Business Organizations

Professor Perino

By: Jeffrey J. Amato

I. Economic and Legal Aspects of the Firm

A. Introduction

· Sole Proprietorship – Single owner owns the business directly.

· Business Organization – Something other then an owner, employees, joint ownership, indicates a business organization.

· Business Law – Purpose is to protect the reasonable expectations of people who jointly own a business. 

· Mandatory rules – Rules that always apply are few and far between in business law.

· Default rules – Unless provided otherwise the default rule applies, these can be contracted around.

B. Economic Backdrop

1. Comparative Search for Best Investment

· Ex ante decision – Deciding before the known outcome

· Ex post decision – Deciding after the outcome (litigation).

2. Risk and Return

· Risk – The future returns are uncertain.
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Expected Return - To figure out the expected return you multiply each possible outcome by the probability that it will occur and then add them together.  The greater the range of outcomes, the greater the risk.  This works well with recurring investments such as mutual funds, but not as well on investments like who wants to be a millionaire.

· Minimizing risk – Increasing the probability of return or increasing the amount of return

· Risk preference – Risk preferring, neutral, or adverse will be affected by the personal situation of each investor.

· The riskier the investment the higher the expected return has to be in order to induce the person to make the investment.

3. Transactional Costs and Choice of Organizational Form

· Transactional Costs – Given the different costs, which type of organizational form is the best.

· Bounded Rationality – The limits of each individuals rational decision making
· Opportunism – Partners taking advantage of other members
· Team-specific investment – Investment is team specific if and to the extent that the investment has a lesser value if re-deployed outside the team.  Example: Coal mine/railroad/power plant will only work if brought together in a team.
· Implicit Teams – Parties deal with each other on an individual transactional basis.

· Discrete Contracting – Discrete contracting tries to foresee all the possible problems, but is limited by bounded rationality.  There is also a greater risk of opportunism when the contract fails to account for a situation

· Relational Contracting – Contract that sets up mechanisms for dealing with unforeseen contingencies.  

· Firms 

C. The Sole Proprietorship and the Law of Agency

1. Agency Law

· 1. Agency; Principal; Agent
(1) Agency is the fiduciary relation which 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
(2) The one for whom action is to be taken is the principal
(3) The one who is to act is the agent

· Relationship formed between parties, the agent acts subject to the principal’s direction.

· The agent has a fiduciary duty to the principal

2. Agent as a fiduciary

· 13. Agent as a fiduciary
An agent is a fiduciary with respect to matter within the scope of his agency.

· While the agency relationship exists, the agent is obligated to prefer the interests of the principle ahead of their own interest

· An agent must be completely candid to the principle

· A failure to do so is a breach entitling the principal to an accounting (the amount of profits gained from the breach of fiduciary duty, the actual injury to the principal does not matter)
· Community Counselling Service, Inc. v. Reilly, 317 F.2d 239 (4th Cir. 1963).  Agent of business who raises funds for Catholic churches decides to leave, but while still employed he lined up business.  After the agency is terminated he is free to seek opportunities.  During the course of business he may not compete, and must be completely candid to his employer.
· The function of agency law is to minimize transactional costs, establishing specific rules for agents, allowing courts to make ex post decisions, the common solution makes more sense and is more efficient.
· Agency law is a default rule that can be changed if desired by the parties.
3. Sources of Agents Authority

· Being able to delegate authority allows for more complex corporations to be formed

· Principal want to ensure the agent is acting in the best interest of the business, fiduciary duties impose upon the agent the duty to put the principals interest above there own, and if they do not there is an action for breach of fiduciary duty

· Employment at will – the agent is employed at will to deter agents from violating their fiduciary duty.  Why have a rule that says you cannot fire good employees?  Because the market will not give any incentives to lose good employees

· Residual Claimant – In a sole proprietorship, the owner is the last one to be paid.

· 3rd Parties are concerned that they are effectively dealing with the principal, that the agents actions will bind the principal.

· What if the agent acts without authority? How do we assign the risk of loss?

· Authority In a Principal-Agent Relationship:
The Agency Triangle





· 7 
Authority is the power of the agent to affect the legal relations of the principal by acts done in accordance with the principal’s manifestations of consent to him

· Agents authority to bind the principal

· Manifestation of consent 
-Objective standard – was it reasonable for the agent or a third party to believe that the agent had the authority to bind the principal
-Either expressly or implication

· Attempts to facilitate commercial transactions by protecting the reasonable expectations of outsiders who deal with agents. [Policy of encouraging markets and trust in agents]

· (1) Actual Authority – Manifestation of consent directly to the agent
P ( Authorization ( (Zone of Agent’s authority)

· 26 Creation of Authority
Authority to do an act can be created by written or spoken words or other conduct of the principal which, reasonably interpreted, causes the agent to believe that the principal desires him so to act on the principals account.

· 33 General Principles of Interpretation
An agent is authorized to do, an to do only, what is reasonable for him to infer that the principal desires him to do in the light of the principal’s manifestations and the facts as he knows or should know them at the time he acts

· 34 
All other matters throwing light upon what a reasonable person in the position of the agent at the time of the acting would consider are to be given due weight.

· 35
Unless otherwise agreed, authority to conduct a transaction includes authority to do acts which are incidental to it, usually accompany it, or are reasonably necessary to accomplish it.

· Look at all the relevant facts and circumstances and

· Custom and usage

· Past conduct

· Acquiescence

· Level of specificity.

· The only thing that matters is the manifestation of consent running from the principal to the agent, third parties knowledge is irrelevant

· (2) Apparent Authority - 
P manifests consent directly to a third party
Trying to bind an agents action that is clearly outside the scope of the agents authority. What does the third party reasonably believe the scope of authority to be.
P ( authorization ( (---(agents authority)---) 

· The apparent principal’s objective manifestation

· Which reaches a third party

· Who reasonably believes that the apparent agent is indeed authorized to act for the apparent principal

· What the third party reasonably believes based on the facts and circumstances.

· 27 Creation of apparent authority
Apparent authority to do an act is created by written or spoken words or any other conduct of the principal which, reasonably interpreted, causes the third person to believe that the principal consents to have the act done on his behalf by the person purporting to act for him.

· (3) Inherent Authority – Gap filling device that arises from a desire to protect the reasonable expectations of third parties who deal with agents

· An agents false statements are attributable to the principal if:
(1) The principal is disclosed or partially disclosed [the third party has to know they are dealing with the agent]
(2) A true statement concerning the same subject would have been within the agents actual or apparent authority

· Controversial doctrine which may be dropped.

· 8A Inherent Agency Power
Inherent agency power is a term used in the restatement of this subject to indicate the power of an agent which is derived from authority, apparent authority or estoppel, but solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant or other agent

· 261 
A principal who puts an agent in a position that enables the agent, while apparently acting within his authority, to commit a fraud upon third persons is subject to liability to such third persons for the fraud

· Laura goes as an agent of CO X and sells chips to CO Y which are all false.  Can X be bound by the actions of Laura?  She has no actual authority to misrepresent the specifications of the chips, and she does not have apparent authority.  

· Allocation of loss on two innocent parties, the principal should bear the risk because of there position to monitor the activities of the agent even if there is no manifestations of consent.

· Blackburn v. Witter, 201 Cal. App 2d 518 (1962).  ( was a widow who wanted to invest, ( is a brokerage firm, Long gets ( to buy stocks, then he made up a company for her to buy bonds.  She gave him the money which he used to drink and gamble.  ( is suing principals, (I) whether the agent had actual or apparent authority?  Clearly did not have actual authority to make up the company.  Was it reasonable for ( to believe he was acting in the scope of his authority?  @ This transaction was radically different because they were not on the typical form, and there was no confirmation about the transaction form the company, and she wrote the check to the agent not the company, and it was not on the monthly statement.  Court used the fraud provision to allocate loss to the Principal based on a policy that recognizes they are in the position to prevent the fraud. 
D. The Road Ahead

· 1.1 – Jake and Sharon are discussing the possibility of jointly owning a brewery

· I. Relationship With Each other
(a) What terms would they need if they merely use contacts to specify their relationship
1. Profits / losses
2. Management roles – day to day and future roles
3. Duration
------------------------
GOVERNANCE – dealing with the internal operations of a business

· (b) What if there are ten or fifty owners?
------------------------ 
PASSIVE OWNERS – Residual claimants who may only have a say in big decisions.

· II. Relationship with the outside world
------------------------
LIMITED LIABILITY – The investor is only liable for the amount of the investment, not personal assets. [Encourages investment, and employment of agents]

· III. Relationship with the government
------------------------
Taxes – Limited liability structures are usually taxed as their own entity
II. Partnership and Limited Liability Companies

A. Traditional and Modern Non-corporate Business Associations

1. The General Partnership
· Formation – Agreement to be co-owners for profit.

· 6 UPA

· No need to file with the state, merely an agreement with between the parties.

· This is the default business form requiring no express agreement.

· 7 UPA Rules For Determining the Existence of a Partnership

· Co-ownership of property is not a partnership because it is not for profit

· Revenue sharing in a business does not make a partnership

· Shared profits however, create a presumption that a partnership exists

· 8 UPA Partnership Property

· Partnership is a separate legal entity allowed to own property

· Duration – A partner may leave a partnership whenever they choose, which causes a dissolution.

· Management – Partners are day to day care takers, managers of long term decisions, and residual claimants.  All members share in these decisions and in the profits.

· 18 UPA Rules Determining Rights and Duties of Partners
(g) No person can become a partner unless all the other partners agree

· Default rules v. Mandatory rules: Essentially all the rules that govern the relationships among the partners tend to be default rules.  External rules tend to be mandatory rules

· Transfer of Interest – Default rule is that all partners must agree for someone to become a partner.  One can, however, assign their financial interest without consent of the other partners, but cannot vote on the management of the partnership. 

· 37 UPA. 

· Liability – All members are jointly and severally liable for all the debts and obligations of the partnership… this is a mandatory rule.

· 15 UPA

· The smaller the group, the better the partnership will work, because of the ease of monitoring all the partners

· Tax – Although the partnership is a separate legal entity, for tax purposes it is not an entity, the profits flow through to the partners.

· Avoids the problem of double taxation

· (a) Fiduciary Duty
· (b) Power to bind the Partnership
· (c) Dissolution of the Partnership
2. Joint Ventures

3. The Limited Partnership

· Formation – A certificate of limited partnership must be filed with the secretary of state.

· Duration
· Management – Separation between ownership and management.  The limited partners are passive owners.  The managers are the general partners

· 403 RUPA
A general partner of a limited partnership has the rights and powers and is subject to the restrictions of a partner in a partnership without limited partner

· Limited partners do not have management authority, they are passive owners

· Problem: General partner may not have the same interest as the limited partners causing conflict.  How do we make sure that the managers have the same interests as the owners, align incentives.

· Transfer of Interest
· Liability – Limited partners are capped at the amount they invested in the business, only the general partner has unlimited liability.

· Limited partners give up the ability to manage in exchange for limited liability.

· 303 RUPA

· When the limited partner exhibits control, they may be liable as a general partner.

· Tax – IRS “check the box” regulation permit LP to elect flow through or corporate tax treatment.

4. The Limited Liability Company
New hot entity, because it combines the best of corporations and partnerships, but there is not a lot of uniformity in the rules or case law because they are so new, but look to the partnership law.  Eventually these may supercede partnerships.  Largely it is a default rule regime
· Flexibility
· 403 UPA Effect of Operating Agreement

· Details few restrictions on how the company must operate, mostly pertaining to fiduciary and third party roles

· Formation - 
· Duration
· Management – Flexibility in how the company will be managed, member managers or specialty managers, but limited liability remains as well as tax benefits

· Transfer of Interest
· Liability – Members and manages receive limited liability

· Tax – Check the box option allows choice.

· 2-1:  Matt worked out the bugs in Dorothy’s program then she formed a LLC and offered Matt two options

· Dorothy’s argument is that Matt is an agent of the company so that there has to be no share in the profits.

· Matt wants it to be considered a general partnership so that he can have half profits, and the partnership property is the program and it cannot be unilaterally sold to Fastfeed LLC because of Fiduciary duty to Matt.

· Issue:  Was a general partnership formed?  There is no way it was anything else because there was no filing with the state.  In order to prevent your business from being a partnership, there must be an affirmative action for some other organization, making §6 the general rule of what a business organization is [default business org.].

· Apply §7 to the facts [close analysis is necessary, and test the ability to analyze both sides of argument].  Sharing in profits is prima-facie evidence of a general partnership, however, maybe he is just an employee that is getting profit sharing.  The statement of “running market plans by you” could mean it was a share in the management but does not mean she would agree or listen to them. 

5. The Limited Liability Partnership

B. Fiduciary Duty

1. Each partner must put the partnerships interest above their own interests

· UPA 20 Duty of Partners to Render Information
Partners shall render on demand true and full information of all things affecting the partnership to any partner or the legal representative of any…
( Statutory duty to disclose, broader duty of candor to disclose all material information affecting the partnerships opportunities.
· Duty of Candor
· Meinhard v. Salmon, 249 N.Y. 458 (1928).  Gerry owns the hotel Bristol on 5th avenue and 42nd street and is going to lease it to Salmon.  The lease is for twenty years in which he obliges to rebuild the building, so he turns to Meinhard who agrees to finance the project, and then receive 40% of profits for next five years, then 50%, and agree to share losses.  Salmon is the manager, Gerry does not know about Salmon.  Twenty years go by and Elbridge is the owner of the reversion, who wishes to build over the Hotel and other properties.  He seeks other leasees but cant find them, so he agrees with Salmon’s solely owned company—Midpoint Realty.  Meinhard learns of these facts afterwards.  (I)  Did Salmon have a fiduciary duty to include Meinhard in the deal.  The Court says yes “Joint adventurers like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty.  Many forms of conduct permissible in a workaday world for those acting at arm’s length, are forbidden to thise bound by fiduciary ties.  A trustee is held to something stricter than the morals of the market place.  Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior.”
· Joint Venture v. Partnership – Cardozo characterizes this relationship as a joint venture, a creature of contract.  Salmon as the manager of the joint venture.

· Lendor Buyer relationship - §7(4)(d) UPA says this relationship is not a partnership, however, here there was an agreement to split the losses.

· Dissent – The joint venture is for a limited purpose and a limited time, this new opportunity is beyond the scope of the original venture.

· How should the court approach this job being they did not contract for this contingency.  The court’s job is to protect the reasonable expectations of parties in this situation.

· This places the duty of contracting out of his duty onto the managing partner with power and informational advantages.

· UPA 21 Partner Accountability as a Fiduciary
(1) Every partner must account to the partnership for any benefit, and hold as trustee for it any profits derived by him without the consent of the other partners from any transaction connected with the formation, conduct, or liquidation of the partnership or from any use by him of its property.

· 2-2 Do the following constitute a breach of fiduciary duty? Bob is a partner in a law firm
(a) Bob was approached by the firm’s landlord, a friend, asking who might be interested in buying the property, without notifying the partners Bob buys the property. Yes this is a breach.
( Meinhard says there is a duty of candor to disclose all material information affecting the partnership
(b) Frank offers Bob to buy 10% in an upcoming Real Estate venture, and Frank offers Bob an all expenses paid vacation.
Issue:  Is the dealing related to the conduct or the actions of the partnership?
( Close enough question to disclose to the firm, the vacation is derived from the partnership and therefore must be accounted for.
(c) Bob secretly receive $5,000 from the new landlord “in appreciation of your assistance in obtaining your firm as a tenant.”  
Issue:  Did Bob receive a benefit connected to the conduct of the partnership, if he did it must be accounted for whether or not the partnership is injured

· BUSINESS ORGANIZATION PROBLEM supp 29

· Contracting out of the Fiduciary duty – Difference in opinion as to whether one can contract out, however, there is a basic duty of candor to the partnership that cannot be contracted out of.

C. Power to Manage and Bind the Firm

1. Responsibility for the Acts of a General Partner

· 15 UPA. Nature of Partner’s Liability
All partners are liable
(a) jointly and severally for everything chargeable to the partnership under sections 13 and 14
(b) jointly for all other debts and obligations of the partnership; but any partner may enter into a separate  obligation to perform a partnership contract [Jointly is distinct from jointly and severally by way of the steps needed to take to bind the parties.  Joint liability requires a suit against all of the partners and a release will release all of the partners.]

· 13 Partnership bound by Partner’s wrongful act
Where, by any wrongful act or omission of any partner acting in the ordinary course of business of the partnership, the partnership is liable therefore to the same extent as the partner so acting or omitting
· 14 Partnership Bound by Partner’s Breach of Trust
(a) Partnership liable when one partner acting in the scope of their apparent authority receives money or property of a third person and misapplies it.
· 9 Partner Agent of Partnership as to Partnership Business
(1) Every partner is an agent of the partnership for the purpose of the partnership’s business.  One partner has the ability to enter into contractual relations that will bind the partnership, for apparently carrying on in the usual way the business of the partnership, unless the partner so acting has in fact no authority to act for the partnership [no actual authority] in the particular manner, and the person with whom he is dealing has knowledge of the fact that he has no such authority [apparent authority].

· UPA 4(3)
The Law of agency applies under the UPA
· Actual or apparent authority?


· Roach v. Mead, 722 P.2d 1229 (Or. 1986).  Roach is filing suit against Berenson, Mead’s former law partner.  Mead took a loan from Roach, based on Mead’s legal advice.  
· Does §9(1) apply (actual or apparent authority).  Roach must believe he is lending money to the partnership, “apparently for carrying on the business of the partnership.”  The Court said the loan was to Mead, and not chargeable to the partnership.

