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	CORPORATIONS


I. Pre-incorporation Transactions by Promoters

A. It is a legal impossibility to be an “agent” for a non-existent principal

1. Generally, someone, unless otherwise agreed, purports to act for a non-existent principal becomes a party to a contract (§604 Rest. 2d of Agency)

B. Promoter IS Liable…

1. If there is performance prior to the formation of the corporation, this indicates that the K has been formed and therefore the promoter is liable (Goodman – payments on K before filing article of incorporation)

C. Promoter IS NOT Liable…

1. If both parties know there is not yet a corporation and the third party agrees to look solely to the corporation for liability, this is the strongest case to argue the promoter is not liable (Company Stores Development Co.)
2. If there is no acceptance b/c the parties’ intent is to form the K with the corporation

3. If corporation is formed and adopts the K as its own (the promoter can be released from liability and the corporation is substituted)

1. Alternatively, promoter could become a co-obligor with the corporation

II. American Law Institute (ALI) Principals of Corporate Governance
A. Primary objective of for-profit corporation is enhancing corporate profit and shareholder gain

1. Maximize potential profit by diversifying types of investments (low and high risk)

B. Company is obliged to comply with all applicable laws just as a natural person would be

C. Company may take ethical/charitable considerations into account even if corporate profit/shareholder gain is not enhanced (A.P. Smith Mfg. Co. v. Barlow)

1. Policy, ALI, Vermont, Model Act, & Duty of Care: corporations have majority of wealth of nation and we need such donations to happen; ok to be charitable even if it does not provide any gain for the corporation; corporations have power to make donations for public welfare (no req. for gain)

2. BUT, Model Act: Cannot go so far as to harm the corporation substantially

III. Corporate Management: Selecting a state of incorporation

A. Internal Affairs Doctrine (IAD): when legal disputes arise between a corporation and its SHs, state of incorporation rules

1. Delaware applies IAD strictly (Vantage Point v. Examen: CA must follow IAD on Del.-incorporated corp. despite being against CA state interests for due process and forum shopping considerations)

B. Exception to IAD: law of state of incorporation is inconsistent with national policy or foreign/interstate commerce 

1. CA applies exception to IAD (Friese v. Superior Ct.: CA applied its own law against insider trading to a Del.-incorporated corp. b/c this issue went beyond internal affairs to protect external effects on the public)

IV. Shareholders (owners) vs. Board of Directors (managers elected by SHs) vs. Executives

A. The Board Makes Decisions for the Corp and SHs (“Board Shall Manage”)

1. Judicially-created Business Judgment Rule (BJR): directors get benefit of doubt when “bad decision” is made if decision was (a) well-informed and (b) disinterested (some risk is understandable)

a. Exception: when directors overstep bounds, have conflicted interest, etc.

2. Directors = agents of corp. and SH

B. The SHs Decide Who is on the Board

1. SHs (a) elect directors and (b) may elect to remove directors for “legal cause” (which differs state to state)

a. “Legal cause” = fraud, breach of fiduciary duty

b. Sometimes statutes allow removal w/o cause, e.g., where by-laws allow – to make directors more accountable for inequitable conduct (Schnell v. Chris-Craft Industries, Inc. (Del.): where board tried to move up date of annual shareholder mtg. where elections occur, this was legal but inequitable and therefore not permissible)

C. “Compelling Justification” Requirement (applies to Board, not SH): if primary purpose of board action is to infringe upon SHs voting rights in contested election, board needs a compelling justification

1. The board preemptively adding members to the board before the SHs can is not compelling (Blasius (Del.))

2. Compelling justification found for board to postpone meeting for vote to allow more time for SHs to become informed (Mercier)

3. Even if a compelling justification exists, the response must be proportionate (Unocal)

4. Incumbent board of directors NOT permitted to preemptively change size and comp. of board’s membership for purpose of impeding SHs’ right to vote effectively (Liquid Audio (Del.))

5. SHs are allowed to impinge on board’s discretion in managing through bylaw amendment process (International Brotherhood of Teamsters v. Flemming Companies, Inc. (Ok))

D. Executives

1. Today, the board appoints executives to do the managing of the companies

2. Powers and duties of executives are delineated in bylaws; no statutory authority dictates executive authority of binding company

3. Management of company should be done under supervision of principal senior executives designated by board and by other officers with power delegated by board or by executives (§3.01 ALI)

4. Sarbanes-Oxley Act: reaction to ENRON scandal that killed securities stock values; enhances role of committee, requiring corporations have one that is independent/outside records; implemented through SEC rules

V. Authority to Act on Behalf of the Corporation

A. Express actual authority: principal has communicated to agent its authority to do specific act (see bylaws, internal company manuals, etc.)

B. Implied actual authority: reasonable agent believes he has authority based on manifestations from principal to agent (see pattern of conduct by company)

C. Apparent authority: reasonable third party would believe agent has authority based on agent’s relation to principal (i.e. agent’s position); varies with size of company and size of commitment

D. Quorum: a “majority” of the board in person (number can be adjusted to as low as 1/3 of board, or also may be adjusted up); traditionally, a majority of a quorum can pass a resolution (majority of a majority)

VI. Meetings and Elections

A. Shareholder Meetings

1. Generally, one annual meeting

2. Record date is set – shareholders as of that date get to vote

3. There are quorum requirements (the # required votes may be adjusted to be higher or lower – commonly lower)

B. Director elections

1. Directors are elected by plurality (i.e. not a majority, necessarily – does not need to have 50% + 1 – just needs to be one of the top percents based on spots available)

2. Straight voting: each share has one vote per candidate; a shareholder can cast, for each candidate for election to the board, a number of votes equal to her number of shares

a. Ex. S owns 100 shares. 7 spots are open. S can cast a total of 700 votes, but no more than 100 votes for any one candidate

b. Problem: those with relatively few shares’ votes are basically meaningless

3. Cumulative voting: each share has one vote per candidate; however unlike straight voting, you can place all of your votes on one person

a. Ex. S owns 100 shares. 7 spots open. S can cast a total of 700 votes anywhere S wants.

b. Allows shareholders with relatively few shares to make a greater impact and get at least one candidate in against a large majority

(i) Ex. S has 101 shares out of 900. 8 spots open. S has 808 votes. If S votes all 808 on one candidate, that person is in fo’ sho’ b/c the other 799 shares [6392 votes] is not enough to spread evenly and vote 8 other candidates in over S’s candidate.  It is enough for 7 candidates, but not 8.

c. Gives minorities a “look in” to the board

d. Problem: staggering – instead of all 8 directors being elected every year, there is a practice that allows the board to be elected partly each year; the more this gets broken up, the less of an impact minorities can have

(i) Sometimes there are statutory minimums of # of people voted on at once 

e. “Removal without cause” safeguard: to protect against removal w/o cause, states that require cumulative voting require that votes against removal w/o cause are judged as cumulative votes for the candidate and flipped to see if the board member in question would have been elected

VII. “Piercing the Corporate Veil”

A. General rule: SHs are not personally liable for corporate obligations (fundamental reason for incorporating – you don’t put your personal livelihood at risk)

B. Exceptions

1. Close corporation with few SHs where a third party holds the SHs liable

2. Parent corporation of subsidiary (i.e. company that owns most/all of another company’s stock) sued for liability by third party for tort or breach of K by subsidiary AND insufficient separateness

a. Presumption is that parent and subsidiary are separate companies (Fletcher v. Atex, Inc.: Kodak found not liable for tort claim against subsidiary keyboard company b/c keyboard co. paid own taxes, had own executives, maintained separate books)

b. Exception: where the subsidiary and the parent corporation is basically the same company (Walkovszky v. Carlton: pierce corporate veil when necessary to prevent fraud (elements, easy case) or to achieve equity (ex. it’s just a front))

(i) “Sufficient Separateness” Factors:

(a) Corporate formalities

(b) Separate officers and directors

(c) Sufficient capitalization

(ii) Factors to determine a corp is not separate from another entity (Pepper Source):

(a) Inability to maintain adequate corp records/comply with corp formalities; 

(b) Commingling of funds/assets;

(c) Undercapitalization;

- Minton v. Cavaney: inadequate capitalization + active participation of SHs = enough to pierce corporate veil in CA (swimming pool corporation, drowning)

- Arnold v. Browne: inadequate capitalization alone is not enough (just one of many factors) ( pierce corporate veil (CA)

- Slottow: in CA, undercapitalization may alone be a basis for holding the parent corporation liable for acts of the subsidiary

(d) Another entity treating assets of corp as its own 

(e) PLUS: must also show corp was unjustly enriched 

c. Respondeat Superior

(i) D will be liable for corporation’s acts under respondeat superior whenever anyone uses control of the corporation to further his own, rather than the corporation’s, business (Walkovszky v. Carlton: P run down by a cab alleges fraud b/c D owns many cab corporations, each with minimum insurance; court says D might be responsible under respondeat superior but that it is not fraud to take out minimum insurance just because it has multiple corporations)

d. Breach of K

(i) Kinney Shoe Corp. v. Polan: three prong test for K claims:

(a) Unity of interest and ownership;

(b) Inequitable result would occur if acts are treated as those of corp. alone; and, for contract creditors only;

(c) If reasonable to conduct investigation of credit of corp. pre-entering into K, party will be charged with knowledge that a reasonable credit investigation would disclose

VIII. Shareholder Informational Rights and Proxy Voting

A. State Regulation: Right of Inspection (statutory and common law, applies to everyone)

1. Right of Inspection: SH who demands inspection for a proper purpose should be given access to all of the documents in the corp’s possession, custody, or control, that re necessary to satisfy that proper purpose (Saito - Delaware)

a. Proper purpose = inspecting possible corporate wrongdoing (i.e. violation of duty of care, excessive compensation)

b. If only seeking SH list, burden shifts to corporation

2. Credible Basis Standard (law): SHs must provide “some evidence” establishing a “credible basis” from which the court can infer there were legitimate issues of wrongdoing, use the tools at hand, before filing a lawsuit (i.e. right of inspection) (Seinfeld v. Verizon Communications, Inc. - Delaware)

