Business Organizations

Professor Perino

I.  GENERAL INTRODUCTION

A.  Business Organizations:  A business organization is an organization which does not rely solely on market transactions and self-performed labor.  This usually means 
that there are co-owners or employees.


B.  Ways to Structure an Investment



1.  sole proprietorship:  one person owns, operates, has all responsibilities 


and collects all profits.  Often a sole proprietorship is not a business 


organization at all, it simply consists of one individual running a business 


solely through market transactions and self-performed labor.

2.  Implicit Team:  Two businesses which remain separate entities but work together.

3.  Explicit Team:  Two businesses which remain separate entities but enter into a contract to work together.

a.  discrete contract:  a contract which tries to anticipate all possible future disputes




b.  relational contract:  a contract which does not try to anticipate 



future disputes but provides a mechanism for dealing with them 



when they arise.



4.  Form a Firm




a.  corporation




b.  limited liability company




c. general partnership




d.  limited liability partnership


C.  Factors to Consider in Deciding How to Structure Your Investment



1.  Transaction Costs:  The costs of getting things done (lawyers fees etc.)




a.  Bounded Rationality:  the limits of what you know, inability to 



predict the future etc.




b.  Opportunism:  an individual pursuing selfish interests at the 



expense of those with whom they deal




c.  Team-specific Investment:  an asset which has a lesser value if 



used outside the team.



2.  Expected Return:  Possible Return X Probability = Expected Return



3.  Tax Consequences



4.  Limited Liability

II.  AGENCY & FIDUCIARY DUTY

A.  Definition of Agency:  Restatement of Agency §1:  Agency is a fiduciary relationship created by a manifestation of mutual consent that the one shall act on the others behalf and subject to his control.


B.  Fiduciary Duty:  Agents do not have the natural incentive to act with the 

businesses long term success in mind, but agents are necessary to a business 
organization, fiduciary duty is an attempt to deal with this problem.



1.  Relationship between agent and principle




a.  Restatement of Agency § 13:  An agent owes a fiduciary duty 



with respect to matters within the scope of the agency.




b. §387:  The agent has a duty to act solely for the benefit of the 



principle in all matters related to the agency




c. § 393:  The agent has a duty to not compete with the principle in 


any matter relating to the agency.




d. § 396:  After termination of the agency, the agent





1.  has no duty not to compete

2.  has a duty to not use or disclose to third persons trade secrets and other confidential information obtained solely for the principals use or acquired in violation of a duty.  The agent may use/disclose general information including names 
retained in his memory.





3.  has a duty to account for profits made by the use of 




trade secrets and other confidential information





4.  has a duty to not take advantage of a still existing 




confidential relationship

2.  Liability of Principle to Third Parties for Actions of Agent:  So that third parties will deal with agents, agency law creates a relationship whereby the agent acts on behalf of the principle and the principle is bound 
by and liable for damages caused by the agents action.  This liability exists 
when the agent acts within their authority.




A.  Sources of Authority





1.  Manifestation of consent by the principal (expressly or 




by implication)--some conduct or statement by the principle 



from which it is reasonable for someone else to believe the 




principle has consented.





2.  Attempts to facilitate commercial transactions 





and protect the reasonable expectations of third parties




B.  Types of Authority





1.  Actual Authority:  the principle manifests consent 




directly to the agent (expressly or by implication).  The 




knowledge/beliefs/actions of third parties are irrelevant to 




the creation of actual authority.






a. § 33:  An agent is authorized to do only what is 





reasonable for him to infer the principal wants him 





to do.






b. § 26:  Authority to do an act can be created by 





written or spoken words or by other conduct which 





causes the agent to reasonably believe that the 





principal desires him to act.






c. § 35:  

2.  Apparent Authority:  The principle manifests consent directly to the third party.  This doctrine is developed out of a concern for third parties being mislead by appearances.  It will hold principle liable when the action of an agent is beyond the scope of their actual authority but the third party had a reasonable belief that the agent had authority.






a.  § 27:  Apparent authority is created by written or 




spoken words or any other conduct of the principal 





which causes the third person to reasonably believe 





that the principal desires the agent to act on his
 




behalf.





3.  Inherent Authority:  There is no manifestation of 




consent, but authority is created to protect the reasonable 




expectations of outsiders who deal with an agent.

III.  General Partnerships


A.  Formation:  The consent of two or more persons to act as co-owners of a 
business for profit forms a partnership.  No express agreement is necessary.



1. UPA § 7:  Rules that determine whether or not a partnership exists




a.  joint ownership of property alone does not establish the 




existence of a partnership.




b.  sharing of gross profits alone does not establish the existence of 


a partnership.

c.  sharing of profits is prima facie evidence that a partnership exists unless the profits were received in payment:





1.  As a debt





2.  As wages or rent





3.  As an annuity to a widow or representative of deceased 




partner





4.  As interest on a loan





5.  As consideration for the sale of good-will or other 




property

2.  A partnership exists as a separate legal entity, apart from the individuals


B.  Dissolution:  Since a partnership is a consent based relationship, a partner may 
leave at any time and cause dissolution.  The end of the partnership is a three part 
process: dissolution, winding up, and termination



1.  Dissolution--”cause of death of the partnership”




a.  § 29:  dissolution is the change in the relation of the partners 



caused by any partner ceasing to be associated with the partnership




b.  § 30:  A partnership is not terminated upon dissolution, it 



continues to exist until winding up is completed




c. § 31:  causes of dissolution





1.  Without violation of the partnership agreement






a.  by the termination of a specified term or 






undertaking

 




b.  by the express will of any partner when no 





definite term or undertaking was specified






c.  by the express will of all partners either before or 




after any specified term or undertaking






d.  expulsion of any partner in accordance with such 




a power conferred by the partnership agreement





2.  In violation of the partnership agreement, where the 




circumstances do not permit a dissolution under any other 




provision, by the express will of any partner at any time





3.  By any event that makes it unlawful for the partnership 




to carry on its business





4.  By the death of a partner





5.  By the bankruptcy of any partner or the partnership





6.  By decree of the court




d.  § 32:  Dissolution by Decree of Court





1.  On application by a partner the court shall decree 




dissolution when:






a.  a partner is declared of unsound mind






b.  a partner becomes incapable of performing his 





part of the partnership contract






c.  a partner is guilty of conduct which has a 






prejudicial effect on the carrying on of the business






d.  a partner willfully commits a breach of the 





agreement, or otherwise makes it unreasonable to 





conduct business with him






e.  the business can only be carried on at a loss






f.  it is otherwise equitable





2.  On application of the purchaser of a partners interest 




when:






a.  termination of the specified term or undertaking






b.  At any time if it is a partnership at will




e.  Continuation Provisions:  the parties can contract for the 



partnership to continue when a partner leaves



2.  Winding Up--end of business, settling of accounts, distributing assets




a.  § 38 (1):  Non Wrongful Dissolution:  When dissolution has 



been caused, each partner may have the partnership property 



applied to discharge its liabilities, and the surplus applied to pay in 



cash




b.  § 40:  distribution of assets





1. the assets of a partnership include






a.  partnership property






b.  contributions of the partners necessary for the 





payment of all liabilities 





2.  the liabilities of the partnership rank in order of payment 




as follows:






a.  owing to creditors






b.  owing to partners other than for capital and 





profits






c.  owing to partners in respect of capital






d.  owing to partners in respect of profits





3.  the partners shall contribute the amount necessary to 




satisfy the liabilities in accordance with § 18 (a)




c. § 18 (a):  Each partner shall be repaid his contributions, whether 



by way of capital or advances to the partnership property and share 


equally in the profits and surplus remaining after all liabilities, 



including those to partners, are satisfied; and must contribute 



toward the losses, whether of capital or otherwise, sustained by 



partnership according to his share of the profits

1.  EXCEPTION--KOVACIK V. REED--If a partner contributes human capital and is not paid a salary, he does not have to share in the capital losses of the partnership.  He still must share in any loss to creditors.  This is because all partners have apparently valued their capital equally if they agree to share profits equally.




d.  In Kind Distributions--can contract for in kind distribution 



instead of liquidating assets, however if all parties do not agree the 



court can not award in kind distribution, instead must order a 



judicial sale.