· Does §14(a) apply (breach of trust)?  There must be a manifestation of consent form the partnership to the third party

· Does §13 apply (liability for torts)?  Malpractice is the tort.  Conflict of interest that requires separate counsel, additionally the usurious amount.  The partnership will be jointly and severally liable.

2. Management and Control

· All partners have the power to manage and bind the firm

· Ordinary matters are majority vote

· Extraordinary matters or matters outside the scope of the agreement are by unanimous votes

· UPA 18(h)
Any difference arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners; but no act in contravention of any agreement between the partners may be done rightfully without the consent of all the partners
· A conflict between the partners can be resolved by a dissolution of the partnership.

· Covalt v. High, 675 P.2d 999 (N.M. 1983).  Covalt and High own a partnership that leases a building to a corporation CSI, which they are stockholders of (25% and 75%).  Covalt leaves CSI and works for a competitor, and demands to raise the rent on the lease to CSI.  Covalt sues for breach of fiduciary duty.  The trial court says that High breached fiduciary duty because the fair market value was higher.  The Supreme Court reversed this decision
· Limited Partners liability for the partnership
· RUPA 303 Liability to third Parties
(a) A limited partner is not liable for the acts of the partnership unless they are also a general partner or, they participate in the control of the business, however, he or she is liable only to persons who transact business with the limited partnership reasonably believing, based upon the limited partners conduct, that the limited partner is a general partner
· (1) Show action of the limited partner that were in fact taking control of the partnership, and;

· (2) Detrimental Reliance test:  Third parties’ reasonable belief based on that conduct that the limited partner was acting as a general partner.

· (b) A limited partner does not participate in the control of the business solely by doing one of the following (safe harbor provision).
   (2) consulting with and advising a general partner with respect to the business of the limited partnership
   (6) proposing, approving, or disapproving, by voting or otherwise, one or more of the following
      (iv) a change in the nature of the business
      (v) the admission or removal of the general partner
· (c) Non exclusive safe harbor – Simply because it is not on the list does not mean the court must find that you participated in the control of the business.

· Holzman v. De Escamilla, 195 P.2d 833 (Cal. App. 1948).  Limited partnership with two limited partners and one general partner.  Partnership goes bankrupt and Holzman wants to hold the two limited partners liable as if they were general.  The actions the court pointed to included; directing which crops to grow [not in safe harbor], removing the general partner [within the safe harbor], signature of a limited partner was necessary to write checks [not in the safe harbor].  This is a clear case of taking part in control of the business.  In addition one must show that the third party relied on the actions.
D. Dissociation and Dissolution of the Partnership

1. Introduction

· Partnership is an artificial entity that can expire

· Winding up – Settling the accounts of the partnership before its death, thereafter it terminates.

2. At-Will Partnerships and Dissolution

· Dissolution
· 29 Dissolution Defined
The dissolution of a partnership is the change in the relation of the partners caused by any partner ceasing to be associated in the carrying on as distinguished from the winding up of the business.
· 30 Partnership Not Terminated by Dissolution
On dissolution the partnership is not terminated, but continues until the winding up of a partnership affairs is complete. [Court have read into this, unless otherwise agreed]

· 31 Causes of Dissolution
Dissolution is caused:
(1) Without violation of the agreement between the partners, 
  (a) By the termination of the definite term or particular undertaking specified in the agreement,
  (b) By the express will of any partner when no definite term or particular undertaking is specified,
  (c) By the express will of all the partners who have not assigned their interests or suffered them to be charged for their separate debt, either before or after the termination of any specified term or particular undertaking,
  (d) By the expulsion of any partner from the business bona fide in accordance with such a power conferred by the agreement between the partners
(2) In contravention of the agreement between the partners, where the circumstances do not permit a dissolution under any other provision of this section, by the express will of any partner at any time.
(4) By the death of any partner
(5) By the bankruptcy of any partner or the partnership
(6) By decree of court under section 32
· 32 Dissolution by Decree of Court
· Something that dissolves the agreement between the partners.

· Each partner has the power and the right to dissolve the partnership at anytime.

· Problem: The withdrawal of any partner dissolves the partnership, Solution, Continuation of the Firm After Withdrawal of a Partner, supp. 27, however dissolution and winding up are mandatory rules, but courts have read the words unless otherwise agreed into the provision making it default.  Additionally the terms on which the former partner leaves should be included, along with incentives for the partner not to leave by only giving back the initial capital contribution.

· Winding Up Process (Non Wrongful)
· 38 Rights of Partners to Application of Partnership Property
(1) When dissolution is caused by in any way, except in contravention of the partnership agreement, each partner, as against his co-partners and all persons claiming through them in respect of their interests in the partnership, unless otherwise agreed, may have the partnership property applied to discharge its liabilities, and the surplus applied to pay in cash the net amount owing to the respective partners
· Any non-wrongful partner can force a judicial sale of the partnership

· 40 Rules for Distribution
In settling accounts between the partners after dissolution, the following rules shall be observed, subject to any agreement to the contrary:
(d) The partners shall contribute, as provided by section 18a, the amount necessary to satisfy the liabilities; but if any, but not all, of the partners are insolvent, or, not being subject to process, refuse to contribute, the other partners shall contribute their share of the liabilities, and, in the relative proportions in which they share the profits, the additional amount necessary to pay the liabilities
(b) The liabilities of the partnerships shall rank in order of payment, as follows: 
  (I) Those owing to creditors other than partners
  (II) Those owing to partners other than for capital and profits [partners who lend money to partnership]
  (III) Those owing to partners in respect of capital
  (IV) Those owing to partners in respect of profits,
(a) The assets of the partnership are
  (I) The partnership property
  (II) The contributions of the partners necessary for the payment of all the liabilities specified in clause (b).
· Example of partnership dissolution:  First the partnership property is sold off.  Then Each partner must pay the remaining liabilities

· Non-capital contributors

· Kovacik v. Reed, 49 Cal. 2d 166 (1957).  Partnership to remodel kitchens.  Reed did the labor and Kovacic provided the capital ($10,000).  The partnership dissolves, and they paid off the creditors.  Kovacic claims he contributed $8,600 and wants Reed to make up half of his shortfall.  §40(b)(III) of the UPA defines this as a liability.  §40(d) requires partners to contribute as per §18a the amount to satisfy liabilities.  §18(a) says that each partner is liable for the debts of the partnership in proportion to their share of the profits.  The court does not agree with this argument, they distinguish this and the line of cases relied upon by way of Reed only contributing labor as his capital.  Did the parties overrule §18?  If Reed did not get paid for his services, then he will not be required to share in the losses.  For policy reasons, ignoring the UPA and coming up with this determination is essentially more fair.
· Services and Capital Contributions
Kovacic rule only applies if service providers are not paid, and the profits equally divided, and not to partners’ liability to outside creditors. Some jurisdictions do not use the Kovacic  rule and §18(a) is applied as written, therefore all losses must be shared equally.

· 2-7. Shirl, Pearl and Chuck partnership.  Shirl contributes 50K and no services, Pearl contributes 25K and services, and Chuck no money and services.
(a) the partnership losses 50K plus the capital of partners.  Chuck is still liable for the 50K liability to the creditors in an equal amount to the other partners.  For the capital loss Chuck, under Kovacic is not liable for the capital loss. Pearl does not have to pay for capital losses either if the parties did not receive remuneration for their services. See De Witte v. Calhound, 221 Cal. App. 2d 473 (1963). If they were paid for their services, Chuck owes Shirl 25K.

· Cash versus In-Kind Distributions
· The default rule is a judicial sale of the partnership.

· In Kind Distribution – Parties can contract and agree to return the property to the partners after dissolution as it was contributed instead of cash.

· Courts may compel an in kind distribution when it is equitable and efficient

· Policy
(1) Avoiding judicial determination of value
(2) Discouraging future parties from opportunistic withdrawal.


· Dreifuerst v. Dreifuerst, 90 Wis. 2d 566 (1979).  Partnership dissolved, plaintiffs want to have in-kind distribution of the mills (assets of the partnership).  The trial court allowed the in-kind distribution based on expert testimony saying the values were equal, and the court reversed.  Citing Rinke v. Rinke, 330 Mich. 615 (1951) the court perceived only three instances where inkind distribution can go forward. (1) there were no creditors (2) only the partners would be interested in the property (3) an in-kind distribution would be fair to all partners.  By having a default rule liquidating assets to cash, the court does not have to determine the value of each property.
· 2-8.  Jane owned a dealership for 20 years.  Jane and Sam then formed a partnership where Sam would learn the business and buy it from Jane.  Two weeks later the partnership crumbled, and Sam wanted to force a judicial sale.

3. Wrongful Dissociation

· A wrongful dissolution can be the result of dissociating with the partnership if it is an agreement for term

· 38. Rights of Partners to Allocation of Partnership Property
(2) When the dissolution is caused in contravention of the partnership agreement the rights of the partners shall be as follows
(a) Each partner who has not caused dissolution wrongfully shall have, 
     (I) All the rights specified in paragraph (1) of this section [non-wrongful dissociation].
     (II) The right, as against each partner who has caused the dissociation wrongfully, to damages for breach of the agreement
(b) The partners who have not dissolved the business wrongfully, if they all desire to continue the business in the same name, may do so, during the agreed term of the partnership, provided that
· (1) Unanimous consent of remaining partners

· (2) Continuing partners must pay the wrongful dissolver the value of their share minus any damages

· (3) The continuing partners have to indemnify the wrongful dissolver against partnership liabilities.

· 38 (2)(c)
A partner who has caused the dissolution wrongfully shall have: 
     (I) If the business is not continued under the provisions of paragraph (2b) all the rights of a partner under paragraph (I), subject to clause (2aII) of this section [If the partnership does not continue the wrongful partner can force a judicial sale]

· Non-wrongful partners have the right to wind up the partnerships affairs.

· Wrongful or Not?
· At will partnerships can be dissolved at anytime, unlike term agreements

· 31 (1)(b) Causes of dissolution
By the express will of any partner when no definite term or particular undertaking specified.
· Wrongful Dissolution of at-will partnerships:

· (1) Implied obligation of good faith and fair dealing

· Fiduciary duty

· An at-will partnership contains an implied agreement that the partner will not use the dissolution power to appropriate the partnership’s assets without adequately compensating their co-partner.

· Page v. Page, 55 Cal. 2d 192 (1961).  Page’s own a linen supply business, for a long time it was a loss, and now makes small profits.  ( owned a corporation which was the creditor of the partnership, holding a note.  No specified term of the partnership.  ( wishes to terminate the partnership, and a declaratory judgment that the partnership is at-will instead of for term.  The trial court held that it was a implied term agreement to pay back the debts, which would mean that the partnership could not be dissolved at will, it would be a wrongful termination allowing the ( to have the business without a judicial sale.  The Court reversed holding that there was no evidence of an implied term partnership.  An at-will partnership contains an implied agreement that the partner will not use the dissolution power to appropriate the partnership’s assets without adequately compensating their co-partner.
· Balance of the general will of the partners with reducing the opportunistic dealing of a partner.

· The RUPA, written after Page, defines wrongful dissolution to prevent the result in page, it is wrongful only if in breach of an express provision of the partnership agreement.

· NY has never followed Page
· (2) Judicial Decree of a violation

· 32 Dissolution by Decree of Court
On application by or for a partner the court shall decree a dissolution whenever
(c) A partner has been guilty of such conduct as tends to affect prejudicially the carrying on of the business
(d) A partner willfully or persistently commits a breach of the partnership agreement, or otherwise so conducts himself in matters relating to the partnership business that it is not reasonably practicable to carry on the business in partnership with him
· Wrongful – When it is taken in derogation of the duties imposed either explicitly by the partnership agreement or implicitly by virtue of the nature of the partnership itself.

· Montelone v. Montelone, 497 N.E.2d 1221 (Ill. App. 1986).  Petition for judicial dissolution.  Nick and Lorenzo claim Jerry stole partnership property, while Jerry claims he was not allowed on the property.  The trial court forced a judicial sale when asked by Jerry.  (I) If Jerry wrongfully terminated the agreement, he has no right to force a judicial sale of the partnership.  The court said that the other route to wrongful dissolution is by judicial order under §32, which causes a wrongful dissolution allowing the other partners to continue the business under §38.
4. Partner Expulsion

· Partners have no common law or statutory right to expel or dismiss another partner from the partnership, they may however provide for the expulsion in their agreement.
· 31 Causes of Dissolution
(1) Without violation of the Agreement
(d) By the expulsion of any partner from the business bona fide in accordance with such a power conferred by the agreement between the partners
· Exceptions?

· Bohatch v. Butler & Binion, 977 S.W.2d 543 (Tx. 1998).  Bohatch, a partner in a law firm, investigated another partner, and the management disliked her findings.  Bohatch was cut-off from her profits, work, and then she left and sued, thereafter the firm formally expels her.  The court says that a partner can be expelled for any reason in the agreement and be non-wrongful, however, this agreement does not specify any limitation on the reasons.  Competing policies, fiduciaries between partners and between clients, versus the at-will arrangement of the partnership. (I) Whether a partnerships power to expel a partner is constrained by the obligation of good faith, or based on public policy grounds, if they are exercising their ethical duties as an attorney.  The court does not find the exception, but awards damages based on contravention of the monetary agreements in the partnership agreement.  Dissent argues for public policy reasons, whistle blowing should not be punished.  However, forcing partners to be together who dislike each other is contrary to the nature of the relationship.
· Wieder v. Skala, 80 N.Y.2d 628 (1992).  Court of Appeals holds that an exception to the at-will employment doctrine, one cannot expel an associate for reporting another associated misconduct.
· Cadwalader v. Beasley, 728 So.2d 253 (Fla. Dist. 1998).  Cadwalader partners feared loss of profits, and expelled several partners.  
III. Corporate Form and the Specialized Role of Shareholders

A. Introduction

· Corporations are the form of choice for both large and small businesses.

· For Large businesses, partnerships are not manageable because of the possibility of dissolution.  Owners want flexibility to sell their ownership.  Ordinary business matters must be made by a majority of the vote, making it impossible to manage.  

· Corporations have separation and specialization of functions, separation between ownership and management.  Shareholders are owners and residual claimants, but the directors manage the affairs of the corporation.  Directors delegate the day-to-day operations to officers.  

B. The Characteristics of the Corporate Form

1. Overview

· Separation and Specialization of Function
· Limited Liability for Investors
· Centralized Hierarchical Decision Making by officers for ordinary decisions
· Centralized Decision-Making by majority Rule of Directors for Most other Matters
· Free Transferability of Shares
· Exception – Closely held corporation, held by usually fewer then thirty investors, make a shareholder agreement that restricts shareholder transferability.

· Separate, Perpetual Existence
2. Statutory Norms

· Each state has its own corporate code, which specifies in detail how to form a corporation, and default rules of how to operate.

· Delaware, has the most efficient rules, and most large corporations incorporate in that state.  Choice of law, corporate internal affairs doctrine, says the managers may incorporate in any state, and the state of incorporation determines the rights and duties of shareholders, directors and officers. 

· The MBCA is an alternative to the Delaware code.

· 3-1.  Soft Drink is incorporated in Delaware.  Management is considering reincorporating in a state that has adopted the MBCA.  Does this change impose any problems? 

· File articles or certificate of incorporation with the secretary of state

· Article 1 says the name is Soft Drink Association, under the MBCA, association cannot be used

· 102 Delaware Code: Contents of Certificate of Incorporation
(a) The certificate of Incorporation shall set forth: Certain names that must be contained in the company

· 4.01 MBCA Name
Must contain the word corporation, incorporated or limited.

· Article 2 says the name of the corporations registers agent, and the address, but it left out the county.

· Article 3 says the purpose of the corporation is to engage in any lawful business, this 

· Federal Securities Law

3. Shares

· Fungible unit of ownership of a corporation

· Entitled to voting rights, dividends, profits, appreciation, residual claimant.

· Different Classes of Shares – The articles must spell out all of the different classes of shares and the rights and duties of each class.

· Equality of Rights Principle
· Corporate law norms require that each share within a class be fungible

· MBCA 6.01(a)

· Delaware Common Law

· Common Share
· Unlimited Voting rights

· Residual Claimant Status

· Par Value
· Preferred Shares
· Usually do not have all the rights common shares have

· One or more rights have preference over the rights of common shares

· Example dividend or liquidation preference

C. The National Market System and the Efficient Market Hypothesis

1. The Efficient Capital Market Hypothesis (ECMH)

· Information is readily available at no cost

· The stock prices reflect all of the available information at a time

· Notion arises from the theory that stocks do not follow any predictable patter “random walk.”

· Degrees of Efficiency –

· Weak Form – All of the past information are already reflected in the price today “random walk theory”

· Semi-Strong – Prices of stock not only reflect the past information but all other publicly available information.  Regulaters believe this theory is correct, and make the regulations accordingly (SEC).
· Strong-Form – Securities prices reflect past information, public information, and inside information.  If a CEO has information but does not disclose it, but trades in the companies stock, the price will reflect.  Markets are generally not strong form efficient, otherwise you could not make money on insider trading.
· Factors Making the Market Efficient – Depends on the availability of information.

· Federal Securities laws require disclosure of information

· Competition for information, the more competition the more efficient, and therefore the less able to take advantage.

