vote

i. Absolute defense, transaction can be sustained (Van Gorkam)

c. Fairness

i. Affirmative Defense (Cinerama)

4. For dominant SH cases, best that you get is flipping of burden. 

5. 2 caveats: 

a. 2 versions of fairness: “Intrinsic” v. “Entire”

b. The Wheelabrator case utilizes the notion of “entire fairness”, whereas other cases focus simply on “fairness”

c. Difference:

i. Substantive (Intrinsic) Fairness: solely a substantive consideration (terms of deal – arm’s length K)

1. Applies to generic DoL disputes

ii. Entire fairness: fair substance + fair dealing

1. Special rule for DoL disputes involving a dominant SH when the complained of transaction is a merger or some other significant act (eg charter amdt, sale of all/subst all assets) that reqs a SH vote.

a. Fair dealing: relates to when transaction was time, initiated, structured, negotiated, disclosed to directors and how approvals of directors/SHs were obtained.

b. Maj vote by informed, disinterested SH does not cleanse deal (b/c of coercive power that controlling SH has), but shifts burden to P to demonstrate unfairness 

c. Effect of this type of cleansing is same as disinterested SH vote: flips burden to P to show entire/intrinsic “unfairness.” In situations that req entire fairness test, almost reqs that you disclose to SHs. 

6. Cleansing by bod vote traditionally not thought to have any effect. But Kahn case allows for cleansing if an indep subcommittee approves. However, D must be able to show that:

a. Majority SH didn’t dictate terms of transaction &

b. Special committee had real bargaining power which it can exercise on an arm’s length basis.

10. SH ENFORCEMENT OF FID DUTIES: THE DERIVATIVE ACTION

a. Can fiduciary duties be enforced in court? Yes. Most corp litigation involves allegations of breach of FDs.

b. Who can bring an action for breach of fid duties? In general, only the residual claimant(s) which usually means SH; DHs if financial distress.

c. What is the process by which such action is brought?

i. Direct actions: 

1. Must state claim for injury which is separate and distinct from that suffered by other SHs 

2. Or state wrong involving contractual right of SH which exists independently of any right of the corp.

3. If corp breaches aspect of contractual relationship, have right against that corp. Not injury against corp, only hurts you b/c hurts value of your share. Some situations involve contractual rights that SH is claiming b/c of some specific grant of power w/n stock certificate itself. SH must allege more than injury resulting from wrong to corp. 

ii. Derivative Action: corp has cause of action against manager that has breached fid duty and caused value of SH to go down.

1. 2 simultaneous suits in equity:

a. a SH against corp to compel it sue another

b. the actual suit by corp against the other party

2. Because SH is suing “in right” of corp (acting as its champion), any remedy from principal suit goes to corp, and corp is reqd to pay for the SH atty’s fees if suit is successful (or often if it settles)

3. Atty knows his gain is from successful SH suit in which he gets litigation costs paid for. SH sends atty in, atty bargains w/ in-house counsel as to how to settle litigation. If corp and atty reach settlement agreement that is lukewarm, but reqs corp to pay lots in atty fees, SHs lose out. Problematic. In light of problems, can understand why cts tend to be protective of director’s rights, quell SH litigation.

iii. Direct v. Derivative:

1. Direct:

a. Force payment of a promised dividend

b. Enjoin activities that are ultra vires

c. Claims of securities fraud/blue sky laws

d. Protecting participatory rights for SHs

2. Derivative
a. Breach of duty of care

b. Breach of duty of loyalty

c. Enjoin “management retrenching” practice

iv. Advantages

1. Possibly more attractive damages (gains-based)

2. Undoubtedly more attractive fee allocation

a. Default: one-way fee shifting (if SH wins)

v. Disadvantages

1. damages and other remedies usually (though not always) go to the corp and not directly to SHs

2. Procedural hurdles

a. Bonding reqmt [Del doesn’t have this req]

b. Demand reqmt

c. Special litigation committees

BONDING REQMT

vi. Reasons for: More likely to settle der suits b/c director can’t get indemnification by corp if he incurs liability for breach of duty to corp, and fear of strike suits.
d. Eisenberg v. Flying Tiger Line: E seeks to overturn reorganization and merger which effectively diluted his voting rights by depriving minority SH of any vote/influence over affairs of newly formed company. Assets of corp folded into sub so SH lost control of ability to elect bod of sub (b/c it was to be elected by bod of parent)

i. Issue: whether he should have been required to post security for costs as condition to prosecuting his action (as NY statute mandated in derivative actions)

ii. Held: E’s actions should not have been dismissed for failure to post security since is not derivative action. Is merely challenging right of mgmt to exclude SH from proper participation in affairs of corp, not something about SH’s participatory rights.

iii. Is E really hurt? SHs who might feel even more insulated now.

iv. Why didn’t E craft complaint to argue that new corporate structure slackened the control that SHs could exercise over the corp? B/c it would have looked like derivative action and would have to post bond.

e. DGCL 145b: corp may pay D’s expenses only if the ct determines that “despite the adjudication of liability but in view of all circs of the case, D is fairly entitled to indemnity.

