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I. Agents and Employees

a. An Introduction to the Organization of Business

i. Fowler v. Pennsylvania Tire Company:

1. a tire distributor, Martin, became bankrupt Martin’s business was taken over by a bankruptcy trustee-an individual appointed by the court, in this case, to liquidate the assets of the business and distribute among the creditors the cash realized by the liquidation. Penn Tire was the manufacturer and supplier of the certain tires held by Martin at the time the bankruptcy trustee took possession of the business. The question is whether Penn Tire had retained title to the tires (under a consignment), in which case it can retrieve the tires, or had transferred title to Martin (under a conditional sales contract), in which case (because Penn Tire failed to perfect any security interest) the tires are an asset of Martin, to be sold for the benefit of all creditors. The majority concluded that Penn Tire retained title to the tires and that consequently the tires did not become assets of the bankrupt, Martin, that could be sold for the benefit of all the creditor.  If Penn Tire had lost, it would have been entitled, along with other general creditors, to its pro rata share of the assets (ultimately cash) available for distribution.  The majority reasoned as follows: The transaction took the form of a consignment; the contract was cast in terms of consignment. Therefore Penn Tire retained title to the tires. Therefore Martin’s other creditors have no claim to them; the tires simply do not belong to Martin. The dissent argued that regardless of form, the transaction in practice had the indicia of a sale and should be treated as a sale.

2. Today, under the UCC §2-236, Penn Tire would lose without regard to whether it had retained title to the tires.

3. UCC §2-236(3) provides, “Where goods are delivered to a person [Martin] for sale and such person maintains a place of business at which he deals in goods of the kind involved, under a name other the name of the person making delivery [Penn Tire], then with respect to the claims of creditors of the person conducting the business the goods are deemed to be on sale or return,” and under UCC §2-236(2) are “subject to the claims of the buyer’s [Martin’s] creditors…while in the buyers possession.

4. Business Settings and Alternatives: Suppose owners of Penn Tire think of themselves first as tire makers, then begin to think about how to sell the tires. Consider the various ways they might do so

a. The selling process could be organized “within the firm.” Penn Tire could establish its own sales outlets, hire managers and sales people, etc.

b. The selling process might be organized “across market.” Penn Tire could sell its tires to independent distributors.

b. Employee Versus Independent Contractor

i. the doctrine of respondeat superior= a “master” (employer) is liable for the torts of its servants (employees).  A master-servant relationship exists where the servant has agreed (a) to work on behalf of the master and (b) to be subject to the master’s control or right to control the “physical conduct” of the servant.
ii. An agent-type independent contractor is one who has agreed to act on behalf of another, the principal, but not subject to the principal’s control over how the result is accomplished.
iii. A non-agent independent contractor is one who operates independently and simply enters into arm’s length transactions with others.
iv. Key element in each of the relationships is control
v. Different types of authority

1. Actual authority- look to the words, speech and conduct. The relationship between the principal to agent “do this”
a. ex. Keyfood store manager tells head of general non-food products says we need to make sure we order Halite. Tells him to do the ordering. Tells him to order 50,000lbs then store manager changes his mind. Is there a contract between Keyfood and Halite company? Yes-Keyfood bound, Actual authority
2. Implied authority- derived from actual authority. Relationship between principal and agent.
a.  ex. Keyfood store manager says order 50,000lbs of Halite. In February all the Halite sold out. Store manager is in Barbados-head of department orders the Halite again-implied authority.
b. It makes sense for the head person to order the Halite
3. Apparent authority- manifestation by the principal to a 3rd party that the agent has the authority and there has to be reasonable reliance by the 3rd party.
a. ex. head of the dept decides to order 50,000lbs of Halite includes business card and letterhead- store manager thinks its too much and wants to get out of the deal with the Halite dealer. Keyfood has manifested to the world that head of dept has authority-Is it usual or customary for someone in this position to have this authority? Reasonable, cloaked with authority

4. Inherent Authority- looking just at the agent’s position and is it usual or customary for someone to have that authority?
a. ex. In the industry of grocery stores- the head of the nonfood products generally orders the Halite-industry practice.
vi. Humble Oil & Refining Company v. Martin

1. woman leaves her car unattended at gas station for servicing, before any station employee had touched the car, it rolled across the street and hit Martin and his children. Humble argued that it not liable since the station was operated by an independent contractor, Schneider, and Humble is accordingly not responsible for his negligence nor that of the employee present at the time of the accident. The court held Humble liable, stating that Humble was responsible for the operation of the station. The facts that neither Humble, Schneider, nor any of the employees considered Humble an employer or master; that employees were paid and directed by Schneider individually as their boss and that a provision in the agreement expressly repudiates any authority of Humble over the employees, are NOT conclusive against the master-servant relationship.  There is evidence bearing on the right of Humble to control the details of the station work.  Financial control and supervision by Humble, with virtually no discretion by Schneider. Humble furnished all the station equipment, advertising, and products. The hours of operation were controlled by Humble. Master-servant relationship found.

vii. Hoover v. Sun Oil Company

1. fire caused by the negligence of an employee of Sun Oil service station sued on vicarious liability theory. Here the lease was subject to termination by either party. Minimum and maximum monthly rental price set as well as determined by sales. Permission to sell competitor’s products. Barone went to the Sun Oil school for service operators and received weekly visits from a Sun sales representative, but was under no obligation to take the advice of these people. Barone was an independent contractor. The test to be applied is that of whether the oil company has retained the right to control the details of the day-to-day operations of the service station; control or influence over results alone being viewed as insufficient. 

2. contracts terminable at will of either party and control of operation of hours are key elements.

viii. Gizzi v. Texaco

1. the plaintiff, Gizzi, bought a used Volkswagen van from the operator of a Texaco station, Hinman for $400. Hinman agreed to perform repairs on the van, including work on the brakes.  Himan completed the work and Gizzi drove away in the van. Shortly thereafter the brakes failed and Gizzi was injured. According to the court, it was plain that in selling the van Hinman was acting on his own behalf and not as an agent of Texaco. The court did not consider whether in performing the brake repairs Hinman acted in fact as a servant-type agent of Texaco. The issue framed on appeal was only whether Hinman was apparently as agent of Texaco for performing the repairs. The court cited Texaco’s nationwide slogan, “trust your car to the man who wears the Texaco star,” and the prominent of Texaco signs and insignia at Hinman’s station, and concluded that the evidence of apparent agency was sufficient to permit the case to go to a jury.

c. Franchises
i. Murphy v. Holiday Inns

1. Plaintiff slips and falls on a pool of water from an air conditioning unit at the Betsy-Len’s Holiday Inn. The Holiday Inn is the franchisor and Betsy-Len is the franchisee. The plaintiff wants to bring suit against both. The court holds that there is no master-servant relationship because there was no day-to-day control by the franchisor to the franchisee-no control. 

ii. Parker v. Domino’s Pizza

1. Employee works for J&B enterprises a franchisee of Domino’s. This is a negligence case, where the employee was driving at an excessive speed and hit pedestrians. Parker, the plaintiff was helping the pedestrians and was injured. Here Domino’s controlled the day-to-day activities and set significant parameters over how employees perform and a timeframe for delivery.

· Statutory Supplement:

· Restatement of the Law of Agency: 

· § 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 to so act. 

(2) The one for whom action is to be taken is the principal.

(3) The one who is to act is the agent.

§ 2. Master; Servant; Independent Contractor 

(1) A master is a principal who employs an agent to perform service in his affairs and who controls or has the right to control the physical conduct of the other in the performance of the service.

(2) A servant is an agent employed by a master to perform service in his affairs whose physical conduct in the performance of the service is controlled or is subject to the right to control by the master.

(3) An independent contractor is a person who contracts with another to do something for him but who is not controlled by the other nor subject to the other’s right to control with respect to his physical conduct in the performance of the undertaking. He may or may not be an agent.

§219. When Master Is Liable for Torts of His Servants

(1) A master is subject to liability for the torts of his servants committed while acting in the scope of their employment.

§220. Definition of Servant

(1) A servant is a person employed to perform services in the affairs of another and who with respect to the physical conduct in the performance of the services is subject to the other’s control or right to control.

§228. General Statement [of Scope of Employment Doctrine] 

(1) Conduct of a servant is within the scope of employment, if, but only if:

a. It is of the kind he is employed to perform;

b. It occurs substantially within the authorized time and space limits;

c. It is actuated at least in part by a purpose to serve the master, and

d. If force is intentionally used by the servant against another, the use of force is not unexpectable by the master.