B. Federal Regulation: SEC & Securities Exchange Act of 1934 (supplementation of state law)

1. Companies covered are “§12 Companies” only (small corp SHs can protect selves through state laws)

a. Subject to §12 = subject to national securities exchange (ex. traded on the NY stock exchange – for the exam, he will make it clear that this is a §12 corporation)

b. Assets must exceed $10 million (raised from original $1 million + 500 SHs)

2. Proxy Rules (apply to §12 corporations)

a. §14a: Illegal to solicit proxies in violation of SEC Rules as necessary to promote public interest or to protect the SHs/investors (for the exam, assume solicitation)

(i) Form: must be readable

(ii) Timing

(iii) Types of required disclosures (i.e. annual report)

b. Rule 14(a)(8) Inclusion Requirement: opportunity for a shareholder owning a certain amount of a company's securities to submit a proposal for inclusion in a company's proxy materials

(i) Thirteen Exceptions – SEC Rule 17 C.F.R. § 240.14a-8(c)(1)-(13)
(a) If proposal is not a “proper subject” for action under state law where the company is incorporated (e.g. interferes with “the board shall manage”) (AFSCME: might have to make a “recommendation” to the board instead of requiring it so as not to conflict with state law)
(b) If proposal is something that violates the law: state, federal, or foreign
(c) If proposal violates proxy rules (i.e. 14(a)(9) misleading/false statement – see below)
(d) If trying to push a personal grievance
(e) If proposal relates to operations that account for less than 5% of gross profits AND less than 5% of gross earnings AND not significantly related to the corporation’s business 

- Note: important public policy IS related to corp’s business

(f) Ordinary business exception (most frequently litigated) you must argue what is “ordinary” and what is not

- Roosevelt v. E.I. Du Pont: SH proposal re: mere timing of phasing out of CFCs was not proper b/c not a big change from what the business already was doing (1 year difference); probably would have been different if proposing whether or not to phase out CFCs

(g) Proposals relating to specific elections to office: cannot use management proxy materials

- New rule waiting to be adopted will change the rule

- CA v. AFSCME: SH proposal re: whether to reimburse election expenses not necessarily invalid, even though it requires board to spend money
- Rosenfeld v. Fairchild: OK for corp. to reimburse successful contestants so long as motivation to run was not for personal power, individual gain, or private advantage

- Heineman v. Datapoint: reimbursement = prima facie case of director self-dealing

- See Del Gen Corp Law §113: bylaws may allow reimbursement by corp. of expenses incurred by SH in soliciting proxies in relation to election
c. Rule 14(a)(9): unlawful to make a false or misleading statement of material fact in a proxy statement, or to omit stating a material fact necessary to prevent a statement in the proxy from being false or misleading
(i) Implied private right of action under this rule (J.I. Case v. Borak: effective weapon in enforcement of the proxy requirements)
(ii) Government right of action under this rule
(iii) Material fact: the “would” standard – something that would (not might) have been considered by a reasonable shareholder who was in the process of deciding how to vote
(iv) Mills v. Electric Auto-Lite Co.
(a) Step 1 – establish materiality
(b) Step 2 – show an “essential link” between violation and outcome (i.e. proxy votes were needed; Sandberg: “essential link” is not met if votes misled were not needed anyway)
(v) Scienter – USSC has not decided this issue, possible that negligence will suffice under 14(a)(9)
	GENERAL PARTNERSHIPS


I. What is a general partnership?

A. UPA §6/RUPA: Two or more persons associated as co-owners of a business for profit

B. No need to file any document related to partnership (although some may be permitted re: question of authority)

C. Default rule: all partners have equal rights in management and conduct of business (i.e. equal voting rights regardless of % of investment, unlike SHs)

D. Default rules discussed below, but remember that agreements to the contrary are allowed

II. Am I in a partnership?

A. UPA and RUPA: Cannot become a partner unless the other partners consent (“Black Ball Rule”)

1. Rappeport: partner only may transfer economic interest (as opposed to government interest) in partnership (RUPA § 502) b/c this interest is personal property

B. Partnerships may result expressly or impliedly (i.e. you are functioning as a partner) ( responsible for partnership obligations (Martin v. Peyton)

1. Just receiving share of profits may be enough (sharing profits is a factor)

2. Ability to bind the firm

3. Payment of a debt through profits is NOT a basis for finding a partnership (courts want businesses to be able to secure loans)

C. Ex. Lupien v. Malsbenden: 3rd party K with one partner of car fixing company; where other “partner” claims to be banker only (loan w/ no interest), despite intent of partners b/c the two men pooled their capital and skills and jointly controlled the business, ( partners

III. How much control/authority does a partner have?

A. Ordinary Business Matters: majority of partners required to make ordinary business decisions

1. Summers v. Dooley: two partners, one hired extra worker against other’s wishes; no majority here

2. Sanchez v. Saylor: one partner’s refusal to provide his personal financial records (two person partnership) still majority rule; only resolution is to dissolve the partnership

3. Third Parties – Apparent authority (no majority needed to bind partnership)

a. RNR Investments: act of a partner within ordinary scope of partnership business/business of the kind binds partnership (even without actual authority) unless partner had no authority to act in that manner AND 3rd party knew/had notice that the partner had no authority

B. Extraordinary Matters: Unanimous vote is required

IV. Scope of Authority: Uniform Partnership Act (UPA) and Revised UPA (RUPA)

A. UPA – carrying on business of the partnership of which he is a member (aggregate theory statute)

B. RUPA (broader) – business “of the kind” (beyond ordinary business matters in general) depending on the type of business (entity theory statute)

V. Duties

A. RUPA § 404: General Standards of Partner’s Conduct

1. Account to partnership and hold property as trustee

2. Refrain from dealing with partnership in conduct or winding up of partnership business as/on behalf of party having interest adverse to partnership

3. Refrain from competition with partnership

4. Good faith and fair dealing

B. Partners in a business have a fiduciary duty to inform one another of business opportunities that arise

1. Principal partnership case (NY) Meinhard v. Salmon (referenced also in close partnership cases): “Joint venturers” (i.e. partners for a specific business) in a fiduciary relationship with each other; Partnership was about to end and Salmon was going to make another deal with a 3rd party to continue with business on his own

a. Court held Salmon – managing partner – had duty to inform Meinhard – investing partner – about this new opportunity

b. Duty > mere contractual duty

c. Fiduciary relationship = trust and loyalty relationship (strict good faith and loyalty); loyalty must be undivided and unselfish

VI. Liability Issues

A. UPA and RUPA: patching statutes allow partnership to be sued in its own name

B. RUPA: Plaintiffs must go after partnership assets first, but does not completely protect partners from liability

C. 3rd Party can rely on apparent authority to bind the partnership

D. Davis v. Loftus: “partners” in law firms are not partners within meaning of liability provisions of UPA; if you want to go after the partner, you must obtain a judgment against the partner as well as the partnership

	CLOSE CORPORATIONS


I. General

A. Close corporation = (1) small number of stockholders, (2) no ready market for corporate stock, and (3) substantial majority stockholder participation in the management, direction and operations of the corporation

B. Incorporation is a way to insulate self from personal liability (unlike general partnership)

C. Option for those small companies with only a handful of shareholders

D. Under one-size-fits-all corporation law, hard to get flexibility of SH management, altering voting rules, restricting share transfer, etc.

1. Courts have allowed and legislatures have given blessing to creating “planning devices” to allow SHs in close corporations to conduct selves as partners while being a corporation to the outside world
2. SHs in close corporation owe one another substantially the same fiduciary duty in the operation of the enterprise that partners owe to one another

E. Close corporations are subject to fiduciary duty and were required to give minority SHs equal opportunity sell shares to corporation at equal price (Donahue v. Rodd Electrotype Co.: Company buys back majority block of shares based on valuation price; harder to sell shares in close corporation b/c no set value, no ready market for transfer, no public exchange, and may be subject to transfer restrictions)

1. Exception: Delaware – Nixon v. Blackwell: apply usual fairness test over “equal opportunity” b/c SHs can plan in Delaware, so no special treatment for minority SHs

II. Planning Devices

A. Special voting arrangements at the SH Level: statutes have come around to broadly authorize virtually any type of SH voting agreement at the SH level that doesn’t violate specific public policy

B. Irrevocable Proxies/Voting Trusts: device by which SHs separate voting rights/legal title of shares from beneficial ownership of shares by conferring voting rights and legal title on one or more voting trustees while retaining ultimate right to distributions and appreciation

1. Today, statutes explicitly validate voting trusts and regulate their creation and content (CA most liberally)

2. Delaware Law, Model Act, and CA all similar:

a. IRREV. PROXIES: A duly executed proxy shall be irrevocable if:
(i) It states that it is irrevocable; and
(ii) It is coupled with an interest sufficient in law to support an irrevocable power
(a) interest in the stock itself or
(b) interest in the corporation generally.
b. VOTING TRUST: 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.
c. CA is broader: Legislature does not care about voting trust issues, does not find a sufficient public policy reason to prevent this from happening; very liberal in allowing SHs to contract away voting rights, revocable or irrevocable.
3. Caselaw

a. Ringling Bros. v. Ringling: agreement between SHs on how to vote (and leaving disagreements up to an arbitrator) is valid; SH may exercise wide liberality of judgment in matter of voting

b. Haft v. Haft: interest as a CEO (ongoing employment contract) is enough interest to support an irrevocable proxy

c. Abercrombie v. Davies: even an agreement called an “agent’s agreement” but that is in form a voting agreement was in substance a voting trust and therefore must comply with the statutory voting-trust provisions
d. Grynberg: even an agreement denominated a “voting trust” was held not to be a voting trust for purposes of the voting-trust statute (professor says we must wonder when, now, if ever such an agreement would be struck down – therefore, voting trust statute is now an unimportant discussion – today, most would be upheld)

