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AGENCY
Agency Relationship: Ps are liable to 3Ps if an A acts under actual, apparent or inherent agency.  
a. Reasonable Belief:  Factors to establish RB, wherever it applies: (1) custom, (2) past conduct, (3) present communication, and (4) nature of the task at hand.
1. Actual Agency: Agency relationship exists where the P and A have (1) mutually assented to A acting on P’s behalf and (2) under P’s control.  P gets no indemnification from A.  Actual agency is seen from the agent’s RB.
a. Express:  where P expressly directs A to act on his behalf. 
b. Implied:  A’s reasonable belief that he is authorized to act in certain way because of P’s past or present conduct (includes failure to act).  Mill Street Church of Christ v. Hogan.
2. Apparent Agency: Arises when a 3P reasonably believes that an A is acting on P’s authority based on the Principal’s conduct or manifestations.  This can be nothing more than P giving A a certain job title that normally has authority to bind K.  Apparent agency is seen from the 3P’s shoes. 
a. Indemnification:  if apparent authority, P is liable to 3P but can get indemnified from A. 
3. Inherent Agency: Even if A’s act is expressly forbidden by P, an undisclosed or partially disclosed P is liable to 3P for A’s acts if usual or necessary in such transactions and 3P’s belief was reasonable.  Watteau v. Fenwick.
a. Indemnification:  P is liable to 3P but can get indemnification from A for exceeding scope. 
4. Ratification:  P liable on the K if A entered K purportedly on P’s behalf without authority and P (1) accepted the benefits (2) with full knowledge of material terms of K. 
a. Implied ratification: infer P’s knowledge from surrounding circs; P’s acceptance need not be communicated to either A or 3P.
b. P must exist at the time of the original transaction. 

c. Exception:  If there is a material change to the original contract after P has ratified, even if express, ratification is not effective.  (A sells P’s mansion w/o authority to 3P; when it burns down, P ratifies.  No enforceable contract against 3P).
d. Defense:  Ratification is available as a defense by A against either a P, if exceeded scope, or 3P, who might want to sue A. 

5. Creditors:  Agency relationship may arise where creditor exerts too much control over his debtor’s business.  
a. Acceptable Creditor Behavior:  Normal behavior without creating agency include demanding financial reports, inspecting debtor’s premises, recommending consultants to help w/ debtor’s business and requesting debtor get consent before making important decisions.  Martin v. Peyton.
b. Agency-Producing Behavior:  Activities that can give rise to agency: (1) constant recommendations concerning debtor’s business (2) placing someone in control of debtor’s business (3) holding veto power over too many decisions (4) providing other creditors with payment assurance (indirect indicator of control).
Principal’s Liability for Agent’s Torts

1. Master-Servant Rule:  P liable for torts of A when (1) servant has agreed to work on behalf of master and subject to master’s control or right to control S’s physical conduct and (2) tort within scope of employment.

a. Control:  M must have control (or right to control) S’s physical conduct for M-S relationship.  Indices of control can be direct or indirect.
i. Direct Indices.  Daily operational control (hours, hiring, pricing); whether M owns the materials & property; S’s oblgn to report to M; M’s direct supervision; M’s payment of operating costs; express label in K establishing M’s right to control. 

ii. Indirect Indices.  Risk of loss and financial benefit.  The more risk M has, the more he probably controls S. Compare Humble Oil (M-S) with Sun-Oil (no M-S).
b. Scope of Employment:  Factors act is same kind as employed to perform, occurs substantially w/in authorized time/space limits, and actuated at least in part to serve M.  R.2d.  Time, place & purpose of act, similarity to which S authorized to do, wheteher commonly done by S, extent of depature from normal methods, M reasonably expected.  Arguello v. Conoco. (whether racism by e’ee is w/in scope triable issue of fact).
i. Intentional Tort:  a consciously criminal or tortious act may still be in scope of employment, if the S’s use of force is not unexpectable by M and was in response to 3P’s conduct that presently interfered w/ S’s ability to perform duties.  Compare Manning v. Grimsley (pitched ball at heckler, w/in scope); Miller v. Fed. Dept (customer slapped, not w/in scope).
2. Independent Contractors:  Generally, no tort liability.  However, if M controls independent contractor to such an extent that effectively an employee, M-S liability created.  Humble Oil.

3. Possible Exception: Apparent Agency.  Some courts will find P liable for A’s torts even absent M-S relationship if apparent authority: (1) P manifests either directly or thru general public advertising to 3P that an M-S relationship exists (i.e. not I-K) and (2) 3P reasonably relies on such manifestation.  Miller v. McDonalds.
a. Avoiding Liability:  P can protect itself by notifying public its establishments are independently owned and operated.  Some courts require just that; others require a sign and something more. Murphy v. Holiday Inn. 
Agency Liability Based on Contract
1. General rule:  P liable for Ks made by A under any theory of authority; As usually not liable for Ks on behalf of P.  Since K is btn 3P and P, 3P cannot usually sue on K. 

2. Exceptions:  A can be sued on the K if:

a. Fraud or misrepresentation.

b. A expressly made party to the contract.
c. A exceeds scope of authority, P refuses to ratify, and harm caused to 3P. 

d. Undisclosed/Partially Disclosed P.  A has affirmative duty to disclose agency when acting on behalf of undisclosed or partially disclosed P (i.e. 3P knows A is an agent, but not identity of P); A will be liable to 3P unless A discloses he is acting on P’s behalf and reveal P’s identity. 
Fiduciary Duties of As to Ps:

1. Employment K:  Always start w/ employment contract; Rstmt rules are only defaults that can be relaxed. 

2. Duty of Loyalty:  A must act solely for benefit of P in all matters connected w/ agency; duty to disclose facts that A knows or reasonably should know affect P’s judgment unless P manifests he knows or doesn’t care. Can’t use P’s assets, facility or position in subject matter of agency for profit to self. 


a. Competition v. Preparing to Compete.  Plans to compete are okay but cannot lie about plans, lure away customers, key employees or engineer mass exodus of e’ees.
b. Trade Secrets.  In general, duty of loyalty ends w/ termination but continuing duty not to use trade secrets.  Two elements: (1) breach of confidential & (2) cognizable trade secret claim.  Trade secret is: (i) info that has value from being generally unknown and (ii) subject to reasonable efforts to keep secret.  Town & Country House (list of screened housewives who used housecleaning services). 
c. No harm necessary.  Does not matter that P could not do the job himself or whether P was not harmed, the breach is the harm.  See General Auto v. Singer (auto mgr turn away orders which was P’s right to do).

d. Specific duties:  account for profits, not act adversely, not to compete, no conflicting interests, no disclosure of confidential info.  R.2d §§ 388-396.

e. Remedy—Disgorgement.  A must disgorge any profits to P, regardless of whether P could not make $ w/o A’s skill. 

3. Duty of care and skill.  A must act w/ care and skill that is std to kind of work hired to perform, and to exercise skills he may have. 
a. Duty not to act adversely. 
b. Remedies: (1) Liable for breach of K (2) liable for loss caused by any breach and (3) liable for P’s loss if caused by intentional or negligent acts. 
PARTNERSHIPS
Partnership:  association of 2 or more persons to carry on as co-owners a business for profit.  Default relationship if engage in business w/ no business form. 

Does a Partnership Exist?  Factors:

1. Profit sharing—presumption of partnership.  

a. Exceptions: not presumed partnership if profits received in payment for: (1) debt, (2) salary, wages or rent, (3) annuity to widow or rep of dead partner, and (4) interest on loan.

b. Distinguish: Sharing Gross Returns.  The sharing of gross returns does not give rise to partnership; watch for this in fact patterns re: commercial leases. 

