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PROMOTERS
1. RULE:  

a. Corp not yet in existence can’t enter into K.  

2. POSSIBILITIES (look at intent/knowledge of parties & when performance is due):

a. K between promoter and 3P.

b. Revocable offer to enter into K.

c. Irrevocable offer to enter into K for limited time.

d. Promoter is bound by K until corp is formed.  

e. Promoter and corp are jointly/severally liable once corp is formed.
AGENCY
1. KEY RULES:

a. Agent is fiduciary to principal. 

b. Principal is bound by acts of agent w/in scope of authority.  

c. Powers of agent are strictly construed. 

2. ACTUAL AUTHORITY:

a. Power of the agent to affect the legal relations of the principal by acts done in accordance w/ the principal’s manifestations of consent to him.  

i. Express authority comes from: 

1. Bylaws OR 

2. Board approval OR

3. Directive of someone w/ actual authority.  

ii. Implied authority comes from:

1. Inferences based on words used;

2. Customs; AND

3. Relations of the parties (conduct/course of dealings/performance). 

3. APPARENT AUTHORITY:

a. Agent has apparent authority if agent acts in way that would lead a reasonable 3P in position of 3P to believe that the principal had authorized the agent to act.

i. Principal is bound by agent’s actions.  

ii. Agent not liable to principal if acts are ratified BUT

iii. Agent can be held liable to principal (separately) if acts are not ratified. 

4. INHERENT AUTHORITY:

a. Agent’s authority is neither express nor implied BUT it’s reasonably foreseeable to principal that agent would take action at issue to detriment of 3P.

i. Basically a variant of respondeat superior. 

5. AUTHORITY BY ESTOPPEL:

a. Principal causes 3P to believe that agent is authorized to act and 3P relies on reasonable belief to its detriment.    

i. Meant to protect 3Ps that detrimentally rely based on estoppel principle.  
CORPORATE OBJECTIVES

1. MAIN OBJECTIVE:

a. Maximize net present value to SH.  

2. OTHER POINTS:

a. Statutes state that corps may/shall (depending on statute) take ethical/humanitarian/ community/societal considerations into account. 

b. Donations to charitable causes (regardless of relationship to corp mission) are okay even in absence of statute as long as they’re reasonable. 
PIERCING THE CORPORATE VEIL
1. KEY BASIC POINTS:

a. Piercing is an equitable exception to general limited liability rule.  

b. It is only allowed in the most extraordinary circumstances. 

2. ANALYSIS:

a. Requirements:

i. Fraud OR parent and sub are alter-egos of one another AND 

ii. Unfairness/injustice will result from allowing limited liability.

b. Relevant factors for piercing:

i. Adherence to corporate formalities;

1. Relevant formalities include:

a. Regular Board meetings;

b. Keeping minutes of meetings;

c. Keeping separate management; AND

d. Keeping separate financial statements.

2. May create pf case of unfairness on its own. 

ii. Commingling/siphoning of funds between subsidiary and parent;

1. Also look for:

a. Overlapping directors, 

b. Parent causing sub’s incorporation, 

c. Parent completely financing sub, 

d. Parent owning all of sub’s stock, 

e. Parent directing sub’s activities, 

f. Parent treating sub’s assets as its own, 

g. Sub doesn’t follow corp formalities, AND

h. Sub has no business of its own absent parent.  

iii. Undercapitalization.

1. Determine at time of incorporation.  

2. Also see if sub is undercapitalized but parent isn’t.

3. May be enough in CA but probably not.  

3. OTHER KEY POINTS:

a. Look at Learned Hand formula (B<P*L).

b. Some courts more likely to pierce for tort creditors than K creditors b/c K creditors are better equipped to protect against insolvent debtors.  

c. Other courts require fraud/injustice under second prong which makes it nearly impossible for tort creditors to recover (absent fraud) b/c not getting paid isn’t enough to constitute injustice/unfairness in most circumstances if no benefit conferred.  
d. Courts more likely to pierce in parent/sub context than where there are individual SH. 
e. Also note that piercing can be layered if there are multiple alter egos. 
SHAREHOLDER INFORMATION RIGHTS UNDER STATE LAW

1. RULES:

a. State law provides for some mandatory information rights (e.g., access to SH lists and annual financial statements such as profit/loss statements and balance sheets). 

b. Proper purpose = relates to interest as SH or important social policy.  

i. At C/L, SH had to prove proper purpose for obtaining records.

ii. Now, corp has to prove improper purpose OR SH has to prove proper purpose relating to interest as SH and establish need for records to obtain them.  

1. This gives curmudgeonly Ds ways to make the process more expensive and to tie Ps up in litigation.

iii. Some courts will just grant access but issue injunction against bad uses.

c. Problem w/ system under state law is that corp can tie up SH in litigation just to get information and the headache far from guarantees good access. 
SHAREHOLDER VOTING RIGHTS

1. KEY POINTS:

a. Straight voting 

i. Vote as many voting shares as you have for each candidate but can’t spread votes out.

b. Cumulative voting 

i. Same but votes can all be given to one candidate; protects minority SH b/c it increases chances that they will be represented; required by some states.

c. Staggering 

i. Limiting number of directors up for election at one time; not allowed in some states; others allow it but it can’t defeat cumulative voting. 

d. Removal 

i. SH can always remove director for cause; some states allow for director to be removed w/o cause or for corp to provide for it in bylaws or certificate of incorporation.

ii. Can’t remove w/o cause to undo effects of cumulative voting. 
CLOSE CORPORATIONS 

1. KEY POINTS:

a. Corp wants to be corp to outside world but function like partnership internally.

b. Statutes either expressly provide for close corps or have special provisions for close corps or modify existing provisions to be of some use to close corps.  

c. Corp should elect this status if provided for by statute to derive its benefits (include in certificate of incorporation). 

d. Some statutes require share transfer restrictions on stock (e.g., DE).

e. Statutes also generally allow for Board to be eliminated.

f. Gets rid of sterilization/slight impingement problem.

