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Pre-incorporation transactions by promoters (business arrangements in anticipation of the business)
· Promoter: Person who transforms idea into a business by bringing together needed persons and assets, and superintending various steps required to bring new business into existence.  (Includes making Ks before corporation is formed).  

· A corporation not yet formed cannot be a party to a contract (a promoter cannot be an agent for a non-existing entity), and thus, does not create an obligation on the part of the corporation.

· Liability of Promoter:

· General Rule: When a promoter makes a contract for the benefit of a contemplated corporation, the promoter is personally liable on the contract and remains liable even after the corporation is formed.
· Rstmt of Agency 2nd – a Revocable offer is being made that the corporation can either accept or reject.  

· If the party who contracted with the promoter knew that the corporation was not in existence at time of K and nevertheless agreed to look solely to the corporation for performance, the promoter is not deemed a party to the K.  This is b/c there can’t be a K with a non-existing corporation.  Instead, this is an offer.
· Goodman v. Darden: P made K b/w his company (not yet formed) and DDS.  DDS knew that the company wasn’t in existence.  Incorporated on 11/1, but payments were received before then.  Court held that Goodman was liable on K because other party had to have recourse against somebody and it can’t hold a nonexistent entity liable.  
· BUT, see Company Stores Development Corp. v. Pottery Warehouse, Inc.: Company Stores leased a store to Pottery Warehouse for 5 years.  Pottery Warehouse was not incorporated but there was a statement that said, “to be formed under TN laws.”  Court found no promoter liability because the lease imputes no intention on the part of Vosseller to be bound personally.
· When ambiguous – need to look at when performance is due.  In Goodman, work was being done and payments were being made.

· Model Act § 2.04. Liability for Pre-incorporation Transactions.  All persons purporting to act as or on behalf of a corporation, knowing there was no incorporation under this Act, are jointly and severally liable for all liabilities created while so acting.
· Earlier versions of the act and many state statutes hold that corporation begins when Articles filed with the secretary of state.
· Many states also have statutes that provide expressly that those who prematurely act as or on behalf of a corporation are personally liable on all transactions, BUT even in these states, courts have continued to rely on C/L concepts of de facto, de jure and corporation by estoppel
· Situations exist that suggest that limited liability should be established even w/o filing Articles.
· Participant honestly but erroneously believed that Articles had been filed.
· Mailed Articles, but they were held up or denied.  Question of when they are “deemed” filed – mailing date? . . . receipt date?
· Third party urges execution in Company name even when he knows it’s not incorporated.

· Because of these situations, appropriate to impose liability only on persons who act as or on behalf of corporations “knowing” that no corporation exists.
· NOTE: Although not specifically addressed, there  may be limited liability when 3rd party urges execution when s/he knows there is no corporation. (#3 above).

· Restatement 2nd of Agency §326. Principal Known to Be Nonexistent or Incompetent.  Unless otherwise agreed, a person who, in dealing with another purports to act as agent for a principal whom both know to be nonexistent or wholly incompetent, becomes a party to such a contract.

· Comment: Alternatives available to a jurisdiction: 4 VIEWS:  
· Promoter makes a revocable offer. (K not formed)
· Irrevocable offer for a limited time.
· If the corporation is formed, there may be an agreement (express or implied) that once the corporation adopts the K, the promoter is released.  Novation.
· Co-Obligor.  The corporation is liable and the promoter is either a co-obligor or a surety.

· You cannot have a K w/o an existing party.

CORPORATE STRUCTURE

· Shareholdership in Publicly Held Corporations
· Traditional Model – Inverted Pyramid
· Two principle constituencies of the corporation:

· Management – Authority of management comes directly from statute.  They are not agents of shareholders.  

· Shareholders – Role is NOT day to day management (unlike in partnership).

· Cases deal w/ tension between what shareholders get to do and what managers get to do

· Rights of Board and Shareholders

· Board Manages Corporation (even tho shareholders are owners) – STATUTES:

· Del Gen. Corp. Law - 141(a) – “shall be managed by or under the direction of a board of directors, except as may be otherwise provided in its COI (certificate of incorporation)”

· Model Act – 801(b) – “shall be exercised by or under the authority of the board”  

· Codified Shareholder Rights: 

· When BoD acts in good faith and are reasonably well-informed, they enjoy broad protection under the law.  

· Ancillary to that right, statutes provide shareholders with inherent right to remove directors during their terms FOR CAUSE.

· Recently some statutes provide that shareholders can remove even without cause, which comes closer to making the directors answerable to shareholders.

· Right to vote on organic or fundamental changes (dissolution, major bylaw amendments, removal of directors, major ventures, etc.)
· Right to amend bylaws
· Shareholder Power vs. BoD Power

· Schnell, Blassias, MM – Raise question of when shareholder voting rights come into conflict w/ board trying to do its job.  These are not everyday business decisions, but rather decisions that impact or impinge on shareholders’ rights to vote.  Court zealously guards right of shareholders within their narrow ability to vote.  These cases are an exception to BJR.

· Rule: BoD generally has wide latitude to make decisions as long as reasonably informed, acting reasonably and in good faith, and without conflicts of interest 
· Exception: If decision has to do with shareholder’s right to vote.  In some cases, there is conflict where the board is interfering with shareholder voting rights; clash b/w principle that board shall manage and principle that shareholders have some voting rights.
· Berle & Means’s The Modern Corporation and Private Property: In publicly held corporations control had come to be divorced from ownership.  Dispersion of shareholdings creates a severe collective-action problem because:

· Shareholder owns a small amount and is “rationally apathetic”

· Voting done by proxy – difficult to get proxy access for individual shareholders; people would rather exit than voice their opinion

· Modernly, move to institutionalized investors.  This has increased role of shareholders (cost-benefit ratio), BUT consider the following:

· Banks have ties to management, insurance companies insure company and management, mutual funds want to stay on good side b/c they need infor
· Up until 15 years ago, no one voted against management (Wall Street Rule)

· Also, it was difficult for institutional shareholders to communicate with each other before SEC’s 1992 Proxy Rules.

· Also, DOL responsible for ERISA act’s fiduciary duty – 1988 letter saying voting decisions were also included in fiduciary obligations

· Institutional activism led by pension funds – fewer ties to management and they follow an indexing strategy (same equity as market).
· Constraints on extent institutionalized investors can be expected to be active monitors:
· Limits on holdings ( it reduces the cost-benefit ratio for active involvement and leads to a free-rider problem ( Any expenses the institutional investor incurs benefit the other shareholders more than itself.  Institutional investors won’t engaged in monitoring or voting activity that:

· Goes beyond normal shareholder activity

· Require significant expenditures

· Would increase value less than the costs incurred

· Would result in no private economic benefit to the investor beyond the increased value of that holding

· However, if all of these conditions are not satisfied, monitoring and voting activity may occur.  In fact, all of these are rarely satisfied for several reasons:

· Voting requires little effort
· Voting on a recurring issue may send a message to all portfolio corporations and may have an economic impact
· Unless there is an indexing strategy, must monitor portfolio anyway
· Institutional Shareholders Services
· Voting decision often has a dramatic effect
· Under ERISA, many inst inv. are obliged to maximize shareholder value

· Certain investors are statutorily forbidden from holding more than a fixed percentage of any given corp.

· Areas Where Institutional involvement is good

· They can assess corporate governance structure

· Meaningfully assess proposed structural changes

· Meaningfully assess management performance

· Play a role in dismissal of officers

· Allocation of Legal Power Between Management and Shareholders
· Management is duty of directors – Charlestown Boot & Shoe  Co. v. Dunsmore: Charlestown sued two directors for losses caused by (1) not taking action with respect to liquidating assets and (2) not insuring buildings that burned down.  Shareholders appointed Osgood to liquidate company, but Ds refused to work with him.  Trial court granted Ds’ demurrer.

· Issue: Are directors required to work with a person employed by shareholders to liquidate the company?  Are directors required to insure buildings against fire loss?

· Held: No and No.  Demurrer sustained.

· State law appoints directors to be in charge of managing corporation.  Unless articles, bylaws or state law states otherwise, directors are responsible for management; officers work under them.  The shareholders’ appointment of Osgood was outside legal structure of management.
· There is no statute that, as a matter of law, requires directors to insure buildings.

· Removal of Directors:

· Shareholders can remove director for cause even in absence of statute
· Shareholders cannot remove director w/o cause in absence of specific authority to do so under a statute, certificate or by-laws.
· Few statutes permit the shareholders to remove director w/o cause if certificate of by-laws so provides.
· In absence of statute, BoD cannot remove director with or w/o cause
· Cases are split on whether a court can remove directors for cause.
· Without some provision, minority director elected by minority shareholders with cumulative voting would be invalidated b/c minority director could be removed w/o cause by simple majority.

· Management decisions based on improper purpose – Schnell v. Chris-Craft Industries, Inc.: Management wanted to advance shareholders’ meeting.  Dissident shareholders sought injunctive relief b/c they contend that meeting moved up solely to thwart them from gathering support for a proxy contest.  Management said it complied with all statutes.

· Issue: May management advance the date even if purpose is improper?

· Held: No.  Judgment reversed.

· Analysis:  Court concedes that advancing date of annual shareholders meeting by a month is allowed under Del law (not per se illegal so long as there was adequate notice).  However, here, BoD may not be able to do this if they do so in a way that impinges shareholder right to vote.  Under certain circumstances, court might find that something legal is illegal if done in a way the restricts right to vote.  While normally deferential, Court is looking for a compelling justification where managerial decision seems to impact shareholders’ right to vote ( increases scrutiny.   

· Ps put their intention to wage proxy contest (written authorization given by a shareholder for someone else, usually company's management, to cast his/her vote at shareholder meeting or at another time; now also like absentee ballot) on file with SEC and BoD obstructed Ps rights to undertake a proxy contest by refusing to produce a list of shareholders and by attempting to advance meeting date.