2. Sharing losses.  Fenwick v. Unemployment Comp (but narrow holding on public policy grounds).

3. Management and control.  Fenwick.

4. Parties’ intent—party testimony, language and K.  Use of “partnership” is persuasive but not dispositive.  Parties who have held themselves out as partners, especially if 3P involved, will more likely be deemed to form partnership. 

5. Open-ended arrangements—especially wrt loans and leases often viewed as partnerships.  (e.g. X leases to Y indefinitely in exchange for percentage profits).

Partnership by Estoppel.  Person who represents himself, or permits another to represent him, to 3P as a partner in an existing partnership or w/ others not actual partners, is liable to any such 3P who has given credit to the apparent in reliance on the representation.  Young v. Jones (3P did not rely on false brochure in decision to invest, no p-ship by estoppel).

· Consent by purported partners—if purported partner consents to a p-ship rep being made by a 3P, he will be liable as though he was an actual member of the p-ship wrt 3Ps relying on the representations.

Default Partnership Agmt—UPA:  

1. Outside parameters that cannot be changed:

a. 3P liability.  (But partnership agmt can provide for indemnity.)

b. Agency.

c. Fiduciaries—to partnership and to each other. 

d. Assignment of partner’s interest—partner may assign financial interest in the pship to a 3P, but he cannot assign an interest in the partnership property itself.  The assignee only gets partner’s right to income/profits and does not become a partner himself.  

e. Right to inspect books, get information. 
f. Right to an accounting.
g. Person cannot be compelled to remain a partner against his will. 
2. Gap-Fillers:  Default rules that apply only where p-ship agmt silent:

a. Profits and Losses—profits divided equally, losses divided in same ratio as profits.

b. Management—all have equal rights to mgmt and conduct of p-ship business.

c. New partners—no admission without consent of all partners.

d. Acting againt partnership agmt—no act in contravention of p-ship agmt without consent of all partners. 

Rights, Obligations & Liabilities of Partners:  Agency—each partner is an agent of the partnership w/ the power to bind pship. 

1. Actual Authority—each partner has actual authority to bind pship for purpose of its business unless restricted by agmt; becomes a pship expense that must be paid from pship property. 
a. Scope of actual authority—determined by scope of pship’s business; factual Q but considerable weight given to pship agmt description. 
b. Defense: 3P knowledge: If 3P knew partner acted in contravention of pship agmt, not binding on pship.  

2. Apparent Authority—each partner has apparent authority to bind pship that are “apparently for carrying on in the usual way the business of pship.”

a. Scope of apparent authority—determined by scope of similar biz in same locality. 
b. Indemnification:  other partners can seek indemnification from the wrongful partner’s personal pockets for liability, which goes back to the partnership’s assets.  

c. Defense: 3P Belief Unreasonable:  If 3P’s belief that the partner had authority to bind pship in carrying on usual way the business of pship was unreasonable, not binding on pship. (e.g. P3 wants to buy property for office, P1 & P2 vehemently object; P3 signs deed w/ L without other Ps; L’s claim that sale is binding likely fails b/c not reasonable to think P3 had authority w/o speaking to other Ps).

3. Ordinary v. Extraordinary Matters and Actual Authority:  
a. Extraordinary matters, pship agmt and § 9(3)—unanimous consent required to give partner actual authority to bind pship if extraordinary matter, contrary to pship agmt or: (1) assign pship property (2) sell goodwill (3) any act that makes it impossible to carry on ordinary pship biz (4) confess judgment or (5) submit pship claim or liability to arbitration.  § 18

i. Act in Contravention of Unanimous Consent:  If a partner acts on an extraordinary matter, contrary to pship agmt, or listed in § 9(3) without unanimous vote, the partner’s act has no actual authority.  Whether the act binds the pship will turn solely on whether the partner acted under apparent authority.  If the 3P’s belief that the P had authority to enter into oblgn, it is not binding.  (e.g. Holmes hypo). 

b. Ordinary p-ship matters—majority vote of partners decides ordinary matters and gives partner actual authority to act on behalf of pship. § 18(h). 

i. Management Deadlocks:  When partners are evenly split on an ordinary business matter, 2 different approaches to whether partner is authorized:

1. National Biscuit:  majority vote required to STOP act.

2. Summers:  majority vote required in order TO authorize act. 

4. Liabilities: Distinguish btn tortious & fraudulent claims versus contractual oblgns.

a. Tortious or Wrongful Conduct:  Each partner is joint and severally liable to 3P.

b. Contract or Other Oblgns:  Each partner is jointly liable (i.e. their share of the debt) to 3P.

5. Insolvent partnership—If a partnership is insolvent, 3P will have to go after individual partner(s).  Who the 3P can go after individually depends on 3P’s claims.  Each partner must contribute personally to satisfy the pship’s liabilities.  UPA § 40(d). 

a. Solvent Partners: Each contributes in proportion to how they split profits.  § 18(a).  If all partners are solvent, then:

i. Tortious or wrongful conduct claim:  3P can go after any of the partners for the full sum.  

ii. Contract or other oblgn:  3P must sue each partner for their share of the debt. 

b. Insolvent Partner:  Where a partner is insolvent, the other partners must insolvent partner’s share of liabilities in proportion to how they share profits.  

i. 3P’s rights:  3P can go after any of the solvent Ps to get full amount due, no matter what the claim. 

ii. Rights btn the partners:  

1. Actual authority—if acting-P acted under actual authority, each P can sue the insolvent P for contribution (i.e. his share of the amt)
2. Apparent authority—if acting-P acted under apparent authority, each P can sue acting-P for indemnification (i.e. full amount). 

Partners’ Property Rights in Partnership
1. Interest in Specific Partnership Property:  Each partner has an equal right to possess and use pship property for pship purposes.  This right is not assignable, cannot be attached by P’s personal creditors, is not subject to widows etc.  On death, partner’s right vests to surviving partners or, if none, legal rep for pship for pship purposes.  § 25. 

2. Interest in the Partnership:  This is partner’s share in profits and surplus.  This is assignable (but partner remains in pship w/ all other rights, assignee not partner). 

3. Right to Participate in Management:  Subject to any agmt, each partner has a right to participate in mgmt of pship. 

a. Contracting away mgmt rights—rights and duties can be limited, and a partner who has contracted to have no mgmt rights is not wrongfully excluded from the pship.  Day v. Sidley & Austin. 

Interests in Capital Accounts and Distributions—capital amounts determine how partners will share ownership interest of assets and how distributed upon liquidation. 

1. Capital accounts = [Initial Capital Con’bn + Add’l Con’bns + Allocation of Profits] – [Distributions of Cash + Allocation of Losses].

2. Value of Interest in Partnership:  If the business has increased or decreased in value, the amount is treated differently than capital contributions.  First, pay out the capital accounts to each partner.  The, divide the surplus of value (or the deficit in loss) as unrecorded profit (or loss) and allocate to the Ps according to their profit/loss-sharing arrangement. 

3. Planning for Partner who puts in No Capital Contribution:  Law presumes Ps equally  participate in losses & profits, so Ps can agree to allocate any profits to restore initial capital contributions and then have surplus allocated equally among all Ps.  This would cap services-only P’s liability in event of loss. 

Fiduciary Duties of Partners:  Fact specific area.  First thing to do is look at pship agmt that might affect scope of FD. 