DEMAND REQMT:

f. Most states req SHs in derivative suits first to approach bod and demand that they pursue legal action, unless SH can claim excuse. SH might want to avoid making this demand though b/c won’t want to sue each other. (there is c/I b/w board and corp)
g. Purpose of demand reqmt:

i. Invokes specifics of ADR procedures which might avoid litigation

ii. Allows corp to control the proceedings

iii. If demand is excused, wrongfully refused, SH will normally control proceedings.
h. Derivative Action Pleading Reqmts: Del Chancery Rule 23.1
i. the complaint shall allege w/ particularity the efforts, if any, made by P to obtain action he desire from directors or comparable authority, or the reasons for his failure not to obtain the action or for not making the effort. 
i. Aronson Test for EXCUSAL (futility) 

i. Demand is deemed futile only if P can allege particularized facts creating a reas doubt that
1. Majority of directors are disinterested & indep, AND

a. Verb tense: Asks whether directors sit today, acting today, are disinterested or indep?

b. Disinterested:

i. Majority of bod who would vote on SH’s demand involved alleged wrongdoers (direct financial interest in transaction)

ii. Majority of bod dominated by interested director
2. Challenged transaction was product of valid exercise of business judgment

a. Could claim duty of loyalty, substantive (waste) DoC or procedural DoC problem.

b. Able to bootstrap on your substantive complaint. Most people who claim they are in demand/excused situation will try to use Part ii b/c interested directors who were instrumental in the decision early on may have switched over.

3. Looks conjunctive but is really alternative test. Create reas doubt about one or the other.

j. If demand made, or demand unexcused:

i. Board has discretion to dismiss and decision will be afforded BJR b/c when demand is made, P concedes that it was required, which means he concedes that the majority of the board was disinterested.

ii. If dismissal not wrongful, P can no longer pursue litigation.

iii. P may only challenge under wrongful refusal action: 

1. P may use “tools at hand” to obtain relevant corp records, reports, reflecting corp action.

2. Bod entitled to BJR unless P can demonstrate that board vote included interested directors or there was failure of duty of care.

iv. If demand is made and rejected, SH waives excuse claim (Grimes)

k. If excused:

i. Board cannot dismiss (b/c presumption that it was interested), but bod may organized Special Litigation Committee of disinterested board members who will consider pursuit of suit and whether it is in best interest of corp (Zapata & 141c allows bd to delegate all its authority to a committee) Will apply BJR to its decision. 

1. Zapata test: for demand-excused cases where SLC recommends dismissal:
a. Ct should inquire into indep and good faith of committee and bases supporting its conclusions—did SLC act indep, in good faith, and w/ reas investigation? Burden of proof on D corps.

b. Ct should determine, applying its own indep business judgment, whether the motion should be granted—does dismissal pass independent judicial inquiry into business judgment? Parameters of BJR evaluation are hard to define, ct doesn’t define what this part really means.

i. Best way is to use structural bias argument: don’t want to screw over their fellow directors. 

ii. Analysis: in Del, SLC have power to sometimes dismiss derivative actions.

iii. If demand is futile, plaintiff will lose w/o demand if Del 144 cleansing is satisfied.

l. Brehm v. Eisner:

i. In 1995, Disney CEO Eisner convinces bod at time to hire Ovitz as president. Resistant to idea at first but they hire him. In deciding to hire, call in pundit to come up w/ compensation package for O’s contract. Options A offer million shares of Disney stock, even if employment ends b/4 end of 5 yr term as long as not terminated for cause. K provided numerous ways to terminate rlshp. If Ovitz can get self fired on non-cause basis, he wins big. Ovitz gets himself terminated shortly after K is entered into.

ii. Brehm is SH and files a derivative suit on og K and 1996 bod’s decision to allow him to enter this agreement (to leave Disney on a non-cause basis)

iii. Applying Aronson to this case: Part ii

1. Process challenge in approving 1995 Employment Agreement (following on Van Gorkam’s heels): read section 141 in entirety. Gives directors its managerial power. 

a. Informational component of directorial decision making: board must consider only “material facts reas available”

b. Court offers formula of overcoming the BJR protection of process when expert consulted:

i. Directors didn’t rely on expert

ii. Relied, but not in good faith

iii. Did not believe expert’s advice was w/n expert’s professional competence.

iv. Faulty process in selecting expert

v. Patent deficiency in expert’s advice

vi. Board’s decision unconscionably wasteful.

c. Might argue that it’s really hard to get qualified people like Ovitz b/c asking them to make change in career. So compensate for the risks that he’s taking. Might be adequate to overcome waste doctrine w/ BJR. Brehm loses but has leave to amend complaint.

