Corporations Outline
AGENCY 

A. General Introduction

I. Forms of profit making organizations: 

a. Proprietorship – A one person business. Simplest form of enterprise.

b. Partnership – An association of two or more persons to carry on, as co-owners, a business for profit). Can be general, limited or special. 

c. Corporations 

d. Non-incorporated companies – limited liability companies 

II. Agent/Principal Relationship 

a. An agent is an actor who acts for the principal. 
b. Any business that is more than one person, must have an agent that acts for it. 

c. Agency relationship carries consequences: 

i. Liability of principal for what agent does 

ii. Obligation that agent has to principal – fiduciary duty and duty of loyalty  

III. When does agency arise? 

a. It is important to know when there is agency b/c that tells us when P can be held liable. If the actor is really an independent contractor then P is not liable. 
b. Originally derived from respondent superior and master/servant relationship 

c. Does not arise by statute nor intentions of the parties but by actions, status and position!

d. Gorton v. Doty (1937 p.1) 

i. Doty loaned football coach her car to drive players to game. Coach got into an accident and father of one player sued Doty. 

ii. Court holds that football coach Garst is Doty’s agent so Doty is liable. 

iii. Definition of agency: the relationship that results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act.  

iv. There does not need to be a K or compensation. 

v. Doty consented that Garst should act for her by driving her car and consented to acting so by driving the car. 

vi. Dissent – thinks agency should be more than passive permission, should involve request, instruction or command. 

vii. This specific instance has now been codified by most states. Most states now have owner liability statutes – if owners allows someone else to drive their car and an accident happens, owner is presumptively liable. 
e. A. Gay Jenson Farms Co. v. Cargill, Inc. (1981, p.7) 
i. Relationship was originally one of creditor/debtor 

ii. Court concluded that Cargill, by his control and influence over Warren, became a principal w/ liability for transactions entered into by Warren.  

iii. No contract is needed to create agency

iv. Agency can be an unintended consequence – can be created unintentionally. 

v. Agency can be created by: 

1. Circumstantial evidence 

2. Course of dealings  

vi. By assuming substantial control over Warren’s business, Warren had to check w/ Cargill to do most things, Cargill became liable. 

vii. The control Cargill exercised seems really similar to creditor-debtor relationship than principal-agent. But court decided it went slightly further. 

viii. Only way to avoid this is to draft a document that looks as close as possible to bank loan, allows some control over actions, and then don’t go beyond agreement. 

f. Control is a big factor, if not the controlling point, in the creation of agency.
g. Origin of agency is common law – not statutory law. Anywhere you see agency mentioned in statutes it is simply codifying the common law. B/c of this there will always be some ambiguity about when that relationship is created.  

h. The difference between an independent contractor and an agent will be degree of control. 
B. Contractual Obligations 


Actual, Apparent and Inherent Authority 

I. General situations when the principal is liable for a contract entered into by agent: 

a. Actual authority (Conduct that P actually wanted to happen; the agent has in fact been authorized to engage in the conduct) 
i. There are two components: 

1. Express actual authority 

a. Verbally or through written grant 

b. Written authority is generally not required but some examples are statute of frauds and power of attorney 
2. Implied actual authority 
a. Authority to do those things commonly understood, i.e. things that are inherent in a job 
b. Includes powers commonly necessary to carry out actually delegated duties 
c. Can be verbal or by action
d. Still includes only those acts that the principal actually wanted the agent to do 
ii. There is generally an obligation on the 3rd party to determine that the agent is the actual agent of principal and has the authority to enter into whatever arrangement is being entered into.   
b. Apparent authority (slightly an estoppel notion) 
i. Actions that were not actually authorized 

ii. Deals w/ matters of appearances on which 3rd parties rely 

iii. The principal, by his actions, creates the impression that the agent is authorized to do something, even though the agent is not.

iv. So two main elements: 

1. Agent is not authorized

2. Principal creates impression that agent is authorized. 

v. Impression can be created by different factors: 

1. Circumstances 

2. Course of dealings 

3. Trade custom

4. Uniform/place 

5. Statements made by parties 

vi. All of those factors can also create implied actual authority. The difference is that the principal didn’t want the agent to do the act in question. 

vii. Conflicting interests in apparent authority – to protect consumers and business practices by allowing people to rely on appearances but also to protect businesses against imposters 

viii. We generally force the company/principal to take precautions that someone will not hold themselves out to be an agent if they are not. 
c. Inherent agency power  
i. By virtue of the position of agent, the agent has some minimal power to do the questioned act and bind the principal 
ii. Established in Kidd v. Thomas Eddison, Inc. – “once a person has assured himself widely of the character of the agent’s mandate, the very purpose of the relation demands the possibility of the principal’s being bound through the agent’s minor deviations.” 
iii. This is a filler concept between actual and apparent authority 
iv. If someone is an agent, there must be some authority to do something. 
d. Authority doesn’t always fall clearly into one category or another. They overlap. In court you would generally claim all three (as alternative arguments) 
e. For example, the court in Lind could be holding on any theory. Doesn’t make clear. 
II. Cases dealing with Implied Actual Authority  

a. Mill Street Church of Christ v. Hogan (p.14) 

i. Church hired Bill Hogan to paint. In the past, Bill had hired his brother Sam when he needed assistance. This time, Church decided that Gary should be hired if assistance was necessary but did not communicate that to Bill, who hired Sam when he needed help. Sam got hurt on job. 

ii. The existence of authority will determine Worker’s Compensation 

iii. Turns on status, not representations – Was Sam Hogan an employee? 

iv. Court finds that a combination of past conduct and necessity of the job vested Bill Hogan w/ the implied actual authority to hire his brother.  
v. But this could really be seen as apparent authority and not implied actual authority b/c the Church did not want Sam to be hired. This was a borderline case. 

III. Cases dealing with Apparent Authority  

a. Lind v. Schenley (p.16)
i. Lind is a sales employee. He is told by NY sales-manager (Kaufmann) and regional VP of sales (Herrfeldt) that he will appointed assistant to Kaufmann and get 1% commission on all sales. 

ii. Question was whether Lind could have relied on what Kaufmann said. 

iii. Company is held liable on theory of apparent authority. 
iv. Generally the VP of Sales has the authority to make arrangements for the commission on sales. 

v. Kaufmann was Lind’s direct superior and could be expected to speak for the company. 

vi. Same argument could be used to prove implied authority but here Schenley gave evidence that Kaufmann could not set salaries for employees. So it is apparent authority. 

b. Three-Seventy Leasing Corp. v. Ampex Corp. (p.22) 

i. Kay was sales agent for Mueller and Ampex. Kay negotiated w/ Joyce from 370 about selling him computers. K sent a K to Joyce that was supposed to be signed by M but was not. Joyce executed the K. 
ii. Court concluded that Kay had apparent authority to accept Joyce’s offer an behalf of Ampex. 

iii. Ampex clothed agent w/ appearance of authority. Joyce indicated that he wanted all communication to go thorough Kay and Mueller agreed. So Kay could bind the company. 
iv. An agent has apparent authority sufficient to bind the principal when the principal acts in such a manner as would lead a reasonably prudent person to suppose that the agent had the authority he purports to exercise. 

v. Any limitations on the agent’s authority must be communicated to the third party. 
IV. Cases dealing with Inherent Agency Power 

a. Watteau v. Fenwick (p.25)
i. Defendants bought beerhouse from Humble. Humble did not have authority to buy anything but bottled ales and mineral water but Humble’s name was on door and appeared to outside world to be the owner. 

ii. Classic case of undisclosed principal 
iii. The principal is liable by virtue of agency whether the principal is disclosed or not. 

iv. In the case of an undisclosed principal, the 3rd party can fully sue the agent as well as the principal, and hold the agent liable. The agent may claim that he was only acting for principal, but unless he disclosed the principal, he can be held fully liable. 

v. 3rd party can bring case against both principal and agent for joint and several liability. 

vi. The cost of engaging someone as your agent and not disclosing your relationship is that you automatically vest that person w/ all the authority they would have if they were acting in the same way on their own. 

vii. Defendants did not disclose that Humble was their agent. It seemed like Humble was the owner of the bar so he had authority to do all things that an owner would be able to do – buy and sell whatever he wants. 

b. Kidd v. Thomas A. Edison, Inc. (p.28)

i. Fuller was employee of Edison, hired to find singers and make recordings to prove that Edison phonograph was indistinguishable from real thing. 
ii. Was Edison was bound by K made between Fuller and singer?

iii. Some problem w/ holding this as apparent authority b/c no one had engaged singers to do exact thing before. But Learned Hand points out that singers had been engaged for recitals of some kind for years. 
iv. Customary implication would be that he had authority. 

v. The purpose of delegated authority is to avoid constant recourse by 3rd parties to the principals. 

vi. If you make someone an agent and give them some discretion to act, you have by that very fact given him some authority. 

vii. That is the definition of inherent agency power. 

c. Sorber v. Norfland Insurance Company (in-class example) 

i. Imposter answers phone at insurance company. Sorber calls and imposter sells her car insurance. She later gets in accident. Is insurance co. liable? 
ii. Court holds that the insurance company is liable even though the imposter had no authority. 

iii. Since company advertises as doing business by phone, there is expectation that person who answers phone has authority to act generally for co. 

d. Nogales Service Center v. Atlantic Richfield Company (p.31) 

i. Another case on the borders of apparent authority but comes out to be inherent agency power. 
ii. NSC opened a gas station. To open it, they had to borrow $ from ARCO and agreed to get at least 50% of their gas from ARCO. NSC made some other agreements about price discounts w/ Tucker, ARCO’s manager. When NSC defaulted, question was whether ARCO was bound by Tucker’s agreement and by its relationship to NSC, for NSC’s debts. 
iii. “The power of an agent which is derived…solely from the agency relations and exists for the protection of persons harmed by or dealing w/ the agent.” 
iv. Although Tucker did not have the authority to grant the across-the-board discount, he did have authority to grant certain discounts. So this was within his general scope as agent. 

e. Inherent authority most often occurs when there’s a general agent who’s restricted from entering into a particular K, but whose general domain of authority includes actions like the one entered into. 
f. When you hire an agent, you expose the world to risk that the agent will act beyond his or her authority. Inherent agency power puts some of the cost of that risk on the principal, who is the one putting the agent into the world (theory of cost allocation from torts). 

Ratification and Estoppel  

I. Ratification Generally 

a. Principal can ratify action taken by agent in two possible situations: 

i. A was not the agent of P 

ii. A was the agent but did not have authority  
b. Ratification is means by which P can say agent did not have authority to do something but P is glad they did, so P affirms the act and agrees to be bound by it.

c. Two critical questions: 

i. What types of acts constitute affirmation? 

ii. What effects should we give that affirmation?  

d. Ratification was developed as an equitable doctrine to render past consideration valid for enforcing a K. 

e. Ratification can take many forms, written, oral, through acts which evidence acceptance or are inconsistent w/ rejection of action, etc.  

f. Ratification requires: 

i. Manifestation by P to accept K (through words, acts, etc.) AND

ii. Knowledge of material terms of K 

g. The person ratifying must be aware of all salient components of the K. 

II. Botticello v. Stefanovicz (p.36)  

a. Husband and wife are joint owners of property. Husband enters into K w/ 3rd party lease and gives option to buy. Wife knows a K has been entered into but does not know terms. Receives rent checks from 3rd party but wife then objects to the option to buy. 

b. Court holds no ratification. 

c. Husband was not the wife’s agent and although she manifested some consent to the K by accepting rent checks, she did not know all the terms.  

d. However this is hard view of ratification, most courts would find it here. 

III. Estoppel and Hoddeson v. Koos Bros. (p.40)
a. Ms. Hoddeson buys furniture from “imposter salesman” who was acting like a sales representative of Koos Bros. She gives him $ but furniture is never delivered and there is no record of transaction. She wants to hold Koos Bros. liable. 

b. This case could be seen as inherent agency power as well. 

c. What distinguishes this case from inherent agency power is the 3rd party detrimental reliance. 

d. Estoppel requires detrimental reliance. Agency does not. 

e. Question is really who is in a position to protect against this kind of risk. The answer is the company. Company must adopt precautions to make sure this doesn’t happen. 
IV. Agent’s Liability on the Contract
a. Generally when A enters into a K for P, only P is bound. But there are some instances when A can become directly liable to the 3rd party.  

b. This is a secondary liability usually from implied warranty. When A makes a K on behalf of P, he makes an implied warranty that P will be bound. So if P is not actually bound then A is liable on the implied warranty. 

c. Atlantic Salmon A/S v. Curran (p.43) 
i. Defendant holds himself out as an agent of a company that doesn’t exist and Plaintiff does business w/ him.  

ii. Since there was no principal, D was deemed to be doing business as himself. 

iii. It is the duty of the agent, if he would avoid personal liability on a K entered into by him on behalf of his principal, to disclose not only that he is acting in a representative capacity, but also the identity of his principal. 

iv. That is the only way for agent to completely avoid liability. 

d. This kind of liability doesn’t matter in most cases since A is usually penniless and you want to find ways of make P, not A, liable. 
C. Obligations in Tort: Scope of Employment 
I. Generally 

a. These cases deal w/ physical liability instead of liability from contracts. 
b. When an enterprise sets up a chain of relationships, who will be liable for wrongful acts of entities in the chain? 

c. Question is always one of control. We must decide if actor is a servant or an independent contractor. 

II. Independent contractor vs. servant
a. General difference:  

i. Ex: Company needs to deliver products. It can either hirer a truck driver or use FedEx. The truck driver would be an employee/servant whereas FedEx is only an independent contractor. Company cannot dictate to FedEx how to control its employees. 

ii. Servants: 

1. The company must exercise detailed control over the carrying on of the business for their to be a master-servant relationship 

2. There must be a right to control action 

iii. Independent contractors: 

1. Two types 

a. Agent types 

i. One who has agreed to work on behalf of principal but is not subject to the principal’s control over how the result is accomplished 

b. Non-agent types  

i. One how operates independently and simply enters into arm’s length transactions w/ others.  

iv. Detailed, lower-level control over the particulars of how the job is done and the right to control those details. 
v. In these cases issue is whether the operator of the station was an employee (servant) of the company or just an independent contractor (or franchisee) 

b. Humble Oil v. Martin (p.48)  
i. Car left at service station rolls and injures someone. Humble owns the station but claims it is operated by an IC so not liable. 
ii. Court found strict control and supervision Humble, w/ little to no business discretion in the operator except as to hiring, discharge, payment and supervision of a few employees. This was enough to find master-servant relationship.

iii. Court holds Humble liable.  

c. Hoover v. Sun Oil Co. (p.50)
i. Fire at gas station injures plaintiff. Fire was caused by Smilyk, an employee of Barone, who operates the station for Sun Oil. Sun Oil says Barone is just an IC so they cannot be held liable. 
ii. Many of the same elements of control that were present in Humble are here but court finds that Barone was an IC so no liability. Difference was probably in court’s sensibility of where fault should fall. 
iii. Court said Sun had no control over the day-to-day operations. 

d. Murphy v. Holiday Inns, Inc. (p.53) 

i. Plaintiff sought damages for injuries received at motel. Holiday Inn said motel operator was IC, no relationship beyond license agreement. 
ii. Court agrees, finds insufficient control for holding liability. No control over day-to-day operations. 

e. What is a franchisee? What are characteristics? 

i. Franchisor receives some benefit – payment structure, % of sales, royalties – and usually has right to enter and inspect business.  
ii. Franchisee gets value of using franchise brand name 

iii. The agreement allows courts to find elements of agency relationship and control and therefore liability. 
iv. Parties will usually use Ks to try and avoid liability – franchisor might require IC to take out insurance or indemnify it against potential liability 

v. These Ks cannot determine the rights of the parties to the 3rd party, only to themselves. Cost allocation and indemnification is only binding on the actual franchisor/franchisee. 3rd party can still sue both.   

vi. The key determination will be level of control. 

f. Billops v. Magness Construction Co. (p.58)

i. Billops entered into K to rent banquet room at Hilton. Manager asked for more $, harassed Billops and failed to provide adequate facility. Billops wanted to hold franchisor liable. 

ii. Franchise agreement showed lots of day-to-day control, operations manual, termination rights if not followed, etc. 

iii. Appearance to public may be just as important as the actual structure – held out to public as a Hilton hotel, etc. 
g. Potential problems w/ this liability structure: 

i. The situation of the victim is often dependent on luck or circumstance 

ii. Potential extension of liability that goes too far

III. Scope of Employment
a. What happens when agent acts intentionally to inflict harm? 

b. Ira S. Bushey & Sons v. United States (p.61) 
i. Drydock owner sought damages from US when a member of the Coast Guard returned to dock drunk one night and turned wheel, flooding drydock and causing damage. 
ii. Govt claimed seaman’s acts were not within scope of employment so should not be liable. 
iii. Old rule – only w/i scope if conduct was motivated to serve employer. 

iv. Deeply rooted notion that business cannot justly disclaim responsibility for accidents which may fairly be said to be characteristic of its activities (i.e. sailors get drunk). 

v. Some degree of employee variation in work, violence and/or damage is w/i realm of employer contemplation so business should be held liable. 

vi. Employer should be held liable for risks that “arise out of and in the course of” his employment of labor. 
c. Manning v. Grimsley (p.66) 

i. Pitcher, Grimsley, threw ball at fan and hit him. P sought damages from baseball club (employer) as well as pitcher. 

ii. In order to hold the club liable, P must show that Grimsley’s actions were in response to P interfering w/ his job. (?) 

iii. Result was that club was potentially liable. 

d. Arguello v. Conoco, Inc. (p.69)

i. Service station employees at three different locations refused to serve and/or harassed African-Americans and Hispanics. Ps attempted to hold franchisor liable. 

ii. Factors used to consider when an employee’s act is w/i scope:  

1. Time, place and purpose of the act 

2. Its simiarlity to acts which the servant is authorized to perform 

3. Whether the act is commonly performed by servants 

4. Extent of departure from normal methods 

5. Whether master would reasonably expect such act to be performed  

iii. Court found that actions were w/i scope of employment but no agency relationship existed so no liability. 

e. Test for scope of employment is whether the principal could have reasonably foreseen that the act would “arise out of and in the course of “ the agent’s employment. 
IV. Liability for Torts of ICs
a. Majestic Realty Associates v. Toti Contracting Co. (p.76) 

i. Toti was hired by Parking Authority to demolish building and damages a Majestic building in the process. 

ii. If employee is IC then no control and no liability. 
iii. This case is not an extension of agent liability but different theory of liability – liability between principal and public.  

iv. Peculiar risk to public in this case so impose liability on the one creating that higher risk. 
D. Initial Comment on Fiduciary Obligations  

I. Fiduciary obligation is the relationship that agent has towards principal. This relationship flows up to principal, not down. A owes certain obligations to P. 
II. Two elements/duties to fiduciary relationship: 

a. Duty of care 

b. Duty of loyalty

i. Has less ambiguity than duty of care  

ii. Sometimes divided into negative and positive obligations 

1. Agent can’t compete w/ principal – cannot engage in conduct that is competitive with or damaging/compromising to principal’s business. 

2. Affirmative obligation to render on to principal all benefit that agent accrues from scope and effect of agent responsibilities 

III. Reading v. Regem (p.81) 

a. P used his uniform and position as soldier in British Army to make money by escorting shipments and helping them avoid inspection. P wanted to keep the $. 
b. Court held profit was accountable to employer (Crown) b/c he only made the money from his position as employee. 

c. Employee takes advantage of employment if he makes profit using: 

i. Assets of which he has control 

ii. Facilities which he enjoys

iii. Position he occupies  

d. It doesn’t matter if the principal actually felt any loss, only that the agent was enriched as a result of his employment.  

IV. General Automotive Manufacturing v. Singer (p.84) 
a. Singer was employee who took jobs that he felt Automotive’s plant could not process. He did inform Automotive of these offers. 

b. Court held Singer liable to Automotive for amount earned from his side business. 

c. Even if Automotive couldn’t have done the job, Singer had obligation to offer the job to it first.  
d. Opportunities presented to agent b/c of his employment must be disclosed to employer. Can’t just take advantage of an opportunity w/o first offering it to principal and disclosing all material facts. Must get employer permission to take advantage of opportunity. 
e. Singer had signed K that included duty of loyalty. You can expand, contract or eliminate the fiduciary obligation in employment K.
f. Court enforces fiduciary obligation as a default. Parties can set boundaries for the obligation on their own if they want.  