C. Board of Directors Impingement/Sterilization of the Board

1. SHs cannot make an agreement that affects the board of directors’ ability to change officers, salaries, or policies (McQuade v. Stoneham: SH bought stock under understanding he would get a job, but didn’t)

2. SH agreement with board to set up assured salary is OK (even though not strictly in compliance with statutory norm) b/c (1) no objecting minority, (2) necessary to protect the parties (Galler v. Galler)

3. State legislatures have allowed with greater certainty for SHs to take control in the certificate of incorporation (Note: under statute, if you follow these regulations, no basis to pierce corp veil and hold SHs liable for tort)

a. Model Bus Corp: bylaws may contain any provision for managing not inconsistent with the law and articles of incorporation; v. liberal for close corp. SHs to impinge on board

b. CA Code: Less than 35 shares and statement that it is a close corporation = close corporation; all SHs of close corporation may enter into “SH agreement” (written agreement of all SHs) 

c. NY: you can provide in the certificate of incorporation a provision that restricts the board that delegates any/all management authority to SHs (but all SHs must agree)

d. Del: certificate may define management of corporation (close or not close corporation)

e. Del Gen Corp Law Subchapter 14 (close corporations only):

(i) Close corporation = 30 SHs or fewer

(ii) Generally, it’s ok to treat close corp as a partnership

(iii)  Allows through written agreement (as opposed to certificate agreement) a majority to enter an agreement that interferes with board management (not all like above)

(iv)  Certificate may provide that SHs will manage corp and there is no need to elect directors (eliminates fiction of a board)

4. Adler v. Svingos: (NY) even where agreement was not in the certificate, court ordered SHs (three each owning 1/3) to enforce agreement requiring unanimous consent to changes in corporate operations (did not affect rights of 3rd persons and allowed by statute)

5. Wasserman v. Rosengarden: (Ill.) court has no reason to preclude SHs of a close corporation from reaching agreements concerning the management of the corp. if agreeable to all SHs (unanimous decision to vote for each other for the board)

D. Supermajority quorum and voting

1. Essentially, the rule creates the allowance of a veto power akin to a partnership (because the rule allows SHs to require unanimity)

a. Note: there is still a duty of good faith and diligence

2. Historical: Benintendi v. Kenton Hotel: provision requiring unanimous SH vote antithetical to basic concept of corporate governace by majority rule and contrary to public policy (no longer valid, changed by statute and reflected in Sutton)

3. Sutton v. Sutton: in NY, new law allows SHs to agree to unanimity/higher proportion than 2/3 voting requirement  (to constitute a quorum/valid vote) in certificate; certificate need only clearly state what vote (if greater than 2/3 as statutorily defined) is required to amend unanimity requirement, but it must be explicit 

E. Fiduciary Obligations of SHs in Close Corporations

1. General Test

a. There is a fiduciary duty each SH owes to one another in close corporations

b. Must show legitimate business purpose if a duty is violated

c. Even then, P can show possible less harmful and reasonably practicable alternate action

2. Close corp. SHs have fiduciary duties of diligence, care, skill; furthering interests of one another with good faith; disclose and not withhold relevant info (Rosenthal v. Rosenthal)

a. Wilkes v. Springside Nursing Home, Inc.: (Mass.) where majority of SHs agree to “freeze out” one SH employee due to bad blood, court found violation of duty of good faith and loyalty; must be able to state a legitimate business purpose for actions that look like a “freeze out” but these SHs could not

b. Smith v. Atlantic Properties, Inc.: four equal SHs, each with veto power; when one SH vetoes the corporation into financial/tax trouble (veto ( violation of federal tax law), court holds SH breached fiduciary duty for being reckless

c. Merola v. Exergen Corp.: (Mass.) does not reject Donahue or Wilkes; a minority SH terminated without any legitimate reason and whose reasonable expectation were frustrated still does NOT see a breach of fiduciary duty (seems inconsistent with precedent) b/c paid fair value for stock

(i) In Delaware, understandable – should have planned and contracted to protect self

3. If D can show a legitimate business purpose, P can still show that there is a less harmful and reasonably practicable alternate action (Zimmerman v. Bogoff)
F. Share transfer restrictions/Planning Devices

1. Delaware §202(c): general corporate statute (not close corporations) lists 5 types of alternative restrictions that are allowed; broad endorsement of transfer restrictions if parties want to use it

a. §342: (close corporation subchapter) all stock must be subject to one type of restriction permitted by §202 for close corporations

2. Model Act 6.27: methods by which SHs can set up various restrictions set forth in subsequent subsections (art. of incorp, bylaws, agreements between SHs)

a. Moore v. FBI Farms Inc.: (Indiana) where the board of a close corporation adopts transfer restrictions (a method not explicitly allowed under statute), court allows it anyway b/c views it as a SH contract

3. FBI Farms v. Moore: generally, restrictions on corporate transfers may require approval by corporate board (esp. in family-run companies); however, involuntary transfer not regulated by consent restraints unless explicitly provided for

4. Gallagher v. Lambert: (NY) P, minority SH, with mandatory buy-back provision if P ever gets fired and fulcrum date (book value before X date, formula value after X date) and P fired just before fulcrum date in order to save company money on the stock; P claims breach of fiduciary duty (fair dealing) against minority (SH but majority court says too bad, this is what you planned for [dispute in case law about this]

III. Dissolution and Dispute Resolution

A. Two Types of Dissolution

1. Voluntary/non-judicial

2. Involuntary/judicial

a. Deadlock is grounds under various statutes

(i) Deadlock: sometimes even number of SHs cannot agree, sometimes supermajority provision

(ii) Dissolution for these grounds is discretionary (i.e. if dissolution gives one side advantage over other, court does not have to grant it)

(iii) Dissolution should not be denied merely because corporation is making a profit

b. Dissolution for oppression (layered over traditional SH duties)

(i) Model Act: directors/those in control acting in manner that is illegal, oppressive, or fraudulent = grounds for judicial dissolution

(ii) CA statute: grounds for invol. dissolution = persistent unfairness

(iii) Kemp & Beatley, Inc.: Oppression = conduct that substantially defeats “reasonable expectations” held by minority shareholders central to their decision to commit their capital to the particular enterprise

(a) Examine evolving expectations from beginning of relationship and as it changed over time

(iv) McCallum v. Rosen: termination of key SH and low buyout offer found to be “unfairly prejudicial,” triggering Minn. statute and court ordered company buy SH’s stock out at a fair price

(a) Minn & Mich statutes: unlike Model and CA statute, provides alternatives to dissolution (ex. Injunctive relief, direct an act, change bylaws)

(v) Supplement p. 57: court did not order buyout (even though possible) b/c giving P too much if they did

B. Provisional Directors and Custodians

1. Giuricich v. Emtrol Co.: where SHs could not agree, custodian appointed by court to act making final decision (break deadlock) until sides can agree (keeps company going)

IV. Valuation (not tested on it, just understand that this is an additional problem relating to dividing corporate shares, dissolution, buyouts, etc.)

A. Charland v. Country View Golf Club
1. No minority discount – if there had been a dissolution, SH would get pro rata so court should not give company a bonus for acting illegally

2. Lack of marketability discount (applied in some states) – maybe not, because there is value to a majority SH b/c relates to control of corporation

B. Great value for planning in advance re: these issues

V. Arbitration

A. Ringling v. Ringling Bros.: problem with arbitration is arguably impinging on the board, but we know that this is not a problem in places like NY and other places with similar statutes (ok to arrange to solve problems through arbitration)

VI. If tested on Close Corporations (not always)…

A. Propose statutory enactments

B. Hypo setting up corporation, planning devices used to protect minority shareholders

	ALTERNATIVE FORMS OF BUSINESS ORGANIZATION


I. Intro

A. Companies are wise to set up based on tax issues

II. Limited Partnership

A. General

1. Defined by Uniform Limited Partnership Acts (note major difference in liability of limited partner)

a. Revised Uniform Partnership Act (RULPA) – widely but not universally adopted

(i) Liability to 3rd parties (§303): Limited partner not liable unless also a general partner or exercises rights to participate in control of business; however, if controls business, only liable to those 3rd parties transact with business and believe by his conduct that limited partner is a general partner

(ii) Gateway Potato Sales v. GB Investment Co.: use “substantially the same” test to see if limited partner can be held liable as a general partner would (note, this would not work under the new act)

b. 2001 Uniform Limited Partnership Act – so far, only adopted in 4 states

(i) Liability to 3rd parties (“new 303”): completely eliminated, regardless of participation (gives limited partners more assurance)

(ii) “Control rule” eliminated b/c limited liability partnerships allow limited partnership so the legislature is keeping limited partnership law on par re: shields

(iii) Eliminates potential deep pocket for claimant, but claimant is on notice

2. Partnership with at least one general partner and at least one limited partner

3. Designed to allow partners to be passive investors without exposing selves to liability, while allowing general partner to be subjected to liability

B. What is a limited partner?

1. Limited = limited liability, also limited governance rights

C. Corporate General Partnerships

1. USACafes, LP Pitigation: do individuals of a general partnership owe a fiduciary duty to the limited partners? (difference between duty of company and personal fiduciary duty of individuals who are partners)
a. At least where, as here, the individuals of the gen. partnership individually participated in the tortuous activity, this is a fiduciary breach of duty
2. Gotham Partners LP: limited partners can contract with general partners to have fiduciary duties; Del statute also permits elimination of duties of care and loyalty via such partnership agreements
III. Limited Liability Company (existed for 30-40 years)