1.  EXCEPTION:  In kind distribution allowed when






a.  no creditors


HUH??


b.  ordering a sale would be senseless






c.  in-kind distribution is fair to all partners




The court refuses to follow the exception, states that the right to a 



judicial sale is absolute




e.  § 18 (f):  no compensation for acting in the partnership business, 


even while in the process of winding up



3.  Wrongful Dissolution

a.  a partner always has the power to dissolve a partnership but does not have the right to do so if they have contracted otherwise. Therefore the consequences of a dissolution will be different if there was such a contract.




b.  § 38 (2):  When dissolution is caused in contravention of the 



partnership agreement,





1.  Each partner who did not cause the dissolution shall 






a.  have all normal dissolution rights






b.  the right to damages from the partner who 





caused the wrongful dissolution






c.  the right to continue the business with each other 




as long as they all consent and they pay the partner 





who caused the dissolution his value in the 






partnership interest and indemnify him against all 





present or future partnership liabilities.





2.  The partner who has caused the dissolution shall






a.  never be able to order a judicial sale unless the 





other parties do not want to continue in the business






b.  not have the right to wind-up the business




c.  Regular contract interpretation is used to determine whether or 



not there was an agreement to not dissolve the contract

d.  A wrongful dissolution is a dissolution in contravention of the partnership agreement.  Usually this is a partnership for a fixed term and a partner leaves before that term.  But, under the Page case, an at will partnership can be wrongfully dissolved.  Since a partnership agreement includes an obligation of good faith and fiduciary duty, if in dissolution you act in bad faith or breach your fiduciary duty 
you have acted in contravention of the partnership agreement and therefore have dissolved wrongfully.





1.  § 31 (1) (b):  allows a partner to dissolve an at will 




partnership by express will, this right is limited by the Page 



case.





2.  In the RUPA, Page is overruled and the statute states 




that wrongful dissolution only occurs when an express term 



is violated



4.  Partner Expulsion




a.  UPA § 31 (1) (d):  The expulsion of a partner in accordance 
Can you 
with the power to do so in the partnership agreement is listed as a 
 

expel for any reason
cause of dissolution

if its not in partner-
b.  There is no fiduciary duty to remain partners, a partner can be ship agreement?
expelled for any reason


C.  Management & Liability



1.  Ownership Functions:  UPA § 18:  partners share equally in ownership 


functions (unless agreed otherwise)




a.  Residual claimant and ultimate risk bearer




b.  Top of firms day to day operating hierarchy




c.  Oversee the overall business and affairs




d.  § 18 (e):  All partners have equal rights in management and 



conduct of partnership business




e.  § 18 (h):  Any difference as to ordinary matters may be decided 



by majority vote of partners but no act in contravention of any 



agreement between the partners may be done without the consent 



of all partners





***ordinary matters are those that arise in the ordinary 




course of the partnership business



2.  All partners personally liability for tort or contract claims against 


partnership




a.  UPA § 15:  

1.  All partners are jointly and severally liable for any charge 
under UPA § 13 (torts committed) and UPA § 14 (breach of fiduciary duty).





2.  All partners are jointly liable for all other debts and 




obligations of the partnership (contract obligations)  






NOTE:  jointly liable--each partner is individually 





responsible, all parties must be pursued






Joint and several--all are liable but the creditor can 





choose who to sue and release and those people will 




be forced to pay all and seek compensation from the 




others.




b.  UPA § 13:  Any partner acting with authority of his co-




partners or in the ordinary course of the business commits a tort 



the partnership is liable.




c.  UPA § 14:  the partnership is liable when





1.  a partner acting within the scope of his apparent 




authority misapplies money or property of a third person

2.  money or property of a third person is received by the partnership in the course of its business and it is misapplied by a partner




d.  UPA § 9:  





1.  The partnership is bound by any act of a partner who is 




apparently carrying on in the usual way of the business of 




the partnership UNLESS the partner has in fact no authority 



to act in that manner AND the person with whom he is 




dealing has knowledge that he has no authority






“Carrying on in the Usual Way”:  did this particular 





observer believe that the action was part of the way 





this type of firm would do business





2.  An act of a partner which is not apparently for the 




carrying on of the partnership business does not bind the 




partnership UNLESS authorized.





3.  Unless authorized, less than all partners have no power 




to:






1.  assign partnership property






2.  dispose of the good-will of business






3.  make it impossible to carry on the ordinary 





business of the partnership






4.  confess a judgment






5.  submit a partnership claim to arbitration

 
D. Tax:  Partnerships are not taxable entities, all profits flow through to the 

partners who are taxed on their income.  (No double taxation problem)  Their is 
the option of the check the box rule, which allows you to be subject to an entity 
tax.


E.  Fiduciary Duty:  In a partnership, each partner is an agent bound by fiduciary 
duty to the principal, the partnership.



1.  Meinhard v. Salmon:  Partners owe a fiduciary duty to the partnership.  


They can not do something to their advantage that relates to the 



partnership.  There is a strict fiduciary duty imposed as a default rule, the 


parties can contract around it.  In a close call, informational and power 


advantages of one partner makes his fiduciary duty even greater.



2.  UPA § 20:  Partners have a duty to provide true and full information of 


all things affecting the partnership on demand of any partner

3.  A breach of fiduciary duty results when a fiduciary gets a benefit from something affecting the partnership, damage to the partnership is irrelevant.

IV.  Limited Partnership


A.  Formation:  to form a limited partnership, you must file a certificate with the 

state


B.  Management

1.  must have at least on general partner and the rest can be limited partners

2,  RULPA § 403:  the general partners have the same management powers and power to bind the partnership as in a general partnership and the limited partners have no management power or power to bind the partnership as agents


C.  Liability




1.  Limited partners have limited liability, only up to the amount of their 


investment

2.  If the limited partner controls the management of the partnership or does the act causing liability, they will be fully liable




a.  RULPA § 303

1.  (a):  A limited partner in not liable unless he takes part in control of the business AND the person harmed reasonably believed he was a general partner





2.  (b):  statutory safe harbor, these acts are not taking part 




in control of the business






a.  being a contractor for an agent/employee of the 





limited partnership or a general partner or being an 





officer, director, or shareholder of a general partner 





that is a corporation






b.  consulting with and advising a general partner 





with respect to the business of the limited 






partnership






c.  acting as a surety for the limited partnership or 





guaranteeing or assuming one or more obligation of 





the partnership






d.  taking any action required or permitted by law to 




bring a derivative action in the right of the limited 





partnership






e.  requesting or attending a meeting of partners






f.  proposing, approving, or disapproving, one or 





more of the following







1.  dissolution and winding up







2.  sale, exchange, lease, mortgage, pledge, 






or other transfer of the assets of the 







partnership







3.  incurrence of debt by the partnership 






other than in the ordinary course of business







4.  change in the nature of the business







5.  admission or removal of general partner







6.  admission or removal of limited partner

7.  transaction involving an actual or potential conflict of interest between a general partner and the partnership or the limited partners







8.  an amendment to the partnership 







agreement or certificate of partnership







9.  matters related to the business of the 






partnership not otherwise enumerated which 





the partnership agreement states may be 






subject to approval of limited partners






g.  winding up the limited partnership






h.  exercising any right or power permitted to 





limited partners





3.  (d):  a limited partner who knowingly permits his name 




to be used in the name of the partnership is liable to 





creditors without actual knowledge that the limited partner 




is a general partner



3.  General partners fully liable


D.  Tax:  All unincorporated business organizations have same rule

V.  Limited Liability Companies


A.  LLC’s are very common, but there is not much uniformity in the rules, every 
state has there own rules.  Most of the rules are speculative, the only mandatory 
rules are external and fiduciary duty rules.