V. Town & Country House & Home Service v. Nebery (p.88) 
a. Issue of grabbing and leaving 

b. D had been employee of P but left and used P’s customer list to solicit their own business. He can’t use it b/c he got it through employment.  

CHOICE OF ORGANIZATIONAL FORM 

I. Partnerships 
a. An association of 2 or more persons to carry on as co-owners a business for profit (RUPA §101(6)) 

i. There is no such thing as a partnership of 1 

ii. There is no such thing as an non-profit partnership  

iii. “person” means both actual person or other business entity 

b. General partnership 

i. All of the partners are fully liable for the debts of the partnership (unlimited liability) 

ii. No document needed to establish formation – if two people are carrying on a business for profit, they are a partnership even if they don’t know it. All other forms exist only by filing. 
c. Limited liability partnership
i. A subheading of general partnership 
ii. Must file to create – cannot create accidentally 
iii. Created by lawyers mostly to protect against personal liability from problems of other lawyers in the firm 

iv. Like a general partnership w/ a few exceptions: 

1. Engaged in professional practice

2. Have a certain minimum capital

3. Identifies itself as LLP in all dealings

4. Individual partners aren’t individually liable for professional purposes beyond their investment in the partnership (unless of course they were the ones responsible for the liability and can be held personally liable). But this still doesn’t isolate the firm – the whole firm is on the line. 
d. Limited partnership – must file to create 
i. At least one partners must be a general partner – fully liable, have unlimited liability 

ii. The other partners are liable only to the extent of their contributions 

iii. They are more like investors
II. Limited Liability Companies 

a. In between a partnership and a corporation 

b. Like a partnership but with shares 

c. Formed under separate statute 

III. Corporations 

a. Falls into two broad categories: 

i. Public corporations 

ii. Closely-held corporations  

IV. Main distinctions between the forms: 
a. Simplicity and informality

i. Translates into cost

ii. These characteristics lend themselves to partnerships 

iii. Main reason that partnership remains dominant form for law firms.  

b. Flexibility 

c. Liability

d. Taxes  

i. Will depend on what the enterprise is doing w/ money

ii. Partnership is better if business is created to generate profit and distribute that profit back to members 

iii. Corporations are better when business generate profits and then reinvest 

PARTNERSHIP 

A. Formation and Existence 

I. Generally: 

a. Governed most by statutes and determined by state law not federal law 

b. This allows for forum shopping, in partnerships as well as corporations. 

c. Pressure for creation of uniform laws led to the Revised Uniform Partnership Act (RUPA) and Revised Uniform Limited Partnership Act (RULPA) which most states have adopted w/o significant modification

d. Partnerships are really governed by K though – the partnership agreement 

e. §103(a) of RUPA “relations among the partners and between partners and the partnership are governed by the partnership agreement. To the extent that the partnership does not otherwise provide, this Act governs…” 

f. RUPA is only a default rule when parties have not provided K. 
g. However, §103(b) sets out things the partnership agreement may not do. B/c partnerships can affect 3rd parties, the state has interest in protecting 3rd party rights. 

h. Partnerships can be created accidentally – parties may not intend nor realize that they are forming a partnership. 

i. Courts look to nature of relationship to determine when there is a partnership. 

II. Partners compared w/ Employees 

a. Fenwick v. Unemployment Compensation Commission (p.92) 

i. Fenwick tries to avoid paying unemployment to Cheshire by claiming she is a partner. F ran beauty shop and hired C as cashier and reception clerk. Told C that he would pay her more if profits were good. Signed agreement saying they were in partnership but F made all investments, was the only one liable and retained all control. Question of whether C is employee or partner for purposes of compensation. 
ii. The only thing that characterized this as partnership was the stmt saying so in the agreement. But use of term will not determine outcome.  

iii. Factors in determining existence or non-existence of partnership (some of these are reflected in §202 of the RUPA) 

1. Intention of the parties 

2. Right to share in profits 

3. Obligation to share in losses 

4. Ownership and control of partnership property 

5. Community of power in administration 

6. Language of agreement 

7. Conduct of the parties towards 3rd parties – do the parties hold themselves out as partners? 

8. Rights of the parties on dissolution  

iv. Court concludes that based on these factors, no partnership existed. Language might have been used but intention was not to create partnership – no share in profits or loss. Agreement was only method for compensating employee 
b. RUPA §202(c) lists factors that do or do not give rise to presumption of partnership. 

i. Elements that do NOT give rise to partnership: 

1. Joint tenancy, joint/common property, part ownership. Even if co-owners share profits made by use of property. 

2. Sharing of gross returns  

ii. Receiving a share of profits DOES give rise to presumption unless received as payment for: 

1. debt

2. service as IC or as wages or other employee compensation 

3. rent 

4. annuity or other retirement/health benefit 

5. interest or other charge on loan 

6. for sale of goodwill of business  

iii. What is difference between profits and gross returns? 

1. Gross returns is what you have before you take out expenses, tax, labor, etc. 

2. Net profit is gross returns minus those expenses. 

3. Gross calculation is usually easier and more predictable and if you share in net profit, you take risk of being deemed partner.  

III. Partners compared w/ Lenders 

a. Martin v. Peyton (p.97) 

i. Peyton and friends lent money to banking firm KNK which was established as a general partnership. In compensation for loan, Peyton was supposed to receive % of profits until return made, given option to join firm, kept advised of conduct of business and consulted on important manners, could inspect books and veto any business deemed highly speculative or injurious. KNK then became insolvent and creditors came after Peyton. 
ii. Relationship looks like debtor/creditor but if it is deemed partnership it carries consequence of liability  

iii. Court holds this is not partnership, even though many elements were there, they were just taking normal precautions to safeguard their loan. 
b. Southex Exhibitions v. Rhode Island Builders Assn (p.102) 

i. Agreement between two corporations RIBA and SEM for them to put on shows at civic center as sponsors and partners – Southex acquires SEM interest under agreement. RIBA doesn’t like Southex performance and entered into K with another company; Southex sues RIBA alleging agreement with SEM established partnership and RIBA breached fiduciary duties to Southex by wrongful dissolution of partnership

ii. Southex is trying to claim partnership in order to add fiduciary obligation and prevent other party from doing something. 
iii. Parties used the term partnership but again court finds no partnership. 

iv. Key element was that agreement said there would be NO sharing of losses.
v. This was a close case though – could have gone other way. 

IV. Partnership by Estoppel
a. If firm calls someone a partner when he really isn’t, but he is held out to be and the outside world thinks he is a partner, can his actions bind partnership? 

b. RUPA §301 (1) “An act of a partner…binds the partnership unless the partner had no authority to act for the partnership in the particular matter and the person with whom the partner was dealing knew or had received a notification that the partner lacked authority.” 

c. Young v. Jones (p.107)  
i. Price Waterhouse Bahamas issued unqualified audit letter regarding a bank. P deposited money on basis of that stmt; stmt was falsified and P money lost; letter bore PW trademark and signed by PW. P wants to hold PW US liable for PW Bahamas mistake. 
ii. Court holds no partnership. 

iii. No evidence of partners by estoppel here – no evidence they relied on any act or statement by any US partner that indicated existence of partnership 

iv. Unusual holding – probably would never go this way today – as a general rule, courts will hold that where there is a general representation of a partnership, they’ll hold there is a partnership. Sticking point was supposed lack of reliance.  
V. Sections of Revised Uniform Partnership Act (RUPA)
a. § 101 – Definitions

i. (6) – partnership – association of two or more persons to carry on as co-owners of a business for profit. 

ii. (7) – partnership agreement – agreement, whether written, oral or implied. 

iii. (9) – partnership interest – means all of partner’s interest in partnership, including transferable interest and all management and other rights

b. § 103 – Effect of Partnership Agreement; Nonwaivable Provisions

i. (a) – except as in b, relations between partners governed by partnership agreement – to extent partnership agreement doesn’t otherwise provide, act governs relations among partners. Default rule. 

ii. (b) – partnership agreement can’t do variety of things – examples

1. Unreasonable restrict right of access to books and records

2. Eliminate duty of loyalty

3. Unreasonable reduce duty of care

4. Eliminate obligation good faith and fair dealings – but agreement can say standards by which performance of obligation to be measured if not unreasonable

5. Restrict rights of third parties under act

c. § 201 – Partnership as Entity – it’s an entity distinct from its partners

d. § 202 – Formation of Partnership

i. (a) – association of 2 or more persons to carry on as co-owners a business for profit forms partnership whether or not intended to form partnership

ii.  (c) – in determining whether partnership formed

1. Joint tenancy, common property, part ownership etc doesn’t by itself establish partnership even if co-owners share profits made by use of property

2. Sharing gross returns doesn’t by itself establish partnership, even if have joint or common right or interest in property

3. Person who receives share of profits of business presumed to be partner unless profits received in payment of: debt, services as IC, rent, etc

e. § 301 – Partner Agent of Partnership – each partner is agent of partnership for purposes of business unless partner had no authority to act in particular manner and person dealing with knew that; act of partner not apparently for carrying on in ordinary course of partnership business binds partnership only if act authorized by other partners

B. Fiduciary Duties
I. Meinhard v. Salmon (p.111) 

a. Gerry leases Hotel Bristol to Salmon. Salmon and Meinhard become partners to fund, refurbish, alter, etc., property w/ Salmon managing property and Meinhard getting share of profits. Gerry then approaches only Salmon about renewal who took the renewal w/o telling or involving Meinhard. 

b. Cardozo views this for all intents as a partnership not a joint venture, and regardless thinks the fiduciary duties apply to either one.  

c. “Joint adventures, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty.”
i. However, this language is little misleading, it is too strong. There are some limits on the fiduciary duty. 

ii. Duty is doesn’t extend to business transactions outside the nature of the business. 

iii. Problem here was that there was the potential for joint venture to continue 

d. Dissent sees this only as joint venture. What is the difference?

i. Joint venture is for specific purpose and limited time. Classic ex: organization formed to produce and distribute single motion picture. 

ii. Partnership is more ongoing. It is a continuing business for profit – open-ended.  

e. In order to discharge fiduciary duty: 

i. Make full disclosure, and 
ii. Offer opportunity to compete  
f. This case only deals w/ duty of loyalty, not duty of care.

II. §404 – General Standards of Partner’s Conduct 
a. Basic provisions: 

i. Only fiduciary duties a partner owes partnership and other partners is duty of loyalty and duty of care

ii. Duty of loyalty limited to this:
1. Account to partnership and hold as trustee for it any property, profit or benefit derived by partner in conduct of partnership business or derived from use of partnership property, including opportunity

2. Refrain from dealing with partnership on behalf of party having interest adverse to partnership and

3. Refrain from competing with partnership in conduct of partnership business before dissolution

iii. Duty of care – limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct or knowing violation of law

iv. Discharge duties and exercise rights consistent with obligation good faith fair dealing

v. Doesn’t violate duty or obligation just because activities further own interest

b. This section is almost a repudiation of Meinhard. It basically limits fiduciary duty to just refraining from grossly negligent, reckless or intentional misconduct, or a knowing violation of law. 
c. Parties can set the boundaries for their fiduciary duties in the partnership agreement. §103(b) says parties cannot wholly eliminate this duty but they can modify it. 

d. What is left of fiduciary duty? Basically partners can’t steal from partnership. 

e. Recognizes that potential conflict of interests is inherent in business. 

III. After Dissolution – Bane v. Ferguson (p.117)
a. Bane was partner of firm and had K for retirement benefits. Do the existing partners owe him a fiduciary duty not to mismanage the firm in order to pay those benefits when he leaves partnership?  

b. Court finds no fiduciary duty b/c Bane ceased to be a partner when he retired. 

c. “A partner is a fiduciary of his partners, but not his former partners, for the withdrawal of a partner terminates the partnership as to him.” 

d. After you leave a partnership neither you nor the partnership owes one another any fiduciary duty. 
e. ERISA now tends to deal w/ this problem so pensions are protected from companies going under. 

IV. Grabbing and Leaving – Meehan v. Shaughnessy (p.119) 

a. This problem arises when partners leave before dissolution of partnership. 

b. Meehan is partner at Parker Coulter. He, another partner and some associates plan to leave to start their own firm. They make arrangements but keep it secret. Word leaks out, they tell firm but then contact clients quickly and try to take them. 
c. Problem was really the potentially unfair contact w/ clients. Contact was unfair b/c they had more time to contact quickly than the firm, had forms prepared, knew which ones they were planning on contacting, etc.  
d. You can set up logistics of future business while still in partnership but you cannot attempt to draw clients away in a prejudicial manner. 

V. Expulsion – Lawlis v. Kightlinger & Gray (p.127)  

a. Lawlis was partner at firm, became alcohol abuser. Firm found out and gave him a 2nd chance, provided he didn’t drink again. He got reinstated but drank. Firm gave him another chance. He then stayed sober. Partners then voted to expel him from firm – at time when he had been clean for a while. Partnership agreement allowed 2/3rd vote of senior partners to involuntarily expel a partner. 
b. Expulsion governed by §401 and §601. 

c. Partnership agreement said expulsion must be bona fide or in good faith.

d. Court says that as long as there is an expulsion clause in partnership agreement, expelling partners act in good faith regardless of their motivation so long as the expulsion does not cause wrongful withholding of money or property legally due the expelled partner at time he is expelled.  

e. General rule – you will not be able to expel partner w/o going to court b/c partner will generally contest expulsion even if done in accordance w/ agreement.

f. Courts will almost invariably enforce these clauses, especially if it allows for some benefit that makes it seem more fair (i.e. pension, insurance, etc.).  

VI. Sections of RUPA 

a. § 401 – Partner’s rights and duties – 

i. (a) – each partner deemed to have an account that’s

1. Credited with amount = to money plus value of any other property, net amount of any liability, the partner contributes to partnership and partner’s share of partnership profits and

2. Charged with amount = to money plus…any liability, distributed by partnership to the partner and partner’s share of partnership losses

ii. (b) – each partner entitled to = share of partnership profits and chargeable with share of partnership losses in proportion to share of profits

iii. (f) – each partner has equal rights in management and conduct of partnership business

iv. (i) – person may become partner only with consent of all partners

b. § 403 – Partner’s rights and duties with respect to information

i. (b) – partnership shall provide partners and their agents and attorneys access to books and records

ii. (c) – Each partner and the partnership shall furnish to a partner 

1. Without demand, any info concerning partnership’s business and affairs reasonably required for proper exercise of partner’s rights and duties under partnership agreement

2. On demand, any other information concerning partnership’s business and affairs, except if demand is unreasonable or improper

c. § 404 – General Standard of Partner’s Conduct – see above

d. § 103 – Effect of Partnership Agreement; Nonwaivable Provisions – see above  
C. Partnership Property, Management Rights & Dissolution 

I. Background 

a. The partnership is an entity distinct from its partners. (RUPA §201) 

b. Property is property of the partnership and not of the partners individually (§203)

c. RUPA §204 – identifies when a partner’s individual property becomes property of the partnership. 

i. If acquired in the name of the partnership 

ii. If acquired by one or more partners w/ indication that it is for partnership  

d. Partners have three main partnership interests: 

i. Interest in management 

1. Presumptive rule is one person, one vote 

2. All partners are presumed to have equal management rights 

ii. Interest in capital 

1. Each partner must maintain separate capital account 

2. Capital account is amount partner contributes to the partnership. This is the ownership interest in the partnership. 

3. Capital account can become negative – represents personal obligation to pay a debt back into partnership 

4. Share of profits goes into capital account and partner then gets distribution back. 

iii. Interest in profits/distribution

1. This interest does not necessarily have any correlation to interest in capital account. 

2. So the % of total capital you contribute to a partnership does not necessarily equal the % of profits you get to have.   

3. Numerous ways to divide profits and distributions in a partnership 

a. Capital contribution 

b. Equality

c. Seniority 

d. Accounts brought in 

e. Performance 

f. Role/position 

g. Other method according to partnership agreement

4. Presumption is to equal share unless otherwise provided in partnership agreement (RUPA §401(b)). 

e. RUPA §401 sets out these interests but all can be changed by agreement 

i. (a) each partner has capital account 

ii. (b) each partner entitled to share in profits and must share losses in proportion to profits

iii. (f) each partner has equal rights in management and conduct of business 

iv. (h) partners are not entitled to remuneration for services rendered to partnership  

f. Huge contractual flexibility w/ partnership – can change any of these interests. 

II. Putnam v. Shoaf (p.134) 
a. Partnership owns gin company. Putnam owns half interest in partnership. She sells her interest to the Shoafs. Question is what did she convey to them? 
b. The interest in the real property of the gin was the partnerships property and not the property of the partners. 

c. The only interest that Putnam could convey was interest in the partnership. 

d. Partners don’t have an individual interest in any property or asset of the partnership, only interest is in the partnership itself. 
III. Management and Control 

a. National Biscuit Company v. Stroud (p.142) 

i. Stroud and Freeman enter into partnership to sell groceries. S tells plaintiff he will no longer be responsible for any additional bread from P. F requests more bread and P sells to partnership. P tries to recover costs from S. 

ii. The partnership was bound b/c buying bread was w/i scope of business. 

iii. Partner was still bound to partnership and liable to 3rd party

iv. Only a majority vote can restrict a partner’s authority and since this was a 2 person partnership, there can be no majority. 

v. S cannot restrict F’s power w/o a majority vote b/c they have equal management rights (K didn’t say anything about management so use default rule of §401(f)).  

vi. Must have unanimous vote for an act outside ordinary scope of business or an alteration of partnership agreement. Usually attempt to remove partner’s authority to do something is not in ordinary course of business. So would need unanimous vote unless you put a different procedure in the partnership agreement. 

b. Summers v. Dooley (p.144) 
i. S and D entered into partnership to operate trash service. S wanted to hire an employee but D said no. S hired one anyway and paid salary himself. D still refused to hire him and S wanted salary to come from partnership $. 
ii. Partnership not liable for salary b/c a majority of partners did not consent to hiring. 
iii. §401(j) – business differences have to be resolved by a majority. 

iv. So what can you do when there is a decision to be made in a 2-person partnership? 

1. delegate a third person to decide
2. provide exit strategy – dissolution 

c. Day v. Sidley & Austin (p.146) 
i. Day was managing partner of Washington office. When firm merged, he got demoted and retired. He claimed the merger was wrongful b/c it was such a big decision that it needed unanimous approval and he didn’t approve. 
ii. Court holds that neither partner’s removal nor merger was wrongful b/c partnership agreement said that partners could be admitted, severed and amendments made by majority vote. 

iii. Common law and statutory standards concerning relationships between partners can be overridden by an agreement reached by parties themselves. 

IV. Problems Raising Additional Funds 
a. Many start-ups need financing and sometimes partnerships need additional funds

b. Can get funds through credit lines, borrowing arrangements, etc. 

c. But also raise funds by having partners contribute more capital 

d. How can we make sure partners will invest more capital when needed? 

i. Structure agreement to create incentives to add capital 

ii. Some examples: 

1. Pro-rata dilution

a. Managing partner calls for funds

b. If any partner does not provide, his share is reduced  

2. Penalty dilution  

a. New points are offered to partners at diluted price 

b. Partners buy in more (?) 