2. TRAITS:

a. Small number of SH;

b. No ready market for the corp stock; AND

c. Substantial majority SH participation in the management, direction, and operation of corp.  

3. FIDUCIARY DUTIES:

a. Strict duties borrowed from partnership law.

i. Also note that majority owes fiduciary duty to minority and can’t take actions to exclusion of/detriment to minority if less harmful/restrictive alternatives are available.  

ii. Limitation on this is if planned for in advance and still in conformity w/ equitable principles.  

4. PLANNING DEVICES:

a. Shareholder Voting Agreements

i. Shareholder Voting Agreements/Pooling Agreements

1. Agreement between two or more SH to vote their stock in a specified way or to vote their stock the same way.

a. Perfectly valid.  

ii. Revocable Proxies

1. SH gives authority to someone else to vote shares.  

2. Revocable at any time.  

iii. Irrevocable Proxies

1. Must be coupled w/ an interest (e.g., pledge, option/purchase agreement, creditor, employee w/ K requiring appointment, or trust beneficiary).  

a. Idea is that requiring an interest ensures that person exercising voting rights looks out for corp’s best interests b/c corp’s interests become that person’s interests. 

2. Becomes revocable once interest expires.

iv. Voting Trusts 

1. Separates legal ownership of stock from beneficial ownership.

a. Trustee holds legal title.

b. Entrustor holds equitable title and gets beneficial aspects of ownership.

2. Transfers voting power to a trustee.  

3. Trustee owes fiduciary duties to entrustor.  

4. Irrevocable regardless of consideration BUT most statutes limit length of voting trusts to set amount of time (if allowed at all).

v. Share Classifications 

1. Allows corp to have different classes of stock.  

2. Can be used to give more voting power to minority in theory depending on how voting rights of different classes are defined in beneficial way.  

b. Director Level Restrictions

i. Shareholder Agreements

1. Allow SH to control/eliminate Board and modify voting rights.

a. SH assume Board’s fiduciary duties when they do this.

2. Must be entered into by all/substantial majority of SH (depending on state’s statute).  

a. Some states require restrictions on Board to be in certificate of incorporation.  

3. Some statutes limit amount of time for which such agreements are valid.

c. Supermajority Quorum & Voting at SH and Director Levels 

i. Would be included in certificate of incorporation or bylaws.  

1. Idea is that SH can require more directors to be present for decision to be made or that SH can require more SH to vote for decision to be made. 

ii. Goal is to protect minority’s interests by increasing number of votes necessary to make decision.  

1. Can do this the opposite way (in theory) and require fewer people to participate in decision-making process (but generally not less than 1/3 of group).  

2. Also can be amended w/ 2/3 vote unless provided otherwise (at least in some states).

iii. Downside is that it increases chances of deadlock.  

1. However, this is offset by limitation that veto power can’t be exercised unreasonably.  

2. Can also offset this by planning for what to do in event of curmudgeonly SH whose interests conflict w/ everyone else’s. 

d. Share Transfer Restrictions & Buyouts

i. First Refusal

1. Least restrictive option for SH.

a. Does not require SH to sell to corp unless corp is highest bidder.

2. Allows SH to go out and get best offer BUT SH has to give corp chance to meet price before selling to someone else. 

a. Bad for corp b/c it may have to pay more for shares.  

ii. First Option

1. Corp sets price/valuation scheme and corp/other SH get first opportunity to buy shares before SH can sell to someone else.  

a. Gives corp more control over who can buy shares b/c it can pay less to SH than SH can get from someone else and b/c corp gets first crack at buying shares.  

2. Benefit is that it creates more certain result b/c it increases likelihood that SH a market for shares.  

a. Downside is that SH can’t get higher price for shares if corp/other SH decide to exercise option.  

iii. Consent Restraints

1. Now OK in most states if reasonable.

a. Designed to further legit purpose and not absolute restraint on alienability).

i. Viewed as unreasonable at C/L.  

2. SH must have notice of restriction.  

a. Reasonableness factors:

i. Size of corp;

ii. Degree of restraint on alienation;

iii. Length of restriction;

iv. Method used in determining value; 

v. Likelihood of restriction helping corp obtain legit objectives;

vi. Possibility that hostile SH could harm corp; AND

vii. Probability that restriction will promote corp’s best interests.

5. PIERCING THE CORPORATE VEIL:

a. Same as for other corps BUT 

b. Can’t use nonadherence to formalities to punish close corp if nonadherence provided for by statute.  

DISSOLUTION

1. BASICS:

a. Extreme action – ends corporate existence. 

b. Even if option, court can use equitable power to choose better remedy.  

2. DEADLOCK:

a. Management at impasse and can’t get anything done OR SH can’t vote on directors OR SH best interests served by dissolution.  

b. Always allowed in 2 person corps unless bylaws provide otherwise.  

c. Must be done in conformity w/ statute and bylaws.  

d. Alternatives include buying out minority SH and submitting disputes to arbitration (if not in contravention of state law/bylaws). 

