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I. Agency Law

A. Terminology

1. Agent: A person who by mutual asset acts on behalf and subject to the control of another—the principal.
2. Principal: A person on whose behalf and subject to whose control an agent acts.
B. Liability of Principal to Third Person

1. Actual Authority: If an agent has actual authority and acts within the scope of that authority, the principal is bound to the third party. 
a. Express Actual Authority: Express actual authority may be derived from a board resolution, internal memo or manual, or some other tangible document that grants the agent express power to act in a certain way. 

b. Implied Actual Authority: A principal may also be bound to a third party where the agent acts consistently with what a reasonable agent would believe is within the scope of the agent’s power.  

2. Apparent Authority: An agent has apparent authority to act in a given way on a principal’s behalf in relation to a third person, T, if manifestations of the principal to T would lead a reasonable person in T’s position to believe that the principal had authorized the agent to so act.  In other words, if the principal tells the agent that his authority is limited but the third party had know knowledge of this limitation and a reasonable third party would expect the agent to have the authority to act, then there is apparent authority.  The focus is not on what a reasonable agent would believe he has the authority to do (as in implied actual authority), but rather what a reasonable third party believes the agent has the authority to do.
a. Example: Principal expressly limits the agent’s authority, but the agent does not inform the third party of this fact.  If the third party reasonably believes the agent has the authority to act within his limitations (of which the third party is unaware), then apparent authority exists.
b. In such a situation, the agent can be liable to the company for any damages that result from the agreement, but the third party is protected because the company is responsible to the third party by virtue of the agent’s representation and agreement.
II. Public Corporations

A. Incorporation

1. Generally: Assume a de jure corporation.  Because corporations may now incorporate for an lawful purpose, disregard the ultra vires doctrine.  A corporation is formed at the time the articles/certificate of incorporation are filed.

2. Requirements for Incorporation: The articles of incorporation.  A corporation is a legal entity that comes into existence by compliance with the statutory requirements of the state in which it is incorporated. 

3. Selecting a State of Incorporation 

a. Generally: A firm can incorporate wherever it chooses, and the law of in the state of incorporation will govern a corporation’s internal affairs, even if it has no business contacts with the state.  

i. Close Corporations: Typically incorporate locally to minimize doing-business and franchise taxes.  

ii. Publicly Held Corporations: Typically incorporate in DE.

b. Internal Affairs Doctrine

i. General Rule: The law of the state of incorporation will determine the legal relationships between constituencies within the corporation (i.e., disputes about fiduciary duties and voting rights). Where there is a dispute between the shareholders and a corporation regarding whether the directors have impinged on the shareholders’ right to vote or violated a duty to the shareholders or the corporation, the Constitution requires that the law of the state of incorporation will apply.

ii. VantagePoint Venture Partners 1996 v. Examen, Inc.: Impending merger between Examen and a subsidiary of Reed.  VantagePoint held Series A preferred stock in Examen.  Under CA law, where there’s a merger, each class of stock would be entitled to vote separately on whether to approve the merger.  If there was separate class voting, VantagePoint could have blocked the merger by voting its sizeable share of Class A preferred stock; however, DE law (which is more favorable to management) did not allow the classes to vote separately; instead, shareholders had to vote as a single class.  Since VantagePoint’s share of Class A was only a small portion of the overall holdings, they wanted to vote as separate class.  DE court says that these voting rules are NOT governed by CA law (which would have allowed separate voting).  ADDIN AudioMarker 5699 Based on the DP clause and the commerce clause, the need for uniformity and predictability requires that CA not be applied to a DE corporation in determining whether a merger should go forward because these affairs are internal to the corporation.
iii. Friese v. Superior Court: Decided by a CA court.  Deals with CA legislature’s attempt to deal with insider trading.  Essentially the CA court says this is not a case for application of the internal affairs doctrine because it doesn’t purely deal with the corporation’s internal affairs, but also the public securities market.  The insider trading rules protect not only shareholder and corporate rights, but also the public market as well.
4. Pre-incorporation Contracts

a. Generally: People forming a corporation, “promoters,” often find it useful to enter into business arrangements with suppliers and/or customers prior to the filing of articles. If the corporation had already been incorporated, there would be no doubt that the corporation is liable on the contract. A problem arises with pre-incorporation contracts, however, because there cannot be an agent for a non-existent principal.

b. Rule:  If a pre-incorporation contract is formed between a promoter and a third party, the contract must be with the promoter and not the corporation.  Whether the promoter is released depends on the construction of the agreement.

i. Four Possibilities for Liability

(1) The promoter is the sole obligor on the contract.

(2) The corporation expressly adopts the contract as its own upon incorporation and releases the obligor (a novation).

(3) The corporation expressly adopts the contract as its own upon incorporation, but the promoter is not released and is thus a co-obligor with the corporation.

(4) The promoter does not enter into a contract at all; instead, the third party makes an offer that may or may not be accepted by the corporation.  Whether this offer is revocable or irrevocable may depend on the existence of consideration.

ii. Which Possibility Prevails?

(1) Largely determined by the intent of the parties.

(2) R.2d of Agency § 326: If the promoter knows he’s acting for a nonexistent principal, then the promoter is liable on the contract.  The comments, however, suggest that the common understanding is that a pre-incorporation contract is really just an offer to be later accepted.  It depends on the facts of the case and the intent of the parties.

(3) Cases

(a) Goodman v. DDS: Promoter liable.  Goodman proposed to renovate a building owned by DDS.  DDS knew that Goodman’s corp was not inexistence, and there was part performance before incorporation.  Court says that Goodman, as promoter, would only have been released had the parties expressly indicated as much.  In a case where a party is to perform prior to incorporation, the facts generally suggest a contract has been made with the promoter.
(b) Company Stores Dev. Corp. v. Pottery Warehouse: Promoted not liable.  Third party intended to look solely to the corporation.  In a case like this, there must only be an offer because there can be no agent for a non-existent principal.

(4) As an attorney representing a third party, you should make clear that you’re contracting with the promoter and that there will be release negotiations upon incorporation.
B. Corporate Purpose

1. General Rule (ALI Principles of Corporate Governance (ALI) § 2.01): “A corporation should have as its objective the conduct of business activities with a view to enhancing corporate profit and shareholder gain.”  The purpose of any for-profit corporation is enhancing corporate profit and shareholder gain.

a. Corporate vs. Shareholder Wealth: The corporate entity’s interest may not be aligned with the shareholders’ interest because shareholders can diversify their risks, while corporations cannot.  By taking a risky venture, a corporation could risk its very existence, while such a risk is not necessarily as much of a problem for investors.  Thus, what is good for the company is not always the best for the shareholders: safe investments, while safest for the corporation, do not necessarily advance the shareholders’ interest.

b. Present Values and Rates of Return

i. If the corporation has an opportunity to make x% on the one hand, and an opportunity of equal risk will yield x+y%, the corporation should take the latter.

ii. Assuming equal risks, a corporation looking out for the interests of the shareholders should always take the option with the higher return.

iii. In determining the degree of acceptable risk, a corporation must look to the probability of catastrophic return and make a decision using the business judgment rule. 

2. When Should/May a Corporation Deviate from the Primary Objective of Making Money? 

a. Charitable Contributions

i. General Rule: Statutes (in states that have them) generally allow for charitable contributions, subject to a reasonableness limitation (which can get slippery).

(1) NB: This is the only ultra vires act that we should be aware of for the purposes of the exam.  

ii. Link to Perceived Benefit to Company Not Required: ALI makes the point in Comment F that usually charitable work consistent with economic objectives but even if it is not it’s okay.
(1) Public Policy Rationale: While charitable contributions do not necessarily add to the shareholder bottom line, corporations are uniquely suited for such contributions because of this country’s economic reality (concentration of the country’s wealth in the hands of corporations).  Because corporations are reservoirs of massive wealth not typically held by individuals, corporations are seen as a necessary source of benevolence.
(2) Limits?

(a) DE Gen Corp Law § 122(9), (12) & Model Bus. Corp. Act § 3.02(12)–(14) are both very broad (generally permitting corporations to “[m]ake donations for the public welfare or for charitable, scientific or educational purposes . . . .”)
(b) ALI § 2.01(b)(3) suggests a “reasonable amount.”  Although statutes don’t generally set forth a limit, the bar should be reasonableness.  Indicia of reasonableness might want to be geared to the tax code for the limits on what a corporation may deduct or earnings for the year (contributions are usually 2% for solvent corporations).
iii. A.P. Smith Mfg. Co. v. Barlow:  ADDIN AudioMarker 2709 Corporation donates to Princeton, and there are two legal objections: (1) The certificate of incorporation did not include anything authorizing charitable donations; and (2) the corp was formed prior to the NJ statute authorizing charitable donations.  This was a federal constitutional claim – whether the law inhibited the freedom of contract.  The court upheld the contribution, in part because the statute in existence at the time or incorporation stated that it was subject to any amendments to the statute existing at the time of incorporation. 
b. Other Constituencies: Some statutes separate from charitable-contribution and fiduciary-duty statutes are now stating that directors may, or even shall, consider constituencies other than just the shareholders in carrying out their standard of care.  This suggests (for now) that these legislatures are saying that just because it may be more profitable to outsource production, or just because a potential acquirer is offering a good price for the shares, you can consider not only shareholder interests, but also the interests of other constituencies (i.e., employees, impact on the community, etc).

C. Corporate Management 
1. Generally: The traditional mantra was, “The board shall manage.”  While this is still true today—the board is still empowered by statute to manage—there has been, as a practical matter, an organizational shift towards the board performing a more supervisory monitoring function while senior executives—who are appointed by the board—perform more day-to-day management.  Further, while the board traditionally met together as a collegial body, the committee system is more prevalent today (although there are still major decisions that cannot be made just by committee). 

a. Management oversight is nevertheless very important.  For example, where statutes directly require that management must approve a merger and the board does so inattentively, it could be subject to duty-of-care claims.  

2. Statutory Provisions

a. ALI § 3.01. Management of the Corporation’s Business—Functions and Powers of Principal Senior Executives and Other Officers: The Management of the business of a publicly held corporation should be conducted by or under the supervision of such principal senior executives as aredesignated by the board of directors, and by those other officers and employees to whom the management is delegated by the board or those executives, subject to the functions and powers of the board under 3.02.
i. Instead of saying that the management of a public corporation shall be conducted by a board, it says “under the supervision or by principal senior executives as are designated by the board and those other officers and employees to whom the function is delegated.”
b. ALI § 3.02. Functions and Powers of the Board of Directors: The board shall pick the officers and monitor their performance.  While the directors are empowered by statute to manage, as a practical matter the board of directors is not doing today what it used to do on a day-to-day basis.
i. Comment d. The oversight function: In the publicly held corporation, the management function is normally vested in the principal senior executives.
c. ALI § 305: Audit Committee in Large Publicly Held Corporations: The audit committee should consist of at least three members, and should be composed exclusively of directors who are neither employed by the corporation nor were so employed within the two preceding years, including at least a majority of members who have no significant relationship with the corporation’s senior executives.
d. Sarbanes Oxley Act: This statute, in part, creates an accounting oversight board, limits the non-auditing services that the accounting subcommittees can provide, and dramatically enhances the role of the auditing committee for corps covered by the statute.  It requires the company to have an auditing committee comprised of independent directors (those with no other significant employment connections or contract with the company) and makes it directly responsible for appointing outside accountants.  This is a direct federal mandate, and the importance of the Act for this class is extent to which is strengthens provisions for protection of the corporation and shareholders that were perceived as adequate under state law.
e. Del. Corp. Gen. Law 141(c): The board of directors may, by resolution passed by a majority of the whole board, designate one or more committees, each committee to consist of one or more of the directors of the corporation. . . . Any such committee, to the extent provided in the resolution of the board of directors, or in the by-laws of the corporation, shall have and may exercise all the powers and authority of the board of directors in the management of the business and affairs of the corp, . . . but no such committee shall have the power or authority in reference to amending the certificate of incorporation, [or other major transactions].
i. Basically, the overall majority of board functions can be delegated to committees (although there are some limits with regards to major transactions).
3. Board Meeting Logistics

a. Generally: The board was traditionally required to meet in person; today, board can meet electronically or by conference call and don’t have to meet in person anymore.  Boards may also subdivide themselves into smaller committees with the ability to pass certain measures.

b. Quorum
i. General Rule: The general rule is that a body must have a quorum to take legal action or pass resolutions.  The general rule on quorums is that the majority of the total authorized number of directors (not just those who are currently in office—it’s possible that there are vacancies) is a quorum, and a majority of the quorum could pass something.  Quorums are often set by statutes.

(1) Example: Under the default rule, in a 9-person board, 5 directors would be a quorum, and 3 of them could vote to pass something.

ii. Adjusting Quorum Requirements: Sometimes corporations will want to implement higher or lower numbers for a quorum.

(1) A majority of states allow for corporations to amend their bylaws or certificate of incorporation to require a higher number for a quorum.

(2) A substantial minority of states, including the DE statute and the Model Act, allow a certificate/articles to set a lower number, but usually no less than 1/3. 

c. Notice: Notice must be given before every special meeting, but not for regularly scheduled meetings.

d. Consequences of Noncompliance: Unclear for close corporations, but in publicly held corporations, board action taken in noncompliance with these rules is invalid.

4. Functions of Officers: Unlike directors and shareholders, who derive their rights from statute, officers are selected by the board, and there is no specific statutory authority mandating what officers a corporation must or may have.  If the bylaws specifically state what officers can do, that’s helpful, but where the functions and authority of officers are not specifically laid out, you must look to the law of agency.
D. Limited Liability

1. General Rule: Limited liability is the hallmark of the corporate form, and the general rule is that shareholders are not liable for the tort and contract debts of a corporation.

2. Policy Supporting Limited Liability: We want to encourage people to start up and invest in corporations, develop new products and services, employ people, pay taxes, and otherwise keep our capitalist society running smoothly.

3. Exception: Piercing the Corporate Veil

a. Generally: Notwithstanding the cases covered in this course, piercing the corporate veil is relatively rare, and it is an exception to the general rule.  It only occurs when a court, in its equitable discretion, feels that circumstances allow or compel it to disregard the general rule and say, “on these facts you should be liable notwithstanding the general rule that shareholders are not responsible for the tort or contract debts of the corporation.”

b. General Rule: A corporation’s corporate veil may be pierced either to prevent fraud or to achieve equity. 

i. Issue: It is an easy case where it can be shown that a controlling shareholder (be it an individual or another company) has engaged in fraud.  However, fraud has specific elements, including a certain level of intent, that will not often appear in these cases.  The issue the cases we discussed in class address is when the veil may be pierced in the absence of fraud, be it in a parent/sub case (Fletcher v. Atex) or a single shareholder case (Pepper Source). 

ii. Wholly Owned Subsidiaries: Wholly owned subsidiaries are companies 100% owned by a parent company.  The general rule is that parent and subsidiary companies are completely separate entities.  The issue becomes when it becomes appropriate to pierce the corporate veil of the subsidiary to go after the parent company (not the parent company’s shareholders—as the 100% owner of the subsidiary, the parent company is the subsidiary’s sole shareholder).

iii. Affiliated Corporations / Sister Corporations: Where one Parent company owns either 100% or a majority of multiple subsidiary companies, those companies are considered affiliated corporations among each other. The Parent company is the legal owner of the subsidiary companies – not the shareholders of the Parent company.

c. Factor-Based Piercing Rule (“Alter Ego” and “Disregard of the Corporate Entity” Theories)
i. Rule: A corporate entity will be disregarded and the veil of limited liability pierced when two requirements are met: 

(1) there is such unity of interest and ownership that separate personalities of the corporation and the individual (or parent corporation and wholly owned subsidiary) no longer exist; and 

(2) that, if the acts are treated as those of the corporation alone, an inequitable result will follow. 

ii. Factors to Consider for Determining Single Economic Entity (No Single Factor Determinative)
(1) Failure to adhere to corporate formalities / failure to treat the alleged alter ego as a separate entity

(a) Corporate formalities: Holding meetings, keeping minutes, keeping books, filing the proper papers, etc.

(b) This factor does not necessarily go towards finding inequity

(2) Commingling of funds and/or siphoning out of funds (draining corporate assets)

(a) This factor goes towards inequity

(b) Huge factor in Pepper Source
(3) Undercapitalization

(a) This factor goes towards inequity because undercapitalization could seriously prejudice claimants, who should be able to rely on the fact that a corporation has sufficient funds to pay for any claims that arise

(b) Many statutes do not designate a specific level of required capitalization, and often it’s only a nominal sum.  For the purpose of this factor, appropriate capitalization should arguable be capital commensurate with the risks of the business (in order to cover potential damages or injury claims).  Could also consider what similar businesses do and 

(4) Common board members

(5) Subsidiary described/held out as an internal division/department of the parent

iii. Fletcher v. Atex (DE Law): Tort products liability claim against manufacturer, Atex, who manufactured keyboards that caused stress injuries to plaintiffs.  Fletcher is also suing Kodak (Atex is a wholly-owned sub of Kodak) because he wants to hold the parent liable.  The general rule is that he can’t do this, but Fletcher brings the claim on an alter ego theory that Atex is part and parcel of Kodak. Plaintiff claims Kodak had a dominating presence over Atex, which is rejected because such is to be expected in a parent/sub relationship; that all of Kodak’s subsidiaries maintained zero-balance bank accounts and had all money deposited in a single account, which is rejected because Kodak kept strict accounting records of the credits to each company so adequate funds could be deposited when necessary; that Kodak had alleged domination of Atex’s board, which was rejected because there were not that many common board members (and even if there were, this would not be all that troubling alone); and that Atex was a division of Kodak, which was rejected because a brochure was Kodak’s logo was inadequate to establish this point.  As such, there was inadequate evidence to show that Atex wasn’t treated as a separate entity.  Moral: Follow corporate formalities, keep separate bank accounts, and try to maintain adequate capitalization.  While Fletcher did not prevail, this case makes it clear that you do not need fraud to pierce the corporate veil—in the absence of fraud, however, there must be factors that make it equitable to pierce the corporate veil.

(1) Rule (“alter-ego theory”): To prevail on an alter ego claim under Delaware law, a plaintiff must show (1) that the parent and the subsidiary “operated as a single economic entity” and (2) that an “overall element of injustice or unfairness is present.” Under the alter ego theory, there is no requirement of a showing of fraud.

iv. Collet Note Case: In a parent-sub situation, the court said these are the factors to be considered: The parent owns most or all of the stock (this is nothing by itself); common directors and officers; grossly inadequate capital; parent pays all expenses of the sub; sub does business only with the parent; sub described as a division of the parent; the parent uses the sub’s property as if it were its own; the officers and directors take orders of the parent company; the legal formalities are not observed.  Note that these are all factors, and that no single one compels piercing.  The combination of factors that compels piercing may vary depending on jurisdiction.
v. Walkovsky v. Carlton (NY Law): Pleading standard case. Carlton owns and controls seval cab companies whose cabs all carry the minimum $10k insurance required under state law, which is clearly inadequate.  Plaintiff suffered personal injuries when he was struck by a taxicab.  Judge nevertheless dismissed on demurrer because, while the complaint alleged that the separate corporations were undercapitalized and their assets had been commingled, the plaintiff failed to allege that Carlton was doing business in his individual capacity without regard to formality and to suit his immediate convenience.  Takeaway: Plaintiff was required to plead that defendant shareholder treated the company and himself as the same entity; otherwise, plaintiff could not pierce the veil.  This case also raises the general issue of whether capitalization should be a factor.

vi. Minton v. Cavaney (CA law): Another capitalization case. Child drowned in a swimming pool leased and operated by Seminole Corp.  P got a judgment against Seminole, but Seminole had no assets.  Thus, P goes after Cavaney (director, secretary, and treasurer of Seminole) to hold him personally liable for the judgment against Seminole. P tries to show that D used his office for Seminole affairs and he was a director, secretary and treasurer of Seminole. While the court notes that there was no attempt to provide adequate capitalization (the corporation had nothing) and that Cavaney had active participation in the conduct of the business, Caveney nevertheless did not have the opportunity to litigate the case on the merits.  Takeaway: This case suggests that undercapitalization alone is not enough to pierce the veil; instead, there must be something more (this court emphasizes active participation).
(1) Rule: The alter ego theory is applicable where (1) there is such unity of interest and ownership that separate personalities of the corporation and the individual no longer exist and (2) that, if the acts are treated as those of the corporation alone, an inequitable result will follow.

vii. Sea-Land Services, Inc. v. Pepper Source (7th Cir.): Individual D, Marchese, is a shareholder in defendant corporation who hired plaintiff to ship some Jamaican hot peppers but did not pay for the services.  Pepper Source could not be found, so P sued Marchese, as well as other corporate entities he owned.  Marchese used the money from his corps to pay for pet healthcare, education expenses, alimony, etc—hard to find a better example of someone failing to maintain the separateness of the corporation. This case addresses the issue left open in Atex—the overall element of injustice.  The court suggests that in a breach of contract case where the plaintiff performs and the defendant retains the benefit of the promise, that unjust enrichment will satisfy the injustice requirement.  In tort cases, the issue is less clear: If you can prove fraud, such as where it’s extremely clear that corporate formalities have not been followed, that’s easy; in the absence of such fraud, however, there probably has to be more than a mere failure to pay claims, and there may have to be some intentional wrongdoing, as opposed to merely negligent action (i.e., intentional undercapitalization vs. negligent undercapitalization).  

(1) Rule: A corporate entity will be disregarded and the veil of limited liability pierced when two requirements are met: (1) 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 (2) circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice. In determining whether a corporation is so controlled by another to justify disregarding their separate identities, the Illinois cases focus on four factors: (1) the failure to maintain adequate corporate records or to comply with corporate formalities, (2) the commingling of funds or assets, (3) undercapitalization, and (4) one corporation treating the assets of another corporation as its own (basically the factors already listed).

(2) Laz says that the second prong is somewhat amorphous, and he’s not sure what it adds by way of policy; as such, as long as there is a nexus between the first prong and an inability to pay a claim, this should be sufficient (e.g., corporation is initially adequately capitalized, but the corporation doesn’t follow corporate formalities; the corporation then has a couple years of bad business, commits a tort, and is unable to pay because of bad business. In this case, the corporation’s failure to follow corporate formalities iqs not linked to the corporation’s inability to pay). 

viii. EXAM TIP: Exam Q states that Engulf and Devour wholly owns a subsidiary, Drugs R Us, that produced and marketed a defective cold remedy that had serious medical consequences.  Drugs R Us has been hit with a major class-action lawsuit and is on the line for hundreds of millions of dollars, which, if it is found liable, it will not be able to pay.  Can the parent company be held liable?  To answer: List the factors and apply them to the case.  Here, undercapitalization will be important.  What is the rule for undercapitalization?  What do the cases say?  (Don’t need to know the difference between CA and DE.) Also consider other factors: Were meetings held?  Why should it matter either way?

III. Shareholdership in Publicly Held Corporations

A. Rights of Shareholders

1. Generally: While shareholders are the owners of the corporation, they do not manage.  The do, however, have the right to elect and to remove directors (who select senior officers, who choose lower-level management), to amend bylaws, and to participate in organic changes, such as mergers.

2. Removal of Directors 

a. For Cause: Shareholders have the right to remove officers for cause, even in the absence of a statute that so provides.  

b. Without Cause: Some modern statutes allow shareholders to remove directors without cause, subject to some limitations.  However, shareholders may not remove a director without cause absent explicitly statutory authority or a provision in the certificate or the bylaws.