D. Shareholders’ Governance Role

1. Right to Sell

· Free transferability of Stock

2. Right to Sue (Chapter IV)

3. Shareholders Direct Management Power

· Elect directors annually [GCL §211(b)]

· Approve charter amendments and extraordinary items [GCL §§251, 271]

· Vote on matters management submits to them

· Remove directors with or without cause at anytime

· Suggest policy – precatory proposals merely suggest that directors listen to the proposal and discuss at the shareholder meeting.

· Shareholders Limiting Management Power
The shareholders cannot limit the management power of the directors, unless it is originally present in the certificate of incorporation, or the directors themselves propose the amendment to the certificate and it is voted on by the shareholders. If the power is directly related to an issue in the bylaws, shareholders can propose adoption, repeals or amendments, and the directors may or may not have the same power to change the bylaw.

· 141 Board of Directors
(a) The business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors, except as may otherwise be provided in this chapter or in its certificate of incorporation.  If any limitation on the directors power is made, it must be contained in the certificate of incorporation.
· 242. Amendment of Certificate of Incorporation.
(a) The amendment of the certificate of incorporation is valid if it is proper to be placed in the original certificate of incorporation.
(b) Every amendment shall authorized under this section shall be made and effected in the following manner
(1) If the corporation has capital stock, the board of directors shall adopt a resolution setting forth the amendment proposal, declaring its advisability, and having the amendment considered by the stockholders.

· 109. Bylaws
(a) After a corporation has received any payment for any of its stock. The power to adopt, amend or repeal bylaws shall be in the stockholders entitled to vote.  Any corporation may, in its certificate of incorporation confer the right to amend, repeal or adopt bylaws.  The fact that this power is conferred does not divest the stockholder of the right to do the same.

· The bylaws, and therefore the shareholders, cannot limit the directors power, without having it in the certificate of incorporation, which the stockholders cannot amend.

· 142 Officers
(a) Every corporation shall have officers with such titles as shall be stated in the bylaws or in a resolution of the board of directors, which is not inconsistent with the bylaws.
(b) Officers shall be chosen in such manner and shall hold their office for such terms as are prescribed by the bylaws or determined by the board of directors or other governing body.  

· Shareholders can amend the bylaws, the directors general power to manage the corporation does not include the exclusive power to determine the number of officers.

· 3-3.  Joan owns approximately 10% of the outstanding voting shares of co NT.  May Joan make the following proposals at the next annual meeting?
(1) The articles or by-laws be amended to require that the corporation locate its principle banking operations in Timber City? Management is for the board of directors, therefore if the shareholders suggest this, the directors may ignore it, unless it is reserved for under the certificate of incorporation. An amendment to the articles of incorporation would be proper, under §242, however, the board of directors must introduce the amendment, not the shareholders, therefore Joan cannot introduce an amendment. Joan may introduce an amendment to the bylaws, but it cannot limit the directors management power as per section 141(a).
(2) Articles or bylaws be amended to change the purpose of the corporation, to make a due consideration for forestry?  Is this a restriction on the management of the directors?  The purpose of the corporation is in the articles of incorporation, which Joan cannot amend.  
(3) Amendment creating the office of vice-president for ecology?  Joan can propose an amendment to change the number of directors
(4) That the articles or bylaws be amended to provide for annual election by the shareholder of all corporate officers? Joan can propose this proper amendment.

4. Voting Rights

· Collective Action – Rationale apathy to participating in the voting on management

· Corp X has 100,000 shares outstanding.  Y owns 100 shares.  By replacing the board, the value of X will increase 1million. Y will profit by $1000, she can spend up to $999 to effectuate the change.  Other shareholder will free ride.  Or Y will try to coordinate the other shareholders money.  

· Free transferability of shares.

· Shareholder Political Activity

· Institutional Investors have more of an incentive to take action due to the large block of ownership

· Shareholder democracy legitimizes separation between ownership and management

· Meeting and voting rules must operate as efficiently as possible.

· 211 Meetings of Stockholders
(b) Unless the directors are elected by written consent, the meeting shall be held annually on a date designated by the bylaws
(c) A failure to hold an annual meeting at a designated time, if the annual meeting is not held on the designated date therefore, if there is a failure to hold an annual meeting for a period thirty days after the date designated, or if no date has been designated for a period of thirteen months, the court of chancery may summarily order an annual meeting to be held upon the application of any stockholder.

· The court has discretion, creating an argument that there was legitimate grounds to postpone the meeting.  The corporation has the burden of showing that postponement was in the best interest of the shareholder.

· 3-4. Dane owns 30% of the stock of Diet Inc. Danes slate of directors were narrowly defeated on May 1, 2000.  Dane announces that she will continue to install her new directors.  Bylaws state that the its annual meeting shall be held at a time selected by the board.
(a) At its Feb, 2001 meeting, the board resolves to change the annual meeting date to Aug 2001, “to give shareholders time to review relevant issues” (I) Can the board of directors postpone the annual meeting?  Dane may go to the court of chancery to direct a meeting to be held, on the basis that there has not been a meeting in the last thirteen months.

· Schnell v. Chris-Craft Industries, Inc., 285 A.2d 437 (Del. 1971).  The directors were trying to move up the meeting date to disenfranchise the shareholders to prevent action to remove directors, the court says that this was not allowed (inequitable)
· Aprahamian v. HBO, 531 A.2d 1204 (Del. Ch. 1987).  Different from Schnell, the court found the postponement inequitable, because the courts recognize that there must be a good cause for delay over the thirteen months, but the court has not found one as of yet.
· Stahl v. Apple Bancorp, 579 A.2d 1115 (Del. Ch. 1990).
· Written Consent

· 228 Consent of Stockholders or Members in Lieu of Meeting
· Acting without an annual meeting, without prior notice and without a vote, if the stockholders have;

· Written consent signed by shareholders with enough votes to carry the measure at an annual meeting

· Limitation – Certificate of incorporation can limit or proscribe the right of proceeding by written consent.

· Electing Directors – Shareholders primary governance role
· Maximizing shareholder’s collective right to select directors.

· Protect the rights of minorities

· Who makes up the board

· Number of directors must be specified in the articles or the bylaws of the corporation.

· Person who controls the nominating committee is usually the CEO, the senior officers usually controls the actions of the corporation and the board of directors are merely overseeing.  

· Board of directors is usually made up of large stockholder’s, former CEO’s, political, family, name recognition.

· Annual Meeting

· Default rule, directors stand for election every year

· Notice and quorum requirements [GCL §§ 222(a), 216]

· Statutory minimum quorum is 1/3, default rule is majority

· Shareholders can vote in person or by proxy

· Classified / Staggered Board

· 141(d) GCL
In order to have a staggered board, it must be specified in the (1) articles of incorporation, or (2) the initial by-laws, or        (3) amendment of the by-laws adopted by the shareholders.

· Classes of directors, serving staggered terms, makes it extremely difficult to take company over in a short time, it would take two years.

· If the classified board is in the articles, the shareholders cannot change them, unless they add directors, but a supermajority rule installed can prevent this from happening.

· Centaur Partners, IV v. National Intergroup, Inc., 582 A.2d 923 (Del. 1990).  Centaur is in the business of hostile take- overs.  The stock price is too low, it is reflecting the directors poor management and their installation of devices that made it hard to remove them.  What makes it harder to get them out of office.  Centaur wants to increase the board from nine to fifteen, which would give them a majority.  National’s by-laws were amended to require an 80% majority to stop the packing of directors.
· Voting
· 1 vote per share [GCL § 212(a)]

· Majority voting for all matters other than electing directors [GCL § 216(2)]

· Plurality voting for electing directors [GCL §216(3)]

· (1) Straight voting – One vote per share per director [most common]

· 300 Shares.  Alex has 199, and Bill has 101.  Three directors are coming up for election.  They each can give 101 votes to each candidate.

· (2) Cumulative voting – #of shares x # of open slots = number of votes allowed to be allocated to whatever director.

· 300 shares again.  Bill has 301 votes for the three directors that can be directed at a single director.  

· Formula for determining # of directors a shareholder can elect under cumulative voting:
X = Number of directors you can elect
S = Number of total shares voting
D = Number of directors to be elected
SX / (D+1) + 1
300 x 1 / (3+1) + 1 = 76
Bill would need 76 shares to elect one director under cumulative voting.

· Protein inc. has six million shares.  Two million of these shares are held by four institutional investors (Cabal) who have agreed to vote in concert.  The other shares are held by corporate officers and individuals.

· Straight Voting – The Cabal loses

· Cumulative voting:  
D1; 6mil x 1 / (9+1)+1 = 600,001
D2; 1,200,001
D4; 2,400,001

· What if 1 million management shares are not voted
They are still only assured of voting three directors

5. Removal of Directors

· Removal 

· 141 (k) GCL
Any director or the entire board of directors may be removed, with or without cause by a majority vote of the shareholders
(1) Unless the certificate of incorporation otherwise provides [modifies sub one and two], where a board is classified as provided, may effect such removal only for cause.
(2) In the case of a corporation having cumulative voting, if less than the entire board is to be removed, no director may be removed without cause if the votes cast against such director’s removal would be sufficient to elect such director if then cumulatively voted at an election of the entire board of directors, or, if there be classes of directors, at an election of the class of directors of which such director is part.

· The default removal rule

· If the board is classified, removal must be for cause

· In cumulative voting, a director cannot be removed without cause if the votes cast against removal would have been enough to elect that director in the first place, using the formula above.

· Roven v. Cotter, 547 A.2d 603 (Del Ct. Chanc. 1988).  Cotter wants to get rid of Roven.  The Citadel Board of directors votes to have a special board meeting and submit three proposals to the shareholders, 1) amend the articles of incorporation to declassify the board, 2) amend the articles to say that even if the board is classified, directors can be removed with or without cause by majority vote, 3) amend the by laws to provide that directors may be removed with or without cause by a majority vote, 4) remove the entire board to remove Roven.  [Multiple reasons for removal to safeguard]
· 3-8 Biotech has a classified board, and has cumulative voting.  They wish to remove a director.

· If the board is classified, removal cannot be without cause

· If there is cumulative voting, there cannot be removal without cause without removing the whole board.

· For removal = 8,000,000.

· Against removal = 2,000,000 (is this sufficient to elect him to the board in the first place) (
· SX/(D+1) + 1 = 10M/4 + 1 = 2,500,001. So he could be removed without cause if it were just cumulative voting.

· Is lying in reports to the board, a justification for cause? Yes but it will be costly and timely.

· Amend the articles to get rid of the classified board, add a provision for removal with or without cause, remove the entire board or get rid of cumulative voting.

· Removal for cause – difficult and expensive to do, much easier to remove the entire board like in Roven.
Due Process rights for a director to be removed for cause
(1) Specific notice to the director of the specific charges
(2) Opportunity to present his case – Giving the shareholders a written statement that precedes the proxy statement
(3) Mailed at the corporations expense.

· Campbell v. Loew’s Inc, 134 A.2d 852 (Del. Ch. 1957).  If a director is simply trying to gain control of the corporation, it is not a cause for removal, because competition with the corporation is good.  Examples of 
· Engaging in a planned scheme of harassment

· Actions that would harm the corporation (disclosure of trade secrets, embezzling funds)

E. Proxy Regulation

1. Federal Proxy Regulation

· SEC has promulgated the regulations, under authority from congress, §14(a) Securities Exchange Act

· Application
· 12(b) SEC
Companies that have a class of securities that trade on a national securities exchange [NYSE is, and NASDAQ is not]

· 12(g),(g)(1)
Companies that have assets in excess of 10 million and a class of securities held by at least 500.

· Aimed at preventing management, or solicitation of proxy, from engaging in deceptive conduct or inadequate disclosure.

· Make sure that all of the shareholders have all of the information available for a fair vote.

· Regulate Timing and Content
· 14a-3: Forbids companies from soliciting proxies without first furnishing shareholders with a proxy statement.  If proxy is for annual meeting then management also has to send out an annual report.

· 14a-5: Regulates form of proxy statement to ensure readability.

· 14a-4: Regulates form of actual card.  Goal: ensure that shareholders are given the opportunity to do more than grant authority that the solicitor requests.

· 14a-7:  If corporation is soliciting proxies for annual/special meeting, it must give requesting shareholders assistance in soliciting proxies.

· 14a-8: Provides mechanisms for including shareholder proposals in the corporation’s proxy materials

· 14a-9: Catch-all provision that prohibits the making of false or misleading statements of material fact in connection with a proxy solicitation.


2. Proxy Solicitation

· Definition of Solicitation
· 14a-1(l) contains a very broad definition that includes a “communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy”

· soliciting proxy, or setting up, conditioning the market for a later solicitation

· Policy of preventing abusive solicitation process, however, also chills the activity of solicitation that does not meet solicitation rules, so the SEC carved out exemptions

· Important Exemptions
· 14a-1(l)(2)(iv):  Communications by a shareholder that state how the shareholder intends to vote and the reasons therefore
Exemption applies if:
(a) shareholder does not engage in a proxy solicitation, exempt for an exempt solicitation under Rule 14a-2.
(b) the communication is by public speeches, press releases, advertisements, or other similar media.

· Taking out a newspaper ad telling your reasons for voting, so long as there is not some other solicitation.

· 14a-2(b)(1):  Exempts any solicitation by any person who does not seek the power to act as a proxy for a security holder

· Misleading statement under this form of communication is still liable under 14a-9.

· 14a-2(b)(2): Exempts solicitation of 10 or fewer shareholders

· 3-13. Cablevision, a Delaware Corp. traded on the AMEX.  
(a) Diane, former president, sponsors advertisements critical of management? Fact that she was a former president tends to show it is for a future solicitation, therefore not exempt.  She is not saying how she is voting and why.
(c) Mike, a shareholder, called several shareholders asking for financial assistance in forming a group to seek removal?  Is it under 10, then they will be exempt.
(b) Rick, telephoned 15 directors/shareholders, suggesting for them to nominate Diane?  Argument, contacting them as directors and not as shareholders, then it would be exempt.
(d) Margaret, telephoned 20 largest institutional shareholders, to discuss opposition to a plan?  Exempt because there is no solicitation of proxy vote.

IV. Fiduciary Duty, Shareholder Litigation, and the Business Judgment Rule

A. Fiduciary Duty and the Business Judgment Rule

1. Directors Fiduciary Duties

· Duty of Loyalty: Prohibits the director from unfairly competing with their corporation or unfairly diverting corporate resources or opportunities to her personal use.

· Duty of Care: Requires directors to exercise that degree of skill, diligence, and care that a reasonably prudent person would exercise in similar circumstances.

· Get a rudimentary understanding of the business

· Keep informed about the corporation’s activities

· Engage in general monitoring of corporate affairs and activities.

· Attend meetings regularly

· Maintain familiarity with the corporation’s financial records

· Make inquiries into doubtful matters, raise objections to apparently illegal actions, and consult counsel and/or resign if corrections are not made.

2. Business Judgment Rule

· Directors’ Discretion to Determine General Business Policies
· Rebuttable Presumption that in making a business decision, the directors of the corporation acted on an informed basis in good faith, with the requisite care, and in the honest belief that the action was taken in the best interests of the corporation.
· Shield directors from personal liability

· Insulate board decisions from review

· Seen in derivative lawsuits [action brought by shareholder on behalf of the corporation]

· Initial burden of rebutting the presumption.

· Plead with particularity that the directors did not meet the elements, if they do not then the complaint will be dismissed [12(b)(6)].


· Shlensky v. Wrigley, 95 Ill. App. 2d 173 (1968).  Schlensky is a shareholder of the Chicago Cubs, and wants lights in Wrigley field. Brings an action for mismanagement and negligence against the directors.  The court dismissed because it merely alleged decisions that the complainant disagreed with.
· Procedural duty of care – Gross negligence in being informed in good faith, with requisite care, the decision will overcome the rebuttable presumption.

· Substantive duty of care – Actions by the board must be in the best interests of the corporation, this will rebut the presumption.

B. Elements of the Business Judgment Rule

1. Good Faith & Honest Belief

· Requires Directors:
(1) Not have a conflict of interest
(2) Act Honestly
(3) Not approve or condone illegal conduct

2. Best interests 

· Specifies a standard for substantive review of director decisions

· Board decision must be related to furthering the corporation’s interest

· Very narrow scope of review

· Anti take over provision - Other Constituents statutes:  Broader fiduciary duty?  Should the fiduciary duty extend to other constituents such as workers, customers, public who live nearby.

· 717(b) NYBCL Duty of Directors
In taking action, including, without limitation, action which may involve or relate to a change or potential change in control of the corporation, the effects that the corporation’s actions may have upon the following:
    (ii) the corporation’s current employees;
    (iii) the corporation’s retired employees
    (iv) the corporation’s customers and creditors
    (v) the ability of the corporation to provide, as a going concern, goods, services, employment opportunities and employment benefits and otherwise to contribute to the communities in which it does business.
    Nothing in this paragraph shall create any duty owed by any director to any person.
· Directors can point to other constituents for reasons for there decisions, and do not have to answer to any of the constituents they are supposedly taking an interest in.  Theoretically, the directors can harm the shareholders if it benefits other constituents.

· Delaware courts say that directors may only consider the interests of other constituents if there is “some rationally related benefit accruing to the stockholders… or if so doing bears some reasonable relation to general shareholder interests. See Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173, 176 (Del. 1986); Mills Acquisition Co. v. Macmillan, Inc., 559 A.2d 1261, 1282 (Del. 1989).

3. Requisite Care and Informed Basis

· Specifies a procedural due care standard – Gross negligence.