Dissolution 

I. Background – The Right to Dissolve 

a. Many of the cases on dissolution are based on old UPA but they inform our understanding of dissolution today. 
b. §29 of old UPA 

i. Distinguished between two events that can alter partnership: 

1. Dissolution

a. Any change which resulted in a partner leaving – death, retirement, expulsion  

b. An event occurred where a partner had to leave 

c. In general language this means end of partnership but this is not what it meant under UPA. Partnership usually or could continue after this event. 

d. Under RUPA this is called dissociation 
2. Winding up  

a. Business winds up, no longer need for partnership 

b. Close down business, sell it off and distribute proceeds 

c. Sometimes results in business being sold in entirety to another entity (and sometimes buyer is one or more of the original partners) 
c. §§601-603 of RUPA – Concept of Dissociation 
i. Caused by one or more partners leaving partnership – either rightfully or wrongly. 

ii. In partnerships at will, those w/ no partnership agreement, any partner can leave at any time w/o wrongdoing and cause winding up of business. 

iii. Partner must make it clear to partnership that he is leaving – inform others 

iv. Partner’s interest gets bought out at fair value minus damages if leaving causes wrongdoing 

v. However, if agreement has procedure for dissociation or buy-out, courts will generally enforce those. 

d. Owen v. Cohen (p.154) 
i. Partners operated bowling alley business but fundamentally disagreed about management. Court declared judicial dissolution. 
ii. In a 2 person partnership there is always winding up when there is dissociation. Issues of dissolution and winding up merge. 

iii. Courts can order dissolution where there are quarrels and disagreements of such a nature and to such extent that all confidence and cooperation between the parties has been destroyed or where one of the parties by his misbehavior materially hinders proper conduct of partnership business. 

iv. Represents a variation of procedure set out in §601(5) – expulsion and dissolution by judicial determination 
1. Court can order dissolution on application from a partner when: 

a. Partner guilty of such conduct as tends to prejudicially affect carrying on of business 

b. Partner willfully or persistently commits breach of partnership agreement 

c. Other circumstances render dissolution equitable  

e. Collins v. Lewis (p.157)  

i. C was financial backer in partnership. He called for dissolution (perhaps to call a loan?). C claimed partnership had no expectation to be profitable.
ii. Court declined to exercise their power to wind-up (§801(5)). 
iii. Found that but for actions of Cohen, Lewis could have managed business profitably. 

iv. Dissolution rests in equity - there is always the power to dissolve but not necessarily the right to do so.  
f. Page v. Page (p.162) 
i. Seeking judgment that partnership was at will rather than at term so that partner can leave w/o wrongdoing. 

ii. Court says this was partnership at will, there was never an agreement for it to continue for specified time/events so it can be ended at any time. In a partnership at will there is power to dissolve. 

iii. P has power to dissolve partnership by express notice to D. If however, it is proved that P acted in bad faith and violated his fiduciary duties by attempting to appropriate new prosperity of partnership w/o adequate compensation to co-partner, then dissolution would be wrongful and P would be liable. 

iv. Partner at will not bound to remain in partnership regardless of profitability – but can’t use adverse pressure to freeze out copartner and appropriate business to own use – can’t just dissolve to gain benefits of business for himself unless fully compensates copartner for share of prospective business opportunity

v. Result is that dissolution is really a matter of equity. Courts will look at the equities on each side. 

II. Consequences of Dissolving 

a. How do we determine what partners are due in dissociation? 
b. When dissociation leads to winding up it is easy b/c money is raised from selling of business and it is just a question of how to divide it. 

c. §701 of RUPA – Purchase of Dissociated Partner’s Interest 

i. (a) when dissociation does not result in winding up, partnership shall purchase dissociated partner’s interest in partnership for buyout price determined by (b) 

ii. (b) buyout price is the amount that would have been distributable if on that date the assets of partnership were sold at price = to liquidation value or sale of entire business, whichever is greater. 

iii. (c) damages from wrongful dissociate are offset against buyout price 

iv. (d) partnership shall indemnify dissociating partner for all partnership liabilities incurred before or after dissociation, except liabilities incurred by an act of the dissociated partner. 

v. (h) partners who wrongfully dissociates a partnership at term is not entitled to any payment until end of term unless he can demonstrate to court that payment will not damage or create a hardship for the partnership. 

d. Major problem is how do you value a business? Value is not defined and it is difficult to approximate so this section is practically useless. 
e. Prentiss v. Sheffel (p.165) 

i. 2 partners in 3-man partnership seek dissolution, wishing to exclude 3rd partner from management of partnership. The 2 partners then bid on partnership at judicially supervised dissolution sale and 3 partner (D) claims this is wrongful. 

ii. Court allowed Ps to participate in sale. D was not harmed but actually benefited from their participation b/c they drove price up and made D’s interest in sale worth more. 

iii. Courts will rarely prevent existing partners from bidding on sale, especially when you have management dispute only.  

f. Monin v. Monin (p.168) 
i. Brothers dissolving partnership and agree to have an auction for the assets between the two of them – had contract with DI and said that agreement would be null and void if DI didn’t approve; C was successful bidder but DI voted that it didn’t want to work with C but would work with S; S ends up with major asset of partnership (the contract) at no cost to him; C alleges S violated fiduciary duty to partnership 

ii. Court found that S should have dissolved partnership completely before bidding on K w/ DI. He put himself in position where he couldn’t lose and deprived C of any benefit from dissolution.

g. Pav-Saver Corp. v. Vasso Corp. (p.171) 

i. Agreement specified that on dissolution, patents would be returned to PS; PS dissolves in contravention of partnership agreement and wants patents. 
ii. Court says PA doesn’t get patents back b/c broke agreement. Bases ruling on crazy provision of old UPA that when partnership dissolved in contravention of agreement, partner not at fault has right to continue business and can possess partnership property if pay off other partner

iii. This would never happen today – if parties have an agreement, courts should always follow that instead of statute. 

iv. Pressure is on parties to draft partnership agreement that makes it absolutely clear what will happen upon dissolution. 

v. Dissolution is not a question of if but of when. Partnership agreements should list both: 

1. possible reasons for leaving partnership 

2. agreed upon methods for valuing business   
III. Sharing of Losses 

a. Kovacik v. Reed (p.177) 

i. K provided financing, R provided management and labor. Agreed to split profits 50-50 but K never asked R to share in losses and R never offered. Partnership lost $ and K demanded that R contribute.

ii. Court holds that when one party contributes capital against the other’s skill and labor, neither party is liable to the other for contribution of any loss sustained. No recovery from party that only contributed services. 
iii. This case is wrong.

iv. General rule under old and new UPA is that in absence of agreement, partners are not compensated for services rendered to the partnership and all partners share equally in losses or at least in the same proportion to sharing profits. 

v. RUPA drafters made it clear they were repudiating this case in Comment to §401. 
IV. Buy-out Agreements
a. Background

i. Buy-out or buy-sell is agreement that allows partner to end relationship w/ other partners and receive cash payment or series of payments or some assets of the firm in return for his interest in the partnership. 

ii. There are many possible approaches to buy-out agreements but all should cover relevant factors: 

1. Trigger events – i.e. death, disability, at will of any partner 
2. Obligation to buy vs. option  

3. Price – will it be by book value (price set at beginning), appraisal, formula, set price each year, relation to duration? 

4. Method of payment – cash, installments, etc. 
5. Protection against debts of partnership – indemnification 

b. G & S Investments v. Belman (p.181) 
i. Estate of deceased partner disputed valuation of partner’s interest in buy-out provision of partnership agreement. Agreement called for buy-out according to capital account, which is not always same as partnership interest. Basically gave only what had originally been contributed.
ii. Capital account/book value does not take account of good will and other intangibles that make the business as a whole worth more. 

iii. Courts will enforce value listed in agreement even if it is substantially lower than actual market or book value of partner’s share b/c partners’ rights to make agreements and restrict value of shares upon death or dissolution is extremely well established.
iv. Buy-out provision can have different amount than would be realized in total dissolution and sale of assets. Partnership agreement governs. 

v. Parties are bound by the K they enter into and it cannot be changed later based on notions of fairness/equity arising long after agreement. 

vi. Using book value like in this case, or setting lesser valuation for buy-out can create incentives to remain in the partnership.    

vii. This can also avoid litigation since book value is easily determined but other value is harder to determine. 

V. Law Partnership Dissolution 

a. Jewel v. Boxer (p.185)  

i. 4 partner firm splits up. Dispute over who gets proceeds from cases that wrap up after divide. There was no partnership agreement.  
ii. In absence of partnership agreement, UPA requires that attorneys’ fees received on cases in progress upon dissolution of partnership are to be shared by former partners according to right to fees in former partnership, regardless of which partner provides legal services in the case after dissolution

iii. UPA §18(f) and RUPA §401(h) – generally no compensation for services rendered to the partnership except that a surviving partner is entitled to reasonable compensation for the services rendered in winding up business. 

iv. W/o an agreement, income generated in winding up of business will be allocated according to partners according to their interest in partnership. 

b. Meehan v. Shaughnessy (p.190) 
i. Partnership agreement provided for rights upon dissolution. However, partners who left and took clients w/ them were stuck w/ turning over all profits to old firm b/c they violated fiduciary duty when took clients. 

ii. Court held that dissociating partners did not forfeit their capital accounts for violating fiduciary duty but did forfeit profit from that breach.  

Sections from RUPA 

I. § 501 – Partner isn’t co-owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily

a. Partnership property owned by entity not individual

b. Has effect of protecting property from partner’s personal creditors

II. § 502 – Only transferable interest of a partner is share of profits and losses of partnership and partner’s right to receive distributions – the interest is personal property

III. § 503 – Transfer of Partner’s Transferable Interest

a. (a) Transfer of transferable interest is:

i. Permissible

ii. Doesn’t by itself cause dissociation or dissolution and winding up

iii. Doesn’t, as against other partners, entitled transferee to participate in management or conduct of partnership business, require access to info or to inspect books

b. (b) Transferee has right to
i. Receive distributions to which transferor would have been entitled
ii. Receive on dissolution and winding up, net amount otherwise to transferor
c. (d) Upon transfer, transferor retains right and duties of partner other than interest in distributions

d. (f) Transfer of partner’s transferable interest in partnership in violation of restriction on transfer in partnership agreement is ineffective as to person having notice of restriction at time of transfer
IV. § 601 – Events Causing Partner’s Dissociation – partner’s dissociated upon occurrence of any of these: (these are more pertinent examples)
a. Notice of partner’s express will to withdraw as partner
b. Event agreed to in partnership agreement
c. Expulsion pursuant to partnership agreement
d. Expulsion by unanimous vote of other partners if
i. It’s unlawful to carry on partnership with that partner
ii. There has been transfer of all or substantially all partner’s interest
e. Judicial determination because: 

i. Partner engaged in wrongful conduct that adversely and materially affected business
ii. Willfully or persistently committed material breach of agreement or of owed duty
iii. Engaged in conduct relating to partnership business made it not reasonably practicable to carry on business with the partner
f. In case of partner that’s individual – death, judicial determination incapable of duties, etc. 

V. § 602 – Partner’s Power to Dissociate; Wrongful Dissociation 
a. Partner has power to dissociate at any time, by express will under 601
b. Dissociation wrongful only if:
i. In breach of express provision of partnership agreement
ii. If partnership for definite term or undertaking, before expiration or completion
c. If wrongfully dissociates, liable to partnership and other partners for damages from dissociation
VI. § 603 – Effect of Partner’s Dissociation – 
a. Upon dissociation
i. Partner’s right to participate in management and conduct of business terminates
ii. Duty of loyalty terminates
iii. Duty of loyalty and care continue only with regard to matters arising before dissociation, unless participates in winding up of business
VII. § 701 – If you dissociate, the buyout price is based on a formula – put a value on the business as though it were sold either as an entity or piece by piece, then determine on that basis what value is owed to the partner; true UNLESS there was an agreement term otherwise; if dissociation was wrongful, then decrease by amount of damages 
VIII. § 801 – Events Causing Dissolution and Winding Up of Partnership Business – partnership is dissolved and business must be wound up, only upon occurrence of any of following events:
a. In partnership at will, partnership having notice from partner of express will to withdraw as partner 
b. In partnership for term or undertaking,
i. Within 90 days of partner’s dissociation by death, the express will of at least half of the remaining partners to wind up
ii. Express will of all partners to wind up
iii. Expiration of term or completing of task
c. Event agreed to in partnership agreement
d. Event makes unlawful for all or substantially all of business of partnership to be continued
e. Judicial determination that
i. Economic purpose of partnership likely to be reasonably frustrated
ii. Another partner has engaged in conduct relating to partnership business makes it not reasonably practicable to carry on business 
iii. Not otherwise reasonably practicable to carry on partnership business in conformity with partnership agreement
f. On application by transferee of partner’s interest, judicial determination that it’s equitable to wind up 
i. After expiration of term or completion of undertaking
ii. At any time, if partnership was partnership at will at time of transfer
IX. § 802 – Partnership Continues After Dissolution – 
a. (a) Partnership continues after dissolution for purpose of winding up – once wound then terminated
b. (b) Any time after dissolution and before winding up, all of partners, including any dissociating partner other than wrongfully, may waive right to have business wound up and partnership terminated
i. Then partnership resumes business as if dissolution never happened
X. § 803 – Right to Wind Up Partnership Business – 
a. After dissolution, partner not wrongfully dissociated may participate in winding up, but on application, for good cause, court may order judicial supervision of winding up
D. Limited Partnerships 
I. Background 
a. Limited Liability Partnerships (LLPs) have become the default rule for General Partnerships – have same rights, operating rules, etc. This is not true for Limited Partnerships 

b. LPs have different allocations of management and property rights than GPs. 

c. GPs do not have to file any documents except tax forms. Every other business entity has filing requirements. 
d. LP structure originated at time before you could freely incorporate a business. 

e. Need for capital led to two tiered partnership structure: 

i. General partners who managed day-to-day business and were fully liable

ii. Investment partners who gave $ but did not participate in day-to-day business. They were generally not named in partnership agreement and were only liable for amount of investment 
f. Theory: Limited partners gave up $ for partnership and right to manage. In return, they were shielded from liability. 

g. Real benefit comes from tax law – pass through cash at low to no tax rate. 

h. LPs are governed by Revised Uniform Limited Partnership Act (RULPA) but many states enacted it w/ some changes so must look to state law. 
II. Basic Structure
a. Must have at least one general partner and then any number of limited liability partners. 

b. General partner is usually a corporation while limited partners are individuals 

c. This allows everyone to be shielded from liability. While the general partner is fully liable, if it is a corporation then individual shareholders are shielded. And the individual partners are shielded b/c they have limited liability by definition.  
d. Usually formed to finance relatively substantial projects (shopping centers, movie production deals, natural resource exploration, etc.) 

III. RULPA §202 – Forming an LP 

a. Formed by filing certificate of limited partnership (public document) 

b. Only 5 items must be filed: 

i. Name 

ii. Address 

iii. Name and business address of each general partner (not limited partner)

iv. Latest date on which partnership is to dissolve (can be date or event)

v. Any other matters that the general partners wish to include   

c. What is important is what is not required: 
i. Management, capital, finance, authorities, etc. 

ii. All these are contained in partnership agreement which is not public  

d. Most LP filings are just these bare bones. 

IV. Holzman v. De Escamilla (p.196) 

a. Hacienda Farms organized as limited partnership w/ 1 general partner and 2 limited partners. Limited partners participate in control and management decisions. Creditors wanted to go after limited partners.  

b. Court held that limited partners became general partners by virtue of control. 

c. Case has been overturned by §303

V. RULPA §303 – Limited Partners are generally not liable to 3rd parties 

a. (a) limited partners are not liable unless participate in the control of the business. 
i. If the limited partner participates in control, they are only liable to 3rd parties who interacted w/ party believing he/she was a general partner. 
ii. Burden is on P to show that he reasonably believed. 
b. (b) lists numerous activities that do not constitute control for liability purposes: 

i. Being an employee of LP or an officer, director or shareholder of corporation that is general partner 

ii. Consulting and advising general partners w/r to business (overrules Holzman)
iii. Requesting or attending meetings of partners 

iv. Proposing, approving or disapproving certain matters like: 

1. Dissolution or winding up

2. Sale or transfer of partnership property 

3. Change in nature of business 

4. Admission or removal of a partner  

v. Exercising any other right or power permitted to limited partners  

c. The core of the RULPA is the ability of limited partners to do these things and incurring 3rd party liability. 

d. Wanted to remove Holzman ambiguity about what you could and could not do. Create certainty and safe-harbor for certain conduct since many limited partners will want some control to protect their investment. 

VI. Sections of RULPA  
a. § 102 – Name - Can’t use deceptively similar or same name as any corporation or limited partnership organized under laws of state or foreign in this state

b. § 201 – Certificate of Limited Partnership – see above. 

c. § 206 – Filing in Office of Secretary of State

d. § 303 – Liability to 3rd parties – see above 

e. § 304 – Person Erroneously Believing Himself Limited Partner
i. If you make contribution to business and erroneously but in good faith believe that you’re a limited partner in the enterprise, you’re not then a GP if on learning the mistake you
1. Cause appropriate certificate of LP or amendment to be executed or filed or
2. Withdraw from future equity participation in enterprise by declaring withdrawal with Secretary of State

ii. Person that makes a contribution of kind above is liable as GP to any third party who transactions business with enterprise 
1. Before party withdraws or
2. Before appropriate certificate is filed to show not GP
3. But in either case only if third party actually believed in good faith person was a GP at time of transaction

CORPORATIONS 

A. Establishment and Limited Liability 
I. Background 

a. Corporations are established under state law 

b. History of corporate law is really history of three states competing against each other – New York, New Jersey and Delaware 

c. Conflict of laws and internal affairs doctrine 

i. A corporation incorporated in one state is recognized as corporation in other states 

ii. In interpreting relations in and among corporations, courts apply law of state of incorporation  

d. This allows for forum shopping although now it is usually just a choice between home state and Delaware for incorporation. 

e. Delaware’s corporation law is both the most developed and the most favorable for corporations. 

f. Revised Model Business Corporation Act (RMBCA) was created as an attempt to unify these state laws. It is pretty good – very sophisticated, detailed, scholarly and permissive/liberal version of corporate law. 
g. So why do corporations still prefer DE law if most states follow RMBCA? 

i. DE law has been around longer. It is single largest body of interpretation of a corporate statute. So statute is fairly clear.  

ii. DE appoints very sophisticated corporate judges to Court of Chancery 

iii. DE has fastest procedure for getting cases through court. 90 days from beginning to end unlike 3-4 years in other states.  

h. There are still some efficiencies from incorporating under local law though 

i. If are incorporated in one state but do business in the other you are deemed a foreign corporation 

ii. You must usually register as foreign corporation or pay fine/tax. 

iii. By registering you also agree to be sued in that state. 

II. Incorporation 

a. RMBCA §2.01 & 2.02

i. Filing document called articles of incorporation creates the corporation 

ii. §2.02 has both mandatory and permissive provisions – some information must be in the articles and other information can or cannot be there. 

1. (a) Information that must be in articles: 

a. Name of corporation  

b. Street address of registered office and name of agent 

c. Name and address of each incorporator 

d. Number of shares the corporation is authorized to issue 
i. This is the only real substantive element 

ii. Must list number and classes of stock 

2. (b) Articles of incorporation may also set forth: 

a. Names and address of directors 

b. Provisions not inconsistent w/ law regarding purposes, powers, management, etc.  

i. Unless otherwise stated, a corporation has all the powers and purposes of a general corporation  

c. Provision eliminated or limiting liability of director for acts taken except 

i. Act gives benefit to which he is not entitled 

ii. Intentional infliction of harm on corporation or shareholders  

iii. Intentional violation of criminal law 

d. Provision permitting or requiring indemnification in the same circumstances. 

iii. Legally, no minimum capital is necessary to incorporate but in reality it is. 

iv. Changing the articles of incorporation is a formal and elaborate process. 

b. Southern-Gulf Marine Co. v. Camcraft (p.201) 

i. Southern-Gulf was a company to be formed. Entered into K w/ Camcast to build large boat for P. K was signed before P company had been properly incorporated. D wants to escape performance and says K is invalid since other party didn’t technically exist at time it was entered into. 
ii. SGM’s legal status didn’t affect liability on the K. If SGM had wanted out of the K, it would have been bound even if not incorporated. Either liable itself if it had been formed or the promoter who signed as agent of corporation before it was formed would be liable. So there is mutuality b/c both parties could be bound and intended to be bound. 

iii. The promoter will be personally liable until corporation is incorporated and has accepted the K. Unless clause releases him from liability upon incorporation (but this is rare). 

iv. The later incorporation, even on slightly different terms than set out in K if incorporate does not materially alter K, will not change enforceability.  

v. However, generally you should incorporate first and set up Ks after. 