B. Conflicts Between the Statutory Right of Directors to Manage and the Shareholders’ Right to Elect Directors

1. Board’s Impingement on the Shareholders’ Right to Vote: It is a statutorily delegated authority that the board shall manage.  In making decisions, directors are generally protected by the business judgment rule if they make well-informed, rational decisions, even if the shareholders disagree or the decision turns out to be a bad one.  However, a problem arises where the director’s well-informed business decision impinges on the shareholders’ right to vote.  In this context, there is a tension between the board’s right to manage and the shareholders’ right to vote.

a. Schnell v. Chris-Craft Industries, Inc.: Board moved the annual shareholder meeting to December 8 to January 12.  Nothing in the statutes say the board can’t change the date of the meeting.  However, shareholders argue that the election was moved up to prevent an insurgent group to campaign and clear materials with the SEC.  ADDIN AudioMarker 6346 Court says the board tried to use its power to self perpetuate and to obstruct legitimate efforts of dissident shareholders.  ADDIN AudioMarker 6473 Board said it had the authority under the “the board shall manage” provisions to move up the date, to which the court responded that “inequitable action does not become permissible simply because it is legally possible.” The court moved the date back because the board moved the date of the meeting for the purpose of impinging on the shareholders’ right to vote. Normally, the board does have the right to change this date.  However, there was no other purpose alleged here than to reduce the plaintiff shareholders’ chance of success in replacing the board, thereby impinging on the shareholders’ right to vote.
b. Blasius Industries, Inc. v. Atlas Corp.(DE Court of Chancery): Blasius is a shareholder with a significant 9% stake in Atlas Corp.  Atlas’s Articles of Incorporation provided a maximum number of board members of 15.  Blasius wanted to add 8 insurgent members to the already-existing 7-member Board of Atlas to give itself a majority.  In a pre-emptive strike on Blasius’s plans, Atlas’s management added 2 members to the existing 7-member board to prevent Blasius from gaining a majority of loyal directors. The incumbent managers and Blasius’s prospective insurgent managers had different visions for the company.  Blasius wanted to engage in leverage restructuring and incur debt or sell off assets in order to pay out cash distributions to shareholders.  This may be attractive to shareholders because they get a cash payment.  There was a fundamental policy difference between the incumbent managers (conservative fiscal policies) and the insurgent managers (aggressive risk taking).  Based on this difference, the incumbent managers felt in good faith that it was in the best interest of the company to block Blasius’s majority insurgency attempts. Issue: Whether a board acts consistently with its fiduciary duty when it acts in good faith and with appropriate care for the primary purpose of preventing or impeding an unaffiliated majority of shareholders from expanding the board and electing a new majority. Under the Unocal “enhanced business judgment standard,” a board may respond to a takeover attempt with methods that are proportional to the threat after it shows that it had reasonable grounds for believing that a tender offer presented a danger to corporate policy; however, Unocal did not deal with the impingement of the shareholders’ right to vote.  Chancellor Allen rejects a per se rule in this case and adopts a compelling justification standard.
i. Rule: Once it has been shown that the shareholder right to vote has been impinged, the burden falls on the defendant directors to show a compelling justification for the pre-emptive strike.

c. MM Companies, Inc. v. Liquid Audio, Inc. (DE Supreme Court): DE Supreme Court adopts the Blasius standard.  This case also dealt with an incumbant board’s defensive measures to prevent shareholders from voting to create a switch in control.  In applying the Blasius compelling-justification standard, the court stated: “maintaining a proper balance in the allocation of power between the stockholder’s right to elect directors and the board of directors’ right to manage the corporation is dependent upon the stockholders’ unimpeded right to vote effectively in an election of directors.”  Expansion of the board in this case by adding two new directors violated Blasius because the purpose of the board’s action was to interfere with the shareholders’ ability to vote. 

d. International Brotherhood of Teamsters v. Fleming Companies, Inc.: Flip-side of Blasius—instead of dealing with the shareholders’ right to vote, this deals with the shareholders’ right to amend the bylaws.  Issue: To what degree can shareholders amend bylaws to limit the Board’s powers to manage?  The Teamsters own all 65 shares of the company and want to amend the bylaws in a way that makes it difficult for the board to implement a shareholder rights plan (poison pill) by requiring shareholder approval. The court holds the shareholders may use the bylaw amendment process to restrict director authority on this narrow issue of OK law because there was no statute preventing them from doing so. 

i. Rule: Shareholders may not amend the bylaws in a way that conflicts with the articles of incorporation or state law.  How far the shareholders may intrude on the board’s right to manage is a case-by-case analysis.

ii. Shareholder rights plan (poison pill): These plans trigger, upon the happening of certain events, shareholder rights to buy blocks of stock at a discount.  Essentially makes it more costly and a pain in the butt for a takeover attempt to proceed; designed to make it very difficult for someone to come in, buy stock, and take over the board.  It’s a double-edged sword: the downside is that it can stifle mergers, and actually hurt shareholders if the merger would be in the shareholders’ interests.

iii. Takeaway: This case represents the tension between the board’s right to manage and the shareholder’s right to vote.

2. Shareholders’ Impingement on the Board’s Right to Manage
a. Crown EMAK Partners v. Kurz: Board was classified so that the holders of Series AA Preferred stock had the right to elect 2 directors out of a total of 7, and a third if the board expanded to 8; the common shareholders elected the others.  On all other matters, the preferred shares get to vote as if they were common shareholders.  One of the contending groups of preferred shareholders here tried to amend the bylaws to reduce the board to 3, of which the preferred would elect 2.  This would transfer them from a minority position of electing the board to a majority position.  The court found that shareholder consents were ineffective because they purported to amend the bylaws in a manner that conflicted with DE law (§ 141(k) contained methodology for changing the board): The consents proposed to reduce the board from seven to three; however, § 141(b) mandated that each director shall hold office until such director’s successor was elected and qualified or until the director’s earlier resignation or removal.  The consents at issue in this case did not comport with either of these methods.  

i. Cross reference back to Blasius – this just deals with board retraction instead of board expansion.  Here, because the retraction violated DE law, the case turned out differently.

ii. Takeaway: Even though shareholders have the right to amend the bylaws, but they can’t do so in a way that short circuits the directors’ terms or otherwise violates statute—they can try to remove under 141(k) or persuade to resign, but they can’t amend bylaws to shorten the term.

C. Formalities Required for Shareholder Voting

1. Notice

a. Rule: There are two types of shareholder meetings—annual shareholder meetings and special meetings.  Notice of place, time, and date is required for the annual meeting and for any special meeting.

b. Record Date: Since the shareholders of a company may continually change, only those shareholders of a company on a designated record date are eligible to vote in the upcoming meeting. Likewise, notice must go to all shareholders who have ownership interests as of this designated record date

2. Shareholder Voting Generally

a. Quorum: Critical mass minimum required for shareholders to take action.  

b. Ordinary Measures: For ordinary measures, you need a majority to show up to be a quorum; then the majority of the present quorum could carry the day.  Thus, if there is a 9-member board, 5 would be a quorum, and 3 could pass a measure.

i. Under most statutes, the affirmative vote of a majority of the shares represented at a meeting is required for shareholder action on ordinary matters.  

ii. Under some statutes, however, only the affirmative vote of a majority of those voting is required.

c. Fundamental Changes

i. Definition: Fundamental changes include (1) amendments to the certificate of incorporation; (2) mergers; (3) sale of substantially all assets; and (4) dissolution.

ii. Rule: A vote on a fundamental change often requires approval by a majority (or sometimes 2/3) of the outstanding voting shares, as opposed to the majority of those present or voting at the meeting.  Thus, if there are 900 outstanding shares, then 451 votes are required to pass a fundamental change, regardless of how many shares are represented at the meeting.

3. Election of Directors

a. Generally: Unlike the majority/quorum requirements for general shareholder voting, directors are elected by a plurality.  Directors run at large, meaning that the candidates are not running against each other for individual seats (A vs. B for seat 1, C vs. D for seat 2, etc.); instead, those directors who get the most votes are elected to the board (for example, if 500 people are running for 8 spots, the top 8 vote earners will be elected).

b. Two General Types of Voting

i. Straight Voting: One vote per share.  In straight voting, you can vote up to your total number of shares for each opening.  If you have 100 shares and there are 8 open spots, you can vote 100 shares for spot 1, 100 shares for spot 2, etc.

(1) Problem: Assume a corporation has 900 outstanding shares.  Shareholder A has 451 shares.  There are 8 candidates running for director offices.  If the corporation has adopted straight voting, then Shareholder A can allocate 451 votes to any and each of the 8 people running for a director position (but no more than 451 votes to any single nominee); in this situation, Shareholder A—a majority shareholder—could vote in every director, thereby thwarting the will of the minority.

ii. Cumulative Voting: Under cumulative voting, a shareholder can vote his number of shares multiplied by the number of nominees. Cumulative voting was developed in response to the problem in the above hypo where a majority shareholder could vote in every board member, which renders minority shareholdership useless in terms of voting power. Some states require cumulative voting by constitution (others require cumulative voting by statute).

(1) Formula for determining # of votes needed to elect a director/directors: 

Number of Shares    x    Number of Directors Desired to Elect       + 1
Number of Open Spots   +   1

Example: Shareholder A has 900 shares and wants to elect one nominee.  There are 8 open director spots.  [(900 x 1] / (8 + 1)] + 1 = 101.  Thus, Shareholder A requires 101 votes to get his preferred nominee elected.

(2) Legal Issues Concerning Cumulative Voting

(a) Staggering: The default rule is that all directors are elected each year; however, some states allow for board staggering, which means that director elections are held in intervals so that only a certain number of directors stand for election each year.  While this allows for some continuity in the board by not allowing for the possibility of replacing the entire board at once, it can impede the effectiveness of cumulative voting, as decreasing the number of directors to be elected per year increases the number of votes needed to elect a candidate (and if you reduce it to one director per year, then staggered voting becomes irrelevant).  Tension arises between staggering and cumulative voting where a state’s constitution guarantees cumulative voting, and the state’s statutes provide for staggering.

· Example: Assume 3 directors are voted on per year instead of 8.  Applying the formula shows that you need 226 votes to elect a candidate instead of 101: [(900x1)/(3+1)] + 1 = 226.

· Judicial View of Staggered Voting: In states with constitutionally mandated cumulative voting, as long as staggered voting does not destroy cumulative voting by reducing the number of directorships voted upon per year to 1, it’s not unconstitutional (although most states don’t currently have constitutionally mandated cumulative voting).

· Legislative View of Staggered Voting: One way states have dealt with the problems staggered voting may present is to require staggered boards to have a minimum of 3 directors voted upon per year; while this will reduce the effect of cumulative voting, it won’t completely defeat it. 

(b) Removal: Removal of directors without cause can usually be effected if a majority of shareholders vote to remove.  This can undermine cumulative voting where a minority shareholder gets himself elected and votes all of his shares to win a directorship and a majority of shareholders then vote to remove the minority shareholder without cause.

· Example: Shareholder has 101 shares and gets himself nominated.  He votes all 808 shares for himself and is elected.  The board hates him and convenes a special shareholder meeting.  The majority of shareholders vote to remove him.

· Legislative response: Statutes in DE and other states provide that if the shareholder votes all of his shares against his removal, and that number of shares would have been enough to get him elected, then the board cannot vote to remove him without cause where cumulative voting is in effect.

· DE Gen. Corp. Law § 141(k)(ii): Any director or the entire board of directors may be removed with or without cause, by the holders of a majority of the shares then entitled to vote at an election of directors, except as follows: In the case of a corporation having cumulative voting, if less than the entire board is to be removed, no director may be removed without cause if the votes case against such director’s removal would be sufficient to elect such director if then cumulatively voted at an election of the entire board of directors . . . .
iii. Cumulative vs. Straight Voting Example: Assume shareholder has 10 votes and there are 8 director positions.  Under straight voting, shareholder can vote 10 votes for each spot (can vote all 10 on one candidate or 5 votes for one and 5 votes for another).  Under cumulative voting, shareholder has a total of 80 votes (10 votes times 8 spots) that can be sprinkled over any number of candidates.

D. Shareholder Informational Rights Under State Law: Access to Books and Records

1. Generally: Shareholder rights, in theory, preserve an element of corporate democracy.  Various state statutes have various approaches to when shareholders can get access to shareholder lists and other corporate books and records.  Some states say that shareholders must have a certain number of shares for a certain amount of time to have an absolute right to access corporate books and records.  Shareholders who want to bring derivative suits should utilize these informational rights, although judicial gloss on the rules makes it difficult to get this information. 

2. Proper Purpose: All states retain some requirement that the shareholder have a “proper purpose” before being able to obtain access to the corporation’s books and records.  In some cases, the shareholder has the burden of showing a proper purpose; in other cases, the corporation has the burden of proving an improper purpose.
a. DE Gen. Corp. Law § 220: 

i. Burdens

(1) When a shareholder seeks shareholder lists, the corporation has the burden of showing an improper purpose

(2) For other books and records, the shareholder has the burden of showing a proper purpose.

ii. Definition of Proper Purpose: A proper purpose shall mean reasonably related to such person’s interests as a stockholder.

b. Saito v. McKesson HBOC: Saito claimed a merger was a breach of fiduciary duty of care (accounting irregularities and waste; after the merger, directors failed in their duties).  Saito wants a variety of documents relating to this transaction, and while Chancery Court said that Saito had alleged a proper purpose (ferreting out wrongdoing), the court said there’s a qualified right to inspection of books and records.  Even though there was a proper purpose, he has a problem getting what he wants—basically this shows that the company can put a shareholder through a lot of bother to get what he wants, even where there’s a proper purpose.  The court here is concerned with wide-ranging fishing expeditions by shareholders; not only does it require a proper purpose, but the court states, “plaintiff must make specific and discrete identification with rifled precision to show that the books and records [requested] are actually related to the articulated purpose.”

c. Seinfeld v. Verizon Communications, Inc.:  Seinfeld wanted to gather information regarding alleged wrongdoing with respect to waste or mismanagement.  This was clearly a proper purpose; however, before a SH can get records pursuant to a proper purpose, he has to show some credible basis for showing that mismanagement or wrongdoing has occurred—courts don’t want shareholders acting purely out of suspicion. Rationale: At some point, compelling production of information will be wealth reducing and thus against other shareholders’ interests. This case represents a clear judicial gloss on what the statute actually says; the court does not deny that ferreting out wrongdoing or mismanagement is a proper purpose, but the court says that shareholders must have a credible basis for asserting that proper purpose.

i. RULE: A mere statement of a proper purpose to investigate possible general mismanagement, without more, will not entitle a shareholder to broad § 220 inspection relief.  Instead, there must be a credible basis (shown by a preponderance of the evidence) of possible mismanagement as would warrant further investigation of the matter.

d. Pillsbury v. Honeywell: Pillsbury opposed the Vietnam war, and Honeywell produced, among other things, anti-personnel weapons (bombs that explode and send shrapnel flying). Pillsbury bought stock in Honeywell and admitted that his sole motive in purchasing Honeywell stock was to persuade the company to stop producing munitions for use in the on-going Vietnam War.  Honeywell argued that Pillsbury’s information request of the stockholder ledger was for an improper purpose, because Honeywell argued that a proper purpose should be concerned with investment return.  The court agreed with Honeywell and denied Pillsbury’s request
E. Shareholder Informational Rights Under Federal Law: Securities & Exchange Act of 1934

1. Background: Access to information as a matter of state law is often difficult to get, limited in its scope, untimely, expensive to obtain, and therefore perceived by Congress not to be sufficient to promote corporate suffrage. The 1934 Securities Exchange Act of 1934 (which also created the SEC) steps in and supplements a variety of state laws that were perceived as inadequate to provide an easy and accurate flow of information By the 1934 SEA, Congress isn’t trying to expand the state laws on what shareholders get to vote on; instead, they’re simply trying to ensure on the federal level that, for bigger corporations, shareholders have access to information so that they can vote on matters the have the power to vote on under state law intelligently.  No state statute on books and records provides the scope of information and timeliness of information required by the federal proxy rules, and the comprehensiveness of proxy materials is far and above better than anything shareholders receive under state law. 

2. Applicability: The federal proxy rules, created by the SEC under § 14 of the Act, apply only to § 12 corporations.  We can assume that the corporation on the exam is a § 12 corporation.

a. Section 12 Corporations: According to Rule 12g–1, section 12 corporations are those with more than $10 million in assets whose securities are held by more than 500 owners. 

3. Statutory Section 14(a): “It shall be unlawful for any person, by the use of the mails or by any means or instrumentality of interstate commerce or of any facility of a national securities exchange or otherwise, in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors, to solicit or to permit the use of his name to solicit any proxy or consent or authorization in respect of any security (other than an exempted security) registered pursuant to §12 of this title.”

a. This section makes it illegal for a § 12 company to solicit proxies in contravention of rules and regulations in a manner that violates the SEC rules.  In essence, if you violate the rules, you violate the statute.

4. Federal Proxy Rule § 14a–9

a. Summary: Rule 14a–9 is the centerpiece of the proxy rules, designed to ensure that information that the other proxy rules require to be disseminated to shareholders is accurate in every material respect.  The omission or misstatement of a material fact is required whether the government or a private plaintiff brings suit against the corporation.  Courts are split whether the misstatement or omission of material fact must be made with recklessness or intent (scienter), as opposed to mere negligence, and the Supreme Court has thrice declined to address the issue (although it is presently ripe for review).  There is an implied private cause of action that has never been repudiated by the Court, and in such an action a shareholder must consider not only materiality, but also the additional elements of transaction and loss causation.

b. Who Can Bring a Cause of Action

i. This is generally enforced by the government: The SEC civilly enforces violations of federal statutes, and the Justice Department brings criminal actions where appropriate

ii. Issue: May private parties bring suit, and if so, do they have to satisfy causation or reliance elements normally associated with bringing damages claims?

(1) J.I. Case Co. v. Borak: The Supreme Court decided there was a private right of action.  The Court found that it was necessary to read a private right of action into the Rule to supplement government enforcement because the SEC has a limited budget, cannot catch every violation, etc.  In coming to this private right of action, the Court analogized to antitrust law.  Although the Court’s reasoning is questionable in this case, this doctrine is now well established.

c. Causation
i. Loss Causation: The material misstatement caused damage to the plaintiff.

(1) In Sandberg, the Court held that even where shareholders can show loss causation, their claim cannot proceed unless transaction causation is also met.

ii. Transaction Causation: Plaintiff must show that the transaction—regardless of the fairness of its terms—was caused by the misleading proxy statement.

(1) Essential Link Test: Rather than show that those who voted “yes” were individually mislead (which would be difficult), all you have to show is that the process of soliciting proxies was essential to the transaction—without soliciting proxies, they could not have gotten the essential number of shares.  The Court will only look at the process itself.

(a) In Mills, the process was essential because it was mathematically impossible to approve the merger without the solicitation of more votes.

(b) Sandberg: If the corporation did not need the votes for the transaction to be approved, then shareholders cannot satisfy the essential link test.  Since the shareholders could not prove that the violation caused the transaction to go through, they do not have a private right of action because they have not satisfied the essential link test.

(2) Mills v. Electric Auto-Lite Co: “Where there has been a finding of materiality, a shareholder has made a sufficient showing of causal relationship between the violation and the injury for which he seeks redress if, as here, he proves that the proxy solicitation itself, rather than the particular defect in the solicitation materials, was an essential link in the accomplishment of the transaction.” 

d. Materiality (The Would Standard)

i. ALI Principles of Corporate Governance § 1.25: A fact is material if there is a substantial likelihood that a reasonable person would consider it important.

ii. The Would Materiality Standard (TSC Industries v. Northway): Would a reasonable investor/shareholder consider the information important?  If the fact in question does not pass the Would Standard, then it is NOT material and thus does not violate Rule 14a–9.  This is a question of both law and fact.

(1) Northway: “What the standard does contemplate is a showing of a substantial likelihood that, under all the circumstances, the omitted fact would have assumed actual significance in the deliberations of the reasonable shareholder.”

(2) To satisfy the Would Standard, the information does not necessarily have to change an investor’s mind; rather, it must be something that the investor considers important and is something that the investor would want to know.

(3) Policy Rationale: This test helps filter only the important information into the proxy statements such as to provide a reasonably thorough disclosure without inundating the shareholders with so much information as to render the disclosure useless and deter all shareholders from reading the information.

iii. The Probability/Magnitude Test for Soft Information: This test balances the significance of the information and the probability of it occurring to determine whether a reasonable investor would find the information important. This is not a substitute for the Northway Would Standard; it is merely a tool for deciding whether soft information information (i.e., information that is not 100% certain but is based on some unknown and has a certain probability of occurring sometime in the future) meets the Would Standard.  

iv. Statements of reason, opinion, or belief: The Court held in Sandberg that because the directors believe what they’re saying and the statements have to do with the underlying truth or falsity of the subject matter about which such statements are offered, then to the extent the directors knowingly made misstatements of opinions, reasons, or beliefs regarding the fairness of the merger, such statements may be deemed material.

e. Virginia Bankshares, Inc. v. Sandberg: A company has 85% of another company that wants to get rid of the 15% of minority shareholders.  They offer $42/share.  Plaintiffs claim they were mislead to approve a merger for $42/share, which the corporation said was a “fair price,” when the shares were really worth $60.  This is the flipside of Mills in that it’s clear there was a loss.  In Mills, there was transaction causation but no loss because there was a fair price.  Here, there’s no transaction causation.  Issues: (1) Whether the Would Standard is met when the statement is couched in conclusory terms purporting to explain the directors’ reasons for recommending certain corporate action; and (2) whether transaction causation can be met by a class of minority shareholders whose votes are not required by law or corporate bylaw to authorize the corporate action.  The Court holds that (1) knowingly false statements of reasons, opinions or beliefs may be actionable, even though conclusory in form (although the Court reserves the question of whether scienter is required) and (2) that the minority shareholders failed to meet the essential link because their votes would not have made a difference even if they had been told the truth (thus, since the shareholders could not prove transaction causation, the fact that they could prove loss causation is irrelevant).
5. Federal Proxy Rule § 14a–8: The Shareholder Proposal Rule

a. Rule: Rule 14a–8, which is subject to numerous exceptions, allows shareholders in section 12 corporations who have continuously held at least $2,000 in market value, or 1% , of the company’s securities for at least one to submit one proposal within the company’s proxy statement, subject to the 500-word limit and compliance with the deadline, and the corporation must put it in and pay for it, unless it falls within an exception. 

i. The “usual suspects” of such proposals are corporate governance, social responsibility, and/or (more frequently these days) compensation.  

ii. Rule 14–8, in effect, shifts the costs from shareholders who want to make proposals to other shareholders (although few proposals garner much support). While this Rule creates a free-rider problem, it nevertheless allows for increased management accountability, allows for shareholder disclosure of their concerns, and can be a vehicle for increasing corporate social responsibility; in these ways, shareholder proposals can benefit all other shareholders.

iii. Policy: One of the policies behind 14a—8 is to raise issues, even if those issues don’t pass.  Sometimes just the raising of an issue can embarrass a company into addressing the issue.  The goal is not so much to garner shareholder support for these proposals, but rather to get the proposals submitted to the corporate discourse.

b. Exceptions: A company may exclude a shareholder proposal . . . 

i. Improper under state law: If the proposal is not a proper subject for action by shareholders under the laws of the jurisdiction of the company’s organization.

(1) This is largely designed to prevent shareholder interference with the general rule in public-issue corporations that the board shall manage.  

(2) Shareholder proposals in the form of recommendations, rather than something that would be binding on the board, are much more likely to be permissible under state law.  A non-binding recommendation helps raise issues without binding the board in a way that would infringe on the board’s right to manage.

ii. Violation of law: If the proposal would, if implemented, cause the company to violate any state, federal, or foreign law to which it is subject.

iii. Personal grievance; special interest: If the proposal relates to the redress of a personal claim or grievance against the company or any other person, or if it is designed to result in benefit to the shareholder, or to further a personal interest, which is not shared by the other shareholders at large.

(1) This can be vague—consider, for example, a situation where a shareholder seeks to include a proposal relating to employment issues that personally affect the shareholder but that also affects other shareholders.

iv. Relevance: If the proposal relates to operations which account for less than 5 percent of the company’s total assets at the end of its most recent fiscal year (objective test) and is not otherwise significantly related to the company’s business (subjective test). 

(1) Issue: If a proposal falls below the 5 percent threshold, can it still be otherwise significantly related?

(a) Examples of no-action letters in the casebook view the “otherwise significantly related” language to prohibit the exclusion of a proposal that raises significant policy matters, even if it falls below the 5 percent threshold 

(b) Lovenheim v. Iroquois Brands: Shareholder wanted inclusion of a proposal for the board to consider suspending the production of pâté de foie gras because of the animal cruelty issues involved in production. The court held that a business practice, which constituted less than 1% of a corporation’s business, raised important social policy issues (regarding the humane treatment of animals) and was significantly related to the company’s business.

(2) NB: If the SEC or a court determines that a proposal raises significant policy concerns or does not constitute ordinary business (management function exception), the proposal simply must be included, but nobody is required to agree with it. 

v. Management functions (“Ordinary Business Exception”): If the proposal deals with a matter relating to the company’s ordinary business operations.

(1) “Ordinary”: There is often little distinction between what is ordinary and what is not.  Both “ordinary” here and “significantly related” in the relevance exception are the center of many disputes and give rise to a lot of inconsistency, largely because almost anything could be cast as a significant policy question

(a) Ex: There’s a fine distinction between, “You should make more red cars and less yellow cars” and, “You should make more hybrid cars (for environmental reasons).”

(b) The more significant the policy concern raised, the more that concern will undermine the relevance and ordinary business exceptions, and the more likely the proposal will have to be included.

(2) Roosevelt v. E.I. Du Pont de Nemours & Co.: Shareholder is concerned with and has a proposal regarding the timing of DuPont’s phasing out of CFCs and halons and has a related proposal for the co to issue a report covering environmentally sound substitutes and marketing plans. On the one hand, what a corporation uses in its products would seem rather ordinary; on the other hand, if they’re manufacturing products carrying with them environmental and safety concerns, they’re suddenly not ordinary. However,  ADDIN AudioMarker 2522 SEC agrees with the company that this is excludable in the ordinary business exceptions.  The plaintiff decides to bring a lawsuit claiming the SEC is wrong.  The Supreme Court had already decided that there is a private right of action for 14a–9, and the Court here has to decide whether there is an implied private right of action for 14a–8.  The Court decides there is and has to look at the merits re: whether the ordinary business exception applies.  While the Court (Ginsburg) endorses the idea—based on the SEC’s more recent interpretations—that where significant policy, economic, or health and safety considerations are concerned, it’s not ordinary business, the Court nevertheless rules for the corporation because the corporation already planned to implement substantially all of the shareholder’s proposals within a year.  Had the time frame been much longer, the proposal may have fallen outside of the ordinary business exception, the timing difference here was very small (“barely a season”). This opinion was well-crafted because Ginsburg said that if the case was about whether the CFCs could be continued to be produced, then there would be no exception, but since this was about a narrow time frame, it fell within the exception.
vi. Relates to Election: If the proposal relates to a nomination or an election for membership on the company’s board of directors or analogous governing body or a procedure for such nomination or election.