1. Preparing to Compete:  Ps may make preps to compete w/ pship if they do not otherwise violate FDs (e.g. disclosure) during arrangements & don’t use pship’s time or supplies in prep.  P can recruit employees for new biz, but no mass exodus or key e’ees. Meehan (law firm letterhead). 

a. De minimus exception:  incidental or minimal use of company property for personal profit not w/in scope of pship is no breach of FD. 

2. Information—Ps have duty to render true & full info and to access pship books on demand.  Interpretation argmt: “on demand” can mean no duty to disclose till asked. 

3. Partnership Opportunities: Ps have duty not to seize for self or otherwise exclude other Ps from any business opportunities w/in scope of pship affairs.  

a. Factors:  (1) scope of pship agmt: time limits, geographic location, subject matter of biz (2) did P learn of opp thru pship (3) timing of opp (no duty if opp arises after pship dissolves) (4) managerial capacity of partner.  Singer; Meinhard (hotel lease). 

4. Wrongful Exclusion:  P who is excluded from pship biz and property has a right to an accounting. 

a. Must rise to bad faith—good faith decisions, even if negligent, that are made wrt business aspects or property of pship is shielded by the BJR and is not FD breach.  Wrongful exclusion where it looks like the Ps are trying to squeeze out another P from getting fair share of profits.  Lawliss (alcoholic P at law firm expelled according to expulsion clause not in bad faith); Prentiss v. Sheffield (no wrongful dissolution when P3 squeezed out of mgmt & outbid at auction but fairly comped); Page (P who squeezed out brother-P when biz starting to profit remand for wrongful). 

5. FD ends at termination of pship.  Former Ps owe no FD and have no cause to sue. Bane v. Ferguson.  
Assignment of Pship Interests.  Assignee gets only ltd rights of P—the right to distributions. 

1. Assignee not automatically P, unless admitted by others. Has limited right to accounting at dissolution.  No rights to inspect books, no personal responsibility for pship oblgns, no mgmt rights or biz affairs. 

2. Consequences for assignor.  P who assigns remains a partner and continues right to mgmt.  Remains liable for all pship oblgns, including those that arise after the assignment. 

Liability of New Partners—if new P admitted, he is liable for pship oblgns arising before his admission but only through pship property.  He is not personally liable for any pship debts before he became P.
PSHIP DISSOLUTION
Term v. At Will Partnerships:

1. At will—default; no agmt as to how long pship to continue

2. Term—to continue for specified period or until specific objective achieved.  

a. Implied Term—Ps may impliedly agree to continue biz until certain event occurs (e.g. specified sum of $ earned or each P’s investment recouped).  

3. Compare Owens v. Cohen (term pship where P advanced $ w/ understanding it was loan to be repaid as soon as feasible from pship profits; term implied to be reasonably required time to repay).  Collins v. Lewis (term pship b/c of 30-yr lease) with Page v. Page (brother-Ps pship was at will when only common hope earnings would pay off expenses and be profitable).
Dissolution
1. At will—any P has power to dissolve at any time w/o liability to other Ps so long as no FD breach in exercising right.
2. Term—P who exercises power to dissolve before term breaches pship agmt unless all Ps unanimously decide to terminate.  
3. Judicial Dissolution—usually reluctant to dissolve, but can grant where:
a. P unsound mind 
b. P otherwise incapable of performing his part of K
c. P guilty of conduct prejudicially affecting carrying on of business (mere communication breakdown & petty discord not enough).  Compare  Owen v. Cohen with Collins v. Lewis
d. Pship can only be carried on at a loss. 
e. Other circs render dissolution equitable. 
Right to Compel a Winding Up—pship terminated only when this process of concluding biz affairs is completed; FD continues thru this process; default provision that gives former P right to compel winding up and termination of dissolved pship even if remaining Ps want to continue.  Three instances where not available:

1. Continuation Agmt—eliminates w/drawing Ps right to compel winding up & termination; can alter unanimity reqmt of remaining Ps to continue.  Enforced so long as not unconscionable.

2. Wrongful Dissolution—this is premature w/drawal from term, or bad faith dissolution or breach of pship agmt from at will.  

a. Wrongful P has no right to compel, paid only the value of pship interest at time of dissolution (not including goodwill value) minus any damages by breach.

3. Buyout Provision—agmt that pship has right to buy interest of w/drawing P before P can compel winding up. 

Distribution After Dissolution
1. Order:

a. Creditors other than Ps

b. Loans made by Ps other than for capital and profits

c. Owing to Ps in respect of capital (if $ runs out before profits, it all goes to capital) 

d. Owing to Ps in respect of profits

2. Breach of FD—only gives rightful Ps damages for breach and NO other rights wrt pship property; wrongful P still gets his share.

3. Distribution order may be changed by agmt—Ps and creditors can alter order. 
CORPORATE FORMATION
Filing the Articles of Incorporation:  Must file to Sec. of State, not incorporated until Sec files.

Mandatory Provisions: 

1. Name must include “Inc.” “Ltd.” Etc.—cannot be the same as another corporation!

2. Corpn’s registered DE address

3. Nature of business—“any lawful activity” is sufficient

4. Number of shares, par values, SH rights—par value must stated either minimum amt of each or state that shares are without par value. 

5. Name and mailing address of incorporators

6. Names of initial directors—if incorporators are not the ones directors; must include their names and mailing address.

Optional Provisions:

1. Any that conduct biz affairs, define or limit the corp, directors and SHs (including giving power to amend, adopt & repeal bylaws) if not contrary to DE laws or DCC.

2. Director’s Duty of Care—can limit due care liability but cannot limit breach of good faith, duty of loyalty violations, or intentional violation of law.  Only applies to directors, not officers.
3. Requiring vote of larger portion of stock for any corporate action.

4. Limiting duration of existence.

5. Personal liability on SHs

First Director’s Meeting—this is when corp issues shares to SHs, adopt bylaws (govern corp’s internal affairs), other housekeeping matters (bank accounts, appoint officers, resolution, record of mtgs).  Must be signed that resolutions were adopted.
1. Content of bylaws.  Bylaws must specify (1) date, time & place for annual SH mtgs (2) whether or not cumulative voting for directors (straight line voting is default); (3) list of officers & their duties; and (4) what constitutes quorum. 

2. Procedure for adoption:

a. Stock not issued:  incorporators or the initial directors, if named in CI, may adopt or amend bylaws.

b. Stock issued first:  ONLY the SHs entitled to vote may adopt, amend or repeal bylaws unless directors are granted the power in the CI.

Conflicts btn CI and Bylaws—CI always trumps!

SH Bylaw Power—power to adopt, amend or repeal bylaws are always w/ SHs, unless CI gives directors power.  But even if CI confers such power, SH power to adopt, amend, or repeal bylaws cannot be divested or limited!
Amendments to CI:  any changes to CI must be made by amendment (i.e. majority of outstanding SHs entitled to vote), any amendments made after stock issued must be adopted by bd resolution 
Internal Affairs Doctrine—internal affairs of corp governed by laws of state it was incorporated.