III. Piercing/Lifting the Corporate Veil  
a. Shareholders are not liable for debts of corporation if: 

i. Corporation goes through formalities of incorporation 

ii. Actually conducts business like a corporation (has shareholders, holds meetings, invests capital, etc.)  

b. Shareholders can be held liable only if a plaintiff can pierce the corporate veil 

c. Two ways to pierce/lift corporate veil: 

i. Claim corporation is a fragment of a larger corporation that conducts all of the business – larger corporation could be held liable through respondeat superior theory 
1. Only larger corporation is held financially responsible 
ii. There’s a dummy corporation for individuals conducting business in their personal capacity for personal ends. 
1. Individual shareholders are held financially responsible 

d. General rule: if the parent or super-subsidiary allows the subsidiary to carry on their own business and doesn’t get too involved, liability will end at the subsidiary level. It is difficult to pierce the corporate veil 

e. Piercing really associated w/ two main categories of conduct: 

i. Failure to observe corporate separateness or formalities like: 
1. Failing to maintain separate bank accounts 

2. Failing to hold meetings of board of directors or shareholders

3. Failing to elect managers 

4. Intermingling assets of shareholders and corporation 

ii. Failure to provide adequate capital (even if formalities are in place) 
1. Gross undercapitalization designed to make corporation incapable of meeting its commitments 
2. Only deals w/ being set up w/ little capital, not becoming insolvent later on or maintaining adequate capital. 

3. Most courts will not see this as a reason to lift veil b/c party could easily check up on financials in most situations. 

f. Walkovszky v. Carlton (p.206) 
i. Taxi cab case. P is injured by one of Carlton’s cabs. Carlton set up a number of corporations where he is only shareholder and each corporation has only 1-2 cabs. That way, a judgment against one cab won’t reach all of them. P wants to get at Carlton himself or in alternative, get at the other corporations that he set up. 
ii. Court holds Carlton is not liable personally. 

iii. Carlton properly formed the corporation, adequately capitalized them (so no fraud on public), and did not do business in personal capacity so plaintiff cannot reach him vertically. 

iv. Court did not reach whether P could get at other corporations horizontally 

v. This is not a universal holding. Other states could go other way, NY is very respectful of idea of separate entity for corporation. 

g. Sea-Land Services v. Pepper Source (p.211) 

i. Sea-Land shipped peppers for PS and then PS refused to pay bill. SL brought action against PS but it had dissolved. So SL brought action to pierce the corporate veil and hold Marchese liable and then reverse piece to hold 5 of his other business entities liable. 

ii. Court uses Van Dorn test for whether veil will be pierced: 

1. Must be such unity of interest and ownership that the separate personalities of corporation and individual no longer exist 

2. Adherence to fiction of separate existence would sanction a fraud or promote injustice  
iii. First condition is easily met. Marchese was sole or main shareholder of all businesses and ran them out of one office; he intermingled funds and used corporate money to pay personal expenses. 

iv. Second condition is more problematic. SL must show that some wrong beyond inability of creditor to collect would occur. Remanded to develop further.
v. Mere instrumentality notion – for all intents and purposes the shareholder, not the corporation, was the actor.  

h. Kinney Shoe Corporation v. Polan (p.217)
i. Kinney wanted to collect $ owed on sublease from Industrial Realty. Polan was only shareholder of Industrial. Kinney wanted to pierce veil. 

ii. Court pierces veil in this case. Asks: 

1. Was there unity of interest and ownership such that separate entities no longer exist? 

2. Would an equitable result occur if the acts are treated only as those of a corporation? 

iii. Industrial was grossly undercapitalized and no formalities were observed. 

iv. Court held that corporation was no more than a shell.  

i. In re Silicone Gel Breast Implants Products Liability Litigation (p.221)
i. Subsidiary, MEC and parent company Bristol Meyers. Bristol owned 100% of MEC and controlled a lot of the inner workings – audited MEC, set employment policies and wage scales, approved budgets, board of directors were all Bristol people, etc. 

ii. Ps didn’t argue for lifting corporate veil just claimed that subsidiary was mere instrumentality of parent corporation. Theory was more principal/agent liability and estoppel, fact that it was held out to public as a Bristol Meyer product.  

iii. Totality of circumstances must be evaluated in determining whether subsidiary is alter ego or mere instrumentality of corporation, like: 

1. Common directors, officers, business depts. 

2. Parent completely finances sub, pays salaries & other expenses

3. Parent caused incorporation of sub 

4. File consolidated financial and tax stmts

5. Sub receives no business except that given to it by parent 

6. Parent uses sub property as its own

7. Daily operations are not kept separate, etc.  

iv. This really just means showing detailed control, just like in agency.  

v. Other main argument estoppel based: Parent represented to public that it was in control of the subsidiary and public relied on that stmt. 
j. Frigidaire Sales Corp. v. Union Properties (p.229)

i. F entered K w/ Commercial Investors, a limited partnership w/ Union Properties as a GP and Mannon and Baxter as limited partners. M & B were also directors of Union. They exercised control over Union and therefore control over Commercial. F tried to sue them personally when Commercial breach K. 
ii. The limited partners did control the partnership, but only in their capacity as agents for the corporate general manager, not in their individual capacity. 

iii. Limited partners do not incur general liability for partnership’s obligations simply b/c they are officers, directors or shareholders of the corporate general partner. 
iv. When shareholders, who are also officers/directors, conscientiously keep the affairs of the corporation separate from their personal affairs, and no fraud or manifest injustice is perpetrated on 3rd parties, the corporations separate entity should be respected. 

IV. Sections from RMBCA 

a. § 1.23 – Effective Time and Date of Document

i. Document accepted for filing is effective at date and time of filing with secretary of state or at date/time specified in document 
ii. Can specify delayed effective time and date

iii. Note – filing represents submission to the jurisdiction of those courts and subjects itself to the imposition of those states’ corporate income taxes
b. § 1.25 – Filing Duty of Secretary of State
i. Secretary of state files document
ii. After filing, deliver copy to corporation acknowledging filing
iii. If refuses to file, give it back to corporation with explanation
iv. Filing or refusing to file doesn’t affect validity or invalidity of document, relate to correctness of information or create a presumption the document is valid/invalid
c. § 2.01 – Incorporators – person acts as incorporator of corporation by delivering articles of incorporation to secretary of state for filing
d. § 2.02 – Articles of Incorporation – see above 

e. § 2.03 – Incorporation – corporate existence begins when articles are filed; secretary of state’s filing of articles conclusive proof that incorporators satisfied all conditions precedent to incorporation 
f. § 2.04 – Liability for Preincorporation Transactions  

i. All persons purporting to act as or on behalf of corporation, knowing there wasn’t incorporation under the act, are jointly and severally liable for all liabilities created while so acting
ii. The language is ambiguous – suppose they aren’t aware there was no valid incorporation – are they still jointly and severally liable?
g. § 3.01 – Purposes – every corporation incorporates has the purpose of engaging in any lawful business unless more limited purpose set forth in articles
h. § 3.02 – General Powers – 
i. Unless articles of incorporation say otherwise, every corporation has perpetual duration and succession in its name 
ii. Has same powers as an individual to do all things necessary or convenient to carry out its business and affairs, including without limitation power to:

1. (13) make donations for the public welfare or for charitable, scientific, or educational purposes

2. (15) make payments or donations, or do any other act, not inconsistent w/ law, that furthers the business and affairs of the corporation. 

3. Lists TONS of other things
i. § 3.04 – Ultra Vires –
i. Validity of corporate action can’t be challenged on ground that corporation lacks or lacked power to act
ii. But can be challenges in proceeding by shareholder against corporation to enjoin action, proceeding by corporation directly/derivatively or through receiver/trustee/legal rep against incumbent or former director, officer, EE or agent, or proceeding by attorney general

B. Shareholder Derivative Actions 

Introduction 

I. Background 

a. Shareholders delegate control over corporation to a board of directors (BoD) 
b. That delegation is absolute – subject only to a change in articles of incorporation or few select circumstances that require shareholder approval: 

i. Election of board itself 

ii. Amendment of articles of incorporation 

iii. Merger 

iv. Dissolution  

c. Board of directors hires people to run corporation, the officers, and manages all business activities. 

d. Shareholders have no voice/role in: 

i. Lawsuits brought by corporation 

ii. Approval or ratification of corporate business 

iii. Timing and amount of distributions to be made (dividends) 

iv. Business policy 

e. The derivative suit emerged as an equity device to give shareholders a voice if necessary. 

f. Definition of derivative suit:
i. Under defined circumstances, the shareholder may initiate an action on behalf of the corporation against a third party (which could be all or some members of BoD or officers). 
ii. The corporation is the real party in interest but the shareholder is mandating that the corporation bring the suit and if he wins, the remedy is owed to the corporation
g. Governed by RMBCA §7.40-7.46; Delaware Gen. Corp. Law §327; NY BCL §626 and §627
h. Usual procedure: 

i. Corporation has possible claim against BoD or executives 

ii. Corporation decides not to pursue claim 

iii. Minority shareholder(s) try to bring claim instead 

i. Why doesn’t the corporation often bring claim itself? 

i. Usually BoD that is making decision has insider directors that were involved in the potential wrongdoing 

ii. Outside directors might not want to bring action b/c of risk of personal liability since they were also part of management even if not involved 

iii. Expensive litigation might not actually benefit corporation 

iv. American anti-whistleblower culture – don’t rat on your friends  

j. If a shareholder wins, judgment usually goes to corporation and not shareholder, although if shareholder owns enough stock, judgment will end but benefiting him. 

k. However, shareholder’s lawyer usually gets generous legal fee. 

l. Problem developed of greedy lawyers finding a few shareholders to bring frivolous suits since they were the real winners. Called strike suits. 
m. Prior to NY §626 and §627 only requirement was that shareholder be contemporary and contemporaneous owner of stock. Had to own stock at time of complained of wrong and at time of suit. 

n. NY §626-27 created theory of demand on board and court approval of settlement to deal w/ problem of frivolous suits  
II. Cohen v. Beneficial Industrial Loan Corp. (p.232) 
a. Judge must decide if NJ statutory requirement that shareholder hold 5000 shares or $50,000 in market value or must post security in order to bring action is procedural or substantive (Erie issue). 
b. Decides that posting security is a substantive requirement b/c of reasons for which it was enacted – to prevent frivolous strike suits. Can use amount of financial interest as some measure of good faith and responsibility of one who seeks to act as custodian of interests of all stockholders

c. The regulation of derivative suits is not procedural. 

d. Not all states have similar provision. DE does not make you post security or require demand on directors. Leaves this decision to its courts.

e. NY also never changed $50,000 amount so due to inflation the requirement is practically dead.   

III. Eisenberg v. Flying Tigers Line, Inc. (p.236) 

a. Deals w/ contrived merger w/ new company that parent set up in order to destroy minority voting rights. Only issue was whether shareholder was required to post security in order to bring action. 
b. Real question was whether suit was direct or derivative. §627 requirements apply only in derivative suits. 
c. Derivative action is defined as one in which judgment flows up to corporation and not to the individual plaintiff. 

d. Court held this was not a derivative action, it was an action to invalidate a corporate action (the merger). 

e. Shareholders can only bring derivative suits so this distinction really defines what corporations can and can’t do w/o court approval. 

f. Distinction will also trigger statutory requirements. Derivative suits have certain requirements and direct ones don’t. 

Requirement of Demand on Directors 

I. Background 

a. Usually shareholders must go to board first and demand that corporation bring its own action. 

b. Two decisions: 

i. Is demand required in situation? 

1. If demand is excused, shareholder can go forward.

2. If demand is required board can either agree to bring suit or deny the request  

ii. If demand is required and board denies, can suit go forward anyway?   

c. Why do we require demand on board? 

i. Provides chance for directors to correct abuses 

ii. Provides chance for board to take action on their own – initiate suit, fire directors, etc. 

iii. Potentially avoids costly litigation  

d. Shareholders usually don’t want to make demand b/c:  

i. Making request delays resolution

ii. Board usually has interest – not impartial 

iii. Board will usually deny   

e. So most cases are brought over whether demand is required or excused

f. Board’s decision whether or not to grant demand is usually protected by business judgment rule. So if board decides not to bring suit, very hard for Ps to show this was wrong decision and bring suit themselves.  

g. Big difference between how NY and DE courts deal w/ this business judgment rule for demand – Grimes vs. Marx. 

II. Grimes v. Donald (p.241)
a. DE case. Ps is disputing employment K between board and CEO. K gave excessive salary and seemed to give CEO certainty of working, limited damages for leaving and also limited board’s ability to restrict his actions. P makes demand on board to abrogate K and they refuse.  

b. Court sees a two part claim – 

i. K represented abdication of BoD responsibility – delegated to CEO full responsibility to run the company and denied the right to supervise him

1. Court saw this as direct claim not requiring demand on the board

2. Was direct claim because resolution in favor of P would have been declaration of invalidity of agreement – no monetary recovery for the corporation – court then rejects this claim – unusual contract but not abdication of duty
3. Since it direct, no demand is necessary. It is not that demand is excused, it is not necessary in first place. 

4. Court rejects this claim though under business judgment rule. The BoD made business decision that giving up this power might be necessary or worth it to get this guy as CEO and that judgment is given deference.  
ii. Claim to recover excess salary – 

1. Court saw this as derivative – remedy flowing against a third party to the corporation – means the requirement of demand is there. 
2. Also rejects claim under business judgment rule. BoD’s can decide on compensation structure. 

c. Shareholder must argue either that demand is excused first, or if makes demand then can only argue that it was wrongfully refused. 

d. P cannot argue that demand was not necessary after having made it and being refused. Once P made demand, he had to abide by board’s decision. He can only argue demand is excused before he makes demand. 

e. Reason for demand excusal: “reasonable doubt” exists that board is capable of making independent decision. This can be shown if: 

i. A majority of the board has a material financial or familial interest

ii. A majority of board is incapable of acting independently for some other reason such as domination or control, or 

iii. The underlying transaction is not the product of a valid exercise of business judgment 

f. If demand is refused, refusal is entitled to business judgment rule. P must allege w/ particularity facts creating reasonable doubt that board should get protection of business judgment rule. 

g. Can use same factors to make argument that demand was wrongfully refused. 
III. Marx v. Akers (p.249)
a. NY case similar to Grimes but court rejects “reasonable doubt” approach. P brings derivative action against IBM w/o making demand. Question is whether NY §626(c) allows for demand excusal. 
b. Court holds demand is futile when majority of board is interested. 

c. However, interest means direct financial interest, not just being member of BoD

d. But P must “allege w/ particularity” the interest of each board member. 

e. So three possibilities for when demand is excused. P alleges w/ particularity that: 

i. Majority of board is interested 

ii. BoD did not fully inform themselves about challenged transaction to extent reasonably appropriate 

iii. Challenged transaction is so egregious on its fact that it could not have been product of sound business judgment 

f. NY sets a higher bar for Ps to meet – not reasonable doubt but particularity.   

Role of Special Committees 
I. Purpose

a. Create committee separate from board to decide if action should be brought 

b. Way to deal w/ demand issue – demand would never need to be excused 
II. Auerbach v. Bennett (p.256)
a. Corporation and number of directors had offered bribes to public officials; P brings derivative suit against corporation’s directors; corporation established special committee of three disinterested directors who joined after the bribes and board granted committee full authority to determine position corporation would take on derivative claims; committee decided not to bring P’s claim. 
b. What standard should apply to committee’s decision? 

c. NY approach: 

i. First ask, was the committee independent? 

ii. Did it have before it evidence and did it conduct its investigation in a way designed to get good result? 

iii. If these conditions are met then decision stands under business judgment rule. 

iv. Court has no role to play beyond looking into composition of committee and their method of investigation. Cannot 2nd guess outcome.  

d. This case leaves vacuum in law. Federal law steps in w/ Foreign Corrupt Practices Act. Makes bribery in other countries illegal and corporations must institute internal system of control. Brings these actions up to board level. 

III. Zapata Corp. v. Maldonado (p.261) 

a. M brought derivative action against BoD without making demand – said excused because was against all of them; Board later hired two new members and made them into special committee to determine whether corporation should continue any or all of the litigation – determination to be final and binding on the corporation; determined that each action should be dismissed because not in company’s best interest

b. Essentially the same case but DE court show more skepticism towards committee than NY court. 
c. Court puts burden on corporation to show that committee is independent and properly evaluated decision. This is the NY test. 

d. Court is then allowed to determine, using its own business judgment, whether demand should be granted or not. (adds another prong to NY test) 

e. Court applies its own substantive business judgment

f. This goes pretty far – can courts really make business judgments? 

Statutes
I. RMBCA

a. § 7.40 – Definitions
i. Derivative proceeding – civil suit in the right of domestic or foreign corporation
ii. Shareholder – beneficial owner 
b. § 7.41 – Standing – shareholder can’t commence or maintain derivative proceeding unless:
i. Was shareholder of corporation at time of act complained of, and
ii. Fairly and adequately represents the interests of the corporation in enforcing the right of the corporation
c. § 7.42 – Demand – no shareholder may commence derivative proceeding until
i. Written demand made on corporation to take suitable action and
ii. 90 days expire from demand unless notified of rejection or irreparable injury would result from waiting
d. § 7.43 – Stay of Proceedings – if corporation commences inquiry into allegations made in demand or complaint, court can stay proceedings
e. § 7.44 – Dismissal

i. (a) derivative proceeding dismissed by court on motion by corporation if one of the groups specified in (b) has determined in good faith after conducting reasonable inquiry that maintenance of derivative proceeding not in best interests of corporation
ii. (b) groups who can make decision: 

1. Majority vote of independent directors present at meeting of BoD if constitute quorum or 
2. Majority vote of committee consisting of two or more independent directors appointed by majority vote of independent directors present at meeting of BoD whether or not quorum
iii. (c) none of following by itself makes director not independent:
1. Nomination or election by persons that are Ds in proceeding
2. Naming of director as D in derivative proceeding or
3. Approval by director of act being challenged in derivative proceeding if act resulted in no personal benefit to director
iv. (d) if derivative proceeding is commenced after demand has been rejected, complaint shall allege w/ particularity facts establishing either: 

1. majority of BoD did not consist of independent directors at time decision was made or 

2. requirements of (a) have not been met (i.e. reasonable inquiry or good faith) 

f. § 7.45 – Discontinuance or Settlement – proceeding may not be discontinued or settled without court’s approval – if court determines it will substantially affect the interests of the shareholders or a class of shareholders, court shall direct that notice be given to shareholders affected
g. § 7.46 – Payment of Expenses – on termination of the derivative proceeding, the court may:
i. Order corporation to pay P’s reasonable expenses if finds proceeding resulted in substantial benefit to corporation
ii. Order P to pay D’s reasonable expenses if it finds proceeding was commenced or maintained without reasonable cause or for an improper purposes or
iii. Order party to pay opposing party’s reasonable expenses because of filing of pleading, motion etc if finds not grounded in fact, after reasonably inquiry or for improper purpose
II. Del. Gen. Corp. L.
a. § 327 – Stockholder’s Derivative Action: Allegation of Stock Ownership – in any derivative suit instituted by stockholder of corporation, shall be averred in complaint that P was stockholder at time of transaction or that such stockholder’s stock thereafter devolved upon such stockholder by operation of law
III. NYBCL

a. § 626 – Shareholders’ Derivative Action Brought in the Right of the Corporation to Procure a Judgment in Its Favor
i. (a) action may be brought in right of domestic or foreign corporation by holder of shares or of voting trust certificates or of beneficial interest in such shares of certificates 
1. Notice word foreign – means that although the law of internal affairs will apply (the standard will be that where it’s incorporated), the lawsuit may be brought in NY

ii. (b) must show P is holder of shares at time of action and was at time of questioned transaction. 
iii. (c) complaint set forth with particularity efforts of P to secure initiation of such action by board or reasons for not making effort (Demand) 
iv. (d) complaint shall not discontinued, compromised or settled without approval of the court – if court wants it can order notice to affected shareholders if appropriate and say which party bears the cost of notice – can later be recovered if expenses awarded to that party
v. (e) if action on behalf of corporation successful in whole or in part or settlement or compromise, court can award P reasonable expenses
b. § 627 – Security for Expenses in Shareholders’ Derivative Action 
i. P must hold 5% or more of any class of outstanding shares or have fair value in excess of 50K, OR

ii. Corporation can require P to give security for reasonable expenses that may be incurred by it in connection with such actions 
1. This is not how it works in DE or most jurisdictions

2. Intention is to filter out unwarranted law suits – end strike suits

3. Not as important today – 50K isn’t what it used to be

C. Corporate Purposes 

I. Can corporations engage in activity that is not profit maximizing? 

a. Arguments in favor of corporate giving: 

i. Simply another form of advertising – so it really is profit maximizing 

ii. Investment in human capital that will eventually come back to corp. 

iii. Benefit to society  

b. Charitable giving is permitted today. 

c. State statutes say charitable contributes are valid exercise of corporate powers: 

i. Del. §122(9) – every corp. has power to make donation for public welfare or charitable, scientific or educational purposes and in time of war or national emergency 

ii. Cal. Corp. Code §207(e) – power to make donations, regardless of specific corporate benefit, for public welfare, community fund, hospital, charitable, education, scientific, civic or similar purpose 

iii. NY BCL §202(a)(12) – power to make donations, irrespective of corporate benefit, for public welfare, etc., similar purposes and in time of war or national emergency 

iv. Penn. Title 15 §102(d) – directors shall not be required, in considering the best interests of the corporation or the effects of any action, to regard any corporate interest or the interests of any particular group affected by such action as dominant or controlling interest or factor
d. RMBCA §3.02 (13) & (15) also allow giving – see above   

II. A.P. Smith Mfg. Co. v. Barlow (p.270) 

a. Corporation decided to give $1500 to Princeton. Some stockholders complained, saying not in corporations power b/c corp. was incorporated under old statute but it is the new statute that allows corporate giving. 
b. Ultimate holding is that legislature has power to change corporations statute and thereby potentially change rights of shareholders, even retrospectively. 

c. “Modern conditions require that corporations acknowledge and discharge social as well as private responsibilities as members of community…” 

d. Court holds donation w/i power of corporation. 
e. Problems w/ corporate donations: 

i. Directors are choosing to donate not their $ but shareholders’ $ - how do they have right to do that? 

ii. If shareholders don’t like it, can always sell stock…

III. Dodge v. Ford Motor Co. (p.276) 

a. Ford decides that no more special dividends will be paid, instead profits will be reinvested in company. Dodge bros. did like this and offered to sell their shares back to Ford but Ford refused. Ford is really using charitable excuse to freeze in Dodge bros., prevent them from getting dividends to start competing company. 
b. This is a direct action. Shareholders claiming majority shareholder and BoD is acting oppressively – if they win, $ goes from corporation to shareholders. 
c. Court ordered payment of dividends but did not enjoin business plans to expand. 

d. This case is the exception, not the rule. Court realized what Ford was really trying to do. We wouldn’t see this in larger public corporations, this one was public but only had a few major shareholders. 

e. General rule that in absence of K, amount and timing of dividends is in complete discretion of BoD. 

f. However, when nonpayment of dividends is being used as an oppressive device against shareholders and has no legitimate business interest, that discretion will run out and court will look into BoD’s actions. 