2. Substantive duty of care challenge: 1995 agreement was wasteful b/c incentivized D to leave early.

a. Waste test: exchange so one-sided that no business person of ordinary sound judgment could conclude corp as received adequate consideration.

b. Whether O is worth such lavish payout is matter of judgment.

c. Eisner and Ovitz are pals and Eisner is trying to throw him a bone. 

d. New board, in agreeing to termination agreement, screwed up.

e. Old board, in making contract, screwed up.

i. Brehm should have articulated that Board was dominated by people fearing liability in this case

m. Grimes v. Donald:

i. Abdication claim:

1. Rules: 

a. Directors may not delegate duties which lie at the heart of the mgmt of the corp

b. An informed decision to delegate a task is as much an exercise of business judgment as any other

c. Business decisions are not abdication of directorial authority merely b/c they limit bd’s freedom of future action

d. If indep and informed board, acting in good faith, determines that services of someone warrant lot of money, that is business judgment.

e. Here, board has ultimate freedom to direct strategy and affairs of company.

n. Consequence of futility determination (Grimes)

i. Demand made

  demand not made

ii. Demand reqd

SH waives futility 
   court will grant motion to   



claim, refusal to pursue    dismiss by corp
  
 

Subj to BJR






iii. Demand excuse
d
SH waives futility claim,       want to be here
May claim “wrongful refusal” 

iv. SH does not always get her day in court: either board must yield to her demand, or she must show that demand is futile.

11. INSIDER TRADING

a. Federal Securities Statutes

i. 1933 Securities Act (Securities Regulation): 
1. Section 5:
a. Pre-registration period
b. Waiting period
c. Post-registration period
2. key difficulty
a. balancing disclosure duties w/ constraints on offers
b. gun jumping and cooling off
ii. 1934 Exchange Act (Securities Fraud)
1. 10b-5: fraud in connection w/ purchase/sale of sec
a. governs insider trading and false statements/omissions by companies related to purchase/sale of sec.

2. 14a and Rule 14a-9: Fraud in connection to proxy contest
3. Rule 14e-3: Fraud in connection to tender offer
4. 16a and 16b: violation of mandatory insider reporting/disclosure provisions.
b. Policy:

i. The justifiable expectation of the securities marketplace that all investors trading on impersonal exchanges have relatively equal access to material info, subject to identical market risks.

c. Traditional Theory: 

i. Only applies to statutory or constructive insider and you have duty to abstain or disclose. Duty to disclose under Rule 10b arises from existence of fid rlshp, not mere possession of nonpublic market info & manipulation/deception  

ii. If you overhear on an elevator, you have no liability under 10b-5 b/c you’re not an insider, and tippee didn’t give info for personal benefit. May be liable under 14e-3 however. 

d. Santa Fe v. Green:

i. Holding: breaching state fid duty doesn’t imply breaching federal securities fraud. They both have diff elements and have to prove them separately.
e. Elements of Rule 10b-5 action
i. Breach of cognizable securities law duty: unlawful for any person, directly/indirectly, by use of any means/instrumentality of interstate commerce, or of mails, or any facility of any nat’l securities exchange,

1. to employee any device, scheme, or artifice to defraud

2. to make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circs under which they are made, not misleading, or

3. to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person,

4. In connection w/ the purchase or sale or any security
5. Other rules:

a. Have to have purchased or sold during period of insider trading if you are to personally recover. 

b. In traditional insider trading, violation only occurs if informed trader owed fid duty to corp/SH (Chiarella). 

i. Only statutory (corporate officers/directors) or “constructive” (employee, accounting firm, attorneys, etc) insiders have duty not to trade while in possession of material, non-public info. They must either disclose to investing public or abstain from trading or recommending securities while info remains undisclosed.

ii. Duty only arises when circs are extraordinary and are reas certain to have subst effect on market price of security if the extraordinary situation is disclosed.

c. Insider is not always foreclosed from investing in his own co merely b/c he may be more familiar w/ its operations that outside investors

d.  Insider is not obligated disclose educated guesses or predictions

ii. Scienter: had to have acted knowingly (in some jx, recklessly)

iii. Materiality: 

1. Basic test: whether a reas man would attach importance, in determining his choice of action in the transaction in question.

a. encompasses any fact which in reas and objective contemplation might affect value of corp’s stock

b. must include info about earnings and distributions of company but also those facts which affect the probable future of company and those which may affect desire of investors to buy, sell, or hold co’s securities

c. Expected consequences: Pr (fact is true) x (magnitude of event)

i. Note: one can be small, so long as the other is suff large, and there will still be a material finding

2. Material fact must be disclosed effectively to investing public prior to start of insider trading  

iv. Reliance

v. Transaction causation


not particularly relevant
vi. Loss causation

f. SEC v. Texas Gulf Sulphur Co.