3. OPPRESSION:

a. Majority takes action that defeats reasonable expectations of minority SH. 

i. Sometimes called:

1. Persistent unfairness OR 

2. Undue prejudice.

ii. Look at:

1. Subjective expectations of minority SH; AND

2. Whether subjective expectations of minority SH appear reasonable to objective 3P.  

b. Alternatives include planning devices such as mandatory buy-back provisions /other Ks.
i. Court can choose less extreme remedy such as fair compensation for shares rather than dissolve corp if it makes more sense. 
ii. Point is for minority SH to get compensation but allow business as usual if possible.  

4. AT WILL:

a. Allowed by some states.

i. Done by including provision in certificate of incorporation setting number of shares needed to do it or amending certificate to allow for it w/in parameters of statute/bylaws. 

b. Allows for corp to be dissolved if certain conditions precedent are met. 

i. Not really a planning device – more of an escape mechanism.

5. JUDICIAL:

a. Allows court to dissolve corp on its own accord for corp’s bad acts.

i. Only allowed if:

1. Corp obtained articles of incorporation through fraud; OR 

2. Corp has continued to exceed or abuse authority conferred upon it by law.
DUTY OF GOOD FAITH
1. RULES:

a. Director can’t make decision w/ subjectively bad intent AND

b. Director can’t make illegal decision AND 

c. Director can’t ignore duties to corp AND

d. Director can’t consciously disregard possible adverse consequences of decision. 

2. OTHER KEY POINTS:

a. Threshold requirement for BJR to apply.

b. Basically it’s a necessary but not sufficient condition for upholding corp decision (floor and not a ceiling).  
DUTY OF CARE
1. RULE:

a. Director must make a business decision;

b. Director must be reasonably informed w/ respect to subject matter of decision;

c. Director must make decision in subjective good faith; AND

d. Director cannot be making decision in regards to a self-interested transaction.

2. KEY POINTS:

a. BJR only applies if all four conditions are met.  

i. Basic idea is that the BJR is a variant of a rational basis test. 

ii. ALI approach also requires that decision be subjectively AND objectively rational.  

iii. Courts don’t want to closely scrutinize most business decisions. 

b. Analysis broken up into two prongs – procedural and substantive. 

i. Courts are very deferential on the substantive prong if procedural prong is met b/c the idea is that sound process is supposed to lead to sound business decisions.

c. Procedurally informed decision will not be stricken down unless P proves decision is absolutely irrational (harder to prove than unreasonable).  

i. However, court will examine fairness/reasonableness of decision more closely if procedural prong is not met.  

d. Statutes seem to impose negligence standard BUT courts interpret statutes to require more than ordinary negligence (e.g., “gross negligence”).

i. Idea is that Board members should not have to fear liability for making risky decisions that don’t pan out.  

e. Requires corp to have effective internal monitoring controls w/ regard to reasonably foreseeable risks/problems.  

i. Does not require mechanisms to protect against risks that aren’t reasonably foreseeable. 

f. Corp can include exculpatory clause (liability shield) in bylaws/certificate of incorporation to limit duty of care liability for directors if provided for by statute.

i. Raises liability threshold for director decisions.  

1. Idea behind exculpatory clauses is that they allow directors to make even riskier decisions w/o fear of liability as long as they adequately discharge other duties.  

ii. Can’t eliminate duties of good faith and loyalty or completely eliminate duty of care.  

1. Doesn’t cover reckless/intentionally bad/completely uninformed/ illegal decisions.  

iii. Works as affirmative defense – D bears burden of proof.  

1. However, if there’s an exculpatory clause P bears burden of pleading claims not covered by exculpatory clause. 

2. If all of P’s claims fall w/in exculpatory clause, then D entitled to judgment as a matter of law.   

g. Director can’t insure against duty of care claims brought by corp against director.

i. However, director can insure against duty of care claims brought by SH in derivative lawsuit.  

TAKEOVER THREATS
1. FUNDAMENTAL POINTS:

a. Takeover threats present a situation where the Board is not protected by BJR even if it acts in good faith and makes informed decision.  

b. Additionally, Board bears burden of proof on all elements in these circumstances.

2. RULES:

a. Board must believe in good faith that there is a takeover threat; 

b. Board’s response to threat must be reasonable and proportionate; AND

c. Unilateral board action w/ primary purpose of impinging on SH voting rights must be supported by compelling justification.  

3. POSSIBILITIES:

a. No compelling justification needed if legitimate threat and response is reasonable and proportionate if Board doesn’t take unilateral action w/ primary purpose of impinging on SH voting rights.

i. Applies to situation where Board takes action that impinges on SH voting rights BUT SH approve.  

b. Compelling justification needed if Board takes unilateral action w/ primary purpose of impinging on SH voting rights; response still needs to be reasonable and proportionate in relation to threat.  

i. Very difficult to meet; almost always less restrictive alternatives available such as proxy fight and buying back shares of stock to gain more voting power. 