F. Proxy Contest Expenses: Who Must Pay for Shareholder Informational Rights

1. Issue: There’s no question that a company legally required to provide notice to shareholders should pay those expenses for its directors, as there is no requirement that directors pay out of their own pockets for legally required disclosures.  The issue is what happens when further expenses are incurred.

2. CA, Inc. v. AFSCME Employees Pension Plan: Shareholders want to insert a proposal to amend the bylaws for proxy contest reimbursement.  The Supreme Court (to which the SEC certified the issues in this case raised by a shareholder proposal submission) recognizes that neither the bylaws nor the certificate contained anything pertaining to reimbursement of proxy contest expenses, and that under Del. Gen. Corp. Law § 141(a), the board shall manage.  The question whether reimbursement for proxy contest expenses, says the Court, is generally within the discretion of the board pursuant to its fiduciary duties.  Two issues: (1) Is the proposal for bylaw amendment in this case a proper subject for shareholder action? (2) Would the proposal violate DE law (improper under state law exception)?  As to (1): Shareholders can amend bylaws, but not in a way that impinges on the directors’ statutory right to manage.  Shareholders have a right to participate in the selecting of contestants for election to the board, which commits the corporation to reimburse if the candidates are successfully elected—the fact that this involves spending of corporate money does not itself make the proposal improper, as it is not a broad attempt to interfere with the management function of the board.  As to (2): While there is no facial violation of any provision of DE law or inconsistency in the certificate, the proposal violates the common-law precept that directors are subject to a fiduciary duty of care, and they have to be able to exercise discretion as to whether or not to grant reimbursement in a specific case.  Thus, here, even though the proposal didn’t facially conflict with a statute or the certificate, the proposal for bylaw amendment mandated reimbursement that a proper application of a fiduciary principle could preclude in some cases.  According to the Court, the proposal was improper because it did not include a fiduciary out for the board to reject compensation pursuant to a proper exercise of its fiduciary judgment.
a. DE Response: §§ 112, 113

i. Del. Gen. Corp. Law § 112: The bylaws may provide that if the corporation solicits proxies with respect to an election of directors, it may be required, to the extent . . . as provided in the bylaws, to include in its proxy solicitation materials, in addition to individuals nominated by the board of directors, one or more individuals nominated by a stockholder.
ii. Del. Gen. Corp. Law § 113: The bylaws may provide for reimbursement by the corporation of expenses incurred by the stockholder subject to such procedures or conditions as the bylaws may prescribe, including, but not limited to, conditions for eligibility, limitations on the amount of reimbursement, limitations concerning the election of directors by cumulative voting, or any other lawful condition.

iii. Result: On its face, the combination of these sections provides a vehicle for shareholders who have a right to amend the bylaws to create a procedure—in DE—for nominating candidates for office and to provide a formula for determining when reimbursement shall be provided.  However, § 113 does not appear to include a fiduciary out—a requirement that the board can exercise fiduciary discretion in determining whether to reimburse.  As such, it’s unclear whether these statutes intended to legislatively overrule AFSCME by omitting such a provision, or whether AFSCME remains a common-law corollary to the statute.

3. Rosenfeld v. Fairchild Engine and Airplane Corp.: This is a shareholder’s derivative action against Fairchild, seeking reimbursement of $261,522 paid out of the corporate treasury by the ousted board to retain their directorship positions.  The amount was spent in a proxy contest between the incumbent (now ousted) board and the insurgent board.  Part of the expenses were paid out of the corporate treasury while the directors were still in office, and the rest was paid to them by the new board as reimbursement for the reasonable expenses they incurred.  Some of these expenses included entertainment expenses spent to raise support for certain shareholder groups. This raises the issue of whether the corporation should pay for expenses that go beyond legally required notice, and if so, whether there are any limitations, and who decides.  If you’re required under law to print and mail disclosures, there’s no dispute that the corporate treasury pays for this.  The issue gets more difficult when wining and dining expenses are involved, as well as when an insurgent group gets involved.  The plurality holds that where the directors act in good faith in a proxy contest, they have the right to incur reasonable and proper expenses for solicitation of proxies and in defense of their corporate policies.  In a proxy contest, corporate directors have th eight to make reasonable and proper expenditures (subject to courts when challenged) from the corporate treasury for the purpose of persuading the stockholders of the correctness of their position.  

a. Policy supporting allowing incumbents to spend shareholder money to go beyond what is legally required to give shareholders necessary materials:  Consider Blasius: defending one’s policies against a well-heeled challenger for reasons that may actually benefit the company (Blasius wanted to take over the company and impose risky and heavily debt-laden recapitalization) might actually benefit the shareholders in the long-run and be desirable for both the company and shareholders

b. “Reasonable and Proper Expenses”: This depends largely on what money is spent on and how much is spent.  Reasonableness could be determined by looking to other corporations, but is generally problematic.  There may be a line drawn between hiring professional proxy solicitors on the one hand and chartering corporate jets on the other.  While the plurality states that the test is clear, it is actually difficult to apply.

c. Takeaway: This case stands for the proposition that, realistically, proxy contests involve costs that go beyond mere notice.  If it really is a policy contest and the insurgents may have a risky idea, it may be a good idea to spend money to further the best interests of the corporation.

G. Logistics of Stock Ownership: For liquidity and efficiency reasons, most of the stock held by everyday shareholders is held in “street name,” or shares registered in the name of a bank or broker.  Shares registered in the name of a bank or broker rarely are held by the bank or broker—instead, most banks and brokers hold their shares in a depository, such as Cede & Co.  Under this convoluted process, a problem arises when it comes time to vote: While the shareholder is the beneficial owner of the stock, the depository is the actual record holder, and the law says that the record owners vote.  Thus, there has to be a system by which the beneficial owner can vote, which is usually by the record holder’s grant of an omnibus proxy. 
IV. Special Issues with Close Corporations

A. “Close Corporation” Definition: A close corporation is typified by: (1) a small number of stockholders; (2) no ready market for the corporate stock; and (3) substantial minority stockholder participation in the management, direction, and operation of the corporation.  Donahue v. Rodd Electrotype Co.
B. Four Organizational Tools/Planning Devices for Close Corporations
1. Generally: The following devices are tools that may be useful to people considering setting up a close corporation to make it function more like a partnership while retaining limited liability.  While useful in preventing the risk of having to fall back on an ad-hoc fiduciary duty analysis, these devices also have consequences, such as the risk of deadlock in supermajority/quorum requirements.
2. Generally Tested in One of Two Ways:

a. You are a legislative counsel in a fictional state with no special provisions for close corporations.  You’ve been asked to draft a statute to make close corporations more like partnerships.  For a question like this, you’d be expected to know about the following planning devices and how they can be used.
b. Kenny, Kyle, Eric, and Stan start a business to make adult animated cartoons. Eric is concerned the other three may gang up on him, and he wants to ensure that he gets a return on his investment.  What can he do to plan for this contingency?
3. Shareholder Agreements at the Shareholder Level

a. General Rule: An agreement among shareholders determining in advance how shareholders will vote together is generally valid, as long as the agreement does not cross the line from a valid pooling agreement to a secret voting trust that separates the right to vote from the interest in the shares. Ringling Bros.
i. Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling: Voting trust was created to help pay out claims as the result of a fire. When the voting trust expired, two shareholders created a “ladies agreement.”  The agreement was not formally a voting trust, but an agreement drafted by the lawyer, Mr. Loos, to provide for joint voting of the ladies’ shares.  Under the agreement, if the two shareholders voted their shares together, it gave them the ability to control the board.  They were not giving their shares to a trustee or separating their vote from their shares; instead, they agreed to vote their own shares after consulting with each other.  If they could not agree, they would go to the lawyer who drafted the agreement to arbitrate the dispute, and his decision would bind the parties to vote under his designation. When the two ladies here disagreed, Mr. Loos—pursuant to his voting authority—directed that the parties should vote for an adjournment.  One of the ladies failed to follow his instructions. Supreme Court of DE determined that the agreement wouldn’t be invalid, but the dissenting party’s votes would be held invalid, thereby necessitating a new election.  Party seeking to invalidate the agreement argues that DE law prohibits the irrevocable separation of voting power and ownership of stock unless such an agreement complies with § 18, which governed voting trusts, and that this agreement did not comply.  The court rejected this argument, finding that there was not a secret voting trust because there was not a separation of the vote from the shares (i.e., by giving Mr. Loos the right to vote the shares himself); instead, it was contemplated under the agreement that each shareholder was to vote her own shares pursuant to Mr. Loos’s instruction, which was a valid stock pooling agreement.  

b. Statutory Approaches: After Ringling Bros. and similar cases, legislatures responded by enacting statutes explicitly allowing for voting agreements.  The purpose of these enactments was to eliminate the defense of “this agreement is too similar to a voting trust.”  The legislatures have determined that public policy favors shareholders’ ability to agree to vote their shares as they see fit—no longer can a plaintiff argue that a voting agreement looks too similar to a voting trust. (Note: None of the following provisions are mandatory.)

i. Delaware 

(1) § 212(e) (Irrevocable Proxies): A duly executed proxy shall be irrevocable if it states that it is irrevocable and if, and only as long as, it is coupled with an interest sufficient in law to support an irrevocable power.  A proxy may be made irrevocable regardless of whether the interest with which it is coupled is an interest in the stock itself or an interest in the corporation generally.
(a) In DE, an irrevocable proxy must (1) state that it is irrevocable and (2) be coupled with an interest in law to support the irrevocability.

(2) § 218(c) (Voting Agreements): An agreement between two or more stockholders, if in writing and signed by the parties thereto, may provide that in exercising any voting rights, the shares held by them shall be voted as provided by the agreement, or as the parties may agree, or as determined in accordance with a procedure agreed upon by them.
(a) This allows for pooling agreements like the one found in Ringling Bros.
ii. Model Act

(1) 7.22(e) (Irrevocable Proxies): An appointment of a proxy is revocable unless the appointment form or electronic transmission conspicuously states that it is irrevocable and the appointment is coupled with an interest . . . .

(2) 7.31 (Voting Agreements): (a) Two or more shareholders may provide for the manner in which they will vote their shares by signing an agreement for that purpose. A voting agreement created under this section is not subject to the provisions of section 7.30 [voting trusts section].  (b) A voting agreement created under this section is specifically enforceable.
(a) This specifically says that a voting agreement’s similarity to voting trusts is not a grounds for invalidating the agreement.

(b) This is essentially a response to the argument raised in Ringling; under this rule, you can separate your voting interest from your shares even if it looks too much like a voting trust.

iii. California 

(1) § 706(a) says the same thing that the Model Act and Delaware say: “[A]n agreement between two or more shareholders of a corporation, if in writing and signed by the parties thereto, may provide that in exercising any voting rights the shares held by them shall be voted as provided by the agreement . . .”

(2) Section 706 is not limited to close corporations.

(3) Under § 706(a), a shareholder may grant an irrevocable proxy to another shareholder or a third party under an agreement without complying with § 706(b), which deals with voting trusts. 

iv. New York

(1) Follows the same scheme as CA, DE, and the Model Act.

(2) § 620(a) (Voting Agreements): An agreement between two or more shareholders, if in writing and signed by the parties thereto, may provide that in exercising any voting rights, the shares held by them shall be voted as therein provided, or as they may agree, or as determined in accordance with a procedure agreed upon by them.
(3) § 609(f)(5) (Irrevocable Proxies): A proxy which is entitled "irrevocable proxy" and which states that it is irrevocable, is irrevocable when it is held by any of the following or a nominee of any of the following (5) A person designated by or under an agreement under 620(a).
(a) Like the other statutes, this allows for a voting agreement that assigns voting interests to a third party through an irrevocable proxy without creating an illegal voting trust.

c. Common/Preferred Stock—Creation of Unequal Voting Rights

i. Generally: Statutes also now provide specifically for weighted stock and voting/nonvoting stock to create flexibility in corporations (although this is not limited to close corporations).  In close corporations, especially, shareholders may want to have two classes of stock where each class has equal voting rights, but the classes have different economic rights because one shareholder has contributed more money.

ii. Hypo: A contributes 80% of the capital to a start-up company, and B contributes the remaining 20%. 

(1) Were this a partnership, recall that both shareholders would have equal management and voting power absent an agreement to the contrary.

(2) In the close-corporation situation A would have 80% economic rights, and B would have 20% economic rights.  However, they could classify their stock in a way that gives them equal management rights by, for example, creating Class A and Class B shares with equal voting rights.

iii. Lehrman v. Cohen: Lehrman family and Cohen family each held equal quantities of classified stock and could each vote 2 directors in a 4-director board.  To prevent deadlock, a fifth directorship was added and a third class of stock created (1 share at $10 par). The third class of stock was created for the sole purpose of electing a director (the stock had no economic rights (rights to dividends, etc)—it was merely a tiebreaker).  Lehrman later claimed that the new class was illegal on the ground that in substance it was a voting trust that did not comply with the voting-trust statutes.  The court rejected this argument on the ground that the arrangement did not separate the voting rights of the original classes of stock.  Each family retained control over the voting of rights of its class of stock.  The court also held that it was not illegal to create a class of stock having voting rights but no proprietary rights.

iv. Model Act §601(c): The articles of incorporation must authorize: (1) one or more classes or series of shares that together have unlimited voting rights, and (2) one or more classes or series of shares (which may be the same class or classes as those with voting rights) that together are entitled to receive the net assets of the corporation upon dissolution
4. Impinging on the Board (Limiting the Board’s Discretion)

a. Generally: The shareholder role in the traditional corporate model is purely passive—shareholders may vote directors, change bylaws, amend the bylaws, and vote on organic changes, but they cannot manage.  In close corporations, shareholders have a greater need to plan things like salaries and budgets in advance, and a new norm has developed for close corporations.  Before any special legislation was passed toward this end, shareholder agreements in close corporations providing for what directors could do in advance created a sharp conflict between the traditional one-size-fits-all “the board shall manage” corporate statutes and the desire of shareholders in a close corporation to hamstring the board in advance by deciding things that the directs, once elected, would typically decide for themselves. 

b. Pre-Legislation Caselaw

i. McQuade v. Stoneham (NY, 1934): Stoneham acquired a majority of shares in the subject company, and plaintiff McQuade and defendant McGraw both bought 70 shares for a little over $50k.  As part of the transaction, an agreement was made whereby Stoneham was to be president, McGraw vice president, and McQuade treasurer (essentially appointing themselves as officers); all of their salaries were to be fixed; and they were each to “use their best endeavors for the purpose of continuing as directors of [the] company and as officers thereof.”  After several years, McGraw and Stoneham deliberately did not vote for McQuade because of a falling out, thereby failing to keep their agreement with him to use their best efforts to continue him as treasurer. Defendants argue that the contract at issue was illegal because it compelled a director to vote to keep a particular person in office and froze salaries.  The provision for using best endeavors for the purpose of continuing the parties as directors was a valid shareholder pooling agreement; however, the provision selecting officers and fixing their salaries impinged on the board because officers are supposed to be selected by directors.  Although McQuade clearly bargained for his position under the agreement, the court finds that the agreement violated the public policy established by the NY legislature determining how corporations shall function: “The 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 . . . . We are constrained by authority to hold that a contract is illegal and void so far as it precludes the board of directors, at the risk of incurring legal liability, from changing officers, salaries or policies or retaining individuals in office, except by consent of the contracting parties.”
ii. Clark v. Dodge (NY, 1936): This came down a couple years after McQuade. Clark owned 25% and Dodge 75% in two corporations.  They entered into an agreement providing that (1) Dodge would vote for Clark as a director; (2) Dodge, acting in his directorial capacity, would continue Clark as general manager as long as Clark proved faithful, efficient, and competent; (3) Clark would always receive as salary or dividends worth ¼ of the corporation’s income; and (4) no salaries to other officers would be unreasonable.  The NY Court found the agreement valid, noting that “[t]here was no attempt to sterilize the board of directors as in McQuade”—although the McQuade involved sterilizing the board against public policy, the agreement here was at most a slight impingement.  One major difference here was that all of the shareholders were represented in the agreement, and there was no complaining minority interest; in McQuade, however, not all shareholder interests were represented in the agreement. (But see Longpark v. Trenton: all shareholders agreed to give one shareholder complete managerial discretion.  The court struck this down despite the fact that all the shareholders agreed because this was a complete sterilization of the board.)

iii. Galler v. Galler (IL, 1964): Benjamin and Isadore Galler start a partnership and become a corporation that sells wholesale drugs.  Benji and Izzy were getting old and were concerned about providing for their families, so they create an agreement among themselves that contained a salary continuation and a dividend payout on either of their deaths.  This decision to agree in advance what the directors would do in terms of paying out money from the corporation is in technical conflict with the IL law at this time that the board shall manage.  Yes, the parties could determine in advance who the directors will be, but then the directors determine how salaries are to be made.  The court of appeals determined that this agreement was invalid against public policy.  The Supreme Court of Illinois overrules the court of appeals, citing no statute but citing a student note.  The court basically took judicial notice of the fact that it was dealing with a close corporation where stock was not readily transferrable and decided to treat the close corporation as sui generis in spite of the statutory law at the time—given the unique nature of the close corp, especially its similarity to a partnership, and the fact that there’s no objecting minority party, the court allows the agreement to be enforced even though it impinges on the board and technically violates the language of the statute. 

c. Legislative Response: Evolution of Modern Statutes

i. Generally: As was the case with shareholder agreements, courts began to steer away from the statutory schemes in place for corporations when it came to close corporations.  Modern statutes reflect shareholders’ desire to have a corporate structure that retained limited liability but functioned more like a partnership.  As a result, the statutes have moved away from the case-by-case determinations reflected in McQuade, Clark, and Galler and have instead recognized a distinction between close corporations and public corporations that justifies permitting shareholder impingement on the board.  Note that, like the other planning devices, this planning device is not obligatory.

ii. California 

(1) § 158 (a) “Close corporation” means a corporation whose articles contain . . . a provision that all of the corporation’s issued shares of all classes shall be held of record by not more than a specified number of persons, not exceeding 35, and a statement “This corporation is a close corporation.”
(2) § 186: “Shareholders’ agreement” means a written agreement among all of the shareholders of a close corporation, or if a close corporation has only one shareholder between the shareholder and the corporation . . . .
(a) This defines a shareholder agreement (as opposed to an “agreement between two or more shareholders” for pooling agreements/proxies) as one where all the shareholders agree.

(3) § 300(b): No shareholders’ agreement, which relates to any phase of the affairs of a close corporation, including but not limited to management of its business, division of its profits or distribution of its assets on liquidation, shall be invalid as between the parties thereto on the ground that it so relates to the conduct of the affairs of the corporation as to interfere with the discretion of the board . . . .
(a) This removes the legal objection that a shareholder agreement illegally impinges on the board

(4) Cumulative Effect: In California, to be a close corporation, you must have fewer than 35 shareholders, and the articles must explicitly state that it is a close corporation (though few choose to take this approach).  If these elements are satisfied, shareholder may enter into a written shareholders’ agreement—a written agreement with all shareholders of the statutory close corporation—that does anything up to and including sterilizing the board.  This gets rid of the case-by-case analysis employed by McQuade, Clark, and Galler. 

(5) Failure to Comply Strictly with Statutory Scheme 

(a) Ramos v. Estrada: Court of Appeal decision holding that although the statutory scheme wasn’t strictly complied with, policy nevertheless supported upholding the agreement: Even though this corporation does not qualify as a close corporation, this agreement is valid and binding on the Estradas.” 

(b) Thus, in CA, even where there is not strict compliance (not a statutory close corp or not all parties have agreed), the courts may uphold the agreement.  Although the general trend is not to let parties use a strict statutory loophole to abrogate an agreement, this is not the safest way to go.

iii. New York

(1) § 620(b): A provision in the certificate of incorporation otherwise prohibited by law because it improperly restricts the board in its management of the business of the corporation, or improperly transfers to one or more shareholders or to one or more persons or corporations to be selected by him or them, all or any part of such management otherwise within the authority of the board under this chapter, shall nevertheless be valid:
(1) If all the incorporators or holders of record of outstanding shares, whether or not having voting power, have authorized such provision in the certificate of incorporation or an amendment thereof; and
(2) If, subsequent to the adoption of such provision, shares are transferred or issued only to persons who had knowledge or notice thereof or consented in writing to such provision.
(2) 620(c) qualifies (b): A provision authorized by paragraph (b) shall be valid only so long as no shares of the corporation are listed on a national securities exchange or regularly quoted in an over-the-counter market by one or more members of a national or affiliated securities association.
(3) Cumulative Effect: NY allows shareholders in a close corporation to accomplish the same result as in CA, but does so in a procedurally different way.  Section 620 allows shareholders to grant “any or all of the management authority” in the certificate of incorporation, so long as all shareholders agree and no shares of the corporation are listed on a national exchange.  The grant may impinge as much as the shareholders want, including complete sterilization of the board.  Note that this does not deal with a normal agreement, but rather a provision in the certificate of incorporation only. 

(4) Failure to Comply Strictly with Statutory Scheme:  In Adler v. Svingos, shareholders amended an agreement rather than the certificate.  The court allowed the agreement, but there was no objecting party.  As such, it’s unclear that the case would have come out the same in different circumstances.

iv. Compare Delaware

(1) Delaware has an entirely separate subchapter for close corporations.

(2) § 350. Agreements Restricting Discretion of Directors: A written agreement among the stockholders of a close corporation holding a majority of the outstanding stock entitled to vote, whether solely among themselves or with a party not a stockholder, is not invalid, as between the parties to the agreement, on the ground that it so relates to the conduct of the business and affairs of the corporation as to restrict or interfere with the discretion or powers of the board of directors . . . .
(3) § 351. Management by Stockholders: The certificate of incorporation of a close corporation may provide that the business of the corporation shall be managed by the stockholders of the corporation rather than by a board of directors. . . .
(4) § 354. Operating Corporation as Partnership: No written agreement among stockholders of a close corporation . . . shall be invalid on the ground that it is an attempt by the parties to the agreement or by the stockholders of the corporation to treat the corporation as if it were a partnership . . . .
(5) Cumulative Effect: Like California, § 350 allows for a written agreement, as opposed to the articles.  However, unlike both NY and CA, the statute only requires a majority of the shareholders to agree.  Section 351 gives shareholders the right to manage, and § 354 explicitly states that it’s generally okay to treat a close corporation as a partnership.

v. Compare Model Act

(1) § 7.32. Shareholder Agreements: An agreement among the shareholders of a corporation that complies with this section is effective among the shareholders and the corporation even though it is inconsistent with one or more other provisions of this Act in that it: (1) eliminates the board of directors or restricts the discretion or powers of the board of directors . . . (3) establishes who shall be directors or officers of the corporation, or their terms of office or manner of selection or removal . . . (6) transfers to one or more shareholders or other persons all or part of the authority to exercise the corporate powers or to manage the business and affairs of the corporation . . . .
(2) Cumulative Effect: The Model Act allows shareholders to make an agreement that impinges on the traditional functions of the board, including completely eliminating the board or restricting functions of the board.  The Model Act defines a “shareholder agreement” as requiring unanimous approval.

5. Supermajority, Quorum, and Voting Requirements

a. Generally: While public-issue corporations generally wish to lower the quorum requirement to get things done more efficiently, close corporations generally seek to raise the quorum and voting requirements.  While setting a higher quorum requirement can increase the possibility of a deadlock, it is nevertheless a device that can make shareholders’ mutual arrangements perform more like a partnership.

i. Benefits: Can prevent a majority of shareholders from ganging up on a minority (for example, a close corporation with three shareholders where two gang up on the other).

ii. Detriment: Unquestionably enhances the possibility for deadlock, which makes it impossible to get anything done if there’s a holdout.

b. Pre-Legislative Caselaw

i. Benintendi v. Kenton Hotel: Two shareholders owned a hotel corporation in unequal amounts.  They agreed with each other that any actions taken at the shareholder or board level should be unanimous.  Even though they agreed, the NY court said that this was inconsistent with principles of corporate democracy, which contemplated that a majority was a quorum and a majority would carry the day.  Even though both parties constituted the entirety of the stock ownership of the company, this unanimity provision was illegal.  Sutton abrogated this.
ii. Sutton v. Sutton: Doesn’t really do with supermajority provisions but rather the interpretation of them and whether they can be applied to an amendment.  The court said there’s nothing in the statute or legislative history saying there needs a discrete supermajority paragraph designed to deal with amendments to the supermajority provision; if you provide generally for a supermajority, that includes amendments to the provision that provides for the supermajority.  This is consistent with the idea of allowing the shareholders to decide for themselves the % of votes they want to be the legal minimum for a quorum or for a vote to be effective.

c. Statutory Approaches

i. New York

(1) § 616. Greater Requirement as to Quorum and Vote of Shareholders: The certificate of incorporation may contain provisions specifying either or both of the following: a higher percentage of shares for a quorum and a higher percentage of shares for a shareholder vote.