(2) Conduct of a servant is not within the scope if employment if it is different in kind from that authorized, far beyond the authorized time or space limits, or too little actuated by a purpose to serve the master.

§2.04 Respondeat Superior

An employer is subject to liability for torts committed by employees while acting in the scope of their employment. 

d. Control and Liability of Creditors
i. A. Gay Jenson Farms v. Cargill

1. the legal focus is on control, but the context is that of a creditor exercising control over debtors after the debtor has experienced financial difficulties. The plaintiffs were farmers who sold their grain crops to Warren. Warren was a local firm that operated a grain operator. Cargill is a large, worldwide dealer in grain. On Cargill’s view of the facts, Warren bought grain from the farmers and sold it to Carill. On the farmers’ view of the facts, Warren bought grain as an agent for Cargill. Warren became insolvent without having paid the farmers for the grain and they sued Cargill. The court found that the relationship transformed from creditor-debtor relationship to a principal-agent relationship.

2. Restatement of Agency § 14 O. A security holder who merely exercises a veto power over the business acts of his debtor by preventing purchases or sales above specified amounts does not thereby become a principal. However, if he takes over the management of the debtor’s business either in person or through an agent, and directs what contracts may or may not be made, he becomes a principal, liable as a principal for the obligations incurred thereafter in the normal course of business by the debtor who has now become his general agent. The point at which the creditor becomes the principal is that at which he assumes de facto control over the conduct of his debtor, whatever the terms of the formal contract with his debtor may be.

e. Apparent Authority and Apparent Agency
i. Lind v. Schenley Industries

1. Lind promoted to district manager and the state manager. Promised 1% commission of sales of persons under him by Kaufman (sales manager NY) and Herrfield (vice president and general manager). Never paid the 1%. The president had authority. Neither Kaufman nor Herrfield had actual authority. Apparent authority-the boss will tell employee what the pay will be. Boss’ boss also tells him to talk to Kaufman or agent about salary. Corporation/President=principal, Kaufman/Herrfield=agent, Lind=3rd party. Is it usual and customary to have this power? There is a manifestation and a reasonable reliance by a 3rd party. Majority found it to be reasonable and found in favor of Lind. Dissent found that the reliance was unreasonable because Lind would have been the 2nd highest paid after the president.

ii. 370 Leasing Corp v. Ampex Corp.

1. 370, controlled by Joyce, buys computer equipment from one company (Ampex) and leases to other companies (EDS). 370 acts as an intermediary. An unsigned contract is sent to Joyce at 370, Joyce signs it and sends it back. Court decides that the unsigned document was not an offer but merely a solicitation to an offer and it becomes an offer by Joyce and 370 leasing and becomes a contract if Ampex signs it. Ampex does not sign it. Internal memos at Ampex saying that all transactions between Ampex and 370 go through Kay, Kay sends letter to Joyce almost confirming the order. Kay did not have actual authority. Kay does hae apparent authority. The company cloaked him with authority. It is usual and customary for Kay to have the authority. The memos and confirmation are further evidence. Ampex is bound to the agreement.

iii. Billops v. Magness Construction Co.

1. There is a function at a hotel that consists of an art exhibit, dance and banquet. The hotel is padi for in advance fro the renting of the room. The hotel manager wants more $ the day of the event. The group refuses to pay. The hotel manager makes an A-S-S of himself: threatens to have them arrested, calls police, harasses them. They sue for false imprisonment, invasion of privacy, intentional and negligent infliction of emotional distress, battery, assault, and defamation. They sue Brandywine hotel (franchisee) and Hilton International (franchisor). Is there sufficient control? Actual control: Yes, there is control over the daily operations by Hilton, there is a manual with specific provisions for virtually everything, unilateral termination, and surprise inspections. Apparent authority: Yes, there is a manifestation of control and reliance on the Hilton name and quality it represents.

f. Fiduciary Obligation
i. Agents have to work on behalf of the principal with the utmost honesty and good dealing.

ii. General Automotive Manufacturing Co v. Singer

1. Singer is the general manager and is well-known in field, has a good reputation and is the only employee with his particular skill and experience. Singer gets job opportunities that come up that his company can not deal with. He takes the opportunities and gets commissions from customers when he gives the opportunities away to other companies. The company sues Singer for lost opportunities on theory of a duty of loyalty-usurping business opportunity. The court says There has been a breach of the duty of loyalty. He took the opportunities for his own benefit acting as a broker. Singer should have “disclosed” opportunity and his actions to the company.

iii. Town & Country House & home Service v. Newberry

1. cleaning service that called numerous households comprising a customer list. Employees left the company and then called the customers on the list, some customers left with the employees. Town & Country wants to sue based on a breach of a duty of loyalty. Was this a breach of loyalty? The only customers they had were Town & Country customers, work product of Town & Country/ property interest, couldn’t exactly look up names in a phone book and figure who would want the services, similar to stealing.???

· Statutory Supplement

· §7. Authority. 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.

· §8. Apparent Authority. Apparent authority is the power to affect the legal relations of another person by transactions with third persons, professedly as agent for the other, arising from and in accordance with the other’s manifestations to such third persons.

· §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 not from authority, apparent authority or estoppel, but solely from the agency relation and exists for protection of persons harmed by or dealing with a servant or other agent.

· §26. Creation of Authority. Except for the execution of instruments under seal or for the performance of transactions required by statute to be authorized in a particular way, 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 principal’s account.

· §27. Creation of Apparent Authority. Except for the execution of instruments under seal or for the conduct of transactions required by statute to be authorized in a particular way, apparent authority to do an act is created as to a third person by written or spoken words or any other conduct of the principal which, reasonably interpreted, cases 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.

· §35. When Incidental Authority is Inferred. 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.

· §388. Duty to Account for Profits Arising Out of Employment. Unless otherwise agreed, an agent who makes a profit in connection with transactions conducted by him on behalf of the principal is under a duty to give such profit to the principal.

· §2.01 Actual Authority. An agent acts with actual authority in affecting the principal’s legal relations if, at the time of taking action, the agent reasonably believes, in accordance with the principal’s manifestations to the agent, that the principal so wishes the agent so to act.  

· §2.03.Apparent Authority. Apparent authority is the power to affect a principal’s legal relations with third parties held by an agent or other actor, when a third party reasonably believes the actor has the authority to act on behalf of the principal and that belief is traceable to the principal’s manifestations. When an agent holds a position within an organization, or has been placed in charge of a transaction or situation, a third party acts reasonably in believing that the agent has the authority to do acts consistent with the position the agent occupies absent knowledge of circumstances that would lead a reasonable third party to inquire into the existence, extent, or nature of the agent’s authority.

II. Ratification

a. Two individuals that are not principal-agents, A does something on behalf of B and B later accepts what A has done. Or. They are principal-agent, but A acts outside the scope of employment and B accepts it.

b. Ratification “relates Back” to the time of what A has done for B.

c. Evans v. Ruth

i. Ruth has contract with the state to provide crushed stone for roads. Ruth hired Darr as an independent contractor to manage the project. Evans spoke to foreman of the site and does work to start breaking up the stone and wants to get paid $131 for the work. Oral contract between Evans, Darr can’t pay, foes to Ruth. Ruth had made three receipts for pounds of stone crushed. Ruth met with Evans and promised to pay if he supplied an affadavit. Evans sues Ruth. Ruth did not authorize Evans to do the work. Evans wants to show ratification. Agreement to pay with the receipt of an affadavit.

d. Dempsey v. Chambers

i. McCulluch, a member of Chambers’ household, breaks a plate glass window when delivering coal to Dempsey. McCulloch was not a servant or an employee. With full knowledge of the accident Chambers presents a bill to Dempsey for the delivery of the coal. Ratification. Chambers is liable for McCulloch’s negligent acts when he sends the bill. This relates back to the original transaction.

e. Manning v. Twin Falls Clinic & Hospital

i. 67 year old patient taken off of oxygen tank while being moved. The nurse is sued as well as hospital. The court found that that failure to punish or reprimand alone is not sufficient evidence of ratification. Ratification is not shown by continued employment or the failure to discipline. 

· Statutory Supplement:

· §82. Ratification. Ratification is the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account, whereby the act, as to some or all persons, is given effect as if originally authorized by him.