IV. Shlensky v. Wrigley (p.281) 
a. P shareholder brings derivative suit against D baseball club and president Wrigley for refusing to install lights in stadium. P claims this has hurt business b/c can’t have any night games. Corporation claims don’t want to install lights b/c of concern for disruption it would cause to community.  

b. Court holds that it doesn’t guess corporate policy unless shown to be fraudulent. BoD seemed to make good faith decision that this was in best interests. 

c. Great deal of weight is given to business judgment rule.  

D. Directors and Officers: Duty of Care 
I. Background 

a. Two questions: 
i. What is the standard of care for BoD? 

ii. What are the implications of not following it?  

b. Notion of care usually means acting as reasonably prudent person. This is problematic in the corporate setting b/c whole idea is one of taking risk. 
c. This has been resolved by making standard more specific to directors: 

i. RMBCA §8.30 

1. Each member of BoD shall act: 

a. 1) in good faith (loyalty standard) 

b. 2) in a manner the director reasonably believes to be in best interests of corporation (duty of care)  

2. This is an internal standard. Point of reference is not reasonable person but director of corporation himself. 

ii. NY BCL §717(a) 

1. A director shall perform his duties as a director…in good faith and with that degree of care which an ordinarily prudent person in a like position would use under similar circumstances. 
2. Narrowly tailored standard of care  

d. BoD can take risks but must take those risks knowledgeably and carefully. 
e. Shareholders might still question whether action was taken w/ appropriate level of care and courts will sometimes look into it. 

II. Kamin v. American Express Co. (p.316)  

a. BoD had to decide how to deal w/ loss on an investment. They could liquidate the investment and declare the loss thereby receiving tax break or could distribute the shares of losing investment to shareholders as dividends in kind. Decided to distribute shares – result was avoid reporting $26 mill loss but also lose out on $8 million from tax breaks. Shareholders bring derivative action to prevent this.  
b. All directors have an obligation, using sound business judgment, to maximize income for the benefit of all persons having a stake in the welfare of the corporate entity. 

c. However, court is very deferential to how BoD exercised judgment. 

d. P cannot just claim negligence or that he doesn’t agree w/ board action. Must show fraud, oppression, arbitrary action or breach of trust for court to interfere. 

e. Comment – general formulation of this business judgment rule is that it acts as a presumption, assuming the directors had good faith, the board won’t be held liable provided they’ve paid attention – won’t be liable even if they’re negligent, foolish, making bad decisions – this was a really dumb action on the part of the board but court won’t overturn it. 

III. The Business Judgment Rule explained: 

a. Director/officer must exercise that degree of care that a reasonably prudent person in a like position would exercise in making business decisions but courts will give deference to their decision. 
b. Courts adopt rule that they will not step-in and evaluate conduct as long as the board has informed themselves and acted impartially. 

c. The rule is a presumption that unless shareholder can show that directors did not exercise informed judgment, no action can proceed. 

i. Focuses on procedural conduct of board 

ii. Asks, did board come out w/ reasoned decision? NOT did board come out w/ good decision. 

d. Court views this as a procedural rule but it has substantive components – it is often outcome determinative. 

IV. Smith v. Van Gorkum (p.320) 

a. VG was CEO of TransUnion who initiated, negotiated and advocated a take-over by Pritzker on terms that were very favorable to Pritzker and possibly himself and only okay for TransUnion. Set buy-out price at $55 per share, which was at slight premium. TransUnion BoD basically agreed to deal as outlined by VG and did not ask for any other information on the subject.  
b. Aronson v. Lewis test: Whether a business judgment is informed turns on whether directors have informed themselves, prior to making decision, of all material information reasonably avoidable to them. 

i. Court sets standard of care at gross negligence – extremely low. 
ii. The core of the standard is that directors must inform themselves through: 

1. Some kind of outside data – usually price data
2. Information on value of company – substantive information presented to board. 
3. Time spent making decision: 

a. Adequate notice of meeting and advance distribution of information 

b. Actual time spend deliberating/making decision  

4. Full discussion and disclosure among all members 

5. Advice from experts 

c. Held that the board’s decision in this case did not meet any of these aspects of “informed.” There is no protection for directors who have made an unintelligent or unadvised judgment. (This does not mean ill-advised, just unadvised)
d. Premium alone was not enough to justify that sale was fair. 

e. Also holds that shareholders can “fix” an informed decision by majority vote but shareholders must then be informed to extent that directors should have been. 

V. Aftermath – Del. Gen. Corp. Law §120(b)(7) 

a. DE legislature passed this in reaction to Smith v. Van Gorkum 

b. Articles of incorporation may contain a provision eliminating or limiting personal liability of a director to the corporation or shareholders for monetary damages for breach of fiduciary duty, provided that such provision does not eliminate or limit liability for: 

i. Any breach of director’s duty of loyalty 

ii. Acts or omissions not in good faith or which involve intentional misconduct or knowing violation of law 

iii. Any transaction from which director derived an improper personal benefit  

c. This has effect of removing standard of care altogether! 

d. Shareholders seem to overwhelmingly approve amendments of this kind. 

VI. Brehm v. Eisner (p.339) 

a. P brought derivative action saying BoD breached fiduciary duty in approving employment contract of Ovitz as president, salary excessive and non-fault termination was extravagant and wasteful. Also claims directors weren’t disinterested and independent. 
b. Since this is derivative, demand must be made. Court dismisses complaint for failing to allege facts showing that demand was excused. 

c. P claimed couldn’t allege facts since not part of management but court said must use “tools at hand” which was right to inspect books and records under DE §220.
d. Issue to be determined is whether on facts alleged in complaint, there’s reason to believe conduct of BoD was violation of fid duties

e. Board is responsible for considering only material facts reasonable available

f. If board relied on expert, to discredit reliance P complaint must allege facts that would show directors didn’t in fact rely on expert, reliance not in good faith, expert not selected with reasonable care and that was fault of directors, subject matter so obvious that gross negligent regardless of expert advice or decision was so unconscionable as to constitute fraud

g. Irrationality is outer limit of business judgment rule

h. Properly dismissed for failure to state cause of action 

VII. In re Walt Disney Company Derivative Litigation (print-out)

a. Ps from Brehm v. Eisner amend complaint. New complaint alleges w/ particularity facts that show that directors refused to explore alternatives or evaluate the consequences – facts do more than portray directors who were negligent or grossly negligent – facts suggest that they consciously and intentionally disregarded their responsibilities
b. 2 main issues – must Ps make demand on board? If demand is excused, can D’s dismiss for failure to state a cause of action?  

c. Court’s main holding is that demand is now excused b/c directors are interested. However, case tells us a lot about how Court views §102(b)(7). 

d. D’s claim that by enacting §102(b)(7), legislature said that there would be no cause of action against standard of care. 

e. Court disagrees. Uses language to change violation of care into violation of good faith which cannot be waived by §102(b)(7). 
f. Court found that P’s facts suggested that board did not use any business judgment or made any good faith attempt to fulfill fiduciary duties. BoD cannot willfully ignore duty. 

g. Knowing or deliberate indifference of director’s duty to act faithfully and w/ appropriate care is conduct that is not taken honestly and in good faith and as a result, it is conduct that falls outside protection of business judgment rule. 

h. So §102(b)(7) doesn’t mean BoD is immune from being tested. Only immune up to a point. This is very frightening to insiders. 

VIII. Francis v. United Jersey Bank (p.349) 

a. Creditors bring suit against BoD of Pritchard & Baird. BoD composed of Mrs. Pritchard and her two sons. Mrs. Pritchard inherited interest in firm from husband. She did not attend any meetings, exercise any duties, etc. She let her sons run the company and they ran it very negligently, misappropriating $, etc. 
b. Mrs. Pritchard sought to exonerate herself by saying she took no part in decisions and was overborne by her sons (the other directors). 

c. Court rejects this argument. She was competent to serve and simply did not make the slightest effort to discharge her responsibilities as a director. 

d. Serving on board cannot be honorific. All directors will have active duty to acquire rudimentary understanding of business, remain informed, participate and supervise company. 
e. This was a classic case of corporate waste (theft from company, unlike in Disney and Van Gorkum). 

f. Directors must pay attention and try to prevent corporate waste.

g. However, most statutes say directors can rely on reports from committees and/or experts in discharging this case. 

i. NY BCL §717(a) 

1. Director shall be entitled to rely on information, opinions, reports or stmts including financial stmts and date presented by:

a. officers or employees 

b. counsel, public accountants or other experts  

c. committee of the board upon which he does not serve as to matters w/i its designated authority 

2. as long as director has reason to believe and reasonably believes in good faith that those groups are competent and reliable. 

ii. So basically if fraud occurs at level below the board, and board has procedures in place to try and find it, it will be very hard to hold the board liable. 
IX. In re Caremark Int’l Inc. Derivative Litigation (p.355) 

a. Motion to approve settlement of derivative suit. 

b. Judge concludes low probability of P showing that directors breached care. However, settlement really only calls for company to stop the questionable activities and establish a Compliance and Ethics Committee to effectuate policies.  

c. Court approves settlement but makes comments on potential director liability. 
d. Compliance w/ director’s duty of care can never be appropriately judicially determined by reference to the content of the decision apart from the good faith and rationality of the process employed. The business judgment rule is process oriented and to employ a different rule would expose directors to substantive second guessing by courts. This result would be bad for investors. 

e. Court should only look at process of coming to decision, not decision itself. 

Statutes 
I.  RMBCA

a. § 8.30 – Standards of Conduct for Directors
i. (a) - each member of BoD when discharging duties of director shall act in good faith and in manner director reasonably believes to be in best interests of the corp
ii. (b) – members of BoD or committee of BoD when becoming informed in connection with decision-making function or oversight, must discharge duties with care person in like position would reasonably believe appropriate under circumstances
iii. (d)  – director who doesn’t have knowledge that makes reliance unwarranted, entitled to rely on info, opinions, reports, statements, etc prepared by those in (e): 

iv. (e) – can rely on:
1. One or more officers or EE of corporation whom director reasonably believes to be reliable and competent in functions performed or info provided
2. Legal counsel, public accountants or others retained by corporation as to matters involving skills or expertise director reasonably believes are matters within professional or expert competence or as to which the particular person merits confidence or
3. Committee of BoD of which director not a member if director reasonable believes committee merits confidence
b. § 8.31 – Standards of Liability for Directors
i. (a) – director not liable to corp or shareholders for any decision to take/not take action or for any failure to take action as director unless can show that:
1. Any provision in articles of incorporation, if interposed as a bar to proceeding, doesn’t preclude liability and
2. Challenged conduct consisted or was result of:
a. Action not in good faith or
b. Decision
i. Which director didn’t reasonable believe to be in best interests of corporation or
ii. Director wasn’t informed to extent director reasonably believed appropriate under circumstances or
iii. Lack of objectivity due to familial, financial or business relationship with, or lack of independence due to domination or control by, another person having material interest in challenged conduct
c. Sustained failure of director to devote attention to oversight of business or failing to devote attention when reasonable director would have
d. Receipt of financial benefit to which director not entitled or other breach of duty to deal fairly with corp and shareholders
ii. (b) – party seeking to hold director liable
1. For money damages – also have burden show that
a. Harm to corp and shareholders has been suffered and
b. Harm suffered proximately caused by directors conduct or
2. For other kinds of monetary relief, the burden to establish remedy sought is appropriate in the circumstances
c. § 8.42 – Standards of Conduct for Officers – 
i. (a) – Officer when performing in such capacity shall act
1. In good faith
2. With care that person in like position would reasonably exercise
3. Manner officer reasonably believes in best interest of corp.

ii. (b) – in discharging duties, an officer that doesn’t have knowledge that makes reliance unwarranted is entitled to rely on:
1. Performance of properly delegated responsibilities by one or more EE of corporation whom officer reasonably believes to be reliable and competent in performing work or
2. Information, opinions, reports etc prepared by or presented by one or more EE of corp whom officer reasonably believes to be reliable and competent in matters presented or by legal counsel, public accountants etc
iii. (c) – officer not liable to corp or shareholders for any decision to take/not take action as officer if duties performed in compliance with section
d. § 2.02(b) – articles of incorporation – may set forth:
i. (4) – provision eliminating or limiting liability of director to corp or shareholders for money damages for any action taken, or failure to take action, as director, except liability for
1. Amount of financial benefit received by director to which not entitled
2. An intentional infliction of harm on corp or shareholders
3. Violation of 8.33 or
4. Intentional violation of criminal law
ii. (5) – provision permitting or making obligatory indemnification of director for liability to any person for any action taken, or failure to take action, as director, except liability for
1. Same list as in (4)

II. Del. Gen. Corp. L. §120(b)(7) – see above 

III. NYBCL § 717 – Duty of Directors – 
a. Director shall perform his duties as director in good faith and with degree of care ordinarily prudent person would use – entitled to rely on info, opinions, etc presented/prepared by – normal list
b. In taking action, including without limit action which may involve or relate to change in control of corporation, director entitled to consider both long term and short term interests of corp and SH and effects corporation’s actions have in short/long term on any of following:

i. Prospects for potential growth, development, productivity of corp

ii. Corporation’s current EE

iii. Corporation’s retired EE 

iv. Customers and creditors and

v. Ability of corporation to provide goods, services, etc and otherwise contribute to communities in which it does business
c. Nothing in (b) creates any duties owed by any director to any person to consider any of those things or abrogate any duty of directors, either statutory or recognized by common law or court

E. Directors and Officers: Duty of Loyalty 
I. Directors and Managers 

a. Bayer v. Beran (p.368) 

i. Corporation decides to sponsor radio program – Celanese Hour – at huge expense. Program ends up featuring wife of president. P claims this violated fiduciary duty b/c didn’t benefit corporation but rather president’s wife. Question whether this is an interested director transaction. 
ii. Pepper v. Litton rule: Burden is on director not only to prove the good faith of the transaction but also show its inherent fairness from viewpoint of corporation and those interested therein.
iii. Court holds this is not interested transaction b/c not really making a lot of money but probably biased. Program served legitimate corporate purpose – advertising – and corporation received benefit from it. 

iv. No way this would be not be considered an interested transaction today. 

b. When do we have an interested director transaction? 

i. Generally when a corporate action will end up benefiting a director or group of directors personally 

ii. NY BCL §713  
1. (a) No K or transaction between corporation and one or more of its directors or between a corporation and any other corp. where one of its directors are directors or officers – shall be void or voidable for that reason alone or by reason of voting to approve IF

a. the material facts as to such director’s interest are disclosed in good faith or known to board or committee AND the board approves transaction w/o counting interested vote; or 

b. material facts are disclosed in good faith or known to the shareholders and such transaction is approved by them. 

2. (b) If transaction is not approved by means of (a), corporation may avoid the transaction unless the party or parties thereto shall establish affirmatively that the transaction was fair and reasonable to the corporation at the time it was approved. 

iii. Structure for approval of interested transactions: 

1. Informed and disinterested board approval; or

2. Informed shareholder approval 

a. Open question whether it must be only disinterested shareholders 

3. If 1 or 2 not followed, corporation may void transaction unless entire fairness can be shown. 

4. Entire fairness can only be shown by hearing on the merits in court 

c. Lewis v. S.L. & E. (p.373) 

i. 6 brothers and sisters own SLE. 3 of those also own LGT. LGT rents building from SLE at same price for # of years. SLE never raises the rent. Shareholder agreement says that the 3 siblings that don’t own LGT stock must sell their SLE stock  to LGT at specified date. When time to sell comes, these 3 claim that SLE is grossly undervalued b/c of lease agreement w/ LGT. Complain that LGT directors wasted SLE assets for own benefit (LGT). 
ii. This case is post NY §713. Clearly comes under its scope. 

iii. Court finds there was a conflict under §713 and lack of corrective approval. Since there was no approval, burden is on LGT directors to show complete fairness to SLE. 

iv. Court required SLE stock to be adjusted upward before sale. 