(2) § 709. Greater Requirement as o Quorum and Vote of Directors: The certificate of incorporation may contain provision specifying either or both of the following: a higher quorum requirement and a higher voting requirement

(3) Cumulative Effect: Section 616 allows a provision in the certificate that increases the voting requirement for shareholders to be greater than a majority, including unanimity.  Section 709 is a parallel provision for director voting.  These sections essentially create a veto power for the minority shareholder, which, on the one hand could convince the other shareholders to compromise, or, on the other hand, could create an impasse.

ii. Delaware, California, and Model Act: All provide the same.

6. Restrictions on Share Transferability

a. Generally: Corporate stock is generally freely transferrable.  Although there is far less share liquidity in close corporations than in public corporations, transferability is nevertheless available.  Restrictions on stock transferability in close corporations are yet another way to render close corporations closer to a partnership.  Note that there is always a requirement of conspicuous notation of transfer restrictions on the stock to keep people on notice of it.

b. Three Types of Restraint

i. Right of First Refusal

(1) Definition: First refusals prohibit a sale of stock unless the shares have been first offered to the corporation, the other shareholders, or both, on the terms offered by the third party.

(2) This option is the least restrictive for the shareholder who wants to sell, but it can be problematic for the corporation because it gives the shareholder the power to fix the price based on a third-party offer.

ii. First Option

(1) Definition: First options prohibit the transfer of stock unless the shares have first been offered to the corporation, or other shareholders, or both, at a price fixed under the terms of the option, which could be based on a fixed price, an appraisal, or a formula.

(2) Problem: While this avoids the uncertainty problem in the first refusal context where the corporation doesn’t know how big of an offer a shareholder may get, it presents the new problem of how to accurately and fairly determine the price of the shares, especially for the fixed-price option.  There is always a concern that an appraiser could value the stock at a price higher than the corporation could afford, but if the corporation fixes the price, there could be problems with the fairness of the fixed price.  As such, fixed prices are often subject to periodic revision.

(3) Holland Note Case: Shareholders’ agreement gave corp the right to buy out a shareholder who died for $75k.  The evidence supported the idea that the stock might have been worth almost 3x as much.  Court said that the fact that the shareholders’ agreement established a lower-than-market price was unremarkable; this was something that was established by agreement.  Stock could have gone up or down in value, so the court enforces it—this would be a first option.   ADDIN AudioMarker 12716 The first option has been enforced even where there’s a gross disparity between current market value and the agreed-upon option price
iii. Consent

(1) Definition: Consent restrictions prohibit the transfer of stock without permission of the corporation’s board or shareholders.  There cannot be an unreasonable restriction on alienation (in Moore, a restriction on transfer only to blood relatives was held reasonable).

(2) This option is the most restrictive of the three basic types of restraints.

(3) The consent restriction is very useful to the corporation and other shareholders, but can be extremely problematic for the prospective seller of the stock because, if the company could deny consent for any reason, then they could theoretically force a perpetual freeze out and/or stick the shareholder with the stock.

(4) F.B.I. Farms, Inc. v. Moore: Dispute arising out of a divorce between Linda and Birchell Moore. There’s a first option based on book value. (The court erroneously characterizes this as a right of first refusal. It resembles a first option restraint, because the corporation has the right to buy back the shares before a shareholder transfers their stock to a third party.  However, the corporation has the right to buy back the shares at book value.  Since the selling shareholder doesn’t have the right to offer the price to the corporation for buy-back, this isn’t really a Right of First Refusal – it’s a First Option (because the share price is fixed).)  If nobody wanted to buy the stock, then the stock could be sold to any blood member of the family, but not for more than book value. IN statute here based on Model Act:  Bylaws and shareholder agreements can impose any transfer restrictions that are listed for any reasonable purpose (modern statutes do not allow the denial of consent for an arbitrary reason)—as the court points out, shares are personal property, and there is a traditional public-policy concern with unreasonable restrictions on alienation of personal property.  Court: “A restriction is reasonable if it is designed to serve a legitimate purpose of the party imposing the restraint and the restraint is not an absolute restriction on the recipient’s right of alienability.”
(a) Factors Relevant in Determining Reasonableness of Restriction: Corporate size, the degree of restraint, time of constraint, method used to determine the transfer price. A constraint that merely describes procedures that must be observed is not unreasonable; however, restrictions that are fraudulent, oppressive, or unconscionable are not allowed.  A blanket right to transfer for any reason the close corp sees fit is likely an unreasonably arbitrary prohibition.

(b) Takeaway: The Model Act permits rights of first refusal, first option, reasonable consent restraints (which include blood transfer restrictions).  This case (and the Model Act) establishes the validity of these restraints.

c. Mandatory Buyback

i. Gallagher v. Lambert: Gallager was an employee of the corp, and he bought stock (like Merola, was not a founding member).  Stock was subject to a mandatory buy-back provision: If employment is ended for any reason, the stock would be bought back.  If this happened before the fulcrum date, he would get book value.  If his employment was terminated after the fulcrum date, he’d get more.  It’s pretty clear that he was terminated here by Easdil Realty because he was a minority shareholder, and the sole purpose for the termination was to save the company almost $3 million (if the company had waited three weeks to terminate him, he would have gotten $3 million instead of $89k).  Gallagher does not sue for his job back, but because he wants the court to find a breach of fiduciary duty.  He doesn’t say he’s owed a job, but rather a fiduciary duty. The issue here is whether the corporation violated a fiduciary duty to Gallagher, a minority shareholder, by firing him right before the fulcrum date.  Gallagher brings this claim based on his rights as a minority shareholder in a close corporation.  Gallagher concedes that the termination of employment complies with the predominant rule of at-will employment, but Gallagher’s claim is that he was terminated at precisely the time he was, for the purpose of avoiding the higher payout.  Court: Sucks to your ass-mar—this is what you agreed to.  Laz does not believe the NY court here is rejecting the idea of fiduciary duty; instead this looks like a case where advance planning harmed the shareholder.  The bargain here was not illusory because nobody knew the stock would go up so much by the time of the fulcrum date, and had the stock dropped dramatically, Gallagher could have quit.

ii. Jenson v. Christensen & Lee: In this case, the court held that a shareholder who was discharged form his corporate position did not have an action for wrongful discharge, as such, because in Wisconsin actions for wrongful discharge are limited to discharges that violate public policy.  However, the court added, the shareholder’s allegations that his discharge triggered a stock buyout at a low purchase price that redounded to the financial benefit of the remaining shareholder-directors stated a claim that those directors had breached their fiduciary duties by failing to deal fairly in a matter in which they had a material conflict of interest. Distinguishing from Merola and Wilkes: Not only did the attempt to buy out the minority shareholder at an inadequate price underpay that shareholder, this also unjustly enriches the remaining shareholders. The lower payment to the shareholder inured a financial benefit to the remaining shareholders.  Thus, when controlling shareholders are also directors, there becomes a conflict of interest.
iii. Jordan v. Duff & Phelps: Shareholder decided to get out of town because of problems between his wife and his mother in law.  He, on his own, took off, and he was paid for his stock in the company.  It turns out that as a result of a merger that was soon to be announced, his shares would have become a lot more valuable had he stayed a little longer.  One reaction should be, “Tough luck, buddy—you quit.”  Judge Easterbrook says Duff & Phelps had a duty to disclose the merger to Jordan so he could make a more informed decision.  He also says that as a matter of IL employment law, IL has a more restrictive at-will employment concept.  As a result, although he was an at-will employee, Duff & Phelps could not opportunistically fail to disclose without breaching its fiduciary duty to the shareholder.

C. Fiduciary Relationship in Close Corporations

1. Generally: The fiduciary relationship in close corporations is a dispute-resolution device that often serves as a fallback where there is a lack or failure of corporate planning.  

2. Donahue v. Rodd Electrotype Co.: Euphemia Donahue’s husband died and she became the successor to a minority set of shares.  Harry Rodd, who was in the majority group, was getting old, and the company bought back a majority of Harry Rodd’s shares at $800/share based on a valuation process that reflected both the book value and liquidation value (nobody contends that this is an unfair price).  The problem in this case was that Euphemia, the minority shareholder, wasn’t given the same opportunity to sell her shares at $800/share that the shareholder in the controlling group got.  ADDIN AudioMarker 8002 Euphemia sues to have her shares bought at the same price or the corp has to rescind the deal. The court draws an analogy to partnership law and holds: “Because we, not the legislature, view the close corporation as close to a partnership, we thus hold that shareholders in the close corporation as we define it have substantially the same fiduciary duty in the enterprise as partners owe each other.” After analogizing to partnership law to find this duty, the court recognizes the effect that the majority’s “freeze out” (attempting to buy out Euphemia by paying her 25% of the value of her shares when they paid Harry 100%) can have on minority shareholders in close corporations where there is little or no liquidity in stock ownership.  Thus, even in absence of planning and legislative/statutory authority, the court rules for the minority and imposes a fiduciary duty.
a. Rule of Equal Opportunity: The court in Donahue basically says that the majority must give the minority equal opportunities: “To meet the good-faith standard, the court holds that if a stockholder whose shares are purchased is a member of the controlling group, the controlling stockholders must cause the corporation to offer each stockholder an equal opportunity to sell a ratable number of his shares to the corporation at an identical price”

b. But see Nixon v. Blackwell: Delaware has a specific subchapter on close corporations, and Nixon stands for the proposition, at least in Delaware, that courts do not always want to do what Donahue did on an ad-hoc basis.  In light of Nixon, it is not clear when courts will cross the line and find a breach of duty.  As such, it is dangerous to rely on an after-the-fact bailout by the courts; instead, shareholders in close corporations should employ one of the following planning devices to avoid the need for reliance on an uncertain doctrine.

3. Wilkes v. Springside Nursing Home: Mr. Wilkes is one of four shareholders in a nursing home.  The four become 25% shareholders, and there is no agreement on supermajority or keeping each other as directors or officers.  There is a strained relationship, and eventually Mr. Wilkes is not reelected as a director, and he is told his services as an officer are no longer needed. As a result, he is frozen out of any payments from the corporation on which he had come to rely.  Nevertheless, despite the fact that there’s no planning device here, the court bails him out by looking at Donahue and reiterating that there is potential in the close corporation for freezing out minority shareholders for inadequate value.  A planning device would have been useful to prevent this in advance.  As was the case in Donahue, it appeared as though the majority wanted to buy out Wilkes at an inadequate price. The court does acknowledged the right of the majority to control, but the court says that this right to selfish ownership must be balanced against the fiduciary duty owed to the minority.  The key to this case is likely that the majority was trying to buy out the minority for an inadequate price.  Keep an eye out for an issue like this on the exam, and cite Wilkes and Donahue if it comes up.
a. Wilkes Test (Quasi-Equal-Protection Means/Ends Test): Regardless of the absence of planning, the court asks:

i. (1) Is there a legitimate business purpose in the majority’s taking action against a minority?

ii. (2) If there is a legitimate business reason, can the shareholder demonstrate that there was a practicable, less-harmful alternative?

b. The court here found no legitimate purpose and does not reach the second prong.

c. Zimmerman v. Bogoff Note Case: Court says Wilkes and Donahue are not meant to put a straight jacket on the majority.  If there is a legitimate purpose, the burden shifts to the minority shareholder to show a less harmful, reasonably practicable alternative, although “reasonably practicable” can be a slippery slope

4. Smith v. Atlantic Properties, Inc.: Unlike Donahue and Wilkes, it is the minority shareholder here who is ganging up on the majority. Four shareholders agree to an 80% supermajority provision (which is actually a unanimity provision as long as the shares remain evenly distributed).  This gives each shareholder a veto.  The reason Dr. Wolfson wanted this provision in the bylaws was that he was in a different financial position from the other shareholders – his need for cash flow was not as great as the others because he had other sources of income.  He did not want the policies of the company to be governed by three others who needed the cash.  Eventually a disagreement arose: He wanted money to be reinvested in the business for capital improvements and repair, and they wanted the cash flow to be paid in dividends to them to create taxable income. (They didn’t want to deprive Dr. Wolfson of his share; he just didn’t need the income and would prefer to keep it reinvested.)  On the face of it, neither of these approaches are unreasonable. As a result of Wolfson’s use of his veto power, the corporation accumulated an unreasonable amount of income under an applicable tax provision, and the court found that Wolfson’s use of the veto power was thus a breach of his fiduciary duty because its use was reckless and in bad faith.  

a. Wilkes Test: Had the tax provision not been at issue, could have applied the Wilkes test: While improving property is certainly a legitimate objective, Wolfson arguably did not take a reasonably practicable alternative because he acted irrationally in not issuing dividends.  Instead, he could have compromised by paying out some dividends and reinvesting the rest. 

b. NB: Under the Wilkes test, you can almost always finds a less harmful alternative.

5. Merola v. Exergen Corp.: This case comes chronologically after Donahue, Wilkes, Smith, and Zimmerman.  Merola was an employee and minority shareholder of Exergen.  He was induced by a fellow Pompei to come to Exergen from Analogic under the pretense that he’d be an employee and have the opportunity to become a major shareholder.  He eventually gets fired. The court cites Wilkes in saying that the majority needed a legitimate purpose for firing him, and it concedes that there was no legitimate purpose here.  The court also said he had a reasonable expectation of continued employment.  Nevertheless, Merola loses. One distinct difference in this case is that the court is treating Merola more as an employee who is a shareholder rather than a founding member (although this likely isn’t the sole basis because of the implication it could have for someone who, after a corporation’s founding, buys substantially all of the stock).  More to the point, despite Merola’s “reasonable expectation of continued employment,” he received a fair price for his stock, and he was not treted any differently than any other shareholder—a fact separated from his employment; had he wanted job security, he should have bargained for that in his employment contract. Takeaway:  ADDIN AudioMarker 9842 The fiduciary duty extends to the relationship between majority and minority shareholders.  There is NO fiduciary duty in the at-will employment situation.  The shareholder relationship and the employment relationship was separated here.  This case also underscores the importance of planning in advance, as the court declined to bail Merola out here in the absence of any planning.
D. Dispute Resolution: Dissolution and Alternatives

1. Dissolution 

a. Generally  

i. Judicial dissolution is discretionary—even if dissolution may be beneficial to one party, the court may nevertheless refuse to grant dissolution.  Studies show that parties often work out the problem or decide to sell to each other or a third party in lieu of dissolution. 

ii. Some statutes allow for dissolution at will or upon a particular condition or event.  This works more like a planning device because it decides in advance when the parties will agree to split up.

b. Dissolution for Deadlock: A number of statutes provide for involuntary dissolution on a showing of deadlock.  A few of the states define deadlock in terms of an “equally divided” board or body of shareholders, but most are phrased broadly enough to include deadlock brought about by supermajority or veto arrangements. 

c. Dissolution for Oppression

i. Defining “Oppression”: While statutes often provide for dissolution for oppression, they frequently fail to define “oppression.
(1) Michigan: Willfully unfair or oppressive conduct means a continuing course of conduct or a significant action or series of actions that substantially interferes with the interest of the shareholder.  Willfully unfair and oppressive conduct may include the termination of employment or a limitation of employment benefits or limitations on employment benefits to the extent that the actions interfere with distributions or other shareholder interests disproportionately as the affected shareholder.  The term does not include conduct or actions that are permitted by an agreement, the articles of incorporation, the bylaws, or a consistently applied written corporate policy or procedure.
(a) This and a similar Minnesota statute clearly state that the court may tailor the relief sought to fit the oppressive conduct.
(2) Matter of Kemp & Beatley, Inc: “Oppression should be deemed to arise only when the majority conduct substantially defeats expectations that, objectively viewed, were both reasonable under the circumstances, and were central to the petitioner’s decision to join the venture.”  This test contains an objective and subjective component:
(a) Subjective: Determination of the petitioner’s central purpose for joining the venture.  The petitioner’s subjective thoughts are what count.
(b) Objective: Reasonableness under the circumstances requirement. This is not limited to illegal conduct; instead, it applies to conduct that defeats the reasonable expectations of the minority.
ii. Application
(1) McCallum v. Rosen’s Diversified, Inc.: McCallum was a minority shareholder who was also a director, executive VP, and the CEO.  There was no specific buyout price in his contract.  He was terminated as an employee, and the corporation tried to buy him out at an indadequate price.  “We simply hold that terminating the CEO—as opposed to an employee that did not have a significant role in management—and then offering to redeem his stock, which was issued partially to lure him to remain at the company, constituted conduct toward McCallum as a shareholder sufficient to invoke the requirements of the Minnesota Act.”  McCallum’s relief was a buyout at an adequate price.
(2) Brody v. Jordan: Brody unquestionable frozen out and denied economic benefits.  Court agrees there was a breach of fiduciary duty but denies buyout relief. Court said hat the majority had created no market for its shares, so there’s no reason to give Brody more than she bargained for.  Instead, the court uses its equitable discretion to award damages.
2. Alternatives to Dissolution: Provisional Directors and Custodians 

a. Generally: Provisional directors and custodians are alternatives to dissolution that keep the company running, which is beneficial to tax collectors, suppliers, and contractors. 
b. Provisional Directors

i. Generally: The appointment of a provisional director may enable one faction to make changes in the control structure of the corporation whose effects will persist even after the provisional director has left the scene.  The problem with the appointment of a provisional director, however, is that it turns over the authority to run the business to a stranger.

ii. Example—Cal. Corp. Code § 308: Subsections (b) and (c) allow for the appointment of a provisional director, who is not related to the company.  This provisional director is appointed by the court until the deadlock is resolved, or if the shareholders remove him.  The provisional director is compensated according to the court’s determination.

iii. Arguments For: The purpose of provisional directors is, in part, to allow a profitable corporation to continue in the face of a deadlock ADDIN AudioMarker 1032 
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 ADDIN AudioMarker 873 .  Having a provisional director eliminates the need for dissolution, and preserves the company’s assets in the event that the deadlock is resolved.

iv. Arguments Against: Where the parties have negotiated in advance for something like a supermajority voting requirement/voting power, the appointment of a provisional director thwarts the original purpose in negotiating in the first place and affect the pre-planned balance of power against one or more of the parties’ wishes.  Provisional directors could, effectively, vote with one side or another side of the deadlock.  This would unravel all the planning devices that the close corporation had contemplated and decided on beforehand.

c. Custodians

i. Generally: The distinctive aspect of the remedy of appointing a custodian is that, unlike the remedy of dissolution, the business continues, and unlike the remedy of appointing a provisional director, the custodian normally has complete authority over the business.

ii. Example—Del Gen. Corp. Law §226(b): A custodian appointed under this section shall have all the powers of a receiver except the power to liquidate the assets.

3. Valuation & Mandatory Buyout Problems

a. Generally: It is extremely difficult to value stock in close corporations because there is no market for the shares to begin with.  Additional problems arise where mandatory buyout is an alternative to dissolution and there is no agreement as to a buyout price.  Of particular importance here is whether to grant a control premium or a minority discount.

b. Charland v. Country View Golf Club: Case for dissolution for illegal conduct.  Issue was not whether they established the grounds for dissolution, but whether as an alternative to dissolution a buyout was appropriate, and if so, what the value should be.  An appraiser is brought in and the question was whether or not the value of the stock should be discounted because it represented a minority position.  Second big issue: discount for lack of marketability?  Third issue: Was a discount actually applied? Holding: No minority or marketability discounts.  This makes economic sense: If a shareholder held 10% stock, there was no mandatory buyout provision, and the company is dissolved and its assets liquidated, the shareholder would get 10% of the assets in liquidation, the same dollar-for-dollar share as the majority. Court says when we’re looking at this in the context of an alternative to dissolution where the minority shareholders would share pro rata in everything, there’s no reason to give the majority—which has been guilty of wrongful conduct—a windfall.  It’s not punishing the majority; it’s just preventing the majority from being unjustly enriched as a result of their unlawful conduct.

4. Arbitration

a. Vogel Note Case: Raises the point that problems may arise if an arbitrator is allowed to solve disputes because it may impinge on the board.

b. This is less of a problem today because of the impingement-on-the-board planning device: Since you can impinge on, sterilize, or completely get rid of the board by shareholder agreement or certificate provision, certainly you should be able to allow for the less-drastic measure of allowing for arbitration.

V. General Partnerships

A. Definition (UPA § 6; RUPA §§ 101(6), 202): An association of two or more persons to carry on as co-owners a business for profit forms a partnership, whether or not the persons intend to form a partnership.

1. Formalities: General partnerships can be organized with no formalities and no filing.  The absence of a filing requirement reflects in part a conception that partnership status depends on the factual characteristics of a relationship between two or more persons, not on whether the persons think of themselves as having entered a partnership.

2. Rules for Determining Existence (UPA § 7; RUPA § 202): The mere existence of joint tenancy, tenancy in common, tenancy in the entirety does not itself create a partnership; the sharing of gross returns does not establish a partnership; the receipt by a person of a share of profits of a business is prima facie evidence of partnership, but not if the payments were received to pay a debt, or for wages or an annuity or interest on a loan. 

a. Evidence of a Partnership: A finding that the relationship between two persons may be based upon evidence of an agreement, either express or implied, to place their money, effects, labor, and skill, or some or all of them, in a lawful business with the understanding that a community of profits will be shared.  No one factor alone is determinative of the existence of a partnership.

b. Rule: Words do not bind partners to realities, and intent is not dispositive. Whether a partnership exists is an inference of law based on established facts of the case.  Further, a party cannot avoid becoming a partner simply by calling his relationship something else; the party must avoid entering a position of joint control.

i. Martin v. Peyton: Martin claims that Peyton and others became partners in KN&K based on certain arrangements that the alleged partners (who turned out not to be) made with the firm.  The facts indicate that Petyton did not intend to be a partner. The facts also indicate the existence of a significant and complicated business arrangement between KN&K and the alleged partners.  Court says that it’s not the parties’ intention that matters, but the facts.  “If, as a whole, a contract contemplates an association of two or more persons to carry on as owners a business for profit a partnership there is.” Policy behind the decision: The court did not want to discourage private loans.  Peyton and the others were just taking steps to secure their return – and their loan agreement had these safeguards.  If the court held that these lenders were partners by virtue of their loan, then it would discourage the making of future loans.

ii. Lupien v. Malsbenden: Lupien entered into a contract with Cragin for the construction of a car. Malsbenden was not a party to the contract.  After he signed the contract, Lupien visited once or twice a week to check on the car and mostly dealt with Malsbenden because Cragin was rarely there. Cragin “disappears,” and Lupien goes after Malsbenden and claims that Malsbenden is a partner with Cragin. Since Cragin “disappears,” Lupien goes after Malsbenden and claims that Malsbenden is a partner with Cragin. The defendant in this case would argue, much like the result in Peyton, that he was merely a lender who lent $85k to Cragin.  The court here says no—instead, he’s a partner with Cragin.  Unlike Peyton, Malsbenden here exercised a lot more operational control—he used personal checks to buy equipment, had physical control of the premises for extended periods of time, and generally had total involvement.  He was essentially a co-owner for profit of the business.
3. The Four-Element Test (only persuasive evidence): It is sometimes said that in the absence of an express partnership agreement, a relationship will be considered a partnership if four elements are met:

a. (1) An agreement to share profits

b. (2) An agreement to share losses

c. (3) A mutual right of control or management of the business

d. (4) A community of interest in the venture

4. Implications of Finding a Partnership: If there is a partnership, one partner may be held liable for the debts of another; if not, the other person is solely liable on his debt.  Thus, the unconscious/involuntary formation of a partnership is a trap for the unwary.

B. General Characteristics

1. No Limited Liability: General partners are personally liable for the tort and contract claims that occur in the course of the partnership business.

2. Management Authority: As a general rule, partners have management authority and can make decisions to bind the business.

3. Partnership Law Largely Contractual: Unlike corporate law, which is generally mandatory (it tells the corporation what it can do, what directors can to, etc) and cannot be abrogated by agreement, partnership law is largely contractual.  While statutory partnership law sets the default rules that will govern in the absence of an agreement to the contrary, these rules can be altered by agreement.

C. The Legal Nature of the Partnership: Aggregate Theory vs. Entity Theory

1. Issue: Whether a given form of association has a legal status separate from that of its members, or is simply an aggregate of it members. When the UPA was drafted, there was a difference of opinion between whether a partnership is an entity (separate entity separate from its owners) or an aggregate.

2. Common law: A partnership was not an entity, but merely an aggregate of its members—a partnership was no more a legal entity than was a friendship.

3. UPA confers aggregate status on partnerships: “A partnership is an association of two or more persons to carry on as co-owners a business for profit.” However, the UPA deals with a number of specific issues (i.e., ownership of partnership property) as if a partnership is an entity.  The problem with the UPA was that it created problems with regards to who had to be joined in a lawsuit.

4. RUPA confers entity status on partnerships, despite that entity’s carrying personal liability: “An association of two or more persons to carry on as co-owners a business for profit. A partnership is an entity.”  Under the entity theory, one may sue a partnership as an entity as opposed to having to join individual partners to the suit.