B.  Management:  Choice between



1.  member managed firm--all members have management functions like a 

general partnership, or



2.  manager managed firm--The managers function as general partners and 

members like limited partners


C.  Liability:  Everyone has limited liability

VI.  CORPORATIONS


A.  Basic Characteristics of the Corporate Form



1.  Separation and Specialization of Function




a.  directors and officers are managers, agents of shareholders




b.  shareholders are owners with no management power



2.  Limited liability



3.  Centralized hierarchical decision making for ordinary decisions



4.  Shares are freely transferable, no dissolution from sale



5.  Separate and Perpetual Existence


B.  Corporation Law



1.  Internal Affairs Doctrine:  corporate law is state law.  Choice of law 


rule states that the law of the state of incorporation will be used in lawsuits 

involving a corporation.



2.  Federal Securities Law--govern how corporations raise capital 



(Securities Act 1933), how corporations make disclosures to the public 


(Securities and Exchange Act 1934), proxy voting (Sec. & Ex. Act 1939), 


insider trading (Sec. & Ex. Act 1934)


C.  Securities Market

1.  Shares--ownership interest in a corporation.  A shareholder is entitled to a percentage of profit, they are the residual claimants of the corporation.




a.  classes of shares--shares can have different characteristics.  



Classes must be described in the articles of incorporation.  Each 



share within a class must be the same, with the same rights and 



preferences.  Every corporation must have one class with 




unconditional voting rights and one class with residual claimant 



status.





1.  common share:  Shares with unlimited voting rights and 




residual claimant status





2.  preferred share:  Shares with some kind of preference 




over common shares (eg.  entitled to a special dividend or 




% of assets upon dissolution) and not all of the same rights 




as common shares.

  


b.  shares entitle you to limited liability.   This helps to facilitate 



public trading by decreasing your research cost when investing.



2.  Efficiency of the Stock Market

a.  Efficiency means that information is widely and cheaply available and all the information that is available is reflected in the price of a security.  Stock prices follow a random walk, this means that past prices of stock can not predict future prices.  If the market is efficient, it always reflects available info.  since new info is unpredictable, prices are unpredictable.




b.  Efficient Capital Market Hypothesis





1.  weak form:  prices reflect all information contained in 




the record of past prices

  



2.  semi-strong form:  prices reflect all publicly available 




information.  This is because the public seeks information 




and uses it to trade stocks.





3.  strong form:  prices reflect all information whether or 




not it is publicly available.




c.  most people believe in the semi-strong form of the efficient 



market hypothesis.  The theory effects corporation law in many 



ways.  It is the basis for laws regulating information dissemination, 


insider trading etc.


D.  Shareholder Rights



1.  Right to Sell



2.  Right to Vote




a.  shareholder voting powers





1.  elect directors annually





2.  approve charter amendments and extraordinary items





3.  vote on matters management submits to them





4.  remove directors with/without cause





5.  suggest policy changes

b.  GCL § 141 (a):  the business and affairs of the corporation shall be managed by the board of directors.  This precludes direct management by shareholders, shareholders do not vote on ordinary matters.




c.  GCL § 242 (b):  Amendments to the articles are made by





1.  board of directors must initiate





2.  shareholders vote on a proposed amendment




d.  GCL § 109:  Shareholders must vote to amend the bylaws of the 


corporation.  Ordinary management matters are governed by § 141 



and cannot be put in bylaws.




e.  Shareholder political activity





1.  shareholder democracy is fundamental because it 




legitimizes the separation between ownership and 





management.  There are collective action problems 





associated with shareholder voting.  Shareholders are 




rationally apathetic, they do not vigorously exercise their 




voting power because any benefit is divided among many 




and it won’t outweigh the cost of making a rational 





decision.





2.  Shareholder meetings






a.  GCL § 211 (b):  An annual meeting of 






stockholders shall be held to elect directors.  The 





meeting shall be held in accordance with the bylaws






b.  GCL § 211 (c):  If a meeting isn’t held for a 





period of thirty days after the date designated, OR 





for a period of thirteen months, the shareholders 





may petition the Court to order a meeting.  The 





Court has discretion to order a meeting and will do 





so if the directors can’t satisfy a burden of showing 





that postponing is in the best interest of the 






shareholders.






c.  GCL § 211 (d):  special meetings are to be called 




by the board or anyone specified in the bylaws or 





articles





3.  GCL § 228:  Any action that would be taken at an 




annual meeting may be taken without a meeting if the 




shareholders consent in writing.  Most corporations delete 




this right in the articles.





4.  Electing Directors






a.  default rule:  directors are elected annually

b.  GCL § 141 (d):  the board may be staggered/classified.  This means that only a  portion of the board is elected each year.  A classified board must be provided for in the articles, the original bylaws, or a bylaw adopted by shareholders.






c.  valid meeting







1.  notice:  GCL § 222-notice to 







shareholders 10-60 days before meeting







2.  quorum:  GCL § 216: default rule is a 






majority, can set something else, must be at 






least 1/3






d.  voting







1.  In person or by proxy--GCL § 212







2.  one vote per share--GCL § 212







3.  Plurality needed to elect directors--GCL 





§ 216 (3)







4.  Majority needed for all other matters--






GCL § 216 (2)







5.  Straight Voting:  One vote per share for 






each seat available.  (100 shares means that 






you can vote 100 votes for one candidate per 





seat available)







6.  Cumulative Voting:  One vote per share 






X Number of Seats available, can vote all 






your votes for one candidate or divide them.  





(100 shares, three seats available, you get 






300 votes and can give any number to as 






many candidates as you choose)








SX/(D+1)








S = shares voting








D = number of seats open








X = number of directors you will 







elect








Solve for X, you need one more 







share than that to elect that number 







of directors









6M outstanding shares









9 Seats available









You own 2M shares









How many directors can you 








elect??










Trial and Error









6M(2)/(9+1)









12M/10









1.2 M  You need 1.2M + 1 








share to elect 2 directors









6M(3)/(9+1)









1.8M + 1 shares to elect 3









6M (4)/ (9+1)









2.4 M + 1 shares to elect 4









You have 2M, you can elect 3






5.  Removing Directors







a.  GCL § 141 (k):  A director can be 






removed with or without cause EXCEPT







b.  GCL § 141(k) (1):  If you have a 







classified board, a director can be removed 






only for cause.  Unless you provide 







otherwise in the articles.

c.  GCL § 141 (k) (2):  If you use cumulative voting, you can remove for cause by majority vote or without cause if you get enough votes that you would not be able to elect that person with cumulative voting (Use The Formula)







d.  Removing For Cause








1.  Majority Vote








2.  Due Process Rights 









a.  notice of the charges









b.  opportunity to present 








your case to the shareholders 








before or with the proxies 








solicited by the board









c.  company must pay to 








disseminate the statement to 








the shareholders








3.  Cause means actions which 







constitute a real burden on the 







corporation (disclosing trade secrets, 







planned scheme of harassment, 







embezzlement, Campbell v. Loewls, 







depends on facts and circumstances, 







is it a real burden?

 


f.  Proxy Solicitation





1.  The Securities & Exchange Act gives the SEC power to 




govern proxy solicitation for






a.  All companies that are publicly traded






b.  All companies that have $10M in assets and 





shares held by 500 people





2.  The rules are designed to keep people from soliciting 




proxy materials in deceptive ways or without disclosing 




essential facts.  Focus on timing and content.