· Requires directors to monitor and supervise management and to be informed in making decisions

· Under GCL §141(e) directors can rely on information from outside experts and others

· 141 GCL
Directors shall be fully protected in relying in good faith upon the records of the corporation and other outside information

· 251 GCL
The board must approve the merger agreement

4. How to rebut the presumption

· Bad Faith

· Fraud

· Conflict of interest or other breach of the duty of loyalty

· Illegality 

· Gross negligence – Delaware uses gross negligence as the standard to overcome a procedural due care (reckless indifference or deliberate disregard of the shareholders)

· A decision that is a no-win one for the corporation.

· Effect: Once the presumption is overcome the burden shifts to the defendant to show entire fairness.

5. Policy of the Business Judgment Rule

· Lack of institutional competence – The business world is better capable of making the decisions of directors then a judicially imposed decision.
· Shareholders voluntary assumption of the risk – Chose to invest in a corporation and therefore you are assuming the risk of the investment.
· Avoid Overly Cautious Business Decisions – Because potential profit  often corresponds to potential risk, it is in the best interests of the shareholders that the law not create incentives for overly cautious business decisions.
· Hindsight Bias – People tend to view the outcome as having been inevitable, and that they should have been better to predict the outcome before it occurred.  Even well informed directors can make bad decisions in hindsight.
· Encourages Diversification – Investors could always choose a safer investment, or they diversify so that the bad decisions will wash out.
· Encourages talented directors.  The BJR makes it less likely that a director will be sued, this makes it more likely that people will be willing to serve as directors.
· Allows for early dismissal of claims, thereby decreasing unwarranted suits.
· Joy v. North, 692 F.2d 880 (2d Cir. 1982).  If you have liability on directors for decisions that come out poorly, directors are going to be more conservative, where sometimes it is better for the shareholders to take risks for a higher return.  If the courts did not abide by the business judgment rule, they might well penalize the choices of shareholders.
C. Fiduciary Duty of Care

1. Procedural Duty of Care

· Van Gorkom Decision

· Directors were not informed, did not use expert opinions and acted impromptu. 

· Shareholder derivative action means the corporation itself has been injured, here only the shareholders were injured.

· Roadmap for directors in satisfying fiduciary duty to avoid liability
Certainty is valued in business

· Smith v. Van Gorkom, 488 A.2d 858 (Del. 1985).  Van Gorkom is the CEO and chairman of the board of the Trans Union Corporation which leases train cars.  The company has investment tax credits (ITCs) which they cannot use effectively. He tries to lobby Congress to give him cash for the credits.  Van Gorkom approaches Pritzker (a corporate takeover specialist, who ownes Marmon).  Maromon creates a wholly owned subsidiary company New T, and they structure a deal where Trans Union merges with New T.  The consideration for the shareholders would be $55 a share.  Pritzker says the deal must be closed by the weekend.  Pritzker also wants to buy 1 million shares at $38 (to protect his investment in putting together the deal if someone out bids him).  The other condition is that Trans Union cannot shop around for a better offer.  The board meets unexpectedly to review the decision, talk about it for two hours and vote to approve the deal, shareholders approve it overwhelmingly.  One shareholder brings a class action against the Board and Trans Union, alleging a breach of fiduciary duty.  The trial court dismisses the case, and the Supreme Court reverses. Remanded to the trial court for damages, the difference between what they got and the intrinsic value. The Court holds that the plaintiffs are entitled to damages, not recission. The damages is the difference between the price you got and the true value.
· Why is TU worth more to Pritzker? The higher price reflects a control premium, Pritker is paying a higher price for control, as opposed to one share.

· Investment Tax Credit Problem: Trans Union may be more valuable to Marmon then by itself.  ITCs are percentage credits based on the amount of investment made to offset income.  The ITCs cannot be taken advantage of because there is not enough taxable income.

· For example AOL and Time Warner, Time Warner has a network of cables which AOL could use, plus the content.

· LBO – Management sponsored leveraged buy out – Magnifies gains or losses.  X corporation worth 1 billion. Buyer puts up 100 million, bank finances 800 million, Junk bonds finance the rest of the 100 million with a high rate.  The interest rates create more deductions, therefore not solving the ITCs.

· Overcoming the presumption – No fraud, illegality, no conflict of interest, a decision that is a no-win one for the corporations (Substantive Due Care), which only leaves gross negligence (Procedural Due Care).

2. Statutory Exculpation

· Directors Liability Insurance – After Van Gorkam, the rates sky rocket

· Delaware creates a statutory exemption

· 102(b)(7) GCL
· Permits the corporation to include in its certificate a provision limiting the directors’ liability for breach of fiduciary duty

· Cannot eliminate liability for
1) Breach of Duty of loyalty
2) Acts or omissions not in good faith
4) intentional misconduct 
5) knowing violation of the law
3) Improper distributions
4) Any transaction from which the director derived an improper personal benefit

· Exculpates for breaches of duty of due care.

3. Substantive Due Care

· Very narrow scope of review.

· The court must find that the challenged decision was so bad, that the only way to explain it is a lack of due care.

· No win situation for the corporation.

· Conflict of interest is usually the underlying reason

· Litwin v. Allen, 25 N.Y.S.2d 667 (App. Div. 1940).  Allegheny’s financial situation is bad, and enters into a deal with Guaranty Trust Company.  A sells to GTC $3 million of convertible debentures (unsecured, can change to stock).  GTC gives A, a six month repurchase option, requiring GTC to hold the stock ( If the price goes down, they are not going to exercise the option and they will lose money, if there is an upturn in the market A will repurchase and GTC will not profit.  GTC did not just lend money because they could not lend anymore.  JP Morgan owned GTC, and Van Sweringen owned A, GTC bears all the risk and Morgan gets primary benefit.  The reason why they find a breach is because of the hidden conflict of interest.  
4. Duty to Monitor

· §141 (a) management of the corporation is for the managers

· Compliance Program – Ensures to the extent possible that the managers are not engaging in illegal activity that may harm the corporation.

· Pay close attention to the regulations, and make sure there is minimal compliance with the regulations.

· Graham v. Allis-Chalmers Manufacturing Co., 188 A.2d 125 (Del. 1963).  Directors did not know or authorize of the illegal activity, but the shareholders take action arguing that an a compliance program should have been implemented.  The Court does not agree, directors are entitled to rely on the honesty and integrity of their managers unless there is some sort of red flag, if the red flag occurs and no action is taken, liability may follow.  Absent a cause for suspicion there is no duty for a corporation to create compliance program
· In re Caremark International Inc. Derivative Litigation, 698 A.2d 959 (Del Ct. Chanc. 1996).  Changing world, complex corporations, and the sentencing guidelines which offer reductions for compliance programs compel the court to recognize the need for compliance programs.  Chancellor interprets Graham very broadly, saying a system of compliance must be in place and functioning in good faith, the level of detail that is appropriate is subject to the business judgment rule.
D. Fiduciary Duty of Loyalty

1. Corporate Opportunity Doctrine

· Corporate Opportunity vs. Conflict of Interest
· Corporate Opportunity – Involves allegations that a director personally takes an opportunity that rightfully belongs to the corporation

· Conflict of Interest – Transactions involving a director that is on both sided of a proposed transaction.

· Corporate Opportunity
· Line of Business Test – If there is presented to a corporate officer or director a business opportunity which the corporation is financially able to undertake, is, from its nature, in the line of business of the corporation ( basically the court can make a judgment on its own about whether an activity is in the line of business

· Guth v. Loft, 5 A.2d 503 (Del. 1939).
· Problems:  
* Vague definition, what if the corporation wishes to expand into other business?  
* Financial interest, how can outside directors measure the abitliy?

· Fairness Test (Durfee) – Keeps corporate directors from unfairly taking advantage of an opportunity

· Problem:  Uncertain

· ALI Test
(1) What is a corporate opportunity?
· 5.05 Taking of Corporate Opportunities by Directors or Senior Executives
(b) Definition of Corporate Opportunity
Defines 2 categories of corporate opportunities:
(1) Focuses on how the director of senior officer learned of the opportunity
(A) In connection with their performance as a director [Under circumstances where they should reasonably believe that opportunity is in fact being offered to corporation]; or
(B) Through the use of corporate information or property, if the opportunity is one that director or officer should reasonably believe would be of interest to corporation
(2) Restates the line of business test
(--) A corporate opportunity is one which a senior executive knows is closely related to a business in which corporation is engaged or expects to engage.
(--) Applies only to senior executives/inside directors, not outside directors.

(2) Disclosure

· 5.05 (a)
(--) Fiduciary must not take an opportunity unless they first offers it to the corporation, which then must reject it.
(--) Rejection may be by disinterested directors, disinterested shareholders, or a disinterested superior of a senior executive who is not a director

· Creates Certainty:
Provides a bright line test – disclosure or not
Gives the corp. the first shot, make them the decision maker
Takes the court out of the picture

· Northeast Harbor Golf Club, Inc. v. Harris, 661 A.2d 1146 (Me. 1995).  Real Estate broker approaches Harris, who is president of the board, about a sale of property.  Harris buys the property.  A second property is then offered to her on the golf course, which she buys, and then discloses it to the board.  The board finally brings an action against her for breach of a fiduciary duty.  The trial court finds no breach and the Supreme Court reverses.  The Court begins the analysis with Meinhard v. Salmon, and then needs to define the scope of the Corporate opportunity.  The trial court used the line of business test, and found the golf course business was not in the line of buying property.  The court used the ALI test and remanded.
· Delaware Approach
(Balancing Test (
May Not Take Opportunity
· 1. Corporation has financial ability to exploit opportunity
2. Opportunity is in corporation’s line of business
3. Corporation has interest or expectancy
4. Fiduciary will be in competition with corporation

May Take Opportunity

· 1. The opportunity is presented to the director or officer in his individual and not his corporate capacity
2. The opportunity is not essential to the corporation
3. The corporation holds no interest or expectancy in the opportunity
4. The director or officer has not wrongfully employed the resources of the corporation in pursuing or exploit in the opportunity

· Still uncertain test

Disclosure
Unlike ALI, under Broz the fiduciary may, but is not required to, present the offer to her corporation before taking it.
( Presentation to the board creates a “safe harbor” if rejected

· 122(17) GCL 
Every corporation created under this chapter shall have the power to:
(17) Renounce in its certificate of incorporation or by action of its board of directors, any interest or expectancy of the corporation in, or in being offered an opportunity to participate in, specified business opportunities or specified classes or categories of business opportunities that are presented to the corporation or one or more of its officers, directors or stockholders.

· Does not affect the judicial scrutiny, it is in the boards discretion to reject proposals.

· Broz v. Cellular Information Systems, Inc., 673 A.2d 148 (Del. 1996).  Broz is the owner of RFBC that provides cellular service in rural MI.  Broz is also a director of his competitor CIS, and they are fully aware of it.  The corporate opportunity in this case is the MI-2 license and it is going up for sale. (I) What is the scope of Broz duty?  Broz tells some of the other directors of the opportunity, and they all say the corp. is not interested.  This is distinguishable from Northeast Harbor, because he is an outside director.  However, the Chancellor finds Broz breached his fiduciary duty because he (1) failed to take into account the interests of a competing company PCI (who is competing for the license and to buy CIS) and (2) failed to make a formal offer to the board.  Broz gets the license, and then PCI gets CIS, PCI removes the Board and Broz, and brings this action.  The Supreme Court reversed, recognizing the need for formality but saying it is not essential.
· 4-6:  Erickson is senior executive at Charters which provides transportation for intercollegiate sports.
(1) While interviewing Smith, Erickson learns of an opportunity to invest in a restaurant.
*UNDER ALI
Is this a corporate opportunity? Erickson wouldn’t reasonably believe that investing in the restaurant would be of interest to the corporation, however, she learned of it in connection with her performance as a director or senior officer.
Disclosure?  No, no rejection, therefore breach of fiduciary duty.
(2) Erickson formed her own corp., finding out of this the opportunity during a meeting at Charters, and entered into a long term contract with NFL for air transportation of all NFL teams.
Is this a corporate opportunity?  She learned of the opportunity in connection with her performance as a director or senior officer.  (a) Charters cannot financially make a commitment, this is irrelevant, (b) Erickson is resigning in 60 days, irrelevant (c) NFL initiated discussions and were only interested in dealing with her company – depends on whether she is acting in performance as her duty – and what about (b)(2) 
* UNDER BRAZ
No clear answer, very uncertain.

2. Conflict of Interest Transactions

· Approval
GCL provides a mechanism for approving conflict of interest transactions

· Some conflicting transactions will be beneficial, and this provides certainty and structure

· 144 GCL Interested Directors; NY §713 BCL
Assigns the Burden (( Shifts the Burden
(a) Application – No contract or transaction between a corporation and 1 or more of its directors or officers, or between a corporation and a firm in which one or more of its directors or officer are either directors or officers or have a financial interest.  Shall be void or voidable solely for this reason if:
(1) Disclosure plus approval by majority of disinterested directors; or,
(2) Disclosure plus approval by shareholders
(3) Entire Fairness, at the time of authorization.
Business Judgment Rule ( Burden on Plaintiff
Conflict of interest ( Shifts Burden to defendants to show either
1) Approval by disinterested Bd.( Burden on ( to show waste
or
2) Approval by disinterested Sh.( Burden on ( to show waste
or
3) Approval unanimously by disinterested shareholders
or
4) Entire Fairness 

· Codifies common law duty of candor by requiring full disclosure.

· Entire fairness allows the court to approve a transaction regardless of approval because of its fairness.

· Transactions Lacking Disinterested Shareholder or Director Approval
· Entire Fairness – All of the facts and circumstances as a whole, with fair price being more important.  
(1) Fair Price
(2) Fair Dealing
· Oberly v. Kirby, 592 A.2d 445 (Del 1991).  The attorney general, standing in the shoe’s of the beneficiaries of the foundation (Kirby Foundation) brings an action charging a breach of fiduciary duty concerning a transaction with Alleghany Corp.  Foundation holds a large amount of stock in Alleghany, and Alleghany hold a large amount of stock in American Express, and the Foundation wants to swap their stock in Alleghany for American Express.  Fred was both chairman of Alleghany and President of Foundation.  Other Directors were either directors or both, or held a large share of Allegahny.  All of these fit the definition in §144(a).  By showing a conflict of interest, the business judgment rule is overcome, shifting the burden to the director defendant’s.  To overcome this, the board sought approval through a majority of directors. However, there are no disinterested directors.
· 4-7. 
Diversified owns a Tower, that is only 50% rented and needs repair.  Diversified occupies one floor.  Diversified Board includes Baron (CEO), Nancy, Nick and Norris, they then form BNNN Inc.  BNNN entered into a contract with diversified to purchase the Tower for 11 million.  No shareholder approval was sought, and all the directors are interested, so the entire fairness must be determined
Was this transaction fair?  How is it distinguished from Kirby? In Kirby, the price was negotiated by counsel for both sides, and the two entities were the only one’s that could have both benefited from the transaction so there was no need to shop around.  
Was the price fair? Because the burden is on the defendants they must affirmatively prove that it was a fair price.

· Effect of Disinterested Approval 
Disinterested Shareholder requirement into the GCL §144
· Not a complete defense, shifts burden on the plaintiff to show waste

· Waste – A gift of corporate assets, for consideration so small as to lie beyond the range at which any reasonable person might be willing to trade.
· Lewis v. Vogelstein, 699 A.2d 327 (Del. Ct. Chanc. 1997).  Directors of Matel gave themselves stock options, no member is interested, they sought the approval of the shareholders, and it was overwhelmingly approved.  Requiring the plaintiffs to show waste.
· Transactions involving Controlling Shareholders / Parent Subsidiary Transactions
· Courts have added additional requirements in order to shift the burden to the defendant, proof of a conflict is not enough.

· Controlling Shareholder – In a public setting a controlling shareholder may be controlling even without a majority

· A controlling shareholder will owe a fiduciary duty to a controlled corporation if the controlling shareholder dominates and controls the directors so that they are not viewed as independent. Question of fact for the court

· Fiduciary duties exist any time the controlling shareholder is also a majority shareholder.

· Parent always owes a fiduciary duty to subsidiary

· Burden Shifting in Parent-Subsidiary Transactions
· Presence of a conflict is not enough to shift burden

· Plaintiff must demonstrate self-dealing
· Preferential Treatment: Parent must receive something from the subsidiary that minority shareholders of subsidiary do not receive

· Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del. 1971).  Sinven is the subsidiary of Sinclair.  Sinven handles Sinclair’s business in Venezuela.  Plaintiffs were unable to show self dealing on the outrageously high dividends paid out by the corporation.  It was not self dealing because all of the shareholders received dividends.  Sinven contracts with Sinclar for the oil products that Sinven is producing, essentially Sinclair was breaching the contract and not allowing Sinven to bring a suit, the majority was getting preferential treatment under the contract, and the burden was shifted.  
E. Derivative Litigation

1. Introduction

· Derivative Action – Enforcing the rights of the corporation as a whole.  The corporation has been harmed.  The corporation receives the recovery and the plaintiff gets whatever benefit that results from the corporations gain.

· Direct Action – Enforce rights as a shareholder, or one has suffered an injury distinct to that shareholder. For example, securities fraud.

· Attorneys have an interest in bringing the action because they get to collect attorney’s fees.

· The complaining shareholder is complaining of two things, the breach of fiduciary duty, and that the directors did not bring the action themselves.

· Procedures have been put in place to prevent vexatious litigation

2. Demand Requirement

· Demand – Procedure of asking the board
· Demand Futility – Circumstances when it would be useless to ask the board to bring the

V. Closely Held Corporations

A. Introduction

· 342 Closely Held Corporations
Fewer than 30 shareholders

· Why have the corporate form?  In the past it was the only route for limited liability and favorable tax treatment.  Today there is a growing trend to use Limited Liability Partnerships or Limited Liability Companies.