Corporate Governance:
1. Formalities for SH action

a. Meeting and Notice:  All statutes contemplate corp will have annual SH meetings.  Must provide place, time and date of annual mtg and any special mtgs.

i. Special Mtgs:  Only the Bd is authorized to call special mtgs unless the CI or bylaws allow SHs to call special mtgs. 

ii. Remote Mtgs:  Bd can decide to hold solely by remote communication if (i) verify each person permitted to vote (ii) reasonable opp to participate and vote substantially concurrent w/ proceedings and (iii) maintain record of votes or actions taken by SHs & proxies. 

b. Quorum:  Minimum number of members (e.g. SHs or, if Bd ratification, then directors) who must be present for body to transact business or take a vote.

i. Default—majority of shares entitled to vote equals quorum, unless Articles or bylaws set higher or lower number.  

ii. Never lower than 1/3.  If separate vote by class or series required, quorum is 1/3 of shares of such class or series.  

c. Voting:

i. Ordinary Matters—default is majority of quorum (i.e. of shares present or represented and entitled to vote).
ii. Structural Changes—certificate amendments, mergers (only for target corp), and dissolution require majority of outstanding voting shares.  If certificate amendment only affects a certain class of stock (e.g. par value, increase or decrease aggregate number of authorized shares for class or adversely alter power, preferences or special rights of such shares) then majority of outstanding shares of that class is required regardless of whether CI entitles them to vote.
iii. Election of Directors—plurality vote (i.e. the most votes, even if less than a majority of quorum). 

1. Straight Voting—default rule.  Shares must be voted by bundle. Majorities always win and minorities never get representation.  (E.g. A has 40 shares for election of 3 seats, A casts 40 shares vote towards each seat of her candidate).
2. Cumulative Voting—allows SHs to aggregate votes and use from this pool of total votes however he wants to choice of candidates.  (E.g. A has 40 shares and vote for 3 seats; A gets aggregate of 40 x 3 = 120 votes; A can vote all 120 towards only one seat, or 90 twd seat 1 and 30 twd seat 2 etc.)

iv. § 228:  Written Consent—DCC lets SHs to act by written consent in lieu of mtg, if signed by holders of number of shares that would be sufficient to take action in question at the mtg at which all SHs were present and voting. This is big way for SHs to get around a board that refuses to call special mtg.  228(a).

1. Using 228:  

a. First, must have (1) written consent by holders of minimum # of shares that would be suff to take action in question at mtg in which all SHs entitled to vote were present and voting and (2) action must be for proper purpose—i.e any action/proposal that SH could have done at special or annual mtg. 

b. Do SHs have a “proper purpose”? ( you must cite to the statute!  

2. E.G.  If SH wants to remove a Bd member but Bd won’t call special mtg:

a. First, SH must get written consent signed by majority of quorum.

b. Second, cite the proper purpose: § 141(k) says director/bd removal is proper purpose for SHs. 
2. Staggered Board—can only be created by CI, in initial bylaws, or by a bylaw that is adopted by the SHs (i.e. no Bd adopted bylaw creating staggered board).

3. Removing Directors—any director or entire board can be removed without cause by majority of shares entitled to vote at an election except:

a. If staggered board ( SHs may only effect removal for cause (unless CI says different)

b. If cumulative voting and less than entire bd removed ( director cannot be removed without cause if any minority faction with enough shares to have elected him by cumulative voting votes against his removal.  (E.g. if 20 shares enough to have elected director under cumulative voting, then he cannot be removed if 20 shares vote agst his removal).

Fiduciary Duty and Promoter Liability.

1. General Rule—promoters are agents to their future corpns and owe FD.  Any promoter that enters into contract on behalf of a not-yet-existing corporation are personally liable unless:  

1. contract itself states it was entered on behalf of corp,

2. contract itself states that corp, once formed, will be the sole responsibility of the corporation,

3. corporation  must be formed, and

4. corporation formally adopts the contract. 

b. Ratification Defense:  If formed corp refuses to formally adopt the contract, the promoter can argue implied or express ratification (e.g. promoter had directors sign stmt that they accept contract at bd mtg but forget to formally adopt). 

2. Reciprocal Benefits—promoter who can be liable on a K to a 3P, promoter can also accept the benefits of the K (e.g. sue 3P for breach).

3. Incorporation by Estoppel—treat improperly incorporated org. as a corp if negating the corporation would give contracting party unjust windfall and do not otherwise hurt a 3P. Southern Gulf (Ship contract where Δ tries to back out on technical defect is estopped)

CORPORATE LIABILITY
Promoter liability in contract (see “corporate governance” section, above)

Shareholder Liability:  Piercing the Corporate Veil.

1. Piercing the Corporate Veil.  This is for Π to get thru corp’s LL to get to SH.  Must show all prongs whenever asking court to impose personal liability, including reverse & enterprise. 

a. Unity of interest—such that separate personalities of corp and individuals no longer exist. Factors: (1) adherence to corporate formalities (2) commingling of assets and (3) gross undercapitalization (this is not enough on its own). 

· Disregards corporate formalities: no officers, bd mtgs, elections, bylaws or stock certificates; inadequate corp records.  

· Parent-sub piercing:  file consolidated tax stmt, no separate books & records.

· Commingling of assets or treats corp’s assets as its own: Sealand (M “borrowed” $ to pay vet & dental bills, alimony, etc); In re Silicone Breast (parent vouched for, markted sub’s implants w/ own logo).   

· Parent-Sub Piercing:  parent uses sub’s property as own, parent finances sub, pays salaries and other expenses of sub.  

· Additional Parent-Sub Piercing Factors:  common directors, officers, business depts., parent caused incorporation of sub, sub receives no business except for that given to it by parent, daily operations not kept separate. 

b. Adherence would sanction fraud—Πs must also show that some fraud going on or injustice would be promoted.  Factors: (1) creditor avoidance, (2) promoting injustice, such as Δ-SH would be unjustly enriched, and (3) siphoning profits. 
i. Parent-Sub Exception:  In DE, when subsidiary is shown to be mere instrumentality of parent copr, no showing of fraud/injustice required.  In re Silicon Breast. 

c. Contract v. Tort Distinction:  In some jdx, courts differentiate between voluntary and involuntary creditors.  Contract creditors where reasonable credit investigation would reveal undercapitalization more likely to be held to have assumed the risk and are required to prove fraud.  Tort Πs cannot assume any risk, b/c no one is voluntarily tort-ed agst so not required to prove fraud. 

2. Reverse Piercing.  Applies only where creditor has successfully pierced to reach SH’s personal assets.  If creditor can show Δ owns shares in other corps and that these corps are like his personal assets (alter-egos), Π may reach these assets as well. 

· Sealand v. Pepper: Π pierced vertically to Marchese then reverse-pierced to other puppet corp’s owned by M, couldn’t horizontally pierce b/c no commingling of assets between the sister corps, only btn M and his corps.

3. Enterprise Liability.  This is piercing side-to-side; applies when two or more corpns owned by same individuals and operating, for economic purposes, a single business.  The unity of interest and adherence would sanction fraud test would apply as between the sister corpns. 

· Distinguish: Corporations w/ Different Functions.  Corp that breaks itself up to limit liability is fine as long as performing different functions (e.g. health care comp w/ primary care, outpatient surgery and hospice subs) but cannot all do same thing. 

· Walkovsky v. Carlton: Π could have gone after assets btn sister cab companies by showing unity of interest and injustice/fraud; Π couldn’t pierce veil b/c Δ himself adhered to all corporate formalities and was not commingling his personal assets. 

Management Liability: Shareholder Actions: [first address direct, then ask derivative]

BJR:  Presumption that when making business decision, the directors of corp acted (1) on informed basis (2) in good faith and (3) in rational belief that action was in corporation’s best interest.  

· Certificate of incorporation trumps BJR and ultra vires.  If Bd’s action expressly disallowed by CI or if the Bd’s actions are illegal, then no BJR analysis.  Π wins.

· Burden on Πs by showing any of the below.  If they prove, burden shifts to Δ to cleanse transaction. 