DUTY OF LOYALTY
1. KEY POINTS:

a. Triggered if director/officer has conflict of interest in transaction based on personal financial interests. 

i. Idea is that directors/officers can’t serve two masters and owe a higher duty to the corp than they do to themselves (goes along w/ being a fiduciary).  

ii. Look for director/officer buying something from/selling something to corp.

b. Common law rule was that all such transactions were voidable.  

i. Meant to protect against unfair transactions.

ii. Problem w/ rule is that not all self-interested transactions are bad for the corp.

iii. In fact, some self-interested transactions could be beneficial to all parties.

c. Modern rule is that transaction is not voidable as long as it is fair to corp when entered into (fair price and fair in light of corp’s interests).  

i. Absent cleansing devices, director/officer bears burden of proving fairness. 

d. Remember that BJR can’t apply to self-interested transactions!

i. Exception is where certain cleaning devices are used (see below).  

e. Further note that director/officer will almost certainly lose if disclosure is not made.

i. Lack of disclosure makes it virtually impossible to conclude that transaction was fair to corp when entered into and will prompt court to look at transaction w/ great suspicion even if the transaction is not void per se.

ii. Also look for Rule 14a-9 violation if proxy used in seeking transaction approval from SH. 

2. CLEANSING DEVICES:

a. Idea is that dirty transactions can become clean if disinterested parties are sufficiently involved in decision-making process.  

i. Rationale is that their involvement will help ensure fairness to corp.

b. Two main cleansing devices:

i. Approval by disinterested Board members; AND 

ii. Approval by disinterested SH. 

c. Threshold requirement:

i. Director/officer must disclose all material information regarding transaction and interest in it to Board & SH.

ii. If this is not done, then transaction can’t be cleansed b/c it is impossible to assess fairness w/o adequate information.  

iii. Additionally, approval by disinterested Board members usually less effective in cleansing transaction than approval by disinterested SH b/c it is more likely that cronyism/other bad influences will be present w/ Board members than w/ disinterested SH.  

d. Possibilities if cleansing devices are used:

i. Director/officer still has to prove fairness.

1. BUT cleansing device helps director/officer meet burden.

ii. Standard remains fairness BUT burden shifted to P to prove that transaction was unfair to corp when entered into (or that Board could not have reasonably concluded that transaction was fair when entered into).

1. Rewards director/officer for seeking approval after disclosure BUT keeps fairness requirement. 

2. Reasonably concluded fairness standard is lower than actual fairness standard – only requires legitimate inference of fairness.

iii. BJR applies if director/officer uses cleansing devices.    

1. Becomes irrationality standard as long as decision was informed. 

2. Still requires Board to comply w/ BJR.  

iv. Waste standard applies if director/officer uses cleansing devices.  

1. Best scenario for D b/c waste is a really hard standard to meet.

2. Standard is more likely to apply where disinterested SH approve than where disinterested Board approves.    

v. P can’t have transaction voided no matter what.  

1. Basically creates conclusive presumption of fairness if cleansing devices used in jurisdiction that follows rule.  

e. Best option for director/officer:

i. Disclose everything relevant and material to corp AND

ii. Seek approval from both Board and SH.  
COMPENSATION
1. KEY POINTS:

a. Subset of the duty of loyalty.

i. Director/officer compensation is a clear example of a self-interested transaction.

ii. But disclosures to Board not required b/c interest in transaction is obvious.

b. Board generally has authority to fix director/officer compensation subject to certain limitations unless bylaws provide otherwise.

i. Idea behind general rule is that investors can decide whether to invest in companies that give absurd compensation to directors/officers.

c. Board also has power to issue stock options as compensation as long as issuing options doesn’t amount to fraud.  

i. Key is to disclose options to investors so that they can then decide whether they still want to own stock in the company.  

ii. Could lead to moral hazard of directors/officers taking action to manipulate stock price even though not in corp’s best interests.

iii. Also could defeat reasonable expectations of minority SH in close corp. 

2. ALI APPROACH:

a. If no cleansing steps, then director/officer has to prove that compensation was fair to corp when approved.  

i. Look at:

1. Abilities/background of director/officer;

2. Director/officer’s past performance; 

3. What other directors/officers similarly situated are earning.

b. If approved by disinterested directors, then decision must satisfy BJR.

i. OK if unfair; 

ii. NOT OK if irrational OR if compensation amounts to waste.

c. If approved by disinterested SH, then waste standard applies.  

i. Requires sufficient disclosures to SH

ii. BUT NOT that SH be sufficiently informed.
CORPORATE OPPORTUNITY DOCTRINE 

1. KEY QUESTION:

a. Does the opportunity fairly belong to the corp or to the director/officer?

2. MISUSE OF CORPORATE ASSETS:

a. Using corporate assets for your own personal benefit at corp’s expense.  

3. INTEREST/EXPECTANCY TEST:

a. Director/officer cannot take any opportunity in which the corp has a tangible interest or reasonable expectancy of taking for itself.  

4. LINE OF BUSINESS TEST:

a. Opportunity is one that the corp can financially undertake, 

b. Opportunity is in the line of the corp’s business and is of practical advantage to it, 

c. Opportunity is one in which the corp has an interest or reasonable expectancy, AND

d. Director/officer will be brought into conflict w/ corp’s interests by embracing opportunity. 

5. FAIRNESS TEST:

a. Opportunity is one that is unfair for director/officer to seize in light of ethical standards of fairness and equity. 

6. POSSIBLE DEFENSES:

a. Not covered by applicable definition; 

b. Corp rejects opportunity; AND/OR

c. Opportunity not offered to director/officer in official capacity.