· Some characteristics may not work well

· Majority control

· Separation of functions

· No dissolution

· Must plan for these types of contingencies

· How legal rules and corporate norms adapt for these problems and how an attorney can use those norms to get around problems

B. Contracting as a Device to Limit the Majority

1. Director Level Agreements

· Director Level Agreement – Trying to control actions normally taken by the board

· Agreement specifying who will be the managers

· Dividends

· General management functions

· Agreements are Enforceable 
(1) if they are unanimous among the shareholders
(2) Corporation is eligible for Close Corporations
(3) No Third Parties are affected, such as creditors
(4) Nothing in agreement is forbidden by statute.
· 620(b) NY BCL.  Agreements as to Voting
A provision in the certificate of incorporation is otherwise prohibited by law because it improperly restricts the board in its management of the corporation, shall be valid if all the incorporators or shareholder have authorized or consented.

· McQuade v. Stoneham, 263 N.Y. 323, (1934).  In the N.Y. Giants Baseball team, Stoneham, McQuade and McGraw make an agreement to keep McQuade as Treasurer and McGraw as manager, and to use their best efforts to keep them as directors—shareholder level and director level agreement.  Stoneham gets the board to fire McQuade as Treasurer.  McQuade sues for breach of the shareholder agreement and the Court of Appeals declares the contract unenforceable. Under N.Y. law the directors were mandatory managers of the corporation and the agreement violates public policy and it limits the Directors ability to take future actions that may be in the corporation’s best interests.
· Clark v. Dodge, 269 N.Y. 410 (1936).  Agreement between the minority shareholder and the majority shareholder (Dodge).  The agreement is designed to protect Clark from opportunism.  Clark would be retained as a Director as long as he is competent, and that he would receive a quarter of the net profits. Clark gets fired and the Court of Appeals upholds the shareholder agreement. Distinguishing it from McQuade, the agreement here involved all the shareholder—Clark and Dodge.  Furthermore, the agreement was only in the best interests of the corporation because it provided for Clark to be removed if he was incompetent.
· Delaware Law – In order to limit the power of the board of directors it must be provided for in the certificate of incorporation or through a shareholder agreement if closely held status is elected.

· 141
Business affairs of the corporation shall be managed by a board of directors, except as may be provided in this chapter or in its certificate of corporation

· 350 GCL Agreements Restricting Discretion of Directors
Shareholders can enter into written agreements to restrict board powers if they elect for closely held status.  The agreement does not have to be unanimous but a majority, however, the agreement is not valid between parties who are not a party to the agreement.

· 351
The articles of incorporation of a corporation can give management powers to the shareholders

· 354
The certificate of incorporation of a close corporation may provide that the business of the corporation shall be managed by the stockholders rather than a board of directors

· Kurtz Approach – Courts willingness to decide absent formal agreements that are required under the law.

· Zion v. Kurtz, 50 N.Y.2d 92 (1980).  Kurtz convinces Zion to buy a minority stake in Lombard-Wall Inc.  A shareholder agreement provided that management authority would rest on the shareholder level with Zion, this is a director level agreement.  Kurtz violates the agreement, Kurtz sues for injunctive and declaratory relief.  Internal affairs doctrine says that Delaware law controls.  They did not follow the statutory steps of filing as a close corporation, however the majority says that the agreement is valid because it does not violate public policy, and nobody else would be injured by the agreement. It would be unfair to not hold him to the agreement.  The dissent says Delaware was specific, there must be something in the certificate of incorporation, or adopt closely held status as an amendment.
· Gives up certainty by not adhering to the statutory rules

· Delaware may not have made the same determination

· Blount v. Taft, 295 N.C. 472 (1978).  Blount’s, Taft’s and McGowan’s own a corporation, no one has a majority. Blount’s and McGowan’s form an alliance. Bylaw adopted delegating all decisions to an executive committee, and each one gets one member.  Lesson in contract drafting—make sure the agreement is properly drafted.
· 5-1.  Pro Ball Inc. is formed by five members.  
(a) Shareholder agreement promising to continue Ballister as manager of the team and CEO with a salary, valid?  Unanimous director level agreement.  However, is this agreement in the articles of incorporation, no, and have they elected for closely held status?  Whether this is enforceable is whether Zion was decided properly.  
(b) If the agreement is not written, under §350 a written agreement is necessary, however, Zion says that there is no need for election of status.  The purpose of a written agreement is to protect the rights of others. 
(c) Parties who are not part of the agreement have a cause of action invalidating the agreement
(d) Agreements must be a majority vote

2. Shareholder Level Agreements

· Shareholder Level Agreement  - An agreement that seeks to circumscribe shareholder decisions

· Voting 

· Vote pooling agreement – Agreeing to vote share together in order to form a block, allow minorities to maximize powers through a coalition.  Generally these are valid if they relate to voting, and they must be in writing

· Voting Trusts – Transfer of legal title to another, locking parties into the agreement and it is self-enforceable, no need to go to court to get specific enforcement.

· 218 GCL Voting Trusts and Other Voting Agreements
Must be in writing 

· Enforceable
· Ramos v. Estrada, 8 Cal. App. 4th 1070 (1992).   Two groups of investors are going to form “Costa” a television station.  “Venture 41” and “Broadcast,” which is owned by 6 couples.  Broadcast would get a larger stake and five out of nine board seats.  They wish to keep control, and they enter into a shareholder agreement by block voting, basically the Broadcast group would pre-vote for the directors they want and then they all vote for those directors in the actual election. This was enforced through an agreement that provided for the breaching party to sell their shares to the remaining members of the group, a “buy/sell” provision.  The trial court orders them to sell their shares and the court uphold the enforceability of the agreement.
C. Fiduciary Duty and the threat of Dissolution as a check on the Majority

1. Traditional Deference to Majority Discretion

· Bad Faith Decisions
Must be motivating Causes such as;
a. intense hostility
b. exclusion of minority
c. high salary, low dividends, unreasonably large cash reserves
But if defendants point to some rational reason for the decision, the court will not overturn the decision. [applying strict corporate rules will make it very difficult for plaintiffs claim to be sustained]

· Zidell v. Zidell, 277 Or. 413 (1977).  ( Emory Zidell and ( Arnold Zidell own a family business that they got from their father.  Zidell was originally a partnership and then it was reorganized into a partnership.  Arnold and Emery own 37½ % each and Jack Rosenfeld 25%. Jack sells to Emery son Jay creating a majority. This occurred without his knowledge.  Arnold resigns, then asked for larger dividends.  He sues and trial court ordered a larger dividend and the Supreme Court reverses based on the business judgment rule.  In order to overcome the business judgment rule they must show self dealing/conflict of interest—this is not self dealing; Procedural due care, cannot show; Bad faith? Substantive due care, a decision so far beyond the bounds of reasonable judgment, the reason for the decision was bad faith.  The court says that you cannot show it simply through bad blood or animosity, there must be some evidence such as motivating causes.  Here the plaintiffs did not meet the requisite evidentiary standard to show bad faith.
2. Partnership Analogy

· Some businesses adopt the corporate form solely for the sake of limited liability. These businesses tend to be partnerships in corporations clothes.  This is the rationale courts use to base its application of a partnership analogy to close corporations.

· Why choose a corporate form over partnership?

· Desire for corporation norms, limited liability etc.

· Ignorance / poor legal advice

· Wanted Limited Liability more then Corporate norms, therefore if there intent was to have a partnership they should be governed by those rules—strict fiduciary duties.

· Strict Fiduciary Duty v. Corporate Fiduciary duty - Difference between fiduciary duty in corporate form is that the duty is owed to the corporation, in a partnership if an action harms the partnership there will be a breach of fiduciary duty.

· Business Judgment Rule does not apply – Shareholders in a closely held corporation owe one another the same fiduciary duty as partners in a general partnership.

· Equal Opportunity Rule – If a closely held corporation repurchases shares from a majority shareholder, the only way to satisfy fiduciary duty is to allow the minority the same opportunity to sell their shares at the same price.

· Donahue v. Rodd Electrotype Co., 367 Mass. 578 (1975).  Harry Rodd and family own 80% and widow of Donahue owns 20%.  The corporation bought back the shares of Rodd at $800 share, Donahue wants the same treatment.  Rodd resigned before the transaction, therefore not fitting in a conflict of interest transaction, it was in the best interests of the corporation for him to retire and this was the legitimate business purpose, to facilitate retirement.  Supreme Court does not apply the business judgment rule, rather that a typical close corporation is similar to a partnership.  Minority shareholders may be trapped without recourse, shareholders in closely held corporations owe one another substantially the same fiduciary duty as partners in a general partnership, the court creates the equal opportunity rule
· Problem is that the analogy is selective, only the fiduciary duty part is used, not the other parts.

· Majority must take into consideration the minority – 
Balancing Test: Shifting Burden
Majority 


       Minority
Legitimate Business Purpose ( Alternative Course
· Wilkes v. Springside Nursing Home, Inc., 370 Mass. 842 (1976).  Four guys decide to start a nursing home.  They were going to form a partnership but then their lawyer advised them to form a corporation because of limited liability.  They all serve as officers and directors.  All were going to carry equal burdens and get paid equally. Three shareholders fire Wilkes and do not reelect him as director.  Sues for damages as if he continued as director. Under a strict partnership analogy Wilkes wins because of its strict fiduciary duty. Under business judgment rule the corp. wins.  The Court says that there is a role for majority rule, and there must be discretion in certain areas such as declaring dividends, mergers, salaries, dismissal of directors with or without cause and hiring and firing corporate employees.  They can exercise that power even if it harms minority shareholders, the majority must be able to establish that there actions served a legitimate business purpose, and then the minority must show an alternative course of action.  Here the majority never showed a legitimate business purpose, therefore they breached there duty.
· Selective incorporation of partnership principles, the analogy breaks down quickly when examined closely

· Easterbrook & Fischel, Close Corporations and Agency Costs, 38 Stan. L. Rev. 271, 297-300 (1986). Critical assumption in the analogy is that the owners wanted to be governed by partnership law.  If we conclude that investors are informed enough to choose the corporate form for preferential liability and taxing, why are they too ignorant to know the governance rules.  Did they simply fail to contract or is it that they actually wanted the corporate law norms.  The analogy does not work well because of assumptions that we don’t know are true or not.
· The courts are uncomfortable with the lack of exit of minority shareholders, and try to fashion an equitable remedy by selectively applying partnership law, which creates uncertainty.

· 5-2.  What happens if general partnership laws are applied to Zidell? A change in the profit structure is impossible because it would need to be unanimous.  When Arnold withdraws he dissolves the partnership.  Force a judicial sale.  Arnold is not locked into a minority stake with small financial returns.  Applying Wilkes, Emory has the initial burden of showing legitimate business interest, then Arnold must show it could have been done in a less harmful way.

3. Delaware Approach

· No Special Rules for Closely Held Corporation not qualified as a Close Corporation under the GCL
· Nixon v. Blackwell, 626 A.2d 1366 (Del. 1993).  E.C. Barton corp., has class A shares owned by employees with voting rights and class B shares with equity owned by employees and family members.  Family members were given an equity stake but no control because they could not run the business.  Company comes up with a mechanism to create an Employee Stock Option Plan whereby the employee gets a pension plan for the family of the stockholders, class A shares are bought back family gets the money.  The liquidity mechanism is only available for employees not non-employees.  The lower court finds that it was unfair for the defendants to provide this mechanism solely for employees (equal opportunity ruling).  The Supreme Court reverses, strongly criticizing Zion and the approach taken, E.C. Barton does not qualify and therefore should not be given preferential treatment.
· Other mechanisms available – Involuntary dissolution provisions.

4. Involuntary dissolution

· Historically viewed as an extreme remedy, courts were reluctant to grant.

· Grounds For Dissolution
· 14.30 MBCA. Grounds for judicial dissolution
(2) in a proceeding by a shareholder if it is established that:
· Director Deadlock: ( must show
1. Directors are deadlocked
2. Shareholders cannot break the deadlock and either
3. (a) irreparable injury or
    (b) business and affairs of corporation can no longer be conducted to shareholders’ advantage

· Oppression: ( must show
Directors or those in control are acting in an illegal, oppressive, or fraudulent manner.
· Shareholder deadlock
1. Shareholders are deadlocked in voting power and
2. They have failed to elect successors to directors whose terms have expired for at least 2 consecutive annual meetings

· Waste/Misapplication of Corporate assets
· Note ---------------------------------------------------------------

· Statute was modeled on the NY BCL §1104(a)

· Effect:  creates a bargaining dynamic similar to dissolution of an at-will partnership

· Oppression
· (1) Reasonable expectations test

· (2) Fiduciary duty oppression per Gimple
· Oppression – Reasonable Expectations
Conduct that substantially defeats the petitioner’s reasonable expectations objectively viewed and reasonable under the circumstances, reason to join the joint venture
· In re Kemp & Beatley, Inc., 64 N.Y.2d 63 (1984).  The court analyzes what oppressive actions constitute… the question that must be asked, is the majority interfering with the minorities ability to realize there reasonable expectations?  Oppression should be deemed to arise when the conduct substantially defeats expectations that, objectively viewed, were both reasonable under the circumstances and were central to the petitioner’s decision to join the joint venture.
· Oppression – Burdensome, harsh and wrongful conduct; a lack of probity and fair dealing in the affairs of a company to the prejudice of some of its members; or a visible departure from the standards of fair dealing, and a violation of fair play on which every shareholder who entrusts his money to a company is entitled to rely

· Similar to a fiduciary duty standard

· Alternative definition if the previous definition does not apply, either because of the actions of the parties or the irrelevance to the parties.

· Reasonable expectations of those who established the corporation, whatever deal they had does not go with the shares, therefore a different test is necessary to apply.

· A court may find oppression when a minority shareholder is being denied all or an appropriate amount of return on investment

· Gimple v. Bolstein, 125 Misc. 2d 45 (Sup. Ct. N.Y. 1984).  Gimple Farms is owned by third generation of Gimple’s and Bolstein’s, they do all the management and daily operations. They have never paid dividends. Members get compensation through salary and perks.  Robert has been fired and seeks dissolution of the corporation.  Because he stole from the corporation he has no reasonable expectation of staying with the corporation and even frustrated the other reasonable expectations of the other shareholders.  The court ultimately says no oppressive conduct has occurred but they cannot freeze him out forever
· Buyout Option
· 14.34 MBCA. Defendant buyout option at fair market value
· Only applies to close corporations, no liquidity available

· Majority has discretion to make the election within 90 days after a filing of a petition, then it is irrevocable.

· Buyout for the fair market value

· If the parties cannot agree then the court will determine fair value

· 5-3 Video Inc. Rift invested his life savings and home, after a year his employment ended.  Since then the firm has become extremely profitable and continues to open new stores and pay handsome salaries.
(1) Start by negotiating for a fair price for the shares with a threat of dissolution.
(a) Reasonable expectations – Does he have a reasonable expectation of staying with the corporation if there are allegations of sexual harassment?  If it was true there can be no reasonable expectation—and therefore cannot be the basis for oppressive conduct.  What about denying a return on investment?  He is not receiving anything, but was the expectation that profits would be put back into the corporation.  At some point there must be some return on his investment.  What if they had been paying out dividends prior to the firing and then changed?  What if §14.34 is added in?  ( have an option to purchase the shares, they can gamble that the court will decide in there favor but then there would be a dissolution and refusal of a buyout by the court although unlikely.  

D. Share Repurchase Agreements

· Enforceability – Under what circumstances should the court step in and adjust the agreement.

· Ambiguity

· Traditionally courts uphold the enforceability of share repurchase agreements if it provides for a specific price, even if it is low.

· Assumption of risk that the price would be lower then when the contract was made, maybe the assets were intended to stay partially within the business.

· Concord Auto Auction, Inc. v. Rustin, 627 F. Supp. 1526 (D. Mass. 1986). Three shareholders each own a third of the stock.  There is an agreement that provides that on death the corporation is going to buy back the shares with a life insurance policy they have set up.  At the annual meeting the price of the shares will be determined and if nothing is done the price remains the same. Cox dies unexpectedly in a fire. The price under the agreement was 374,976 and the life insurance policy covered 375,000.  Action for specific performance against the estate to tender the shares.  There is no dispute that they are probably worth more, but should the contract be enforced anyway?  Rustin claims that the failure to review the share price as provided by contract was a breach of fiduciary duty.  The court rejected the argument that Rustin blamed the other shareholders for not calling the meeting because any of them could have. 
· If the contract had specified that negotiations must be in good faith, or the surviving shareholders must make a post death review, the court would have room to step in and adjust the price.  

· The reason the contract was written was for certainty.

· Strict Interpretation

· Gallagher v. Lambert, 74 N.Y.2d 562 (1989). Gallagher started as an at-will employee of Eastdil.  Eastdil offers shares to there employees to compensate them, and ( purchases 8½% of the companies shares subject to a buy back provision if he leaves or is fired before 1985 for book value.  If he is terminated after the buy back is fair market value. ( was fired before the date and they want to buy shares back. ( claims that the termination was based on the bad faith in order to buy back the shares.    The court denies the claim because of an at-will employment doctrine and no extra protection for shareholders.  The agreement was specific on its terms, not allowing for any other interpretation.
· Liberal Interpretation

· Pedro v. Pedro, 489 N.W.2d 798 (Minn. 1992).  Three brothers owned a corporation for forty years.  A discrepancy arises in the books and it is suspected that two of the brothers are at fault.  The brother is froze out and fired because of his allegations and the other employees were told that he had a breakdown.  The court awards for plaintiff.  Agreement does not even apply to the provision because it is for death or voluntary retirement, allowing the court to come into the picture.
· Draft carefully  

VI. The Corporation as a Device to Allocate Risk

A. Introduction

· Creditors take a risk in that they may not be able to collect

· The corporation may divert funds to themselves to preclude payment to the creditors

· Delaware is in the minority, and the MBCA says that if you make distributions to the shareholders the assets must exceed the liabilities and after the distributions you must be able to pay your debts.