II. Corporate Opportunities 

a. Another part of duty of loyalty – cannot take an opportunity that could go to corporation – supposed to put corp.’s interest above your own. 

b. American Law Institute § 5.05
i. Definition of corporate opportunity: 

1. Any opportunity to engage in a business activity of which a director or senior executive becomes aware, either: 

a. In connection w/ performance of functions in such a way to lead director to believe that person offering opportunity expects it to be offered to the corporation; or 

b. Through use of corporation property or information if the opportunity is one that would reasonably be expected to be of interest to the corporation 
2. Any opportunity to engage in a business activity which director knows is closely related to a business in which the corporate is engaged or expects to engage. 

ii. Director or senior exec can’t take advantage of corporate opportunity unless first offers to the corporation and makes disclosure concerning conflict of interest, opportunity is rejected by corporation and either:

1. The rejection is fair to the corporation

2. The opportunity is rejected in advance, following such disclosure, by disinterested directors in a manner that satisfies the business judgment rule or

3. Rejection is authorized in advance following disclosure, by disinterested shareholders and rejection isn’t equivalent to waste of corporate assets

c. This obligation really extends to everyone, not just directors and officers 

d. If there is a taking of a corporate opportunity, remedy is usually return of all profit

e. This duty can be discharged by full disclosure of the opportunity 

f. Broz v. Cellular Information Systems (p.377)
i. B worked as outside director for CIS and also owned his own cell company; 3rd company decided to sell license for particular area and contacts B but not CIS; B asked CIS CEO whether CIS wanted to buy the license and CEO said no so B put in bid for his own company; soon after, PriCellular bought out CIS and made bid for license but B won it. 
ii. Court holds no taking of corporate opportunity – no violation of fid duty.  
iii. B made offer available to his company. CIS did not want it and let B go for it. At time of transaction, B did not owe anything to PriCellular which only took over CIS later. 
III. Dominant Shareholders 

a. Sinclair Oil Corp. v. Levien (p.385)
i. Sinclair Oil owns 97% of Sinven. Levien owns the other 3%. Claims that Sinclair uses position as dominant shareholder to vote for constant payment of dividends, draining Sinven of $ and opportunities, thereby violating fiduciary duty to Sinven. Sinven had enough $ to cover expenses but for all intents and purposes it couldn’t expand or be profitable. 
ii. Court holds no violation of fiduciary duty for two reasons: 
1. Dividend policy didn’t prefer Sinclair because minority shareholders received their proportionate share of all dividends – in absence of preferential treatment, minority had the burden to show policy wasn’t protected by business judgment rule and they failed to do so

2. P couldn’t point to any business opportunities which came to Sinven and that Sinclair took for itself or denied Sinven – Sinclair didn’t usurp any business opportunities – there was no self-dealing

iii. Court says in absence of self-dealing the standard for review is business judgment rule, not intrinsic fairness. 

iv. Result would not hold up today. A court today would probably look harder at fiduciary duty and use intrinsic fairness.  

b. Zahn v. Transamerica Corporation (p.389) 

i. Transamerica is dominant shareholder of Axton-Fisher (AF). AF had two classes of stock (A and B); B shares held voting control; A shares were entitled to twice as much in liquidation as B and could be redeemed at any time by the corporation for $60; Transamerica held almost all of B stock. Z was a Class A shareholder, complaining that T caused all Class A stockholders to redeem their stock at $80.80 per share instead of participating in AF’s liquidation. This was only a problem b/c AF’s main asset was tobacco that was undervalued during WWII so shares were really worth 3 times price. Result was that Transamerica (Class B stockholders) received most of liquidation value.
ii. Real problem is that it wasn’t made clear to shareholders that the call on the stock (forcing Class A to sell or convert to Class B), was part of a plan of liquidation of which only Transamerica benefited. 
iii. Failure to provide information, self-interest and misconduct. 

iv. Court finds unfairness – gives Class A holders value as if they had converted to Class B before liquidation. 
IV. Ratification 

a. Fliegler v. Lawrence (p.395) 

i. P is questioning interested director transaction. D says relieved of proving fairness b/c of shareholder vote approving transaction. 

ii. Court held transaction was intrinsically fair but examined the shareholder vote itself to see if it was given by majority of independent, fully informed shareholders. 
iii. For shareholder approval of an interested transaction, the approval must be by a majority vote of only disinterested shares. 
iv. RMBCA §8.63(b) mirrors this – shares qualified to vote on interested transactions are only shares not owned or controlled by interested director or relative. 

v. Entire fairness test is really different from business judgment rule. BJR only looks to procedure, gives deference to board. Entire fairness looks into merits of decision, value, etc. 

b. In re Wheelabrator Tech. Shareholders Litigation (p.398) 

i. Seeking approval of shareholder vote to ratify interested transaction. 

ii. If the majority of shareholders in a company are interested, or are dominant shareholders, vote must be “majority of the minority” disinterested shareholders. 

iii. The mere presence of interested shares in the voting does not destroy the vote if a majority of disinterested shares still approved. 

Statutes 
I. RMBCA

a. § 8.60 – Definitions

i. Conflicting interest – means interest director of corporation has respecting a transaction if

1. Director knows that he or related person is a party to transaction or has beneficial financial interest in transaction that would reasonably be expected to exert influence on judgment if called on to vote or

2. Transaction is brought before BoD for action and director knows that any of the following have beneficial financial interest:

a. Entity other than the corporation of which the director is a director, GP, agent or EE

b. Person that controls one or more of the entities above

c. Individual who’s GP, principal or employer of director

ii. Required disclosure – disclosure by director who has conflicting interest of existence and nature of conflicting interest and all facts known to him that ordinarily prudent person would reasonably believe to be material to judgment

b. § 8.61 – Judicial Action – If there’s no conflicting interest, then transaction can’t be enjoined, set aside, rise to damages, etc. in proceeding by shareholder or in right of corporation because director has interest in transaction
c. § 8.62 – Director’s action – provide procedure for action of BoD – how to deal with conflicting interest transactions: 

i. Can be approved by majority vote of qualified directors (qualified are those without conflicting interests)

d. § 8.63 – Shareholders’ Action – 

i. SH action effective if majority of votes of all qualified shares are cast in favor after notice to SH describing directors conflicting interest
ii. Qualified shares means any shares entitled to vote except shares that are owned by a director who has conflicting interest or by related person of director
II. NYBCL
a. § 713 – Interested Directors – see above 

b. § 714 – Loans to Directors – 

i. (a) corporation can’t lend money to or guarantee obligation of director unless:

1. Particular loan or guarantee is approved by SH, but shares of benefited directors not entitled to vote 

2. Certificate of incorporation can provide for giving of loans if board determines that loan or guarantee benefits corporation 

ii. (b) the fact that a loan or guarantee is made in violation of this section doesn’t affect the borrower’s liability on the loan

iii. DE law is more permissive

iv. Sarbanes-Oxley – there’s a specific provision that forbids loans to directors and officers – with respect to companies covered (all stock exchange companies)

F. Federal Corporation Law 

1933 Securities Act 

I. Background 
a. History: 

i. The Securities Act and Securities Exchange Act emerged out of Great Depression and failure of confidence in public investment. 

ii. Objective: produce regulatory body to restore and maintain public confidence in stocks, bonds and publicly traded commodities. 

iii. Created two piece federal structure: 

1. Congressional statute (establishing SEC and broad rules) 

2. Regulations created by SEC (interpreting statute) 

iv. Three possible ways to regulate market: 

1. Substantive (entry) regulation 

a. Limit access to market 

b. This seemed wrong to people – everyone should have access 

2. Merit regulation 

a. Forbid the selling of certain securities deemed too risky 

b. States had some regulation of this kind but many thought federal govt shouldn’t tell people what risks they could and could not take. 

3. Disclosure regulation 
a. Can sell any security you want, however risky, but must provide full, fair and adequate disclosure about the investment   

b. Presumes that people in market are rational, sufficiently educated, and acting in self-interest  so that they will do research as long as you make info available 

v. Congress chose disclosure method 

vi. This system was generally in place as a matter of state law before these acts – “blue skies” laws. Federal govt just wanted to make it uniform b/c securities were offered in numerous states. 
vii. Created federal subject matter jurisdiction over all of this. 

b. Securities Act deals with Initial Public Offerings (IPOs)
i. Company/issuer offering new stock and raising money 

ii. Sometimes company is going public or just offering new stock to raise $

c. Securities Exchange Act deals w/ secondary market of pre-existing securities  

i. Deals w/ stock that is already in the market 

ii. Individual shareholders selling to each other – company isn’t involved. 

d. Disclosure is the centerpiece of both 1933 and 1934 acts. 
e. Disclosure has 3-4 main components: 
i. Financial statements – central component, core of reporting required by SEC
1. Consolidated balance sheets 

a. Ownership interests, financial position 

b. Often dated information – usually 1 year old 

2. Stmt of cash flows 

a. Summarizes $ that comes in and out of corp. 

3. Stmt of income/operations 

ii. Report that accompanies stmts – accountant’s assurance that financial stmts are accurate and fairly represent company. Free from misstatements 

iii. Notes that accompany stmts – management explains and adds to stmts. 

f. We can’t really rely on individuals to read or understand this information. We rely on the market to absorb the information and price accordingly. 

g. Part of regulation is to ensure integrity of information that must be disclosed. 

II. Key sections of 1933 Act 

a. §5 – most important section 

i. Prohibits sale of security that is not registered w/ SEC 

ii. §2(a)(1) defines security broadly 

iii. Blanket obligation to register – unless exempted by §3 or §4
1. §3 – exempts certain securities 

2. §4 – exempts certain transactions 

iv. Practice in SEC to prosecute people that violate § 5 – one of the heaviest components of the enforcement division

v. Registration statement is document that consists of prospectus (looks like form 10K but not the same) – document is reviewed and approved
b. §8 – process of registration 

c. §10 – content that must be in registration stmt  

d. §11 – imposes civil liabilities for misstatements in registration stmt. 
e. §12 – imposes liabilities for things outside of registration and in event that you fail to file stmt. 

f. §20 – gives SEC and DOJ right to criminally prosecute violations 

III. What is a security? 

a. §2(a)(1) defines security: any note, stock, bond, etc. OR, in general, any interest or instrument commonly known as a “security.” 

b. If it’s a security under the act, it falls within the operation of the act – registration requirement and liabilities 
c. Cases are all about avoiding application of the act – at the trial level, the presumption is that it’s not exempt and is a security and a public offering unless you can demonstrate on the facts that you fall outside the act

d. Great Lakes Chemical Corp. v. Monsanto Co. (p.405) 
i. Question of whether ownership interests in an LLC where securities – wasn’t tradition stock or investment K. 

ii. Court discusses cases that deal w/ “novel” investment instruments  
1. SEC v. Howey – defines investment K 

a. Howey sells undivided interest in land tracts of orange grove and investors sign up for service K w/ Howey Hills. Claims sale of land is not a security.  

b. SC focuses on substantive nature of investment – collective investment by a number of people in one project. Investors shared profits and loses. 

c. Three main characteristics for investment K

i. 1) an investment of money

ii. 2) in a common enterprise 

iii. 3) w/ profits to come from efforts of others 

2. United Housing Foundation v. Forman – defines common stock 

a. Apt complex w/ unusual form of ownership. Looks like stock but court says not stock. 

b. 5 features of “stock”: 

i. 1) right to receive dividends 

ii. 2) negotiability 

iii. 3) ability to be pledged or hypothecated 

iv. 4) voting rights in proportion to shares

v. 5) ability to appreciate in value  

3. Landreth Timber v. Landreth – 

a. Looking to purpose of Securities Act, 9th Cir argues that if a whole business is being bought – 100% of stock bought, then securities laws shouldn’t extend to transaction. 
b. SC reverses – if it is traditional stock it falls under Act. 

iii. Court decides interest was not a security. 
IV. Registration 
a. Three basic rules derived from §5 

i. Security can’t be offered for sale unless registration stmt been filed w/ SEC

ii. Securities can’t be sold until registration stmt has become effective

iii. Prospectus must be delivered to purchaser before sale

b. Main problems for IPO’s – How do you set offering price? How do you set up structure for sale if you can’t offer to sell before file stmt? 
c. Underwriters are like wholesalers, they will buy up all stock at first and then use brokers/dealers to sell to market. They must figure out optimal price and underwrite the shares at that price. 

d. Three ways in which underwriting can make offering: 

i. Firm commitment 

1. Commitment by underwriter to buy up whole issue 

2. If it doesn’t sell, underwriter owns it 

3. Very risky – only happens in cases of well tested corporations  

ii. Best efforts – preferred method for start-ups 

1. Underwriter agrees to do their best to sell stock, if they don’t sell it all, it goes back to issuer. 

2. Generally doesn’t happen – if an underwriter fails to sell once, will never get another job. 

iii. Stand-by 

1. Underwriter agrees to buy stock only if public doesn’t – picks up shares not bought by existing shareholders or public
2. Rarely used in US anymore 

e. Doran v. Petroleum Management Corp. (p.417) 
i. PMC approached 4 people about participation in partnership – all but P declined; PMC periodically sent P information about the limited partnership; eventually note went into default and P sues seeking damages for breach of K and rescission of K based on violations of 1933 act – issue is whether was private offering within § 4 exception? 

ii. Objective of §5 is to get information out to investors. So the applicability of §4(2) turns on whether the particular class of persons affected needs the protection of the act – an offering to those who are shown to be able to fend for themselves is a transaction not involving a public offering. 
iii. Exemption turns on the knowledge of offerees. 

iv. SEC v. Ralston Purina: Relevant factors for exemption: 

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

a. Not number of actual purchasers – just who it is offered to 

b. Goes towards public vs. private nature 

2. Number of units offered 

3. Size of offering 

4. Manner of offering 

a. Character of offerees 

b. Way in which they have access to information 

v. Basically don’t have to give info if investor has access to the info and a relationship w/ issuer that would allow them to feel comfortable getting it. People who can get info w/o SEC intervention. 

vi. SEC policy is that information should be same for public and private offerings – give potential investor same info as if it was public 

vii. Holding – narrowly interpret private offering exception to make sure investors receive information anyway. 

viii. You can’t avoid everything by making it private. 

f. Regulation D – provides small safe harbor for certain private offerings 

i. Generally offering must be smaller than $1 million

ii. Can’t advertise widely 

iii. Must still file notice of sale w/ SEC after issuing 

iv. Must give some amount of information about company 

v. Generally exempts only the initial sale 

V. Standard of liability

a. Escott v. BarChris Construction (p.427)

i. P sues under §11 saying registration stmt contained material false stmts and material omissions. Sued 3 different groups – 1) persons who signed stmt, 2) underwriters (banking firms), and 3) BarChris auditors 
ii. §11 sets out high standard of liability in terms of standard itself and in shifting burden of proof to Ds. 

iii. Under §11, any person acquiring a security that contains a material misstatement of fact or a material omission, may sue practically anyone involved in producing stmt (see list below), unless P knew stmt was untrue. D has burden of showing that P knew stmt was untrue at time of purchase. 
iv. A material fact is a fact that would affect the total mix of investor’s views  
v. This standard of liability is higher than under 1934 Act. We impose a higher standard for the first foray into market b/c disclosure has not been regularly imposed and market has no info to make decisions on yet. 
vi. Only defense to this action is §11(b) – see statute summary below 

1. Liability of issuer is absolute 

2. Few options to avoid liability – basically resign or blow whistle. 

3. Standard is slightly higher than due care – not just reasonable belief but reasonable belief and actual belief 

4. Expert portions are considered separately b/c impose individualized standard for experts.  

vii. Due diligence is the test for reasonable investigation. 
viii. Court decides that facts were material and goes through each D to decide if they conducted reasonable investigation. Answer – no, all Ds liable. 

ix. §11 liability is non-waiveable, non-indemnifiable and non-insurable!  

x. This has created pressure to move towards private offerings which are exempt. Still have to make disclosure under §5, but don’t have §11 liability. 

b. §12 deals w/ liability in cases where §11 doesn’t apply. 

i. 12(a)(1) – liability for unregistered offering. If you violate §5 there is an absolute right of rescission 

ii. 12(a)(2) – sells security by means of prospectus, that contains untrue stmt of material fact or omission of material fact. 

1. So there is some liability even if you don’t fall under §11 but it is much less. 
Summary of statute: 

I. § 2(a) – Definitions

a. (1) security – extremely broad! 

b. (2) person – individual, corporation, partnership, etc. 

c. (10) prospectus – any prospectus, notice, circular, advertisement, letter or communication, written or by radio or television, which offers any security for sale or confirms the sale of any security 

d. (11) underwriter – any person who purchases securities w/ view to distribute 

e. (12) dealer – agent, broker or principal in business of offering, buying, selling or otherwise dealing or trading in securities issued by another person. 

II. § 4 – Exempted Transactions – provisions of § 5 don’t apply to

a. (1) transactions by any person other than issuer, underwriter or dealer 

b. (2) transactions by an issuer not involving a public offering

c. (6) transactions involving offers or sales by an issuer solely to one or more accredited investors if there is no advertising or public solicitation 

d. Application really turns on whether the group affected needs the protection of the act – are they sophisticated investors? 
III. § 5 – Prohibitions Relating to Interstate Commerce and the Mails
a. Unless registration statement is in effect, unlawful for any person, directly or indirectly 
i. To make use of any means or instruments of transportation or communication in interstate commerce or of mails to sell such security through use or medium of any prospectus or otherwise or

ii. To carry or cause to be carried through mails or in interstate commerce, by any means of transportation, any security for purpose of sale or delivery after sale
b. Unlawful to directly or indirectly

i. Make use of transportation/communication in interstate commerce or mails to carry any prospectus relating to security to which registration statement has been filed unless meets requirements of §10
ii. Carry through mails or interstate commerce any security for purpose of sale or delivery after sale, unless accompanied or preceded by prospectus meeting requirements of § 10
IV. §10 – Information required in Prospectus – regulations provide detailed rules on what prospectus looks like – same information as registration stmt. 

V. §11 – Civil Liabilities on Account of False Registration Statement
a. A – if any part of registration stmt contained untrue stmt of material fact or omitted to state material fact required to make a stmt not misleading, any person acquiring such a security may sue

i. Everyone who signed the statement

ii. Everyone who was a director or partner at time of filing that part

iii. Everyone who, with consent, is named on statement as being or about to become director or partner

iv. Every accountant, engineer, etc or any person whose profession gives authority to a stmt made by him, who has with his consent been named as having prepared or certified any part of the stmt with respect to the part certified by him
v. Every underwriter with respect to such security
b. B – notwithstanding (a), no person, other than issuer, shall be liable who can sustain the burden of proof that 

i. (1) Before effective date of statement he had resigned and advised committee that he had and wouldn’t be responsible for statement or

ii. (2) part of registration stmt became effective w/o their knowledge and they then informed commission 

iii. (3): different situations for different parts 

1. (A) as regards any part of statement not purporting to be made on authority of an expert, he had, after reasonable investigation, reasonable ground to believe and did believe that statements were true and no material omission

2. (B) as regards any part of stmt made on his authority as an expert 
a. had reasonable ground to believe and did believe true OR

b. such part did not fairly represent his stmt as expert, was not a fair copy or extract from report. 

3. (C) as regards any part of stmt made by expert other than himself 

a. reasonable ground to believe and did believe true 

4. (D) as regards any part of stmt made by official person or report 

a. reasonable ground to believe and did believe true 

iv. NOTE – expert standard has been interpreted by the courts as different – will be tailored to the standard of that person’s expertise – instead of reasonable person, a reasonable lawyer/accountant etc

c. C – for (b)(3), what constitutes reasonable investigation and reasonable ground for belief is standard required of a prudent man in management of own property

d. E – measure of damages

e. F – except for outside director (liability determined by another section), all those in A are jointly and severally liable

f. NOTE - Standard of care is extremely high and the burden of proof lies on the D
VI. §12 – Civil Liabilities Arising in Connection with Prospectuses and Communications

a. Any person who: 

i. (1) who offers or sells a security in violation of §5 or 
ii. (2) offers or sells a security by use of interstate commerce/mail by means of prospectus with untrue statement/omission; 
shall be liable to person purchasing – can sue in law or equity to recover consideration paid with interest, less amount of income received, or for damages. (rescission remedy) 
b. (2) imposes burden on person selling to show that did not know and could not know that there was an untruth or omission

c. This is the way of driving people into §5 – liability arises just by failing to comply with §5
d. Also gives liability for untrue stmts in private offerings – so you avoid can’t  avoid liability just by making private offering (since §11 wouldn’t apply)
VII. § 17 – Fraudulent Interstate Transactions – 
a. A – unlawful to offer or sell securities through interstate commerce/mail

i. To employ any device, scheme, defraud or

ii. Obtain money or property by means untrue statement material fact/omission or

iii. Engage in transaction would operate as fraud or deceit on purchaser

b. B – Unlawful through interstate commerce/mail to publish, publicize, circulate any information which, though not offering a security for sale, describes a security for consideration received from an issuer without fully disclosing the receipt of such consideration and amount thereof

c. Very broad language – comes from the core of § 10

d. Has been interpreted by the courts as giving rise to civil liability penalties – some fact situations might fit better under this than say under 11

1934 Securities Exchange Act 

I. Background 

a. 1934 Act deals with secondary market – stocks already on the market 

b. Object is still disclosure – want to ensure continuing disclosure through regular filing of reports. 
c. Disclosure breaks down into two main aspects: 

i. Reports 

1. §14 of Act is reporting requirements 

2. Annual report – 10-K (similar to prospectus & registration stmt)

3. Quarterly report – 10-Q (very brief) 

a. Interim financial information 

b. Not audited 

4. Report of special information – 8-K

a. Required for unusual events – changes w/r to CEO, BoD

ii. Shareholders meetings 

1. Proxy stmt 

a. Describes meeting and what will be discussed

b. Supplied to shareholders before meeting 

2. Form of proxy 

a. Voting document 

3. Annual report – similar to 10-K report 

d. Misstatements in connection w/ filings give rise to 3 different liabilities/penalties: 

i. Criminal violation 

ii. Administrative violation (ban use of stmt, stop meeting, etc.) 

iii. Damage remedies – 2 main kinds 

1. §14 – solicitation of proxies 

a. It is unlawful to solicit proxies or consent or authorization w/r to any security in contravention of SEC regulations 
b. SEC can create regulation for solicitation. So you can solicit, just not in contravention of those regulations 

2. §10 – manipulative and deceptive devices 

a. (b) unlawful to use or employ any manipulative or deceptive device or contrivance in connection w/ purchase or sale of any security registered on a national securities exchange, or any security not so registered, in contravention of SEC regs. 
II. Rule 10B-5 
a. It shall be unlawful for any person, in connection w/ purchase or sale of any security, directly or indirectly, by use of any means of interstate commerce/mails/facility of national exchange: 

i. To employ any device, scheme or artifice to defraud 

ii. To make any untrue stmt of material fact or to omit necessary material fact 

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

b. Originally there was no private right of action, only SEC could bring charges. But now there is.