7. ALI APPROACH:

a. Corporate opportunity means:

i. Any opportunity to become involved in a business opportunity:

1. In connection w/ performance of director/senior executive functions OR under circumstances where director/senior executive should reasonably conclude that the person expects opportunity to be offered to corp; OR 

2. Through the use of corp information or property, if opportunity is one that director/senior executive would be reasonably expected to believe would interest corp; OR

3. Director/senior executive becomes aware of opportunity and knows that it is closely related to business in which corp expects to engage.   

b. Director/senior executive can’t take advantage of opportunity UNLESS:

i. The director/senior executive first offers opportunity to corp concerning the conflict of interest and corp opportunity; 

ii. The corp rejects the opportunity; AND EITHER:

1. Rejecting opportunity is fair to corp; OR

2. Disinterested Board members (or superiors in case of senior executive) reject opportunity in advance in manner that satisfies BJR; OR

3. Rejection is authorized in advance or ratified by disinterested SH and rejection does not amount to waste of corp assets. 

8. SAFE OPTION:

a. Disclose to corp AND 

b. Risk that corp will pursue opportunity at expense of director/senior executive.  
COMPETING WITH CORPORATION
1. BACKGROUND:

a. In this context, competition is defined as economic rivalry between sellers of reasonably substitutable goods and services in the same market.   

i. Really just another subset of the duty of loyalty b/c it involves director/officers serving their own interests rather than the corp’s interests. 

2. RULES:

a. Under the ALI approach, competing with the corp is not an automatic breach of fiduciary duty for a director/senior executive.  

i. However, it still is not allowed UNLESS:

1. There is no reasonably foreseeable harm to corp from competition, OR any reasonably foreseeable harm is outweighed by expected benefits to be derived from competition, AND 

2. Competition is authorized in advance or ratified following sufficient disclosures to disinterested directors (or disinterested superior in case of senior executive) concerning conflict of interest and competition in manner that satisfies BJR, OR

3. Competition is ratified in advance by disinterested SH and decision is not equivalent to waste of corp assets.  

DUTIES OF CONTROLLING SHAREHOLDERS

1. KEY POINTS:

a. Controlling SH owe fiduciary duty to corp and minority SH.  

i. Primarily encompasses duties of good faith and loyalty BUT could encompass duty of care as well in close corp where SH assume fiduciary duties of Board.  

ii. Look to see if actions are taken in good faith and not to the detriment of the minority.

b. Covers voting decisions and relationships between parent corp and subsidiaries.  

i. Look to see if controlling SH is attempting to take benefit to exclusion of/ detriment to minority SH.  

ii. Also look to see if actions are taken to exclusion of/detriment to minority SH of subsidiary. 

c. Most likely to be fair where there’s a compelling justification for actions taken. 

i. BUT will not apply where same goal could’ve been accomplished through less harmful/restrictive means.  

d. Controlling SH normally bears burden of proving fairness. 

i. However, P must come forward w/ evidence of unfairness in transaction conducted in ordinary course of business (regardless of cleansing devices/ at least under ALI approach). 

e. Cleansing devices can be used to modify/facilitate burden of proof. 

i. If burden of proof unchanged, cleansing still helps D prove fairness.

ii. If controlling SH makes proper disclosures and transaction authorized in advance by disinterested Board members and authorized/ratified by disinterested SH, then burden of proof is reversed and P has to prove unfairness.  

iii. If transaction not authorized in advance but later ratified by disinterested directors and corp’s interests not adversely affected in significant way, then burden of proof is still reversed and P has to prove unfairness.
CONTROL PREMIUMS
1. RULES:

a. Controlling SH does not have to share premium paid for control aspect of stock w/minority SH.  

i. Counterargument is that control premium should be treated as corp asset.

b. Can’t sell corporate offices UNLESS controlling shares go along w/ office.

i. Counterargument is that you still shouldn’t be able to sell office even under that circumstance b/c new controlling SH can simply elect new directors. 

1. Counter to counterargument is that elections might not take place for a while and new controlling SH might want to bring in new team right away.

c. Exceptions to general rule are:

i. Foreseeable looting of corp assets;

1. Relevant factors:

a. Highly liquid assets; 

b. High selling price;

c. Partial initial payment; AND

d. Immediate transfer of control.

i. Basically resembles LBO situation.

ii. Idea is that minority is going to get screwed b/c new controlling SH is going to sell off assets that give value to minority’s investment.  

ii. Fraudulent acts; AND

iii. Conversion of corporate opportunity.

1. Also note that ALI approach says that duty of fair dealing not met where apparent from circumstances that buyer is going to take unfair advantage of circumstances. 

a. Triggers duty to investigate.  

b. Courts generally won’t force sharing of control premium unless controlling SH breaches other fiduciary duty.

i. However, circumstances listed above would breach duty of good faith and fair dealing and give rise to situation where sharing control premium would be in the interests of fairness to compensate minority for harm caused by sale. 

SECTION 14(a) & RULE 14a-9

1. FUNDAMENTAL POINT:

a. Corp must be covered by section 12 ($10 million or more in assets and 500 or more SH).  

2. SECTION 14(a):

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

3. RULE 14a-9:

a. No solicitation subject to this regulation shall be made by means of any proxy statement, form or proxy, notice of meeting or other communication, written or oral, containing any statement which, at the time it is made, is false or misleading with respect to any material fact, or which omits to state any material fact necessary in order to make the statements therein not false or misleading or necessary to correct any statement in any earlier communication with respect to the solicitation of a proxy for the same meeting or subject matter which has become false or misleading.

b. The fact that a proxy statement, form of proxy or other soliciting material has been filed with or examined by the Commission that such material is accurate or complete or not false or misleading, or that the Commission has passed upon the merits of or approved any statement contained therein or any matter to be acted upon by security holders.  No representation to the contrary shall be made. . . .