A. Basically doing the same thing as a close corporation; an alternative

B. No need to comply with limited number of members like a close corporation

C. Members are not generally personally liable for obligations of company

D. Statutes have default rules about who shall manage

1. Almost all states, incl. CA: members will manage (similar to close corporation like a partner)

2. Minority of statutes: managers will manage (may be the same or different people from members, like a corporation)

3. Default rules can be changed by agreement

4. 2006 Revised Uniform Limited Liability Company Act Highlights

a. A member is not an agent of a LLC solely by being a member

b. A person’s status as a member does not restrict or prevent law from imposing liability on a LLC because of the person’s conduct

E. Kaycee Land and Livestock v. Flahive: whether in the absence of fraud the entity veil of a LLC can be pierced in the same manner as that of a corporation (yes); no reason in law or equity for treating LLC any differently than a corporation when considering whether to disregard the legal entity

1. Good review for piercing the corporate veil (remember Kodak and Pepper Source)

2. When there is fraud it is easy to make a case to pierce

3. When there is not fraud, factors are to be considered (same as with corporations, except formalities are different, of course):

a. Failure to adequately capitalize

b. Failure to follow legal formalities

c. Commingling of funds and other assets

d. Failure to segregate funds of the separate entities

e. Unauthorized diversion of corporate funds or assets to other than corporate uses

f. Treatment by an individual of the assets of the corporation as his own

g. Failure to obtain authority to issue or subscribe to stock

h. Holding out by an individual that he is personally liable for the debts of the corporation

i. Failure to maintain adequate corporate records and the confusion of the records of the separate entities

j. Identical equitable ownership in the two entities

k. ID of the equitable owners thereof with the domination and control of the two entities

l. Etc.

F. Solar Cells v. True North Partners: P has issues with merger, issues of fairness, no advance notice, alleged conflict of interest ( court finds reasonable likelihood P would be successful in establishing breach of fiduciary duty and irreparable harm if merger is consummated, so preliminary injunction issued

IV. Other types of unincorporated business associations

A. Limited Liability Partnership

1. Partners have no liability as they would under the old rules (protects partners by claims by third parties)

2. Partners still have liability toward each other (casebook supplement) under some statutes in some states

B. Limited Liability Limited Partnership

1. Even the general partner, under this, may achieve a shield to liability

2. Not all states allow this (15-20 do now)

C. Some states limit these types of associations by requiring a bond, etc. before forming these types of alternative business forms

V. Ultimately…

A. Creates tougher road for claimants

B. Incentivizes people to set up companies b/c limits liability so not as much risk, stimulates economy

C. On this exam, no more than 30-40 points (of 300) allocated to unincorporated association forms (he spent almost no time on this)

1. He may just ask what alternative forms there are, or in a hypo how four people might set up an agreement

2. Remember, everything is dependent on what state you are in and the statutes

D. Given all of these alternatives, why would you ever intentionally form a general partnership?? (of course, they are unintentionally formed sometimes…)  to expose yourself to personal liability does not seem to be worth saving yourself some paperwork/filing b/c (except for piercing issues) you will not be liable

	FIDUCIARY DUTIES OF CARE & LOYALTY + INSIDER TRADING


ALL OF THIS STUFF WILL SHOW UP ON THE EXAM

I. Duty of Care & to Act in Good Faith

A. Care Statutes

1. NY 717(a): director must act in good faith and with that degree of care that an ordinarily prudent person would exercise to corporation and its best interests (fiduciary duty)

a. Good faith is an element of duty of care in statutes (but look to Delaware putting it in the loyalty category)

B. Gantla v. Stevens: duty of care case decided in Del this year (in the supplement)

C. Basic Standard of Care – negligence standard (reasonably prudent person/director/etc.)

1. Francis v. United Jersey Bank (“Pritchard” Case): a corporate director is personally liable in negligence for failing to prevent the conversion/misappropriation of funds by other directors, on a case-by-case basis (in this case, “dummy director” mom does not prevent sons from wrongdoing) b/c she could have resigned, but by virtue of office she had a duty to deter the depredation of the other insiders and breached the duty when P sustained damages she could have prevented (she proximately caused the damages)

(i) THIS IS A CASE ABOUT PROCESS (as opposed to judging someone’s decision or judgment after having completed a required process of information gathering)

(ii) What would have made a difference for her to do?

(iii) Must show breach of duty AND proximate causation

(iv) A director should “acquire at least a rudimentary understanding of the business of the corporation”

(v) The standard of ordinary care is the wellspring from which those more specific duties flow (negligence case, also a procedural case – i.e. the failure to gather information)

(vi) Where the inaction is a “substantial factor” in causing/allowing the misfeasance to occur, there is proximate cause

2. Barnes v. Andrews (Learned Hand): when corporate funds have been illegally lent, it is fair to infer that a protest would have stopped the loan (and therefore infer proximate cause); however, when a business fails from general mismanagement or bad judgment, it is not possible to say a single director could have made the company successful (P must show D could have made the company prosper, could have made a difference)

3. NOTE: Professor does not want us to talk about the causation issue for the exam, just the care issue

D. Process vs. Substance

1. Model Act Standard of conduct for directors (§830): in good faith and manner director reasonably believes to be in the best interest of the company

a. In a manner subjectively reasonably believed to be in the best interest of the corporation

b. In an objective manner reasonably prudently

2. ALI: standard of rationality (is it so ridiculous that it is irrational?); ensure directors undertake a reasonable process on a non conflict of interest basis financially and with a reasonable amount of information (not judged on success); this does not seem to be consistent with what statutes are saying

3. Process ( reasonableness standard

4. Substance ( looser standard of rationality

E. Failure to become informed vs. failure to act dichotomy

F. Business Judgment Rule

1. Kamin v. American Express Co.: AE board bought stock in another company which declined significantly, board voted to distribute the money among the SHs so it wouldn’t show up on its records; SHs claim that board should have, instead, sold the stock on the market for tax incentives, that the judgment was “imprudent” and negligent
a. As a matter of law, no claim was stated
b. Deferential rule for actions by stockholders against acts of their directors/trustees: court will not interfere unless powers have been illegally or unconscientiously executed, or fraudulent or collusive, and destructive of the rights of SHs
c. Imprudent decision is not enough to implicate director liability
d. Here, they made an informed decision
e. No evidence of major self-dealing to the point that it affected decisions of the board as a whole 
2. Selheimer v. Manganese: even when a business meets the business judgment rule, still must meet good faith and rational basis (for a decision) test; where business irrationally poured almost all of its money into a known dud of an investment, court found the conduct “defied explanation” and judgment against the company
3. Business Judgment Rule Requirements:

a. Director made a decision
b. Reasonably informed
c. Made with good faith
d. No self-dealing
e. If all four, you get the deference (i.e. unless no rational basis for decision, OK)
4. Smith v. Van Gorkom: main duty of care case; Del says board does not get benefit of business judgment rule here b/c exhibited gross negligence and did not take any action to cure it (did not inform selves prior to making business decision); board based price per share for selling company on what the buyer could afford, NOT what the company/share was worth
a. Del does not have statute defining the standard of care, just saying that the “board shall manage” – beyond that, the court looks to precedent to define the std of care and defines it as gross negligence (to determine whether a business judgment reached by board was an informed one – procedural question)
b. Duty of Inquiry: Board, in deciding on a big decision to sell off the company, decided to rely on one guy’s information without inquiring as to how he came to that information (was it well informed?) – there is a duty to make sure the info is correct to some extent
c. Note: “Gross” negligence is a troubling concept (what is it??) and therefore it is not talked about much outside of Delaware
(i) What rises above mere inadvertence but not to the level of conscious disregard (higher than negligence but below recklessness)?  Maybe the level of the decision? (here, selling the company)
(ii) Does this just give the court more discretion?  Gives businesses slightly more protection?
d. Test: std of gross negligence to determine if judgment was an informed one
(i) P must rebut assumption that decision was informed
(ii) Unintelligent/unadvised judgment not protected under BJR

5. SUPPLEMENT CASE p. 83: (Del) P must plead facts sufficient to rebut presumption that board fulfilled duty of care/loyalty; if P does not do this, the actual judgment will be insulated from liability if board’s actions can be justified by any rational business purpose

a. Board members decided to pursue reclassification of the stock, allegedly in their self interest, as opposed to a merger/sale (which would have benefited the SHs)

b. Before you get the BJR, (1) board must have reached decision in good faith, not for self-interested reasons (loyalty); AND (2) advisedly (care)

c. Here, Ds acted with pecuniary conflict of interest

d. Officers, like directors, have a duty of care and loyalty

e. Note: p. 85: Ps established facts sufficiently pled (to defeat Motion to Dismiss) that majority of the board acted disloyally, so court says it does not even have to reach separate question re: duty of care BUT refers to it as “due care” which is usually linked with regular negligence, not gross negligence (Smith)

G. Duty to ensure the corporation has effective internal controls

1. Caremark International Inc.: allegedly inadequate decisions re: putting a system in place to provide information (process of a process); like Pritchard b/c Ds themselves did not engage in underlying criminal activities, just did not set up a sufficient monitoring system

a. Two contexts for duty of care

(i) Liability coming from an informed but bad decision, subject to director-protecting BJR

(ii) Liability from an unconsidered failure to act where action would have prevented loss, not protected by BJR

b. Duty to attempt in good faith that there is an information and reporting system that the board thinks is adequate
c. RULE: only a sustained or systematic failure of the board to exercise oversight (i.e. utter failure to attempt to assure reasonable information and reporting system exists) will establish lack of good faith that is a necessary condition to liability – TEST:

(i) Utter failure to implement any system, OR

(ii) Having implemented such a system, conscious failure to monitor or oversee its operations, thus disabling selves from being informed of risks or problems requiring their attention

H. Statutes Allowing Limited Liability as Exculpatory Provision

1. Allow option to corporations to limit liability of directors re: violations of due care (can include this in articles, exculpatory provision)

2. No limited liability where there is bad faith, knowing pecuniary interest, or violation of law (Emerald Partners v. Berlin)

3. Malpiede v. Townson: reinforces Smith; unlike Smith, here, presence of exculpatory clause in articles bars claim for monetary damages; Ps argue they are claiming beyond mere duty of care (also loyalty issues) but court says the Ps did not sufficiently allege these other claims and therefore there is no relief to be found and claim is dismissed

a. Del. Gen. Corp. Law 102(b)(7) provision can immunize from liability the directors on a duty of care claim; it cannot however preclude a claim based on duty of loyalty (however, here, loyalty claim was not sufficiently pleaded)

(i) Encourages directors to take business risks without worrying about negligence lawsuits

b. Reinforces gross negligence as the standard

I. DUTY TO ACT IN GOOD FAITH: Is this a separate fiduciary duty from due care?  Or is it built into duty of care, loyalty, or both?  (Addressed in following cases; non-well developed area of law)

1. For professor, it makes the most sense to say – whether or not it is a separate duty – it has to necessarily (b/c part of fiduciary duty) be both part of care and loyalty.  Can’t satisfy them if you do not act in good faith!  Specifically subjective good faith (but reckless good faith as well).