· Meeting reinstated because management tried to obtain an unfair advantage.

· Action of BoD was an infringement on basic statutory right to vote

· Self-perpetuation vs. perpetuation for purposes of protecting corporation: Here, there’s no indication of any threat; it’s simply a power grab to entrench control

· Board Acting in Good Faith May Still Breach Fiduciary Duty
· Blasius Industries, Inc. v. Atlas Corp: P (Blasius) acquired 9.1% stake and filed a 13D statement with SEC in which it stated its intention to encourage BoD to restructure and possibly seek control thru representation on BoD.  Blasius told Atlas that Atlas should raise cash and distribute it to shareholders w/ Atlas coming out as a more highly leveraged company.  Atlas rejected proposal.  Blasius delivered resolution recommending that BoD adopt such restructuring and amend bylaws to include 15 Directors and vote in 8 Blasius Directors.  D’s management reacted immediately to fend off what it considered to be a takeover bid (a genuine threat to control and company policy).  Two new directors were elected.  Blasius sued to set aside the board’s action as a breach of fiduciary duty.

· Issue 1: Did BoD act within its good faith fiduciary duty?

· Held: Yes.  It saw recapitalization proposal as a great injury to the company.

· Issue 2: Does the board act consistently with its fiduciary duty when it acts in good faith with appropriate care for the primary purpose of preventing or impeding an unaffiliated majority of shareholders from expanding the board and electing a new majority?

· Held: No.  BoD has legal obligation to be informed and to protect shareholders from reckless financial decisions
· No automatic deference to board where primary purpose of action is to interfere with voting rights

· Even though D’s board acted on its view of the corporation’s interest and not selfishly, BoD’s action constituted an offense to relationship among corporate directors and shareholders that has traditionally been protected by courts of equity.  Court does not apply BJR b/c BoD could have chosen alternative actions besides impinging on shareholder right to vote.
· D’s primary purpose in this case was to prevent what BoD thought was an unwise restructuring.  Blasius wanted to make a significant change in the way Atlas did business and turn it into a more risky operation with high debt to asset ratio.

· Burden shits to BoD to show compelling justification: BoD may take certain steps (purchase of its own stock) that have the effect of defeating a threatened change in corporate control, when those steps are taken in good faith pursuit of a corporate interest and are reasonable in relation to a threat to legitimate corporate interests posed by change in control.
· HOWEVER, this rule may not apply when the action taken by BoD is designed for sole or primary purpose of interfering with effectiveness of a shareholder vote b/c BoD members are agents of the shareholders.
· Standard of Review: Actions taken to obviate a shareholder vote are not per se illegal; rather, BoD bears a heavy burden to demonstrate a compelling justification for such action.  Even if you have a good reason, you better be using a means that you really need to use.
· Analysis:  BoD could not demonstrate compelling justification  b/c BoD could have informed shareholders of their position.
· Unical Test: Intermediate standard of review – Enhanced BJR.  There was a reasonable basis for believing that tender offer presented a danger to corporate policy and effectiveness.  In Blasias, Court did not apply this more deferential test; instead, court applied compelling justification test.

· Hilton Hotels v. ITT: ITT rejected Hilton Hotel’s cash offer and tried to split ITT into 3 new entities in order to prevent a takeover.  Court looks at timing of BoD’s actions, entrenchment of BoD and stated purpose.  ITT’s actions were not upheld primarily b/c there was no stated purpose.

· Stroud v. Grace: Trial court found one claim okay because it denied shareholders their right to elect whom they wanted to BoD.  Court decided not to apply high scrutiny or compelling justification test.  BoD acted b/c there was no threat to their control and b/c these changes had been approved by overwhelming majority of shareholders.

· Factual predicate of unilateral BoD action intended to inequitably manipulate the corporate machinery is not present here.

· Distinguished: This was a closely-held corporation.

· Company adopted an amendment to charter that involved re-capitalization.  It established what is known as tenure voting.  The recapitalization was going to allow common stock holders to get 10 votes.  If you sold your common stock, you’d only have 1 vote per share for a period of 3 years.  Upheld b/c there was no unilateral board action and it was approved by the shareholders.

· Mercier v. Inter-tec, Inc. – Court found compelling justification for BoD’s postponement of a shareholders meeting to vote on merger, and BoD decided that it was afraid if meeting was held as scheduled, merger would have been defeated.  BoD believed merger was in best interest of corp.

· Held: Since BoD acted to maximize shareholder value for something that had to be done then (merger could not wait), there was compelling justification.  Shareholders would irretrievably lose an opportunity that BoD thought was in company’s best interest. 

· Need to be balanced (proportionality and reasonableness)

· MM Companies, Inc. v. Liquid Audio, Inc.: P sued D for injunctive relief b/c D expanded its BoD from 5 to 7 members.  Trial court held that BoD d/n violate law.  Court of Chancery rejected Blasius claim b/c 2 new directors “did not impact the shareholder vote.”  Court of Chancery also rejected P’s Unocal argument saying that BoD expansion was not coercive and fell within range of reasonable responses (Unocal standard).  Liquid Audio had 5 staggered members.  MM requested a special meeting of the shareholders to fill 2 vacancies and LA denied the request (shareholders have no right to call a special meeting).  Alliance merger announced.  ISS says to let them put 2 on the board, but reject the takeover proposal.  That is exactly what happened.

· Issue #1: May BoD implement defensive measures such as expanding BoD in order to avoid a shareholder gaining a large percentage of seats on BoD?  

· Holding #1: Yes, BoD may, because it was a defensive measure and it met Unocal requirement that any defensive measure be proportional and reasonable in relation to the threat posed.

· Issue #2:  What is the standard of review? 

· Holding #2:  Standard is Unocal b/c there was a threat of change in corporate control, but Court must also ask whether management has compelling justification for the defensive measures.  Court says that compelling justification (Blasius) must be applied w/in Unocal standard of reasonableness & proportionality.

· Since (1) BoD did not have a sufficiently strong reason for doing what it did, and (2) primary purpose was to impede shareholder right to vote, BoD must (1) show (under Blasias) that BoD had compelling justification, and then (2) show proportionality and reasonableness.

· Compelling ends + reasonable means

· Issue #3: Was BoD’s move inequitable?

· Holding #3: Yes.  BoD expanded size on the eve of a contested election.  Although these powers are valid, primary purpose of impeding and interfering with shareholder efforts to contest an election for directors is not valid.

· Shareholder’s Rights Plans – Teamsters v. Fleming Companies, Inc.: P owned 65 shares of D.  D’s BoD implemented a shareholder rights plan that would give BoD authority to adopt and implement discriminatory shareholder rights as an anti-takeover mechanism.  [Such plans typically become effective in the event of certain contingencies, such as when a certain percentage of shares is accumulated by a single shareholder.]  P argued that such a plan was BoD attempt to entrench themselves (similar to impeding a shareholder vote) and that such a plan should go to the shareholders on a vote.  Specifically, Teamsters want to propose an amendment to by-laws (they want to approve any anti-takeover move that Company would make).  D refused to acknowledge proposal and argued that under OK law, issue was not one for shareholder review.  P filed in federal court.  District court held for P and D appealed.  10th Circuit Court of Appeals certified to this court two questions of law:

· Question #1: Does OK give BoD exclusive authority to create shareholder rights plans?  

· Holding #1: No.  BoD d/n have exclusive authority under OK law create and implement shareholder rights plans, where shareholder objection is brought and passed through official channels of corporate governance

· Statute: “…every corporation may create and issue…rights or options entitling the holders thereof to purchase form the corporation any shares of its capital stock of any class or classes, such rights or options to be evidenced by or in such instrument or instruments as shall be approved by the board of directors.” 

· D believed that use of word “corporation” actually means BoD – ridiculous b/c “corporation” and “BoD” are used distinctly throughout
· Clearly, individual shareholders’ degree of control in corporate governance is limited.  However, authority of BoD is not completely w/o shareholder oversight.  Nature of shareholder rights plan is essentially that of a stock option plan and there is ample authority supporting shareholder ratification of stock option plans.  
· Nothing indicating shareholder rights plans are somehow exempt from shareholder approval.  Shareholders may restrict authority of BoD to implement shareholder rights plans by proceeding thru proper channels of corporate gov.
· Question #2: May shareholders propose resolutions requiring that such plans be submitted to shareholders for vote? 

· Holding #2: Yes, can do some things that impinge on BoD’s authority to govern.

· NOTE: A number of states have enacted legislation, typically called shareholders’ rights plans endorsement statutes.  These give BoD explicitly authority to create and implement rights plans to protect company from takeover.  No such statute existed in OK at this time.

· Legal Structure of Management:
· How Boards Manage:
· The Business Concept: People in business think of management in terms of a general manager responsible for direction of corporation.  Management function involves:

· Planning: deciding what to do (setting objectives, deciding on strategies)

· Organizing: staffing, dividing responsibility, training, coordinating, communicating

· Directing: motivating, supervising, etc.

· Controlling: reviewing performance, evaluation, correcting direction

· The Legal Concept: Most states place responsibility for “management” on the BoD.
· On the other hand, “manage” cannot mean what a businessperson thinks since directors don’t have time to manage day-to-day functions.

· Therefore, shareholders elect directors and directors appoint officers and BoD is a supervisory body.
· ALI §3.01: Business conducted under supervision of principal senior executives as are designated by BoD and by those other officers to whom management function is delegated by BoD or those executives subject to functions & powers of BoD under §3.02.

· ALI §3.02: Board should perform following functions: (1) select, regulate and fix compensation of principal senior execs; (2) oversee conduct of the business to see if it’s being managed properly; (3) review and approve corp’s financial objectives; (4) initiate and adopt corporate plans, commitments and actions.