i. Held: all transactions in TGS stock or calls by indivs apprised of drilling results were made in violation of Rule 10b-5. Knowledge of results of discovery hold would have been important to reas investor and might have affected the price of the stock. [evidenced by fact that those who knew of info purchased stocks or short-term calls, some for the first time in their lives]

ii. Held: since could be that reas investor would have read b/w the lines of inconclusive and negative statement to present optimistic view shows ct press release wasn’t definitively deceptive or misleading.

iii. Value of call options: fact that strike price is at or above market price makes options very cheap to purchase. If you want o make lot of money and are sure price will go up, buy lots of options. Downside is if stock price doesn’t go above strike price, you lose all your money.

iv. Call options: option to buy securities at fixed price, even if market rises. The right to req another to sell.

v. Strike price (Call price) price for which a sec will be bought/sold under an option K if option is exercised.

g. Dirks v. SEC

i. Cady/Roberts 2 elements to establish Rule 10b-5 violation:

1. the existence of rlshp affording access to inside info intended to be available only for a corp purpose

2. the unfairness of allowing a corp insider to take advantage of that info by trading w/o disclosure

ii. Tipper/ee liability based on federal law. Federal cts willing to find c/I when more attenuated. Also, fed only has DoL.
iii. Tippers

1. May be liable for tippee’s trades as long as you yourself are tipping for personal benefit.
a. Even if tippees themselves are not liable under Dirks, tipper can still be liable as insiders under the first half of Dirks test.
2. that gives bad tips, can be sued by their tippees.
iv. Tippees 

1. Who trade are liable if inherits fid duty from tippee, that is, if both parts of Dirks test is satisfied
a. Whether tipper personally will benefit, directly/indirectly, from disclosure. Absent some personal gain, there has been no breach. Absent breach by insider, no derivative breach.
b. Whether tippee knew or had reason to know of breach, of personal benefit.
2. who don’t trade are never liable unless become tipper
3. distinguish from “outsiders”
4. 2nd circuit has found liability passes thru chain that is 7 tippees long.

v. Held: no actionable violation by Dirks b/c tipper received no monetary or personal benefit by revealing corp’s secrets, tippers were motivated by desire to expose the fraud.

vi. Duty to disclose under Rule 10b arises from existence of fid rlshp, not mere possession of nonpublic market info & manipulation/deception   

vii. Hypos: Suppose Secrist’s motivations were heroic, but Dirks’ primary intent was to advise trades rather than expose fraud result?
1. Same as (1) but supposed Dirks though Secrist’s motivation were to help Dirks out in his career (no liability)
2. Same as (2) but S’s actual motivation was to help Dirks out in his career Yes, passes both tests
3. Same as (3) but S was the gardener at EFA (no liability, not insider, statutory or constructive)

h. US v. O’Hagan  
i. Facts: D & L hired by Grand to represent them in making hostile bid for Pilsbury stocks. Have to offer significant premium above what current trading price is for that stock (get lots of benefits of getting control of that company so should be willing to pay more). O’Hagan, a partner at the firm, hears about the deal so he goes out and buys call options on Pilsbury stock (are good b/c can though they are risky, can buy them cheaply and get all upside of run-up of stock price). Pockets over 4m when he sells them. 

ii. Doesn’t match up w/ template of traditional approach--O’Hagan says he’s clean b/c he doesn’t owe any duty to Pilsbury or its SHs and is not the tippee of anyone who owes duty. 

iii. Misappropriation theory: USSC deemed it a viable, alternative way to get 10b-5 liability in every circuit:

1. Misappropriation theory structure: 

a. 3d party info generator ends up entrusting valuable info to a fid of theirs (O’Hagan), and that fid trades on the info. There is no duty owed by 3d party generator or appropriator to the corp or its SHs, the fid duty travels b/w generator and appropriator. To escape liability, all appropriator has duty to do is disclose under federal law. Then can trade even w/o consent from generator. Under state law, permission is implied in disclosure. 

2. Dirks test applied: does tipper use for personal benefit, and does tippee know or have reason to know that the appropriator used info for personal benefit.

iv. Misapp doctrine adds greater consistency and symmetry to Rule 10b-5 case. All the statute does is prohibit deception by trader in connection w/ purchase/sale of securities. In this case, deception works thru non-disclosure and purchase/sale reqmt clearly met.

v. Misapp v. Traditional 10b-5: Misapp would swallow traditional (b/c involves fid duty to anyone else who is generating info), except for fact that disclosure duty under trad is to market while under misapp, is to generator.

vi. 14e-3 liability: governs insider trading wrt tender offers. Narrower in scope than 10b-5 but much broader in its rigor (b/c duty is significantly larger). Prohibits trading by anyone who has material, nonpublic info about tender offer that he knows/has reason to know was obtained from bidder/target.