2. Walt Disney Co.: decision to lure guy named Ovitz to Disney to be CEO turns out to be very bad decision and give him a ton of money to walk away; Ps sue Disney directors for making bad decision, intentionally uninformed

a. Failure to act in good faith examples:

(i) Intentionally acting with purpose other than that of advancing best interest of corporation

(ii) Fiduciary acts with intent to violate applicable positive law

(iii) Fiduciary intentionally fails to act in face of known duty to act, demonstrating conscious disregard for duties (recklessness) (as in Caremark)

3. Gantler v. Stephens: Del. SC says no one did anything wrong – no breach of duty of care b/c honest errors, tried to be informed at least

a. Suggests that duty of good faith is a separate duty, breached if intentional and egregious error (based on unlawful, interested, or horrible decision)

b. Was the board grossly negligent in preparing to make/making the decision?  Court says no.

c. Board’s decision may have turned out badly for the company, but not to the level of a violation of the good faith std – SH remedy still exists to vote a new board or sell stock

d. Court determines board did not act in bad faith – three approaches
(i) Subjective bad faith – “knowingly” engage in conduct you believe to be harmful to the corporation; actual intent to do harm

(ii) Lack of due care – this is “gross negligence” according to the court (suggests “gross” adds nothing to the analysis, b/c most of us would consider this to be just negligence)

- Gross negligence does not rise to the level of “bad faith” sufficient in state of mind

(iii) Middle Ground (falls between bad intent and (grossly) negligent conduct): recklessness/conscious disregard (remember, different levels of scienter)
4. Miller v. AT&T: in the context of duty to act in good faith, used to be part of the duty to act lawfully (which is characterized as part of the duty to act in good faith b/c a conscious violation of law cannot be a good faith activity); here, failure to collect debt from Democratic party alleged to be illegal campaign contribution; it is within the sound business judgment of the directors to determine whether to pursue collection or not, however for purposes of motion to dismiss there was sufficient facts to support a claim (potential illegal activity = bad faith)

II. Duty to Act in Good Faith

A. Statute allowing limited liability under duty of care (leads courts to need to find violation of duty of loyalty)

1. Del 102(b)(7)

a. 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 eliminate or 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 acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law;
(a) No reporting system at all OR conscious disregard, in oversight liability OR so woefully inadequate it does not satisfy first prong of the test (utterly fail to implement system of control) = bad faith
(iii) Under § 174 of this title; or
(iv) For any transaction from which the director derived an improper personal benefit. 
b. Not retroactive.
B. Duty of Loyalty (Lyondell)

1. Act independently/not self-interested

2. Do not act in bad faith

a. Walt Disney: (1) subjective bad faith (intent to harm or recklessness in face of harm happening, not stopping it) – this is bad faith; (2) lack of due care (gross negligence and without malevolent intent) – this is not enough to be bad faith

C. Intro: When Duty of Care is Exculpated

1. Stone v. Ritter:  banking case, adopting Caremark standard for oversight liability (Caremark duty of care violation b/c directors did not have adequate monitoring system to stop criminal activities)

a. Company incurred financial penalties due to failure to satisfy reporting requirements of statute, transgression committed by people over whom board of directors had control (but not by the board themselves)

b. Derivative litigation: required to make demand on board before suit can be brought (with exception that if there is a great likelihood )

c. What does the court do with the good faith duty? (not a separate duty) – where is the duty of care here?  Why is this now a duty of loyalty case?

d. The court has taken a due care case and turned it into something else because there was a 102(b)(7) exculpatory clause exempting breaches of duty of care.

e. The test determines whether there is a lack of good faith, which is a necessary element/condition to liability in a duty of loyalty (as well as care) case.

f. However, here, because there was not a level of intentional disregard, there is no violation of duty of loyalty.
2. Lyondell v. Ryan: gross negligence without more cannot constitute bad faith, but conscious disregard for one’s responsibilities can; here, directors negotiated price for stock sale so no breach of duty of loyalty (b/c acted in good faith)

a. Revlon duty: get the best price for the stockholders at a sale of the company

(i) This duty only arises when a company embarks on a transaction – on its own initiative or in response to an unsolicited offer – that will result in a change of control, and NOT just because the company is “in play” (i.e. on the market?) (Lyondell)

(ii) Directors must engage actively in sale process

(iii) Must confirm they have obtained the best available price either by conducting an auction, a market heck, or demonstrating impeccable knowledge of the market

(iv) Failure to do these things demonstrates inadequate/flawed effort to carry out fiduciary duties, but NOT knowing/conscious disregard for those duties (i.e. standard for duty of loyalty)

III. Duty of Loyalty

A. Self-interested transactions

1. History

a. In 1860s and 1870s all Ks between directors and the corporation were considered “voidable” b/c interested

b. By 1910, the general rule: K between director and corporation valid if approved by disinterested majority of fellow directors and not found to be unfair or fraudulent by court if challenged

c. How is this possible?  How can we allow a director of a company to open a competing company?  How is that consistent with having a duty of trust to your company?

2. Lewis v. S.L. & E., Inc.: burden shift – court says that NY statute §713 says where K made between corporation and board members AND where board members have conflict of interest, D board members have burden of proof that transaction was “fair and reasonable” (ordinarily, where disinterested, business judgment rule would apply and heavy burden lies on SHs to prove unfairness)

a. (Where no curative steps are taken…?) the interested contracting SH must prove that the deal is “fair.”

3. CA Statute

a. CA 310(a)(1): disclose all information to disinterested board and get approval

b. CA 310(a)(2): curative step of board approval (different from NY and Del) requires agreement be fair and reasonable

c. CA310(a)(3): if disclose, burden of proof shifts (but substantive test remains “fairness” test) [does not mention fairness where there is disinterested SH approval]

4. Talbot v. James: (South Carolina) D (officer and director) dealt with corp. through another entity that D also owned

a. Failure to Disclose: Important issue is fact that court several different times emphasizes disclosure by a fiduciary – you cannot fulfill your fiduciary duty of loyalty if you fail to disclose; RULE is FULL DISCLOSURE (failure to do so of a director in and of itself may be a failure to fulfill the duty of loyalty); burden is on D to prove full disclosure (which D could not do here)

b. “Double Dipping”: James had already been paid (in stock) for the work he did that led to this self-payment; not only had he failed to disclose that he was on both sides of the transaction, but he was also “double dipping” taking payments for work that was already covered by his receipt of shares of the company

5. Cookies: 

a. Statute says – No interested director transaction is void/able if any:

(i) Full disclosure and disinterested board approves it (subject to business judgment rule, must show violation of duty of care OR duty of loyalty to act in good faith in Del)

(ii) Full disclosure and SHs approve it (subject to waste standard)

(iii) Transaction is fair and reasonable

b. Court here says always require fiduciary to prove fairness (and showing approval from disinterested board, etc., is a means to do this); requires that you fully disclose AND that the transaction is fair and reasonable

6. Delaware – courts retain fairness as standard, but shifts burden to approving-board P to prove unfairness if D has fully disclosed to Ps (note p. 637) and bar is raised higher to prove it (violation of business judgment standard [not just bad but irrational decision]); if SHs approve, SH must show that they’ve IDed a wasteful transaction after disclosure – reward for taking curative steps

7. Waste and SH Ratification

a. A transaction is a waste of assets if it involves spending funds for which no consideration is received and no rational business purpose OR if consideration is received it is so small that no reasonable person would deem it to be worth it

b. Why not make this the business judgment rule? For board to get BJR, they must be well informed.  Here, this can be used in ignorance – SHs are still held to the standard of whether a decision was irrational.

8. NOTE: There will be interested director stuff on the exam – he will not create the extra layer of inquiry re: what if it is the wife of a director, the child of a director, etc.

9. REVIEW: VARIOUS STATE LAW “CONFLICT IS PALPABLE”

a. Some say, we don’t care what cleansing techniques you took, you MUST PROVE FAIRNESS

(i) Cleansing techniques can be taken as evidence for fairness but it doesn’t change the standard

(ii) Con: this might chill potential riskier transaction
(iii) Not what Del or the ALI says to do – if you’re going to deviate, what do you do? (burden shift… but what does P have to prove?)
b. Variation: CA – when disinterested directors approve, burden shifts away from disinterested director to prove fairness to challenging SH to prove unfairness (burden shifted to P)

c. Least protective: where curative steps taken to disclosure to disinterested board/SH:

(i) Burden shifts from D to P AND 

(ii) P must demonstrate either:

(a) If the board made decision that it was so outrageous it violated BJR OR 

(b) If SHs made decision that it amounted to corporate waste (beyond ordinary unreasonableness ( wasteful transaction, Lewis v. Vogelstein)

(iii) Con: the more deferential, the more risky for the company and potentially devastating

10. ALI 502: does not always require that fiduciary proves fairness

a. Required when director makes self-interested transaction and director has not disclosed (no curative steps)

b. Not required (burden shifts to challenging SH) when there is disclosure of (1) conflict and (2) material facts re: transaction and you have disinterested board or SH approval

(i) If disclosure to board: Burden shifts and standard becomes: disinterested board could not have reasonably concluded that the transaction was fair (not BJR, not the same as proving fairness – this is a middle ground approach, not as deferential as Del approach)

(ii) If disclosure to SH: Like Del, retains Waste Standard

B. Compensation

1. Obviously super self-interested, creates tremendous potential for abuse and disparity (i.e. American upper echelon executives are paid WAY more than comparable executives in Japan, Germany, France, etc.)