3.  The Rules

a.  Rule 14a-3:  forbid solicitation of proxy without first distributing a proxy statement.  Any non-routine proxy statement must be submitted to the SEC.  (electing directors and shareholder proposals ARE routine)






b.  Rule 14a-5:  govern form of proxy statement






c.  Rule 14a-4:  govern form of proxy card







must give the shareholders the opportunity 






to do more than just approve the companies 






proposal






d.  Rule 14a-7:  If the corporation is soliciting 





proxies, they must assist any shareholder that 





requests it by







1.  supplying a list of those to be solicited or







2.  mailing the solicitation for them






e.  Rule 14a-8:  govern shareholder proposals






f.  Rule 14a-9:  Anti-fraud rule







1.  no misleading or false statement of 






material fact may be made in the solicitation







2.  The shareholder has a private cause of 






action against anyone who violates this





4.  What is a Solicitation?






a.  Rule 14a-1 (k) (1):  A request for a proxy, a 





request to execute a proxy, or the furnishing of a 





form of proxy or other communication to 






stockholders under circumstances reasonably 





calculated to result in the procurement, 






withholding, or revocation of  a proxy.






b.  Because of a possible chilling effect on speech, 





the SEC has exempted some people from the 





definition of solicitation







1.  Rule 14a-1 (k) (2) (iv):  a communication 





by a shareholder stating how they intent to 






vote and why, as long as the shareholder 






does not engage in a proxy solicitation and 






the statement is made in the public medium.







2.  Rule 14a-2 (b) (2):  a statement not made 






by the corporation and not directed at more 






than 10 persons



3.  Right to Sue

A.  Shareholder Right to Sue Director for Breach of Fiduciary Duty

1.  Duty of Loyalty:  Fair and candid in pursing personal interests, no unfair diversion of resources or competition for personal gain

a.  corporate opportunity:  an allegation that a director personally takes an opportunity that belongs to the corporation







1.  ALI approach--ALI Principle § 505








a.  what is a corporate opportunity? § 






505 (b)





1.  An opportunity to engage in a business activity which a director or 




senior executive becomes aware of either






a.  in connection with the performance of functions as a 





director or senior executive OR under circumstances that 





should reasonably lead them to believe that the person 





offering the opportunity expects it to be offered to the 





corporation OR






b.  Through the use of corporate information or property, if 





the opportunity is one they should reasonably believe would 





be of interest of the corporation





2.  Any opportunity to engage in a business activity of which a senior 




executive becomes aware and knows is closely related to a business in 




which the corporation is engaged or expects to engage.   (This one 




doesn’t apply to outside directors, only senior execs.)








b.  Rule of Liability § 505 (a)





1.  A director or senior executive may not take advantage of a 





corporate opportunity unless,






a.  The director/senior exec. first offers the opportunity to the 





corporation and makes disclosure concerning the conflict and 





the corporate opportunity






b.  the corporate opportunity is rejected and






c.  either







1.  the rejection is fair to the corporation







2.  the opportunity is rejected in advance, following 






such disclosure, by disinterested directors







3.  rejection is authorized by disinterested 







shareholders and it is not a waste







2.  Delaware Approach, Broz v. CIS







a.  a director may not take a business 







opportunity for his own if,

1.  the corp. is financially able to exploit it









2.  the opportunity is within 








the line of business of the 








corp.










3.  the corp. has an interest or 







expectancy in the opportunity









4.  by taking the opportunity 








the fiduciary is put in a 








position of conflict with the 








corp.








b.  a director may take a business 







opportunity for his own if,









1.  the opportunity is 









presented in an individual 








capacity









2.  the opportunity is not 








essential to the corp.









3.  the corp. has no interest or 







expectancy in the opportunity









4.  director has not 









wrongfully employed 









resources of the corp.








c.  no factor is dispositive, it is a 







judicial balancing on case by case 







basis








d.  disclosure to the board is not 







required by your actions will be 







insulated by disinterested board 







approval






b.  conflict of interest:  a director is on both sides of 





the transaction







1.  GCL § 144:  a transaction between either








a.  a corporation and 1 or more of its 







directors or officers, or

b.  a corporation and any other 







corporation in which one or more of 







its directors or officers are directors, 







officers, or have a financial interest in







is not void/voidable solely because of the 






conflict, it can be cleansed.







2.  A transaction with a conflict can be 






cleansed by:








a.  disclosure + approval by 








disinterested directors








b.  disclosure + approval by 








disinterested shareholders








c.  a showing by the board of entire 







fairness







3.  Shifting the burden of proof








a.  Board decision is protected by 







business judgment rule

b.  Plaintiff must overcome business judgment rule presumption, can do so with showing a conflict








c.  Defendant must show that one of 







the cleansing mechanisms has been 







achieved









1.  If there has been approval 








by a majority of disinterested 








shareholders, the burden is 








shifted to Plaintiff to prove 








WASTE










a.  if Plaintiff proves 









waste, they win unless 








ratification was 









unanimous









2.  If there has been approval 








by a disinterested board,









the regular business judgment 







rule applies.  The burden 








shifts back to Plaintiff to 








overcome the presumption 








with something other than the 







conflict










a.  If Plaintiff 










overcomes business 









judgment rule, 









Defendant must show 









entire fairness







4.  Entire Fairness Standard








a.  Fair Price








b.  Fair Dealing








c.  A finding of entire fairness can be 






made in the absence of fair dealing, 







often fair price is enough for a Court.







5.  Waste








a.  no consideration or very small








b.  diversion of corporate resources 







for improper purposes





2.  Duty of Care:  Must exercise skill, diligence, care that a 




reasonably prudent person would exercise in similar 





circumstances. 






a.  Guidelines for fulfilling the duty 







1.  Get a rudimentary understanding of the 






business







2.  Keep informed about the corporations 






activities

3.  engage in general monitoring of corporate affairs and activities







4.  Attend meetings regularly







5.  Maintain familiarity with the 







corporation’s financial records







6.  Make inquiries into doubtful matters, 






raise objections to apparently illegal actions, 





and consult counsel and/or resign if 







corrections aren’t made






b.  Substantive Due Care







1.  Some courts say there is no such thing as 






a breach of substantive due care, but 







Delaware Supreme Court says that although 






rare, it does exist







2.  The business judgment rule is rebutted 






with a showing that a decision is so far 






beyond the bounds of reasonable judgment 






that it seems essentially inexplicable on any 






ground other than bad faith.

3.  It is very rare to find a breach of substantive due care without a corresponding 
breach of procedural due care.   It would have to be a No-win situation.






c.  Procedural Due Care







1.  The business judgment rule is rebutted 






by a showing of gross negligence







2.  Smith v. Van Gorkam  Road Map








a.  These actions amount to gross 







negligence:









1.  selling a company upon 2 








hrs. consideration, without 








prior notice, without a crisis 








or emergency

2.  approving a merger without supporting documentation and with no more evidence of terms than a short oral presentation

3.  approving a merger without any documentation as to the value of the company

b.  Quick action is presumed grossly negligent and purchasers demand for immediate approval of the offer does not overcome that presumption








c.  Directors can not overcome a 







presumption that they negligently 







agreed to a price for the company by 







relying on their collective experience 






with the company or on the fact that 







the offered price represents a 








substantial premium over prevailing 







and historical market prices.








d.  Adequate documentation of value 






is obtained by asking the CFO to 







make a valuation study or by 








commissioning an adequate outside 







valuation study by qualified 








investment bankers.

e.  Boards should include at least one investment banker or financial analyst as an outside director to understand valuation opinions.








f.  Directors must actively participate 






in questioning insiders who propose 







mergers/significant transactions








g.  Directors must insist on recesses 







to get adequate information








h.  a “market test” of value is 








advisable, but not required.  The test 







must not be a sham.





3.  Duty to Monitor






a.  GCL § 141 (a):  directors have a duty to oversee 





operation and management of the corporation






b.  Directors can monitor everything, when are they 





to be held liable for actions of employees?

1.  Graham:  Court held that directors are entitled to rely on honesty of employees until they are given some reason to suspect wrongdoing.  There is no need for compliance problems absent suspicion.







2.  In Re Caremark:  Court held that 

Is Graham overruled?


directors have an obligation to ensure that 

Always liable absent


reliable information flows to the directors.  A 
monitoring program?


system should be in place to monitor and 






receive information.