D. Rights and Duties of Partners

1. UPA § 18

a. Preface to § 18: The following rules governing the rights and duties of the partners in relation to the partnership are subject to any agreement between the partners.

b. Management: Partners are the equivalent of the shareholders—or owners—of a corporation.  The default rule under UPA is that each partner has equal rights in the management of the business, not based on the proportion of their investment, but based simply on being a partner.  Unlike corporate law where the board does some things and the shareholders/owners do others, general partners under the default rule have full governance rights.

i. UPA § 18(e): All partners have equal rights to management and conduct of partnership business

ii. UPA § 18(h): (Default rule governing how decisions will be made on certain matters) Any difference arising as to ordinary matters in 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

iii. Summers v. Dooley: Two equal partners have an agreement suggesting that they were the workers, but when one couldn’t work, that person would hire somebody and pay that person himself. Summers approached Dooley re: hiring an additional employee, but Dooley refused.  Summers hired the man anyway and paid him out of his own pocket.  When Dooley discovered Summers had hired an additional man, he objected and refused to pay the new employee out of the partnership funds. Summers seeks contribution from Dooley for $11,000 for expenses he incurred to hire a third person.  Issue was whether, in an equal partnership with two partners, one can hire another person notwithstanding the objections of the other.  Holding: No, because there was no majority.  The statute provided for equal rights in management of the business, and there was no agreement to the contrary.  Because there was an objection in this case, there was no majority.

c. Voting: Absent an agreement to the contrary, voting takes place not based on proportion of ownership as it does in a corporation, but rather each partner has an equal say.

d. Partnership Interest: While stock ownership in a public-issue corporation is freely transferrable, governance rights in a partnership cannot be transferred.

i. UPA § 18(g): No person can become a member of the partnership without the consent of all the partners. 

ii. Economic Rights: Although the default rules prohibit the addition of a partner absent unanimous consent, a partner may nevertheless transfer his economic rights to another as long as his governance rights are not transferred.

iii. Bauer v. The Blomfield Co./Holden Joint Venture: Bauer loaned $800,000 to the Holdens, which loan the Holdens secured by assigning to Bauer all of their right, title, and interest in the Blomfield Co/Holden Joint Venture partnership.  The Holdens defaulted on the loan, and Bauer exercised his right to receive the appropriate distributions of income and principal as a result.  Payments were made until 1987, when the partners agreed to use the income of the partnership to pay an $800,000 commission to a partner instead.  Bauer was only notified of the agreement after the fact, and he never agreed to forego payment of his income share.  ADDIN AudioMarker 3701 Holding: The assignment to Bauer of the Holdens' "right, title and interest" in the partnership did not, in and of itself, make Bauer a partner in the Blomfield Company/Holden Joint Venture.
2. RUPA: Largely similar, but with some differences

a. Generally: RUPA retains most of UPA’s default rules, but emphasizes more strongly that partners can arrange their rights and responsibilities, subject to the exceptions in § 103(b), according to their wishes by altering the default rules.  This is fundamentally different from corporate default rules.

b. RUPA § 103: Makes it clear that, subject to very limited exceptions, the relationship among the partners is governed by the partnership agreement.

c. Exceptions: While RUPA § 103 does allow for some reduction of the duty of care and some variation of the covenant of good faith and fair dealing, § 103(b) states that the partnership agreement may not, among other things:

i. Restrict access to books and records

ii. Eliminate the duty of loyalty (although the partnership agreement may identify specific types or categories of activities that do not violate the duty of loyalty, as long as not manifestly unreasonable, and the partners may, after full disclosure of all material facts, authorize a specific act or transaction that would otherwise violate the duty of loyalty)

iii. Unreasonably reduce the duty of care

iv. Eliminate the obligation of good faith and good dealing (although the partnership agreement may prescribe the standards by which the performance of the obligation is to be measured, as long as not manifestly unreasonable)

d. RUPA § 401(b): Each partner is entitled to an equal share of profits and is chargeable with an equal share of losses (same as UPA)

3. Agreements to the Contrary Hypo: Suppose that A, B, and C form a partnership.  A contributes 90% of the capital, and by that agreement is entitled to 90% of any profits and is responsible for 90% of any losses.  B and C each contribute 5% of the capital and by agreement each is entitled to 5% of any profits, and responsible for 5% of any losses.  Nothing is said in the agreement concerning how decisions will be made.  If A votes one way on an ordinary matter connected with the partnership, and B and C vote another way, who prevails?

a. Had there been no agreement, the profits and losses would have had to be allocated equally, despite the unequal interests in the partnership; however, an agreement is in place with respect to profits and losses.

b. There is no agreement made with respect to decisionmaking.  Here, A votes no, while B and C vote yes.  Under the default rule, A, B, and C all have equal voting rights absent an agreement to the contrary.  Thus, A, even with 90% interest, only has a 1/3 voting right.  This is entirely contrary to corporate voting, where a 90% shareholder automatically has proportional voting rights.

E. Partnership Agreement: Note that the Partnership Agreement does not only include a formal partnership agreement, but can also include oral agreement and course of conduct evidence.  RUPA has especially pushed the default rule further towards a contraction relationship.

F. Law Governing the Internal Affairs of General Partnerships

1. General Rule Outside of Partnerships: For corporations, limited partnerships, and limited liability companies, all of which are formed by filing organizational documents in a given state, the general choice-of-law rule states that the internal affairs are governed by the law of the state in which the corporation was incorporated or in which the limited partnership or LLC was organized.

2. Partnership Rule: While the UPA does not contain a provision governing the choice of law for the internal affairs of a general partnership, RUPA § 106 states that the law in the state in which the partnership has its chief executive office governs a general partnership’s internal affairs. 

G. Authority of Partners
1. General Rule: Unlike corporate shareholders, who have no authority to bind a corporation, the general rule is that partners have the legal authority to bind the partnership of which they are members.

2. Apparent Authority

a. UPA § 9(1): A partner has the authority to bind the partnership by an act “for apparently carrying on in the usual way the business of the partnership of which he is a member.”  This focuses primarily on the nature of the individual partnership in question.

b. RUPA § 301(1): A partnership is bound by an act of the partner for apparently carrying on in the way (i) the partnership business or (ii) business of the kind carried on by the partnership.

i. Comment: “Section 301(1) . . . . clarifies that a partner’s apparent authority includes acts for carrying on the ordinary course ‘business of the kind carried on by the partnership,’ not just the business of the particular partnership in question.” 

ii. This section expands apparent authority of partners by allowing consideration of both the partnership in question and partnerships of a similar nature.  

3. Knowledge Required of Third Parties

a. UPA vs. RUPA

i. UPA § 3(1) (Broader): A third party “has knowledge of a fact within this act not only when he has actual knowledge thereof, but also when he has knowledge of such other facts as in the circumstances shows bad faith.” 

ii. RUPA § 202 (Narrower): A third person “knows a fact if the person has actual knowledge of it.”  As such, a third party will not be placed under a duty of inquiry or be deemed to have notice from the facts and circumstances; only actual knowledge or receipt of a notification of a partner’s lack of authority will meet the standard.  

b. RUPA § 303—“Statement of Partnership Authority”: This section is completely new and is designed to create a permissive mechanism for partnerships to clarify the scope of partnership authority.  Section 303(e) specifically provides that a statement may be given to specify a grant of authority and a limitation of transfer of real property.  States adopting this may limit the authority of a partner to be bound by a third party with respect to real property.

i. Under § 303, a grant of authority in [a Statement of Partnership Authority] is normally conclusive in favor of third persons, even if they have no actual knowledge of the statement, unless they have actual knowledge that the partner has no such authority.  However, a limitation on a partner’s authority in such a Statement—other than a limitation on the partner’s authority to transfer real property—will not be effective unless the third party knows of the limitation or the Statement has been delivered to him.  In contrast, a limitation in a Statement of Partnership Authority of a partner’s authority to transfer partnership real property is effective against all third persons if a certified copy of the Statement is filed in the real-property recording office.

c. RNR Investments Limited Partnership v. Peoples First Community Bank: RNR was a limited partnership formed to purchase vacant land and build a house.  The general partner’s actual authority to borrow, spend partnership funds, and encumber partnership assets was limited.  The partners orally agreed to obtain a loan for $650,000, but the general partner obtained a loan for $990,000, which was beyond the scope of his authority.  The bank never had notice of the general partner’s limitations. General partner binds the partnership beyond his authority, then defaults.  Bank wants to foreclose. Defense raised: Bank failed to review the limitations on the authority of the general partner to engage in this sort of agreement.  Therefore, because of negligent failure to investigate, the bank did not discover the limitation on authority.  Court rules for th bank based not on actual (express or implied) authority but on apparent authority: What would the reasonable third party—the bank—believe the agent—the general partner—has the authority to do under the circumstances?  Jdx had adopted RUPA, so even though the general partner’s actual authority was restricted, he had apparent authority to bind the partnership in the ordinary course of partnership business or in the business of the kind carried on by the partnership, unless the bank knew or had received notice of the partner’s lack of authority.
i. NB: Although the bank arguably acted carelessly by not looking into the partner’s authority, there is no duty under partnership law for the third party to inspect the scope of actual authority.
d. Northmon Investment Co. v. Milford Plaza Assocs.: Dispute between partners.  Partner enters into a 99-year lease that would go beyond the termination date of the partnership.  According to the court, this was not an ordinary act.  At least between themselves (the partners), this is not binding. Rule: A partner’s authority to bind the partnership to transactions apparently in the ordinary course of the partnership’s business does not affect the right of partners as between themselves to prevent contemplated transactions with third parties, or otherwise to assert their “equal rights in the management and conduct of the partnership business.” Holding: Appellants lacked the authority to enter into a contemplated 99-year lease even if such lease were to be deemed in the ordinary course of the partnership’s business.
H. Liability for Partnership Obligations

1. Generally: Most significant difference between partnership and corporate law.  If partnership assets are insufficient to cover an obligation, then the partners, unlike shareholders in a corporation, will be held personally liable.

2. UPA: Under § 15, all partners are liable under the UPA jointly and severally for torts and jointly for all other debts (e.g., contractual obligations.

3. RUPA: Eliminates distinction between tort and non-tort liability and makes partners jointly and severally liable for everything.  While this alters the UPA, it maintains the idea that partners are personally liable under partnership law, even thought the RUPA adheres to the entity theory.

4. Exhaustion Theory: In a suit against a partner on a claim against the partnership, partnership assets must be exhausted before a partner’s individual assets may be reached.

I. Fiduciary Duties of Partners

1. UPA § 21—Partner Accountable as a Fiduciary (much more limited than RUPA): “Every partner must account to the partnership for any benefit, and hold as trustee for it any profits derived by him without the consent of the other partners from any transaction connected with the formation, conduct, or liquidation of the partnership or from any use by him of its property.”

2. RUPA § 404: Sets out in much greater detail what the fiduciary duties of partners are.  In essence, the only fiduciary duties owed are the duty of loyalty and the duty of care.  Also addresses the duty of good faith and fair dealing.

a. Duty of Loyalty: Limited to three things—

i. (1) to account to the partnership and hold as trustee for it any property, profit, or benefit derived by the partner in the conduct and winding up of the partnership business or derived from a use by the partner of partnership property, including the appropriation of a partnership opportunity

ii. (2) to refrain from dealing with the partnership in the conduct or winding up of the partnership business as or on behalf of a party having an interest adverse to the partnership; and

iii. (3) to refrain from competing with the partnership in the conduct of the partnership business before the dissolution of the partnership.

b. Duty of care: A partner’s duty of care to the partnership and the other partners in the conduct and winding up of the partnership business is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law.

c. Good faith and fair dealing: A partner shall discharge the duties to the partnership and the other partners under this [Act] or under the partnership agreement and exercise any rights consistently with the obligation of good faith and fair dealing.

d. RUPA Limitation on Fiduciary Duties: As discussed above, the duty of loyalty cannot be eliminated, but the agreement may set forth certain acts that do not violate the duty of loyalty as long as not manifestly unreasonable; the duty of care cannot be unreasonably limited; and the agreement may specify certain things that do not violate the duty of good faith as long as not manifestly unreasonable.

3. Meinhard v. Salmon: Gerry leased to Salmon a hotel for a term of 20 years.  Salmon entered into a joint venture with Meinhard whereby Meinhard was to pay salmon half of the money required to reconstruct, alter, manage, and operate the property in return for Salmon’s payment of 40% of net profits for the first 5 years and 50% thereafter.  Each party agreed to bear losses equally, but Salmon had the sole power to manage, lease, underlet, and operate the building. Near the end of the lease, Gerry approached Salmon to enter into a new lease with substantially more land for substantially more money for another 20 years. They entered into such lease, but Meinhard did not learn of it until after it had been completed. In approaching Salmon for the new lease, Gerry had no duty to approach Meinhard, and may have insisted even that Meinhard not be involved.  Even if Meinhard could not have competing with Salmon for the new lease, Salmon owed him at least a duty to disclose and give him the chance to compete.  Under this duty of loyalty, Salmon could not benefit himself at the expense of his partner.
a. Oft-Quoted Rule: “Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty.  Many forms of conduct permissible in a workaday world for those acting at arm’s length, are forbidden to those bound by fiduciary ties.  A trustee is held to something stricter than the morals of the market place.  Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior.”

b. Takeaway: This is a case of a partner putting his own interests ahead of those of his partner.  Because the second lease was substantially related to the first, Salmon had a duty at the very least to disclose the second lease to Meinhard, even though it is unclear to what extent such disclosure would have made any difference.

VI. Alternative Forms of Business Organization

A. Limited Partnerships

1. Generally: A limited partnership is a partnership with one or more general partners and one or more limited partners.  Often a large company will be a general partner and will sell limited partnership interests.  For the most part, limited partners are less concerned with the underlying business and are more interested in receiving a return on investment.

2. Statutory Formulations

a. 1916: Uniform Limited Partnership Act

b. 1976: Revised Act

c. 1985: Amendment to Revised Act

d. 2001: Another Act Adopted

e. Problem: All states but LA adopted the original act, and many went along with the 1976 revision.  Now some states use the 1985 revisions and others use the 2001 act (including CA and 16 other states).

3. Formation: Must file papers.

4. Limited Partners

a. Definition: Statute defines a limited partner as “a person who has been admitted to the limited partnership as a limited partner in accordance with the partnership agreement.”

b. Authority to Bind Limited Partnership: Limited partners are generally passive in terms of agency authority and have no rights as to third parties.  According to the 2001 Limited Partnership Act, the limited partner does not have the right or power as a limited partner to act for or bind the limited partnership.  In this respect the limited partner is analogous to a shareholder in a corporation. 

c. Voting Rights: RULPA (1976) allows the partnership agreement to grant to all or a specific group of limited partners the right to vote on a per capita or other basis upon any matter.

d. Limited Partner Liability

i. Issue: If you grant voting rights to a limited partner that would not otherwise exist, does that grant of voting rights open the limited partner up to liability?

ii. General Rule: A limited partner is not liable for the debts of the partnership (but this means he has no management rights) unless he or she is also a general partner OR, in addition to being a limited partner, participates in control of the business.
(1) RULPA (1985)

(a) § 303(a): No liability unless you participate in the control of the business.  However, if the limited partner participates in the control of the business, he or she is liable only to people who transact business with the limited partnership reasonably believing based upon the limited partner’s conduct that the limited partner is not a limited partner.
(b) § 303(b): A limited partner is not participating in control of the business solely by doing one or more of the following:  being a contractor or agent or employee; consulting; acting as a surety; attending a meeting; proposing various matters, etc.

· This provision is designed to create a safe harbor by specifying certain types of conduct that does not indicate control of the business.

(2) Gateway Potato Sales v. GB Investments: Gateway Potato, a creditor of Sunworth Packing Limited Partnership, brought suit to recover payment for goods it had supplied to the limited partnership.  President of Sunworth, Ellsworth, entered into contracts for sale of potato seeds but did not have actual authority to bind the company.  Rule (AZ Law based on 1976 version): A limited partner is not liable for the obligations of a limited partnership unless he is also a general partner or, in addition to the exercise of his rights and powers as a limited partner, he takes part in the control of the business.  However, if the limited partner’s participation in the control of the business is not substantially the same as the exercise of the powers of a general partner, he is liable only to persons who transact business with the limited partnership with actual knowledge of his participation in control.

(a) Under the AZ law/1976 version, if a limited partner acts in substantially the same capacity as a general partner, that’s enough to make the limited partner liable.  Actual knowledge is only required where the limited partner is not acting in substantially the same capacity.

(b) The 1985 version (§ 303) offers the limited partner more protection by stating that even where the limited partner is acting in substantially the same capacity as a general partner, the limited partner is not exposed to liability unless the third party also has a reasonable belief that the limited partner is a general partner.

(3) RULPA (2001)

(a) § 303: An obligation of a limited partnership, whether contract, tort or otherwise, is not the obligation of a limited partner.  A limited partner is not personally liable solely by being a limited partner, or even if the limited partner participates in management and control.
(b) This is a profound change: RULPA goes from a control rule to a 100% objective rule—the limited partner is not liable at all, regardless of whether the limited partner participates in control.  (This does not, however, relieve a limited partner from liability for his own tortious conduct.)

(c) Rationale: This puts limited partners on the same playing field on a level playing field with LLPs and LLCs.

5. Note on Corporate General Partners

a. Section 303(b)(1) of the RULPA and Section 601(4)(c) of the 2001 Act explicitly recognize that a corporation can be a general partner in a limited partnership.  

b. Note that although a director or officer of a corporate general partner is not liable for the debts of a limited partnership merely because he participates in the control of the partnership’s business in his capacity as director or officer of the general partner, he may become liable if the corporate directors and officers fail to maintain their corporate identity in conducting partnership affairs through the corporation, or if corporate assets are intermingled with partnership assets, or if the corporation is not sufficiently capitalized.

c. The plaintiff in Gateway probably sued the limited partner instead of the general partner because the sole general partner was a corporation with limited assets.  Ordinarily, shareholders are not liable for their corporation’s debts.  Thus, if neither the limited partner nor the general partner had sufficient assets to pay the debt to the plaintiff, the plaintiff would have been unable to collect on the limited partnership’s debt unless the limited partner was liable. 

6. Fiduciary Duty in Limited Liability Partnerships

a. Fiduciary Duty of Directors of a Corporate General Partner to a Limited Partnership’s Limited Partners

i. In re USA Cafes, L.P. Litigation (fiduciary duty of directors of a corporate general partner to a limited partnership and its limited partners): Metsa Acquisition Corporation acquired substantially all of the assets of USACafes, a limited partnership. Plaintiffs, who owned limited partnership interests, allege that four directors of a corporation formed to be the general partner of USACafes received substantial cash payments, loan forgiveness, and other personal benefits in exchange for authorizing the sale of USACafes’s partnership assets at a low price favorable to Metsa.  Issue: Whether the directors of a corporate general partner (not the corporate general partner itself) owe a fiduciary duty to the limited partnership and its limited partners (no question that the corporate general partner owes such a duty).  The court analogizes to trust law and finds that “[t]he theory underlying fiduciary duties is consistent with recognition that a director of a corporate general partner bears such a duty towards the limited partnership.”  To the extent the directors are in control of partnership property, they owe a fiduciary duty to the limited partners.
b. Altering Fiduciary Duties by Agreement

i. Gotham Partners, L.P. v. Hallwood Realty Partners: Hallwood Realty Partners is a limited partnership.  Gotham, a hedge fund, is the largest independent limited partner in the Hallwood partnership.  Hallwood Realty Corp is the sole general partner of the Hallwood partnership, and is a wholly-owned sub of Hallwood Group Inc.  Gumbiner and Guzzetti were members of the board of Hallwood Corp (general partner).  Issue: Can the parties contractually alter the default rules on fiduciary duties?  Holding: Yes—DRULPA permits the expansion or limitation of fiduciary duties by provisions in the partnership agreement.

ii. Eliminating Fiduciary Duties

(1) The court in Gotham noted that the lower court incorrectly stated in dicta that DRULPA permitted a limited partnership agreement to eliminate fiduciary duties altogether.

(2) DE Now Allows Elimination: After this decision, however, the DE legislature amended DRULPA to make explicit that partnership, LLP, and LLC agreements can eliminate, as well as expand or restrict, fiduciary duties; however, the amendments also make clear that the implied covenant of good faith and fair dealing may not be eliminated by agreement.  This is more drastic than what the uniform act provides for, and the rationale for allowing the elimination might be to allow general partners running certain types of businesses (such as real estate) to transact competitive business that might otherwise violate the duty.

(3) Uniform Act Still Does Not Allow Elimination: ULPA still only allows for a variation of the fiduciary duty only so long as not manifestly unreasonable.

B. Limited Liability Partnerships

1. Generally: LLPs function just like general partnerships, but no partners are liable except for their own tortious conduct.  Like limited partnerships, LLPs must register with the appropriate state office.  Although every state has adopted LLP provisions, several states permit only professional firms to be LLPs.

2. Liability: An obligation of partnership incurred while the partnership is a limited liability partnership, whether arising in contract, tort, or otherwise, is solely the obligation of the partnership.  A partner is not personally liable, directly or indirectly, including by way of contribution or otherwise, for such a partnership obligation solely by reason of being or so acting as a partner.  Nothing in the LLP statutes, however, relieves owners from liability for their own misconduct; “limited liability” means only that the owners are not, solely as owners, vicariously liable for the firm’s depts.

C. Limited Liability Limited Partnerships 

1. Generally: Similar to a limited partnership, but not even general partners are liable, regardless of the extent of the general partner’s governance rights.  (Note: The advent of LLLPs was a motivating factor behind the 2001 version of RULPA created a compelte liability shield for limited partners, even where they participate in the control of the business.)

2. Moral Hazard Problem: Absent any liability, what is the motivation to exercise any duty of care?  One response is that one who starts an LLLP could have started a corporation anyway, so it makes sense to provide the possibility for people to create an entity carrying the same benefits they could have received had they started a corporation.  Further, general partners are still subject to piercing rules. 

D. Limited Liability Partnerships

1. Preliminary Note: An exam question may look like, “Outline, for a jurisdiction that does not have one, an LLC statute.”  It is sufficient to know under this section what alternatives exist, e.g., that an operating agreement can alter just about anything or that you can choose to run an LLC more like a partnership than a corporation.  Basically, be able to analogize the alternatives either to partnerships or to corporations, then apply the most appropriate option for the fictitious entity the question deals with—if it looks more like a partnership (fewer members, etc), explain what the agreement should allow for options that render the LLC closer to a partnership; if it looks more like a corporation, explain that the agreement should allow for options that would render the LLC closer to a corporation.

2. Generally: LLCs are non-corporate entities created under special statutes that combine the elements of corporate and partnership law.  Similar to corporate law, the owners (“members”) of LLCs have limited liability; similar to partnership law, LLCs have great freedom to structure their internal governance by agreement. 

3. Characteristics

a. Formation: LLCs are formed by filing articles of organization in a designated state office.  The operating agreement deals with operating authority and the rights and duties of managers.

b. Management: The majority rule (including the CA default rule) is that “members shall manage.”  The minority rule is that managers shall manage.

c. Voting: Voting rules vary by state. 

i. Partnership-Style Voting (small majority): Members vote per capita (one vote per member, regardless of capital contribution) unless otherwise agreed.

ii. Corporate-Style Voting (large minority): Members for pro rata, or in proportion to capital. 

d. Inspection of Books and Records: Statutes generally provide that members are entitled to access to the LLC’s books and records or to specified books and records.  Many of the statutes include an explicit provision that inspection must be for a proper purpose.

e. Distributions

i. Corporate-Style Distributions (Majority): Most LLC statutes addressing the issue provide that, in absence of an agreement to the contrary, distributions are made pro rata according to the member’s contributions.

ii. Partnership-Style Distributions (Minority): Other statutes provide that distribution is per capita.

f. Liability: All LLC statutes provide that the members and managers of an LLC are not liable for the LLC’s debts, obligations, and other liabilities; however, members may become liable if the conditions for piercing the LLC’s veil are satisfied.

g. Agency Powers: Agency rules vary depending on the statute, and there are considerable discrepancies. 

i. Member-Managed LLCs (Analogy to Partnership Law): A member’s apparent authority is comparable to the apparent authority of a partner, i.e., each member has power to bind the LLC for any act that is apparently carrying on the business of the LLC in the usual way or ordinary course.

ii. Manager-Managed LLCs (Analogy to Corporate Law): Authority rules are comparable to those in corporations in that typically only the managers have apparent authority to bind the firm. 

iii. Delaware: Unless otherwise provided by agreement, each member and manager has authority to bind the LLC.

4. Piercing the LLP’s Corporate Veil

a. Kaycee Land and Livestock v. Flahive: Flahive is a manager-member of a Wyoming LLC.  Issue: Whether, in the absence of fraud, the entity veil of an LLC can be pierced in the same manner as that of a corpoation. Holding: Yes—“We can discern no reason, in either law or policy, to treat LLCs differently than we treat corporations.”  Court recognizes that LLCs and corporations are not identical, but nevertheless analogizes to corporate piercing laws and sets forth all of the same elements.
b. Rule (Flahive): In order to pierce the entity veil of an LLC and hold a particular person liable, a plaintiff must show:

(1) That there is such a unity of interest and ownership that the individuality, or separateness, of such person and corporation has ceased, and

(a) NB: Since the formalities of an LLC are different than the formalities of a corporation, you must look to the formalities of an LLC to determine whether those formalities are followed.