2. Delaware statutes

a. 141(h): Board of directors shall have authority to fix compensation of directors (seems to say that they can get together and pick their own salaries)

b. 157(b): in absence of actual fraud, judgment of directors shall be conclusive re: stock options

c. These statutes seem to allow Delaware corporation boards to establish carte blanch what they want re: stock options and pay

3. ALI – judicial gloss on these statutes

a. Does not require disclosure b/c obviously the director/senior executive receiving compensation has a conflict of interest re: the transaction

b. BJR applies unless disclosure, then waste standard applies (?)

4. Important Case: Rogers v. Hill (not in case book)

a. 1911 – American tobacco company

b. Before stock market crash, SHs agreed to provide for bonuses for their executives based on revenue (which was significant b/c a lot of people smoked)

c. How much is too much (wasteful)?

5. Tyson Cases (book supplement) – Henry Samueli as D

a. Tyson I: you can establish demand futility by showing majority of board is not disinterested or will not be protected by BJR; didn’t tell SHs that they were going to spring load the stock options (spring loading not illegal but here it was deceptive); whether or not they have adequately pleaded demand futility (they had b/c of bad faith)

b. Tyson II: issue on merits of the case, do they warrant dismissal?  No b/c if they can reasonably infer that the board concealed the disclosure then they can establish a claim; “pregnant” with obligation – no “conditional loyalty” – board failed to satisfy duty of candor, which is sufficient at complaint stage to survive motion to dismiss

c. Is backdating options ALWAYS illegal? Or just as a matter of Del corporate law?  What if it is disclosed?

6. Ryan v. Gifford: backdated stock options; here, alleged breach is engaging in deception breach of fiduciary duty

a. Remember, same core facts could give rise to federal or state claim (section 12 company ( violates 14(a)(9) bad faith breach of fiduciary duty of loyalty)

C. Use of compensation assets and information/Corporate opportunity/Competition with corporation

1. Duty of Loyalty issues in this context

a. Corporate opportunity

b. Use of corporate assets, info, or position

c. Competition

2. Corporate Opportunity Doctrine

a. As a fiduciary, you should at least first offer a potential opportunity you want to take to the company first.

3. “Line of Business” Test (Guth): Before acting on a business opportunity, a corporate officer/director must first offer the opportunity to the corporation if the opportunity is in the “line of business” of the corporation and is of “practical advantage” to it

a. Problem in determining what a company’s “line of business” is

b. Considers financial ability of the corporation to act, which is in the favor of the director; also acts as a disincentive to officers to solve corporate financing/other problems

4. “Fairness” test: another way to say we’re looking to the line of business and see if the 

5. Miller test: combination of “Line of Business” + “Fairness” tests

6. Northeast Harbor Golf Club v. Harris: viewed all of the above tests as confusing and inadequate

a. ALI 5.05 – Taking of Corp. Opportunities by Directors or Senior Execs

(i) General rule – MAY NOT take advantage of a corporate opportunity unless (CLEANSING PROCEDURE):

(a) Director/senior exec first offers the corporate opp to the corporation and makes the disclosure concerning the conflict of interest;

(b) The corporate opportunity is rejected by the corporation; AND 

(c) Either

- Rejection of the opp is fair to the corporation

- The opp is rejected in advance by disinterested directors
- Rejection is authorized in advance by disinterested SHs
(ii) Definition of “corporate opportunity”: 

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

- In connection with performance of functions as a director or senior exec, or under circumstances that should reasonably lead the director or senior exec to believe that the person offering the opportunity expects it to be offered to the corp; or

~ Through the use of corporate information or property, if the resulting opportunity is one that the director or senior exec should reasonably be expected to believe would be of interest to the corporation (CAPACITY ISSUE); OR

- Any opportunity to engage in a business activity of which a senior exec becomes aware and knows is closely related to a business in which the corporation is engaged or expects to engage.

b. Hawaiian Int’l Finances v. Pablo: where president of corp takes commission from real estate purchase by corp without disclosing the commission, he violated his duty to disclose to the corp (violation of duty of good faith) and he had to return the commission to the corp

(i) Rule: director while engaged in a transaction for his corp cannot retain and undisclosed profit (rule keeps fiduciaries honest, acting solely for benefit of corp)

D. Duties of Controlling Shareholders

1. Not only in close corporations (Donahue, Wilkes) does the majority have a duty to the minority

2. Fiduciary duty that rises to level of fairness when controlling SHs have a conflict of interest

3. Zahn v. Transamerica Co.: majority SH has a fiduciary duty to the corporation and other SHs to make fair decisions (if not disinterested); decision to liquidate major asset of company based on benefiting Class B SHs at the expense of Class A SHs

a. A disinterested, rational board would have still liquidated the company (b/c would get a high price) but, knowing they were going to do that, needed to disclose to all of the SHs what its plan of action was

4. Sinclair Oil Co. v. Levien: intrinsic fairness test – where a SH has control over a corporation and it is engaging in self-dealing, its relationship with the corporation must meet the test of intrinsic fairness (high degree of fairness and burden of proof on controlling SH to prove objective fairness)

(i) Intrinsically fair to minority shareholders? (here, breach of K – late payments – clearly not in minority SHs benefit)

(ii) Self-dealing = decisions to receive something at the detriment/exclusion to its minority SHs

b. Corp paid dividends greater than the corp’s profits

(i) Corp showed it was in compliance with statute

(ii) If P shows dividend cannot be grounded in any reasonably business objective, then courts can/will interfere with board’s decision to pay dividend

c. If self-dealing ( intrinsic fairness standard

d. Don’t get benefit of BJR b/c parent is controlling a subsidiary (if no parent self-dealing, then BJR)

(i) BJR: absent fraud or gross over-reaching, decision must be upheld

5. Greene and Co. v. Dunhill: where SH of Spalding took toy-making opportunity for its own business (which did not formerly make toys), court held breach of fiduciary duty by SH b/c reasonable inference that SH took over Spalding’s opportunity

6. Kahn v. Lynch: minority SH sues controlling SH for breach of fiduciary duty re: terms of merger

a. Controlling SH is controlling even though not majority SH

b. Burden is on D to prove entire fairness of merger transaction, not on P like lower court said, even though “allegedly independent board committee” approved transaction; mere existence of allegedly independent committee is insufficient – must show it is really independent, which is difficult b/c controlling SH can control who is on that board

c. Perception that SH voting on a parent subsidiary merger that disapproval could risk retaliation by larger SH could show “controlling” SH status, even if SH is not the majority SH

d. Approval of transaction by a TRULY independent board, or by disinterested and informed minority SHs, does not change the standard (still fairness) but shifts burden to P to show unfairness

7. ALI: applies waste standard where there is disinterested SH approval; agrees with Khan where there is disinterested board approval; shift burden of proof if disinterested directors approve transaction

8. Insider Trading and Short Swing Trading by Insiders (16(b))
a. Jones v. H.F. Ahmanson: P alleges D breached fiduciary duty by using control of corp to create public market for their stock while not doing anything for the minority SHs

(i) CA rule – comprehensive rule of inherent fairness; applies to officers, directors, and controlling SHs in exercise of powers if trying to self-deal

(ii) Key: controlling SHs may not use power to control corp for purpose of promoting a marketing scheme that benefits themselves alone to the detriment of the minority

E. Sale of Control

1. Zetlin v. Hanson Holdings, Inc.: OK for majority SH to earn a “premium price” on stock + control (no rule that it is not) so long as no fraud, bad faith, etc.; minority SHs not entitled to inhibit legitimate interests of other SHs

2. Gerdes v. Reynolds: No general duty that you must investigate every time you sell… BUT where board gives no notice, makes no investigation, the selling price is to be paid in installments (b/c it is so big), and transfer is to occur immediately… meets standard for liability triggering duty of inquiry
a. Standard: knowledge of buyer intent to exploit OR ignorance where there is a risk reasonably to be perceived, then liable for breach of fiduciary duty of loyalty

b. Gross inadequacy of price sometimes sufficient in itself to charge buyer with notice of fraudulent intent; gross exessiveness of price may be equally significant in determining what it really was paid and may be sufficient to charge seller with notice of a fraudulent intent on part of buyer

3. Pearlman v. Feldmann: sell shares to co that buys steel, paid same price as unaffiliated buyers (not getting a good deal or anything); breach of fiduciary duty b/c corp could have exploited demand for steel in the market to get a higher price (possibility for corp gain but controlling SH kept for himself those opportunities to detriment of corp)

a. By selling majority shares, it prevented corp from putting pressure on buyers to front money, pay extra, etc. to detriment of corp

b. Value of control premium that majority SH sold shares for taken and redistributed to other SHs because that value should have gone into the corp

c. P only needed to show possibility – not guarantee – of corp gain to recover

4. Brecher v. Gregg: court says D must forfeit any illegal profit b/c “sale of corporate office” under circumstances that do not justify “sale of corporate office”

a. D’s promise to deliver effective control to 3rd party + minority of shares (4%) for inflated $$ is against public policy

b. THIS is a “naked sale” of corporate office – cannot sell what is not yours to sell under the guise of selling minority of shares at greatly inflated rate

c. Sale of office is NOT per se a violation of fiduciary duty (i.e. when accompanied by bona fide transfer of controlling shares – see Essex)