III. Basic v. Levinson (p.444) – presumption of reliance on market, remain silent or don’t lie 
a. Company approaches Basic about merger. Basic makes 3 public stmts denying engaged in merger negotiations. Later, Basic asks NYSE to suspend trading and makes formal stmt saying it is merging. P are former Basic shareholders that sold stock after 1st public stmts and before suspended trading – said D issued three false or misleading public stmts and therefore in violation of §10 and rule 10b-5 – also allege injured by selling Basic shares at artificially depressed prices in market affected by misleading statements. 
b. Problem is that there is no privity between Basic and Ps. The transactions went across impersonal market. Basic didn’t make misstatements to Ps personally. 

c. SC holds that the market was defrauded by the misleading stmts and Ps relied on the market so that is enough for violation of 10b-5. 

d. Recognizes fraud on market theory and implied civil damages remedy. 

e. Misstatement must still be material: TSC Industries standard for materiality 

i. Omitted fact is material if there’s a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote/buy 

ii. There must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the total mix of information available

f. You cannot lie under 10b-5. You can refuse to say anything at all, i.e. “no comment,” but if you make a stmt it cannot be false or misleading.
IV. Theory of fraud on the market – 

a. In an open and developed securities market, the price of a company’s stock is determined by the available material information regarding the company and its business – efficient market theory. 
b. Misleading statements will defraud purchasers of stock even if they don’t directly rely on the misstatements b/c individuals rely on the market. 
c. Ps can form a class and sue company for fraud – no privity necessary. 
V. West v. Prudential Securities (p.457) 
a. Hoffman was stockbroker at Prudential. Over 7 months, he told a few customers that Jefferson was going to be acquired. Did not make information public, just told those customers. Unclear whether they actually bought it but price did rise slowly. He and his few customers are clearly in violation of law. Question is whether everyone who bought Jefferson stock during time of his stmts has cause of action. 

b. Court holds that Ps can be certified as a class – rejects strong theory of efficient market. Market can only incorporate public information quickly. 

c. Narrows 10b-5 to public information. If misstatements or omissions were not made public, P has burden of showing that the non-public info affected price. 

VI. Pommer v. Medtest Corporation (p.462) 

a. M told P they had patent, failed to inform P that patent might not come through. Potential material misstatement. M then gets patent 2 years later. 

b. Clearly material – essential to convey full sense of the extent of uncertainty and risk involved in a company. 
c. You must communicate risk, even to savvy investors. 

d. Securities laws have ex-ante perspective – a stmt that is materially false when made does not become acceptable b/c it happens to come true. 
VII. Judicial Limitations on Actions under 10B-5 (p.466) 
a. Problem was 10b-5 itself only created criminal damages. Once the court allowed civil remedies it spawned tons of litigation so had to create ways to limit it. 
b. Standing – Blue Chip Stamps v. Manor Drug Stores 

i. Company gave EEs right to buy stock but P did not buy shares based on misleading pessimistic report. 

ii. SC narrows class of people who can bring action under 10b-5 to those who suffer damage from a purchase or sale. 

iii. Reads language “in connection w/ purchase or sale” very narrowly. 

iv. Non-buying and non-selling does not give rise to civil damages remedy
v. There could still be a violation, just no civil action 

c. Scienter – Ernst & Ernst v. Hochfelder 

i. Violation of 10b-5 only when there is knowledge – D must have intent to deceive, manipulate or defraud. 

ii. Must knowingly issue false stmt or knowingly omit information 

iii. Later decisions have found recklessness to be sufficient 

d. Central Bank of Denver v. First Interstate Bank
i. No secondary liability – no liability for aiding and abetting.
ii. Must show D is party that violated, not just helped violate    

VIII. Santa Fe v. Green (p.466) 
a. SF owned 95% shares of Kirby Lumber and wanted to buy out the minority shareholders under a DE law that allowed parent corp owning at least 90% of sub to merge with sub on approval by BOD and make cash payment for minority stockholders. Minority shareholders can contest by asking court to evaluate fairness of price. SF hired Morgan Stanley to assess physical assets of Kirby – gave minority SH reports that MS appraised at 125 per share so offered 150 a share; minority sued saying value of shares actually 772. Claimed SF obtained fraudulent appraisal and alleged violation of 10b-5 b/c used device, scheme, artifice to defraud. 
b. SC holds no cause of action, no constructive fraud.
c. 10b-5 only deals w/ disclosure fraud, not fiduciary fraud/violations 

d. Once full and fair disclosure has occurred, the fairness of the terms of the transaction is at most a tangential concern of the statute. 

e. Watershed case – federal securities laws only deal w/ disclosure all other matters are traditionally relegated to state law. 
IX. Deutschman v. Beneficial Corp. (p.472) 
a. B’s insurance division suffered severe losses that had adverse impact on B’s financial condition; B’s CEO and CFO held stock options that would be hurt by stock price falling and in order to prevent future declines they issued stmts saying problems solved (stmts they knew to be false and misleading); P claims stmts placed artificial floor under market price of stock so purchasers who relied on that artificial price suffered losses from misstatements. 

b. Issue is really whether options fall under 10b-5. 

c. When you buy an option you are really buying into risk that is dependent on performance of a stock. Options derive their value from value of stock. 

d. Purchaser of options has standing – option is a security for 10b-5 purposes. 
Summary of Statute 

§ 10 – Manipulative and Deceptive Devices – unlawful for any person by use of any means of interstate commerce or mail or any facility of any national securities exchange to: 

· (a)(1) – effect a short sale, use or employ any stop-loss order in connection with purchase or sale of any security registered on national securities exchange, in contravention of rules and regulations as Commission may prescribe

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

§ 12(g) – Registration Requirement for Securities – Registration of securities by issuer; exemptions

· (1) – every issuer engaged in interstate commerce or whose securities are traded by use of mail/any means of interstate commerce shall register security by filing registration statement if issuer has total assets exceeding 1 million and has class of equity security held of record by 500 or more persons

· (2) – doesn’t apply to security listed and registered on a national securities exchange and sometimes insurance company securities 
· NOTE: A company doesn’t have to be that big to have total assets of $1 million but to have 500 owners of equity security a company must be VERY big. 

· Once you fall under 12(g), you have lots of disclosure requirements 

· Below this threshold it is near impossible to find information on a company 

§ 13 – Periodical and Other Reports – sets out required information in reports that the issuer subject to §12 must provide to the Commission 

· If you acquire 5% or more of the securities of a company subject to §12, you have to send the company and the commissioner background information on you

· Commission can adopt rules about issuer purchasing its own securities that must be followed – purchase by or for issuer or any person controlling or under control of issuer shall be deemed to be purchase by issuer

· Any person with 5% or more of securities shall send information about themselves

· Prohibition on personal loans to executives and directors

§ 14 – Solicitation of proxies in violation of rules and regulations

· Unlawful through mail/interstate commerce to solicit or permit use of name to solicit any proxy or consent or authorization in respect to any security registered pursuant to § 12

· See more below for details on proxy voting

§ 16 – Directors, Officers and Principal Stockholders – 

· (a) Any person who’s directly/indirectly beneficial owner of more than 10% of any class of equity security registered under § 12 or who’s director/officer of issuer, file statement required by section with Commission – contains statement of amount of all equity securities of which owner

· (b) for purpose of preventing unfair use of information which  may have been obtained by shareholder by reason of his relationship to issuer, any profit realized by him from any purchase and sale of any security w/i 6 months (unless such security was acquired in good faith in connection w/ debt previously contracted), shall inure to and be recoverable by the issuer, irrespective of any intention of such shareholder. 
· (c) unlawful for beneficial owner, director, etc., to sell any security of issuer if person selling security does not own it.

G. Insider Trading and Short-Swing Profits 

Insider Trading - §10(b)(3) 
I. Background 

a. These cases are similar to 10b-5 but the problem is that they don’t deal w/ misrepresentations. 10b-5 is concerned w/ misrepresentations made face-to-face or to the market/public. Fall under §10(b)(3). 
b. Insider trading deals transactions based on material information from inside company that is not publicly available. 

c. Doctrine of DISCLOSE OR ABSTAIN from trading 
d. Why should we care about insider trading? 

i. It is was common practice it would encourage people to do research and try to find out more information 

ii. But investors will not trust the market. 

iii. Argument for prohibition is based on fair game theory – everyone should be able to know risks beforehand. Don’t weight game in favor of insiders. 

II. Goodwin v. Agassiz (p.477) 

a. Insiders had access to theory that if valid indicated the possibility of valuable copper deposits on property owned by the company so they purchased their company’s stock on Boston stock exchange. P didn’t have access to theory and so sold his stock in mining company, thinking it was worthless. P claimed that Ds should have disclosed their information. 
b. Case arises before 1933 and 1934 Acts. 
c. Uses doctrine of privity and special facts. 

i. When D has special facts, unknown to P, and buys face-to-face, has obligation to disclose facts. 

ii. Since transaction was made over intermediary – the exchange – no harm. 
d. The absence of a direct relationship destroys obligation to disclose. 
e. So pre-1933/34 there was routine insider trading. This case is no longer good law after SEA. 

III. SEC v. Texas Gulf Sulphur Co. (p.480) 

a. TGS found good mining area and chose to keep it secret so it could buy surrounding land w/o driving up prices. Ds all had access to information and bought stock in the company; TGS released press statement saying rumors were exaggerated and would say more later – when ready to make official announcement 3 days later had already bought more stock. Case brought by SEC, not private buyers/sellers. 
b. First case to deal w/ insider trading post-securities laws 
c. Rule 10b-5 is based on policy expectation that in the securities marketplace all investors trading on impersonal exchanges have relatively equal access to material information. 

d. Court holds company liable for false stmt and executives liable for insider trading. 

e. Court reads §10(b)(3) very broadly. “To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person.” 

f. You don’t have to disclose info to public, but if you don’t, must abstain from trading! So there is lots of pressure to disclose and disclose as soon as possible. 

g. Privity is no longer the issue now but materiality is. You can still trade on speculations and immaterial info.

h. Materiality – Whether a reasonable man would attach importance in determining his action on the transaction.  
i. Court never reaches issue of damages. 

IV. Note – Civil Penalties for insider trading

a. Congress amended § 21(d) of 34 act to allow the SEC to seek a civil penalty up to three times the insider’s profits

b. Congress added § 20A to 34 act

i. Gave express cause of action for damages to contemporaneous traders against inside traders and tippers

ii. Amount that can be recovered is limited to amount of insider’s profit reduced by an amount disgorged in SEC enforcement action

V. Chiarella v. United States (p.492) 

a. C is an insider but not an executive of company. C worked for a printer; saw documents sent by corporation about making tender offer on another corporation – corporation had tried to keep it very secret; C bought stock after seeing this – when offer announced, shares rose in value and C sold at profit. SEC brings criminal actions against him. 

b. SC held C not liable b/c he was not an “insider” of the corporation whose shares he had traded in. No relationship of trust between C and shareholders so no duty to disclose or abstain. 
c. Govt argued that C violated a duty to the acquiring company. Theory that he “misappropriated” information. Court declined to rule on this aspect. 

VI. Dirks v. SEC (p.493) 

a. Dirks is an analyst who investigates Equity Funding for his insurance company. He finds evidence of fraud and tries to make it public. He goes to WSJ but they refuse to publish. So Dirks tells his clients to sell Equity stock. SEC prosecutes him. 
b. SC holds Dirks not liable. 

i. Not an insider of that company. 

ii. Simply trying make the information public and help the market. 

iii. Exposed fraud w/ no expectation of personal benefit. 
c. There must be a ban on some “tippee trading” but only when the tippees receive their information improperly. This will depend on purpose of disclosure – will the tipper benefit personally, either directly or indirectly, by “tipping people off?” 

d. Absent personal gain, there is no breach of duty to shareholders. 
VII. United States v. O’Hagan (p.501)  

a. OH was partner in law firm retained by GM for making tender offer to Pillsbury. OH purchased common stock and call options of Pills. Both firms had tried to keep offer secret; when bid announced, OH sold for major profit. 
b. Difficulty in finding liable b/c OH is not an insider of Pillsbury. His actions did not hurt GM in any way and Pillsbury is not his client so no fiduciary duty. 
c. Theory of misappropriation

i. If someone gets information from any source and knows that the information is “inside information” (i.e. not public), if he had any kind of fiduciary duty to any party not to disclose that information, the disclosure or use of that information is a violation of 10b-5. 
ii. Misappropriation of confidential information for securities trading purposes, in breach of a duty owed to the source of the information – defrauds the principal of the exclusive use of that information. 
iii. Fraud is consummated not when fiduciary gains the confidential information, but when he uses it to purchase or sell securities

d. Chiarella might have been different if argued on this theory. 

e. Inherent problem of line drawing to prevent inside information from being misused but at the same time allowing access for experts and analysts. 


Short-Swing Profits – SEA §16(b) 
I. Purpose of §16 is to address pre-1933 practice of quickly buying and selling based on inside information. 
a. §16(a) – reporting requirement 

i. Whenever an officer, director or 10% shareholder buys or sells stock, must file stmt w/ SEC  

b. §16(b) – completely closes down any trading by officer, director or 10% shareholder w/i a 6 month period of learning inside information. 
c. If there is trading during 6 month period – company can recover profits. 

d. Extreme bright-line rule. Does sweep in some innocent activity but purpose was to instill consumer confidence.  

e. Must meet all requirements of statute exactly to be held liable. 

II. Cases interpreting §16(b) – not that important 

a. Reliance Electric Co. v. Emerson Electric Co. (p.512)  
i. Respondent owned 13.2% of corporation’s shares, disposed of his entire holdings in two sales, both of them within 6 months of purchase; but after 1st sale, owned less than 10%. Issue is whether the profits derived from the second sale are recoverable under § 16(b)

ii. SC interprets §16(b) as narrowly as possible. 

iii. Profits from 2nd sale not recoverable b/c didn’t meet 10% requirement. 

b. Foremost-McKesson v. Provident Securities (p.515) 

i. D didn’t own 10% before purchase but owned more than that after. 

ii. No liability. Must be over 10% mark before transaction takes place for 16(b) to apply.

iii. However, this doesn’t apply to officers and directors. They are liable under §16(b) if they occupy position either at time of purchase or sale.  

c. Kern County Land v. Occidental Petroleum (p.517)

i. A sale that’s brought about as a result of a non-voluntary does not fall under §16(b).  
ii. So generally, but not always, exchange of stock pursuant to merger will not result in 16(b) liability. 
Statutes – see §10, Rule 10b-5 and §16 above. 

H. Control in Publicly-Held Corporations 
Strategic Use of Proxies 
I. Introduction 
a. Corporations are governed by BoD, elected at annual shareholder meetings. 

b. Generally, shareholders cannot vote by mail or electronically but – 

c. Under corporate law, shareholders may appoint an agent to attend the meeting and vote on their behalf – proxy holder/proxy

d. Proxy holder must attend the meeting and must vote as instructed. 

e. Structure of election: 

i. On a 15 member board you might have 5 “insiders”/directors who are also employees of the company and 10 “outsiders”/directors who are executives of other companies and oversee/monitor board’s structure. 

ii. Usually if 15 positions are up for election there are only 15 nominees. 

iii. Election is more like ratification of board’s slate. 

iv. Voters have three options: 

1. Vote for slate 

2. Abstain 

3. Run own slate (proxy contest) 

f. Proxy contests result when insurgent group tries to oust incumbent managers by soliciting proxy cards and electing its own representatives to the board. 

i. Can also see contests on any of the issues that go to shareholder vote – merger, compensation plan, etc. but rarer than elections. 

ii. Usually shareholders just vote w/ their feet and sell stock if unhappy. 

iii. We generally only see proxy contests when shareholders are really pissed: 

1. Either stock has gone way down; or 

2. There is some evidence of fiduciary breach by management 

iv. Proxy contests fell out of favor for a while due to prohibitive costs so investors turned to tender offers instead, but corporations have now adopted defenses against tender offers. And tech is making proxy contests easier again. 

g. Proxy stmts must be sent to shareholders 60 days before meetings. 

h. State and federal law play complementary role in this area. 
i. State law requirements 

i. Mainly, must have fair disclosure in proxy stmt 
ii. With some exception, proxies are inherently revocable down to the moment the vote takes place

iii. No question as a matter of state law that a meeting held w/o notice isn’t valid and mis-disclosure or non-disclosure under state law is enough to stop the voting or meeting

iv. Normally the remedy for inadequate disclosure is to bring an action to enjoin the meeting or have a temporary restraining order on the voting shares

j. Federal regulation – SEA §14 

i. Proxy stmt must be filed w/ SEC and is subject to review before being sent out to shareholders 

ii. Requires detailed information 

iii. As precondition to seeking votes of SH in connection with meeting, BoD must give them all kinds of information – 

1. Annual report 

2. Proxy statement – statement with respect to meeting that details where it is, what’ll be done, etc

3. Form of proxy – punch card that you vote on and say I give my proxy to so and so to vote it. 

iv. Note – These requirements only relate to companies subject to 1934 Act and registered under §12(g), whereas §10 rules applies to any security, registered or unregistered.  
II. Levin v. MGM (p.541) 

a. Conflict for control between present management “O’Brien group” and insurgent “Levin group” – each group wants to nominate slate of directors at annual meeting and has been actively soliciting proxies; P says D has wrongfully used MGM funds to pay for services of specially retained attorneys, PR firm and proxy soliciting organizations and improperly used offices, employees, good will and business contacts to secure support for present management. Ps seek injunction and money damages on behalf MGM. 

b. When there is a proxy contest, can management tap into company resources to fight it? 
c. Holding: unless expenditures are inherently illegal, as long as the decision/debate one of policy and not politics, then insiders have a right to have their expenses paid for and advanced by company. 

d. But it’s hard to differentiate between policy and politics. 

e. So unless it is clear that it is a personality conflict only, court will say it is policy based and incumbents can cover expenses. 

f. Creates dynamic – insurgents must come up w/ lots of $ and management doesn’t have to come up w/ anything. 

III. Rosenfeld v. Fairchild Engine & Airplane Corp. (p.543)

a. Old board spends company $ on proxy contest and loses. When new board takes over, it reimburses itself for expenses of contest as well. So both sides’ expenses were paid by company. Ps bring derivative action to get that $ back for corp. 
b. Court dismisses complaint. 

c. When directors act in good faith in contest over policy and not personal power, they have a right to reimbursement. 
d. Expenses of new board were ratified by stockholder vote. Stockholders are allowed to reimburse successful contestants for reasonable and bona fide expenses

e. However, many people see reimbursement of winning side as corporate waste which can only be approved by unanimous shareholder vote. 

f. Creates strange incentive for insiders to spend as much as possible to win – they will be reimbursed either way. But insurgents will only be reimbursed if they win. So unless you’re certain of winning (you own enough shares to control vote almost), it is extremely cost prohibitive to run a proxy contest. 
g. This rule results in movement away from proxy contests towards tender offers – buy enough stock to change ownership and thereby change management. 

IV. J.I. Case Co. v. Borak (p.550) – private action for proxy violation 
a. Civil action charging that merger between Case and ATC was effected through circulation of a false and misleading proxy statement by those proposing the merger. Claimed merger would not have been approved and Case stockholders were thereby damaged. 
b. First case by SC on implied civil damage remedies under SEA, fell under §14. 
c. Purpose of §14(a) is to prevent management or others from obtaining authorization for corporate action by means of deceptive or inadequate disclosure in proxy solicitation

d. Private enforcement provides necessary compliment to regulatory scheme. 

e. Court must provide remedies as necessary to effect congressional purpose. 

f. Court can grant both prospective relief (injunction) and remedial relief (annulling vote, etc.) 

g. Still must be materiality – whether info would affect the vote. 

h. This is relatively low standard – not asking if stmt affected this particular shareholder but if it would affect a reasonable shareholder. 