4.  The Business Judgment Rule:  The business judgment of 



directors will not be challenged or overturned by courts 




absent fraud, illegality or conflict of interest.






a.  Why do we have the Rule?







1.  Assumption of Risk:  shareholders 






assume the risk of bad decisions when they 






buy shares and elect directors.







2.  Encourage Risk Taking by Directors:  






Don’t want directors to be overly cautious to 





the detriment of shareholders







3.  Hindsight Bias:  consistent exaggeration 






of what could have been predicted with 






foresight.  Neutral litigation is difficult.







4.  Institutional Competence:  business 






people are experts and should be trusted.






b.  elements of the presumption







1.  Action was taken in good faith







2.  Action is in the best interest of the corp.







3.  Directors acted with requisite care







4.  Directors acted on informed basis






c.  how does the presumption work

1.  A board decision is presumed valid unless 
the presumption can be rebutted, by:








a.  fraud








b.  illegality



What about shareholder

c.  conflict of interest/breach of duty 



ratification?


of loyalty








d.  breach of duty of care









1.  procedural due care--gross 







negligence









2.  substantive due care--








completely inexplicable 








decision on the merits







2.  Once the presumption is rebutted, the 






defendant must prove entire fairness





5.  Who is a duty owed to?






a.  corporation as a whole






b.  shareholders as a group






c.  Other constituencies (employees, society etc.) if:







1.  there is a rationally related benefit 






accruing to shareholders or

2.  if doing so bears a reasonable relationship to general shareholder interest

6.  Exculpating Directors From Liability:  GCL § 102 (b)(7)






a.  a corporation may exculpate a director from 





liability by providing for it in the articles






b.  The corporation decides what to exculpate the 





directors from except can not exculpate from:







1.  actions made in bad faith







2.  intentional misconduct







3.  violation of law







4.  improper personal benefits







5.  breach of the duty of loyalty






c.  The issue becomes the determination of what 





type of breach this is and if it has been exculpated.




B.  The Right to Sue a Controlling Shareholder





1.  Who is a controlling shareholder






a.  can be an individual or a parent corporation






b.  hold enough shares to control the corporation, 





determine the outcome of shareholder voting





2.  A controlling shareholder owes a fiduciary duty when 




they dominate and control the directors so that the directors 



are not viewed as independent






a.  controlling shareholder is a minority shareholder

b.  controlling shareholder exercises control over the business and affairs of the corporation





3.  If the controlling shareholder is also a dominating 




shareholder, they owe a duty and can be sued for breaching 




that duty.  But, decisions are still protected by the business 




judgment rule unless there is also self dealing.  Self dealing 



means a conflict of interest + preferential treatment of the 




controlling shareholder over the minority shareholder.






a.  If there was self dealing, the presumption is 





overcome and the directors have the burden to show 




entire fairness, unless there was ratification






b.  If there was no self dealing, the business 






judgment rule presumption protects the directors





4.  If the decision was ratified by disinterested shareholders 




or directors, the burden shifts back to the plaintiff to show 




lack of entire fairness.




C.  The Right to Sue on Behalf of the Corporation:  Derivative Suit





1.  When directors take action which harm the corporation, 




shareholders can sue on behalf of the corporation.  





Otherwise the action would never be brought because the 




directors make the decision of when to sue and they won’t 




sue themselves.





2.  A derivative action is actually 2 lawsuits in one

a.  a suit against the corporation for failing to initiate the suit.






b.  suit on behalf of corporation for underlying harm





3.  The decision not to bring the suit will be protected by 




the business judgment rule, plaintiffs don’t want the board 




to make a decision so they want to avoid demanding that a 




suit be brought.  The plaintiffs need to make a demand 




unless they can show demand futility.





4.  Demand is excused when there is a reasonable doubt 




that:






a.  directors are disinterested, or






b.  the challenged transaction was the product of 





informed business judgment





5.  Special Litigation Committees:  Corporations will form 




committees of disinterested directors to take over the 




litigation on behalf of the corporation.  When these 





committees decide to dismiss the suit, is that decision 




entitled to the business judgment rule presumption?

  




a.  New York Approach--Auerbach

1.  are the committee members disinterested?







2.  is the action made in good faith with 






proper procedures?






b.  Delaware Approach--Zapata







1. Court should inquire into independence 






and good faith of committee and the bases 






supporting its conclusion







2.  Court applies its own business judgment 






to determine if the motion to dismiss should 






be granted

3.  The Court has discretion to dismiss after step one if they determine that the committee was entitled to the business judgment rule.


E.  Close Corporations





1.  Director Level Shareholder Agreements

a.  New York Rule--Clark:  shareholder agreements are enforceable when they are unanimous or they merely agree to do what they legally could have done anyway.




b.  Delaware Law





1.  GCL § 141:  management by directors except as 





provided otherwise in the articles





2.  GCL § 350:  Close corporation articles can give 





management powers to shareholders





3.  GCL § 351:  If the close corporation status is opted for, 




written agreements by shareholders May restrict board 




powers





4.  GCL § 354:  If the close corporation status is opted for, 




the shareholders can agree to manage the corporation as a 




partnership





5.  Zion Case:  Under the GCL, a director level shareholder 




agreement is not valid unless the corporation has named 




itself a close corp. in its articles.  However, the Zion case 




holds that these agreements can be enforced despite failure 




to opt for close corp status if:






a.  the corp. is eligible for close corp. status






b.  there are no intervening rights of third parties

c.  nothing in the shareholder agreement is forbidden by statute






d.  the agreement is unanimous





The Zion case is a case decided by a New York Court 




interpreting Delaware law.  It is unclear that Delaware 




Courts would follow this rule.  In fact, since Delaware 




Courts tend to not give any special treatment to close corp., 



it is likely that they would not follow the Zion holding.



2.  Shareholder Level Shareholder Agreements




a.  Vote Pooling:  shareholders contract with each other agreeing to 


vote as a group





1.  GCL § 218 (c):  agreements must be in writing





2.  agreements are valid as long as they relate to a matter on 



which shareholders are entitled to vote.





3.  These agreements are not self enforcing but courts will 




enforce them with specific performance




b.  Voting Trust:  Shareholders transfer title to shares to a trustee 





1.  GCL § 218 (a):  Must be for a defined period of time 




with certain limits on voting power.  There are many 




technical requirements.





2.  The agreement is self enforcing the trustee votes.  Early 




court decisions didn’t like these because it allowed for 




voting by a disinterested party.




c.  Cumulative Voting




d.  super-majority voting requirements:  can apply to everything or 



specified things.  GCL § 216:  these provisions must be in bylaws 



or articles.




e.  different classes of stock electing different directors




f.  Courts generally enforce clear, unambiguous shareholder voting 



agreements whether or not close-corp. status is opted for.



3.  Partnership Analogy:  Should close corp. be treated more like 



partnerships because that is the expectation of parties?




a.  Why do people choose corporation status without a shareholder 



agreement?





1.  ignorance of possible problems or alternatives





2.  limited liability/tax benefits/other corporate norms





3.  want to be treated like a corporation




The problem is the court doesn’t know which of these alternatives 



is the case and don’t know how to protect the expectation of the 



parties when problems arise




b.  Courts who follow the partnership analogy demand that the 



shareholders owe each other a fiduciary duty and allow for direct 



suits.  This is a greater duty than merely a legitimate business 



purpose, the duty is breached when the minority is harmed.




c.  Equal opportunity rule:  If a close corporation is going to buy 



shares from a majority shareholder, the fiduciary duty will only be 



satisfied by allowing the minority to sell their shares on the same 



terms.  Donahue




d.  Balancing Test:  Majority must have discretion over decisions 



which are within the sphere of legitimate majoritarian decisions.  