(2) That the facts are such that an adherence to the fiction of separate existence of the corporation would, under the particular circumstances, sanction fraud or promote injustice.

VII. The Duties of Care, Loyalty, and Good Faith

A. The Basic Standard of Care

1. Process/Substance Distinction: It is helpful in approaching duty-of-care issues to distinguish between process and substance—

a. Process: The procedural prong of the duty of care involves the process of becoming informed to make a decision, including general monitoring and following up on suspicious circumstances.  The procedural prong is typically subject to a reasonableness standard.

b. Substance: The substantive prong is the actual decision that is made after going through the procedural steps to become informed.  Where the procedural prong has been satisfied where a director makes a reasonably well informed, disinterested decision, courts will often rely on the highly deferential business judgment rule.

2. Statutes

a. Generally: There is no language in these statutory formulations about recklessness or gross negligence or intent.  Neither is there a strict liability provision for directors who make a bad decision, as management of a corporation necessarily involves taking some risk.  Unlike the partnership statutes, these statutes on their face appear to codify an ordinary negligence standard—that of a reasonable person in the same or similar circumstances.

b. Cal. Corp. Code § 309(a): A director shall perform the duties of a director, including duties as a member of any committee of the board upon which the director may serve, in good faith, in a manner such director believes to be in the best interests of the corporation and its shareholders and with such care, including reasonable inquiry, as an ordinarily prudent person in a like position would use under similar circumstances.
i. California imposes both a subjective good faith requirement—directors must act in a manner that they subjectively, reasonably believe is in the best interests of the corporation and its shareholders—and an objective reasonableness—ordinarily prudent person in the same or similar circumstances—standard

c. N.Y. Bus. Code § 717(a): A director shall perform his duties as a director, including his duties as a member of any committee of the board upon which he may serve, in good faith and with that degree of care which an ordinarily prudent person in a like position would use under similar circumstances.
i. Like California, New York also imposes a subjective good faith standard combined with an objective  ADDIN AudioMarker 6173 “ordinarily prudent person in the same or similar circumstances” reasonableness standard.

d. Model Act: A little more complicated, but same general idea.

3. Causation: 

a. Barnes v. Andrews: Plaintiff sued Andrews, the largest shareholder of Liberty Starters Corp., alleging a violation of the duty of care for failing to pay attention to the corporation’s affairs.  While the court found that Andrews had in fact breached his duty of care, it also held that plaintiff had failed to show that Liberty’s losses would not have occurred had Andrews properly performed his duties. Andrews can be read to stand for the proposition that an inattentive director will not be liable for a corporate loss if full attentiveness by all the directors would not have saved the situation, because in that case the inattentiveness of the director will not have been a cause-in-fact of the loss.

b. Delaware Burden-Shifting Scheme: Delaware has explicitly rejected Barnes; instead, Delaware courts treat the business judgment rule as a presumption.  If a plaintiff establishes a breach of the duty of care, that showing overcomes the presumption of the rule and establishes a prima facie case of liability, even absent a showing of injury.  The burden then shifts to the defendants to show that the transaction was entirely fair.

B. Business Judgment Rule

1. Generally: The BJR is a judicial gloss on the statutes set forth above—it does not itself appear in the statutes. 

2. Factors for Review of Business Judgment

a. (1) Did the director make a decision?  (Can’t be nonfeasance.)

b. (2) Director must have informed himself with respect tot eh business judgment to the extent he reasonably believes appropriate under the circumstances.

c. (3) Decision must have been made in good faith.

d. (4) Director may not have a financial interest in the subject matter of the decision.

3. Francis & Kamin: Examining Process (Duty of Care) vs. Substance (BJR)

a. Francis v. United Jersey Bank (Process/Duty of Care): Plaintiff, Mrs. Pritchard, agreed as an accommodation to her husband to be listed as a director of the husband’s reinsurance brokerage firm.  Husband dies, and their two sons began to siphon off corporate funds under the guise of “loans.”  Eventually these loans metastasized metastasize to the point that it was impossible to pay them back.  All the while, Mrs. Pritchard never went to board meetings, never received financial statements, and generally had little understanding of the business.  Issue: Whether Mrs. Pritchard, as a director, violated her duty as a director by failing to stop this behavior.  NJ Statute at issue: “Directors must discharge their duties in good faith and with that degree of diligence, care, and skill that ordinarily prudent people would exercise under similar circumstances in like positions”—the court refers to this as a negligence standard.  As a general rule, directors should acquire at least a rudimentary understanding of the business of the corporation. While the court recognizes that directors are not insurers of the success of a corporation, it nevertheless holds that Mrs. Pritchard violated her duty of care by failing to proactively seek information.  As to causation, the court found that Mrs. Pritchard’s nonfeasance was a substantial factor contributing to the loss, as her sons “spawned their fraud in the backwater of her neglect.

b. Kamin v. American Express Co.(Substance/BJR): AmEx bought almost two million shares of DLJ stock for nearly $30 million; this turned out to be a bad business decision, as a few years later the stock is only worth $4 million.  Instead of selling the stock, AmEx decided to declare a dividend in kind. Two minority stockholders of AmEx brought a derivative for breach of the duty of care alleging that AmEx’s decision to declare a dividend in kind instead of selling the DLJ stock on the open market would was an attempt to make AmEx look good at the cost of $8 million in tax liability (had they sold the stock, they would have had a capital loss that would have been offset by other income, thereby reducing income and tax liability; however, distribution of the stock as a dividend is not charged against current income and is instead charged against retained earnings). The NY duty-of-care statute sets forth a reasonably prudent person standard, and the only hint of self dealing here is that some directors had their salary based on earnings, but the court said this is a highly speculative claim.  The court says that this case is a matter of business judgment, which is a judicial gloss on the statute.  Unlike the Francis case where the director’s malfeasance indicated no attempt to become informed, the directors here were involved in the business and were informed of available alternatives.  Here, AmEx decided to suffer the tax liability in order to protect shareholders by not showing a loss that could have hurt the stock price.

c. Harmonizing Francis & Kamin: ALI Principles of Corporate Governance § 4.01 

i. (a) A director or officer has a duty to the corporation to perform the director’s or officer’s functions in good faith, in a manner that he or she reasonably believes to be in the best interests of the corporation, and with the care that an ordinarily prudent person would reasonably be expected to exercise in a like position and under similar circumstances.
(1) This sets forth a reasonable person standard with a good-faith element.  This is consistent with a straightforward negligence standard for the general duty of care.

ii. (c) A director or officer who makes a business judgment in good faith fulfills [his or her duty to the corporation to perform his or her functions in good faith, in the manner that he or she reasonably believes to be in the best interests of the corporation, and with the care that an ordinarily prudent person would reasonably be expected to exercies in a like position and under similar circumstances]  if the director or officer:
(1) is not interested in the subject of the business judgment;
(2) is informed with respect to the subject of the business judgment to the extent of the director or officer reasonably believes to be appropriate under the circumstances; and
(3) rationally believes that the business judgment is in the best interests of the corporation. (“Rationally believes” has an objective and subjective component.)

(1) This subjection explicitly brings in the BJR to the duty of care.  

(2) This is clearly an attempt to make a model codification of the BJR, and rather than parroting the language of the negligence standard, it sets forth a more deferential standard by saying that if you’re disinterested financially and you are reasonably well informed, then your business decision is not subject to reasonableness, but rather a more deferential rationality standard. 

iii. Cumulative Effect: The ALI basically says that, notwithstanding the typical statutory language that speaks of an ordinary negligence standard, that standard should not apply to the ultimate decision (substance), but only to the process of laying the foundation for making the ultimate decision.  Once the substantive prong has met a good-faith reasonableness standard, the substantive decision will only be open to attack on a rationality standard.

C. Special Duty of Care Issues in Delaware

1. Smith v. Van Gorkum: TransUnion, a large publicly traded, diversified holding company, was generating significant investment tax credits, which they could not utilize because of insufficient taxable income. Van Gorkom proposed a share price of $55, which represented a 40% premium over the price at which the stock had been traded for the last five years. In discussions over a potential LBO, the board decided that $55 would be doable.  Ultimately, instead of pursuing the LBO, Van Gorkom negotiated a deal privately with Jay Pritzker, a well-known corporate takeover specialist, and hurried through it without any director reading the merger agreement.  The board approved a cash-out merger at $55, and the facts do not indicate bad faith or self interest on the part of the board.  However, the $55 price was based on prior discussions about what the corporation could afford to pay, not what the corporation was actually worth.  While the chancery court found that the board satisfied the BJR (which, in DE, is a rebuttable presumption that the board acted in good faith and on an informed basis), the DE Supreme Court reversed on the basis that the directors did not make themselves aware of all material information reasonably available to them.  The court says that while “[d]irectors are fully protected in relying in good faith on reports made by officers,” the directors in this case relied on a report concerning an affordable price under an LBO but failed to determine the proper stock price for a cash-out merger.  Further, “the fact of a premium alone does not provide an adequate basis upon which to assess the fairness of an offering price.”  In the end, despite a collective wealth of general board knowledge, the board failed to do enough to become sufficiently informed for this transaction.
a. Negligence vs. Gross Negligence: Contrary to the statutory schemes considered above, the DE court in Van Gorkum set the standard as gross negligence, but it failed to define the term or differentiate it from general negligence.  Gross negligence must clearly be something more than negligence, but something less than bad faith (because courts distinguish between gross negligence and bad faith).

b. Regardless of what the definition may be, gross negligence remains the standard in Delaware, and the standard is set by judicial decisions, not by statute.

2. Delaware Response to Van Gorkum—102(b)(7) Exculpatory Clause

a. Del. Gen. Corp. Law § 102(b)(7): In addition to the matters required to be set forth in the certificate of incorporation, . . . the certificate of incorporation may also contain any or all of the following matters—(7) A provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director, provided that such provision shall not limit the liability of a director (i) for any breach of the director’s duty of loyalty to the corporation or its stockholders, (ii) for the acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law . . . (iv) for any transaction from which the director derived an improper personal benefit.
b. Exculpatory Clause: Optional provision that may be added to the certificate limiting the liability of directors for money damages (but not injunctive relief) for a breach of the duty of care.  The limitation on liability does not extend to a breach of a director’s duty of loyalty, for actions taken in bad faith, or for transaction where the director derives an improper personal benefit.

i. Effect: This section insulates directors for monetary liability exclusively for a failure to satisfy the duty of care (which, according to Van Gorkum, is gross negligence in Delaware).

ii. Rationale: While this provision could present a moral hazard problem, it could also help protect directors in a way that encourages competent directors to work for a corporation who would not otherwise want to take the position for fear of personal liability for making a bad decision.

c. Malpiede v. Townson: Plaintiffs allege duty-of-care and duty-of-loyalty claims regarding Frederick’s of Hollywood’s alleged failure to get the best deal for the shareholders.  This is a pleading case: While the duty-of-loyalty claim adequately alleged that one of four directors who approved the merger had a conflict of interest, it failed to allege that that director had dominated the other three directors.   This left only the duty-of-care claim, and while the plaintiffs may have adequately alleged gross negligence, the claim is nevertheless barred by 102(b)(7).

D. Duty of Care, Duty of Loyalty, and Good Faith

1. Preliminary Note: Delaware uses a good faith test within the duty of loyalty to cover what other states might cover under the duty of care. The common thread in the following cases is that if the board is well informed and puts some monitoring process into effect, either a BJR test (in most places) or good-faith test (in Delaware) will apply in a suit to challenge an oversight program.

2. In re Caremark International Inc. Derivative Litigation: Caremark settled a criminal case regarding the improper payment of health-care referral fees at a total cost of about $250 mil.  This is a derivative suit alleging that the board members should have to pay back not for their own criminal activities (no allegation that the board broke the law or acted disloyally), but for failing to monitor sufficiently the activities of subordinate employees (who were the ones that actually broke the law in this case by paying referral fees).  Under Van Gorkum, shareholders ostensibly must prove that directors were grossly negligent in their failure to oversee; however, the court does not discuss Van Gorkum.  Instead, Chancellor Allen says that once the board has made a reasonably informed, good-faith effort to set up some sort of monitoring system (as opposed to doing nothing), then it’s going to be subject to a very deferential standard of good faith.
a. Rule: In order to show that directors breached their duty of care for a failure to adequately monitor, plaintiffs must show either either (1) that the directors knew, or (2) should have known that violations of the law were occurring and, in either event (3) that the directors took no steps in a good faith effort to prevent or remedy that situation, and (4) that such failure proximately resulted in the losses complained of.

b. Takeaway: With respect to the duty to institute effective internal controls, Caremark employs a deferential good-faith standard where there has been a reasonably informed, good-faith effort to set up some sort of monitoring system.

3. In re The Walt Disney Company Derivative Litigation: Shareholder derivative action alleging that defendant directors breached their fiduciary duties when they blindly approved an executive compensation contract with defendant Michael Ovitz and then, again without any review or deliberation, ignored defendant Michael Eisner’s dealings with Ovitz regarding his no-fault termination that resulted in an award to Ovitz allegedly worth over $140 million.  Issue: Did the Disney board violate any fiduciary duty in approving Ovitz’s compensation package, including the lucrative severance pay? While the court acknowledges that the board did not follow the best possible practices, it points out that not doing the best job does not amount to gross negligence.  Here, the committee was informed of what Ovitz severance package would be and what sort of downside protection was necessary to lure Ovitz from CAA.  On this record, the court finds that the committee was informed of all the material facts, and since they were informed, their decision was subject to the business judgment rule.  As such, they did not violate their duty of care.

a. Good Faith: 

i. The DE Supreme Court considered three situations that could garner the pejorative “bad faith” label: (1) Subjective bad faith (fiduciary conduct motivated by an actual intent to do harm); (2) lack of due care (fiduciary action taken solely by reason of gross negligence without any malevolent intent); and (3) intentional dereliction of a duty/conscious disregard for one’s duties (arguably recklessness).

ii. The court rejects the idea that lack of due care amounts to bad faith, noting that “grossly negligent conduct, without more, does not and cannot constitute a breach of the fiduciary duty to act in good faith.”  The court notes that 102(b)(7) allows for an exculpatory clause for breaches of the duty of care, but not for actions taken in bad faith.

b. Takeaway: The Disney court refused to determine whether the failure to act in good faith was a duty on top of the duty of care and the duty of loyalty, but it does decide that a failure to act in good faith can be found in either subjectively bad faith actions or where a director consciously disregards his duties (recklessness).

4. Stone v. Ritter: Derivative claim against the bank’s board, claiming that they had failed to adequately supervise subordinate employees who violated the law (a “classic Caremark claim”).  Federal Bank Secrecy Act required suspicious activity reports to be filed to help ferret out money laundering; subordinate employees failed to file these reports.  Allegation is that with better monitoring systems in place, this would not have happened and the company would not have had to pay massive fines.  Court holds that the complaint was properly dismissed because there was not a breach of care under the Caremark standard: “For the plaintiffs’ derivative complaint to withstand a motion to dismiss, only a sustained or systematic failure of the board to exercise oversight—such as an utter failure to attempt to assure a reasonable information and reporting system exists—will establish the lack of good faith that is a necessary condition to liability.”  In considering “bad faith,” the court draws on Disney and says that conscious disregard can amount to bad faith.  It further says that it is not part of a triad of duties including the duty of care and the duty of loyalty; instead, it specifically links good faith to the duty of loyalty.
a. Takeaway: In Delaware, good faith has been specifically linked to the duty of loyalty.  However, Lazaroff insists that no fiduciary could meet any fiduciary duty while acting in bad faith.

b. If the DE legislature thought the duty of care was a part of the duty of loyalty, then why in the exculpatory clause did the legislature split duty of loyalty and good faith as separate things exempted from the exculpatory clause? One rationale for Delaware’s approach might have been to preclude the exculpatory clause from insulating bad-faith conduct.

5. Overview

a. Whether viewed as a separate duty in a triad of fiduciary duties (care, loyalty, and good faith), or viewed as something that supplements the other duties, good faith should not be pigeonholed to the duty of loyalty, despite the Delaware approach adopted in Stone v. Ritter.  Lazaroff opines that good faith is a part of all fiduciary duties—you cannot satisfy your duty of care if you’re acting in bad faith, and you can’t be loyal if you act in bad faith.

i. This view is supported by the ALI and the statutory formations of the duty of care, which expressly include good faith as a part of such duty of care.

ii. This view is also arguably supported by Delaware’s 102(b)(7) exculpatory clause that separates duty of loyalty and failure to act in good faith as two separate instances that do not fall under the exculpatory provision.  Nevertheless, Delaware courts have relegated good faith to the duty of loyalty.

b. Delaware, however, brings the good faith test into the duty of loyalty to cover what other states might cover under the duty of care (the fact that statutes in other states expressly mention “good faith” in the duty of care statutes indicates that bad faith does constitute a breach of the duty of care in most places).

6. For Exam Purposes…

a. If a question says something like, “There was a complete failure to provide any monitoring system, even after multiple violations of the law,” then you could say: “This generally violates the failure to become properly informed under the duty of care; in Delaware, however, such actions would likely amount to bad-faith conduct (which Disney suggested could include a conscious disregard of one’s duties), which implicates the duty of loyalty.”

b. In a short answer, he may ask, “Does you answer to the longer preceding question change at all if a provision like 102b7 in DE were included and permitted in the articles?”  He would expect you to say, “To the extent that the facts implicate only a breach of the duty of care and no bad faith or disloyal conduct, here’s where it might make a difference.  But where it rose to the level of conscious disregard or subjective bad faith or self interest, the exculpatory provision would have no change.”

7. Miller v. AT&T: Plaintiff stockholders brought a derivative suit against AT&T against all but one director regarding AT&T’s failure to collect an outstanding debt of ~$1.5 million owed to it by the DNC. Shareholders allege that failure to bring suit on the debt amounted to an illegal campaign contribution. Had plaintiffs’ complaint alleged only the failure to pursue a corporate claim, application of the BJR would support the district court’s ruling that a shareholder could not attack the directors’ decision not to pursue the claim.  Where, however, the decision not to collect a debt owed to the corporation itself is alleged to violate the law, different rules apply.  Even though committed for the benefit of the corporation, illegal acts may amount to a breach of fiduciary duty. Takeaway: Even if the failure to collect the debt makes good business sense, you cannot violate the law AND satisfy your duty to act in good faith.
E. Duty of Loyalty

1. Generally: The traditional duty of loyalty deals with a situation where a director or officer has a pecuniary interest in a transaction.  While Delaware in Stone v. Ritter expanded the duty of loyalty to include cases where the officer may not have a pecuniary interest but otherwise acted in bad faith, this is not the traditional duty of loyalty.  

2. Self-Interested Transactions

a. Generally: In 1880, the general rule was that any contract between a director and the director’s corporation was voidable because there was such an inherent conflict of interest when a director to officer sells something to or buys something from a corporation to which he owes a fiduciary duty.  By 1910 this principle was dead, largely due to the recognized advantages these transactions could inure to the corporation.

b. Cleansing Techniques and Standard of Review: Assuring the Fairness of Self-Interested Transactions

i. Generally: Possible cleansing devices include full disclosure to and approval by a disinterested board and full disclosure to and approval by disinterested shareholders. States differ significantly on all of these issues under the statutes; it is not universally accepted that the fiduciary must prove fairness if cleansing processes are used. One approach is that the burden is shifted to the plaintiff to prove unfairness once there has been cleansing. ALI and DE say that not only would the burden of proof shift to the plaintiff if there was cleansing, but that the plaintiff would have to prove something more than unfairness (e.g., waste, violation of BJR, etc).

ii. BJR vs. Self-Interested Transactions—Lewis v. S.L. & E., Inc. (NY LAW): Two separate, closely held corporations, SLE and LGT.  SLE leases property to LGT, and plaintiff is an SLE shareholder.  Plaintiff claims that SLE charged an unreasonably low rental price. Normally the decision of how much to charge for rent is a business-judgment decision if made by a well-informed board.  Here, however, plaintiff is an SLE shareholder, but not an LGT shareholder, so he does not get the benefit of the sweetheart deal; other family members were board members of both SLE and LGT.  Now plaintiff is required to sell his shares at book value of SLE, and the book value of those shares would be higher if SLE was not charging sub-value rent.  Viewing this as a traditional BJR case, the trial court put the burden on plaintiff to make sufficient proof that the directors had committed a fiduciary breach.  The 2d Circuit did not see this as a straightforward BJR case, and instead puts the burden on defendants because the directors were not using unconflicted business judgment, but were rather pecuniarily interested.  

iii. Threshold Requirement: Disclosure of the Conflict and the Terms of the Transaction

(1) General Rule: Even if the material terms of a contract are fair, the failure to disclose the conflict of interest or the terms of the transaction is a breach of the duty of loyalty.

(2) ALI § 5.02 (discussed in Talbot v. James): Before any of the cleansing techniques are discussed, the rule says that the interested director must make disclosure of both (1) the conflict of interest and (2) the relevant material facts of the transaction.  Interested directors may not deal with the corporation as a stranger at arm’s length.

c. Statutory Approaches

i. ALI Principles of Corporate Governance

(1) 1.14—Disclosure: defines both a disclosure of a conflict of interest and disclosure concerning the material facts of a transaction

(2) 1.25—Material Fact: a material fact is one where there is a substantial likelihood that a reasonable person would consider it important in determining a course of action (Would Standard adopted by ALI)

(3) 5.02: A director or senior executive who is in a self-interested transaction with a corporation other than compensation (treated separately) must first make disclosure of all material facts regarding the conflict of interest and the transaction.  It then sets out a number of alternatives to make the transaction valid:

(a) The transaction is fair (consistent with Lewis case—disclosure + proof of fairness by interested party)—burden on the interested party/defendant.

(b) Transaction is authorized in advance after disclosure by interested directors, if they could reasonably conclude the transaction was fair.

· This is not quite the BJR and is not as deferential; however, it is less demanding than a substantive fairness standard because it shifts the burden of proof to the plaintiff where curative steps are used.  

· This is a new construction that few, if any, states have adopted.  This gives the interested director more protection if there is disinterested approval.

(c) If the shareholders, after disclosure, approve the transaction, and there is not a waste (company gets nothing in exchange or consideration is so inadequate that nobody could say that this was sound business judgment)

(4) The ALI is not saying that the interested director must always prove fairness; you must prove fairness only if you do not use the cleansing alternatives.

(a) If there is cleansing by disinterested board approval, the standard is, “Could the disinterested directors have reasonably have concluded it was fair?”

(b) If there is cleansing by disinterested shareholder approval, the standard is waste.

ii. Delaware: Del. Gen. Corp. Law § 144

(a) No contract or transaction between a corporation and one or more of its directors or officers, or between a corporation and any other corporation, partnership, association, or other organization in which one or more of its directors or officers are directors or officers, or have a financial interest, shall be void or voidable soley for this reason, or solely because the director or officer is present at or participates in the meeting of the board or committee thereof which authorizes the contract or transaction, or solely because any such director’s or officer’s votes are counted for such purpose, if:
(1) The material facts as to the director’s or officer’s relationship or interest and as to the contract or transaction are disclosed or are known to the board of directors or the committee, and the board or committee in good faith authorizes the contract or transaction by the affirmative votes of a majority of the disinterested directors, even though the disinterested directors be less than a quorum; or
(2) The material facts as to the director’s or officer’s relationship or interest and as to the contract or transaction are disclosed or are known to the shareholders entitled to vote thereon, and the contract or transaction is specifically approved in good faith by vote of the shareholders; or
(3) The contract or transaction is fair as to the corpoartion as of the time it is authorized, approved or ratified, by the board of directors, a committee thereof, or the shareholders.
(b) Common or interested directors may be counted in determining the presence of a quorum at a meeting of the baord of directors or of a committee which authorizes the contract or transaction.
(1) This statute has been interpreted by more recent cases to say that, if there is disclosure and you use cleansing devices, the burden shifts to the plaintiff to satisfy a very exacting standard.

(2) Effect: Except in egregious overreaching cases of gross unfairness, if the director makes proper disclosure and if disinterested directors or shareholders approve, it will be very difficult to set aside an interested transaction

iii. New York: N.Y. Bus. Corp. Law § 713

(1) 713(a) says that if the interested director/officer discloses in good faith and obtains approval by a disinterested board ((a)(1); disinterested board approval means a vote minus the interested director) or by a vote of the shareholders ((a)(2)), then the transaction is not void or voidable; it does say anything about fairness or reasonableness.

(a) This section is subject to a waste exception—neither directors nor shareholders can ratify waste.

(b) Still subject to good faith and duty of care.

(2) 713(b) says that if there’s a self-interested transaction, the corporation may avoid the contract unless the interested parties prove fairness and reasonableness if the transaction is not approved under 713(a).