III. Partnerships

a. Partners Compared with Employers

i. Fenwick v. Unemployed Compensation Commission
1. sharing of profits and losses, ownership and control of the partnership property, holding yourselves out to be partners, what happens at dissolution, language of agreement are all factors in determining whether a partnership exists. The sharing of profits is usually prima facie evidence of a partnership, but no such inference will be drawn if the profits were received as payment or wages for an employee. Here no partnership, simply profit sharing agreement between receptionist and beauty salon operator.
b. Partners Compared with Lenders

i. Martin v. Peyton
1. Partnership results from contract, express or implied. If denied, it may e proven by the production of some written instrument, by testimony as to some conversation, or by circumstantial evidence. Banking and brokerage firm. Selected the debtor’s management, gave a loan with a 40% return, profit sharing, but no loss sharing, more control, did not intend to be partners. Not a partnership.
ii. Kaufman-Brown Potato Co. v. Long
1. profit/loss sharing= prima facie evidence of partnership, less control and more independence, can make recommendations. This is a partnership.
c. The Fiduciary Obligations of Partners

i. Meinhard v. Salmon
1. 20 year lease operating business, Salmon=general manager, Meinhard provided the money, 4 months before the lease ends the landlords approaches Salmon to renew and expand the lease. Salmon accepts the new lease, but does not disclose to Meinhard. Fiduciary duty found. Salmon should have disclosed this opportunity to Meinhard. Because Salmon was the managing partner he had enhanced duties. The disclosure would have allowed Meinhard to decide what he wanted to do. Dissent: these are co-venturers and not partners and at the end of their lease they have no obligations to each other.  
2. Salmon as a general managing partner has a greater fiduciary duty to a silent partner.
ii. Lawlis v. Kightlinger & Gray
1. general partner to firm-discloses alcohol problem, sought treatment, they gave a program outline that granted a continuing relationship with the partnership, the partnership gave him a physician, firm gave him 2 chances. Lawlis was told that he would be severed as general partner and his files were removed from his office. Lawlis claims: dissolution of partnership at severance=no wrongful dissolution, the relationship was not over until the vote took place, in which he participated in; that the expulsion was not in good faith and was predatory=no, the firm was compassionate paying him, the firm was acting in good faith; breach of fiduciary duty=no, the guillotine method of severance, immediate, the partnership allowed for this and the firm used the step-down method instead, the firm did not breach any duty, guillotine method permissible and wasn’t even used. 
· Statutory Supplement

· Uniform Partnership Act
· §6. Partnership Defined. 

(1) A partnership is an association of two or more persons to carry on as co-owners a business for profit.

(2) But any association formed under any other statute of this state, or any statute adopted by authority, other than the authority of this state, is not a partnership under this act, unless such association would have been a partnership in this state prior to the adoption of this act; but this act shall apply to limited partnerships except in so far as the statutes relating to such partnerships are inconsistent herewith.
· §7. Rules for Determining the Existence of a Partnership. In determining whether a partnership exists, these rules apply:
(1) Except as provided by §16 persons who are not partners as to each other are not partners as to third parties.
(2) Joint tenancy, tenancy in common, tenancy by the entireties, joint property, common property, or part ownership does not of itself establish a partnership, whether such co-owners do or do not share any profits made by the use of the property.
(3) The sharing of gross returns does not of itself establish a partnership, whether or not the persons sharing them have a joint or common right or interest in any property from which the returns are derived.
(4) The receipt by a person of the share of profits of a business is prima facie evidence that he is a partner in the business, but no such inference shall be drawn if such profits were received in payment:
i. As a debt by installments or otherwise.
ii. As wages of an employee or rent to a landlord. 
iii. As an annuity to a widow or representative of a deceased partner
iv. As interest on a loan, though the amount of payment vary with profits of the business
v. As the consideration for the sale of a good-will of a business or other property by installments or otherwise.
· § 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 deceased partner or partner under legal disability.

· §21. Partner Accountable 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.
d. The Rights of Partners in Management

i. Nabisco v. Stroud
1. Stroud and freemen have food center=partners, Stroud told Nabisco that they didn’t want any more bread. Freeman orders bread. Is the partnership liable for the orders of bread? When there are two partners one is bound by the acts of the other. Any act binds the partnership. 
ii. Summers v. Dooley

1. two partners in trash collecting business, 1 employer hired with consent of only one partner, the other partner objects to this new employee, the hiring partner sues to get 4 back for payment to the employee. Is the partner bound to pay other partner for the expenses related to hiring the employee? “If the partners are equally divided, those who forbid a change must have their way.”

iii. Status quo governs the situation-the circumstances before the change.

· Statutory Supplement

· Uniform Partnership Act

· §9 Partner Agent of Partnership as to Partnership Business

(1) Every partner is an agent of the partnership for the purposes of its business, and the act of every partner, including the execution in the partnership name of any instrument, for apparently carrying on in the usual way te business of the partnership of which he is a member binds the partnership, unless the partner so acting has in fact no authority to act fo rthe partnership in the particular matter, and the person with whom he is dealing has knowledge of the fact that he has no such authority.

(2) An act by a partner which is not apparently for the carrying on of the business of the partnership in the usual was does not bind the partnership unless authorized by the other partners.

· §13 Partnership Bound by the Partner’s Wrongful Act. Where, by any wrongful act or omission of any partner acting in the ordinary course of business of the partnership or with the authority of his co-partners, loss or injury is caused to any person, not being a partner in the partnership, or any penalty is incurred, the partnership is liable therefore to the same extent as the partner so acting or omitting to act.

· §14. Partnership Bound By Partner’s Breach of Trust. The partnership is bound to make good the loss:

(1) Where one partner acting within the scope of his apparent authority receives money or property of a third person and misappropriates it; and

(2) Where the partnership in the course of its business receives money or property of a third person and the money so received is misapplied by the partner while it is in the custody of the partnership.

· §15. Nature of Partner’s Liability. All partners are liable

(1) jointly and severally for everything chargeable to the partnership under §§13 and 14

(2) jointly for all other debts and obligations of the partnership; but any partner may enter into a separate obligation to perform a partnership contract.

· §18 Rules Determining Rights and Duties of Partners. The rights and duties of the partners in relation to the partnership shall be determined, subject to any agreement between them, by the following rules: (e) All partners have equal rights in the management and conduct of the partnership business. And (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. 

IV. The Nature of the Corporation

a. Promoters and the Corporate Entity

i. “Promoter”-refers to a person who identifies a business opportunity and puts together a deal, forming a corporation as the vehicle for investment by other people.
ii. Things to do to avoid liability as a promoter:
1. sign contracts as promoter or non-recourse agent
2. no contract unless the corporation is formed and corporation adopts the promoter’s contract.
3. promoter will use “best efforts” to get corporation incorporated.
4. could have promoter be additionally liable.
5. promoter liable in the interim until corporation is formed.
iii. A newly formed corporation is not automatically liable to pre-corporation contracts of promoters-needs to adopt them

iv. Corporations by estoppel: all parties acknowledge and agree that this is a corporation, by operation of case law, will find a corporation to exist.
v. De jure corporation: filed all its papers, but has not yet gotten approval, mostly complied with all regulations
vi. De facto corporation: color of law, where there is a good faith effort to incorporate, not technically chartered by state.
vii. Southern-Gulf Marine Co. v. Camcraft Inc.
1. plaintiff agrees to get a ship built by Camcraft, agreement for $1.35M, signs agreement with name and Southern-Gulf Corp, which is not yet incorporated. Price goes up, builder does not want to sell to him anymore-wants out of deal-alleges corporation never existed. The court held that it didn’t effect the shipbuilder’s rights since there was a contract remedy. The contract was valid and the corporation did exist in the eyes of the court. It was a corporation by estoppel.
b. The Corporate Entity and Limited Liability

i. Walkovszky v. Carlton
1. Carlton is a shareholder in Seon Cab Co. and 10 other cab companies, each corporation has two cabs, the minimum automobile insurance of $10,000 carried. The corporations are undercapitalized and the cabs are heavily mortgaged. The plaintiff was injured by one of the cabs and argues that this should “pierce the corporate veil” and enterprise liability. The plaintiff goes to the deeper pockets to get shareholders instead of corporation. The court says either there is a unity of interest (taking the corporation and shareholders as one instead of separate entity) or a sanctioning of a fraud in order to pierce the corporate veil. The only allegation that the plaintiff makes is that the corporation was undercapitalized and minimum insurance amount was carried. There were not enough funds to deal with potential liability. The cab corporation was doing what it was supposed to do. The minimum insurance was a statutory requirement. This is not enough to pierce the corporate veil. Also says that there is not enough evidence for enterprise liability.
2. dissent-intentional under-capitalization to avoid liability is fraudulent. Took the moral view. A particular shareholder of a corporation vested with a public interest, organized with capital insufficient to meet liabilities, which are certain to arise in the ordinary course of the corporation’s business, may be held personally liable.   
ii. Piercing the Corporate Veil: getting through to shareholder for liability, generally affects small corporations, virtually NO cases of piercing the corporate veil in publicly traded corporations, 92% of the cases involved a misrepresentation.

iii. Sea-Land Services v. Pepper Source

1. A corporate entity will be disregarded and the veil of limited liability pierced when 2 requirements are met:

a. There must be such unity of interest and ownership that the separate personalities of the corporation and the individual (or other corporation) no longer exist AND

b. Circumstances must be such that adherence to the fiction of separate existence would sanction a fraud or promote injustice.