V. Mills v. Electric Auto-Lite Co. (p.553) 

a. Ps wanted merger set aside based on misleading proxy stmt; argued that proxy stmt recommended approval of merger w/o also informing shareholders that all of the directors were nominees of the company to be merged with and were under the control and domination of that company. 

b. Two main issues: 

i. Causality: What relationship must be shown between a misleading stmt and the merger/disputed action to establish cause of action? 
1. Court describes very broad causality. All that is necessary is that a vote of the shareholders was required to secure the action – i.e. votes that were necessary and indispensable to approval of the merger. 

2. Where a misstatement/defect is material, no requirement to show whether defect actually had a decisive effect on the voting. 

3. Materiality is all that is necessary for causation. 

4. Whether merger was fair or not doesn’t matter. A fair merger can still be misrepresented and that is all §14 cares about. 

ii. Remedies: How can court fix defective proxy stmt/vote? 

1. Before merger is effectuated remedy is easy. 

a. Court can stop meeting from taking place 

b. Require new info to be sent out before vote  

2. After merger is much more difficult 

a. Courts will generally not “unscramble” a merger

b. Only remedy is damages – if transaction is fair though, can only really get attorney’s fees. 
c. Court found there was violation and causality. However, since merger was fair on its face, no monetary damages. 

d. So should always bring this kind of action before merger – get TRO. 

VI. Seinfeld v. Bartz (p.561)  

a. BoD failed to include particular pricing model value on option grants in proxy material for shareholder vote on executive compensation. Ps claimed BoD should have included value based on the widely accepted pricing model. Claimed this was material omission. 

b. Court is skeptical of holding as a matter of law that failure to use a particular pricing model is violation of proxy laws – since options are inherently hard to value. No violation. 
c. Case is irrelevant now b/c accounting rules require disclosure of executive compensation. So now BoD would do it even though court held it unnecessary. 

Shareholder proposals 

I. Rule 14a-8

a. Shareholder attempts to mandate that a corporation put a shareholder’s proposal on management’s proxy stmt/vote for all shareholders.

b. This rule requires that management put these proposals on proxies unless it falls under one of the exemptions 

c. Clear incursion of federal law into corporate governance.

d. Key concept is what corporations can exclude: 

i. Improper under state law – not a proper subjection for shareholder action 

ii. Violation of law – proposal would cause corp. to violate law 

iii. Violation of proxy rules – contains materially false stmt or omission 

iv. Personal grievance; special interest – proposal relates to redress of personal claim or is designed to benefit only specific shareholder or further a personal interest that is not shared by other shareholders. 

v. Relevance – if the proposal relates to operations which account for less than 5% of company’s total assets and is not otherwise significantly related to company’s business. 
vi. Absence of power/authority – company lacks power or authority to implement provision (ultra vires) (i.e. national policy issues)
vii. Management functions – proposal deals w/ matter concerning ordinary business operations 
viii. Relates to election – cannot relate to election of BoD members 
ix. Conflicts w/ company’s proposal 

x. Substantially implemented – company has already implemented 
xi. Duplication – substantially duplicates another shareholder’s proposal 
xii. Resubmission – deals w/ same subject matter as a proposal that has been included in proxy materials in last 5 years if rejected by certain %.
xiii. Specific amount of dividends 

e. Corporations will often try to find a way to exclude the proposal 

f. Generally can be excluded if it proposes ordinary business/corporate conduct since BoD, not shareholders, are supposed to run corporation.

g. Shareholders generally get around this by removing the proposal by one step. Instead of asking corporation to take specific action, propose that a committee be formed to study effect of something on business. 

h. Raising awareness of an issue is a legitimate shareholder proposal and does not interfere w/ day-to-day business.   

i. Once 10-15% of shareholders start voting for an issue, management will usually take it seriously. So doesn’t really need to pass, just raise awareness. 

II. Lovenheim v. Iroquois Brands, Ltd. (p.565) 

a. P wants management to include proposal to form committee to study method of producing pâté and decide if it should be continued. Corp refuses under two different exclusion theories 1) relevance – inconsequential to business and 2) management functions – relates to ordinary business. 
b. There are the two arguments made every single time. Court rejects both. 

c. As to relevance: 

i. The dollar value is not the key test 
ii. The meaning of “significantly related” to business is not limited to economic significance 

iii. Proposal has ethical and social significance and implicates significant level of sales.  

d. As to ordinary business – forming a committee has few negative implications. Courts usually lean in favor of allowing proposals when in doubt. 
III. The NYC Employees’ Retirement System v. Dole Food Company, Inc. (p.570) 

a. P wants Dole to include their proposal of forming committee to evaluate impact of various possible national health care reforms on the company; company said didn’t have to because ordinary business operation; SEC responded it wouldn’t decide ordinary business question but Dole could exclude b/c it looks like proposal is directed at involving company in political/legislative process. Ps appeal SEC judgment. 

b. Court says has to put proposal on the statement

i. Does not relate to ordinary business operations b/c only asking to form committee to study 

ii. Doesn’t get exclusion of forcing involvement in political affairs (ultra vires) b/c nothing indicates result of study has to be lobbying, just studying impact of different reforms on competitive standing 
IV. Austin v. Consolidated Edison Co. of NY (p.575) 

a. Ps, who are union members, want ConEd to include proposal endorsing idea that employees can retire w/ full benefits after 30 years of service regardless of age.
b. Proposal fails b/c deals w/ private issue and ordinary business operations. 
Shareholder inspection rights 

I. Background 

a. Most important cases have to do w/ access to shareholder lists b/c that is essential for waging a proxy contest. 

b. State regulation: 

i. Every state has rights of inspection 

ii. Documents shareholders generally have right to see: 

1. Shareholder record – always 

2. Official corporate level documents – record of shareholder meetings, minutes for BoD meetings 
3. Financial records, etc.
c. Federal regulation 
i. Rule 14a-7 says that upon demand by a shareholder w/ a proper purpose, management either has to give access to the list or distribute the shareholder material for the shareholder at cost. 

ii. However, shareholders would never prefer management to distribute proxies b/c: 

1. Gives management 1st look at material so they get upper hand in refuting proposal/slate.

2. Cuts off direct contact w/ shareholders which is important for proxy solicitation 

3. Prevents them from targeting important shareholders. 

iii. In this respect, state law is more advanced than federal law 

d. State laws usually provide that w/r to shareholder lists, a shareholder meeting certain demands, like being shareholder of record for 6 months, may demand access to list as long as there is a proper purpose. 

e. Fighting management is deemed a proper purpose. 

II. Crane v. Anaconda (p.579) 

a. C wanted to buy up A stock. Once C owned about 11%, asked A to produce its stock book for inspection so C could contact other shareholders and inform them of their pending tender offer and see if they were willing to sell. C is Illinois company and A is an Montana company but both do business in NY. A claims C’s purpose is not valid. 
b. NY BCL §1315 extends shareholder right of inspection to foreign corporations. Any resident who is a shareholder of record of a foreign corporation doing business in the state has right to examine shareholder records. 

c. Court holds C has proper purpose so A must give access. 

d. Fighting management is proper purpose. 

e. What is an improper purpose for obtaining shareholder list? 

i. Junk mail 

ii. Political campaign

iii. Personal solicitation not relating to business really  

III. State ex rel. Pillsbury v. Honeywell (p.582)
a. P bought stock in H for sole purpose of having a voice in corporation to convince BoD and shareholders to stop manufacturing munitions being used in Vietnam war. P wanted access to shareholder list to contact shareholders directly. 
b. Court holds no access b/c not a proper purpose – not germane to economic interest as a shareholder. Purely political. 

c. Generally courts will be generous towards Ps seeking shareholder lists. However, when other documents are asked for, then courts give more serious and skeptical examination of reasons behind access to information. 

d. Balancing legitimate interest of shareholder in protecting his property against possible abuse as weapon in corporate warfare. 

IV. Sadler v. NCR Corp. (p.585)
a. P wants NCR to compile and give them NOBO list (non-objecting beneficial owners) so P can contact shareholders who are not listed on record b/c stock is held in “street name” (title is in name of designate/depository but equitable ownership is still in shareholder).  

b. Extraterritoriality of NY’s law comes up but court holds constitutional. 
c. NY courts broadly construe statute. The corporation has easy access to the information, can compile list easily, so shareholder can get it. 

d. Shareholder has right of access to direct contact w/ shareholders both beneficial and of record. 

Summary of statute: §14 – Proxies

· A – Solicitation – unlawful by use of mails/interstate commerce, etc., in contravention of Commission rules, to solicit or permit use of name to solicit any proxy or consent or authorization w/ respect security registered under §12

· B – unlawful in contravention of Commission rules to give or refrain from giving a proxy, consent, authorization or information statement in respect to any security registered under §12 

· C – unless proxies are solicited by or on behalf of management of issuer from holders of record prior to any meeting of holders, issuer shall file with commission and transmit to all holders information substantially equivalent to information would have been required if solicitation were made

· E – Unlawful to make any untrue statement of material fact or omit to state any material fact necessary in order to make statements made not misleading, or to engage in any fraudulent, deceptive or manipulative acts or practices in connection with tender offer or solicitation

Rule 14a-8- see above
I. Voting and Control in Closely-Held Corporations     
I. Introduction

a. What do we mean by shareholder voting? Voting on what? And how? 

b. In corporations we normally assume that one share = one vote. 

c. But there are other ways to divide control and structure voting

i. Usually set out in articles of incorporation

ii. Ex: Can offer two classes of stock. Preferred stock gets more dividends but cannot vote where as common stock gets fewer dividends but votes so has control over management 

d. Three main categories of issues to be voted on – all have different rules: 

i. Election of directors 

1. Needs plurality – whoever gets highest # of votes will win 
2. Note – a majority might not be required but also might not be enough in certain circumstances 

ii. Major corporate changes – amendment, merger, dissolution, etc. 

1. Usually required by statute to be a major-majority (2/3rds) 

2. Major-majority of voting shares outstanding 

iii. Approval of any proposals put to shareholders  

1. Usually simple majority 

2. Based on # of shares at meeting, not # of shares outstanding 

3. Sometimes might have to be majority of disinterested shares 

e. Main issue is generally voting on election of directors – most litigated 
II. Election of directors 

a. Straight voting 

i. Shareholders cannot vote more than the number of shares they have for any one candidate. 

1. Ex: A has 70 shares. There are 4 BoD positions. A has 280 votes, but only 70 shares. She cannot give more than 70 votes to any one candidate. 

2. She doesn’t have to give a full 70 to any candidate, just can’t give more than 70 to one. 

ii. In straight voting the majority shareholder (or majority block) elects the entire board if voted correctly. 

iii. This is the default in all states but CA. But articles of incorporation can say whether use straight or cumulative. 
b. Cumulative voting 

i. Shareholders are allowed to vote more than their number of shares and up to the number of votes they have, for any one candidate. 

1. Ex: Same as above. A has 280 share so if A wants, A can vote them all for one candidate to ensure their election. 

2. However, A cannot guarantee election of all 4 members anymore. B/c B, who has 120 votes, can also vote them all for 1 candidate. 

ii. Permissible in every state if provision is put in articles of incorporation

iii. Allows for a degree of proportional representation for minority. 

iv. Never found in public corporations – only closely held ones.  

v. Formula – minimum # of votes need to elect 1 director: 

1. ((number of directors to be elected X voting shares, i.e. total # of votes) divided by (number of directors to be elected +1)) + 1 vote. Ex: in case of A&B above, (400/5)+1 = 81
2. For percentage of vote needed– general rule is that the fraction needed is greater than the reciprocal of one greater than the size of the board. see chart below
3. NOTE – sometimes this isn’t the minimum # needed. If other side messes up voting, you can get a director elected w/ fewer votes. Sometimes you will bargain on other side messing up, so allocate fewer votes and end up getting more positions on board! 
vi. Advantages of cumulative voting: 

1. Guarantees voice in corporation 

2. Allows you to structure voting to at least elect yourself every year 

3. Basically only works for closely-held corps. 

vii. Disadvantages of cumulative voting: 

1. Risk of losing confidentiality 

2. Potential of opening up board to competitive minority – giving them access to information and making take-over easier. 

3. So don’t want cumulative voting in public corporations 

c. Lesson: By use of voting and non-voting stock and correct planning, you can create a structure which operates by itself (no court intervention), is absolutely enforceable and is independent of financial arrangements. 

	Board size
	>% needed of total shares 

	1
	> 50% or ½

	2
	> 33% or 1/3

	3
	> 25% or ¼ 

	4
	> 20% or 1/5 

	5
	> 16 2/3 % or 1/6

	6
	> 14 2/7 % or 1/7

	7
	> 12.5% or 1/8 


III. Stroh v. Blackhawk Holding Corp. (p.592) 

a. Illinois constitution mandated that in a corporation, every share had one vote. Blackhawk created a class of shares that had right to vote but no rights to dividend. Ps sued saying cannot remove economic interest of stock. 

b. Court finds class of stock valid. Constitution only prohibited removal of voting rights, says nothing of economic rights. 

c. Proprietary rights conferred by stock may consist of one or more of the rights to participate in control of corporation (voting), in its surplus or profits (dividends), or in the distribution of its assets (liquidation).  
d. Recognition that unless there is some prohibition in positive law, you can adjust the financial and voting rights of shares however you want. Ex: NYSE requires that all common stock be voting stock where one share = 1 vote. 
e. You can have classes of voting and non-voting stock. 

IV. State of Wisconsin Investment Board v. Peerless Systems Corp. (p.597) 

a. BoD adjourned meeting b/c knew couldn’t get enough votes on a certain proposal. Gave more time to re-solicit proxies. 
b. Court says you can’t do that. 

Shareholder Voting Agreements and Control of Management 

I. Explanation
a. Closely-held corporations are corporations with few shareholders who are often directors and officers as well. Usually looks more like partnership. 

b. Shareholders can enter into agreements at the shareholder level about how they are going to vote. 
c. Two issues: 

i. Are these agreements valid?

ii. If valid, are they judicially enforceable? 

d. Two main types of agreements: 

i. Voting trusts 

1. Legal entity that holds property – i.e. title to shares. 

2. The trust owns legal title while the shareholders own equitable title 

3. Trustee is charged w/ obligation of voting shares in accordance w/ the instrument that creates the trust. 

4. Trustee would be personally liable for going against instrument

5. Voting trusts have always been valid and enforceable.  

6. This is the oldest device for arranging control of corporations and is most popular device for closely held corporations. 

7. However – must be time limited (10-20 years) and usually required to be made public. 

ii. Pooling agreements/shareholder agreements 
1. Attempts to do the same thing w/o the trust
2. Big advantage – not made public so don’t have to tell other parties you have agreement.  
3. Historically courts were unhappy w/ idea of having agreement w/r to voting unless explicitly allowed by statute (voting trusts) 
4. Were reluctant to enforce by specific performance – would just negate the votes instead of voting them according to agreement  
II. Ringling Bros. v. Ringling (p.606) 
a. Ringling Bros. has 3 stockholders, Ringling, Haley and North. They all have equal shares. There are 7 board positions and cumulative voting. Each party can guarantee election of 2 board members. Ringling and Haley enter voting agreement to act concertedly to elect 5th member. If parties can’t agree how to vote for 5th position, will submit to binding arbitration. H breaks the agreement and refuses to follow arbitrator’s decision. 
b. Court said agreement was valid but refused to specifically enforce it. 

c. Court invalidated H’s vote which ended up destroying intentions of parties, in effect giving North 3 positions instead of 2. 

d. After this case states revised laws so that voting agreements were valid and specifically enforceable on their terms. 

i. NY BCL §620(a)

ii. Must be in writing and signed by parties.   
III. Conclusion: 

a. Three ways to control election of board 

i. 1) cumulative voting combined w/ voting and non-voting stock to allocate votes in way to guarantee election 

ii. 2) voting trust 

iii. 3) voting/pooling agreements 

b. Advantage of 1st two is that they both operate themselves – no enforcement is needed. 

c. But this means they are also self-perpetuating 

d. Voting agreements are sometimes easier to get out of since need to be enforced. Also has advantage of being private and for longer term than trust.

Shareholder Control Agreements 

I. Definition

a. Control agreements try to do more than just set voting for election of directors 

b. Can deal w/ issues other than election of directors – like who will be officers, set salaries, business policies, dividends, etc. 

c. These agreements effectively control management of corporation. 
II. McQuade v. Stoneham (p.613) 

a. 3 shareholders of corporation that owned NY Giants baseball team agreed as shareholders to elect themselves as directors and as directors to appoint themselves as officers at specified salaries. 
b. Court didn’t like this – saw it as attempt to remove director’s power which was conferred by statute. 

c. Held agreement invalid. 

d. Eventually courts come to contractarian view that if all parties agree then no one is hurt so agreements are okay. 

III. Clark v. Dodge (p.618) 
a. D owns controlling interest and C owns the rest; enter shareholder agreement where C will tell D’s son secret formula used in business if C remains director and general manager as long as faithful, efficient and competent and receive set income based on company net income. 

a. Agreement was valid since C was only promised tenure as long as he proved faithful, efficient and competent – could harm nobody

b. Only slight infringement on statutory authority of the board
IV. Galler v. Galler (p.624) 

a. Agreement where in the event of death of one brother, wife could nominate director. When this happened, surviving brother refused to honor. 
b. In close held corporation, these kind of shareholder agreements are often the only protection a minority owner can have against the majority – not like public issue corporation where you can just sell if you don’t like management

c. Where no complaining minority interest is present, no clearly prohibitory statutory language is violated then no valid reason for precluding parties from reaching agreement

d. Agreement didn’t have specific termination date – not a problem – fair construction is that purposes accomplished at death of survivor of the parties
e. If there is unanimous agreement among shareholders, you can make control agreements.  
V. NY BCL §620(b) is summation of Clark and Galler 

a. Basically control agreements are okay if: 

i. Unanimous 

ii. Provision in articles of incorporation/amendment 

iii. Unanimity is preserved (when transferred person must be told of and consent to provision) 

b. Overruling of case law 

c. §620(f) – effect of provision is to relieve directors of liability for those decisions and put liability on shareholders. 

d. Shareholders will stand in position of directors in terms of fiduciary duty, business judgment, etc. 

e. Creates higher level of liability as cost for this kind of control 

VI. Ramos v. Estrada (p.632)   
a. Agreement provided for forced sale if parties didn’t vote according to agreement – so when party didn’t vote, other parties forcibly out them out. 
b. Court held this valid as a control agreement 

c. Shows continued common law impact of Galler.  
VII. Difference between NY §620 approach and statutory close corporation 

a. By creating statutory close corporation – all these agreements are automatically legitimate. 

b. Some statues require corporations that do this to be statutory close corps. 

Statutes: 

Del. Gen. Corp. L.
§ 141 – Board of Directors 
· A – business and affairs of corporation managed by BOD except as in statute or certificate of incorporation

· B – BOD # of directors set in by laws unless in certificate of incorporation (COI); vote of majority at meeting where quorum present is act of board unless COI or by laws requires vote of greater number

· C – can establish committees but committees can’t change the by-laws themselves

· BASICALLY – you can do things not otherwise in the articles of incorporation

NYBCL

§ 620 – Agreements as to Voting; Provisions in COI as to Control of Directors

· A – SH can enter voting agreement if in writing and signed by parties 
· B – provision in COI otherwise prohibited by law because improperly restricts board in management of business of corporation or improperly transfers to one or more SH/corporations to be selected, all or any part of management otherwise within authority of board will be nevertheless valid

· If incorporators or all SH of outstanding shares of record, whether or not have voting power, authorized provision in COI or an amendment and

· If, subsequent to adoption of such, shares are transferred or issued only to persons who had knowledge or notice or consented in writing such provision

· C – provision under B valid only as long as no shares of corporation listed on national securities exchange (only for close corporations) 
· F – effect of provision authorized by B is to relieve directors and impose on SH that authorized it or consented, the liability for managerial acts or omissions 