· ALI §3.05: Every large publicly traded organization should have an audit committee.  Delegate Power: Statutes permit BoD to function by committee – DE $141 – BoD may designate 1 or more committees to carry out functions of board

· ALI §3A.01: BoD should have disconnected members

· ALI §3A.03: Audit Committee should review auditor’s compensation, review audit results, audit report, management letter, annual financials.

· NYSE Manual §303: Corporate Governance Standards: Directors must be independent, Executive Sessions must be held; must have compensation committee, nominating committee and audit committee with financially literate people

· NYSE Manual: §303A.01: Majority of directors must be independent.

· Independence determined by BoD.  Independence is a significant pecuniary factor that could cloud their judgment.  Focus is independence from management; therefore, NYSE does not view large share ownership, in itself, to impair independence.

· Sarbanes Oxle Act – In wake of Enron scandals, Fed. passed law to address two ills (1) executive compensation (using stocks as primary compensation), (2) accounting firm practices (upselling consulting services).

· Requires Audit Committee – Must have independent directors (people who b/n have other significant financial ties to BoD), need to disclose at least 1 financial expert, oversees and compensates independent auditors.  

· Designed to end conflict of interest.  Independent directors d/n have same financial stake (no financial incentive).

· Requires specific corporate officers to certify financial statements

· Formalities Required for Action by the Board
· Old Approach:  BoD would function as one; in person – Had to have majority.

· Modern Approach: More flexibility – Delegate to committees, waiver of notice, modern technology (conference call), etc.
· Quorum – Majority of Board seats (authorized directors), not just members serving at that particular point in time.
· Can set a lower number, but no less than 1/3
· Board can function without presence of members with unanimous written consent so long as no real disputes arise
· Notice generally not required for regularly scheduled meetings.

· Voting – generally a majority of the members present – not just the members voting.
· Close corp: supermajority of quorum

· Unanimous explicit but informal approval usually enforceable even if formal rules and procedures for decision making were not strictly followed

· Authority of Corporate Officers:
· Assumed that directors will delegate certain responsibilities to executive employees.  Legal questions concerning authority of a corporate officer typically arise in context of a transaction between a third person and corporation in which an officer, rather than BoD, acted on corporation’s behalf.  

· President: Used to be the top officer.

· Modern Rule: president has apparent authority to bind company to Ks in usual and regular course of business, but not to extraordinary contracts.  

· Ordinary: normal course of business

· Extraordinary: Significant Debt, Reacquisition of equity, Significant capital acquisitions, Disposition of significant businesses, Entry into new lines of business.

· CEO: Today, is the top officer

· Chairman: Usually piled on top of CEO

· Vice-Presidents: No case-law on apparent authority of vice-presidents

· Secretary: has apparent authority to certify records

· Tenure of Officers.  Officers as agents are bound by duty of loyalty and obedience to the corporation (i.e., to directives of BoD).  In theory, this renders officers liable to corp for breach of this duty.  Infractions are really handled by reprimand, transfer, demotion or dismissal.  In essence, officers hold their positions at the pleasure of BoD.  

· Executives and their external representation of the corporation:
· Types of Authority: Normally, authority comes from BoD (resolutions) or bylaws. Officers act in an agency role.  In absence of bylaw that resolves when officer can act, common law concepts of agency apply:
· Authority: Authority is the power of the agent to affect the legal relations of the principal by acts done in accordance with the principal’s manifestations of consent to him.

· Actual Authority (2 types)

· Actual Express Authority: Given to officers via articles, bylaws, statues and resolutions of BoD.

· Actual Implied Authority: Necessarily and reasonably implied from express authority.  Such authority arises from a course of acquiescence in conduct or acts of officers.  Reasonable perception of agent re: what authority principal is giving.  You can look at whether s/he was allowed to do it in the past.  (Would a reasonable president based upon other things BoD has allowed him to do, think that he had authority).

· Apparent Authority: Based on what a reasonable third party dealing with the agent would believe.  Authority created by some action of corporation that creates the impression in mind of third party that agent has authority that she actually does not.
· If agent acts outside her actual authority, third party dealing with the agent may be able to hold corporation liable on this basis.
· Corporation also may have an action against the agent for acting beyond scope of authority.
· Inherent Authority: By virtue of position.  For example, president has authority to run day-to-day business.
· Unauthorized Acts – Ratification: Courts find corporation liable if it ratified the unauthorized conduct.

· Liability for Torts or Crimes: Corporation is liable for torts and crimes of its officers when done within scope of employment.

· Formalities Required For Shareholder Action:

· Shareholders are ultimate source of corporate power and are the object of management’s fiduciary duty.  Shareholders have two ways to exercise power: vote and derivative suit.

· The Right To Vote: Shareholders have indirect control over management.  They vote annually to elect directors and other important issues.  In a large corporation, this power may be illusory.

· The right to vote is held by shareholders of record who hold shares with voting rights.

· Normally, the right to vote follows legal title.

· Must always be one class of shares with voting rights.

· IF there is more than one class, one or more of these may have restrictions on the right to vote (some states don’t allow nonvoting common stock to be issued).

· Management sets a date when all those holding shares can vote.

· Quorum dictated by majority of the voting shares

· Ordinary matters require majority of those present

· Fundamental changes require ½ or 2/3 of total shares.

· Election of Directors: By plurality vote

· Straight Voting – You have a certain number of votes.  You can vote for as many shares as you have for as many director slots as there are.

· E.g.: 8 Directors elected for 1 year terms annually; 900 shareholder votes; A owns 451 shares, B owns 449 shares.  B can vote 451 for each of his 8 choices and seat entire BoD.

· Cumulative Voting: Basically, you get split up your block of shares based on number of directors to be elected.  Can vote all shares on one candidate or divide between a few or divide between all  ( allows minority shareholders to have representation on BoD.
· Hypo: 900 shares, shareholder owns 451 shares, 8 seats on board

· Shareholder can distribute 451 X 8 = 3608 votes among all 8 candidates  ( With only 101 shares, can get 1 director on BoD
· Staggering is allowed in many states ( reduces effect of cumulative voting, requires higher number of votes

· If state constitution gives right to cumulative voting, and state legislature passes statute that allows staggering, there is a state constitutional conflict and the statute will have to give way.

· Balance: So long as staggering d/n completely eliminate benefits of cumulative voting, they can be constitutionally reconciled

· Usually, balance by requiring a minimum number of directors to be elected; at least 3 at a time

· Issue: Where state allows removal of director without cause

· Statutory response is that if director was elected with sufficient votes to be elected under cumulative voting, director cannot be removed without cause

· Limited Liability of Shareholders, aka “No liability”
· General Rule: Shareholders are not liable for decisions of corporation.  

· Policy: Encourages people to invest in businesses; that society will benefit by better economy, improved technology, bringing jobs into economy.

· CON: Someone is victimized by that conduct on the other side, left unwhole.

· Statutes:

· Del General Corp Law §102(b)(6): Shareholders not personally liable unless stated otherwise in the Articles of Incorporation
· Model Bus. Corp. Act §6.22(b): Shareholder is not personally liable (unless otherwise stated in Articles of Incorporation), but may become so by virtue of his conduct.

· When is veil definitely NOT pierced?

· Never have gone after individual shareholders in publicly-held company.  However, when it involves parent / subsidiary (wholly owned subsidiary), may pierce the veil. 

· Often arises in a close corporation with only a few shareholders
· Exceptions to limited liability rule “pierce the corporate veil.”  ( EXTREMELY RARE (may be easier in some states than others – CA more readily pierces corp veil than Del)

· Fraud or Inequity: Prevent fraud and prevent inequity – taxi cab case
· Fraud is not necessary, but will be sufficient

· Injustice to outside parties (such as creditors).

· Failure to Observe Corporate Formalities: When corporate veil is used for personal purposes (required meetings not held, personal money comingled with corporate accounts, etc.); most likely to occur in close corporations.

· Alter ego theory and subsidiary corporations – Fletcher v. Atex, Inc.: Two Ps filed suit against wholly owned subsidiary and its parent for keyboards.  Subsidiary participated in Kodak’s (parent) cash management system and Kodak exercised control over Atex’s major expenditures, stock sales and asset sales.  BoD overlap.
· Rule: Del law permits court to pierce corporate veil “where this is fraud or where it is in fact a mere instrumentality or alter ego of its owner.”

· To prevail on an alter ego claim, P must show: 

· (1) Parent and subsidiary “operated as a single economic entity”
· (2) An “overall element of injustice or unfairness…is present.”

· Issue:  Is summary judgment proper when no evidence offered to show that a company is merely the alter ego of its parent company?

· Holding: Yes.  Judgment affirmed.
· Ps must show that the two corporations operated as a single economic entity.  A court should consider: capitalization, solvency, corporate formalities observed and whether the dominant shareholder siphoned corporate funds.

· Atex followed all corporate formalities (held separate meetings with minutes and separate files; filed separate tax returns; had its own employees and managers), which militates against piercing corporate veil.  No oversight involved that was atypical including cash management.
· Ps must show unfairness in treating entities as separate entities.

· Undercapitalization: Based on amount of liabilities, debts and risk it reasonably could be expected to incur.

· Liability Insurance as evidence of undercapitalization – Walkovszky v. Carlton (owned many companies – 10): P was injured in an accident with a cab.  P sued driver, corporation owning the cab and D, who owned that corporation and nine others, each corporation having two cabs with the minimum $10k liability insurance required by state law.  Complaint alleged that corporations acted as a single entity and constituted a fraud on the public.  D moves for dismissal in that no cause of action is alleged.

· Issue: Does P’s complaint state a cause of action?