2. Whether a corporation is so controlled by another to justify disregarding their separate identities->Four factors (this goes along with the 1st prong)

a. The failure to maintain adequate corporate records or comply with formalities.

b. The commingling of funds or assets

c. Under-capitalization

d. One corporation treating the assets of another corporation as its own.

3. Sea-Land deals with reverse piercing as well as regular piercing. In this case, 1st prong unity satisfied, 2nd prong sanction fraud (would have to show intent, more difficult to prove) or promote injustice (must show some additional wrong beyond a creditor’s inability to collect). The lower court found additional wrong to satisfy promoting injustice, tax fraud and manipulation/assurance of payment.

iv. Kinney Shoe Corp v. Polan

1. Kinney is the landlord, Industrial Realty is the tenant and Polan Corp is the subtenant. Polan is also a shareholder in Industrial  Realty and Polan Corp. Polan defaults on lease. Industrial Realty has no assets, no income, no bank account, no stock, no offices elected, no organizational meetings, only has the certificate of incorporation filed. The corporation is really just a shell to avoid liability. Court test: (1) same as other test/unity, (2) an inequitable result occur if the acts are treated as those of corporation alone, and (3) assumption of risk (banks or lenders). The third prong is permissive and not mandatory. Under-capitalization is under the 2nd prong in this case, other cases (sea-land) puts it in the first prong. It can be simply an element of unity (Sea-Land, Walkovszky) or it may in and of itself be inequitable (Kinney). 

2. A stockholder’s liability is limited to the amount he has invested in –nothing in=no protection

3. Kinney should have known to do a credit check as a landlord.

4. Prof thinks they did assume the risk-Kinney should have known and should have asked for a personal guarantee.

c. Shareholder Derivative Actions

i. “Direct action”- the shareholder suing for him or her self, there is a direct harm
ii. “derivative action”- the shareholder is standing in the shoes of the corporation and suing on behalf of the corporation. These cases involve breaches of fiduciary duty, duty of loyalty and duty of care. The directors are not acting reasonably.
iii. In most states you need to make a demand 1st, approach corporation with a charge of problem, hope that they will fix it on their own, demand may not be required if it is futile->they’re not going to do anything, if board is conflicted in some way.
iv. Cohen v. Beneficial Industrial Loan Corporation
1. The charge=misdeamenor and fraud, wasting $100M, the plaintiff and intervenor owned 150 shares, .0125% of outstanding stock ($9,000 value), plaintiff in derivative actions with such a small interest have to post bond for indemnity unless 5% or $50,000 involved. There is no due process violation-rational basis-low level of scrutiny-is there any justification for requiring 5% or $50,000? A larger stake is relevant to good faith and may deter strike suits. No violation of equal protection. Whether is is substantive or procedural? Erie doctrine- this is substantive therefore state law governs, this creates a new class of liability, pay reasonable lawyer’s fees of opponent and court costs. Statute is fine.
v. Marx v. Akers

1. suit against IBM dealing with excessive salaries, challenging salaries of directors and officers as excessive, CEOs pay rise 500%, average workers pay rise 40% (Stabile statistic). Did not make a demand. 
2. The purposes of a demand requirement are to 
a. Relieve the courts from deciding matters of internal corporate governance by providing corporate directors with opportunities to correct alleged abuses
b. Provide corporate boards with reasonable protection form harassment by litigation on matters clearly within the discretion of directors and 
c. Discourage “strike suits” commenced by shareholders for personal gain rather than for the benefit of the corporation.
3. Model Business Corp. Act-universal demand, 90 day limit, only can escape demand if irreparable injury is shown

4. In New York demand is futile if a complaint alleges with particularity that (1) a majority of the directors are interested in the transaction, or (2) the directors failed to inform themselves to a degree reasonably necessary about the transaction, or (3) the directors failed to exercise their business judgment in approving the transaction.
5. Need to make a demand unless demand would be futile (here the demand to re-evaluate the board of directors salaries does not need to be made since it would be futile, conflicts of interest).
6. universal demand-you always have to make demand unless the allegation is irreparable harm-and if corporation does not take action in 90 days, then there is a cause of action.
7. Comparison of NY approach
a. Futile v. irreparable?
i. Irreparable focuses on harm to corporation
ii. Futility focuses mostly on actions of  board members
vi. Eisenberg v. Flying Tigers

1. shareholder wants to sue in derivative action, complaining that his voting rights have been diluted by the merger of the corporation. Is this a direct suit or a derivative suit? Eisenberg doesn’t own enough stock to be a proper plaintiff without posting bond. Court decides that this is a direct suit. The injury to the plaintiff is his voting right which is not necessarily a harm to the corporation. This harm is not specific to this shareholder.  Hasn’t really lost anything, still has the right to vote.
2. added three words to the definition of a derivative suit in §626. Suits are now derivative only if brought in the right of a corporation to procure a judgment “in its favor.” 
vii. Grimes v. Donald

1. shareholder alleges a breach of fiduciary duty, abdicate authority, failure to exercise duty of care-waste. CEO employment contract. CEO can decline constructive termination without cause if unreasonable interference in CEO’s judgment by board substantial shareholder, constructive termination happens after notice from CEO, in event of termination including constructive, golden parachute(base salary $650,000 for 6 ½ unless dies, medical benefits, annual incentive around $300,000)When a corporation refuses demand it may feel that it is not a problem, but will probably set up an investigation. Direct or derivative suit? Who’s supposed to mange corporation-board-abdicated authority to CEO, abdication claim-look to nature of claim and relief sought, here it’s $, this is a direct claim. 
2. The test in Grimes is whether the money goes to corporation, determines derivative suit.(Delaware)
3. Delaware test-look to the nature of the wrong and more importantly to the relief sought. 
4. Demand, unless futile-if it’s not futile the corporation decides what to do with the claim; reject, accept, or investigate.
5. Business judgment rule: presumption that the board has made appropriate decision, can be overturned if you prove:
a. Conflict of interest
b. Illegality
c. Irrationality
d. Uniformed decision
e. Fraud
6. Delaware; three reasons demand would be futile (show reasonable doubt)

a. Majority of board has a material financial or familial interest
b. A majority of the board is incapable of acting independently for some other reason such as domination or control
c. The underlying transaction is not the product of a valid exercise of business judgment
viii. Zapata Corp v. Maldonado

1. shareholder brings derivative suit, alleges breach of fiduciary duty, did not make demand-futile. Board appoints a committee to investigate four years after the lawsuit. The committee is composed of 2 disinterested new directors that were appointed. The committee decides that the suit should e dismissed. Question: whether the committee has the power to cause the present action to be dismissed. Committee-independent business judgment rule: presumption that the board’s decision is valid, presumption lost if there is fraud, illegality, conflict of interest, irrationality, or uninformed decision.  Independence and good faith-the burden of proof is on the corporation. The courts own independent business judgment->to decide whether suit was proper. Factors to look to as a committee to determine whether the lawsuit was proper: legal, ethical, commercial, promotional, public relations, employee relations, etc. 

d. Role and Purpose of Corporations

i. Dodge v. Ford Motor Co.