1. Duty not to commit waste—substantive decision, argmt that corp’s transaction is so one-sided that no reasonable businessperson could conclude it was given for adequate consideration.  Basically, corp is just giving away its assets. This comes from doctrine that corp not to act agst its chartered purpose (so if they have a stated purpose, argue it!). 

a. Charitable Contributions and “Goodwill”:  charitable giving or to promoting goodwill in general is generally not corporate waste.  DCC § 121(a); 122; 124.  See also AP Smith Mfg v. Barlow ($1500 to Princeton); Shlensky v. Wrigley (b-ball stadium not to install lights or night games not waste for claim that it would hurt community goodwill).

b. Duty to Generate Profits:  although corp may decide how best to maximize profits, directors may not decide not to generate profits.  Dodge v. Ford Motor (Dir cannot scuttle dividend $ for expansion and lower profits; self-admitted decision not to pay dividends in order to benefit public more generally w/ cheaper cars is barred by waste). 

c. So Irrational Std:  the substantive std is very high.  Brehm v. Eisner (decision to fire Ovitz w/o cause instead of w/ cause not waste, rational bd could have thought litigation would be more costly).

· Cleanse Transaction:  Only way for Bd to cleanse is show entire fairness.  Argue substantive waste last!  Δs will lose if they need to prove entire fairness. 

2. Duty of care—[PDC violation] bd failure to inform itself of (1) information that is material to the decision and (2) reasonably available is not protected by BJR.  Decision must be grossly negligent; the more fundamental the decision, the more diligence Bd should take in informing itself.  Neglect of duties means misfeasance or nonfeasance, and not just bad biz decision. 

a. Informed Investigation—this duty was one against misfeasance or nonfeasance, and not of mere bad judgment. 


i. Directors’ Right to Rely on Exprets.  DCC § 141(e) states directors are protected in relying in good faith the corporation records and info from officers, experts or e’ees.  Blind reliance not protected.  Dir’s still must ask responsible questions and exercise due diligence.  Smith v. Van Gorkom (Bd reliance on $55/sh declared by VG w/o notice or documentation, approved after VG’s 20 min oral is not adequate).   

b. Due care to Monitor—Directors must familiarize themselves w/ rudimentaries of corp, under continuing oblgn to keep informed about corp activities (detailed inspection not req’d but review financial stmts & general monitoring), may not shut their eyes to misconduct ( no nonfeasance!

i. Mere consideration usually sufficient; if they consider the issue and think it sufficient, it is protected by BJR.  Caremark (adequate monitoring mechanism in place that imply didn’t’ catch the illegal kickbacks of middle mgmt)

ii. Duty to formally object or resign upon discovery of misconduct—take reasonable steps to prevent illegal conduct.  Francis v. United Jersey Bank (mom & sons).
· Cleanse Transaction:  If ordinary business decision, Δ can cleanse by Bd or SH ratification.  If extraordinary business decision (e.g. merger), requires entire fairness. 

3. Duty of Loyalty—[self dealing].  Directors get no BJR protection if Π can show they acted w/ self-dealing (i.e. on both sides of the deal).

a. Employee Compensation—if directors have personal interest in application of corp payments, such as fixing their own compensation or their family’s, BJR does not apply. 

· Cohen v. Ayers:  Re-issue of stock options by Bd where some members were employees is self-dealing and burden shifts to Δ to cleanse (showed ratification).

· Bayer v. Beran:  CEO’s wife opera singer for company’s ad campaign. 

b. Corporate opportunities—Π has the burden of showing that it was in fact a corporate opportunity.  Director not allowed to seize for self: (1) opp which corp is financially able to take advantage of (2) in line of corp’s biz and (3) would constitute conflict of interest w/ corp if director embraced opp.  Broz v. Cellular (no corp opp where dir who owns cell phone ntwk but sits on CIS bd bought cell license since CIS $ unable to buy and was divesting its cellular assets before Pri’s acquisition). 

i. Proper Disclosure and Bd Rejection:  If director presents corp opp to fully informed, disinterested bd and corp rejects

c. Dominant Shareholders—Controlling SHs breach duty of loyalty to minority SHs when they use dominance to distribute corporate assets in manner benefiting themselves at minority SHs’ expense.  If minority Π can show both (1) control and (2) self-dealing, entire fairness test instead of BJR is used.  Zahn v. Transamerica
i. Control—majority voting power alone is not enough, they must be doing something more, such as putting on bd members who they control as employees. Sinclair (SC owns 97% of SV’s stock, nominated all bd members and all bd members were employees of SC; enough control to establish duty of loyalty).
ii. Self-dealing—controlling-SHs must be on both sides of transaction and be treating minority-SHs with bias so that they’re cut out from benefits (e.g. pay out dividends only to majority class stocks but not to minority).  Compare Sinclair (excessive dividend payouts to all SHs not breach) with Zahn (Trans, dominant SH of A-F who owned majority of both A and B stock.  A stock was junior preferred – higher dividends and 2/3s of assets upon liquidation.  B stock was common stock – voting rights, lower dividends, and 1/3 of assets upon liquidation.  A-F owns $6M worth tobacco on books, but TA knew it was actually worth $20M.  TA causes corp to redeem Class A stock; Class A holders opt for cash b/c thought corp was poor, thereby funneling value to Class B holders and cutting off Class A.  Held: both redemption and liquidation is valid under BJR b/c disinterested, independent Bd would do the same, but TA breached duty to minority-SHs by fraudulently concealing intent to liquidate.  No cleansing b/c independent bd would have disclosed actual worth of tobacco.)
d. Fiduciary Duty to 3Ps—generally, directors & officers owe duty only to SHs, but will owe same FD to creditors where corp: (1) holds money in trust (e.g. reinsurance brokers) and (2) becomes insolvent when it owes money to creditors. Francis. 

· Cleanse Transaction:  Ratification by disinterested and independent Bd or SHs that are fully informed as to material information relating to transaction. 

4. Cleansing the Transaction:  Note that courts are less likely to cleanse based on implied ratification. 

a. Bd Ratification—cleansed if (1) fully informed on material info and (2) disinterested & independent board ratifies in good faith.  No quorum reqmt: majority vote by disinterested minority directors is okay; the quorum includes the interested directors for purposes of holding the mtg. § 144(b). 
b. SH Ratification—disinterested, fully informed SH vote.  Even though DCC does not expressly say so, SH vote must be a majority of disinterested and independent SHs, a “majority of the minority.”  

i. Ordinary matters—cleansed by a majority of quorum.

ii. Fundamental matters—requires a majority of outstanding shares entitled to vote. 
c. Entire Fairness of Transaction—cleansed if directors can show transaction entirely fair to corporation at time authorized.  Two components: (1) fair price (substantive) and (2) fair procedure (procedural). 

· Fliegler v. Lawrence (Agau’s acquisition of USAC in exchange for 800,000 restricted investment stock, which looks like merger, req’d a SH vote; it was interested transaction but cleansed on fairness b/c the property was valuable and got cash they needed).  

· Bayer (radio prgm itself proved fair, prudent investment and CE’s wife’s terms not specially favorable or excess, no breach). 

1. Shifting Burden of Proof:

2. Π starts off with burden of proof, must overcome BJR.

3. Once conflict of interest demonstrated: Δ has burden of showing transaction cleansed under DCC § 144(a) or equivalent.