(dividends, salaries, dismissing directors, hiring/firing employees, 



mergers)  Majority must show a legitimate business purpose, 



minority must show a less harmful alternative course of action, the 



court must weigh them.




e.  In close corporations, many suits that should be derivative suits 



may be allowed to be done in a direct action because it wouldn’t 



make sense to allow the majority to handle a suit against them and 



benefit from damages.




f.  Delaware does not follow the partnership analogy or give close 



corporations any special treatment unless they elect for close 



corporation status and follow statutory procedures in writing an 



agreement




g.  With the advent of LLP, LLC is it not necessary to be a 




corporation to get benefits of tax and limited liability therefore the 



argument for the partnership analogy doesn’t really exist anymore 



and maybe courts will stop using it.



4.  Involuntary Dissolution

a.  involuntary dissolution is a creation of an artificial market for shares by giving the minority a right to force a sale to help solve the illiquidity problem that exists in close corporations




b.  Delaware does not have an involuntary dissolution provision




c.  MBCA § 14.30 (2):  grounds for dissolution





1.  director deadlock






Plaintiff must prove:






a.  directors are deadlocked with respect to 






corporate management and affairs






b.  shareholders can not break the deadlock






c.  irreparable injury or business and affairs of the 





corporation can no longer be conducted to 






shareholders advantage





2.  oppressive conduct






a.  Plaintiff must prove that directors or those in 





control are acting illegally, fraudulently, or 






oppressively






b.  Two definitions of oppression







1.  Oppression only occurs hen an action 






defeats expectations, that objectively 






viewed, were both reasonable under the 






circumstances and were central to the 






petitioners decision to join the venture.








When this definition doesn’t work, 







the court uses the other definition.  







The reasonable expectations test 







doesn’t work well with successive 







generations







2.  burdensome, harsh, wrongful conduct






c.  Once oppression is established dissolution is at 





the discretion of the court





3.  shareholder deadlock






Plaintiff must show






a.  shareholders are deadlocked in voting power






b.  they have failed for at least two consecutive 





annual meetings to elect directors





4.  misapplication/waste of corporate assets




d.  MBCA § 14.34:  Defendant has a buyout option to avoid 



dissolution--only for close corporations





1.  election to buy out minority shareholder, solely at 




discretion of corporation or remaining shareholders





2.  Once the decision is made it is irrevocable

3.  The court has the power to determine fair value of shares if the parties are unable



5.  Share Repurchase Agreements




a.  Purpose of shareholder  repurchase agreements





1.  address the risk of illiquidity





2.  keep control within the group





3.  create dispute resolution mechanism




b.  But, repurchase agreements can be problematic because of 



bounded rationality problems, it is hard to predict the right price




c.  Courts generally strictly enforce clear agreements, they will not 



rewrite a clear agreement.  They will not enter the contract unless 



the parties invite the court in.  Entering the clear agreement, the 



shareholder forfeits any fiduciary protection.


F.  Outsiders Relationship to the Corporation



1.  Protecting Creditors Against the Payment of Excessive Dividends




a.  GCL § 153:  stocks with par value must be sold for at least that 



amount

b.  GCL § 154:  directors have discretion to determine what amount of the sale price is capital.  But, the amount of capital can not be 
less than the aggregate par value of issued shares.




c.  GCL § 170:  corporations can pay dividends only out of surplus 



or a “nimble dividend” can be paid out of net profits for the past 2 



years.




d.  GCL § 173:  prohibit dividends that do not satisfy the GCL

BALANCE SHEET

ASSETS







LIABILITIES

    Cash = 1,000,000






   Current = 540,000

     Fixed Assets = 40,000





Long-Term = 400,000











940,000











+










EQUITY










    Capital = 80,000










    Surplus = 20,000










100,000



1,040,000



=


1,040,000

The corporation will know the value of their assets and liabilities.  The amount of equity they have will be equal to Assets - Liabilities.  The equity is equal to the amount of capital which is to be set by the corporation but must be at least the aggregate par value of the shares (GCL § 154), whatever left over is the surplus and may be given as a dividend (GCL § 170)




e.  The directors will be held liable for a dividend in violation of § 



173 unless directors can show that they reasonably relied on 



erroneous financial statements.




f.  Shareholders can buy stock with installment payments, but until 



there shares are fully paid and non-assessable, they can be held 



liable for the balance due if creditors need payment.  To be fully 



paid, the corporation must 





1.  receive the amount of consideration in cash, services, or 




property, or

2.  receive in the same form an amount equal to the 


aggregate of the par value and a binding obligation to pay 

the balance.






Note:  Delaware courts have held that a promissory 





note is not “property” and therefore not valid 





consideration.



2.  Piercing the Corporate Veil




a.  As a general rule, shareholders of a corporation have limited 



liability and are not personally liable for the debts of the 




corporation.  However, in extreme cases, the court will pierce the 



veil and hold shareholders liable.




b.  Courts will pierce the corporate veil to avoid fraud, illegality or 



to create equity.  Courts will pierce when shareholders, directors, 



or officers misuse the corporate form to the detriment of outsiders.




c.  What is misuse of the corporate form?





1.  some courts use this three part test






a. defendant shareholder dominated and controlled 





the corporation so that the corporation had no mind 





of its own






b.  the defendant used this control to commit fraud 





or wrongdoing







Note:  in establishing this, the courts use the 






factors in the other test






c.  actions were the proximate cause of loss/injury





2.  some courts use a list of factors






a.  closely held v. publicly held:  veil piercing only 





occurs in closely held corporations.  But, closely 





held is not enough, the control must be wrongful, 





more factors must be present

b.  voluntary v. involuntary creditors:  courts are less willing to pierce when the plaintiff is a voluntary creditor (contract claimant).  In the case of voluntary creditors, courts apply a strict assumption of risk doctrine.  The court will be more willing to pierce if the insiders have deceived the creditor.

c.  enterprise liability:  courts will disregard multiple incorporations by the same business and hold the other corporations liable when one has a debt.  





Enterprise liability will be imposed when:







1.  common ownership







2.  involuntary creditor plaintiff







3.  corporations are part of a single business







4.  the reason for the separate corporations is 





to isolate risk






d.  failure to observe corporate formalities:  a 





corporations that does not follow statutory 






requirements, there is a suggestion that the 






corporation is a conduit for the personal affairs of 





the incorporator.  This factor alone is not enough, it 





is evidence of the existence of other problems such 





as control, disregard of creditor claims, shareholder 





abuse






e.  Commingling of Assets and Affairs:  Piercing is 





likely to occur when shareholders fail to keep 





personal assets separate from corporate assets.

f.  Undercapitalization and Purposeful Insolvency:  Court is more willing to pierce when the corporation is formed with too little capital to meet expected indebtedness.  It is hard to determine how much is too little, an attempt to pierce only occurs if there isn’t enough capital to pay debts.






g.  Active Corporate Participation:  Courts will 





sometimes pierce only to some shareholders, those 





who are active will be held liable.






h.  Deception:  The most important factor, when 





there is deception the court will almost always 





pierce.  Without deception it is very tough to get the 




court to pierce, although not so much with tort 





cases.


G.  Mergers and Acquisitions



1.  Why do companies merge?




a.  companies worth more together than apart





1. economies of scale





2.  cheaper acquisition of assets




b.  one management team is better or one is looking to retire




c.  personal benefit for the directors



2.  Types of Combinations of Companies




a.  add two companies together to create a new company--merger




b.  sale of assets




c.  purchase all shares of stock--usually a hostile deal



3.  Friendly Deals--board of acquired company approves the deal




a.  statutory merger





1.  Procedure:  GCL § 251






a.  Board of each company adopts a merger 






agreement, approval of which is governed by the 





business judgment rule






b.  Majority of outstanding shares of each company 





must vote in favor





2.  Effect






a.  one company disappears






b.  all assets and liabilities of disappearing corp. are 





transferred to the surviving corp.






c.  Possibility of appraisal rights for dissenting 





shareholders




b.   Asset Acquisitions--for cash or for shares





1.  Procedure:  GCL § 271--sale of substantially all assets






a.  only the selling corporation board is required to 





approve






b.  only the selling corporation must get approval 





from majority of shareholders.  If the sale wasn’t of 





substantially all assets no shareholder vote is 





required





2.  What is “substantially all”?






a.  Quantitative--what % of the company are you 





selling






b.  Qualitative--what assets are you selling, are the 





assets associated with the long term existence of the 




corporation?  Are you pursuing a radically different 





line of business?