1. Ford decides it will not pay special dividends anymore, but will still pay regular dividends, the Dodge brothers=minority shareholders, Henry Ford= majority shareholder. Dodge brothers ask Ford to purchase their shares for $35M, Ford refuses. Ford reducing the cost of cars, increasing the salary of the employees, expanding facilities. Goal is to expand car ownership by refusing special dividends. Reinvesting most of the profits. Dodge wants to force Ford to pay dividends to Dodge brothers. Court decides-should give $19M of dividends to Dodge brothers. Court gets involved where there is a fraud or surplus of net profits. Generally the board will determine dividends unless, the board is not acting in the best interests of the corporation, is not acting in good faith or there is an abuse of discretion. It appears that Ford is not acting in best interests of shareholders, funding an humanitarian effort-not attempting to maximize profits.

ii. Schlensky v. Wrigley

1. minority shareholder brings suit against directors for negligence and mismanagement. Wrigley owns 80% of the stock of the Cubs. 19/20 teams have night games, 932/1620 games are played at night. In 1961-65 Cubs had operating losses. The plaintiff says that losses are due to poor attendance and alleges Wrigley failed to install light based on personal interest and not corporation interest. Court says this is not a fiduciary duty-this is within the board’s business judgment and the court will not interfere. There is not enough evidence linking the lights with the increased revenue. Wrigley feels that the lights will deteriorate the neighborhood.

iii. For business judgment rule it does not matter what you’ve decided as long as there was a method to examining or a process. 

iv. Privileges of corporations

1. limited liability

2. business judgment rule-presumption

V. The Duties of Officers, Directors, and Other Insiders

i. Duty of Care

1. requires officers and director to act as reasonable business people.

2. Also have the benefit of the business judgment rule.

3. Kamin v. American Express Company

a. AMEX had investments in stock DLJ, bought stock at $29.9M now valued at $4M. Why would a corporation have an investment in stock? Asset of corporation. Was going to give a special dividend of DLJ stock to shareholders. Could have sold the DLj stock, but decided to do this for tax purposes. Shareholder claims this was mismanagement and a breach of the duty of care. A corporation can give stock as a dividend. The court says there was no breach of the duty of care. It is the business judgment of the corporation and court does not interfere with the business judgment. There was no allegation of fraud, illegality, irrationality, uninformed decision or conflict of interest that would lose the presumption of the business judgment rule.

4. Joy v. North

a. Derivative action against officers and directors of Citytrust. Citytrust loaned Katz (real estate co.) money. This action is alleged to breach the duty of care. The board appointed a special litigation committee to handle the claim. Does the board appointed committee get the benefit of the business judgment rule? Court says no-the special litigation committee is appointed by the board and are biased. In NY the business judgment rule limits judicial scrutiny of the recommendations of special litigation committees to their good faith, thoroughness, and independence-protected by business judgment rule.

5. Francis v. United Jersey Bank

a. Woman inherits stock from husband in company (48%) a risk assessment insurance company, her sons own the other 52%. The woman and her sons are the only board members. The sons are taking out loans from the corporation. The husband warns the woman that the son would take the shirt off his back before he died. The woman gets al fucked up when the husband dies. She doesn’t review the financial reports, is absent from meetings. The sons end up looting $12M for loans. Has she breached her fiduciary duty? The company is now insolvent, the creditors sue based on fiduciary duty-duty of care. The court says this IS a breach of fiduciary duty-she should have reviewed the records and attended meetings, she should have at least a rudimentary understanding of the corporation’s activity. Why let the creditors bring suit? Some cases we allow creditors to bring suit if corporation has $ in trust for others (ex. Banking type corp, insolvency, or credit company). She has a duty to act as a reasonable person in personal business affairs.

b. Generally directors can object or resign to absolve themselves of liability for wrongdoing. Here the woman had to do more than simply objecting or resigning, she had to investigate. She had to make reasonable attempts to prevent the misappropriation of the funds. Her duty is beyond average reasonable person because of the nature of the case (funds in trust).

c. Higher duty of care when holding funds for others in trust, duty to prevent the misappropriation of those funds.

6. Smith v. Van Gorkom

a. Merger to use investment tax credits, $55 stock price for Trans Union, leverage buyout-mostly debt to finance deal (like buying a home), Van Gorkom is CEO near retirement, historic stock price $30-40/share. Van Gorkom met with Pritzker, Pritzker buys 1,750,000 shares at $38/share, buys Trans Union, “stalking horse”-issue share to me at low price, once merger occurs stock price will increase to $55/share-protective measure. At the board meeting there was no disclosure of how he came up with the $55 price-Trans Union could not actively solicit competing offers-could not furnish competing bidders proprietary information-board did not read contract- two hour meeting approves the transaction- claimed modified contracts as to proprietary information and other offers.  Senior management threatens to resign. At a later board meeting the hire Solomon Brothers market test-did not read agreement again. To get out of the offer with Pritzker the must be a competing offer. Trans Union shareholders approved merger. The board can rely on reports of agents, managers, etc. Court says board does not get the benefit of the business judgment rule because the decision was uninformed.

b. Why was it uninformed?


i. $55 price was arbitrary and reasoning was not disclosed.

ii. The board did not read the contract

iii. The 2 hour meeting was too brief

iv. Couldn’t rely on Van Gorkom because he was uninformed.

v. Proxy materials were inaccurate

vi. No market test for the shares.

c. This was a breach of the duty of care-uninformed decision.

d. Ratification issue-> shareholders=principal, board=agent, For ratification to take place the principal has to have full knowledge-here shareholders didn’t have knowledge, they didn’t know how the stock price was arrived at.

e. Dissent: look at the record and background of board of directors, they were businessmen prepared to make on the spot decisions. Professors, corporate chiefs, talented and knowledgeable. Board otherwise informed.

f.  In response to Van Gorkom Delaware adopted a statute amending certificate of incorporation that can eliminate or limit the personal liability of a director for breach of duty of care. This does not apply to breach of duty of loyalty, illegal, intentional misconduct, acts or omissions not in good faith and directors deriving improper personal benefit.

7. In re Caremark Int’l Inc. Derivative Litigation

a. Settlement of derivative action, Caremark plead guilty, paid approximately $250M, anti-referral payments prohibited. Payment to health care providers from paying any form of renumerate. Caremark made contracts with hospitals and some doctors who provided Medicare recipients. A “guide to contractual relations” governed employee contracts w/ physicians. Said no payments for patient referrals. HHS safe harbor regulations, Caremark conformed to regulations, HHS office of Inspector General investigated and found that some physicians did pay. Caremark disclosed investigation in annual report, employed Price Waterhouse to investigate. Concluded no weakness in control structure. Caremark new ethics manual prohibited payment to doctors. Established a toll-free ethics hotline. Caremark settled-No officers or directors charged, parties proposing settlement have the burden of persuasion. Best interest of corporation and other shareholders. Court says: duty of care may include this duty of board to attempt in good faith to determine if the reporting system is valid. Does court suggest how detailed the monitoring system should be? Says it’s a matter of business judgment, laves it to the board to suggest.  What does court say about this case with respect to the monitoring of anti-referral system? There was no breach of duty. Settlement was reasonable.

b. If you find out there is an antitrust violation you should:

i. Set up a compliance department to make sure the corporation stays within the bounds of law

ii. Periodic audits and investigation

iii. Compliance guide

iv. Training 

v. Follow-up

c. There is a greater duty to monitor where the company has been fined or sued or any indicia of wrongdoing

8. Within the duty of care there is a subcategory of a duty to monitor which occurs through

a. suspicion of wrongdoing or

b. heavily regulated industry.