1. Basic elements:

a. Have to possess inside info regarding tender offer

b. Materiality of information

c. Misappropriator knows/has reason to know the info came from an insider

d. Purchase, sell, (or cause to be purchased/sold) security/derivative of offeror or target without first disclosing info to trading partner.

2. No breach of fid duty reqd here unlike in misapp and traditional 10b-5.

vii. Hypo: Had 2 journalists for WSJ who wrote column entitled Heard it on the Street. Noticed that when they announced a company is “hot,” the price of that company’s stocks goes up. So decide to make money off it. Wouldn’t be liable under traditional 10b-5 b/c don’t have rlshp w/ any of the companies being bought/sold. Under O’Hagan misapp theory, aren’t liable b/c don’t get info from WJS, and they are the generators of info. Ct says you are producing info for WSJ and hired by them, provided the resources, so they are the principal. Moreover, they have express policy of confid so that their authors can’t divulge info elsewhere. By trading, these guys breach that policy of confid so liable under 10b-5 misapp theory.

1. If WSJ didn’t have policy of confid, everyone might know the journalists could trade on info they generate, so might lose credibility and ability to influence stock prices.

2. Could WJS trade on this info? As long as they are not lying, manipulating stock market. 

12. HOSTILE ACQUISITIONS AND MANAGERIAL RESISTANCE

a. Two principal ways for Firm A to acquire Firm B:

i. Negotiate w/ mgt (“friendly” acquisition)

1. statutory merger

a. combo accomplished using procedures prescribed in state corp laws. Terms of merger spelled out in merger agreement which prescribes treatment of Shs of each corp. Reqs approval by votes of bods and SHs of both corps.

2. sale of assets (asset-acquisition): acquiring corp buys all assets in exchange for its stock or cash. Then acquired corp would be left w/ nothing but acquiring corp’s shares which it normally liquidates and distributes to SHs.

ii. Purchase shares (“hostile” acquisition)

1. Using a “creeping” acquisition or a tender offer: acquirer tries to quietly get control of target. (disallowed, acquirer must announce intent once it gets 5% of corp stock)

a. Might have to pay a “control premium”

2. Tender offer: Suitor can go over heads of unwilling mgmt and woo SHs directly by buying controlling block of shares at above market prices. Suitor will publicly offer to buy shares at premium contingent on suff # tendering w/n specified period. Then can give maj equity position, voting control. (2-tiered tender offer)
3. Then place members of bd and engineer a statutory merger under 251 or 253.  Cash out merger. 

a. Perhaps squeezing out any remaining SHs.

b. Some defensive tactics: 

i.  “Greenmail”: corp purchases potential acquiror’s stock at premium.

1. Payoff the potential acquiror to go away (usually by purchasing her shares) using corp assets. 

2. There might be conflict of interest: no direct financial gain or difference after transaction takes place, seems more like purchasing job preservation.

3. Cts have treated these tactics as a netherland as things you want to give deference to or be suspicious of (duty of loyalty and duty of care—BJR v. suspicious of anti-takeover measures)

ii. Competition

1. Find a friendly “white knight” to take over firm

2. Allocate “lockup” rights to first/preferred bidder

iii. Scorched earth policy

1. Poison pills: bods implement these complex plans to provide protection against takeovers. Unless prohibited in charter, can amend bylaws to have this. Can make it flexible.

a. Defined. A plan by which SHs receive the right to be bought out by the corp at a subst premium on the occurrence of a state triggering event.

2. Share repurchases at a premium

iv. Turn the tables

1. The “Pac-man” defense: makes a counter tender offer to the enemy company.

c. Policy: Do target SHs want resistance by incumbent mergers? Even if you want someone to acquire this company, if you’re a SH who is going to be bought out, want it to be at highest price possible. Anti-defense merit is that incumbent directors can use it as bargaining chip, will cancel poison pill unless you’re willing to pay certain price.

d. Judicial ambivalence towards defensive tactics: [heightened scrutiny than BJR]

i. Reasons for deference:

1. managers are supposed to make day to day decisions and plan long-term strategy

2. 141c: bods must make long-run decisions for firm.

3. SHs may not be savvy in their pursuit of short-term gains

4. Implied decision: not to sell out/bust up firm

5. Or if sell, get highest price possible for SHs

ii. Reasons for scrutiny:

1. Manager may have strong self-preservation incentives (private benefits of control) so may not go for best deal of SHs

2. If a takeover attempt is “worth it”, odds are that it’s b/c mgmt is doing a poor job.

e. Cheff v. Mathes

i. Mr. Cheff was president of bd and CEO of Holland (both officer and director of company) and owns 6000 shares. Mr. Trentcamp is general counsel for Holland. Mrs. Cheff is member of bod who ran family outfit (Hazelbank) that owned ton of shares of Holland. Came under scrutiny for unfair business practices (sent Ees to people’s houses to take apart furnaces and sell new one). Value of shares went way down. Made it target of takeover. Entrepreneur outfitter approaches Mr. Cheff about potential merger b/w his company (competitor) and Holland. Cheff rejects b/c competitor has negative reputation as slash-and-burn (buys companies and liquidates them). Secretly starts buying out Holland shares and then demands seat on the bd. Bod decides to pay off Maremont w/ corporate funds. Mathes challenges and says breach of duty of loyalty to perpetuate control of company. Ruling, no not hard and fast duty of L. No obvious non pro rata distribution.

ii. Rule: b/c of inherent danger in purchase of shares w/ corp funds to remove threat to corp policy when threat to control is involved, directors are necessarily confronted w/ c/I so burden should be on them to justify purchase as one in corp’s interest.

iii. Issue: whether Ds showed reas grounds to believe danger to corp policy/effectiveness existed by presernce of Maremont stock ownership. Directors satisfy burden by showing good faith and reas investingation

iv. Hold: bod, based on direct investigation, professional advice, observation of Maremont’s purchasing shares, justified in believing there was reas threat to continued existence of Holland by plan of Maremont to build up stock holdings.

v. What duty is implicated by greenmail? Would seem duty of loyalty: but there is not a pro rata dist being made. Company is just being maintained. Not making any money or getting any major benefits.

vi. Not duty of care. Doesn’t want to just give BJR protection.  

vii. Inside directors (Cheff and Trenkamp), they had personal, pecuniary interest they have std DoL to the extent they dominated board’s decision to pay the transaction. They are protecting their jobs.  

1. direct conflict of interest—DoL analysis.

a. Directors must either show cleansing of transaction after full disclosure or “fairness” to corp.

b. Fall back on Unocal or Revlon doctrine.

viii. Outside directors

1. No presumption of DoC (BJR)

2. Instead, directors must affirmatively demonstrate 

a. reas investigation gave them grounds to perceive danger to corporate policy and effectiveness; and 

b. good faith of their actions

3. What sorts of arguments would be suff here?

ix. Could you argue that one was looking long-term towards Ee welfare (didn’t want slash and burn so Ees could be ensured of keeping their jobs)? Could you consider non SH constituencies like this when you perceive danger to corp policy and effectiveness?

f. Regarding “uninterested directors,” is Cheff distinct from a BJR approach.

g. If you are in situation where all you’re trying to do is preserve the status quo, then cts will allow you to say you were looking out for all sorts of constituencies in theory that it would be in SH benefit in long-term. If you just want to liquidate firm and sell to someone else (if it is the end game for SHs), inquiry needs to be narrowed to SH interest only. This is diff b/w Unocal and Revlon case.

i. Flips burden of BJR  

h. Federal Law: Williams Act (Greenmail becomes under attack of IRS penalty)

i. Creeping Tender Offers and identification to the SEC (section 13d1, Schedule 13D).

ii. Disclosure reqmts. 14d1

iii. Cookies for Everyone in the class 14d7

1. If you make tender offer to company at $20/share and then up the price, have to give it to everyone else, including those who already subscribed to the tender offer.

iv. Tender offer is “firm” for 20 days, and tender is rescindable for 15 days (14e1)

i. Del 160a: corp has broad authority to deal in its own stock.

j. Unocal v. Mesa

i. Issue: validity of corp’s self-tender for its own shares which excludes from participation a SH making a hostile tender offer for the company’s stock.
ii. Held: U’s board, consisting of majority of indep directors, acted in good faith, and after reas investigation found that M’s tender offer was inadequate and coercive. Under these circs, the board had the power and duty to oppose a bid it perceived to be harmful to the corporate enterprise. 
iii. Tender offer: M, owned 13% of U’s stock, offered two-tier “front loaded” cash tender offer for 64 million shares (37% of U’s outstanding stock) at $54/share. “Back end” was designed to eliminate the remaining publicly held shares by an exchange of secs worth $54/share.  
1. Such offer is class coercive measure designed to stampeded Sh into tendering at 1st tier in fear that they will receive back end.

iv. U’s competing offer provided that if M acquired 64m shares thru its own offer, U would buy remaining 49% of outstanding shares for an exchange of debt secs having a value of $72/share. 
1. Only kicks in once Unocal crosses the 50% threshold. 

2. Counteroffer gives incentive to SHs to wait so as to get a better offer from Unocal. The rest of them are holding out as well. So effect of self-tender offer is that Mesa won’t be able to get their shares, to interest folks into the front end unless they up the price.  