(3) NB: Lewis incorrectly interpreted this statute to require proof of fairness for both (a)(1) and (a)(2), even though the statute anticipates that proof of fairness is required only where cleansing techniques have not been employed.

iv. California: Cal. Bus. & Prof. Code § 310

(1) This seems at first blush very similar to NY and DE, but this differs in a significant respect with respect to standard of review: Unlike NY and DE, CA’s legislature expressly retains that there be a bottom-line of fairness, justness, and reasonableness, even when approved by a disinterested board or disinterested shareholders.  

(2) Summary of Cal. Bus. & Prof. Code § 310: Absent cleansing techniques, the burden of proof is on the interested director ((a)(3)) to prove fairness.  Where there has been cleansing, the burden shifts to the plaintiff to prove unfairness.

(a) Contrast to DE: Where there has been cleansing by disinterested director approval, the burden shifts to plaintiff to show violation of the business judgment rule.  Where there has been cleansing by disinterested shareholder approval, the burden shifts to the plaintiff to show waste.

v. Summary: In the absence of cleansing, the interested party must prove fairness.  If there is cleansing, the Delaware and Model Act approaches give wide director protection to directors who disclose in good faith and obtain disinterested board approval.  Delaware would say that if there’s been disinterested board approval, you apply a BJR standard of review to the disinterested board’s approval, and if there’s been disinterested shareholder approval, you apply a waste standard of review.  The ALI is similar, but applies a slightly tougher “reasonably conclude transaction is fair” standard (less deferential than a BJR standard, but it is less demanding than substantive fairness) where disinterested board members approve. The California standard is tougher because it retains fairness even if the board approves, but, unlike the noncleansing situation where the interested party has to prove fairness, if there’s disinterested board approval then the burden shifts and the plaintiff has to prove fairness.

vi. Cookies Food Products v. Lakes Warehouse: Herrig started out as a small shareholder and became a controlling shareholder in the co. As a controlling shareholder (absent an agreement to the contrary in close corps), he is in a position to elect the entire (or at least certainly a majority) of the board.  Herrig entered into transactions between Cookies and several of his own companies.  Minority shareholders bring this action alleging Herrig was paid excessive fees.  There is no question that there were self-interested transactions between Cookies and Herrig (Herrig is an officer and director and thus owes a fiduciary duty; he also owes a duty as a controlling shareholder). The bottom line of this case is that the court decided that regardless of what curative steps are taken, the interested director or officer must prove fairness.  Even though the statute in this case was similar to NY and DE, reading fairness in regardless of curing makes sense here because Herrig was a controlling shareholder who had elected a majority of the board and was thus controlling the board to a degree that there really wasn’t a disinterested board.

vii. EXAM: Fictional jdx.  May or may not be told that there’s a particular statute.  Must consider which of these makes the most sense.  As a matter of policy, you want to create an incentive for interested officers and directors to make the most adequate possible disclosure and to distances themselves as far from the decisionmaking process as possible and let others pass on the decision. Keep in mind that you’ll never get away completely from the “I’ll scratch your back if you scratch mine” objection re: disinterested directors, and there’s another concern with collective action when you’re talking about shareholder approval.

3. Compensation

a. Generally: Compensation is the quintessential self-interested transaction.  While compensation could be treated much like any other self-interested transaction (and largely is under the ALI construction), compensation presents a slightly different problem because of the ongoing, regular, and expected nature of compensation (as opposed to one-off transactions).

b. Statutes

i. Delaware and Model Act

(1) Delaware

(a) § 141(h): Specifically provides that unless otherwise restricted by the certificate or bylaws, the board may fix the compensation of directors.

(b) § 157(d): In the absence of fraud in the transaction, the judgment of directors as to the consideration for rights and options shall be conclusive.

(2) Model Act

(a) § 6.24: Addressing the issue of options, this statute gives the board wide authority to issue options.

(b) § 8.11: Unless the articles or bylaws provide otherwise, the board of directors may fix the compensation of directors.

(3) If all we had were these statutes, it would seem that the board generally has cart blanche authority to give itself what it wants

ii. ALI § 5.03 More Accurately Reflects How Compensation is Really Dealt With

(a) General Rule: A director or senior executive who receives compensation from the corporation fo services in that capacity fulfills the duty of fair dealing with respect to the compensation if either:
(1) The compensation is fair to the corporation when approved;
(2) The compensation is authorized in advance by disinterested directors . . . in a manner that satisfies the business judgment rule;
(3) The compensation is ratified by disinterested directors who satisfy the requirements of the business judgment rule . . . ; or
(4) The compensation is authorized in advance by disinterested shareholders, and does not constitute a waste of corporate assets at the time of the shareholder action.
(b) A party who challenges a transaction involving the payment of compensation to a director or senior executive has the burden of proof, but that burden shifts to the director to show the transaction was fair to the corporation if the challenging party
(a) Burden of proof similar to interested director transactions—if there is no cleansing, the director has to prove fairness.  Basically, if there is no cleansing at all and you set your own compensation, you have the burden of proving it’s fair.  If there is cleansing, there is a much more deferential standard (BJR for board approval, waste for shareholders).

(b) Problem:  ADDIN AudioMarker 4817 When there’s fairness standard, it’s hard to prove what’s unfair.  Once you set up a BJR or waste standard, even when execs are making a TON of money, it’s very difficult to win a lawsuit challenging director compensation.

c. Stock Options: 

i. Generally: A lot of director/officer compensation comes not in direct salary, but also in other forms (like stock options). Options give you the option to buy stock at a price set at the time the option is given within or at a specified time.  The price cannot be set at less than the market price at the time the option is issued. When this works properly, and assuming the director’s efforts are helping the company to become more valuable, the director is being rewarded for your efforts in making the company more valuable.  However, this is subject to a lot of abuse because it incentivizes people to manipulate the stock price. As long as there is not self dealing and option packages are done through a compensation committee (or are authorized by shareholders), there aren’t many problems.  However, that does not mean that options do not occasionally raise fiduciary duty issues—but it can be difficult to set option packages aside when there has been board or shareholder approval.

ii. Tyson I: Corporation granted spring-loaded options, which are option grants just before the corporation releases (accurate) positive information and gives directors the benefit of the spread between the stock price before the release and after the release.  These types of options deceive the shareholders by asking them to approve an option grant that is actually more valuable than it appears on its face. “The relevant issue is whether a director acts in bad faith by authorizing options with a market-value strike price, as he is required to do by a shareholder-approved incentive option plan, at a time when he knows those shares are actually worth more than the exercise price.”  Spring-loaded stock options are less obvious than backdating, but are actionable as a breach of the duty of care.
d. Compensation Summary: 5.03 of the Principles of Corporate Governance accurately reflect the general state of the law: If shareholders receive full and accurate disclosure of the facts and approve the compensation plan, it will be extraordinarily difficult to challenge it because the standard will be waste; if you have an independent board committee approving executive compensation—even if it seems rather high—and they’re not deceiving anyone or acting in bad faith, then that’s likely to be protected, as well.

4. Corporate Opportunity Doctrine

a. Generally: Like interested transactions and compensation, the corporate opportunity doctrine is a duty of loyalty issue.  Unlike the case of interested transactions where the officer or dirctor is buying something from or selling something to the corporation, the officer or director under the corporate opportunity doctrine is taking a business opportunity that should, in the first instance, belong to the corporation and uses such opportunity to that director or officer’s benefit.

i. Related issues here: Use of corporate assets or information and competition with the corporation.

ii. These issues often coincide: Inside director uses corporate assets or information to take a corporate opportunity that puts that director in direct competition with the company – this situation violates all three.  Or you could have someone who inherits a business that puts that director in competition with the corporation; this would violate only competition.

b. Northeast Harbor Golf Club v. Harris: President of a golf club bought up properties around the club and told the board that she had no plans for developing them.  Plaintiff golf club alleges that these parcels should have been offered to the corporation first by virtue of her position.  

i. The court reviews various tests employed by various courts: 

(1) Line of Business Test: “If there is presented to a corporate officer or director a business opportunity which the corporation is financially able to undertake; is, from its nature, in the line of the corporation’s business and is of practical advantage to it; is one in which the corporation has an interest or a reasonable expectancy; and, by embracing the opportunity, the self-interest of the officer or director will be brought into conflict with that of his corporation, the law will not permit him to seize the opportunity for himself.”  This is problematic in light of increased corporate diversification.  

(2) Fairness Test: “The true basis of governing doctrine rests on the unfairness of the particular circumstances of a director, whose relation to the corporation is fiduciary, taking advantage of an opportunity for her personal profit when the interest of the corporation justly calls for protection.  This calls for application of ethical standards of what is fair and equitable in particular sets of facts.  Court says this is even worse because there is no principled content to the test.”

(3) Miller Test: Two step analysis, first determining whether a particular opportunity was within the corporation’s line of business, then scrutinizing the equitable considerations existing prior to, at the time of, and following the officer’s acquisition.  

ii. Court instead adopts the ALI § 5.05 approach:

(a) 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

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

(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 BJR; or 

(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) For the purposes of this section, a corporate opportunity means (1) Any opportunity to engage in a business activity of which a director or senior executive becomes aware, either (A) in connection with the performance of functions as a director or senior executive . . . (B) through the use of corporate 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 is engaged or is expected to engage; or (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.

(1) While this test clearly sets forth the procedure required to be followed if a corporate opportunity arises, it is rather unclear on the definition of what a corporate opportunity is.  Issues remain as to what constitutes something “in connection with the performance of functions as a director” and what “closely related.”

iii. Financial Ability of the Corporation: Note that the ALI approach does not include anything about the financial ability to undertake the opportunity (other tests do include this).  One policy rationale behind omitting this consideration is the fear that it would create a disincentive for directors to seek financing options for corporate opportunities that present themselves to the corporation.

iv. For Exams: If a director pursues a business opportunity where you can make an argument that it should have been turned over to the corporation first, you can borrow from any of the tests and decide whether it makes any difference. If it comes up on an exam (likely will), start generally by explaining that the corporate opportunity doctrine is designed by courts to deal with circumstances where a director an officer with a fiduciary duty pursues a business opportunity that, in equity, should belong to the corporation, at least in the first instance.  Then it depends on which test you want to use.  If you think the ALI test is clearer, that’s fine (it’s virtue is the procedure it sets up, but it’s lack of virtue is that the definition to which the procedure applies has as much interpretational vagueness in it as the line of business and fairness tests).

c. Hawaiian International Finances, Inc. v. Pablo: Pablo, who owns a real-estate business on the side, was president of Hawaiian International.  While visiting CA at his own expense, he found attractive investment properties of which he informed Hawaiian upon his return.  Hawaiian purchased two parcels of land, and the sellers’ brokers ultimately split their commissions with Pablo.  Issue: Whether a corporate officer and director, acting for the corporation in the purchase of investment real estate, can retain a commission received from the real-estate brokers representing the sellers, absent disclosure and an agreement with the corporation.  Holding: No. Court suggests that Pablo usurped a corporate opportunity by taking the commissions instead of disclosing the commissions to the company, which could have given the company the opportunity to negotiate for a lower price with lower commissions

5. Competition with the Corporation

a. Issue: If Laz is a director/fiduciary of company A, and he also controls company B, and each company sells products in the same product markets with cross-elasticity of demand, how can he possibly satisfy his fiduciary duty to the company with which he is a director where he is actively engaged in economic rivalry?  This is a classic case of serving two masters.
b. ALI § 5.06

i. Does not outright prohibit competition with the corporation:

(1) (1) It’s okay if any reasonably foreseeable harm to the corporation is outweighed by the benefit the corporation may derive from allowing the competition to take place, or if there is no harm, or
(2) (2) The directors approve in a manner consistent with the business judgment rule, or
(3) (3) The shareholders approve, and the shareholders’ action does not amount to waste
ii. Rationale for not prohibiting competition outright
(1) Comments to the ALI rule indicate that their definition of competition is broader than one may believe.  For example, it would consider a director in a company that sells cars in CA who also owns a company that sells cars in NY to be in competition, but this is not true competition because the person is engaged in different markets.
(2) Consider also the benefit of retaining someone with significant value (perhaps a prestige value) or expertise, but who also owns a company conflicting with the company with which he’s retained as a director for his expertise.
VIII. The Duties of Controlling Shareholders

A. Generally: Controlling shareholders, like officers and directors, unquestionably owe a fiduciary duty to minority shareholders; however, controlling shareholders add an additional wrinkle: Since controlling shareholders are often able to vote in all or at least a dominant portion of the board, cleansing by a disinterested board is less effective because the board members are in a positional conflict with the controlling shareholder—it’s difficult for the controlling shareholder to say that he’s cleansed his transaction by gaining disinterested approval because if the board members don’t ive the controlling shareholder what he wants, their jobs may be at stake. Thus, the problem is the same, but the solution is a little more difficult.
B. Good Summary: ALI 5.10–5.12 

1. Cleansing: The procedures for cleansing under these sections are treated differently; notably, there is an absence about the business judgment decisions by a disinterested board.

2. ALI does allow distinterested directors under 5.10 (Transactions by a Controlling Shareholder with the Corporation) to approve the transaction to effect a shift in the burden of proof, but it uses the more stringent fairness standard instead of a BJR standard (although this presumes that the controlling shareholder can even find disinterested directors; if not, the burden will be on the controlling shareholder to show fairness).
C. Duty of Loyalty

1. Zahn v. Transamerica Corp.: Zahn owns shares in Axton-Fischer, a Kentucky corporation, and is suing Transamerica—the controlling shareholder of Axton-Fischer—for allegedly breaching a fiduciary duty to the other shareholders by exercising a redemption provision in the Axton-Fischer charter. Transamerica utilized charter provisions and got the board to redeem the Class A stock at $80.80/share instead of what could have been over $200/share. This was a condition of stock ownership: If shareholders owned stock at the time of liquidation, they would get 2:1, but the company could also call the stock at the lower price any time before that.  The court equates Transamerica’s relation to the board a “puppet-puppeteer” relationship—the board did not exercise independent judgment in calling the stock.  However, the real wrongdoing in this case is that the board failed to disclose to their shareholders that they intended to redeem the class-based stock prior to the liquidation of the company’s assets because if the shareholders had known in advance, the Class A shareholders could have converted to Class B so they could have received a dollar-for-dollar payout instead of the lower $80/share value they got.  
a. Takeaway: Zahn establishes that, even in public corporations, controlling shareholders owe a fiduciary duty, and therefore, in transacting with the corporation or allegedly usurping corporate opportunities or misusing corporate information, they have the same responsibilities that an interested director or officer would have.  This is not a remarkable realization, but the problem is that you can’t apply the same curative measures you could with directors or officers.
2. Issue: Once a fiduciary duty has been established, the issue then becomes what basis of review to use for controlling shareholder transactions . . . 
D. Duty of Disclosure

1. Sinclair Oil Corp. v. Levien: Sinclair owns 97% of Sinvin; as such, it owes a fiduciary duty to the 3% minority shareholders.  Levien is one of the minority shareholders, and he claims that Sinclar did three things in a self-interested way that violated the fiduciary duty: (1) a declaration of dividends; (2) alleged destruction of opportunities; and (3) alleged breach of crude oil purchase contract. The Supreme Ct of DE is very clear that it agrees that there is a fiduciary duty, but in only one of the challenged transactions (crude oil contract) does it require Sinclair to prove fairness. The court says it will only apply the fairness standard when there is self-dealing, although it looks like Sinclair is on both sides of the deal in each of these transactions, which is the typical indication of self dealing. In the first transaction, the court states that Sinclair did not violate state law.  Levien argues Sinclair drained Sinvin of cash to benefit itself to the detriment of shareholders, but the court rejects this—you can’t argue there is no reasonable business objective here, and the shareholders got dollar for dollar the amount of dividends that Sinclair got.  Thus, no BJR violation. In the second, it didn’t look like Sinclair diverted any opportunities that Sinvin was prepared to take.  Also subject to BJR. In the third, Sinclair breached the contract by creating another subsidiary to take the place of Sinvin.  Here, there was enough evidence showing that Sinclair received a benefit at the same time the subsidiary and its shareholders suffered a detriment.
a. Rule: A parent does indeed owe a fiduciary duty to its subsidiary when there are parent-subsidiary dealings.  However, this alone will not evoke the intrinsic fairness standard.  This standard will be applied only when the fiduciary is accompanied by self-dealing—the situation when a parent is on both sides of a transaction with its subsidiary.  Self-dealing occurs when the parent, by virtue of its domination of the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of, and detriment to, the minority stockholders of the subsidiary.  

b. Takeaway: While the court says that there is a fiduciary duty, it only applies the more deferential BJR standard in several cases, which is dangerous because of the influence a controlling shareholder can assert over the board. 

2. Kahn v. Lynch Comm’n Sys., Inc.: Involves a controlling shareholder in the context of a merger.  Despite being decided by the same court that decided Sinclair, the court does not discuss its statement that the fairness standard will only be applied where there is evidence that the parent was benefitted at the detriment of the minority.  One reason for this might be that a merger is not in the ordinary course of business.  Further, if a controlling shareholder engaged in a merger transaction uderpays for shares in a merger, to the extent that the price is underpaid the shareholder inherently obtains a benefit to the detriment of the minority.

a. General Rule: In a controlling shareholder situation, because of the fiduciary duty, the controlling shareholder has to prove fairness in buying out the minority.

b. Burden of Proof: An approval of the transaction by an independent committee of directors or an informed majority of majority shareholders shifts the burden of proof on the issue of fairness to the challenging party, but fairness remains the standard; it does not go to a BJR or waste standard

3. Summary:  It is clear that even in public-issue corporations there’s a fiduciary duty owed by controlling shareholders to the minority, but it is articulated as a duty of entire fairness—fairness of both process and substance. Kahn points out the difficulty in going through the standard cleansing techniques employed for directors and officers.  This is why the Delaware court and the ALI would allow a shift in the burden of proof to the challenging party if there really is disinterested approval, but retains the fairness standard instead of the BJR standard.

E. Sale of Control
1. Debate Over Sale of Control: There’s a debate in the literature over the sale of control over whether, when control is sold, the controlling shareholder must either (1) get the same deal for the minority shareholders or (2) the offeror should have to buy out the minority.  

2. General Rule (Zetlin): The general rule is that your stock is your personal property, and absent certain extraordinary circumstances (unusual facts, foreseeable looting, or naked sale of office), you may sell the stock freely for whatever price you can negotiate, and you do not have to share your control premium profits with the minority shareholders.  There is no duty of equal opportunity, as a general matter, when you sell a control block to a third party, and you do not have to reimburse the minority or negotiate the same deal for the minority.

3. Exceptions

a. Foreseeable Looting (Gerdes): While there is no general duty of inquiry in the sale of control, there is a duty of inquiry in certain circumstances.  Where the outgoing majority shareholders can foresee that the incoming majority shareholders would “loot the company” to the detriment of the minority shareholders, the majority shareholders have a duty to the minority shareholders to investigate. 

i. Circumstances in Gerdes: High liquidity of assets, gross excessiveness of price, the immediate transfer of control, and the payment of only a portion of the price.

ii. Gerdes Holding: While the sellers had no actual knowledge that the buyers would loot the corporation, the combination of the above factors were enough to put the sellers on notice to inquire further.

b. Strange/Unique Facts (Perlman): In Perlman v. Feldman, Feldman was held to have breached his fiduciary duty by selling his controlling shares in a steel company when steel was in a shortage during the Korean War.  The court suggests that under this unique set of circumstances, Feldman had usurped a corporate opportunity by selling instead of exploiting financial advantages to the company as a result of the shortage.

c. Naked Sale of Corporate Office: A director or officer is not free to promise to sell his job without an accompanying sale of voting control. 

i. Brecher v. Gregg: Sale agreement promised a transfer of control, even though only 4% of the outstanding shares were sold.  This is a naked sale of corporate office because there was nothing to indicate that the transfer of office accompanied any bona fide transfer of voting control.  This is a clear breach of fiduciary duty because the director is selling something that doesn’t belong to him—the director does not own the corporate office.
ii. Essex Universal Corp. v. Yates: Even though there was less than a majority of the shares, assuming that voting control was transfer (there may be a question whether voting control is transferred when less than a majority of shares are transferred), the court here said it’s okay to make a condition of sale the immediate transfer of corporate office.  This is an “ancillary sale of corporate office”—it accompanies the actual transfer of control, as opposed to a sale of corporate office for money without bona fide transfer of voting control.  This may create a higher risk of danger for the remaining minority shareholders if the buyers had malevolent intent; however, one would likely not want to pay good money, even with the best of intentions, for a control block of shares if that person would have to live with the incumbent board.
iii. Distinguishing Between Brecher and Yates: In Brecher, the payment for immediate control of the directorships was not accompanied by actual voting control; in Yates, it was.  Factor in that generally you can remove directors without cause anyway—if the new controlling shareholder can remove the board this way anyway, he would do that. Thus, absent the intent to loot and pillage the corporation, there’s no public policy argument against giving a new controlling shareholder immediate access to the governance structure.

IX. Insider Trading

A. Section 10(b) and Rule 10b–5

1. Securities and Exchange Act of 1934, § 10(b): It shall be unlawful for any person. . . to use or employ, in connection with the purchase or sale of any security . . . , any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the [SEC] may prescribe.

2. SEC Rule 10b–5: It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange,

(1) To employ any device, scheme, or artifice to defraud,

(2) To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or

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

in connection with the purchase or sale of any security.

B. Overview: Federal courts have interpreted Rule 10b–5 to prohibit securities fraud.  Section 10(b) authorizes the SEC to make rules dealing with manipulative or deceptive devices or contrivances in connection with the purchase or sale of any security as the commission sees fit to protect the general public and investors.  Unlike 14(a), 10(b) and 10b–5 are not limited to section 12 corporations; as such, the insider trading laws apply equally to public-issue and close corporations.  Section 10(b) is also narrower than 14(a) because of an added intent requirement, as “manipulative or deceptive device or contrivance” connotes a state of mind requiring some degree of scienter.
C. General Requirements

1. Summary (Dura Pharmaceuticals, Inc. v. Broudo): Private federal securities fraud actions are based upon federal securities statutes and their implementing regulations.  Section 10(b) of the SEA of 1934 forbids (1) the “use or employ[ment]…of any…deceptive device,” (2) “in connection with the purchase or sale of any security,” and (3) in contravention of” Securities and Exchange Commission “rules and regulations.”  Commission Rule 10b–5 forbids, among other thigs, the making of any “untrue statement of material fact” or the omission of any material fact “necessary in order to make the statements made…not misleading.” ¶ The courts have implied from these statutes and Rule a private damages action, which resembles, but is not identical to, common-law tort actions for deceit and misrepresentation.  See, e.g., Blue Chips Stamps; Hochfelder.  And Congress has imposed statutory requirements on that private action. ¶ In cases involving publicly traded securities and purchases or sales in public securities markets, the action’s basic elements include:
a. (1) a material misrepresentation or omission, see Basic v. Levinson; 
b. (2) scienter, i.e., a wrongful state of mind, see Hochfelder; 
c. (3) a connection with the purchase or sale of a security, see Blue Chip Stamps;
d. (4) reliance, often referred to in cases involving public securities markets (fraud-on-the-market cases) as “transaction causation,” see Basic (nonconclusively presuming that the price of a publicly traded share reflects a material misrepresentation and that plaintiffs have relied upon that misrepresentation as long as they would not have bought the share in its absence);
e. (5) economic loss; and
f. (6) “loss causation,” i.e., a causal connection between the misrepresentation and the loss.
2. Materiality
a. Materiality of Certain Information—Would Standard: “The basic test of materiality is whether a reasonable man would attach importance in determining his choice of action in the transaction in question.” (Texas Gulf Sulphur; Basic v. Levinson).
b. Materiality of Soft Information—Probability/Magnitude Test:  If the information is uncertain, then balance the probability of the information becoming true with the magnitude of such information were it true. (Texas Gulf Sulphur; Basic v. Levinson).
c. SEC v. Texas Gulf Sulfer (2d Cir. 1968): TGS was a mineral co. operating in Canada.  They conducted an aerial survey that showed significant anomalies (indicating an unusually rich concentration of commercially mineable materials), so they drilled a hole, K-55-1.  The results were deemed remarkable.  Based on this information, and before there was any public disclosure of press releases with correct information, insiders and people whom they tipped bought TGS stock and options.  There wasn’t an absolute certainty during this time that this would be the motherload, but there was a good chance. The information on which these people acted was meant only for the company; it was not public knowledge.
i. To the extent that TGS might suggest scienter is not required under 10b–5, this has been expressly rejected by the Supreme Court Hochfelder.
ii. To the extent that TGS adopts the In re Cady Roberts approach and suggests that anyone, merely by possession material undisclosed information, must disclose or abstain, this is repudiated by Chiarella and Dirks.
d. Basic v. Levinson (1988): This case can be viewed as the parallel to the Virginia Bankshares case: This case deals with two similar questions similar to those addressed in Bankshares: (1) the materiality issue (in Bankshares, whether a directors beliefs/opinions could be material), and (2) how does the essential link doctrine play out when you don’t need the shareholders’ votes (here, the question in the 10b–5 context is, assuming a substantive violation, linking the injury to the plaintiff class).  ADDIN AudioMarker 6933 Preliminary merger negotiations are going on (like TGS, we’re talking about whether something is material even though it’s not 100% certain), and shareholders would want to know that such negotiations are going on.  Management issued three press releases saying that they weren’t in negotiations, and shareholders alleged that these were material misstatements. 
i. The Supreme Court expressly adopts the Northway Would Standard for materiality and the TGS probability/magnitude test for soft information and applies these concepts to preliminary merger discussions: For probability, you must look to how far along the discussions are, and for magnitude you look at the size of the companies and the potential for premiums above market value.  
ii. The Supreme Court also adopts the fraud-on-the-market theory in this case, which is discussed further under causation.
3. Scienter
a. RULE: A private action for damages under Rule 10b–5 will not lie in the absence of any allegation of scienter, which the Court has defined as an intent to deceive, manipulate, or defraud on the defendant’s part.  Hochfelder.  Decisions since Hochfelder have unanimously held that recklessness satisfies the scienter requirement; negligence is clearly not enough, but the rule does not require specific intent.
b. Ernst & Ernst v. Hochfelder (1976): The Supreme Court expressly held that under 10(b) (in contrast to 14(a), where the Court has expressly reserved the question), and therefore Rule 10b–5, there must be a scienter requirement.  This means that scienter must be applied to each section of the rule for the defendant to be held liable.
c. Pleading Scienter Under the PSLRA
i. Generally: The PSLRA was passed in part to require that plaintiffs plead facts with sufficient specificity as to give rise to a strong inference of intent.  This was not designed to change the substantive scienter standard; rather, it was meant to heighten the pleading requirement for pleading scienter.  This was a conscious attempt to make it harder for private plaintiffs to get past the 12(b)(6) stage on basic allegations to prevent plaintiffs from filing “strike” suits to get a quick settlement.