9. Corporation sets up its own monitoring system, must be reasonable.

ii. Duty of Loyalty

1. Directors and Officers

a. Comes up in two contexts

i. Conflict of interest- on both sides of contract

ii. Usurping corporations opportunity

b. Look for two kinds of interest that exist

i. Direct- officer or director in fact selling, purchasing, or giving loans, a furnishing of services

ii. Indirect- maybe relatives involved in transactions or partner in accounting firm providing services

c. In duty of loyalty the business judgment rule does not generally apply.

d. The burden of proof is on the proponent of the conflicted deal->defendant (persons involved with the conflict) board must show good faith and inherent fairness.

e. Substantive fairness looks to whether the transaction mimics an arms-length deal. (look to price, quality, etc)

f. In some jurisdictions, if a disinterested board approves a transaction then the burden of proof shifts to the plaintiff or it will sterilize the transaction.

g. There could be a situation where the disinterested board is not exercising their duty of care-and may lose the benefit of the business judgment rule.

h. Remedies for breach of duty of loyalty include recission or damages.

i. Bayer v. Beran

i. Manufacturing celanese (rayon), FTC prohibited company from advertising and marketing celanese without saying that it is rayon. There was an advertising campaign (1940s) “Celanese hour” radio show with musical performances. The wife of a director/officer appears more frequently then the other singers, but is not featured and does not get paid more.  She is competent as a singer. NO breach of duty of loyalty. Rigorous scrutiny-looking to the fairness of the transaction. Here she negotiated with a professional agent and was granted a standard contract. What did the board do? They didn’t discuss this as a group, only individually and later approved the advertising campaign one year later, ratifying the decision. The fact that the board did not make a formal decision kept the burden of proof off the board and on the defendant. As for the ratification-the board gets the benefit of the business judgment rule.

j. Lewis v. SL&E Inc.

i. LGT-tire dealership, SLE-owned land and complex, LGT occupied SLE’s land. There are the same owners of both corporations. SLE rental increase of $14,400/year. Lease expired in 1966, rental not increased since 1966. No formal meeting of SLE’s shareholders or directors since 1962. In 1972 LGT shareholders= 61% Richard, 29% Leon, Jr., SLE shareholders=Richard, leon Jr. and Margaret & Carol. The directors of SLE and LGT are the same. Shareholder contract any SLE shareholder who was not a shareholder of LGT had to sell stock at book value by 7/1/72. Minority shareholder brings derivative suit alleging breach of loyalty. There is a concern that board members are undervaluing the assets of SLE. The burden of proof is on the defendant. Here the board was not disinterested. Court says Yes there was a breach of the duty of loyalty and the deal was not fair. The parties should have gotten an independent evaluation.

2. Corporate Opportunities

a. This is an aspect of the duty of loyalty where the corporation can sue

b. The remedy is recoupment of profits, a trust, or damages

c. There are a few questions to ask when determining if there is a cause of action.

i. Is this opportunity within the same line of business as the corporation?

ii. Is the corporation incapacitated in anyway?

iii. Does the corporation have the abilities to take the opportunity?

d. The corporation can consent to the officer or director taking the opportunity.

e. For the incapacitation defense you must look to all possible methods of exercising the opportunity (loans).

f. Broz v. Cellular Information Systems

i. Broz-president of RFBC cellular, sole shareholder, and on the board of directors for CIS (insolvent). Michigan 4 does cellular licensing. A broker/dealer approaches Broz to buy Michigan 4. Michigan 4 is on an adjunct license. They approached Broz in his capacity as president of RFBC and specifically does not approach CIS because they are insolvent. It is beneficial to get the Michigan 4 license because it is to a neighboring area. Broz tells/asks the president and several board members of CIS, all say they are not interested. Broz continues to negotiate. Simultaneously PriCellular is trying to takeover CSI and PriCellular wants to take the Michigan 4 license. The court found that there was no breach of duty. Did Broz usurp the corporation’s opportunity? The court says no. no breach of the duty of loyalty. The board turned down the offer, Broz did not owe any duty to PriCellular because there was an uncertain acquisition or takeover. This was not even a corporate opportunity because CSI was insolvent and financially incapable, they were not interested and had no expectation with respect to the opportunity. The court says officer or director can make a decision on his or her own whether an opportunity rightfully belonged to the corporation. If the officer believes the opportunity is not available to the corporation, he can take it himself. There is a presumption that the officer or director will act reasonably or in his best judgment. This is an efficient business justification. 

g. Energy Resources Corp v. Porter

i. Porter is the vice-president and chief scientist of ERCO ad a professor at MIT. At a conference in DC meets two other professors from Howard University. Agrees to submit a proposal for DOE, a minority program. The Howard professors get cold feet and are afraid of being “fronts” for ERCO (minorities used to get the benefit of the programs without corporation really being in minority group). Porter starts own firm with the two professors from Howard and pursues the DOE project. Porter resigns from ERCO and tells ERCO that it is not going to get the OE program. Was there a usurpation of corporate opportunity? Here there is an incapacity defense. The Howard University professors refused to deal with ERCO. The district court agreed with this, but the court of appeals reverse and said ERCO was never given the opportunity- he should have disclosed offer and seen if ERCO could address the Howard professors objections.

ii. What could ERCO have done? Could have formed a subsidiary with Porter to reach an agreement. Could have attempted to negotiate. Porter should have at least given ERCO the chance to talk to the Howard professors. You need to actually disclose when the incapacity is unclear. Porter himself=the opportunity, he is the key individual.

iii. ALI §5.05 Taking of Corporate Opportunities by Directors or Senior Executives

· (a) general rule. A director or senior executive may not take advantage of a corporate opportunity unless:

(1) the director or senior executive first offers the corporate opportunity to the corporation and makes disclosure concerning the conflict of interest and the corporate opportunity.

(2) The corporate opportunity is rejected by the corporation; and

(3) Either

i. (A) the rejection of the opportunity is fair to the corporation;

ii. (B)The opportunity is rejected in advance, following such disclosure, by disinterested directors, or , in the case of a senior executive, who is not a director, by a disinterested superior, in a manner that satisfies the standards of the business judgment rule; or

iii. (C) The rejection is authorized in advance or ratified, following such disclosure, by disinterested shareholders, and the rejection is not equivalent to a waste of  corporate assets.

· (b) Definition of a Corporate Opportunity. For purposes of this section, a corporate opportunity means:

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

i. (A) In connection with the performance of functions as a director or senior executive, or under circumstances that should reasonably lead the director or senior executive to believe that the person offering the opportunity expects it to be offered to the corporation; or

ii. (B) Through the use of corporation information or property, if the resulting opportunity is one that the director or senior executive should reasonably be expected to believe would be of interest to the corporation; or

(2) Any opportunity to engage in a business activity of which a senior executive becomes aware or knows is closely related to a business in which the corporation is engaged or expects to engage.

· (c) Burden of Proof. A party who challenges the taking of a corporate opportunity has the burden of proof, except that if such party established the requirements of subsection (a)(3)(B) or (C) are not met, the director or senior executive has the burden of proving that the rejection and the taking of the opportunity were fair to the corporation.

3. Ratification

a. Fliegler v. Lawrence

i. One large mining corporation and another smaller closely held corporation where the board of directors and sole shareholder are on the board of the large corporation. The small corporation (USAC) buys ore laden property and signs purchase option deal with large corporation (Agon) if Agon finds land will be profitable. Share swapping option of Agon to purchase. Agon exercise purchase option, majority of shareholders vote to approve. A derivative suit results, a shareholder believes Agon paid too much for the property. Shareholder ratification of an interested transaction shifts burden of proving fairness to the plaintiff, but it has to be majority of disinterested shareholders-here there were only 1/3, the burden stays on defendant (they were able to prove fairness-> this deal seems to be profitable for Agon and the property is of substantial value). So if there is no shift the next test is the intrinsic fairness.

b. In re Wheelabrator Technologies Shareholders Litigation

i. Waste Management Inc and WTI, Waste Management owns 2% of WTI stock, they negotiate a merger in which Waste Management will acquire WTI. Is there a conflict of interest? Yes four out of the 11 board members of WTI are also Waste Management directors. There is involvement on both sides of the deal.

ii. Was there sufficient disclosure, even though the meeting only lasted four 3 hours? Yes, the proxy statements fully disclosed the facts, the meetings were attended by investment bankers, and there was a long close relation ship between WTI and Waste Management so the board was familiar with the subject. No breach of the duty to disclose.

iii. Duty of care? There was a ratification by the shareholders, the disinterested majority voted for it and was fully informed.

iv. Duty of Loyalty- ratification by shareholders approval can shift the burden of proof to the plaintiffs. Sanitizes the deal. The underlying test is the business judgment rule and plaintiff must show poor business judgment or proof of corporate waste or gift of assets.

· If there’s a controlling shareholder (50%+) shift of burden of proof, but it is still the entire fairness test-show it’s unfair, look to all facts to determine if the transaction is fair.

v. This case used “gift or waste” standard-no controlling shareholder (only 22%) so business judgment rule applies.