· Held: No.  Complaint fails to adequately state a cause of action.  Dismissed as a faulty complaint with leave for P to amend b/c P failed to make link back to parent (only links subsidiaries together but does not link to Carlton).

· Piercing the veil:  

· Step 1: Del courts have said that veil can be pierced where there is fraud or where it is in fact a mere instrumentality or alter ego of its owner.

· Step 2: To prevail on alter ego claim, P must prove (
· That parent and subsidiary “operated as a single economic entity”

· Allegations of intermingling and under-capitalization, but d/n have more specifics about lack of following formalities.

· That an “overall element of injustice or unfairness” is present

· Nothing wrong with corporate being part of a larger one.  Issue is whether business is really carried on in a corporate form or by and for another entity or person with a disregard of corporate formalities.  P d/n allege that business was really being carried on for “personal” rather than corporate purposes.
· Active Participation / Alter Ego – Commingling and Siphoning of Funds: Active participation by attorney-shareholder ( Minton v. Cavaney (Cal): D attorney for Seminole Co. helped form a company that leased public swimming pool.  P’s daughter drowned and got a $10k judgment, which D could not pay.  D argued that he acted as a director just for the hell of it and never even got the share he was entitled to.  Trial court found for P.

· Issue: If attorney participates in undercapitalized company as director, officer, can he be held personally liable for corporation’s obligations if corporate veil is pierced?

· Holding: Yes, but judgment for P reversed b/c D cannot be held liable simply on basis that P has a judgment against Seminole.
· D was a director and by state law is responsible for management of the company.  Makes no difference that his participation was an “accommodation” ( he was an active shareholder.  

· Rule: Shareholders are personally liable when they treat assets of corporation as their own and add or withdraw capital from corp at will; when they hold themselves out as being personally liable for debts of corp; or when they provide inadequate capitalization and actively participate in conduct of corporate affairs.

· Inadequate capitalization or no attempt to capitalize alone may be enough.

· But see Arnold v. Browne (Cal): Inadequate capitalization is, at best, merely a factor to be considered by trial court.  It is an important factor, BUT does not require piercing veil; no cases that say that inadequate capitalization alone is sufficient to pierce corporate veil.
· Slottow Fidelity Federal Bank v. American Casualty: Inadequate capitalization of trust company at $500k.  Damages were $10m claimed.  Case settled for nearly half that.  Under CA law, inadequate capitalization of a sub may alone be a basis for holding parent corporation liable for acts of subsidiary.
· Radaszewski v. Telecom Corp.: If amount of cash that is on hand is adequate to satisfy claims, then there is sufficient capitalization.
· Piercing the veil (equitable remedy available only in special circumstances); 

· Two-prong test: Sea-Land Services, Inc. v. Pepper Source (See-Land Services II): P was ocean carrier who shipped peppers on D’s behalf.  After D refused to pay its freight bill, P sued.  District court entered judgment in default for P, but P could not obtain any recovery b/c D had been dissolved.  P brought actions against D’s sole shareholder, Marchese, and against other entities that Marchese owned.  Court granted P’s summary judgment motion, holding all Ds jointly liable.
· Issue:  Is it appropriate to pierce the corporate veil based on unjust enrichment when the owner fraudulently took out “shareholder loans” to pay his personal expenses?

· Held:  Yes.  Rule from Sea-Land Services I ( A corporate veil may be pierced if two requirements are met:
· (1) There must be such unity of interest and ownership that the separate personalities of the corporation and the individual no longer exist; and
· Factors:  “1) the failure to maintain adequate corporate records or to comply with corporate formalities, 2) the commingling of funds or assets, 3) undercapitalization, and 4) one corporation treating the assets of another corporation of his own.”
· Marchese was treating corporate entities as “play things”: No articles of incorporation ( No bylaws ( No corporate meetings ( Same office and same phone lines ( Borrows substantial sums of money ( Uses bank accounts to pay personal expenses (d/n even have personal bank account)
· (2) Circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice.
· One way to meet 2nd test is to show that a party would be unjustly enriched if allowed to hide behind corporate veil.  

· Possible 3rd prong in K cases ( Ability to Investigate – Kinney v. Poland: Poland owned company, Industrial; observed no corp formalities, no separate bank accounts

· Company as large as Kinney would have had ability to investigate whether Industrial Realty was in a position that enables it to pay

· Not a mandatory third prong, but court leaves open possibility that it may be invoked ( this is like checking your credit to see if you can pay; duty to investigate may be imposed on corp w/ staff to investigate in sizeable transactions

· Application of the Piercing the Veil Doctrine: Manner in which doctrine is applied varies considerably across jurisdictions.

· D.C.: Disregard of corporate formalities, without more, may constitute prima facie evidence of unfairness or inequity.

· MD gives corporate entity an extraordinary measure of deference.

· VA uses totality of the circumstances test.
· Missouri: Tripartite Test
· Complete domination of business practice so that the corporate entity at no time had no separate mind of its own
· Such control must have been used to commit fraud or wrong or dishonest act; and

· The aforesaid must proximately cause the injury or unjust enrichment.

· Courts look at:
· The parent corporation owns all or most of sub’s stock
· The parent and sub have common directors and officers
· The parent company finances the subsidiary
· The parent corporation subscribes to all the sub’s stock or causes its incorporation
· The sub has grossly inadequate capital
· The parent pays the salaries of sub
· The sub has substantially no business except for parent or no assets except those given by parent.
· In parent’s papers, sub is described as a department or division or parent’s “own”
· Parent uses sub’s assets as its own
· Directors of sub take their orders from parent and their interests
· Formal legal requirements of subsidiary are not followed through.

Ch. 5. Shareholder Informational Rights and Proxy Voting
· Control in the Public-Issue Corporation

· The divorce of control from ownership: Shareholders tend to vote with management, so control is normally maintained if you can install management even if you have a small number of shares

· Control by management: Latest trend is for public corporations to be controlled by management, which determines who will be the directors and which controls the proxy machinery.

· Institutional ownership and takeover bids both play a role in changing environment of control.

· Corporate Goals: The most conservative and historical view is that responsibility of management is given solely to shareholders (for profits and growth).  Some inroads have been made with view that management is responsible to (1) shareholders, (2) employees and (3) the community.

· Composition of BoD: Corporate responsibility issues raise issue of proper composition of BoD.  There are several suggestions:

· Gov’t Intervention: Gov’t should have a “public interest” representation on BoD’s of the largest corporations.

· Shareholder representation: Various shareholder groups should be represented.

· Employee representation

· Career directors

· Shareholder Informational Rights Under State Law

· Two ways to get info – inspect corp records and reporting (as required under state or fed law)

· State reporting is sparse – Gross lack of uniformity from state to state

· For corporations covered by federal proxy rules (section 12), co’s provide shareholders with a much more simple route to information.

· Inspection of Shareholder Lists and Corporate Books:
· Overview: For shareholders to have a meaningful right to vote they need adequate, accurate information about what they are voting on ( informed decision.

· Common Law: Most courts held that shareholders had right to inspect corporate records (including shareholder lists) subject to limitation that the shareholder be acting in good faith and in his own or the corporation’s interest.
· Proper Purpose: Shareholder bears the burden of proof.

· Modern Statutes: Today, most states have statutes granting this right to shareholders.

· Some states hold that motives for inspection are irrelevant (but improper use of information might be subject of a damage suit).

· Most states limit right to inspection to reasonable times and for purposes “reasonably related to shareholder’s interest as a shareholder.”

· Most states make distinction between shareholder lists and other corporate records (such as accounting records).

· Normally, the remedy is either a mandamus or injunction against annual meeting until disclosure is made.

· Del. §§219, 220 – May inspect shareholder lists, books and records

· Does not define books and records
· Rev. Model Bus. Corp. Act §§ 7.20, 16.01-16.04: Requires that every corporation must furnish to its shareholders annual financial statements including B/S and P&L prepared according to GAAP.

· Some states mean minutes, articles of inc., bylaws, written communications to shareholders with last 3 months, list of names and business addresses of current directors

· Need for Restriction: Disruptive, creates cost, can be used to hurt the company (trade secrets or other confidential information), proprietary, etc.

· Shareholder must have a proper purpose ( reasonably related to interests of a stockholder ( Examples include determining financial condition and ascertaining the value of the petitioner’s shares
· NOT a proper purpose: Using the list to harass or solicit things from shareholders; getting proprietary information as a competitor or potential competitor

· Burden of Proof:

· When shareholder seeks to inspect stock ledger or list, corporation must establish that it’s for an improper purpose.  
· When shareholder seeks to inspect corp books and records, shareholder has to establish proper purpose.  

· Cal. Corp. Code §§ 1600, 1601: Anyone holding at least 5% or 1% and filed Schedule 14A with Sec, can do either of the following: (1) inspect and copy the record of shareholders’ names and addresses and (2) obtain from the transfer agent for the corporation, upon written demand and upon the tender of its usual charges for such a list, a list of the shareholders’ names and addresses.

· Right of inspection upon writing for a purpose reasonably related to such holder’s interests as a shareholder.

· Issues with respect to modern statutes:

· Preserve C/L rule that shareholders must prove a proper purpose?

· Discard the proper purpose test?

· Preserve the proper-purpose test, but place on the corporation the burden of proving that the shareholder’s purpose is improper ( most states follow this

· Most states say this approach supplements common law, so that a suit for inspection that does not fall within the relevant statute can still be brought under common law.

· Proper Purpose For Inspection of Documents:

· Saito v. McKesson HBOC: P purchased McKesson stock in Oct 1998.  McKesson merged with HBOC in Jan 1999.  Revenue restated for 3 prior years.  Court of Chancery suggested in another related case that P use DE § 220 for books and records actions.  Saito was only P to use that advice.  P sought 11 categories of documents including AA’s pre-merger review and verification of HBOC’s financial condition, internal memos.