4. Once cleansing demonstrated:

a. Simple conflict of interest cases and Δ shows Bd or SH ratification under § 144 ( burden shifts back to Π and std is BJR.  They must show waste.  If cleansed under “fairness,” Π has burden of persuasion in rebutting Δ’s evidence of fairness.

b. Dominant SH interest and majority of minority SH vote properly ratified merger under § 144(a)(2) ( burden shifts to Π to show unfairness of merger under entire fairness std. 
Derivative SH Litigation
1. Direct or Derivative

a. Direct—goes directly toward SHs rights, such as structural (merger), financial, liquidity, and voting rights.

i. Specifically direct federal claims:

1. Rule 10b—material misstatements or omissions

2. Rule 10b-5—insider trading & misappropriation

ii. Standing for direct suits – the Π must have held shares and traded at the time of the wrong (i.e. if insider trading, Π must have traded concurrently).  Π must have loss causation.

b. Derivative—tends to be breach of FD claims that result in loss of value to shares.

i. Specifically derivative federal claims:

1. Rule 14e-3—tender offers.

2. Rule 16(b)—short swing profits

c. Can be either direct or derivative:

i. Rule 14a-9—proxy fraud

2. Remedy for Direct Suits

a. Π-SH gets damages for personal pockets. 

3. Remedy for Derivative Suits

a. Loser pays attorney fees and litigation costs.  If Π-SHs win, they get reimbursed b/c they have benefited the entire corp; if Δ wins, the Π-SHs must pay (to discourage nonmeritorious claims)

b. Δs disgorge profits back to corporation.
4. Derivative Claims:  Procedural Hurdles

a. Standing – limited to Π-SHs who (1) owned shares contemporaneously at the time of wrong, and (2) hold shares at the time of suit (both federal and state).

b. Post Bond – applies to SHs with smaller stakes, to discourage strike suits; required to post security bond to indemnify Δs reasonable expenses and L fees if Π loses.  (e.g. NJ law applies to SHs w/ less than 5% outstanding shares and market value of less than $50,000). (DE does not have a bond reqmt).

c. Demand Requirement:  Before proceeding to court on their own, SHs must make a demand to the Bd to proceed with action.  Two jurisdictions, DE & NY allow for demand to be excused. 

i. Universal Demand: Π must make a demand on Bd, no excuse.  MBCA requires Π to wait 90 days from demand before proceeding on own, or earlier if demand refused.  If demand rejected, see below. 

ii. Demand Excused: Π must make a demand on Bd, or, Π may go directly to court to ask for excuse if Π can prove that making demand would be futile.  This is NY and DE rule.  

1. Futile Demand: Three ways to show that making demand would be futile if Π can show reasonable doubt that: (1) material, financial or familial interests by majority of Bd (conflict of loyalty/interest), (2) Bd domination (i.e. no independence; it’s not enough that one director appointed all others), or (3) not valid business jdgmt (PDC violation).

2. If Πs made demand, they cannot later claim that demand is futile.  If demand rejected, see below. 
d. SLC:  If demand is excused by court (only for futile demand jdx), then corporation may form a special litigation committee to review the claim and decide whether to proceed w/ claim.  Tainted board may create SLC from independent members of its board.
i. NY “one step” approach: SLC’s judgment is subject to BJR; Π has burden to show SLC either (i) not disinterested/independent of majority or (2) inadequate consideration (no procedural due care or waste, i.e. egregious & not sound biz jdg). 
ii. DE “trial court discretion” approach: (1) The corporation has burden to prove BJR and (2) trial court has discretion to engage impose its own business judgment to determine whether suit is in best interest of corp or if SLC motion should be granted. Π has ltd discovery (beyond just DCC § 220) (i.e. even if court finds SLC judgment was in good faith & disinterest, court can still deny SLC motion if court deems  it is in best interest of corp to go fwd).
e. If Demand Refused – Πs can still go to court and argue Bd made a wrongful refusal by showing either waste or PDC violation (essentially, BJR).  Πs get no discovery to do this (except inspect books DCC § 220; DE is only state that has presumption in favor of SH proper purpose).
Insider Trading and Securities Fraud
Rule 10b-5: Unlawful for an insider to buy or sell stock on the basis of material nonpublic information in breach of a FD of trust or confidence that is owed directly, indirectly or derivatively to issuer of that security or to any other person who is the source of the material information.  Applies to all corporations
SEC only needs to show (1) jdx (2) intentional material misstmt or omission and (3) in connection w/ securities.

· The D does NOT have to traded, or even have made money off the lies. 

· SEC only has to enforce, so there is no additional hurdle (unlike private Ps).

· If criminal action, there is no “on the basis of” presumption b/c the govt must prove BARD.

Private rights of action:  10b and 10b-5 actions are always direct.  Π must prove: (1) official made material misstatements or omissions with intent to deceive, manipulate or recklessly (2) jurisdictional element (3) causation and reliance (4) the P must have standing and (5) damages.
1. Misstatements and Omissions:  Rule 10b-5 makes it unlawful for any corporate official to misstate or omit any material fact, even without trading or making profit.  But private Πs must prove reliance, causation, damages, and standing.

· (1) Material misstatement or omission—if substantial likelihood that a reasonable SH would consider it important in deciding how to invest or vote.  

· Speculative Events:  If the omission is one based on speculative event, then courts will determine materiality by (1) probability that event will occur and (2) magnitude of the event in light of total company activity. 

· (2) The breach must have been made with an intent to deceive, manipulate, or defraud.  Recklessness might be sufficient.
· (3) Interstate commerce

· (4) Reliance—Ps can use fraud on the market theory to show reliance, by arguing that P relied on the integrity of the market. If the Π’s claim is based on an omission, there is a presumption of reliance.
· (5) Standing:  Only protects Bs and Ss who bought or sold shares.  If the claimant is a SH who is holding shares but did not buy or sell, he has no standing.  If claimant is one who was deterred from buying shares, no standing. 

· (6) Loss Causation/Damages:  Private P must prove damages.  This means P must prove that they bought at artificially high price or sold at artificially low price.  If P cannot show that the market price was affected b/c of D’s lie (e.g. corp denies merger three times but market price still going up for shares, indicating public doesn’t believe it) then P cannot recover. 

a. Fraud on the market defense:  If the P is arguing reliance by fraud on the market, the D may show that P would have traded anyway or that misrepresentation did not affect the stock price.

2. Classic Insider Trading:  Rule 10b-5 prohibits insiders from trading on the basis of material, non-public information.   This can apply to temporary or constructive insiders (i.e. large SHs)

a. Six elements: (1) information is material (2) nonpublic at time D bought or sold stock (3) thru use of interstate commerce (4) connected to purchase or sell securities (5) reliance and causation (6) standing and (7) damages.  

· Standing:  For trading, Π has standing if Π was trading contemporaneously at the time of the insider trading.  

· Remedy:  Δ must either disgorge profits made to Π or rescind the contract if Δ hasn’t sold the shares yet. 

b. Duty to Disclose or Abstain:  Any insider who has material nonpublic info must either (i) disclose the info to the public w/ reasonable time for market to absorb or (ii) abstain from trading. 

c. Rule 10b-5 trading defense:  [see below, for Rule 10b-5 defense]

3. Tipper/Tippee liability:  Rule 10b-5 prohibits persons who receive material, non-public information from a person who owes FD of trust or confidence to issuer of security from trading on the basis of that information.  There is no tippee liability if the tipper did not breach FD by disclosing and without the improper purpose of personal benefit.

a. Three elements: (1) insider’s breach w/ improper purpose (2) tippee knows or should know of breach (3) tippee trades.  Private Πs must prove in addition (4) reliance and causation (5) standing and (6) damages. 

· Standing:  For trading, Π has standing if Π was trading contemporaneously at time of insider trading.