4. Inside Information
a. Rule 10b-5 insider trading

b. Insider buys/sells securities on the basis of non-public material information.

c. An insider is a member of the board of directors, administrators, attorneys, officers, controlling shareholders

d. Tippee-receives information from an inside source.

e. Insider should “abstain or disclose”

f. Policy: eve playing field, fairness->capital market, prohibit manipulative or deceptive conduct, effects the reputation of the company.

g. Federal law, 1933 and 1934 Act were a direct response to the market crash.

h. For an action under the 1934 Act and Rule 10b-5 you need:

i. Material information.

ii. Standing- SEC and U.S. attorney usually bring criminal actions. Private parties sometimes have a cause of action under 10b-5 , but not for aideing and abetting.

iii. Scienter- some sort of intent to deceive, can include recklessness.

i. Goodwin v. Agassiz (common law cse)
i. Corporation mining ore-geologist has a theory that there are mineral deposits in this land. Corporate insiders set up another corporation to try to buy this land and plan to mine to see if there are mineral deposits.  They also buy the corporations stock on the Boston Stock Exchange without disclosing the geologist’s theory. Then they buy stock from a current shareholder (Goodwin). Goodwin said he would not have sold if he knew the information/theory. Did this violate the sate law? They bought stock on the exchange where the identity of the shareholder is unknown-impersonal. The directors have a duty to the corporation and to shareholders as a whole. This court says they do not have a duty to any one individual shareholder. 

ii. How does this differ from mergers and acquisitions and closely held corporations?

· There is not a majority v. minority shareholder here, as in the other scenarios. 

· There is no protected minority interest (there is a concern about minorities not getting the full equity of their investment).

iii. What does the court ultimately hold?

· There was no fraud here.

· There is no fiduciary duty to the individual shareholder

· No duty to disclose insider  information, when it is too nebulous or just based on a theory.

j. SEC v. Texas Gulf Sulfur Co.

i. Drilled land and found extraordinarily high mineral content when they drilled an exploratory hole. TGS president ordered employees to keep drilling result a secret. Several employees and tippees bought TGS stock, there were rumors of an ore strike. A few newspaper reports with rumors of strike, followed by a statement that the reports were exaggerated. And then again followed by detailed statement announcing discovery of 25M tons of ore. The stock price goes up. Clayton traded right before press conference and Coates traded after press conference.

ii. Was the information material? Yes. A reasonable man would find this information important. There is a duty to abstain or disclose. Coates traded after the release, but before the information was fully disseminated, the market needs time to interpret the information. He should have waited for a  period of time long enough for public to interpret the data, analyze and react. Today the length to time to wait would be less due to increased technology and news program analysts. The insiders who traded before the press release should have disclosed because the material information was not public.  

k.  Dirks v. SEC

i. Dirks is officer of broker-dealer who provides investment analysis-Secrist is a former officer of Equity Funding of America. There were fraudulent corporate practices, the assets were overstated. Dirks interviews several officers and employees of Equity Funding and they deny this. Dirks tells everyone his theory, Equity Funding stock falls the SEC finds that there was corporate fraud taking place and they charge Dirks with aiding and abetting. The SEC censured Dirks ad he appeals. A fiduciary duty can be inherited from tippor/insider to tippee. Look to see if insider has received a personal benefit. If insider breached his fiduciary duty to shareholders and tippee should have known of this breach. Here no breach of fiduciary duty. Dirks is not an insider and Secrist is not getting any personal gain.
l. U.S. v. O’Hagan

i. O’Hagan is a dirty attorney that works for Dorsey & Whitney firm. Grant is a client of the firm and seeking to acquire Pilsbury as a target. O’Hagan purchases the Pilsbury shares before merger. Then Grant announces the tender agreement. And Pilsbury stock price increase. O’Hagan then sells shares for a profit. 
ii. Two theories of insider trading.
· Traditional/classic theory- when a corporate insider trades in the securities of his corporation on the basis of material non-public information.
· Misappropriation theory- when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information. 
VI. Problems of Control

a. Control in Closely Held Corporations

i. Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling

1. Cumulative voting-mechanism to maximize vote, straight line voting. The issue is Are these voting agreements legal? Yes these are valid. A voting trust is illegal, but here we only have a pooling agreement.  What is the effect? The court ultimately decides that Haley is in violation of the agreement and the court did not consider Haley’ shares as a result. Ringling had 3 members on board and North had 3 members on board. There were supposed to be 7 positions, what happened to the last spot? It was left vacant for the next shareholder meeting. Is this a good decision? Yes, there is a breach of contract remedy.

ii. McQuade v. Stoneham

1. Stoneham=president, $45,000/year, 1306 shares, McGraw=vice president, $7,500/year, 70 shares, McQuade, treasurer, $7,500/year, 70 shares. McQuade also sits as a magistrate. There is a personality dispute between McQuade and Stoneham,McQ. Is removed from his position. McQ attempts to enforce the agreement. Is it enforceable? The court holds agreement is void because it infringes on the power of the directors. Directors manage a corporation, this agreement takes that power away(setting salaries and electing officers). It is also against public policy. The Ringling Bros. case dealt with shareholders getting together and voting for directors, it is distinguishable because this case deals with election of officers which is beyond their scope.  The disagreement-McQ is looking out for minority shareholders, also since he was a magistrate he was not allowed to engage in other business, profession or hold any other public office. The dissent-checks and balances, the directors still have some discretion, directors and officers can be replaced, but does agree that magistrate can’t hold the position.

2. The court says as a matter of public policy that “stockholders may not, by agreement among themselves, control the directors in the exercise of the judgment vested in them by virtue of their office to elect officers and fix salaries.”

iii. Clark v. Dodge

1. Two individuals who enter into an agreement for their positions in corporation. Clark has 25% shares, Dodge has 75% of shares. Clark is employed as the treasurer/general manager as long as faithful, competent, and sufficient. No unreasonable salaries to others so that it will reduce Clark’s salary. When the directors are the sole stock holders there is no objection to contract. It is enforceable.   

b. Abuse of Control

i. Wilkes v. Springside Nursing Home Inc.

1. Wilkes acquires option to purchase building and lot in Pittsfield. Riche, Quinn and Pipkin decide to operate a nursing home, organized corporation- each invested and each agreed to be director and participate equally in management. Riche-president, Wilkes-treasurer, Quinn-clerk, each listed in the articles of incorporation as a director. Pipkin sold to O’Connor and elected director but never held office. In 1965 decided to sell portion of property to Quinn to operate rest home.  Wilkes got Quinn to pay more, bad blood between Quinn and Wilkes, Quinn got increase in salary. Wilkes=no salary, not reelected as officer or director. Majority shareholder-duty of care to minority shareholder. Similar to partnership agreement. In a closely held corporation there is a fiduciary duty to each other.

2. What does the court look to, to show breach of fiduciary duty?

a. Legitimate business purpose and

b. If there is a lessful means to the minority shareholders available.

3. The court finds no legitimate business purpose, there is a breach-there is a remand on the amount of damages.

i. What should they have done? Employment contract, severance package, golden parachute, and agreement to buy/sell shares, mandatory buyback.

ii. Ingle v. Glamore Motor Sales

1. 78 shares-Glamore, 22 shares-Ingle. Purchase agreement for Ingle’s shares if Ingle ceases to be an employee for any reason. Employee at will doctrine (could be fired at any time). Just because he’s a minority shareholder the employee is not given any additional rights against discharge. No obvious disadvantage to shareholder because of repurchase agreement. Glamore wants to keep shares and business exclusively in family. Dissent-special protection to minimum shareholders, expectations of minimum shareholder-employment. Minimum shareholder is not a regular employee. “cease” should mean voluntary by Ingle and not terminable by Glamore.