· Delaware has equity cushion rules—a fund that is suppose to protect the creditors claims, but the professor suggests they do not actually provide a cushion but can be sidestepped and used to divert funds from creditors

B. The Equity Cushion Rules

1. Historical Overview

· Par Value – Corporation statutes used to mandate a minimum capital requirement, this was initially tied to par value.  
= Price at which shares were sold (fund for creditors)

· Example:  Corporation A issues 100,000 shares having a par value of $100, creditor could assume A has a legal capital of 10 million

· Over time corporations began selling the shares for more then par value

· Codes now permit corporations to have low or no par stock and to sell their stock for substantially more than the stated par value.  For example Yahoo par value is $0.01.  See §153 GCL.

2. Statutory Rules Governing the Equity Cushion

· 153 Consideration for stock
The Corporation can set any or no par value for the stock, the board of directors may do so, unless in the certificate of incorporation where by the stockholders must agree.

· 154 Determination of Capital
The capital cannot be less then the par value times the amount of shares sold

· Corporation B can have a minimum Part value of $1,000 if 100,000 shares are valued at .01.

· Limitations on Dividends
· 170 Dividends
Permits dividend to the extent of the corporation’s surplus or net profits (earnings) for the current and/or preceding year. (a so called nimble dividend).
· Surplus determined through
· Corporate Net Worth:
Equity = Assets – Liabilities
· Balance Sheet:
Assets = Liabilities + Equity
· Income Statement: Revenue – Expenses

· Liability of Directors
· 173 Declaration and Payments of Dividends
No corporation shall make dividends except in accordance with this chapter, (surplus or earnings), directors are then liable under;

· 174 Liability of Directors for Unlawful Payment
In case of any willful or negligent violation of §160 or 173, the directors will be jointly and severally liable to the corporation and its creditors for the full amount unlawfully paid plus interest.

· Directors defense is to show they were not negligent or willful, or blame it on the accountants

· Shareholder Liability
Quality and Form of Consideration
Promissory Notes not valid because shareholders may be liable to creditors.
· 152 Issuance of Stock; Lawful Consideration
Allows directors to determine the form of consideration

· For shares to be deemed fully paid and non-assessable corporation must have:
(1) Actually received consideration in form of cash, services, personal or real property
(2) Actually received in such form amount equal to aggregate par value + binding obligation for balance.

· Promissory notes do not qualify for personal property

· Unless the creditors can show actual fraud, they cannot go after the Shareholder if they are fully paid.

· 162 Liability of Stockholder For Stock not Paid in Full
If there are insufficient funds to pay for shares and they are not fully paid, creditors can go after the shares.

· 242(a)(3) Amendment of Certificate of Incorporation
The number, par value or number of par value shares can be changed through amendment of the articles of incorporation.

· 244(a)(4) Reduction of Capital
A corporation may reduce its capital in a number of ways including transferring it to surplus

· Creditors understand the GCL and that 242 and 244 allow the corporation to reduce capital

· Theses equity cushion rules therefore do not provide much protection.

· 6-1.
Stage Performances Corporation, it has been profitable but has suffered small operating losses each of the last two years.
(a) A proper dividend would be 20,000 out of the surplus.  Here they try to declare a dividend of 100,000.  
(c) If Jack buys 1000 shares with a promissory note, note asset increases, capital increases by 1000, and surplus of 119,000 ( dividend can be paid but we create a possibility that manipulation has occurred which is not illegal.  The effect of §§ 152 and 154 create the fact that there has been no surplus
(c2) Jack purchases with securities valued by the directors at 100,000, the shares are later proved worthless.  Under 152 and 154 neither the directors or the shareholder be liable.
(c3) Directors by amendment to the articles
(d) If there was a net profit in the balance sheet carried over from the previous year, the dividend can be paid by this amount.
(e) Directors might be liable for a breach of the duty of care because they relied on the statements of Jack in over valuing the fixed assets.

C. Piercing the Veil

1. Introduction 

· Limited Liability

· Exception – Piercing the corporate veil: holding the shareholders personally liable for the obligations of the corporation

· It is an extreme remedy, rarely granted.

· Applies to any limited liability entity.

2. Piercing the Corporate Veil

· General Rule: Courts will pierce the corporate veil when shareholders, directors, or officer misuse the corporate form to the detriment of outsiders
· Two Approaches
· A. Three Part Test
(1) The defendant shareholder dominated and controlled the corporation so that the corporation had no mind of its own
(2) The defendant used this control to commit fraud or wrongdoing
(3) These action were the proximate cause of the loss of injury

· B.  Factors 
Courts Consider 
· Closely held ( Publicly held
Courts will never pierce the veil of publicly held corporations because the lack of control the passive investors have over the corporation
· Voluntary Creditors ( Involuntary Creditors
Voluntary includes contractors, lenders, etc., and they are able to protect themselves.  Involuntary creditors are tort claimaints and they cannot choose select who injures them and they have not assumed the risk in the same way the voluntary creditors have. (Agency law allows direct actions against agents, i.e. directors who commit torts in their capacity)
· Enterprise Liability – Treats corporations under common ownership as one pool of assets if:
(1) they are essentially part of a single business
(2) separate incorporation merely isolates risk
(*) Typically only for involuntary creditors
· Walkovsky v. Carlton, 18 N.Y.2d 414 (1966).  Cab company creates ten separate corporations, each corporation has only 2 cabs and the minimum required insurance.  Corporation number 1 is sued for negligence.  By creating the separate corporations, if one cab is negligent there is no assets to go after.  The court denies the claim to pierce to get to Carlton, but the court does allow enterprise liability reach the assets of the other separate corporations.
· Failure to Observe Corporate Formalities 
Essentially a way to say that the owners are treating the corporation as an alter ego for themselves.

· Commingling of Assets and Affairs
There is a great risk of piercing the veil if the corporate assets are being used to pay for personal items

· Under Capitalization and Purposeful Insolvency
Small amounts of capital are alright so long as they are sufficient enough to meet the corporate risk

· Active Corporate Participation 
Courts may be willing to pierce some but not all of the shareholders

· Deception
· Contract Cases
· K.C. Roofing Center v. On Top Roofing, Inc., 807 S.W.2d 545 (Mo. Ct. App. 1991).  Defendants change corporations very frequently to “get a fresh start” or to dodge creditors.  There has been deception to voluntary creditors.  The court pierces, as to the shareholder that completely dominated the corporation and committed fraud or wrongdoing, therefore his wife was not liable but Russell is.  
· Tort Cases
· Western Rock Co. v. Davis, 432 S.W.2d 555 (Tex. Ct. App. 1968).  Easy case for piercing, intentionally blowing stuff up and withholding assets from the corporation.
· Baatz v. Arrow Bar, Inc., 452 N.W.2d 138 (S.D. 1990).  Plaintiffs were hit by an uninsured drunk motorist who was drinking at the Arrow Bar, there was testimony that the man was being served drinks while drunk.  Dram shop liability imposes liability of a misdemeanor if the licensee sells alcohol to an intoxicated person, the licensee and the seller of the drink.  So the bartender and the licensee, Arrow bar are criminally liable, they are also negligent per se.  A husband and wife own Arrow Bar. Should the court pierce the corporate veil?  No deceptive practice as in K.C. Roofing, effort to use corporate form to avoid debt.  Here there is a lack of insurance, there goal is to avoid possible liability and not certain liability.  The real factors missing is deception and commingling of assets and affairs.  This is more like the Taxi case, and there the court only imposed enterprise liability because it was not improper use of the corporate form.
· Parent Subsidiary – Majority rule alone is not enough, there must be complete domination of finances, policy, in respect to the transaction attacked so that the corporation entity as to this transaction had at the time no separate mind, will or existence of its own

· Craig v. Lake Asbestos, 843 F.2d 145 (3d Cir. 1988).  Craig gets asbestosis and sues everyone, including the manufactures (Lake Asbestos).  Contribution among tortfeasors, NAAC is a wholly own subsidiary of Cape, so they dissolve NAAC because then there are no assets in the United States and plaintiffs would have to go to U.K.  U.K. law made it almost legally impossible to get a judgment.  They then set up an off-shore (foreign company) to sell asbestos to CPC in order to still sell asbestos in America.  Charter is the only corporation with assets in America, Charter owns 67% of Cape.  Two levels of piercing required.  Three part test is used, Cape and NAAC are essentially the same due to 100% ownership.  Fraud was show with the liquidation of NAAC in face of so much debt, and they came up with another scheme to shield liability.  (Using Corporate form to avoid the certainty of liability).  Can we pierce to Charter?  In order to pierce Charter must control—complete domination of finances, policy, in respect to the transaction attacked so that the corporation entity as to this transaction had at the time no separate mind, will or existence of its own—Charter is the only one benefiting from the transaction, but the court holds no piercing because there was a separation between accounting and decisions on policies.  If majority control was enough, there would be a de facto rule that subsidiaries would always be able to pierce to the parent company.  Therefore no piercing to Charter.
VII. Mergers & Acquisitions

A. Introduction

· Today there are more mergers and acquisitions then ever before

· Why Merge?

· Combining assets creates a more profitable entity

· Current management wishes to retire

· Management team may want to benefit personally

· Transactions can be effected through either an acquisition of assets or a merger, there are different voting rights for dissenters depending on the type of transaction

B. Types of Mergers & Acquisitions and Appraisal Rights

1. Statutory Merger

· Procedure
· 251 (a)-(c) GCL Procedures and Requirements
(a) Any two corporation may merger to form a new corporation
(b) Both boards of director’s must approve
(c) Both sets of shareholders must approve a statutory merger

· Board of each company adopts a merger agreement specifying terms, therefore the BJR applies.

· Absolute majority of outstanding shares of each company are voted on favor of the agreement at an annual or special meeting

· Outcome 
· 259 GCL
When any merger shall be effected, the separate existence of all constituents except the one that has been formed for the purpose of merging shall cease to exist.  The new entity gets all privileges and liabilities of both companies.

· 261 GCL
· One Company (either one) disappears and, as a matter of law, assets and liabilities of the constituent corporations become those of the surviving corporation.  This is unique to the statutory merger

· Shareholders may have the right to appraisal under GCL 262

· Appraisal Rights
· 262 Appraisal Rights
(a) Dissenting shareholders are entitled to the fair market value of their shares appraised through the court of chancery.
(b) Appraisal rights shall be available for the shareholders of any class of stock of a constituent corporation in a merger or consolidation to be effected pursuant to §251, 252, 254, 257, 258, 263, or 264.






2. Asset Acquisition

· Sale of Substantially All Assets
For Cash or Shares
· Procedures and Requirements
· 271 GCL Asset Acquisition
· Selling corporation’s board must approve, the acquiring corporation is not required but often does approve in order to satisfy fiduciary duty*.

· Majority of outstanding shares of selling corporation must vote in favor of the deal.

· Buying corporation’s board (pursuant to fiduciary duty rather than statute) approve the transaction.

· Consideration changes hands between the two corporations, and assets of the selling corporation become those of the acquiring corporation

· Outcome

· Liabilities follow as well, unless allocated differently by contract*.  Unforeseen liabilities of the selling corporation may not follow.

· Under Delaware law, dissenting shareholders of the selling corporation do not get appraisal rights*.  In some states they do.  Shareholders of the buying corporation do not get appraisal rights.  See GCL §262.

· Companies continue to exist in the modified way, unless the acquired company dissolves under §275, distributing its cash or shares to the shareholders producing the same effect as a merger without the dissenters right of appraisal.

* Key differences between statutory merger or asset acquisition.

· All or Substantially All of Assets – Must be determined because the selling corporations shareholders must approve the sale.

· Delaware Courts Look at Quantitative and Qualitative Factors.

· Quantitative – Large chunk of the bottom line

· Qualitative – Selling of a part that is traditionally part of the company, the court may see this as substantially all.

· Appraisal Rights
No appraisal rights for either company because §262 is inapplicable.





3. Triangular Mergers

· Procedures and Requirements
· Same as for a statutory merger, except that approval comes from the board and shareholders of B corp. and a newly created “A Merger Sub”, and not from A corp.  Merger sub shares belong to A corp., therefore there will be no dissenting shares.

· Outcome
· At the end of the day, B corp. is not absorbed into A corp. but it is instead held as a wholly owned subsidiary.

· Benefits of Triangular Merger 
· *Liabilities are contained in a subsidiary away from the parent, piercing the corporate veil to the parent would be necessary to get to the acquiring companies assets. 

· *The newly acquired company would be easier to sell immediately thereafter.

· *The acquiring corporation effectively has no dissenting shareholders.







B Merges into Sub



4. Dissenters Appraisal Rights

· Appraisal Rights
· 262 Appraisal Rights
(a) Dissenting shareholders are entitled to the fair market value of their shares appraised through the court of chancery.
(b) Appraisal rights shall be available for the shareholders of any class of stock of a constituent corporation in a merger or consolidation to be effected pursuant to §251, 252, 254, 257, 258, 263, or 264.

· Market Exception - 
What kind of shares are held at the time of the merger, and the kind of shares that are received as consideration.

· 262 (b)(1) Exceptions
If you hold certain types of securities you are not entitled to appraisal rights because you do not have a liquidity problem.
(1) Shares traded on AMEX, NASDAQ, etc.
(2) If they are held by more than 2,000.
(b)(2) Exception to the exception
Only applies if you are denied appraisal rights (b)(1).  If the consideration is one of the following, appraisal rights are still denied
(a) shares of stock of the surviving corporation
(b) publicly traded stock
(c) Cash in lieu of fractional shares or depository resets. 
(d) Any combination of the first three
( The only thing missing is cash, therefore if you received cash for all of the shares, then appraisal rights are then again vested in you.  

5. Effects of choosing a transaction

· De-facto Merger Rule – In some states, like NY, but not Delaware, the court will look to the underlying transaction and not to the nature of the transaction as stated in the agreement.   Under this rule the shareholders may retain voting rights under asset acquisitions.

· 7-1  Executive an Tuxedo boards have agreed upon a transaction
(a) Tuxedo merges into Executive.  Statutory merger, Executive survives and Tuxedo ceases to exist, Executive absorbs all the liabilities assets of Tuxedo.  Each of Tuxedo’s 50 shareholder exchange their shares for an equivalent number of executive shares on a one for one basis.  Executive had 1,000,000 shares.  Tuxedo requires 26 shares to vote, Executive requires 500,001 to approve.  Tuxedo shareholders get appraisal rights whereas Executive does not.  Executive may have rights under §262(b)(2), but they do not because there is no cash in the transaction.
(b) Tuxedo merges into executive, Tuxedo has 3,000 shares.  Tuxedo does not get appraisal rights because more then 3,000 own the shares, and they do not get them back because they end up with stock at the end of the transaction.

· 7-2
(a) Asset Acquisition – Tuxedo does not disappear, old stock holders are stock holders of executive, same result as if statutory merger but tuxedo shareholders get to vote, tuxedo board will have to approve, Executive does not vote, no appraisal rights because of §271.
(b) Triangular Merger – Effect is the same, Tuxedo merges into executive all will be shareholders of Executive. §251 merger will have to be approved by a majority of the shares of Tuxedo.  The board of Executive decides if ECI will vote.  No appraisal rights because getting traded shares – exception to 262.

C. Cash out Merger

1. Procedure and Requirements

· GCL 251 or 253: For Cash
· Merger transaction, but different kinds of consideration, A company gets B company stock, becoming 100% shareholder, B shareholders get cash.

· Way to get rid of the minority.

· Parent decides their not wholly owned subsidiary should be wholly owned.  Parent gets shares and shareholders get cash.

· What if the minority does not want cash, or is unhappy with the value?





2. Remedies Available to Minority

(1) Appraisal 
(2) Rescission
(3) Recissionary Damages

· Business Purpose Test (NY) – A minority shareholder can challenge a controlled shareholder merger and the majority will:
(1) Have the burden to show a legitimate business purpose for the merger.  It cannot be the selfish purposes of an individual shareholder.
(2) If the court is satisfied that there is a legitimate business purpose, then it must determine if the transaction was fair to the minority by examining the totality of the circumstances.
· Coggins v. Mass., 397 Mass. 525 (1986).  Patriots were set up by Sullivan, and then 9 investors.  Sullivan sold non-voting shares to the public.  After a dispute Sullivan was ousted.  Sullivan then began buying shares with loans, eventually he eliminated the board that replaced him, in order to pay back the loans he must get rid of the preferred stock as a condition of the loan.  Organizes a New Patriots, board of old and new execute an agreement.  Sullivan gives his stock in exchange for New Patriots.  Non-voting shareholders get cashed out.  The court decided that this was not a valid business purpose.  Rescission was impossible because of the long duration before the litigation.
· What is a legitimate purpose? There is uncertainty, NY courts say one is increasing profitability

· Evolution of Delaware Block Approach: 
· Stauffer, (1962) Short form merger, plaintiffs claimed that this was constructive fraud, court concluded that appraisal rights were the exclusive remedy
· Singer v. Magnovox, (Del. 1977). Cash out merger attacked, done as a §251 merger.  Minority said inadequate price.  Should expect court to say appraisal is the remedy but the court said appraisal not the exclusive remedy and it adopted the business purpose test
· Lynch Cases, (Del 1978 – 81). Court allows recissionary damages to be awarded ( effectively removing any incentive to bring an appraisal action and encouraged instead to bring a breach of fiduciary duty.
· Modern Delaware Approach: Weinberger
(1) Court abandons Delaware block method – Instead, court can use any method in appraisal that is generally acceptable.
(2) Business Purpose Test is Abandoned
(3) Details how to bring a breach of fiduciary duty action with respect to a cash out merger
· (A) The plaintiff has the initial burden of alleging specific acts of fraud, misrepresentation or other misconduct (self-dealing, waste, gross and palpable overreaching, etc.)  If the plaintiffs cannot meet this initial BJR burden, they may fallback on appraisal.