· Remedy: Δ must disgorge any profits he made to Π or rescind contract if possible

b. Duty to Disclose or Abstain:  Trading rules say disclose or abstain (tipper).
c. Tippee’s Defense: No Inherited Duty:  If the tipper did not disclose the nonpublic, material info to the tippee with an improper purpose, the tippee is NOT liable under this theory even if the tippee trades on the basis of it.  Go to misappropriation theory for liability. 

d. Tipper’s Defense: Rule 10b-5 trading: [see below]

e. Tipper’s Defense: Misappropriation.  When you say that tippee misappropriated the information, you are necessarily saying that the “tipper” did not intend to give info for personal gain. 

4. Misappropriation Theory:  Rule 10b5-2 makes it unlawful for person to misappropriate nonpublic, material information that the person (D) received in confidence or trust for an improper purpose.  

a. Two Elements:  (1) material, nonpublic info given in trust (rebuttable presumptions) and (2) D used for improper purpose (i.e. trades on the basis of it). 

b. Disclosure to Source Defense:  D is absolved from liability if D discloses to the source that he will use nonpublic, material info to trade.  Is principal’s consent required?  That remains an open question (policy considerations lean in favor of consent). 

c. Rule 10b-5 Trading Defense: [see below]

5. Rule 10b-5 Trading Defense: 
a. Natural person:  If the D can prove that he made sale or purchase NOT on the basis of material nonpublic information, D will not be held liable. BEFORE becoming aware of info, D made (1) a binding K for sale or purchase (2) instructed another person to do transaction on D’s account, or (3) adopted a written plan for the trade; (4) specified the amount and date for transaction or otherwise did not permit the person to have any discretion to change transaction and did not know of material nonpublic info when doing so and (5) the transaction occurred pursuant to the plan. 

b. Non-natural person: Entity can prove it did not trade “on the basis of” if: (1) person making investment decision on behalf was not aware of the info and (2) entity implemented reasonable policies and procedures in consideration of its business so that persons acting would not violate the laws or to prevent them from becoming aware of the info.

Rule 14e-3:  Tender offers, no trading on the basis of, no fiduciary duty necessary for liability.  No private right of action.
1. Tender Offer.  Rule 14e-3 makes it unlawful for anyone to trade on the basis of information about a prospective tender offer (takeover bid that buys out shares at higher than MP) if he: (1) finds material info about the offer (2) has reason to think it is nonpublic and (3) thinks the info is from an insider or some other reliable source.  No fiduciary duty is necessary for liability. 
a. Publicly Disclosed Defense:  D not liable if information was made public within reasonable time prior to sale or purchase.

b. Entity Defense:  Entities not liable if (1) person buying or selling on its behalf did not know of the material nonpublic info and (2) entity implemented reasonable policies, in consideration of its business, that such persons would not violate laws or prevent them from getting such info. 

Defense against Trading “On the Basis of”:  D can always rebut the presumption that he traded “on the basis of” the information, other than the statutory safe harbors, by showing some sort of exigency, such as needing immediate money for medical emergency, bankruptcy etc. 

· This is defense is available to D on all of the above claims. 

· Criminal trials:  presumption that D acted “on the basis of” does not apply to criminal actions agst the D. 

Regulation FD:  no private right of action.  This is prophylactic rule that requires corporation to disclose info nondisciminatorily.  If intentional, issuer must disclose simultaneously to public in reasonable mannder; if unintentional “slip,” issuer must make public disclosure promptly afterwards. 
Rule 16(b):  Short swing profits are always derivative.  If directors, officers or 10% shareholders guilty of short swing profits, they must disgorge profits to the corporation.
1. Short Swing Profits.  Rule 16(b) provides that officers, directors and 10% shareholders must pay to the corporation any profits they make within a 6-month period from buying and selling stock.  The percent is calculated by class of stock (if SH owns 10% of Class A but none of Class B; SH falls under Rule 16(b)).

a. Applies only to large corporations that register their stock under Exchange Act; includes (1) companies w/ stock traded on national exchange or (2) companies w/ assets of at least $5 million or 500+ shareholders.

b. 10% at time of purchase or sale.  If 10% shareholders, Rule 16(b) applies if SH holds more than 10% at both the time of purchase and at time of sale. 

i. Court maximizes amount that corp can recover; the lowest priced purchases are matched with the highest priced sales within six month period. (E.g. In Jan, Director bought 800 shares for $30/sh; in Feb, bought another 200 shares at $10/sh; in March, he sells 300 shares for $50/sh.  Director is treated as though he bough the 200 shares at the lowest price, $10, and the remaining 100 at the higher price, 30.  Director owes $10K). 

c. Officers and Directors—liable for any profits made within 6 months if occupy position either before or at the time of sale. 
Regulation of Proxy Contexts & SH Rights
1. Proxy solicitation—attempt to convince other SHS to agree to some sort of mutual rep in contemplation of future corp decision. 

2. Anti-Fraud for Proxy Solicitations—these Rules 14a only applies to publicly traded corps on national securities exchange and those w/ total assets over $10M and 500 or more SHs in equity. 

i. Proxy stmts must be filed w/ govtn at least 10 calendar days before sent out to SHs but if registrant (i.e. big companies listed above) and relates only to annual (or special) mtg that relates to elections and SH proposals, no filing required. 

b. Rule 14a-9—cannot make false or misleading stmts (or omission to correct) in proxy solicitation materials. 

c. Rules 14a-3, 4, 5, 11: give required contents of proxy solicitations.

Proxy Contests: 

1. Two Choices of Mgmt:  mgmt must either (i) mail insurgent group’s materials to SHs directly and charge insurgent the cost, or (ii) give the group a copy of SH list to distribute its own.  
2. Reimbursement for Costs: Incumbents and challengers may charge the corp for expenses of proxy fight only if fight concerned corporate policy and not simple personal power contest.  If it’s a bona fide policy fight, then court will not look into how they spent $ to determine whether reasonable (e.g. wining & dining etc).

d. If incumbent wins ( incumbent may charge corp for reasonable and proper expenses, challenger gets nothing.
e. If challenger wins ( both incumbent and challenger may charge corp for reasonable and proper expenses but SHs must ratify challenger’s reimbursement. 

Proxy Fraud: Rule 14a-9—private right of action implied (both direct and derivative).  If derivative, this gives Π-SHs a way to get around state derivative procedural hurdles and allows for attorney fees & litigation expenses.  Basically states that proxy stmts cannot contain false or misleading stmts of material fact. [for SEC]

   For Private action, Π must prove:

1. False or misleading stmt or omission of material fact

2. Causation—that the proxy solicitation and not the fraud was necessary to accomplish the action; if the measure advocated in defective proxy stmt would have passed w/o any proxy solicitation, no causation. 

3. Reliance—this is an objective SH test.  If a SH who did not believe the lie but still voted in accordance w/ the false stmt, even though there is no factual reliance on the lie to vote that way, it satisfies reliance.  This is about protecting SHs from false stmts.

4. Damages—sometimes SHs might not be able to prove any loss.  Even so, they always get attorney fees.

· Attorney Fees:  If Π-SH can prove a loss, damages might be granted to SHs or recission of transaction (merger).  However, if Π-SH only proves breach without damages, they still get attorney fees and litigation expenses. 

· Fairness is no defense to Δ.  This is about disclosure and process, so fairness argmt won’t work here. 
Shareholder Proposals: Rule 14a-8—SH may request a SH list so that he can mail the proxies for solicitation in favor of his proposal or agst mgmt’s out himself, or he can request mgmt to include his proposal in proxy that they send out.

1. Eligibility—SH must (1) hold at least $2,000 or 1% of stock entitled to vote and (2) held for more than one year. 

2. Proposal:  (1) cannot exceed 500 words, (2) must be submitted 120 days before company sends out its proxy.  If reqmt not met, company must notify the SH of defect w/in 14 days and let him correct w/in 14 days. 