4. PRIVATE CAUSES OF ACTION:

a. Statute does not expressly provide for private cause of action 

b. BUT court has interpreted statute to include private cause of action.

i. Rationale is that the SEC lacks the resources to adequately protect investors without allowing them to bring private actions on behalf of themselves.

5. ELEMENTS OF RULE 14a-9 CAUSE OF ACTION:

a. Scienter 

i. Almost certainly not a S/L statute.

ii. Negligence may suffice.

iii. Some courts require recklessness.

iv. Supreme Court has not yet decided issue. 

b. Materiality 

i. Would standard

1. Information is material if it would be important to a reasonable investor in making a voting decision.  

a. Opinions and beliefs of directors can be factual for two reasons: 

i. As statements that the directors do act for the reasons given or hold the belief stated AND

ii. As statements about the subject matter of the reason or belief expressed.

c. Transaction causation – only required for private actions. 

i. Proxy must be essential link in accomplishing transaction.  

1. If votes aren’t necessary for accomplishing transaction, then P loses.

ii. Not necessary to prove individual reliance on the proxy. 

d. Loss causation – only required for private actions. 

i. The proxy solicitation must have caused P to suffer a financial loss.

ii. However, if P proves the first three elements then P can still recover attorneys’ fees and other appropriate relief (just no damages). 

6. RECOVERING COSTS OF PROXY FIGHTS:

a. Management is entitled to recover reasonable costs of proxy fight from corp in legitimate contest over policy (but not in a contest over personality).  

i. Consider:

1. Policy versus personality?

2. Reasonable and proper expenditures/waste of corp assets?

3. SH approval?

4. 14a-9 violations?

b. Insurgents are only allowed to recover costs from corp (subject to same limitations) if they win.  

7. POSSIBLE SCENARIOS:

a. Corp is seeking SH approval of transaction that corp wants to go forward; AND/OR

b. Insurgency is trying to take over company through elections; AND/OR

c. Corp is seeking to fight insurgency. 

i. Note that all three of these could be going on at the same time.  

1. For example: 

a. The corp could be seeking approval of an anti-takeover mechanism (including the power to stagger board elections to offset possible gains by insurgencies and or repurchase of substantial amount of treasury shares to gain more voting control).  

i. This is a transaction for which corp needs SH approval, which will in turn entail proxy solicitations.    

ii. The repurchase of stock (depending on surrounding facts) could trigger a 10b-5 issue for at least some of it and could definitely create a 16(b) scenario.  

b. Simultaneously, an insurgency may be trying to take over the company by amassing shares and seeking for SH to vote them in as directors in the next Board election.  

i. In seeking SH approval, this also requires proxy solicitations. 

ii. They too could into 10b-5 and 16(b) problems depending on their respective positions and trading patterns.  

c. Also simultaneously, the Board could be seeking SH votes to defeat the insurgency in the Board election.  

i. In seeking SH votes, there will be yet another proxy solicitation.    

ii. Further note that a Unocal-Blasius problem could arise on these facts.

1. Specifically, if the SH reject the anti-takeover plan and corp goes forward w/it anyway, there will then be unilateral board action requiring Blasius to be invoked w/in Unocal.  

2. Otherwise, if the SH approve the transaction, then the Unocal reasonable and proportionate standard that will be invoked.
SHAREHOLDER PROPOSALS

1. FUNDAMENTAL POINT:

a. Corp must be covered by section 12 ($10 million or more in assets and 500 or more SH).  

2. SECTION 14(a): 

a. Same statute that applies to proxies (see above). 

3. RULE 14a-8:

a. SH must own at least $2k of stock or 1% company’s securities for at least one year by the date the proposal is submitted, hold securities through date of meeting, and prove ownership of securities.  

b. SH can submit one proposal per year not exceeding 500 words recommending/ requiring corp to take specified course of action.

c. Corp has to pay for costs of including proposal in proxy statement.

d. SH must comply w/ submission deadlines.

e. If corp seeks to exclude proposal, corp must submit statement explaining why it should be excluded to SEC for SEC to send no action letter and exclude proposal. 

4. EXCEPTIONS:

a. Improper under state law;

b. Violation of law; 

c. Violation of proxy rules; 

d. Personal grievance/special interest (relates only to you or only benefits you or your personal interest); 

e. Relevance (5% exception – less than 5% of company’s assets, less than 5% of company’s net earnings and gross sales, and not otherwise significantly related to company’s business);

f. Absence of power/authority (corp lacks authority to implement proposal); 

g. Management functions (relates to company’s ordinary business); 

h. Conflicts w/ company’s proposal; 

i. Substantially implemented (when/if question); 

j. Duplication (substantially duplicates someone else’s proposal); AND

k. Resubmissions (substantially the same as proposal w/in last five years that didn’t get that many votes the last time it was included).  

COMMON LAW INSIDER TRADING
1. RULE:

a. No liability absent fraud or proof of breach of other fiduciary duty.

b. Evolution of fiduciary duty law may offer protection to aggrieved persons under other theories depending on duties deemed to be owed.  
SECTION 10(b) & RULE 10b-5

1. FUNDAMENTAL POINT:

a. Corp whose securities are traded need not be covered by section 12.  

2. SECTION 10(b):

a. It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or the mails, or of any facility of any national securities exchange:

iii. To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, . . . any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors . . . .

3. RULE 10b-5:

a. 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,

i. To employ any device, scheme, or artifice to defraud, OR

ii. 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 light of the circumstances under which they were made, not misleading, OR

iii. To engage in any act, practice, or course of business which operates or would operate as a  fraud or deceit upon any person, in connection with the purchase or sale of any security.

4. PERSONS COVERED:

a. Traditional insiders; 

b. Tippees who received information under circumstances where tipper intended to derive financial benefit from trading; 

c. People under fiduciary obligation to insiders to keep information confidential (misappropriation theory).  

5. OPTIONS FOR PERSONS COVERED:

a. Disclose information (if allowed) OR 

b. Abstain from trading.  

6. PRIVATE CAUSE OF ACTION:

a. Not expressly provided for by statute BUT court has interpreted statute as creating private cause of action because the SEC lacks the resources to adequately protect all aggrieved persons. 

b. Person bringing private cause of action must be buyer or seller of security at issue.   

7. ELEMENTS OF RULE 10b-5 CAUSE OF ACTION:

a. Materiality 

i. “Would” standard  

1. Information is material if there is a substantial probability that it would be important to a reasonable investor in making a decision.  

ii. “Soft” information  

1. If information is not certain, balance magnitude and probability.  

b. Scienter

i. Court has interpreted regulations to require scienter based on “manipulative or deceptive” language in statute.

ii. Regulations that don’t require scienter will either be stricken down or read in way that imposes scienter requirement.    

iii. “Reckless(ness)” is the minimum scienter required to prove violation.  

c. Transaction causation (reliance) – only required for private actions.

i. Reliance is generally presumed under “fraud on the market” theory.

1. This means that the market is cheated because the missing/inaccurate information causes the market to inaccurately reflect true value of security.

ii. Ds can rebut presumption of reliance in two ways:

1. Show that investor would have bought security anyway (doesn’t really work in class action context); OR

2. Show that market price already reflected inaccurate/missing information, thus making reliance impossible.  

d. Loss causation (damages) – only required for private actions:

i. P must show that D’s actions caused P’s financial loss.  

ii. If P has not suffered any financial loss or if P would have suffered the same loss absent D’s misconduct, then P cannot recover damages under the statute and ensuing regulations.   
SECTION 16(b)
1. FUNDAMENTAL POINTS:

a. Strict liability statute.

b. Intentionally overinclusive b/c it is a prophylactic to stop short-swing trading by insiders.

c. Statute only allows for private causes of action.  

d. Corp whose securities are traded must be covered by section 12 ($10 million or more in assets and 500 or more SH).  

2. PERSONS COVERED:

a. Directors and officers; AND

i. Transactions occurring before person becomes director or officer are not covered under the rule 

ii. BUT person who is a director or officer on front end of transaction but not the back end is covered by the rule.  

b. Persons who hold at least 10% of any class of stock.  

i. 10% shareholder must own at least 10% of any class of stock on both ends of transaction.  

3. RULE: 

a. Covered person cannot sell a stock at a higher price than for which s/he purchased it at during a six-month period.

i. Note that higher sale price can precede lower purchase price under the rule.  

GENERAL PARTNERSHIPS (GPs)

1. FUNDAMENTAL POINTS:

a. Parties can intend to create a GP.

i. However, the problem with a GP is that it doesn’t allow for limited liability.  

b. GP can also arise inadvertently/accidentally.  

i. The consequence of this is that accidental GP can incur personal liability by virtue of the GP.  

c. If and when there are Ks, the Ks will generally govern.

i. Means that UPA/RUPA are primarily default rules and that the parties can do as they please w/in limit by K. 

2. PARTNERSHIP DEFINED:

a. UPA/RUPA

i. An association 

ii. Of two or more persons 

iii. To carry on as co-owners

iv. In a business for profit.

1. RUPA adds “formed under section 202, predecessor law, or comparable law of another jurisdiction” to element iv.

b. JUDICIAL TEST

i. An agreement to share profits,

ii. An agreement to share losses,

iii. A mutual right of control or management in venture, AND

iv. A commonality of interest in venture.

c. LIMITATIONS ON PARTNERSHIP (UPA/RUPA)

i. Persons who are not partners to each other are not partners as to 3rd persons.

ii. Joint tenancy, tenancy in common, etc. does not necessarily indicate partnership.

iii. Sharing of gross returns does not necessarily indicate partnership.

d. EXPRESS/IMPLIED AGREEMENT REQUIRED:
i. Formalities
1. If partnership is to last more than 1 year, it must be in writing.

ii. Duration
1. If not stated, it ends at the will of any partner.

iii. Capacity to Become a Partner
1. Persons must have contractual capacity.  

2. Some states say that corporations cannot be partners.

iv. Consent of Other Partners: 

1. Consent of all of the other partners to join partnership unless agreed otherwise.

3. FIDUCIARY DUTIES:
a. Key Points 

i. Partners are fiduciaries to each other and stand in relationship of trust and confidence.
ii. UPA mentions fiduciary duties but does not define them.
iii. RUPA does better job at defining fiduciary duties. 
b. Duty of Care 

i. Can limit but not eliminate.
c. Duty of Good Faith & Fair Dealing

i. Can’t limit or eliminate.
d. Duty of Loyalty

i. Can’t eliminate 
ii. BUT can define acts that are/aren’t covered by duty. 
4. EVERYTHING ELSE:

a. Agency

i. UPA:

1. Default rule is actual authority.  

2. Rule on a partner’s apparent authority is ambiguous.  

a. A partner has authority to bind the partnership by any act “for apparently carrying on in the usual way the business of the partnership of which he is a member.” 

i. Unclear if this means an act within the apparent course of business as carried on by the partner’s firm or of other firms in the same locality.