· (B) If they can show misconduct, the burden shifts to the defendant to show entire fairness
     (1) By showing that there was approval of the majority of the minority shareholders.  However this majority is only valid if there was full disclosure and the vote was fully informed.
     (2) Fair Price and Fair Dealing
· Weinberger v. UOP, Inc., 457 A.2d 701 (Del. 1983).
· Weinberger does not say that a parent must always pay the highest price in a parent subsidiary merger, rather in such situations a corporation should come close to the bargaining dynamic of an arms length transaction.  The court notes this could have been done by appointing an independent negotiating committee

VIII. Hostile Transactions

A. Tender Offer

1. For Cash or shares

· B company offers to buy the shares of the shareholders for cash

· Target company is now a subsidiary of B company, the shareholders of A that did not sell are now minority.  Now that B has control, they will cash out merger, causing 100% control of A See supp. page 147

2. Procedures and Requirements 

· Acquirer makes tender offer to share holders of target corporation (pursuant to timing and disclosure requirements of the Williams Act)

· A majority of the target shareholders tender their shares

· Acquirer gains control of the company

· May choose to cash out the minority

· Proxy Fight Alternative – Shareholder gains tote in the company and tries to solicit other shareholders to change the board.

3. Policy Questions

· Are these types of mergers the type that we should encourage?  

· Why is management opposing the deal?  Two possibilities, the board wants to stay in control – or – they do not think it is the best interest of the shareholders.

· How can courts distinguish between the two possibilities? 

· How should the standard of review reflect the difficulty in making this determination?

· Prisoners’ Dilemma
What strategy makes the most sense?  
Two criminals are arrested for a serious crime, but the DA needs one confession to convict.  If neither confess they can be convicted for a lesser crime.  They are kept in separate room so they cannot make any agreements with each other.  The DA tells them that if neither confess they both get 2 years.  If one confesses they go free and the other gets 10.  If they both confess they both get 6 years. The decision would depend on what the other is probably going to do.  They will probably confess because it avoid the maximum time.  

· How does this relate?  Two tiered tender offer, offer $50 a share for 51% (not the best deal for the stock).  Once control is gained there will be a cash out merger worth $1.25 a share.  If they could make agreements they would probably not sell because there are better offers, but they cannot so they may very well sell.  The directors of the target company may be trying to prevent this and they may not.  The court must decide.

· Are Hostile Takeovers Good or Bad? Why are premiums offered if the market is efficient?
(1) Disciplinary Hypothesis – New managers will make more money
(2) Synergy Hypothesis – The value of the company is more in one companies hand then another
(3) Empire Building Hypothesis – Control is key
(4) Exploitation Hypothesis – Prisoner’s dilemma, buying cheap and profiting
(5) Overpayment: The Winner’s Curse – Auction theory, where the value is uncertain, the winning bidder systematically pays too much. 
( Because they are inevitably a harmful transaction there should be a heightened review.

4. Defensive Strategies 

· Gives the board a bargaining position because the board may repeal the take over measures.

· Prior to the tender offer
(1) Staggered Board
(2) Crown Jewel Defense – Splitting the assets between two corporations
(3) Reverse Green Mail (Unocal)
(4) Poison Pill – At some triggering event the target shareholders are given rights to obtain securities at a substantial discount

· Post Tender offer
(1) Green Mail – target repurchases its own shares from a raider where the target pays a premium for the shares to induce the unwanted suitor to go away.
(2) White Knight – A second bidder friendly to management
(3) White Squire – The target sells a block of shares to a friendly supporter.
(4) Self Tender – May drive up the price to the point where the hostile bidder is no longer interested.
(5) Leveraged Buy out
5.  Judicial Review: Enhanced Scrutiny

· Enhanced Scrutiny – Directors have the benefit of the BJR if they first meet a preliminary enhanced scrutiny.  The Directors must show reasonable grounds to believe that the hostile bidder is a threat to some corporate policy.  An honest mistake of judgment will not be penalized, so there must be a good faith effort to see if there is a threat to some business policy.  The business judgment rule takes over and the board is protected for their decision.

· Cheff v. Mathes, 41 Del. Ch. 494 (1964).  Mathes tries to buy Holland through friendly merger, but they refuse.  Acquirer buys the shares, then the board buys them back to regain control.  Shareholders of Holland sue for a breach of fiduciary duty, because the reason they bought the shares was to keep the board in power.  Does the board have the authority to selectively buy back the shares of one owner at a higher price?  If not then the decision would be null and void.  They can make the decision under 141(a) and 160, power to purchase its own shares.  How is it reviewed?  Enhanced scrutiny, the board must show a good faith effort to find a reasonable threat to a business policy.  Here the corporation did there own investigation and asked experts, and found many things objectionable about Maremount with respect to Holland.    This case shows a high degree of leniency with directors taking actions to thwart a hostile takeover.
· Enhanced Scrutiny – Two Part Test
(1) Preliminary analysis to get to the business judgment rule, they must show there are reasonable grounds to believe there is a threat, this is satisfied through a good faith effort, such proof is materially enhanced by the approval of a board comprised of a majority of outside independent directors who have acted in accordance with the foregoing standards.

(2) Balancing Test – The court asks whether the board’s response is reasonable in proportion to the threat.


· Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946 (Del. 1985).  Unocal is a large oil company, formerly of Standard Oil.  Mesa is a small company owned by a notorious raider T. Boone.  He owned approximately 13% and made a two tiered tender offer.  The Act only requires disclosure after ten days.  The first offer was $54 a share, the second level was purportedly $54 but they were actually high-risk junk bonds (unsecured, last in line).  These minority shareholders can bring a breach of fiduciary duty or an appraisal, but the company does not like the idea, instead they orchestrate a self-defense, to buy the shares back from the shareholders.  Selective buyback, Mesa not included.  Self tender offer does not kick in until Mesa gets a majority, then the rest will get $75 dollars in shares from Unocal, technically the purpose is to make sure the cash out is not too low, but theoretically it deters T. Boone from acquiring Unocal because they will be encumbered by debt, this will cause T. Boone to withdraw.  Mesa sues as a shareholder, breach of fiduciary duty.  Unocal takes back the Mesa condition because of unhappy shareholders, but now it is a partial liquidation to prevent the takeover.  The Court reasoned that if one can buy the bidders shares, then they can also buy the remaining shareholders.
· Legitimate Corporate Policy that can be the subject of a threat
· Revlon Duties
Changing Duty of the Board During Hostile Takeovers – Once the parties become involved in a bidding war and the breakup of the company is inevitable the boards duty changes. Revlon Duties;
· The guiding concern for the directors is to get the highest price reasonably attainable for the shareholders.  The board now assumes the role of auctioneer.
· A board may have regard for various other constituents provided there are rationally related benefits accruing to the stockholders

· Treating Bidders Differently – All bidders do not have to be treated the same, however, the reason for treating them differently must be to protect shareholders from a coercive bid or to get a higher price, if the plaintiff shows disparate treatment the burden is on defendant to show (
· (1) Whether the directors properly perceived that shareholder interests were enhanced
· (2) The board’s action was reasonable in relation to the advantage sought to be achieved, or the threat sought to be thwarted.
· Revlon, Inc. v. MacAndrews, 506 A.2d 173 (Del. 1986).  Pantry pride (Pearlman) launched an attack at Revlon.  Pearlman met with the CEO of Revlon and offers a friendly merger of $40-42/ share or a hostile merger at $45.  This is called a bear hug.  The Revlon CEO hates Pearlman so the board adopts defensive measures, (1) Poison Pill, (2) a self tender for 5m of 30m outstanding shares.  They pay debt securities for these shares.  Covenants in the note prohibit Revlon from taking actions that will decrease the value of the notes.  Pearlman upped the ante, and Revlon sought out a white knight (Fosterman).  Pearlman announces he will out bid but Revlon accepts Fosterman’s offer with his conditions. Pearlman sought an injunction and the court granted it because the break up of the company was inevitable, therefore it does not matter which bidder wins, the boards duty changes and there is the need to get the highest price for the shareholdes.
· Under Unocal, these defensive measures are OK;

· (1) There is a threat – Pearlman’s offer was inadequate, and he was going to break up the company.

· (2) They are proportional – The defensive measures do not preclude an offer for the company, the merely force Pearlman to up the ante. [Potential problem, a majority of Revlon’s Board is insiders, making the standard harder to show].

· The court concluded that once a bidding war started the role of the board changed and the directors cannot show the requisite good faith in ending the auction when they did not get much out of the final deal with Fosterman for the shareholders but a slightly higher price.

· The boards interest in protecting the note holders is not valid consideration because there was no related benefit to the stockholders.  Therefore, the board was really acting in its own best interest, not that of the stockholders.

· Triggering the Director Auctioneer - 
(1) When a corporation initiates an active bidding process seeking to sell itself or to effect a business reorganization involving a clear break up of the company
(2) A target abandons its long term strategy (protecting company interest) and seeks an alternative transaction involving the break up of the company.
(3) When there is a fundamental change in control, the directors have an obligation to get to the highest price for shareholders (QVC)

· Paramount Communications, Inc. v. Time, Inc., 571 A.2d 1140 (Del 1990).  Time wants to grow and get into entertainment.  They look for a company to enter into a strategic relationship with.  Agree to merge with Warner who will end up with 62% ownership.  They put several defensive measures in the deal and send out proxies to gain approval.  Paramount comes along and launches a hostile bid for Time at $175 a share cash for all shares.  Time was trading at $125 a share.  The board is concerned that the shareholders will not fully contemplate the deal with Warner.  Time proposes an outright purchase or a cashout merger to bypass shareholder approval, Paramount raises the offer to $200. (I) Does Time now have Revlon duties?  No, the court concludes that the breakup of the company was not inevitable, and therefore the board does not have to act as an auctioneer.  They were attempting to adhere to a long term strategy not, abandon it.
· Is the protection of culture a valid reason for taking a defensive measure?

· The majority of the board was outside directors

· Directors are assuming a parental role, telling the shareholders that the benefit of the acquisition by Warner is better than $200 cash a share.

· Key issue: Is the board trying to entrench themselves or are they getting the best deal for the shareholders?

· Paramount Communications v. QVC Network, Paramount wants to merge with Viacom.  They seek to cement the deal by putting in place a Stock option agreement, a no shop provision, and a termination fee of 100million.  If the deal goes bad, Viacom has the option to buy 19.9% of a Paramount at $69 a share. Additionally there is a “put” feature. The effect of the put feature and the termination fee was that if QVC bought Paramount, Paramount would have to pay Viacom 600m, thus depleting the company.  The court decides that Revlon duties apply, because after the proposed merger with Viacom, the CEO would gain ownership of QVC instead of the public shareholders, who will become a minority.  Because they were relinquishing control, the shareholders should reasonably expect to receive a control premium.  Paramount cannot argue that it is attempting to protect its strategic vision because once the transaction is accomplished Viacom will control the board and they are free to disregard Paramount’s strategic vision.
· Fundamental Change in control
· Paramount Communications, Inc. v. QVC Network Inc., 637 A.2d 34 (Del. 1993).  Redstone was purchasing QVC, changing the ownership from the public to one person.  The long-term policy of the company is no longer in place because one person will have control.  Therefore Revlon duties are implicated.  The selling of control should deserve a premium.  Here the shareholders are selling control to Redstone, that makes it valuable, and the Paramount shareholders should realize that commodity.
· Change in Long-term policy

· Control Premium 

IX. Federal Law Affecting Corporate Transactions

A. Introduction

1. Importance of Disclosure

· Securities Act of 1933 – Governs the initial issuance of securities

· “Truth in Securities Law”

· Provides investors with material information concerning securities offered for public sale.
· Prevent misrepresentation, deceit, fraud.
· Securities Exchange Act of 1934 – 
· Creates the SEC
· Regulates the Stock Exchanges
· 10(b)(5) - Requires certain companies to communicate with the public through periodic disclosure. – Prospectus, Form 10-Q: Form 10-K [Annual and quarterly reports], Form 8-K [press release for unusual activities in the company], Williams Act, Insider trading. Companies who are regulated under the proxy regulations are subject to this regulation

· Reasons for Disclosure – 
· Fraudulent activity would be easier if no disclosure was required.

· Consistency

· Under incentive to disclose unless requires

· Markets more efficient

· Federal Securities law claim for Fraud

· “Sunshine is the best disinfectant, electric light the best policeman” ( Modified caveat emptor, but they will be required to make a full disclosure.

· Securities – Any kind of security is covered by 10(b)(5), private and public

· Fed v. State Law – Federal Law covers disclosure, State law is substantive.  Federal law is mandatory whereas state law is usually default.

2. The Securities Act of 1933

· Disclosure of Requirements
· 5 Prohibitions Relating to Interstate Commerce and the Mails
Issuance of securities requires registration or exemption
(a) Sale or Deliver after Sale of Unregistered Securities. It is unlawful to sell a security if it is unregistered

· Liability Provisions
· 11 Civil Liability on Account of False Registration Statement
If the statement has misrepresentations or omissions of material fact liability will follow.  Anyone who is around the offer is liable, underwriters, directors, managers, lawyers, accountants.
(1) Bought the stock
(2) Material Misrepresentation, Omission.
(3) Strict Liability.
(*) Affirmative due diligence defense for accountants and lawyers.

· 12(a)(1) Civil Liabilities Arising in Connection with Prospectus and Communications
Applies to anyone who sells in violation of section 5.
(1) Strict Liability [materiality does not even matter]
(-) Result; Insurance of stock

· Company goes public believing an exemption applies, disclosure occurs anyway, but they fail to register.  The stock market drops, purchaser can get recession even though the fall in price had no relation to failure to register

· Exemptions – One way out of securities laws, but they are still liable under federal securities laws, just do not have to register

· 4 Exempted Transactions
(6) An accredited investor or investors.
(*) Small business offerings.
(2) Exempts transactions not involving a public offering – Any time there is a public offering where people would not have access to information disclosure would be required.

· Securities and Exchange Commission v. Ralston Purina Co., 346 U.S. 119 (1953).  Ralston sold securities without registering, they claim to have an exemption under section 4 because they were only offered to “key” employees of the company.  The Court says that an offering to all employees is a public offering; the policy for the exemption is this, if securities are offered to a limited number who can fend for themselves.  Some employee offerings would be covered under the exemption, such as those made to personnel whose position has access to the same kind of information that the act would make available.

· Non-Securities – Another way out of securities laws is to sell something that is not a security;

· Definition of Security
· 10(b)(5) Applies to any security, not just publicly traded.

· Reliance on third parties statements regarding the status of the company. Therefore people buying securities need more protection.

· No control over the investment

· Rules are used to promote capital market investments

· 2(a) Definitions
(1) The term security means any note, stock, bond, etc., also investment contracts are a security

· Investment Contracts (Security) – Does the plaintiff a right of action, can the SEC bring an action or can U.S. attorney bring a criminal action. Requirements;
(1) Investment of Money – Investing in something expecting a profit, not a consumable commodity.
(2) Common enterprise – The fortune of one is interwoven with and dependant upon the efforts and success of the defendant
(3) Expectation of profit – Expect a return on investment, principle motivation of the investment.
(4) Predominately from the efforts of others – Investors must largely be passive, and the efforts of others are necessary.  Widespread evasion would occur if it was solely instead of predominantly.

· Smith v. Gross, 604 F.2d 639 (9th Cir. 1979).  Smith buys worms, and Gross would buy them back.  The price was set at ten times the market value of worms.  [A pyramid scheme].  Gross always gets paid, Smith will only get paid if they bring in more investors. Whoever is at the bottom is the one who loses. Classic Securities Fraud.  If the Gross’ were going to use the worms for themselves it would simply be selling a commodity.  The business is raising worms, and buying into an enterprise because the only way to make money is if he buys them back to Gross at the higher then market price.  Providing capital to his Earthworm business.
· Henry purchased a condominium locally of which he will live in.  Is this a security?  The primary reason for buying is consumption and use, not an investment.

· Henry purchased a home in an exotic island that will be rented out when he is not there?  This is not a security because the activity is taken upon by himself, eliminating the common enterprise and the efforts of others.

· 9-1.  Henry purchased a condominium, and enters into an optional rental pool maintained by a management company to rent the unit during most of the year when Henry will not reside.  Is this a security? Yes.  Investment in something with an expectation of profit, common enterprise—investing in the developers resort business—return based on developers ability to rent it out.

B. Securities Fraud

1. Rule 10b-5

· General anti-fraud act that applies to any security

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

· Does not create a cause of action, merely delegates authority to create regulations

· Rule 10b-5. Employment of Manipulative and Deceptive Devices
It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national security exchange,
(a) To employ any device, scheme, or artifice to defraud,
(b) To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statement made, in light of the circumstances under which they were made, not misleading, or
(c) To engage in any act, practice, or course of business which operates or would as a fraud or deceit upon any person, in connection with the purchase or sale of any security.