· Court held that Saito’s proper purpose only extended to potential wrongdoing after the date on which Saito acquired his McKesson stock.  Court also said that Saito was not entitled to docs relating to possible wrongdoing by the financial advisors to the merging companies.  Not entitled to HBOC documents because he was not a stockholder of pre-merger HBOC.

· Issue #1: Does § 220 require the stock purchase date to be the cut-off date in a § 220 action?

· Holding: No.  The wrong could be a continuing wrong.  If activities that occurred before the purchase date are “reasonably related” to the stockholder’s interest as a stockholder, then the stockholder should be given access to records necessary to an understanding of those activities.

· Issue #2: Can P use § 220 to get docs to levy claims against 3rd parties?

· Holding: A blanket exclusion of 3rd party docs would be improper.  The issue is really whether the docs are necessary and essential to satisfy stockholder’s proper purpose.  The 3rd party reports would be essential to an investigation that was pursued in reliance upon the 3rd party reports.

· Issue #3: Can Saito, as a shareholder of a parent, review a subsidiary’s books and records?

· Saito has credible evidence.  The court affirmed the settled principle that absent a showing of a fraud or that a sub is in fact the mere alter ego of the parent, stockholders of a parent may not inspect a sub’s books and records.  
· Court says this applies to HBOC books and records that were never provided to McKesson or McKesson HBOC.  
· Courts have recognized proper purposes such as determining the financial condition of the corporation and ascertaining the value of the petitioner’s shares.

· If you expect something is wrong, you must have CREDIBLE evidence or basis for possible wrongdoing before you can pursue your proper purpose.  Suspicion is NOT enough.

· Seinfeld v. Verizon – Wants books and records that relate to compensation of highest corporate officers, claiming compensation was excessive and wasteful.  Ok to deny Seinfeld despite fact that he has proper purpose.
· Seinfeld did not have SOME CREDIBLE EVIDENCE from which the Court can infer wrongdoing.  This is a big hurdle.
· Reporting Under State Law: Inspection right requires shareholder to take affirmative action and incur costs to obtain information and may be defeated in litigation.  
· Some states don’t require corporations to furnish financial statements to shareholders.
· Duty of candor – If asked to vote on something ( must furnish info
· However, there is an inconsistent patter in state law as a result of automatic reporting and access to records; also threshold hurdle
· Contrast: Securities Exchange Act, which is applicable to Section 12 corporations that have at least 500 record holders of a class of equity securities ($10 million), requires the corporation to report certain information to all shareholders w/o specific shareholder requests.
· Way to provide more comprehensive info on a regular basis to shareholders through section 13 and 14  of 1934 Act.  These provisions supplement difficulties of obtaining information under state law.
· Statutory Reporting Requirements:

· Cal. Corp. Code § 1501: Board sends annual report not later than 120 days after the close of the fiscal year unless company with less than 100 shareholders if it’s expressly waived in the bylaws.  

· N.Y. Bus. Corp. Law §624(e): Corp to keep correct & complete books & records

· AT least five days’ written demand, a shareholder has right to examine in person or by agent, its minutes of the proceedings of its shareholders and record of shareholders.

· An inspection mentioned above may be denied if shareholder refuses to give an affidavit that that such inspection is not desired for a purpose which is in the interest of a business or object other than

· If denied, the shareholder can go to court.

· Upon written request of any shareholder, the corporation shall give or mail to such shareholder an annual balance sheet and profit and loss statement for the preceding fiscal year.

· N.J. Stat. Ann. § 14A:5-28: furnish balance sheet at end of the preceding fiscal year and its P&L and Surplus Statements for such fiscal year.

· DE D/n require corp to furnish financial statements even on written request.

· Shareholder Informational Rights Under Federal Law and Stock Exchange Rules: Many rights and rules and reporting duties flow from the SEA of 1934.

· Purposes of the SEA: Protect interstate commerce and the national credit and to insure the maintenance of fair and honest securities trading markets.

· Securities and Exchange Act

· § 12 (registration requirements for securities)

· 12(g) requires every company with more than $10m in assets and 500 shareholders in any class to register

· BUT, SEC can make exceptions (e.g., Rule 12g-1 exempts corps w/o $10m @ end of last fiscal year)
· What does this have to do with shareholder information rights?

· The succeeding sections only apply to § 12 corporations ( any NYSE corporation would meet this definition.

· § 13 (Reporting): Applicable for all issuers having securities registered pursuant to § 12.
· § 13a-1 requires an annual report for each fiscal year after the last full fiscal year for which financial statements were filed in its registration statement.
· § 13a-11. Current Reports on Form 8-K.  
· § 13a-13.  Quarterly Reports on Form 10-Q.  every issuer required to file annual reports per § 13 must file a quarterly report on Form 10-Q for each of the first 3 fiscal quarters of each fiscal year.

· Additional Registrations Required Under the ’34 Act: 
· Registration of National Securities Exchanges: The 1934 Act defines a “national securities exchange” and requires them to register unless exempt.  Also, ’34 Act regulates the functions of stock exchange members.

· Registration of Broker-Dealers: § 15(a)(1) requires registration with SEC of all brokers and dealers who transact a securities business in interstate commerce.

· Standards of Conduct: SEA § 15(b)(8) authorizes SEC to adopt rules for broker-dealers with respect to training, broker qualifications, financial responsibility, etc.

· National Association of Securities Dealers (“NASD”): NASD has registered under § 15(a) of ’34 Act and is very influential in regulating broker-dealers who are not members of a national securities exchange.

· Alternatively, broker-dealers may choose to be regulated by the SEC and not regulated by NASD.

· Information Processors required to register w/ SEC; periodic reports (SEA § 11A(b))

· Transfer agents, clearing houses and others involved in mechanical completion of securities trades are required to register and make periodic reports (SEA § 17A)

· Additional Reporting Requirements Under the Act:
· Reports by 5% Owners of Registered Securities: ’34 Act requires purchaser of 5% or more of equity securities file information with SEC concerning itself, source of funds, plans to acquire more of same security and plans to attempt to change the issuer’s business ( regulates tender offers.

· Reports by Officers, Directors and 10% security holders: SEA §16(a) requires reporting and monthly updating

· Reports by national securities exchanges and securities associations: must report changes in rules (SEA §§ 6, 15).

· Proxy Regulation Under State Law
· Power of Attorney: A proxy is a power of attorney to vote shares.  At C/L, such proxies were illegal, but statutes permit proxies today.

· Power to Revoke: 

· In General: Proxy establishes an agency relationship; revocable at any time.

· Irrevocable Proxies: A proxy that is expressly made irrevocable and is coupled with an interest is irrevocable.

· “Coupled with an interest” means there is consideration rec’d by shareholder for the grant of the proxy.  Example: shareholder borrows money, pledges his stock and grants the lender a proxy to vote the shares.

· Even where irrevocable, statutes limit the duration of the proxy.

· Proxy Control Under the SEA of 1934
· Introduction: Many transactions covered, but they include these two:
· The Registration and Reporting Requirements: § 12 and Rule 12g-1 require a company to register and thereafter file periodic reports if the company’s securities are:

· Traded on a regulated securities exchange, or

· Traded over-the-counter and the company has assets of at least $10m and 500 or more shareholders of a class of equity securities.

· Proxy Solicitation: §14 regulates the solicitation of voting proxies from shareholders of registered companies.

· Definitions:
· Proxy Holder: Person authorized to vote shares on a shareholder’s behalf.
· Proxy, or proxy form: written instrument in which authorization is embodied
· Proxy Solicitation: Process by which shareholders are asked to give their proxies
· Proxy Statement: Written statement sent to shareholders as a means of proxy solicitation.
· Proxy Materials: Proxy statement and form of proxy.

· Proxy Solicitation Rules.

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

· §14(c): Requires information to be transmitted to all holders of record of the particular security.

· Rules Adopted by the SEC: SEC has authority under § 14 to adopt rules for the regulation of proxy solicitation of registered securities.  These rules have 3 objectives: [Congress stepped in and authorized SEC to promulgate rules.]  USE THESE RULES when asking someone to vote for or against a particular measure.
· Full Disclosure of all material information (SEA Rule 14a-3 to a-6)

· Fraud is unlawful (SEA Rule 14a-9)

· Shareholder solicitation: Shareholders may also solicit proxies from other shareholders, and management must include in its proxy statement proposals made by shareholders (SEA Rule 14a-8)

· BOILS DOWN TO:  Information is complete and accurate ( OK.  If inaccurate or incomplete ( you may be lured into voting for something that you would not have voted for had you known the facts
· Solicitation: 

· Defined: Rule 14a-1 defines a “solicitation” as a “communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy.”

· Example: Where Company A has agreed to merge with B and C makes a counterproposal, and a federal agency must first pass on any merger proposal, if A places newspaper ads directed to B’s shareholders and employees suggesting that they would be better off with the merger into A, it was held that where this occurred 3 months prior to the proxy solicitation, no solicitation was involved. [Brown v. Chicago, Rock Island & Pacific Railroad Co. (7th Cir. 1964)]

· False and Misleading Statements in the Proxy Statement.  Rule 14a-9 prohibits materially false or misleading statements or omissions in a proxy statement
· Rule 14a-9: False or Misleading Statements in the Proxy Statement
· A solicitation cannot have any material omission or misstatement.  The goal is to avoid false or misleading information passed on to shareholders. 

· The fact that the SEC has examined a proxy is not a gold star.

· NOTE: All the disclosure requirements in the world do no good if the information provided is materially false either by affirmative misstatement or omission.  

· Questions:

· Who can enforce this (govt only or also private parties)?