3. This altered plan is like scorching earth b/4 anyone invades. 

4. Excludes Mesa b/c to include M would defeat director’s goal of adequately compensating SHs at “back-end” of M’s proposal b/c under proration aspect of exchange offer (49%), every M share accepted by U would displace one held by another SH. Thus, if M were permitted to tender to U, U would in effect be financing M’s own proposal.
v. Mesa sues derivatively arguing that U owed same duties it owed every other SHs, so couldn’t decide to just repurchase certain SH’s shares. Just a systematic attempt by bod of U to entrench themselves (to make sure no one takes over the company, even though M might better manage it)

vi. Rule: selective stock repurchase: Del corp may deal selectively w/ SHs provided that directors haven’t acted out of sold purpose to entrench selves in office. 
vii. Rule: corp has fund duty to protect corp enterprise irrespective of source, especially SHs.
viii. U 2-prong test: (Conjunctive) BJR applies if pass this test

1. Threat prong: board acted in good faith and after reas investigation concludes there is danger to corporate policy and effectiveness, and

a. Like Cheff looks very similar (broad constituencies and time horizons)

b. Not for purpose of entrenching selves, uninformed, or fraud.

c. Can satisfy this prong by showing good faith and reas investigation.

d. Formally burden is on directors but broad justifications seem pretty easy to come up with

e. Threats: Opp loss of superior alternatives for SHs, structural coercion (2-tiered deal), substantive coercion, threat to long0term corporate strategy, inadequate price (board is in best position to know value of the firm, and SHs tend to go for high short-term gain)

f. Reas investigation: was threat adequately investigated b/4 measure was adopted?

2. Proportionality prong: action must be reas in relation to threat posed. Explicitly new element.

a. Not well developed in Unocal.

b. Unitrin case (1995): even if there is bona fide threat, protective measure cannot be “preclusive or coercive.” Ct never defined what those terms mean.

c. Burden for both is on bods. 

d. Balance: for defensive measure to come w/n ambit of BJR, it must be reas in relation to the threat posed. 

i. look at nature of takeover bid

ii. effect on corporate enterprise

1. inadequacy of price offered

2. nature and timing of offer

3. questions of illegality

4. impact on constituencies other than SHs

5. quality of securities being offered in exchange

3. Diff from BJR: the burden is diff, and the second prong doesn’t exist in BJR.

4. If board satisfies both prongs, decision is under BJR.

ix. Constituencies: possibly includes SHs, creditors, Ees, dominant SHs, community, and Clients, etc. and Time Horizon (how many yrs into future)?

x. In acquisition of its shares, a Del corp may deal selectively w/ its SHs provided that the directors have not acted out of a sole or primary purpose to entrench themselves in that office. BJR applies to takeovers.
xi. Rule: when a board addresses a pending takeover bid, it has obligation to determine whether the offer is in the best interests of the corp and its SHs. 
1. Caveats: since there is specter that board may be acting primarily in its own interests, there is enhanced duty which calls for judicial examination at threshold b/4 protections of the BJR rule are conferred.
xii. Application: selective exchange offer by U is reas related to threats posed. Objective was either to defeat inadequate M offer (value of U was subst above M’s offer at front end) and subordinated secs to be exchanged in M’s squeeze out of remaining SHs in back end merger were junk bonds worth less than offered and or if offer succeeded, to provide 49% of SH at back end w/ $72 worth of senior debt.
xiii. Mesa had a reputation as a greenmailer: greenmail refers to practice of buying out a takeover bidder’s stock at a premium that is not available to other SHs in order to prevent the takeover.
xiv. Hypo: suppose that M’s offer had been one-tier offer at $54 cash per share (and therefore not coercive to SHs) and Pickens had no rep as a greenmailer, under Unocal, which of the following would still be considered bona fide threats?
1. Pickens wanted to liquidate the firm in 5 yrs. Look to 5 yrs, Ees are relevant constituency under Unocal test. Can point to corp constituent that will be harmed in at least 5 yrs. Unocal allows you to sort of grab at any harm/threat and justify.
xv. Spectrum:

1. Deferential scrutiny (non-def acts, gross negligence (VG)
2. Middle of road: def measures (threat + prop (Unocal))
3. Strict scrutiny (self-dealing, DoL—no BJR (Lewis and ERCO)
k. Revlon (much more scrutinizing)

i. Revlon Poison Pill (notes purchase rights): have bod amend bylaws of company. Payment of dividend to SHs (in-kind—an option to trade in shares for $65 IOU if some outside acquiror (PP) obtains at least 20% of outstanding shares of company  (senior note, better than shares that are trading at $38/share), not cash). It’s a good offer so SHs will probably tender, and in paying out, Revlon will become drained of its assets. Revlon SHs will have exchanged position as SHs to senior debtholders. Now PP will own 100% of Revlon but Revlon is no longer worth anymore, and have to pay off $65 IOUS). PP owns 100% b/c they received 20% of outstanding shares (and control of company is based on outstanding share ownership?) Board can vote to cancel options at 10 cents a piece. PP nevertheless makes offer of $47.50/share contingent on canceling poison pill.  