3.  Effect






a.  selling corporation still exists as a shell 






corporation whose only asset is the consideration 





received.  Usually the corporation will dissolve and 





distribute assets.






b.  liabilities do not automatically transfer although 





they generally do as a matter of contract






c.  No appraisal rights for dissenting shareholders




c.  Triangular Mergers





1.  Procedure






a.  buying company creates a subsidiary which is 





owned by the buying corporation






b.  The subsidiary merges with the other corporation







1.  board of each corp. adopt a merger 






agreement







2.  majority of outstanding shares of each 






company must vote in favor





2.  Effect






a.  The acquired company disappears






b.  The buying company now owns the new corp. 





and they still exist






c.  The new corp. has all assets and liabilities of the 





acquired corp.

d.  Defacto Merger Doctrine:  There is a question of whether courts should grant appraisal rights to dissenting shareholders when deals are structured to eliminate them even though they are essentially the same as statutory mergers.  New York follows this doctrine and Delaware does not.




e.  Remedies that a dissenting shareholder can seek after merger





1.  Appraisal Rights






a.  General Rule:  everybody gets appraisal rights






b.  Exceptions







1.  GCL § 262 (b) (1):  If at the start of the 






transaction, you own








a.  publicly traded shares








b.  shares in a corporation with 







2,000+ shareholders







2.  GCL § 262 (b) (2):  Even though you do 






not get appraisal rights because of (b) (1), 






you do get appraisal rights if you are 







required to accept as consideration anything 






not listed








a.  shares of surviving corporation








b.  shares of another corporation that 







are publicly traded








c.  cash in lieu of fractional shares








d.  combination of cash for fractional 






shares + shares





2.  Breach of Fiduciary Duty Lawsuit






a.  Some courts evaluate a merger with the business 





purpose test







1.  Plaintiff allege breach of fiduciary duty







2.  Defendant has burden of proving a 






legitimate business purpose for the 







transaction.  Must further some general goal 






of the corporation






b.  Delaware does not use business purpose test--





Weinberger v. UOP

1.  Delaware block method is not the exclusive method of valuation in determining fair price







2.  If the dispute is about price alone, absent 






misconduct the plaintiff must seek appraisal







3.  For the plaintiff to sue for breach

a.  Plaintiff has initial burden to allege specific acts of fraud, misrepresentation, self-dealing, waste, gross overreaching

b.  Defendant burden to prove entire fairness, UNLESS there was an informed vote by minority shareholder approving, if so, Plaintiff has burden of proving lack of fairness







4.  Independent negotiating committee of 






outside directors would satisfy fair dealing



4.  Hostile Acquisitions--current management is opposing the deal

a.  Technique--a merger requires board approval, a hostile deal doesn’t get board approval so the bidder must circumvent the board of the target by going directly to the shareholders





1.  Tender offer to shareholders--pay shareholders a 





premium for their shares and then do a cash out merger to 




get rid of the rest

Note:  Williams Act--federal regulation requires that once you obtain 5% of the stock of a corporation you must disclose that information and your intention.  At this point the corporation is “in play”





2.  Proxy Fight--gain authority to vote enough shares to 




take control of the board




b.  Policy Considerations





1.  Role of the board of the target corporation-- in theory 




the board acts as a gatekeeper during a merger, protecting 




the rights of the shareholders.  But, there is a danger that 




they will seek to entrench themselves and oppose a good 




deal for selfish reasons





2.  Motivation of the bidder--A bidder could take advantage 



of the shareholders of the corporation.  There are many 




different motivations behind trying to acquire a corporation 



and only some actually create value.






a.  motivations to pay a premium to get control







1.  control premium







2.  synergy--2 corp. together are worth more







3.  Empire building







4.  Disciplinary Hypothesis--get rid of 






inefficient management







5.  Exploitation Theory--exploit the 







shareholders of the target







6.  accidentally overpay







How should the courts deal with these 






different motivations?

b.  how the bidder can take advantage--Gain Theory--when there are many decision makers but they can not effectively communicate with each other, they will often act against their best interest for fear that the worst case scenario will result because of the actions of the others







EXAMPLE:  A bidder makes a two-tiered 






tender offer.  They offer a premium for 






shares, will only buy 51% on a first come 






first serve basis.  At the end of the deal they 






will do a squeeze out merger to get rid of the 





other 49% owners with very low 







consideration








*  All shareholders may be better off 







if noone tenders and they wait for a 







better offer








*  Because they do not know if the 







other shareholders will tender, the 







shareholders are pressured into 







tendering because they do not want 



  



to end up in the back end of the deal.




c.  Defense Mechanisms for Use by the Board




d.  Evaluating a Boards Decision to Defend against a takeover





a.  UNOCAL DOCTRINE--ENHANCED SCRUTINY






1.  Threat to legitimate Corporate policy

a.  this is satisfied by showing good faith and reasonable investigation







b.  When there is approval by a board 






comprised of outside directors, this is strong 





proof







c.  The board, in its policy can prefer other 






constituencies over shareholders only when 






there is a relationally related benefit to 






shareholders






2.  Element of corporate balance--is the response 





reasonable in relation to the threat posed?





b.  REVLON DUTIES






1.  The board has Revlon duties when the company 





is up for sale.  At this point the board is an 






auctioneer, seeking the highest possible price for the 




shareholders






2.  Up for sale means







a.  the corporation initiates an active 







bidding process to sell or break up the 






company

  





b.  after a takeover bid, a company abandons 





its long term strategy in favor of a strategy 






that includes break up

c.  when there is a sale of corporate control or fundamental change in corporate control








eg.  publicly held to controlling 







shareholder






3.  As an auctioneer, you can treat bidders 






differently but is must be in an attempt to get the 





best deal


H.  Federal Regulation of Corporations



1.  The Securities Act of 1933 &  The Securities and Exchange Act of 


1934 Generally




a.  Primary Purpose:  Full and Fair disclosure, provide investors 



with all material information




b.  Periodic Disclosure is Required by the 1934 Act





1.  Form 10-K:  annual report





2.  Form 10-Q:  quarterly report, unaudited financial 




statements





3.  Form 8-K:  extraordinary events





4.  S 14 (a):  proxies





5.  § 13 (d):  acquire more than 5% of outstanding shares in 



a corporation requires disclosure





6.  § 14 (d):  tender offers




c.  The federal regulations are not engaged in merit regulation, they 


do not determine whether something is a good thing to sell to an 



investor just require disclosure before you sell




d.  § 5 of ‘33 Act:  to sell securities you must either





a.  Register with the SEC or





b.  Be exempted from registration






1.  § 4 (2):  exempts transactions that do not involve 




a public offering.  A private offering is one made to 





a limited group of persons who can “fend for 





themselves”.  An example is an executive personnel 





who has access to the information that the 






registration would make available






2.  Regulation D







a.  issue certain amounts to those who can 






“fend for themselves” (accredited investors)








1.  institutional investors








2.  wealthy investors







b.  Small amounts of money being raised







c.  Or you can try to exempt yourself from 






the entire statute by proving that you are not 






selling a security  (SEE BELOW)




e.  § 12 (a) (1):  creates a private cause of action for any purchaser 



of a security, strict liability for violation of § 5



2.  Exempting yourself from the statute--Not selling a security




a.  § 2 (a) (1)  definition of a security--note, stock, bond, etc, 



Investment Contract

Does this apply
b.  The definition of a security is very broad.  Securities are 


to both Acts ??
intangibles the buyer can not see the value, when investing in 



securities you are putting your money in someone else’s control as 



opposed to exchanging your money for a good, there are also 



collective action problems which keep investors from seeking out 



information.  Because of all this, the definition is broad and buyers 



are protected with disclosure rules.




c.  Definition of Investment Contract





a.  Investment of money--not buying a commodity or a 




service for use, buy something expecting to make a future 




profit





b.  In a common enterprise--courts are split






1.  horizontal commonality--all investors pool their 





funds and share in profits/losses

2.  vertical commonality--less restrictive, an investor who has a common interest (eg. profit sharing) with the promoter





c.  With Expectation of Profit--expected return has to come 




from the enterprise and must be the principal motivation of 




the investment

d.  Primarily from the efforts of others--investors are mostly 
passive



3.  Proxy Fraud--§ 14 (a) ‘34 Act & Rule 14a-9




1.  Rule 14a-9:  rule governing false and misleading statements in 



proxy solicitation




2.  The rule can be enforced by US Attorney criminally or by SEC




3.  The court has recognized an implied private right of action to 



allow investors to sue





Private Attorney General Theory--deputize class action 




attorney to seek out violations of securities law and bring 




appropriate action.  SEC has limited resources and can not 




bring all actions.  This creates a danger of strike suits.