· Govt - SEC Actions: Injunction preventing solicitation of proxies or ordering re-solicitation.
· Private Parties - Remedies For Violation (Implied Right of Action)

· Appropriate Remedies: Courts will fashion an appropriate remedy to complete “fairness.”
· Private Actions: Implied under § 14.

· J.I. Case Co. v. Borak: Allowed private causes of action.  Time doesn’t permit SEC to examine all facts.  Private causes of action required to effect Congress’s purpose.  [Court analogizes to anti-trust).
· Wyandotte v. U.S.: J.I. Case was in congruence with Restatement of Torts and b/c criminal liability was not enough to ensure compliance with ’34 Act
· What level of culpability must someone have?

· What must we prove in terms of a causal connection?
· Requirement of a “fact”

· Misrepresentation must be of fact.  SEC has held that only historical information was a fact with respect to financial information.  This view is changing.  SEC requires future financial projections.  

· Materiality: Must be a material fact – (ALI adopts Northway standard)

· TSC Industries v. Northway, Inc.: Omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote – NOT “MIGHT”

· Would Standard: Higher threshold than “might” (probable v. possible)
· Court said that it was concerned about avalanche of information given to shareholders that plays no role in rational decision-making.

· Fact is NOT material if it simply “might” affect a shareholder’s decision on how to vote; whether a misstated fact would be considered important, not just whether it might be considered important.

· This definition does not require proof of a substantial likelihood that disclosure of the omitted fact would have caused the reasonable investor to change his vote.

· Showing of  a substantial likelihood that, under all the circumstances, the omitted fact would have assumed actual significance in the deliberations of the reasonable shareholder

· ALI § 1.25: A fact is “material” if there is a substantial likelihood that a reasonable person would consider it important under the circumstances in determining the person’s course of action.

· Balance the probability against the magnitude.

· Causation: P must also prove that the misrepresentation of material fact was the cause of the loss. (aka transaction causation – Question: Were the votes solicited an essential link  - necessary to get the transaction approved?)

· Mills v. Electric Auto-Lite Co.: Shareholders brought derivative suit to enjoin D from voting proxies it had solicited to approve merger into M Corp.  Proxy did not disclose that M controlled 54% of D and D’s BoD.  Conflict of interest is not disclosed.  Merger carried out.  Suit to set it aside.  2/3 vote necessary to approve merger, so that to approve it, votes other than Mills were required.

· Issue: Was D’s omission of material facts from proxy statement cause of the loss?  Was the transaction approved because of the false and misleading proxy statement?
· Held: Yes.  Remanded for retrial on remedy issues.

· Proxy materials omitted material information.  To be material, it must have a significant propensity to affect the vote on the issue voted on (it must be considered important by a reasonable shareholder).  Where this is shown, you do not also have to show that the misleading statement was the cause of the shareholders’ voting as they did.  Instead, you must only show that the proxy solicitation itself (rather than a particular defect) was necessary (an essential link) to the transaction that resulted in P’s detriment.

· Needed some of solicited votes to accomplish transaction
· No need to show reliance on materially misleading info
· Court is not saying materiality and causation are the same; also not saying that you have to prove individual reliance.  
· Here, proxy solicitation was an essential link b/c M needed 2/3 and M only had 54% of votes.
· Damages: P’s judgment reversed (there was transaction causation but NO loss causation) because D’s actually got a fair price.  

· SEA § 29 makes void all Ks made in violation of the Act.  But this does not mean that all such Ks are unenforceable.  Courts of equity look at all of the circumstances in determining the appropriate remedy (and 1 factor in rescission is the fairness of the terms of the merger).  Damages are also a possibility where they can be shown.

· Attorney fees are recoverable under § 14a when it’s brought on behalf of a class and benefits all members of the class.  This is a court-made rule.  The benefit is the exposure of the deceit practiced on all of the shareholders.

· Standard or Level of Culpability: Negligence.  Corporation violated proxy rules on a finding of negligence, BUT scienter must be shown in a private suit against an accounting firm that assisted the corporation in preparing a false proxy statement.

· This is almost a strict liability statute, but the standard is whether it is materially misleading ( courts have not applied this as a strict liability crime.

· Further, the Supreme Court has (twice) specifically declined to say what state of mind is required.

· Qualitative Statements in Proxy Materials – Virginia Bankshares, Inc. v. Sandberg: In 1986, First American Bankshares, Inc. (“FABI”) (D), a bank holding company, began a freeze-out merger under VA law in which First American Bank of VA (D) (85% owned by FABI and 15% owned by 2,000 minority shareholders) was merged into Virginia Bankshares, Inc. a wholly-owned subsidiary of FABI.  FABI got an investment banker to report that $42 per share was a fair price.  VA law required that merger be submitted to a vote at a shareholders’ meeting, preceded by statement of info given to shareholders.  FABI instead solicited proxies for voting at annual shareholders’ meeting.  In proxy materials, FABI urged approval of merger b/c (i) it was an opportunity for minority shareholders to achieve a “high” value and (ii) price offered was fair.  Most minority shareholders approved it, but Sandberg did not.  The minority shareholder votes were not required to vote for the merger because FABI owned 85% of the outstanding shares.  

· P sued for damages in district court saying that § 14(a) and Rule 14a-9 were violated by material misrepresentations in the proxy materials. 
· P also sued under state law saying that the directors breached their fiduciary duties.  P alleged that the directors had not believed that the price was fair or high.  

· Jury found for P and awarded her an additional $18 per share.  Circuit Court affirmed and Supreme Court granted cert.

· Issue #1:Were the qualitative statements in the proxy materials about a “high” price material and misleading?
· Holding #1: Yes. Would a reasonable person . . .  If a director makes a statement in proxy material of his reasons for doing something and it is shown that director did not really have these reasons or hold these beliefs, statements can be material.  These matters can usually be documented from corporate records.  Here, the word “high” was not too vague; it has a basis in provable facts from established criteria in valuing companies (undisclosed valuations by bank showed a value of $60 per share).

· In addition to showing an opinion or belief that was not in fact held, P must also show that statement said or implied something false or misleading about subject matter.  Here, not only did directors give an opinion that value was high (and this was a reason for the merger), but also there is an implied misstatement of actual fact that this was the reason the price was in fact high, which P showed proof of otherwise.

· Knowingly False Statements of Reason or Belief: Is a statement of future value really a FACT?  Opinions are usually not facts, they are points of view.  How is a directorial opinion consistent with the test of Northway?
· Focusing on directors because their opinions matter more than someone who is not an insider to the company who doesn’t have access to the information they have ( tends to say something about underlying factual basis for thinking the way they think.

· Issue #2: Is there a federal claim under proxy rules when P is a minority shareholder whose vote is not required to approve transaction and by solicitation of proxies no state law remedies otherwise available to the P have been lost?

· Holding #2: No.  One of the directors was also a director of FABI, which was not disclosed.  VA law provided that such a freeze-out merger could be attacked afterward by minority shareholders if they could show conflicts of interest that may have injured them.  This provision could be avoided if (i) minority shareholders approved the transaction after disclosure of the material facts concerning the transaction; (ii) directors ratified the transaction after disclosure; or (iii) the transaction could be proved to be fair.  P argues that because the proxy solicitation allowed the directors to avoid these state law provisions because the minority approved the transaction in the proxies, there is causation.

· However, in this case there is no such causal sequence.  This procedure is too hypothetical.  It allows actions where the shareholders’ vote is not necessary to the transaction.
· Implied private rights of action under federal securities laws are based on congressional intent; should not be expanded beyond that.
· Congress was not clear in how far an implied private right should go in the case of § 14(a); however, where it did want private rights, it specified them in specific sections of the securities laws.
· It is too speculative to allow a dissatisfied minority shareholder to allege that w/o the proxy solicitation a timid management would not have been able to pass the corporate action.
· And, on the other hand, directors in the future would simply make a few statements about plans to proceed w/o minority endorsement (if they did not get it in the proxy solicitation).
· There is no indication that a VA state cause of action has been lost.

· FAILS CAUSATION – No mathematical necessity for the votes. Even if minority voted against, controlling group would have won.  No amount of truth would have changed the mathematics.
· If the material false statement caused you to give up a state remedy, might be able to use 14(a)
· Shareholder Proposals: Illegal to solicit proxies

· Introduction: As an alternative to independent proxy solicitation, shareholder may serve notice on management of his intention to propose action at shareholders’ meeting.  

· Rule 14a-7 isn’t very helpful for smaller shareholders.  It just requires the Company to mail certain things to a shareholder (list of names, what mailing out a proxy costs, etc.)

· Rule 14a-8 gives shareholders who own small blocks of shares right to include a proposal and statement, at corporate expense, up to 500 words subject to certain conditions.  This rule allows you to go straight to shareholders at company’s expense.
· Elements:

· Must have held, for at least 1 year, at least $2,000 in market value or 1%.  
· Must continue to hold those securities through the date of the meeting.
· Must be entitled to vote at the shareholders’ meeting
· Must prove eligibility (if not a registered shareholder) in 1 of 2 ways:

· Submit written statement from “record” holder of your securities

· If you have filed a Schedule 13D

· Purpose: Allows more accessibility, less cost, Company bears cost.  Even if shareholders have a limited right to vote, that doesn’t mean that they can’t raise ideas to management.
· Enhances corporate democracy by allowing input from minority
· Also might improve management accountability 

· Facilitates more complete disclosure – Shareholders can communicate with other shareholders (relatively cost-free way for shareholders to discuss); can also make disclosures to the public / market

· Problems:  

· Vagueness and unpredictability – Have been consistently vague and therefore inconsistently applied.  SEC staff has to look through this and litigation results where proposals are denied

· Increases corporate expenses

· Free-riding – Shareholder free rides on other shareholders because of access to corporate treasury.