5. Essex Universal Corp. v. Yates: K to sell controlling interest control board of directors (collateral agreement doctrine); it IS legal to exchange money for immediate transfer of management control to one who achieved majority share control (unlike Brecher v. Gregg) but would not otherwise be able to convert that share control into operating control for some time? 

a. Cannot be detrimental to interest of corporation

b. Realistic to know that new controller will want his guys in office; purchase would be discouraged if control had to wait

IV. Insider Trading – 10B (10(b)(5)) (he tests a lot on this)(same 34 act as proxies – but plus manipulation language not in proxy stuff, ergo scienter requirement)
A. Using information of the company (misusing) to benefit oneself at the detriment of the company

B. SEC §14(a) (limited to proxies, limited to §12 companies)

1. Makes things illegal to protect investors and appropriate public interest

C. §10(b)(5) of the 1934 Act (applies to any corporation with sufficient connection to interstate commerce, not just §12 corporations; Same statute that contains proxy provisions)

1. Employment of Manipulative and Deceptive Devices (not found in §14; connotes intent/scienter)

2. 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

a. to employ any device, scheme, or artifice to defraud

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

c. to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person,

3. in connection with the purchase or sale of any security.
4. ALL PARTS require that the fraud be in connection with the purchase/sale of a security.
5. Courts left to flesh out: scienter, materiality, who is covered by 10(b)(5), the elements of an offense; rule just needs to be within the parameters of the statute
a. Court construes it as an anti-fraud statute
b. Scienter held to be an absolute element of a 10b5 action (need at least recklessness)
D. Goodwin v. Aggasiz: no fiduciary duty to disclose before purchasing shares…

E. SCIENTER

1. Rule cannot go any further than the scope of the statute by using the words “manipulative or deceptive…” 10(b) connotes intent
2. Cannot violate 10(b)(5) without some element of scienter re: conduct

3. Hockfelder: Mr. Neigh had “mail rule” – only he could open the mail – b/c he was defrauding investors; alleged negligent auditing of the company; USSC said if all you can allege that the accounting firm negligently helped the fraud, not sufficient to allege 10(b)(5) claim b/c (unlike §14(a)) has language of scienter); negligence does not = scienter
a. Footnote: not going to address this, but in some cases reckless behavior may be sufficient scienter

b. Since Hockfelder, courts have declared recklessness as enough – problem is in what courts decide to define as “reckless”

4. Aaron: USSC specifically says here as well that there is a specific element of scienter in 10(b)(5)

5. (Compare to Gurstel for proxy rules §14 – negligence is enough for proxy rules)

F. WHO?

1. Chiarella & Dirks: it is not really anyone
2. What about family members? Friends? Just overhearing something?

3. Must involve (1) unfairness and (2) relationship (direct or indirect) to corporate information

4. Abstention case: Texas Gulf Sulphur: historically, this case was the bible on 10(b)(5); now, broadest reading (incl. scienter) is rejected by USSC (i.e. future cases have repudiated – see Hockfelder – that 10(b)(5) may be violated by merely negligent behavior and 9 see Chiarella and Dirks – that anyone can violate it)

a. For our purposes, what still stands is as follows:

b. Materiality = (approved by USSC in Basic v. Levenson) WOULD STANDARD (“would a reasonable person attach importance to it” standard is always)— reasonably certain to have a substantial effect on the market price of the security if disclosed to public; would it have been important to a reasonable investor? And might it have affected the price of the stock?

(i) Materiality if the information is not CERTAIN = balancing test of (1) how important/magnitude is it and (2) how likely/probable is it to come true?

(ii) Date of materiality must occur before misstatements/omissions and trading

(iii) 10b5 requires material misstatements or omissions

c. The statute only authorized the SEC to address fraudulent behavior only (under this rule) so there must be a fraud

(i) Must show that the traders did so based on this undisclosed material knowledge

(ii) Proof that the traders did not usually trade, here, helped show that they were acting on the material information

d. DISCLOSE OR ABSTAIN rule (too broad) – no one is saying that they are required to disclose, but if they choose not to disclose they must abstain from trading on the information (DO NOT CITE FOR THE PROP that anyone must disclose or abstain – it becomes the rule that anyone with a duty etc. – and duty usually based on commission of fraud, only committed by people w/ duty)

(i) Mere possession of knowledge does not constitute duty to disclose (see also Chiarella, Dirks – having info and trading on it seems to be OK if you aren’t being fraudulent by not disclosing it)

(ii) Now, it matters WHO you are (relation to company) AND how you got the information (ex. overhearing vs. being told for your benefit)

5. Must be in connection with purchase or sale of a security for 10b to apply

G. “In connection with” requirement

1. Requirement generally read broadly

2. Fraud, under 10b5 must occur w/ material information and must be in connection with the purchase or sale of a security

a. Security is defined broadly, will be stock on the exam

b. There can be fraud in other types of transactions (i.e. real estate, etc.) but that would not be reached by 10b5

c. Does not just modify subsection c – modifies all subsections

3. Blue Chip Stamps: if you are a private P suing, you must be an actual buyer or seller – this is to protect companies from everyone suing just to get a settlement etc.; this limit does not similarly apply to the D; read requirement BROADLY

a. Sent out prospectus to potential buyers, but was materially false and deterred people from buying – these people could not sue b/c did not buy or sell so therefore not “in connection with” purchase/sale

4. Wharf Limited v. United International: unlawful for any person to use or employ, in connection with purchase/sale of security, any manipulative or deceptive device or contrivance in contravention of SEC rules; secret intent to breach K to give stock option is reached by statute b/c deceptive re: value of sale of security and buyer would normally presume good faith

a. D was allegedly seller of option to buy stock, P was involved with D in trying to develop a cable system in Hong Kong

b. D said it would give P stock option but never signed a written K for the agreement and secretly intended never to give P ability to exercise option

c. D’s statements were misleading as to value of option b/c here D never intended to give P the option and so the option was actually valueless

5. SEC v. Zandford: don’t need to make misrepresentation about value of security (not read that narrowly); fraud of converting money coincided with sales themselves (converting proceeds); “in connection with “requirement is to be read BROADLY (for Ds, at least) – scheme to defraud must merely relate to sale of securities (as it does here)

a. P trusted broker with money to invest it, but D (broker) defrauded P and stole all of the value of securities b/c D converted them and took the profit

b. Is there sufficient “in connection with” requirement?  Yes if allegations are true b/c fraud need only touch upon sale/purchase of securities

c. See also O’Hagan (p. 842)

6. Basic Inc. v. Levinson: USSC affirms “would” standard for materiality discussed in Texas Gulf Sulphur for soft information

a. Ps sold stock based on BS press releases with false/misleading statements

b. Court said they were prelim merger negotiations (for a merger to take place, there will be numerous discussions at various levels of the company and discussions of financing, lots of steps – therefore, prelim merger info may or may not mean a merger will happen) BUT misstatements made that there were not any talks going on at all

c. Materiality standard: citing Northway (also cited for proxy rules for “would” standard) – in applying would standard to “soft” information, they use Texas Gulf Sulphur and weigh likelihood of merger and importance of merger (look to indicia of probability and magnitude)

d. How do Ps demonstrate causation of HARM (even if they can prove materiality and scienter), loss causation?

(i) See supplement Durham

H. PLEADING REQUIREMENTS
1. BASIC cont’d: rebuttable presumption of reliance on fraud/all available information WHERE THERE HAS BEEN AN AFFIRMATIVE MISSTATEMENT (transaction causation) (do not confuse with where the government brings a c/a, this is just relating to private action)
a. People generally rely on the integrity of the market price
b. How to rebut: ex. pre-existing contract to sell at “market price” before misrepresentations occur that affects the market price… could be no reliance b/c transaction already occurred
c. What about loss causation?  The case (p. 791) mushes together transaction and loss causation.  “Ps are relying on integrity of the price” and “recent studies confirm premise that market price of shares traded on securities reflect all information” and “any showing that price received/paid by P” = price discussion 
d. TODAY, BY STATUTE, LOSS MUST BE PROVEN BY P.  NO REBUTTABLE PRESUMPTION.  It is clear that, unlike rebuttable presumption of reliance created by “throton” market theory, loss is not – needs to be properly pled. §21 of 34 act: congress made clear that any private action arising under title, P must prove that Ds violation caused LOSS.
(i) HOW you prove it is problematic.  We will come back to this.
(ii) In the realm of proximate cause.
2. How do you prove reliance on something that hasn’t been said? (private right of action, again, NOT government)

a. Affiliated Ute Citizens: USSC said it is impossible to know so creates a rebuttable presumption here as well in a nondisclosure case (b/c impossible to know what you would have done if you had known the info) 

3. Loss Causation

a. P’s burden, no rebuttable presumption

(i) Have to show that it was the fraud that caused the loss (i.e. the tanking of the price of stock did not happen for other reasons)

(ii) Prove/demonstrate the actual LOSS suffered by selling stock at too low or buying at too high was caused by the 10b5 violation, not other factors (loss causation)

(iii) (this is after transaction causation is shown i.e. 10b5 violation caused the transaction of buying/selling, rebuttable presumption)

b. Dura Pharmaceuticals v. Brudo 

(i) 9th circuit asthma case: you can satisfy pleading requirement just by showing that on day of purchase of stock, misrepresentation had inflated the price

(ii) USSC says this is in conflict of other jurisdictions and it is wrong

(iii) P. 153: at moment transaction takes place, P has suffered NO loss (so long as the market has not been corrected yet)

(iv) Was there a corrective disclosure and was there a contemporaneous aberrational drop in price at the time of the disclosure?  If so, showing this could be enough for pleading.

(v) Show that the stock went down disproportionately to other stocks relating to the industry.