ii. PP’s initial offer was grossly inadequate so R’s defensive measures were reas in relation to the threats posed, but when PP increased its offer, and R’s board authorized permitting mgmt to negotiate a merger or buyout w/ a third party, this was indication that company was for sale so director’s role shifted from defenders of preservation of corp entity to maximization of company’s value for the SH’s benefit.

iii. Rule; when addressing takeover threat, can consider various corp constituencies limited by reqmt that there be some rationally related benefit accruing to SHs.
iv. When breakup of corp is inevitable, duty of board changes from preservation of Revlon as corp entity to maximization of compnays’ value at sale for SH’s benefit. 
1. No longer faces threats to corp policy/effectiveness at that point
2. selective dealing to fend off hostile bidder no longer proper goal
3. duty of loyalty goes to SH
4. breakup is not necessary. Just impending sale of control
v. Ct articulates Revlon test to evaluate validity of defensive measures: directors must bear burden of proving they had reas grounds for believing there was danger to corp policy/effectiveness, a burden satisfied by showing of good faith and reas investigation. In addition, the directors must analyze the nature of the takeover and its effect on the corp in order to ensure balance that the responsive action taken is reas in relation to the threat posed.

1. still 2 part test, but now, once company is no longer going to continue as viable, ongoing concern, same test is used but scope is different from Unocal ( your defense has to based on short-term value of shares, has to be evaluated wrt to goal of getting the highest value for SHs.
vi. Application of test: given narrower constituencies/time horizons articulated above, how does court apply this test to the following measures:
1. poison pill, share repurchases (before breakup became “imminent”)—poison pills evaluated under Unocal b/c there is no reason for them other than to prevent the realization of a buyout.
2. no shop provision, cancellation fee, option on Crown Jewels (after breakup became “imminent”)
3. Revlon test applied when control premium is for sale during a firm buy-out, or when the break-up of the corp is inevitable.

vii. Merger w/ F was unreas wrt threat posed b/c they were trying to protect Noteholders w/ no benefit to SH when duty now was to SH.
viii. Revlon duty: to max Sh value and auction corp fairly
ix. Ask if whatever defensive measure is allowed to percolate thru, will it rob Shs of opp of control premiums?
x. 2 circs which implicates Revlon duties:
1. when corp initiates an active bidding process seeking to sell itself or to effect a business reorg involving a clear breakup of corp
2. where, in response to bidder’s offer, a target abandons long-term strategy and seeks alternative transaction involving breakup of company
a. If boards’ reaction to hostile tender offer is found to constitute only a defensive response and not an abandonment of the corp’s continued existence, Revlon duties are not triggered by Unocal rather.
xi. What triggers Revlon? Just the specific facts of the case?  
1. The “imminent breakup” of the target firm too(when breakup of firm is inevitable fact, bd acts improperly when it enacted further takeover defense (cancellation fee, lock-up, no shop) b/c the board had a duty to maximize short-term SH value, to secure a transaction offering the best value reas available to the SHs.
a. Market forces must be allowed to operate freely to bring SHs optimal price per their equity. Cannot play favorites.
2. Cases since Revlon:
a. Imminent “change in control” of the firm, even if no break up follows from a “fluid aggregation” of dispersed SHs to a unified entity or group.
i. Paramount v. Time: didn’t trigger Revlon
ii. Paramount v. QVC: triggered Revlon.
xii. Unifying Concept (best guess): were target’s SHs on verge of losing their future ability to extract a “control premium” [added value people are willing to pay to take control of company—is part of financial interest of SH, not just dividends but future promise that one day, you’ll be able to sell-out at huge profit to individual who may want to buy company. If you break up, you never get that opp]for shares? Ask if the act of directors going to ever rob SHs ability to sell-out control in the future at a huge profit. 

xiii. Rule: A board may have regard for various constituencies in discharging its responsibilities provided there are rationally related benefits accruing to the SHs. 

xiv. The merger agreements w/ F were unreas in relation to the threats posed b/c trying to protect Noteholders whose rights were fixed by contract and in doing so, no benefit accrued to the SHs.

l. Any situation where there is hostile takeover and company is putting up defense, courts have opted for intermediate level of scrutiny

i. Unocal is wimpy level and Revlon is more exacting.

ii. UNOCAL: If you are “merely” resisting a takeover, but not in way that is going to liquidate the company, so that SHs have ability to extract premium in the future, only have Unocal duty (threat/prop prongs). 

iii. REVLON: If your defense to hostile inquirer is something that involves change of control, break up of company, or some other evnt that loses SH’s their ability to extract premium from buyout in future, then you’re under Revlon test. Threat and proper test is still same but have duty to maximize short term SH welfare (have to justify it on value of short term SH welfare)

iv. Consequences of flunking applicable test: 

1. unenforceability of defensive measures you’ve undertaken

2. directors not liable under any of the contracts that you’ve executed 
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