· Diminishing returns on information - If you have too much material, you might discourage shareholders from reading them at all.

· Inconsistencies with state law:  Idea that the board shall manage;

· Exceptions – 
· Improper under state law: If proposal violates law, it d/n have to be included.  
· You can avoid by submitting a recommendation, but cannot try to bind the BoD’s right to manage.
· Violation of law
· Violation of proxy rules
· Personal grievance; special interest
· Relevance: If the proposal relates to operations that account for less than 5% of the company’s total assets at the end of its most recent fiscal year, and for less than 5% of its net earnings and gross sales for its most recent fiscal year, and is not otherwise significantly related to company’s business, no right to bring proposal to vote at meeting
· If it raises important public policy implications, then it must be included regardless of the 5% requirement.
· Absence of power/authority
· Management functions: This is the “ordinary business operations” criteria
· Social Policy: moral/ethical questions can be raised, but management will argue that it is ordinary business.

· Relates to election (to board of directors) – Recently changed
· Conflicts with company’s proposal
· Substantially Implemented
· Duplications
· Re-Submissions
· Specific Amount of Dividends

· NOTE: Company must submit to SEC why the proposal doesn’t belong in the proxy.  If SEC agrees, it sends a No-Action Letter.
· Medical Committee for Human Rights v. SEC: shareholder proposal for Dow to stop making napalm.  SEC agreed w/ Dow that they d/n have to include proposal.  
· At time of this case, there was an exception for social and political issues.

· Inclusion in management’s proxy statement:

· If the shareholder’s notice of proposed action conforms to proxy rules, management must include proposal in its own proxy statement and make provisions in its proxy form for an indication of shareholder preference with respect to the proposal – at no expense to the shareholder.  Management must also send out a 200-word statement in support of the proposal if it disagrees.
· Management’s Omission of Shareholder Proposals: If management opposes the shareholder proposal, it must file the proposal and the reasons for opposing it with the SEC.  If SEC agrees, it sends a No-Action Letter.  Management may properly omit the shareholder proposals in the following situations under SEA Rule 14a-8(c): 

· Proposal Not a “Proper Subject.”  The state law of the issuer’s domicile is used for purposes of determining what is a “proper subject.”

· Proposal Relates To “Ordinary Business Operations.”  Similarly, management may also omit proposals that relate to the “ordinary business operations” of the issuer.

· This rule prohibits shareholder intervention in the “minute” or “mundane” matters of the corporation’s daily business operations.

· For example, the selection by management of a corporate lawyer is an “ordinary business matter.”

· Equity-Based Compensation Plans:

· Can’t omit proposals for plans that deal solely with executive compensation

· Company may not rely on 14a-8(i)(7) to omit the proposal if it seeks to obtain shareholder approval of all such equity compensation plans that potentially would result in material dilution; BUT…if proposal seeks approval of all such equity compensation plans regardless of potential dilutive effect, company may rely on 14a-8(i)(7) and omit proposal
· Same for plans that compensate the whole workforce. – it all depends on whether you take into account the dilutive effects.

· If pure compensation, as long as doesn’t compel, it won’t intrude BoD’s activity.  If it is executive and employee proposal, it probably will be ordinary business.

· Proposals relating to Economic and Technical Factors: Roosevelt v. E.I. Du Pont de Menours & Co.: P shareholder sued D to prevent D from omitting her shareholder proposal from D’s proxy materials.  P’s proposals, submitted on her behalf by Friends of the Earth Oceanic Society, sought to: (1) Expedite (speed it up by 1 year) D’s phasing-out of CFCs; (2) Present shareholders with info regarding D’s efforts to find substitutes for CFCs.  D opposed proposal b/c it related to D’s “ordinary business operations” and was excludable under 14a-8(c)(7).
· Issue: Was P’s proposal excludable as relating to D’s “ordinary business operations”?

· Holding: Yes.  Judgment Affirmed.

· “Ordinary business operations” are business decisions that are mundane and do not involve considerations of significant business policies.  P’s proposal relates to eliminating use of CRFCs and halon, a goal to which D is committed.  P just wants to speed up phase-out process.  Economic and technical factors that are considered when selecting a reasonable time frame must be dealt with within the business’s daily operations.  One year is not enough to take it out of the ordinary business exception.  

· The reason it’s ordinary business is that no one is in disagreement that they are going to phase them out and the timing difference is a relatively small amount of time.
· Proposal Submitted for Non-Corporate Purpose:

· If it clearly appears that shareholder has submitted proposal primarily for “noncorporate purposes,” management may properly omit it.

· The following areas are deemed “noncorporate purposes”:

· Personal Claims
· Matters outside issuer’s control
· Matters Not Related to Business.
· Elections of Directors
· Proposal Previously Submitted
· Burden of Proof.  Management has burden of proving that proposal is not proper.

· Proxy Contests: The corporate treasury can be used for legally required proxy statements and disclosures.  Is this a contest for policy   (BoD can use co. funds to fight; BoD can reimburse) vs. a policy for power (cannot use funds)?  A policy contest will inherently be a power contest (wants to take over because he hates it or is it because he has ideas).

· Introduction: Fight between management and shareholders for control.  Insurgents acquire a substantial position and either (i) want to control the company through the election of a majority of the directors or (ii) will have proposed a merger or tendered the shares of the company, and management seeks to avoid a loss of control by a proxy fight

· In the first situation (Proxy Fight), management will solicit the shareholders for proxies to elect their slate of directors and the insurgents will do the same.

· In the second situation (Defensive Merger), insurgents will attempt to get the shareholders to approve the tender offer, while management will solicit proxies from the shareholders to approve the defensive merger into a third company.

· Proxy Contest Expenses: can be substantial; issue is who can be reimbursed for these expenses.

· Successful Management: Normally, courts hold that if management is successful, it can recover its costs from company.  Expenses must have been incurred “in good faith.”
· Unsuccessful Management: Rosenfeld v. Fairchild Engine & Airplane Co.: P, a shareholder, brought derivative action to get return of money that corporation reimbursed to old management (unsuccessful in a proxy contest) and to new management.  Payment was made to both groups.  Majority of shareholders had ratified reimbursements.  Proxy contest centered around compensation of CEO.  In addition to normal expenditures, expenditures were paid for entertainment, travel, professional proxy solicitors, etc.  Lower court dismissed complaint on merits; appellate court affirmed.
· Issue: Is it lawful for corporation, with approval of a majority of the shareholders, to pay the expenses of the competing parties in a proxy contest?  On what basis expenditures not legally required by law be paid out of the general treasury?
· Holding: Yes.  Judgment Affirmed.
· In a contest over policy, as compared to a purely personal power contest, directors (current management) have the right to make reasonable and proper expenditures, subject to the scrutiny of the courts when duly challenged, for the purpose of persuading shareholders of the correctness of their position and soliciting their support for policies when the directors believe in good faith that they are in the best interests of the corporation.
· Reasonable & proper expenditures include anything law requires management to do

· There is no obligation to reimburse successful outside contestants.  But the shareholders may vote for such reimbursement.

PARTNERSHIP

· Basic Nature of Partnership:

· Association of two or more persons to carry on a business as co-owners for profit.  Lawful partnership cannot be formed for nonprofit purposes.
· UPA does not say that it is an entity.

· RUPA § 201(a) states that “A partnership is an entity distinct from its partners.” 

· Comment states that UPA is ambivalent on this.  UPA = aggregate theory; RUPA = entity theory, but sometimes distinction is confused by exceptions.  

· Comparison With Other Forms of Doing Business:
· Agency: Partnerships are more complex than a sole proprietorship – it is really an extension of the sole proprietorship that incorporates many of the principles of agency law in structuring how partnership will function.  Each partner is agent of her co-partners.  When any partner acts within scope of partnership, her acts will bind the other partners.

· Joint Venture.  An association of two or more members, agreeing to share profits.  However, a JV is usually more limited  – formed for a single transaction.  Courts usually apply the UPA to JVs.

· The Uniform Partnership Act (“UPA”): Adopted by most states, so it’s part of statutory law as opposed to common law.  § 7. Rules for Determining the Existence of a Partnership.  

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

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

· Sharing of gross returns does not necessarily indicate partnership

· Similar to RUPA § 202.
· Partnership Formation: As with agency relationship, subjective intent of the parties to form or not to form a partnership is not the determining factor.

· The Four Element Test: In the absence of an express partnership agreement, a relationship will be considered a partnership only if 4 elements are present:

· An agreement to share profits

· An agreement to share losses

· A mutual right of control or management of the business

· A community of interest in the venture.

· Partnership By Contract: Since a partnership is a voluntary association, there must be an express or implied agreement.

· Formalities: If it is to last more than 1 year, it must be in writing.

· Duration: If not stated, it ends at the will of any partner.

· Capacity to Become a Partner: Persons must have contractual capacity.  Some states say that corporations cannot be partners.

· Consent of Other Partners: UPA § 18(g) requires consent of all of the other partners.

· Intent of the Parties.  Determined from all the circumstances.
· No documents need to be filed in order to form a partnership.

· Partnership By Estoppel: 

· Liability of Alleged Partner.  UPA § 16 states that one who holds herself out to be a partner, or who expressly or impliedly consents to representations that she is such a partner, is liabile to any 3rd person.

· Implied Partnerships:

· Loan Agreements – Martin v. Peyton: KNK, a partnership in securities business, was in financial difficulty.  Hall, a partner, arranged for loan from Peyton and some other friends to be used as collateral.  Agreement said that no partnership was to take place, Ds were to receive 40% of profits of the firm; Collateral was given to Ds in form of speculative securities owned by firm (debenture).  Ds were to be advised of and consulted on all important matters affecting firm.  Ds had option to buy half firm.  Ds could not initiate any actions for the firm or bind the firm by their actions.  Creditors of KNK claimed that Ds had entered partnership and sought to hold Ds liable for partnership debts.