(vi) This case basically just presents a problem for P lawyers (not government – just private P)

c. STRONG INFERENCE pleading requirement

(i) P must plead that D acted with “strong inference” of required state of mind

(a) under statute, complaint must state with particularity facts giving rise to strong inference of required state of mind

(b) Where does motive and opportunity fit into this?

(ii) Tellabs (p. 159): USSC – like with proxy rules, private 10b5 actions are a necessary supplement to govt enforcement BUT at same time we don’t want them to be used by questionable trial lawyers to force questionable settlements (i.e. tons of cases, causing big companies to bleed)

(a) STANDARD FOR PLEADING: An inference of scienter must be COGENT and at least as compelling as an inference of non-fraudulent intent
(b) Must be more than a reasonable or plausible basis for intent

(c) 7th circuit said PSLRA pleading requirement = whether a reasonable person would be able to infer from the facts that Ds acted with requisite scienter, but USSC said NO – not strict enough.  

(d) Does this case affect the substantive requirement of “at least recklessness”?  No, recklessness will still suffice but you must plead it better than just notice pleading.

d. 10b5-1: Mere possession/awareness of the information is defined as trading on the basis of that information, by statute 

(i) Does this eliminate the scienter requirement?  No – this does not water down/contradict USSC or congress re: requirement of scienter.

(ii) You can be aware of the info and be trading on it but you STILL have to prove intent to deceive.

(iii) Ex. you are a CEO of company X.  at noon the next day, you buy stock in the company knowing you will have a positive earnings report.  You believe, though, that the info was disclosed to the public – but it wasn’t.  Under this rule, you are still trading on the basis of the information b/c you were aware of it, BUT you lack the requisite intent to commit fraud b/c you are mistaken as to whether the public knows.

(iv) This just does away with the distinction between proving that D ACTUALLY used the info to trade (vs. relying on other information ) versus just being aware of that information – DOES AWAY WITH THAT DISTINCTION.

4. Chiarella (non-disclosure): simply having information does not create duty to disclose/abstain

a. Back to Texas Gulf Sulphur: a non-disclosure case: the case said that ANYONE with access to material information (that is not disclosed) must either disclose or abstain from trading on it…

b. Chiarella was a printer, made little more than tip money, a small player, but by virtue of his job he was able to look over his employers’ papers and find out which target companies to buy stock in by looking at announcements before they were released

c. He was found guilty b/c jury instruction said he needed to disclose or abstain…

d. ON APPEAL: THIS court repudiates Texas Gulf Sulphur.  The lower court says he was in no worse a position than a corporate insider and therefore he owed a duty… but the appellate court says NO.  in a nondisclosure case, fraud is committed when there is no disclosure by someone who has a duty to disclose.  The duty is triggered NOT just by having the info, but… what?  We don’t know, the court doesn’t define.  But it has to be more than just possession of the information.  

e. Duty to disclose arises out of (1) fiduciary duty OR (2) a similar duty that inspires trust/confidence from SHs.

(i) Note: people brought into the company like a lawyer, accountant, etc. are “temporary insiders” with the duty
f. Why? b/c reading the statute as an anti-fraud law.

g. Recipients of “tips” aren’t liable but those who give the tips are liable… but Dirks.

5. Dirks: former CEO Seacrest gets info from secrets and passed it along Dirks (in order to expose a fraud from the company) who passes it along to clients with suggestion to dump stock in overvalued company; stock then fell

a. Tipees (those who got the tip) not liable, and Dirks not liable (even though his info came from Seacrest who could not have traded on the information, himself) because not retained by the company/no link to the company (not a “temporary insider”)

b. Not enough that the tipee got the info from a fiduciary who could not trade, himself

c. Places further restrictions on 10b5 based on motivation

(i) Special Motivation Requirement: no automatic fiduciary duty just from knowigng the information – disclosures by insiders happen all the time in order for the company to do its business (i.e. to accountants, lawyers, employees, etc.); tipee is only liable with fiduciary duty if tip is made improperly (personal gain to the tipper) 

(a) Improper = tipper has personal gain
- Ex. if tip comes with return of a payoff for the tipper/splitting of profits

- Note: Personal gain is broad (i.e. pecuniary gain or reputational benefit, gift to relative or friend [b/c equivalent of you doing it and turning over the proceeds])

(ii) Court wants the tipper to breach the duty, which is not done by merely passing the information

6. IN RESPONSE TO DIRKS (lack of tipper/tippee liability without special motivation), the legislature adopted 10b5-2

a. Creates non-exclusive list of duty of trust or confidence for purposes of misappropriation theory (see also O’Hagan)

b. Creates duty to the tipper (not the company) if…

(i) If you are a person who agrees to maintain info in confidence, you have fiduciary duty to the person

(ii) History or practice of sharing confidences and you know tipper expects maintain confidence

(iii) Material nonpublic info from spouse, parent, child, or sibling, provided however, that the person obtaining the info as an affirmative defense tries to establish no duty of trust

c. So, the question becomes: how can the tippee, in that situation, engage in securities fraud if they owe no duty to the company/stockholders themselves??

d. To the extent that the SEC’s 10b5-2 rule expands fiduciary duties, does it go beyond the statute?  And thereby invalid? (unanswered, not addressed by courts)

7. Non-Classical Situations: 10b5-2 misappropriation theory (where duty is owed to a fiduciary of the corporation, not the corporation itself)

a. Before O’Hagan, the USSC had a case called Carpenter
(i) Wall Street Journal stock reporter, alleged that before publication of the accurate information the reporter would tip off a few of his buddies and they would trade based on that information before the column was printed

b. O’Hagan: lawyer representing a company dealing with Pilsbury then buys stock in Pilsbury for his profit, claiming no fiduciary duty to Pilsbury; USSC, recognizing what it said in C and D, says O’Hagan can be liable by adopting the misappropriation theory

(i) Misappropriation theory: a person commits securities fraud when he misappropriates confidential sinformation for securities fraud purposes in breach of a duty owed to the source of the information

(a) Creates a deterrent

(b) Fraudulent b/c deceiving source

(c) Securities fraud b/c deception relates to securities trading

(ii) Here, breach of duty is to partners at the firm and to the company he represents as a lawyer at the firm (temporary insider)

(iii) As long as you can find a breach of duty relating to a misuse of information that amounts to fraud and connect it to a purchase of a security, this is sufficient for the “in connection with” requirement

(iv) Must be a “deceptive device” – so, if O’Hagan wanted to avoid liability, he should have just told the source (his law firm and the firm’s client); however, this would have negative consequences for O’Hagan (i.e. getting fired, being disbarred, etc.) so it still creates a deterrent (disclosing is not a quick end run around the rule)

c. Rocklage (supplement): misappropriation problem within family; wife gets negative stock info from husband (insider) re: pharmaceutical company and passes it to her brother and disclosed to her husband that she was going to do it

(i) Still falls within misappropriation theory

(ii) Deception here has two parts: deceived her husband to get the info (had a plan with her brother to do it) & then told her brother (but cleansed this by telling her husband)

(iii) Appellate court distinguishes this case from O’Hagan b/c HERE we know how she came by the info (in O’Hagan we don’t know if he came by the info by deception)

(a) She never eliminated the ENTIRE deception b/c she never disclosed that she didn’t intend to protect confidentiality BEFORE he told her the info (in connection with the purchase/sale of security)

(b) At the point that he told her the info, the original intent fraud was basically incurable

(iv) MATERIALITY

(a) Deception/fraud is required for 10b5 violation, which requires material misstatement/nondisclosure where there is a duty
(b) Probability magnitude test (would standard – info must be material to be a 10b5 violation)

(c) Here, it was unclear so the case was remanded on this ground

I. 16b (won’t be tested more than 10 pts out of 100; just use to contrast with 10b and 10b5)

1. if you are an officer, director, holder of over 10% of equity security (SH), you may not (w/o possible liability) buy and then sell in a period of less than 6 months OR sell and then rebuy in a period of less than 6 months without accounting for the profit

2. short swing – purely private mechanism, the SEC does not enforce this; crude rule of thumb, overprotective overinclusive statute

3. strict liability statute, no requirement of scienter or materiality

a. predicated on the basis that if insiders are doing this there is at least a chance that they are trading on insider information

b. Kern: Will be held to liability unless sale of stock is somehow involuntary (“needing” the money is not involuntary) – you really just can’t do it

4. All he wants us to know is this: You are a director/officer/over10%.  If you buy it at 10 and sell it for more than 10 in less than 6 months, you are strictly liable for that sale.  Even if you sell at multiple different prices, they will match up all of the ones that are more than 10 and “get you.”

a. For the exam, THIS WILL BE VERY CLEAR.  It will be the basic situation.

5. Diamond and Malone – common law cases (Del): if the courts had interpreted more broadly under state law, may not have even needed 10b5 stuff

6. Stoneridge

7. Santa fe vs. Reem

J. WE WILL NOT BE TESTED ON HOW TO CALCULATE DAMAGES FOR THESE CASES

EXAM

- 3.5 hours long

- essay

- 300 points

- DO NOT BEGIN TO TYPE ANSWERS IN FIRST HALF HOUR

- KNOW: 10b5, 14a, fiduciary duties of loyalty and care of officers (plus others, maybe cum voting, books/records, sale of control… perhaps); 16b is 10 pts only; non corporate stuff is not more than 30 pts (10%)

- Don’t know: valuation, calculation of current net value

- DO NOT need to cite case names or specific statutes (but, its nice to cite 10b, 10b5, proxy rules 14, 14a9 – BUT not the others)

- DO need to know the concepts

- May use abbreviations (i.e. BJR, but say “business judgment rule” first – just make sure he can figure it out)

- 1st 100 points: fact pattern, big conglomerate, unlike test on file it will not be incorporated in a specific state, many issues, ID them all, talk about rule of law, talk about elements, apply the elements to the facts (v. important) [ex materiality, scienter, duty to disclose, etc.]
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