3. Partnership not bound by partner’s unauthorized actions if 3P had “knowledge” of the partner’s lack of authority.

a. Knowledge:

i. Actual knowledge OR 

ii. Implied/inquiry notice.

ii. RUPA:

1. Same as UPA.

2. BUT knowledge only includes “actual knowledge.”  

3. Also covers business of the kind carried on by the partnership in binding partnership (broader).
b. Rights of Partnership

i. The property rights of an individual partner are:

1. Rights in the specific partnership property

2. Interest in the partnership and

3. The right to participate in the management of the partnership.

c. Binding the Partnership 

i. UPA:
1. Every partner is an agent of the partnership AND
2. The act of any partner, 

3. Including the execution in the partnership name of any instrument, 

4. For apparently carrying on the usual course of business, 

5. Binds the partnership, UNLESS :

a. The partner so acting has in fact no authority to at for the partnership in the particular matter, AND

b. The person with whom he is dealing has knowledge of the fact that he has no such authority.

ii. RUPA:
1. States that a partnership is bound: 

a. NOT ONLY by an act of a partner that is carrying on the partnership business in the usual way, 

b. BUT ALSO for a business of the kind carried on by the partnership.

i. MAJOR DISTINCTION FROM UPA.
ii. Protects 3Ps dealing w/ partnership too much greater degree b/c it potentially covers far broader range of activities.  
d. Limits on Authority

i. No partner has authority:

1. To make an assignment of the partnership property for the benefit of creditors;

2. To dispose of the partnership good will;

3. To do any other act that would make it impossible to carry on the ordinary business of the partnership;

4. To confess judgment against the partnership; or

5. To submit a partnership claim or liability to arbitration.
ii. Ordinary business transactions:

1. Require approval from majority of partners.
iii. Extraordinary business transactions:
1. Require approval from all partners unless agreed otherwise.  
iv. Cannot transfer governance rights.
1. May be possible to transfer ownership rights by agreement. 
2. Governance rights can only be transferred w/ sufficient consent from other partners.
e. Liability

i. UPA

1. Aggregate Theory

a. Partnership is aggregate of its partners. 

i. Consequence is that partners are jointly liable for K and other debts BUT jointly and severally liable for tort debts.  
ii. RUPA

1. Entity Theory

a. Partnership is an entity separate from its partners.

i. Benefit is that partnership’s assets must be exhausted before going after individual partners’ assets.  
ii. However, all partners are jointly and severally liable once partnership’s assets are exhausted.  
b. Means that partnership has the capacity to sue or be sued.

i. Means that action can be brought against partnership as entity or that partnership can bring action as entity rather than requiring individual partners to join in a lawsuit.  
c. Also allows partnership to own property. 

i. Optional filings are a way of giving notice on this very limited point to 3Ps.
LIMITED PARTNERSHIPS
1. KEY POINTS:
a. Most states follow RULPA.
i. Key differences between ULPA and RULPA is that RULPA gives better limited liability protections to limited partners and better defines fiduciary duties.   
b. One or more general partners; one or more limited partners.
i. General partners have full governance rights.
ii. Limited partners do not.
iii. Person can be both.
iv. Person can also be both employee and limited partner.
c. General partners do not enjoy limited liability; limited partners do.
i. Exception is if someone is both a general partner and a limited partner OR
ii. Under ULPA where person is labeled limited partner but appears to be general partner to outside world.
iii. RULPA does away w/ this and does not allow limited partners to be held liable absent piercing.  
d. Limited partners cannot bind partnership absent other proof of agency relationship.
i. This is opposite from general partners.  
e. Limited partners have limited fiduciary duties.
i. Generally based on fairness concerns (e.g., loyalty and good faith; no real need for duty of care).  
ii. Can eliminate all fiduciary duties minus good faith if so desired (at least in DE).  
iii. However, general partners owe normal partnership fiduciary duties to partnership and limited partners.
LIMITED LIABILITY COMPANIES (LLCs)
1. KEY POINTS:
a. Hybrid form:
i. Combines aspects of partnerships and corporations. 
ii. Another illustration of how jurisdictions are allowing more flexibility in conducting business w/ benefits of limited liability.
b. Formation:
i. Statutory creation.
ii. Requires filing of certain paperwork in compliance w/ statute.
iii. Key document for LLC is its operating agreement.
iv. Paperwork has to state whether member-managed or manager-managed.
c. Two types:
i. Member-managed (majority default rule).
1. Authority of members is comparable to that of general partners in partnership.
ii. Manager-managed (minority default rule).
1. Authority of members is equivalent to that in corporation.  
d. Limited liability:
i. Limits liability for LLC for K debts. 
ii. However, members can be held liable for their own torts (generally).  
iii. Piercing is also possible in circumstances similar to when it is allowed 
e. Fiduciary duties:
i. Not very well defined; analogous to other contexts.
f. Voting:
i. Some jurisdictions have one vote, one member rule.
ii. Other jurisdictions have pro rata voting in proportion to financial interest. 
g. Transferring rights:
i. OK to transfer financial rights. 
ii. Only OK to transfer governance rights if all members approve or if a majority of members approve (depending on LLC’s internal rules coupled w/ statutory guidelines).  
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