ii. Rule (Tellabs, Inc. v. Makor Issues & Rights): Under the PSLRA’s heightened pleading instructions, any private securities complaint alleging that the defendant made a false or misleading statement must: (1) specify each statement alleged to have been misleading and the reason or reasons why the statement is misleading and (2) state with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind. 
iii. “Strong Inference”: To meet the “strong inference” pleading standard under the PSLRA, there has to be more than a reasonable inference—it must be a cogent and compelling inference that is at least as compelling as any opposing inference one could draw from the facts alleged. This is a balancing test: The strength of an inference cannot be decided in a vacuum; it is a comparative analysis.  To determine whether the plaintiff has alleged facts that give rise to the requisite “strong inference” of scienter, a court must consider plausible nonculpable explanations for the defendant’s conduct, as well as inferences favoring the plaintiff. 

d. Trading on the Basis Of vs. Scienter: 10b5–1 says that, for the purposes of 10b–5, you trade on the basis of inside information when you know of the information.  “The general rule under Rule 10b5–1 is that the purchase or sale of a security violates Rule 10b–5 if the purchaser or seller was aware of the material nonpublic information about the security or issuer at the time of the purchase or sale.”  This is separate from the issue of scienter: Even though you know of the information and that may be enough to satisfy “trading on the basis of,” that may not be enough to meet the requisite scienter standard.  For example, you may know of material information, but you may believe that the information has already been publicly disclosed, in which case you are not acting with the intent to defraud.
4. “In Connection With” 

a. Private Standing Rule (Plaintiffs): Only a person who has purchased or sold a stock has standing to bring a private damage action under Rule 10b–5; it does not suffice to be merely an offeror or offeree. Blue Chip Stamps.  The SEC needs not be a purchaser or seller of a security to bring a claim.
b.  Blue Chip Stamps v. Manor Drug Stores (1975): Prospectus sent to offerees was knowingly pessimistic, and an offeree tried to bring a private action. The most significant bite of the Blue Chip doctrine is to bar private actions by persons who claim they would have sold stock that they owned had they not been induced to retain the stock by misrepresentations, or omissions, that violated Rule 10b–5.
c.  “In Connection With” for Defendants (Merrill Lynch v. Dabit (2006)): “It is enough that the fraud alleged ‘coincide’ with a securities transaction—whether by the plaintiff or by someone else.  The requisite showing, in other words, is deception in connection with the purchase or sale of any security, not deception of an identifiable purchaser or seller.”  The Supreme Court in this case gives a very expansive reading to the “in connection with the purchase or sale” requirement. 

d. Wharf (Holdings) Limited v. United International Holdings (2001): United sued Wharf alleging they were defrauded in the purchase of an option.  Hong Kong was accepting bids for an exclusive license in cable television.  United assisted Wharf in seeking this license.  Wharf made an oral agreement to sell United an option to buy 10% in the cable system.  Issue was whether this was sufficient to state a 10b–5 claim. This wasn’t a typical case of what the security was worth; there was simply no intention to honor the agreement.  As such, the Court had to decide whether this was even a 10b–5 case at all. Court decides that Wharf sold United an option (which is a security) while never intending to honor it, and it says that this is within the “in connection with” requirement of 10b–5.
5. Causation
a. Overview: Pursuant to Basic v. Levinson, transaction causation is reliance—the trading based on the misrepresentation or omission.  This is handled with a rebuttable presumption—the fraud-on-the-market theory—that the defendant must rebut.  Subsequent to Basic v. Levinson, Congress passed the Private Securities Litigation Reform Act, which made no mention of transaction causation, but specifically made clear that in any private action a plaintiff, by statute, must prove loss causation. 
b. Causation Unique to Private Rights of Action: As was the case in the proxy rules, causation bears no significance where the SEC is bringing an action.  In a private right of action, however, it is not sufficient merely to establish a violation; a private party must also prove causation between the wrongdoing and the loss.
c. Transaction Causation (Fraud on the Market)
i. Generally: Transaction causation means that there must be a causal connection between the defendant’s violation of Rule 10b-5 and the plaintiff’s purchase or sale of security.  To satisfy this requirement, a violation of rule 10b–5 must have caused the plaintiff to engage in the transaction in question.  Accordingly, the plaintiff must allege and show that but for the fraudulent statement or omission, he would not have entered into the transaction.

ii. Reliance and the Fraud-on-the-Market Theory

(1) RULE: Reliance is an element of 10b–5 and provides the requisite causal connection between defendants’ misrepresentation and the plaintiffs’ injury.  The fraud-on-the-market theory is a presumption that the impersonal market absorbs all available material information, which is reflected in the price of the securities, and that investors are relying on the integrity of the marketplace in making decisions.  ADDIN AudioMarker 8291 When there is a material misstatement, the market presumably absorbs that, which is reflected in the price and affects investors’ decisions of whether to buy or sell.  Basic v. Levinson.
(2) Rebuttable: This is a rebuttable presumption because there are factors that can show that individual investors did not rely on the material omission or misstatement.  For example, a shareholder could have subsequently received the correct information or had a prior contract to buy or sell.

iii. Reliance on Silence: Transaction causation/reliance applies to both material misstatements and silence.  In the case of silence, reliance on silence is presumed (under the fraud on the market theory) only where there is a duty to disclose.

iv. Stoneridge Investment Partners v. Scientific-Atlanta: False and misleading statements about customer base, improper capitalization of costs, manipulation of billing cutoff dates, and other acts were alleged to have been done to make earnings seem better than they were.  The acts were alleged to have been done to inflate the price.  No question fraud occurred here; the question is who is responsible for it.   Supreme Court rejected scheme liability in this case – this is not a case of primary violation by customers and suppliers.  If there was a rebuttable presumption of reliance, why isn’t this enough?  Reliance on silence only comes about on the duty to disclose.  Defendants did not engage in any affirmative misstatements, and they owed no duty to disclose.  If they had made affirmative misstatements they could have been primary violators.  So this is a duty to disclose and/or reliance case.  There was no duty to disclose here because they owed no duty to the shareholders.  If they had made an affirmative misstatement, they would have been primary violators (if there was scienter and materiality); had they failed to disclose material facts, they would have been liable if there was a duty to disclose.  However, the mere possession of the information as not enough—there must be a fiduciary duty, and they had no duty to the other company’s shareholders. 

(1) Stoneridge “was a decision by the United States Supreme Court pertaining to the scope of liability of secondary actors, such as lawyers and accountants, for securities fraud. The Court held that ‘aiders and abettors’ of fraud cannot be held secondarily liable under the private right of action authorized by §10(b) of the Exchange Act. Such defendants can only be held liable if their own conduct satisfies each of the elements for §10(b) liability. Therefore, the plaintiff must prove reliance, in making a decision to acquire or hold a security, upon a material misrepresentation or omission by the defendant.”

v. NB: The requirement of individual reliance remains meaningful in affirmative misrepresentation cases in face-to-face, as opposed to impersonal market, situations.

d. Loss Causation
i. Generally: Loss causation is a harder definition to pin down, but the best interpretation of the concept is that the defendant’s wrongful act not only must have caused the plaintiff to buy or sell the security; it must also have been the cause of the plaintiff’s loss on the security.  In contrast to transaction causation, loss causation requires a showing that the violation of rule 10b–5 caused the economic harm of which the plaintiff complains.  While transaction causation has been understood as reliance, loss causation is often described as proximate cause, meaning in part that the damages suffered by plaintiff must have been a foreseeable consequence of any misrepresentation or material omission.
ii. RULE: Even where the transaction was caused by a misstatement or omission, there is a separate question of whether the transaction caused a loss.  In a private action where plaintiffs seek damages, the statute expressly puts the burden of proving loss causation on the plaintiff.
iii. Dura Pharmaceuritcals, Inc. v. Broudo: Supreme Court rejects Ninth Circuit’s view that loss causation can be proved simply by showing an inflated price on the date of purchase, primarily because on the date of purchase, you’re paying exactly what the market has valued the stock at: “as a matter of pure logic, at the moment the transaction takes place, the plaintiff has suffered no loss; the inflated purchase payment is offset by ownership of a share that at that instant possesses equivalent value.”  The facts in this case suggest that eight months after misstatements alleged to be material and misleading, the stock price dropped.  The issue is how one links, given the myriad influences on a stock price (taxes, competition, increased cost of materials, etc), the lower stock value to the material misrepresentation or omission and the subsequent correction of the misstatement by disclosure of the truth to the plaintiff’s loss.  This can be an issue of either pleading or proof. One way is to look at the temporal relationship between the disclosure of the truth and the change in the stock price—if the stock price drops precipitously right after disclosure, that’s good evidence.  ADDIN AudioMarker 9885 Could also look at the entire industry in which your corporation is involved—if your corp drops more than others, that’s also good evidence.  The effect of this case was to make private 10b–5 actions much more difficult. 
iv. *NB: For the exam, just be aware of this case and what it stands for, that legislation requires proof of loss causation, and that proving such loss causation can be difficult.
D. Failure to Disclose/Silence Cases
1. General Rule: Because section 10(b) addresses fraud, Rule 10(b)(5) must address fraud, and it is not fraudulent for anybody merely to use material undisclosed information with scienter to benefit from it; rather, silence can only amount to fraud where there is a duty to speak.  Thus, people who trade in a silence case based on undisclosed information only violate 10b–5 when that person has a duty to disclose based on a fiduciary or other relationship based on trust and confidence, which duty does not automatically arise based on the mere possession of nonpublic information. Chiarella. 
a. In other words, a failure to disclose is not fraudulent except where there is a duty to disclose, and the duty to disclose arises from a fiduciary duty or similar duty of trust and confidence.
b. Chiarella v. United States (1980): Chiarella worked as a financial printer.  Using his access to confidential takeover documents that his firm printed for corporate raiders, he figured out the identity of certain takeover targets.  Chiarella then bought stock in the targets and later sold at a profit when the raiders announced their bids.  The Supreme Court reversed Chiarella’s criminal conviction under Rule 10b–5 and held that Rule 10b–5 did not impose a “parity of information” requirement.  According to the Court, merely trading on the basis of nonpublic material information does not trigger a duty to disclose or abstain.  When the Court decided in Hochfelder that scienter was required for 10(b) because it was an anti-fraud statute, this arguably brought in everything else relating to fraud.  Thus, because the statute is an anti-fraud statute, 10b–5 claims—whether brought privately or by the government—must reach fraudulent conduct.  This case was not a material misrepresentation case, but rather a silence case.  Thus, the Court had to decide when a silence case could amount to fraud.  The Court decided that people who trade in a silence case based on undisclosed information can only violate 10b—5 when that person has a duty to disclose based on a fiduciary or other relationship based on trust or confidence: “[O]ne who fails to disclose material information prior to the consummation of a transaction [i.e., silence in connection with the purchase or sale of a security] commits fraud only when he is under a duty to do so.  And the duty to disclose arises when one party has information that the other party is entitled to know because of a fiduciary or other similar relation of trust and confidence between them. . . . [A] purchaser of stock who has no duty to a prospective seller because he is neither an insider nor a fiduciary has been held to have no obligation to reveal material facts.”   Here, Chiarella had no duty to the shareholders with whom he traded because he had no fiduciary relationship to the target companies or their shareholders.  The Court declined to consider whether Chiarella could be convicted for trading on information misappropriated from his employer because the issue was not presented to the jury.  Note, however, that this case left open several loopholes to be closed by other cases (such as tipper-tippee liability, people who overhear information, relatives of insiders, etc—Chiarella arguably protects these people). 
2. Tipster-Tippee Liability
a. Rule: A tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when the insider tipster has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and the tippee knows or should know that there has been a breach. The insider tipster breaches this fiduciary duty when he makes the disclosure to the tippee for personal gain or reputational benefit.
i. In other words, there must be some motive of personal gain on the part of the tipster, and the tippee must know or should know of this improper motive. 
ii. Rationale: Unless the tipster violates his fiduciary duty, then the case looks much closer to the mere possession of the information, which does not reach the requisite level of fraud deemed necessary under Chiarella. 
b. Dirks v. SEC (1983): The Court here attempts to resolve the “analytical difficulties” in policing tippees (who, unlike insiders who have independent fiduciary duties to both the corporation and its shareholders, have no special relationship to the corporation) who trade on insider information created by Chiarella. Secrist, a prior officer of Equity Funding, told Dirks, a securities analyst, that the assets of Equity Funding were drastically overstated due to corporate fraud and urged him to verify such fraud and disclose it publicly.  Dirks decided to investigate; neither he nor his firm owned or traded in Equity stock, but throughout his investigation he openly discussed the information he obtained with a number of clients and investors, who themselves sold a significant amount of stock before it dropped. On appeal from SEC disciplinary sanctions for Dirks’s tipping of confidential information, the Supreme Court held that Dirks did not violate Rule 10b–5 because Secrist’s reasons for revealing the scandal to Dirks were not to obtain an advantage for himself.  For Secrist to have tipped improperly, the Court held, there had to be a fiduciary breach.  The Court took the view that such a breach occurs when the insider gains some direct or indirect personal gain or a reputational benefit.  Here, Secrist had exposed the fraud with no expectation of personal benefit, and Dirks could not be liable for passing the information on to his firm’s clients.

c. Gifts of Information: Court says this is a breach of the duty because it’s like trading on the information and passing along the benefits: “The elements of fiduciary duty and exploitation of nonpublic information also exist when an insider makes a gift of confidential information to a trading relative or friend.”
d. Temporary Insiders: Footnote 14 in Dirks raised the issue of temporary insiders and noted that they are treated more like tipsters than tippees because the temporary insiders inherit the fiduciary duty of the traditional insider.  
i. “The basis for recognizing this fiduciary duty is not simply that such persons acquired nonpublic corporate information, but rather that they have entered into a special confidential relationship in the conduct of the business of the enterprise and are given access to information solely for corporate purposes.  When such a person breaches his fiduciary relationship, he may be treated more properly as a tipper than a tippee.”
e. Remaining Loopholes: While Dirks helped close one loophole, others remained.  Consider, for example, a situation where you tell your roommate what you’ve been doing at work, including inside information, to get her off your back, and she goes and trades on it.  The SEC passed 10b5–2 in 2000 to help address this problem.
3. Misappropriation Theory
a. Rule: A person commits fraud “in connection with” a securities transaction, and thereby violates 10(b) and 10b–5, when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.  O’Hagan. 

i. This theory outlaws trading on the basis material nonpublic information by a corporate outsider in breach of a duty owed not to a trading party, but to the source of the information.

ii. The misappropriation theory is more complex than the classical theory of liability that arises when an insider, with scienter, trades with material, nonpublic information (as in TGS).  The misappropriation theory has been called “fraud on the source” because it effects fraud not on the company or shareholders to which you owe a duty, but to the source of the information.

iii. Reconciling the Misappropriation Theory with Dirks and Chiarella: A misappropriator who trades on the basis of material, nonpublic information, in short, gains his advantageous market position through deception; he deceives the source of the information and simultaneously harms members of the investing public.  It’s not that there’s no fraud, it’s just that the fraud is on the source, not the victims. 

iv. “In Connection With”: Even though the fraud is committed against a non-trading party, whose stock you’re not buying, information is being used in connection with the purchase of securities; this is sufficiently within the concept of “in connection with” that the Court says the fraud doesn’t have to be against the company whose stocks you trade, it just has to be in connection with the purchase of stock

b. United States v. O’Hagan (1997): O’Hagan was a partner at Dorsey Whitney, a law firm retained by Grand Met, who was planning to make a tender offer for Pillsbury.  He purchased common stock and call options on the target’s stock before the bid.  Both the bidder and the law firm had taken precautions to protect the bid’s secrecy.  When the bid was announced, O’Hagan sold for a profit of more than $4.3 million. By virtue of his relationship with his firm, O’Hagan has a fiduciary duty to the firm and its client, Grand Met.  The problem is that he bought stock in Pillsbury, a corporation to which he owes no fiduciary duty. The Supreme Court overturned the Eight Circuit to uphold O’Hagan’s conviction by validating the misappropriation theory.  The Court concluded that the unauthorized use of the confidential information was (1) the use of a “deceptive device” under § 10(b) that was (2) “in connection with” securities trading.  
c. To Whom the Duty of Disclosure Flows: Because the Court said that the statute connotes fraud, the Rule must encompass fraud, and for the Rule to encompass fraud, then in a nondisclosure case there must be a duty to disclose; the duty to disclose does not come from the mere possession of the information; rather, the duty arises from a fiduciary duty or similar duty of trust and confidence.  In classical cases, the duty is to the company and its shareholders; under the misappropriation theory, the duty is to the firm.  This duty is satisfied by disclosing to the firm, not the company whose stock you trade or its shareholders.

i. But see SEC v.  ADDIN AudioMarker 9047 Rocklage: Mr. Rocklage was an insider of a publicly traded company, and he was in possession of negative information.  He gave Mrs. Rocklage this information, but not for personal gain (so Dirks not met). Pursuant to a secret agreement she had with her brother, Mrs. Rocklage told her brother, who quickly dumped his stock.  Neither Mrs. Rocklage or her brother had a fiduciary duty to the company or its shareholders, but Mrs. Rocklage had a 10b5–2 duty to her husband. O’Hagan suggested that had he disclosed to the firm his intent to trade, that would have satisfied his duty to disclose.  Here, Mrs. Rocklage disclosed to her husband that she was going to breach her duty of confidentiality to her husband before she tipped.  Issue: whether this disclosure cured the 10b–5 violation. Holding: At least for pleading purposes at the 12(b)(6) stage, Mrs. Rocklage’s disclosure to her husband did not cure the 10b–5 violation.

ii. The First Circuit in Rocklage (only the First Circuit has cited this case so far) said that there were two types of deception going on: One was Mrs. Rocklage’s tipping her brother, which was adequately disclosed, and the other was her initial acquisition of the information by deception (i.e., that she never meant to keep the information from her husband secret because of her side agreement to tip her brother).  Thus, while her disclosure to her husband cured part of the fraud, it did not cure her initial deception in obtaining the information.  The court contrasts this with O’Hagan, where O’Hagan merely used the information he gained, which he did not obtain by deception.

d. Victims of the Misappropriation Theory Fraud Can Sue: Originally they could not, but Congress passed an amendment expressly providing that anyone who contemporaneously traded could sue. 

4. 10b5–2. Duties of Trust or Confidence in Misappropriation Insider Trading Cases 

a. Generally: While Dirks and O’Hagan closed a few of the loopholes left open by Chiarella, it still left many open.  Congress passed 10b5–2 in 2000, three years after O’Hagan to enumerate special duties of trust or confidence that would meet the Chiarella rule. 

(b) Enumerated “duties of trust or confidence.” For purposes of this section, a "duty of trust or confidence" exists in the following circumstances, among others:
(1) Whenever a person agrees to maintain information in confidence;
(2) Whenever the person communicating the material nonpublic information and the person to whom it is communicated have a history, pattern, or practice of sharing confidences, such that the recipient of the information knows or reasonably should know that the person communicating the material nonpublic information expects that the recipient will maintain its confidentiality; or
(3) Whenever a person receives or obtains material nonpublic information from his or her spouse, parent, child, or sibling; provided, however, that the person receiving or obtaining the information may demonstrate that no duty of trust or confidence existed with respect to the information, by establishing that he or she neither knew nor reasonably should have known that the person who was the source of the information expected that the person would keep the information confidential, because of the parties' history, pattern, or practice of sharing and maintaining confidences, and because there was no agreement or understanding to maintain the confidentiality of the information.
E. What 10b–5 is Not—Santa Fe Industries v. Green: There was no deception here.  This case makes a point of what 10b–5 is and is not.  ADDIN AudioMarker 13605 Short-form merger (parent company with at least 90% of the stock can cash out minority shareholders without approval, and shareholders who don’t like what they’re being offered can seek an appraisal).  Santa Fe obtained independent appraisals of the stock by Morgan Stanley, which appraised it at $125/share.  The majority offered $150/share to minority.  The unhappy minority believed it was $772/share (5x as much) based on their appraisal.  Supreme Court said that this is not a 10b–5 claim—there’s materiality, and it’s in connection with the purchase or sale of securities, and there’s intent, but what’s missing is a material misstatement or a duty to disclose.  If you cannot point to a material misstatement or a material omission, you cannot have a 10b5 claim; unfairness alone is not enough.  Maybe the failure to give a fair price was a fiduciary duty breach by the board.
X. Short-Swing Trading

A. Generally: This is the third major area of federal law supplementation of state law (first being proxy rules, second being 10(b).  Ther is no government enforcement of this rule—it is purely privately enforced by the corporation itself or through a derivative suit by shareholders.  Note that there will be 10(b) violations that do not violate 16(b) because they occur outside of six months.  Likewise, there may be 16(b) violations that do not violate 10(b).

B. Rule: If someone in one of three classes of persons—officers, directors, or more than 10% holders of any class of equity security—buys or sells, or sells and then rebuys, stock in that person’s own corporation within a period of six months and makes a profit, any profit derived from that so-called short-swing trading can be recovered in a private suit (no criminal penalty and no SEC private enforcement), no questions asked.

1. Strict Liability: Section 16(b) creates strict liability for certain trades that are made within a period of less than 6 months and makes a profit, regardless of the circumstances; this rule creates a conclusive presumption.  As such, this has been described as a “crude rule of thumb”—a clearly overprotective rule that deals more with potential abuse than actual abuse (10(b) requires that you show actual abuse as part of its elements)

2. Rationale: When insiders trade in a short period of time, either in a buy-sell or sell-rebuy sequence, there is a potential for misuse of inside information.

C. What Does it Mean to “Make a Profit”? In simple cases, it is clear.  However, federal courts interpreting 16(b) have said that within the 6-month period, you can match up the highest sale price with the lowest purchase price for as many shares as match up.  Rationale: because of the potential for use of information, maybe the trader would not have sold.

a. Simple Case: Director of company X buys 100 shares on Jan 2 for $10/share.  On Feb 2, he sells the stock for $20/share.  Recovery is based on the profit, so recovery is $1000.

b. Difficult Case: On 2/1, D purchases 1,000 shares for $30/share.  On 3/1, D sells 1,000 shares at $25/share.  On 4/1, D purchases 1,000 shares at $20/share.  On 5/1, D sells 1,000 shares at $15/share. This trader has lost $5,000 on each sale and lost a total of $10,000.  Nevertheless, those that interpret 16(b) say that this trader actually made a profit.  Applying the rule, regardless of the order of the trades, the highest sale price was $25, and the lowest purchase price was $20.  Thus, the “profit” (at 100 shares) is $5,000, even though the trader actually lost.

2. Officers, Directors, and 10% Shareholders
a. Timing

i. 10% Shareholder: If you are a more than 10% shareholder, you must be a more than 10% shareholder on both sides of the transaction – when you buy and when you sell.

ii. Officers and Directors: Officers and directors need only be an officer or director on one end of the transaction, but the SEC has adopted a rule that excludes taking into account purchases or sales before becoming an officer or director.  Thus, an officer or director that buys or sells, then resigns, then trades further and makes a profit, then that officer or director is liable under 16(b).

b. Defining “Officer”: For the purposes of officers, it’s the function of the position that matters, not the title.
3. Lesson: If you are a director, officer, or more than 10% shareholder, then if you buy/sell stock in your own company, it’s best to hold it for at least 6 months; then, you’ll be absolutely outside 16(b).
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