· Does not create a private right of action, it was recognized by the courts in 1946.  

· The courts must constantly go back and interpret what the elements are of this cause of action because it is not in the statute

· Rule 10b-5 Elements
(1) Fraud or Deceit: 
(2) By any person: There is no privity requirement under the Rule; defendants are not limited to purchasers or sellers
(3) In connection with: 
(4) The purchase or sale: 
(5) Of any security: Claims are not limited to publicly traded securities.

· Implied elements
(6) Materiality: 
(7) Duty: 
(8) Scienter: 
(9) Reliance: 
(10) Causation: 
(11) Damages:
2. The Elements
· (4) The Purchase or Sale: Standing to Sue ( Only if a person actually purchased or sold a stock. Investors who might have cannot bring a cause of action.

· Birnbaum v. Newport Steel Corp., 193 F.2d 461 (2d Cir. 1952).  Contemplated merger falls through because majority shareholder (Feldman) sells his stock to Willport at a premium.  This is a fraud on the non-selling shareholders in connection with Feldman selling his stock. The Court describes the scope of rule 10b-5 liability “The absence of a similar provision in §10(b) strengthen the conclusion that that section was directed solely at that type of misrepresentation or fraudulent practice usually associated with the sale or purchase of securities rather than at fraudulent mismanagement of corporate affairs, and that Rule… extended protection only to the defrauded purchaser or seller.” 
· (3) In Connection with: Foreseeability requirement; statement must be made in a manner reasonably calculated to affect the investment decision of the reasonable investor

· Superintendent of Insurance v. Bankers Life & Casualty Co., 404 U.S. 6 (1971) Per Curiam.  Bankers life decides to sell shares, Bengole arranged for a check for 5million to Bankers life from Irving, who transfers the Manhattan Shares to Bergole.  Manhattan owns U.S. securities, gets 4.8 million, plus 200,000 from the company and pays of Irving.  Now he has to cover it up and hide it from the creditors because Manhattan is now insolvent.  The issue is whether it is a 10b-5 violation.  Where is the security transaction—the sale by Manhattan of the U.S. securities.  (Birnbaum satisfied because Manhattan ( sold the bonds).  Fraud—Justice Douglas says that the statute must be read broadly, thereby the deceptive practice must merely “touch” the sale.  Court recognizes an implied right of action in a footnote.
· Courts do not interpret this as broadly today.

· (1) Fraud or Deceit: Misrepresentation, omission or manipulation, not just a breach of fiduciary duty.
Manipulation; refers to practices such as wash sales, matched orders or rigged process that are intended to mislead investors by artificially affecting market activity.

· Birnbaum v. Newport Steel Corp., 193 F.2d 461 (2d Cir. 1952).
· Santa Fe Industries, Inc. v. Green, 430 U.S. 462 (1977).  Santa Fe owns 95% of Kirby lumbar.  Merge Kirby into Santa Fe.  Short form merger, no vote of the shareholders necessary §253 GCL.  Plaintiffs claim that the real worth of the stock is $172 not $150.  The second circuit said that the company violated 10b-5 by breaching a fiduciary duty by having no business purpose.  The Court said this was impermissible.  Defines Fraud and manipulation.  Breach of fiduciary duty is not a 10b-5 action.  The fundamental purpose of the act is full disclosure.  If the terms of the act are unfair, there are no securities violations under federal law.
·  “Strike Suit” – Vexatious litigation

· Strong incentive to settle because of the possibility of high damages

· Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723 (1975).  Plaintiffs claim that they were defrauded and would have bought the stock but they were lied to.  The Court affirms Birnbaum, you must have standing to sue in order to bring an action.  It also changes the tone of the Supreme Court, carving back the scope of 10b-5 liability.  
· (6) Materiality: Total mix of information standard is the general test; if the information at issue is contingent, then the basic probability/magnitude test must be used.

· Disclosure is tied to materiality; there is no need to disclose immaterial information.

· Efficient Capital Market Hypothesis presupposes that material information will make a difference in the markets.

· Total Mix: Question of law and fact – Court is willing to grant summary judgment nonetheless 

· Policy question – Liability should not be imposed for trivial matters

· Disclosure: Is it material?
· (1) There is a substantial likelihood a reasonable investor would (not might) consider it important in deciding how to vote.
·  (2) There is a substantial likelihood that it would have been viewed by a reasonable investor as having significantly altered the total mix of information available. – More frequently used by the courts. For practical purposes they are the same, the second one just says what materiality or important means.

· Misrepresentation – The simple fact of a lie dose not create materiality, it must conform to the standard above, and alter the total mix of information

· TSC Industries, Inc. v. Northway, Inc., 426 U.S. 438 (1976)
· Effect of hindsight – Court will be trying to figure out whether there should have been disclosure after the fact, this may lead to disclosing more then normally would.

· There are no hard and fast rules of what is or is not material.

· Speculative Information – At what point should material be disclosed? 

· Silence, absent a duty to disclose is not misleading under rule 10b-5.  Material information does not create a duty to disclose.
· Balancing test:  Magnitude of the event, against the probability of the event.
Considerations: Pg 1039

· Basic Inc. v. Levinson, 485 U.S. 224 (1988). Combustion wants to acquire Basic. Basic denied negotiating with Combustion, a misrepresentation.  Mere disclosure of the information of the deal may have sank it by inflating the price. Non-disclosure helps the shareholders that did not sell.  Plaintiffs who sold before the announcement because the prices were deflated are suing; the action is usually the other way around.  Actual sale of the stock satisfies the standing requirement. Company must have an independent duty to disclose.  If Basic said nothing there would be no case, however, they lied.  Stock exchange called and asked why there was so much activity, they cannot say no comment, they cannot affirmatively misstate. No bright line rule is offered from the Court, but adopts the magnitude probability benefits test.  Here the Court concludes that it would be material and should not have misrepresented. 
· Basic response – it is the company policy not to respond to rumors.

· Sometimes there is a duty to comment.

· (7) Duty: Mere possession of material information does not create a duty to disclose.  
Exceptions to the general rule ( + Time limitations, disclosure may become necessary at the end of the quarter.
( Situations
1. Statute or regulations requires disclosure
2. Duty to correct – Inaccurate or misleading statement made must be corrected
3. Corporate insider trading
4. Duty to update – Some courts allow forward looking statements that turn out to be incorrect without a duty to update, other courts require an update of the information.

· Safe harbor for projections – Making a forward looking prediction about the future accompanied by meaningful cautionary language, the statement cannot be actionable.  This is to promote disclosure.

· (8) Scienter: Intentional or reckless conduct is actionable ( A state of mind embracing intent to deceive, manipulate or defraud.
· Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976)  Defendant Ernst & Ernst (big 8 accounting firm) auditor for the brokerage firm, because they have the deep pockets.  Theory; they were negligent in not finding the fraud in the securities. The plaintiffs were not smart people, from 1942 to 1966 Nay got plaintiffs to invest in Escrow accounts, but there was no account.  Nay had them write him checks personally.  Nay commits suicide and discloses the fraud.  First Securities goes bankrupt and the auditors are the only ones left. Theory; Ernst should have identified this as an irregular procedure that prevents a proper audit.  The Court held that there was no valid claim because of the lack of Scienter.  A state of mind embracing intent to deceive, manipulate or defraud.  The court viewed the language of the statute as one of intent, and it is beyond the scope of the SEC to promote a rule that would prohibit negligent conduct. Fn. 12  the Court refuses to decide whether reckless conduct is sufficient.  Every Circuit has said reckless conduct is sufficient.
· SEC only has to show the above elements except damages and a seller or purchaser, private plaintiffs must show;
· (9) Reliance: Must show the lie or omission induced the plaintiff to buy securities.  Fraud on the market presumption for securities that trade in efficient markets; rebuttable presumption for omissions in face to face transactions.

· Face to Face transaction – Easy, actual hearing of the misrepresentation. 

· Omission 
· Press Release (not read) – Basic, not actually read the press release the Efficient Capital Market Hypothesis supposes you are buying the stock with all the information built into it. Private enforcement provides a large deterrent to fraud and the SEC cannot handle the job.  If individual reliance is necessary practically there would be no action

· Fraud on the market theory – A lie or misrepresentation creates a rebuttable presumption.
· One on One and an Omission – The plaintiff must show that the omission was material in a face to face transaction with fiduciary obligations creates a rebuttable presumption of reliance.  Proof problem, the defendant caused the problem so they should have the burden of rebutting the reliance.

· Affiiliated Ute, 406 U.S. 128 (1972)
· Fraud on the market: Efficient Market and misrepresentation – Class action, plaintiffs have the benefit of a rebuttable presumption of reliance
1.) Materiality
2.) Disclosed to the public
3.) Securities traded on an open and developed, impersonal and efficient market place. The court adopts the semi-strong efficient capital markets hypothesis.  Artificially high price, and the market is like the agent and one can rely on that price, a fraud against the market therefore can be relied upon.
( This is proved by showing it is widely traded on a national securities exchange, the price of the security quickly reflects information put on the market.
( Truth on the Market defense: It is rebutted by showing anything that severs the link between the alleged misrepresentation and either the price received or paid, or decision to trade at a fair market price. (Rebutting materiality not reliance)

· Basic, Inc. v. Levinson, 485 U.S. 224 (1988). (4-2 decision).  Three of the justices have retired, and it would probably be answered differently but this is one of the rare cases in which the plaintiffs job was made easier.  Fraud on the market presumption created.


· (10) Causation: The lie actually caused the loss—proximate cause. Plaintiff must prove that the defendant’s conduct harmed the plaintiff.

· (11) Damages: Typically limited to out-of-pocket damages; punitive damages are not available.

· No punitive damages

· Out of pocket damages
Amount of inflation x # of shares = ((pv).

C. Insider Trading

1. Express Insider Trading Provisions

· 16(b): requires officers, directors, and 10% shareholders to disgorge profits from purchases and sales within 6 months
· Rule 14e-3: prohibits insider trading in tender offers
· Insider Trading Sanctions Act (ITSA)
Gives the SEC authority to seek civil penalties of up to three times the insider’s profits or losses avoided.

· Insider Trading and Securities Fraud Enforcement Act (ITSFEA)
Provides cause of action for contemporaneous traders, recovery based on profit made or loss avoided.  This also increased criminal fines and sentences.

2. Types of Insider Trading

· Classic Insider Trading – Usually a public company but can apply to non-public because of 10b-5.  Insider of company trades with the shareholders of the same company.

· Traditional Insiders – Directors, CEOs, Executive officers, controlling shareholders.

· Temporary or Constructive Insider – A lawyer or investment banker that receives the information.

· Tippee – Person who receives information from an insider (tiper).  

· Sub – Tippee – Receives information from tippee.

· Stranger – Receives information somehow.

· Misappropriation – Insider of one company is about to launch a tender offer.  The insider trades with the shareholders of the target company. (stealing information for own personal uses)

· Same types of other insiders 

· Problem: No fiduciary duty running from the insider of source company to the target company, but there is a duty to the source company.

3. Classic Insider Trading as Fraud

· When does the insider have a duty to disclose material insider information?
· 10b-5
( Fraud or Deceit, material omission (Non disclosure if there is a duty)
( In connection with the sale
( Materiality
· Policy – Equal access to information, anyone who trades on there own account on the information that is for the benefit of the corporation may not take advantage of such information knowing it is unavailable to those who they are dealing with.
· The line must be drawn somewhere, the equal access rule says anyone, the Court carves back on the broad scope of the rule.

· Abstain or Disclose Rule – Anyone in possession of material inside information must disclose it to the public or abstain from trading in the stock while such information remains undisclosed.
· An insider can start trading after disclosure is widely available to the market place. 

· Securities and Exchange Commission v. Texas Gulf Sulphur Co., 401 F.2d 833 (1971).  Mining company gets good results from a exploratory drill, but they do not own the land yet, so they try to keep it quiet, they also drill another hole to disguise what they have learned.  They try to buy as much of the land then they start drilling.  The employees have not kept quiet but purchased large amounts of stock, and a “call” an option to buy a stock at a certain price in the future. The information leaks out, to quell the rumors there is a press conference where they lie.  Classic case of insider trading. SEC brings a section 10b and rule 10b-5 action.  Is this Fraud? The scope must also be defined.
· Duty Approach – Must have a duty to the person on the other side of the transaction (Misappropriation theory) 
· Chiarella v. United States, 445 U.S. 222 (1980). Chiarella is a printer who works for a financial printer that produces all the disclosure requirement statements.  Chiarella learns of a tender offer before it is disclose through working.  Steps were taken by the company, law firm, and printer to prevent disclosure by blacking out names.  He traded in the stocks after he figured out the names. Under Texas Gulf, he violated 10b-5.  The Court overrules the conviction, rejecting the equal access rule, holding that there must be a duty running between Chiarella and the target shareholders.
4. Tiper Tipee Liability

· If the information is passed on without a breach of fiduciary duty there is no liability (this rule was changed by the misappropriation theory liability).

· Focus is on the insiders personal gain –

· Does not matter whether the tipper trades or not if there is a breach of fiduciary duty.

· Dirks v. Securities and Exchange Commission, 463 U.S. 646 (1983).  Fraud within a company, Dirks is told about it, and Dirks tells his clients who utilize it to.  Secrist is an insider who gives the information making him a tiper.  Dirks is the tiper and the tipee, the institutions are the sub-tipees. The Court says that tippee tipper liability is derivative in nature, the tipee will only be liable if the tiper will be liable (if they have breached a fiduciary duty), the tipee has to know or should know about the duty.  Since Secrist did not have an improper purpose in passing the information on to Dirks, Dirks does not inherit the disclose or refrain rule.
· Constructive or Temporary Insider – Someone has become a constructive or temporary insider subject to the abstain or disclose rule if:
1) They have entered into a special confidential relationship in the conduct of the business of the corporation;
2) They are given access to information solely for corporate purposes;
3) The corporation expects the outsider to keep the disclosed non-public information confidential; and
4) the relationship implies such a duty

· Tipper Liability
1) The insider and others who knowingly pass on improper tips are liable as participants in insider trading.
2) A tipper is liable for transmitting material non-public information if she knows or should know it is confidential and they anticipated some direct or personal benefit from the disclosure
     a) The tip is improper if the tipper expects reciprocal benefits.  Includes monetary benefits or non-monetary benefits.
3) The tipper can be held liable even if she does not trade, so long as the tippee does trade.

· Tippee Liability
1) Tippees inherit the abstain or disclose duty if they knowingly trade on improper tips
2) A tippee is liable for trading after obtaining material non-public information that he knows or has reason to know is confidential and came from an insider who anticipated some direct benefit from the disclosure.

· 11-1
A coach sitting in the stands overhears an executive at a football game.  The information relates to a merger, the coach purchases shares in the company.  Is there liability?
The issue is whether the Executive has a personal gain of whatever source.  Has Barry traded stock before?  

5. Misappropriation Theory

· Misappropriation Theory – Corporate outsiders can violate 10b-5 even though they have no duty of disclosure with those they trade with
· A person commits fraud un connection with a securities transaction when the person misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.
· Concentrates on the source of the information and whether there is a breach of duty

· If there is full disclosure to the source of the information that the non-public information will be used to trade, there is no longer a deceptive device and therefore no 10b-5 liability.
· United States v. O’Hagan, 521 U.S. 642 (1997).  O’Hagan was stealing trust funds of his clients.  He buys options and seeks out insider information in order to pay back the trust funds.  O’Hagan trades with the shareholders of Pilsbury.  He owes no duty to Pilsbury, only his law firm and their client Metropolitan.  Classic insider trading not applicable, however, this is a misappropriation theory. The Court upholds the misappropriation theory, a deception to the source of the information while secretly converting the information for personal gain.  The fraud is not completed until you trade, but those you trade with are not deceived, the Court says this does not matter.
· Duty of trust and confidence
· 10b-5(2) Duty of trust and confidence
Non exclusive list
(1) agreement to maintain a duty of trust and confidence
(2) Whenever there is a pattern or practice of sharing confidences, and they reasonably know or should know the information is confidential
(3) Whenever a person receives or obtains material nonpublic information from his parent, spouse, child, sibling, unless there is a demonstration that no relationship exists.

6. Tender Offer – 14e-3

· 14e-3
Applies to anyone in possession of material non-public information about tender offers.  

· Elements
Someone violates Rule 14e-3 by:
1) Trading on the basis of
2) material non-public information
3) concerning a tender offer
4) that he knows or has reason to know
5) has been acquired
6) directly or indirectly from 
7) an insider of the offeror or issuer or someone working on their behalf.

· D works for a law firm that represents client who is merging with another company – D trades on the information, this is not a violation of 14e-3 because it involves a merger and not a tender offer.

· 11-4
C arrives an hour late for an appointment with a hair stylist.  She tells her about C’s spouse S a well known executive, is about to announce a take over of X corp. Can H buys shares in X without incurring Liability under Rule 10b-5?
S – S has not done anything and cannot be liable
Tipper – Tippee – The tipper is C and S potentially.  Must show S passed information on an improper motive to C.  Probably not an improper motive.  Since the chain has been broken, no liability can pass to C or H.  
Misappropriation – Must show that H breached a fiduciary duty to the source, S.  (If it was a patient doctor privilege there would be a duty and then there can be a misappropriation theory).  See § 10b-5(2)
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