3. Excluding SH proposal—corporation bears the burden of showing SEC why exclusion is proper.  Rule 14a-8(i) lists 13 grounds for exclusion.

a. Social or ethical significance:  SHs may overcome exclusion rules (relevance, small stakes, and ordinary business) if they can link proposal to some socially signf or ethical relationship to corporation’s business. 

i. 5% net company earnings and Relevance:  SHs don’t necessary need to satisfy 5% net earnings rule if high moral significance to business.  Lovenheim (animal cruelty proposal to stop foie grois, which was 0.0001% earnings, is not small stakes but a high stakes ‘moral question’).

ii. Ordinary business/mgmt:  If socially signf and touches on comp’s biz mgmt, with no other forum, is more likely to overcome exclusion.  SH proposal on employee health plan relates to corp’s policy making on issue of social signf that touches on daily issue but is extraordinary NYC Employees.  Compare employee pension proposal by union employee-SHs ordinary biz operation and properly excluded. Autin.
Shareholder Inspection Rights:  Nothing in the proxy rules requiring corp to give SH list or allow inspection of books/records, all dealt w/ under state law. 
1. DCC § 220—SH has right to inspect corporate records, including stockholder lists, as long as he can prove proper purpose.  

a. Reqmts:  SH must make written demand under oath, stating purpose, status as SH and evidence of beneficial ownership.  DE is the only jdx where presumption of proper purpose is in favor of the SH; burden in on corp to show improper purpose.  No reqmt how many shares SH must own. 
b. Burden of proving purpose:  Stock ledger/holders list ( Corp must prove improper purpose.  Other books and records ( P must prove proper purpose.

c. Proper Purpose:  Reasonably related to his investment interest or rights as SH.  Improper purpose would be SH trying to get SH list in order to impose his social policies upon the corporation.  State ex rel. Pillsbury v. Honeywell (Viet war protestor bought shares solely to get SH list to protest munitions productions is improper).

i. List to make tender offer is proper purpose.  NY inspection statute to be liberally construed in favor of SHs whose rights may be affected.  Crane v. Anaconda. 

CONTROL IN CLOSELY HELD CORPNS
Fiduciary Oblgns:  SHs have FD like partnership partners of “utmost good faith and loyalty.”  If SHs take over mgmt functions as statute allows, they assume the duties (fiduciary included) of directors.

Shareholder Voting Agreements:  DCC § 218.  Two methods through which SHs can limit voting discretion:

1. Pooling Arrangements: Agmts where 2 or more SHs agree to vote together as unit on certain or all matters.  Generally valid as long as they do not restrict directors’ authority.  If require appointment of particular individuals as officers or employees of corp, may be invalid b/c deprives directors of one of their most important functions under DCC § 141.  McQuade (SH-K controlling Bd in hiring and officers’ salaries illegal & void).

· Enforcement Problem:  no way to make parties abide other than breach of K. 

2. Voting Trusts: SHs turn their shares over to trustee, who votes in accordance w/ instructions in document that establishes the trust.  This takes care of the enforcement problem.  

a. Disclosure Requirement:  § 218(a) requires copy of voting trust filed w/ corp’s registered office and open to inspection by all SHs.

b. Amendments must be in writing.  Any amendment to voting trust must be by written agmt and kept in corp’s registered office. 

Other Methods to Ensure Minority-SHs Retain Some Control:

1. Irrevocable proxy—SH cannot change mind and revoke authority w/ irrevocable proxy; reqmts coupled w/ interest in stock or corp generally.  3 year limit unless proxy provides for longer. § 212(e)

2. Supermajority provisions—can be for quorum or voting, gives minority veto power otherwise unavailable. Can be specific matters or for all matters.

3. Employment contracts that require “for cause” termination.

Abuse of Control: Freeze-Outs: When majority SH attempts to ensure minority SH is frozen out of any financial benefits from corp, whether by dividend or employment.  If Π-SH can show freeze-out, he can get involuntary dissolution, ordered dividends or have Δs buy-out at fair price.  Π must prove:

1. Freeze-Out Plan:  Π must show a plan that they were depriving him of investment return.  

a. Factors: (1) not being included in decision-making (not informed of mtgs, majority acts w/o telling him); (2) majority-SH paid themselves excessive salaries so as to leave little for Π; (3) offer by Δs to buy Π’s shares for less than fmv and (4) Δ tried to deprive Π of employment salary he may have earned.

2. Legitimate Business Purpose Defense:  Δ can defend showing a legitimate business purpose. (E.g. Π complains freeze out by firing him, Δ can claim employment K at will).

3. Less Harmful Means:  Π can rebut if he can show same objective could have been achieved through means less harmful to his interests. 

Statutory Dissolution and Court’s Equitable Powers:  Π can petition court to order dissolution or issue some other equitable remedy.
1. Involuntary Dissolution—Π can get court ordered decree for dissolution if (i) acts of directors or majority SHs are illegal, oppressive or fraudulent, or (ii) corporate assets being wasted.

2. Court-Ordered Buy-Out:  can force majority to buy minority-SH’s shares if breach of FD to minority-SH. 

· Alaska Plastics (divorced wife given shares by ex but never invited to mtgs, was offered to buy shares at low price, when corp building burnt down w/ no insurance, court says breach of FD but instead of liquidation, which is drastic remedy, remands for appropriate buy-out). 

ALTERNATIVE BUSINESS FORMS
1. Limited Partnership—one GP is required; use if losses anticipated.

· GPs manage and have personal liability.  GP can be entities (are usually C-corpns)

· LPs cannot manage and have limited liability.  However, if LPs are too active, then become de facto GPs.  LPs are allowed to participate in making pship agmt. 

· Good for start-up that expects to lose money in the beginning (can deduct losses)

· Pass through tax

· Formal filing, but substantial compliance in good faith of filing reqmts do not make LPs personally liable.  They are still shielded. 

· Bad b/c:

· LPs are subject to Rule 10b insider trading liability. 

· Filing required.

2. S-Corporation—don’t use if investors/creditors will be corporations or partnerships; use if losses anticipated.  Made by election of unanimous, timely consent of all SHs.

a. Good

i. Limited liability 

ii. Continuous life

iii. Attracts investors to raise capital (b/c of limited liability)

iv. Free transferability of interest (but limited b/c of market demand)

b. Bad 

i. Difficult to qualify b/c of limits: 

1. only one class of stock (but different voting rights allowed)

2. domestic corp owned wholly by US citizens and no more than 80% revenue from non-US sources

3. 75 or fewer SHs

4. no more than 25% revenue can be from passive sources (interest, dividends, royalties)

5. corporations and partnerships cannot be SHs

ii. Filing required plus election of S-corp reqmt.

3. Limited Liability Company—can have only 2 out of 4 corporation characteristics.

a. Good

i. Limited liability

ii. Pass through tax

iii. All have rights to manage. 

iv. More flexible than S-corps b/c no limits on number and type of members, can be more than one class. 

v. More stable than GP b/c harder to dissolve. 

b. Bad

i. Easily lose status:

1. Formal filing reqmts

2. Can’t have more than 2 out of 4 corporate characteristic:

a. Limited liability (already has)

b. Free transferability of assets

c. Continuity of life

d. Centralized mgmt

ii. Formal filing—must carefully comply w/ formalities or get pierced!

iii. Uncertain law b/c lack of precedent

c. In the middle:

i. Transferability of assets depend on state bullet-proof statutes (that require unanimous consent of members); operating agmt; market demand, and assignees have no rights to mgmt. 
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