4.  Anti-Fraud Provision--§ 10 (b) ‘34 Act & Rule 10b-5




a.  the court has recognized an implied private right of action




b.  Statutory Elements





1.  Fraud or Deceit:  There must be a misrepresentation, 




omission, or manipulation, not just a breach of fiduciary 




duty.  It must be the type of fraud usually associated with 




securities, usually misrepresentation or omission made to 




induce someone to buy/sell.  Manipulation is a trading 




practice that is meant to artificially inflate the market and 




mislead investors





2.  By any Person:  There is no privity requirement under 




the Rule, defendants are not limited to purchasers or sellers





3.  In Connection With:  Forseeability requirement, 





statement must be made in a manner reasonably calculated 




to affect the investment decision of the reasonable investor





4.  The Purchase or Sale:  Only purchasers or sellers of 




securities have standing to sue.  Would’ve been buyers or 




sellers cannot bring the action.  This is because of a concern 



about proof problems and strike suits.

 


c.  Implied Elements





1.  Materiality:  The information must be material.

a.  Only material information creates liability because we want to limit litigation to things that make a difference, we don’t want to create information overload which defeats the purpose of disclosure requirements, we want to limit information production costs, and because of the efficient capital markets hypothesis which believes that only material information will make prices change.

b.  General Test:  Information is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.






c.  Test when the materiality of the information is 





contingent (information about a possible future 





event):   Balance the probability that the event will 





occur and the anticipated magnitude of the event







1.  a non-material fact is one where each of 






these is low, when either is high you should 






disclose







2.  A merger is probably the most important 






event in a companies life, huge magnitude





2.  Duty






a.  Simple materiality alone does not create a duty to 




disclose

b.  Silence without a duty does not create liability, “no comment” is the functional equivalent of silence.






c.  Sometimes you do have a duty







1.  When a statute or regulation requires 






disclosure







2.  Duty to correct incomplete, inaccurate, or 





misleading prior disclosures.  The prior 






disclosure was wrong at the time it was 






made









3.  Duty to Update:  Only some courts 






recognize this.  This is a duty to update 






information that was correct when it was 






disclosed but has become inaccurate because 





of subsequent events.  This only applies to 






information that is still “alive in the market”, 





people must still be relying on them.  They 






must be positive projections not just hopes.







4.  Insider Trading (See Below)





3.  Scienter:  Intentional conduct is actionable.  All courts 




who have addressed the issue have stated that reckless 




conduct is actionable but the Supreme Court has not 




answered that question.  Negligent conduct is not 





actionable.

4.  Reliance:  The misconduct must induce the purchase/sale






a.  A one on one transaction involving an omission--





Affiliated Ute Case







there is a presumption of reliance when you 






prove:


Didn’t you already prove

1.  the information is material


these two things?  How can 

2.  the defendant had a duty to disclose 

it be a broader definition

because of a fiduciary relationship between 

of duty??



the two parties.







the presumption is rebutted if defendant 






offers positive proof that the plaintiff did not 





rely





b.  An Open Market transaction involving a 






misrepresentation--Basic v. Levinson--Note:  this 





case is only a 4-2 decision and three of the justices 





in the majority have retired. This case could very 





well go the other way today







Reliance is presumed if the information that 






was misrepresented to the public was:







1.  material







2.  related to securities traded in an open 


Should we know how

market.  The courts will generally take  

to prove open market?


notice of this if you trade on NASDAQ

Note:  the rationale of the presumption is grounded in the efficient capital markets hypothesis. Since information in the market effects the price of securities and the purchaser relies on the integrity of market price, any purchaser in the market is effected by a misrepresentation







The presumption can be rebutted in a variety 

Should we know

of ways, but most ways to rebut the 



these?



presumption are actually about rebutting 






materiality.





5.  Causation:  The misconduct causes the loss, no 





intervening cause





6.  Damages






a.  out of pocket damages which is the change in 





price X volume of shares.  This is extremely hard to 




calculate.






b.  no punitive damages



5.  Insider Trading

a. Federal law governing insider trading

1. Rule 14e-3

2. § 16 (b):  officers, directors, shareholder of at least 10% must disgorge any profits made by buying/selling within 6 months of each other

3. Insider Trading Sanctions Act:  SEC can seek civil penalties up to 3X profits of insider trading

4. Insider Trading and Securities Fraud Enforcement Act:  cause of action for contemporaneous traders 

5. Rule 10b-5

b. Regulating Insider Trading Using Rule 10b-5

1. Classic Insider Trading:  The insider trades in stock in his own corporation based on material non-public information.

a. abstain/disclose rule:  a liable party in possession of material non-public information must either disclose it to the investing public or abstain from trading.

b. Who is subject to the abstain/disclose rule?

1. Classic Insiders—Officers, directors etc.

2. Constructive/Temporary Insiders

a. someone who has entered into a special confidential relationship in the conduct of the business of the corporation

b. they are given access to information solely for corporate purposes

c. the corporation expects the outsider to keep the disclosed non-public information confidential

d. the relationship implies such a duty

When a constructive insider trades in the stock of the corporation they work for they are liable for classic insider trading

3. Tippers

a. insiders and others who knowingly pass on improper tips are liable 

b. A tipper is liable for transmitting material non-public information if he knows or should know it is confidential and he anticipates some direct or indirect personal benefit from the disclosure

c. The tipper is liable even if they don’t trade so long as some tippee trades.

4. Tippees

a. Tippees inherit the duty to abstain/disclose if they knowingly trade on improper tips

b. 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 or indirect personal benefit.

c. Tippee liability is derivative, the liability passes only if the original tipper had an improper motive

2. Misappropriation:  The insider trades in shares of a company other than their own based on material non-public information gained from their company.

a. The theory holds traders liable when they trade on material non-public information that they gained from a source to whom they owed a fiduciary duty.

b. Who can be held liable?

1. The insider who owed a duty to the source

2. A constructive insider (see above) who owed a duty to the source

3. A tipper who owed a duty to a source and met the requirements above (improper purpose)

4. A tippee who meets the requirements above and received the information from a source to whom he owed a duty OR from an original tipper who owed a duty to his source

5. Note:  This theory is based on the duty owed to the source, if you disclose to the source what you plan to do you are not in violation of 10b-5 because that would be a mere breach of fiduciary duty alone and the remedy is a state law claim.

c. Regulating Insider Trading Under Rule 14e-3

1. Someone Violates the rule by

a. trading on the basis of

b. material non-public information

c. concerning a pending tender offer

d. that he knows or has reason to know

e. has been acquired

f. directly or indirectly from

g. an insider of the offeror or issuer or someone working on their behalf

2. Notes on Rule 14e-3

a. applies only to tender offers—not mergers, sale of assets etc.

b. pending means someone has taking a substantial step to commence or has commenced a tender offer

c. Applies to anyone with the information, no fiduciary duty required to anyone
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