VII. Mergers, Acquisitions, and Takeovers

a. Mergers and Acquisitions

i. De Facto Merger Doctrine

1. Merger-need approval from shareholders and board
2. A tender offer can be friendly or hostile, one company attempting to buy the shares of another company on the open market.
3. The stock acquired is usually held in escrow. 
4. Farris v. Glen Alden Corp.
a. De facto merger doctrine. Reorganization-sale of assets, Glenn Alden will acquire all assets/liabilities of List. Glen Alden will issue stock to List. List will dissolve, shareholder vote to approve. Glenn Alden shareholder complains-insufficient notice and no right to dissent by shareholders (to get appraisal of shares, establish fair market value). Shareholder expectation of corporation invested in and now when merged could be substantially different from the original. The court decides to look at de facto merger doctrine, look at consequences of the transaction to see whether in fact it is a merger. The company here would be substantially different-serious financial loss by Glen Alden shareholders, List would have a majority of the directors. Who has the right to dissent? The selling shareholder or the buying shareholder? The selling shareholder. Here List is acquiring Glen Alden, therefore the right to dissent stays with Geln Alden.
5. Hariton v. Arco Electronics
a. Reorganization. Arco sells assets to Loral, Arco calls a stockholder meeting. Arco distributes to its shareholders all Loral shares. 80% shareholder approval. Plaintiff shareholder did not vote, sued and said that reorganization was illegal. The court holds that the sale is legal, similar to a merger. In Delaware you can call it what you want.
6. How do you protect yourself from a merger as a shareholder? 
a. Needs approval from both the board and shareholders
b. Get a contract requiring unanimous voting for a merger
c. Buy/sell agreements/ mandatory buy back.
ii. Freeze-Out Merger

1. Weinberger v. UOP Inc.
a. Signal and UOP-> Signal owns 50.8% of UOP, UOP board of directors has several directors that were employed by Signal as well. Crawford is the president of UOP and a former officer of Signal. Signal decides to acquire the other 49.2% of UOP to finish the merger. Arledge and Chitier (Signal officers and UOP directors) discuss price of $24-feasibility study. Don’t disclose this to UOP. Signal asks Crawford (Pres) for $20-21/share. Crawford has no objection. Lehmen Bros evaluate UOP, hasty +quick, the price per share was left blank on report. Majority of UOP shareholders approved merger and majority of minority approved transaction. Is this shareholders ratification? Did Signal shareholders breach a fiduciary duty to UOP shareholders? Court says look to fiduciary duty-yes there is a breach of the duty of loyalty. Ratification? No, shareholders were uninformed, burden of proof stays on defendants. Fairness test and fair price. You are supposed to disclose everything, the Lehman study was not enough. Elements (1) fairness test: full disclosure, should not have rushed the study (2)fair price: generally accepted methods, use everything. In Delaware business purpose legitimacy->eliminated. They should have gotten independent negotiation committee.
b. Delaware General Corporate Law §262(h) provides that shareholders who dissent from a merger and seek appraisal are entitled to receive a cash payment equal to the “fair value” of the shares “exclusive of any element of value arising from the accomplishment or expectation of the merger.”
2. Coggins v. New England Patriots

a. Sullivan bought AFL franchise for $25,000. 9 other investors invested $25,000 each receiving 10,000 shares. Corporation sold 120,000 shares of nonvoting stock $5/share. Sullivan CEO was ousted. Sullivan bought all 100,000 voting shares for $102/share. Sullivan voted out other directors borrowed $5.3M, wants corporation to assume personal debt. Merger of old patriots and new patriots. Court says the standard is legitimate business purpose and fair dealing and fair price. Case cites often to Wilkes freezinf out minority shareholder. Court found no legitimate business purpose here because it was primarily to pay off Sullivan’s debts. AFL required 10% ownership of franchise to prevent internal disputes. Present value of non-voting share today. Also called for remand on issue of waste (the 5.3M debt payoff). 

3. Rabkin v. Phillip A. Hunt Chemical Corp.
a. Olin bought 63.4% stock at $25/share if Olin acquired remaining Hunt shares within 1 year they would also pay $25/share. Olin does not purchase stock remaining within 1 year. Discuss price of $20/share, fairness opinion from Morgan Lewis. Hunt board hires Merrill Lynch, $19-25/share. Outside directors of Hunt say $20 is fair, but not generous. Olin will not raise price. Hunt accepts at $20/share. The proxy materials disclose 1 year term $25/share and that Merrill Lynch appraised stock at $19-25/share. A group of plaintiffs complain about offer, feel it is not fair. The court looked to procedural fairness. Remand. 
iii.  Takeovers

1. Cheff v. Mathes
a. Holland Del. Corp. manufacturing air conditioning  and furnaces. Board comprised of family member stockholders. Holland employed 8500 persons and mainland 400 branches, employ retail sales force, trading value of stock increases and market price increases. Maremont interested in merger with Holland, Maremont was the person buying shares. Maremont->”corporate raider” involved in liquidation of corporation. Holland employees concerned about merchant takeover, supposedly 25 employees left D+B identifies them as merchant corporate liquidator. Maremont loss of $336,121. Holland repurchased 5607, Holland bought Maremont’s 155,000 shares at $14.40/share. Book value of shares=$20/share. Stock price: $15.25 trading price. Market price will go down after $ is done circulating, by buying back the stock diminishing the value. The court says look to see if there is a sincere belief of proper business practice buyout. Burden of proof is on the defendants to show proper business practice. Directors those with a pecuniary interest have a higher burden and a higher duty. Proper business purpose here-concerned about Maremont->would modify sales practices. Good reason to engage in green mail. Modified business judgment rule. No breach of fiduciary duty.
2. Defensive tactics to avoid takeover
a. Propaganda
b. Make yourself unavailable as target (so that the acquisition would violate some rule)
c. Might look for a white knight (another corporation fro takeover)
d. Poison pill-> make corporation unpalatable, issue bonds, run up debt, give out sweetheart deals
e. Lock-ups fixed price
f. Green mail- payoff the hostile intent, pay them to go away.
3. William Act-requires if anyone owns 5% of stock, you must disclose.
4. Unocoal v. Mesa Petroleum Co.
a. Front end and back end loaded takeover. Acquire 1st 51% at one price and the remaining % at a different price. $54 front end $54 back end that was going to be funded mostly with junk bonds-which are highly speculative worth less and generally not valued highly. Unocoal defense mechanism: self tender for non Mesa owned shares at $72/share. Effort to thwart Mesa’s takeover. What does court say about this defense technique and how they discriminate against Mesa shares? Boards can buyback shares, if board could show rational business purpose for this decision, get protection of business judgment rule-look for good faith and reasonable investigation-look to see whether there is approval by independent directors. Concerned with conflict of interest, looking out for their own jobs instead of best interest of the shareholders. Entrenchment. What did they decide here? Selective stock repurchase was motivated by good faith, there was no fraud or misconduct, concern for the backend dealings, therefore valid/rational business purpose-referred to expert advice. What about Mesa discrimination, why should they not participate in this? Mesa seeking selective treatment themselves, Mesa engaging in unfair practices. If you allow Mesa to get the $72/share tender they can then finance their purchase. Defensive tactics can be used against corporate raider during hostile tender. 
b. SEC now prohibits discriminatory self-tenders.
5. Revlon v. MacAndrews & Forbes Holdings
a. Acquirer=PP, target=Revlon, whiteknight=Forstman. PP-> Revlon $40-50/share. Lazard Freres=advised $45/share is too low. Defensive measures-(1) repurchase share, (2) if anyone acquires 20% of Revlon stock you can exchange shares for $65 note at 12% interest. By having these notes it raises corporations liability and debts and it renders corporation less appealing. Revlon 10M shares-tender senior note of $47.50 at 11.75% interest for its shares convertible exchange to preferred stock. Preferred stock like a bond, gives you a specified dividend amount regularly. What does the court decide about the defense provisions here? When you put the corporation up for market you have to try to get the best deal for your shareholders. Defensive mechanisms involved, breached fiduciary duty. No valid reason to not get best deal for shareholders. Deal becomes less advantageous.
6. Paramount Communications v. QVC
a. QVC hostile tender offer, strategic alliance between Viacom and Paramount. Paramount board approved merger with Viacom. Defensive mechanism: termination fee $100M, no shop provision, stock option contract granted to Viacom. Option to purchase approximately 19.9% of Paramount’s stock at $69.14/share if deal terminates. Viacom could pay for shares with debt. Viacom could elect cash equal to difference between purchase and market price. What does the court decide? Are these defense mechanisms valid? Has the board breached any fiduciary duty to the members. Defensive measure are not invalid generally-invalid when there’s a sale auction. You’re supposed to get the highest price. Shift in control here or sale of control, when company merges selling off control/ shift of control makes the defense mechanisms invalid
7. Cheff and Unocoal-> defense mechanism valid can thwart hostile takeover-fear of corporate raider
8. Revlon and Paramount-> defensive mechanism invalid when sale of company or sale of control.