· Trial court found that transaction was a loan (no partnership).  Ps appeal.

· Issue: Has a partnership been formed?

· Holding: No.  Judgment Affirmed.

· Creation of a partnership is by express or implied agreement.  Ps claim that the written agreement of the firm with Ds constitutes the formation of an express partnership.
· Sharing of profits is considered as an element of a partnership, but not all profit-sharing arrangements cause those participating to be partners; nor is language saying that no partnership is intended; look at entire agreement.
· You can’t have all indicia of a partnership and simply sign an agreement saying, “We’re not a partnership.”
· They can’t initiate anything; they can’t bind partnership to deals (leases, contracts, etc.); no mutual right of management and control.
· Option to buy means no partnership b/c it is an option to become a partner.
· Partnership As a Matter of Law – Lupien v. Malsbenden: P contracted with Cragin, doing business as York Motor Mart, for construction of a Bradley automobile.  P paid a deposit.  P visited several times to check on progress.  P usually dealt with Malsbenden because Cragin was rarely there.  D told P he had to sign over ownership of P’s truck and D provided a rental car for P.  P never received the Bradley.  P sued D for partnership liability on the K.  D asserted that his only interest in York Motor was that of a banker.  

· Issue: May an association of two or more person be deemed a partnership, even if those parties did not expressly agree or intend to form one?

· Holding: Yes.  Judgment Affirmed.

· A finding such as this may be based on evidence of an agreement – either express or implied – to “place their money, effects, labor and skill or some or all of them, in lawful commerce or business with the understanding that a community of profits will be shared.”

· Evidence shows here that D’s overall [intimate] involvement in the Bradley division constituted that of a partner.  D was involved in day-to-day business operations (not just an employee, who clearly wouldn’t be a partner), provided interest-free financing.  Parties had joint control and intended to share profits.

· Entity theory – RUPA adopts entity theory but also an aggregate theory in some instances.  Fidicuiary duty owed to other partners, for example.

· Section 18 – Subject to any agreement between them, subsection E – all partners have equal rights in the management and conduct of the business
· G – no one can become a member of partnership unless all partners accept.
· H – Majority can make a decision, but anything that contravenes the agreement requires consent by all

· RUPA – 103 – You can adjust but cannot waive fiduciary duties
· Under both UPA and RUPA, these are default rules (some can’t be altered, but generally a contractual matter).

· Ongoing Operations of Partnerships
· Introduction: UPA & RUPA are default statutes when parties d/n agree or d/n memorialize their intentions in writing
· UPA
· § 18 says that rights and duties are determined by these rules subject to any agreement between them.  These are default rules.  
· § 18(e): All partners have equal rights (minority partners can outvote general partner) in the management and conduct of the partnership business.
· § 18(g): No person can become member of partnership w/o consent of all partners
· § 18(h): Most things (ordinary matters) decided by majority of partners, but no act in contravention of any agreement between the partners may be done rightfully w/o the consent of all the partners.
· § 19: Books kept at partnership HQ.
· § 20: Partners must render full information

· RUPA
· § 103: Partnership agreement has everything; can’t eliminate duty of loyalty
· § 401 (f): each partner has equal rights in the management and conduct of the partnership business
· § 401 (i): No person can become a member w/o consent of all the partners
· § 401 (j): Most things decided by majority of partners that are in the ordinary course of business.

· § 401 (j) must be read in conjunction with RUPA § 101(5), which defines the term “partnership agreement” to mean the “agreement, written or oral, among the partners concerning the partnership.”

· Comment to § 401 (j) purposely makes definition of partnership agreement more inclusive. 

· Management: All partners have equal rights in management (even if sharing of profits is unequal).  UPA § 18 (c).  
· Partners’ Equal Rights
· Summers v. Dooley: P and D entered into a partnership operating trash collection business.  Both worked in business, each providing and paying for substitute when he could not work.  P asked D to hire third person and D refused; P hired him anyway, paying him with his own funds.  When D found out, he objected.  P sued for reimbursement from partnership funds for monies he paid 3rd person.  The trial court found for D; P appeals.

· Issue: In a two person partnership, can one partner, over objection of the other, take action that will bind the partnership?

· Holding: No.  Judgment Affirmed.

· Where equal partners exist, then differences on business matters must be decided by a majority.

· Covalt v. High: Oral partnership which owned and rented an office to a corporation in which Covalt owned 25% of corporate stock and High owned 75%.

· Issue: What happens when a two-partner partnership disagrees on an advantageous prospective business transaction?

· Holding: Dissolution is the proper answer
· Each must be consulted (participates in day-to-day business) even though most things must be decided by a majority.

· Sanchez v. Saylor: third party was going to lend money to finance debt restructuring of two-person partnership.  Sanchez wouldn’t give financial statements.  Saylor brought suit based on fiduciary duty.  Found for Sanchez.

· Distributions, Remuneration, and Capital Contributions.

· UPA § 18 (a): each partner shares profits and losses equally.

· Salary.  No partner is entitled to remuneration for acting in the partnership business unless there is agreement to the contrary.

· Authority of a Partner
· To Bind The Partnership.  

· UPA § 9(l): Every partner is an agent of the partnership and the act of any partner, including the execution in the partnership name of any instrument, for apparently carrying on the usual course of business, binds the partnership, unless the partner so acting has in fact no authority to speak for the partnership in the particular matter, and the person with whom he is dealing has knowledge of the fact that he has no such authority.”

· RUPA: changes some of the rules concerning a partner’s authority.  The most significant difference is that RUPA § 301(1) states that a partnership is bound not only by an act of a partner that is carrying on the partnership business in the usual way, but also for a business of the kind carried on by the partnership (MUCH broader definition).

· Protects third parties more by removing inquiry notice.  

· Broader definition of business of the partnership.

· RUPA § 303 is a new section.  It allows for partnerships to file a certificate of partnership authority.  This is mainly for the transfer of real property when a partnership is involved.

· Rules of Agency Apply.  Rules of agency apply in determining whether partnership is bound by dealings of one partners with a 3rd person.  Bsic rule is that any K made by a partner on behalf of partnership that is related to its basic business is w/in partner’s apparent authority and is binding.

· UPA’s default rule is actual authority.  

· UPA’s rule on a partner’s apparent authority is ambiguous.  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.” ( 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.

· RUPA solves this problem by stating that a partnership is bound by an act of the partner for apparently carrying on in the usual way 

· The partnership business; OR
· Business of the kind carried on by the partnership.

· Third Party’s Knowledge:

· UPA states in §9(1) that the partnership was not bound by unauthorized actions of a partner if the third party had “knowledge” of the partner’s lack of authority.

· Knowledge = when he or she had actual knowledge or when he has knowledge of such other facts as in the circumstances shows bad faith (i.e., implied or inquiry notice)

· RUPA: no inquiry or implied notice.  Only actual knowledge or receipt of notification of a partner’s lack of authority will meet the standard.

· Also includes “business of the kind” that the partnership engages in
· Partnership not liable only if the third party had actual knowledge

· Limitations on Authority:

· UPA § 9(3) NO partner has authority:

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

· To dispose of the partnership good will;
· To do any other act that would make it impossible to carry on ordinary business of the partnership;

· To confess judgment against the partnership; or

· To submit a partnership claim or liability to arbitration.

· Differences Between UPA and RUPA – RNR Investments Limited Partnership v. Peoples First Community Bank: Partnership agreement to buy land and build a house limited general partner’s authority to borrow only $650k, but he borrowed $990k.  Nothing was sent to the bank that would have alerted them.  This case concerns the ACTUAL authority of a general partner – not a limited partner.  The same rules about scope of authority apply to a general partnership and a limited partnership.

· Issue #1: Does the partner have apparent authority?

· Rule: RUPA: each partner is an agent of the partnership for the purpose of its business.  An act of a partner binds the partnership unless the partner had no authority to act for the partnership and the person with whom the partner was dealing knew or had rec’d notification that the partner lacked authority.

· Two Step Analysis:

· Determine whether the partner purporting to bind the partnership apparently is carrying on the partnership business in the usual way or a business of the kind carried on by the partnership.

· An affirmative answer ends the inquiry unless it is shown that the person with whom the partner is dealing actually knew or had rec’d a notification that the partner lacked authority

· Issue #2: Did the bank have actual knowledge or notice of the restrictions?

· Holding: No, it didn’t.

· Bank could rely on the general partner’s apparent authority and nothing shows that the bank knew of the restrictions.

· General partner lacked actual authority, but had apparent authority.  Court says that there was no constructive knowledge.  Other partners could have filed statement or provided notice.  

· Termination of Authority.

· It is doubtful that any single partner can terminate the authority of co-partners, short of dissolving the partnership – as where partner A (without dissolving her partnership with B) notifies the bank that she will not be liable on any partnership debts, in an effort to exempt herself and the partnership from further liability on B’s borrowings in the name of the partnership.

· Imputed Notice.  Knowledge or notice to any one partner of matters pertaining to the regular partnership business is imputed to the partnership; i.e., knowledge by any one partner of matters pertaining to the partnership affairs is binding on all the partners [UPA § 12].
· Conveyance of real property.  Under the UPA, any partner has the authority to make a conveyance of partnership real property in the ordinary course of partnership business.  [UPA § 9(1)]  Note, however, that RUPA § 302 has elaborate rules concerning when a transfer of partnership property is binding.

· Liability for Partnership Obligations
· Overview: Davis v. Loftus: “Income partners” did not share in the net profits of the partnership.  They derived a fixed level of compensation plus a bonus and their $10k capital contribution was returned if they left the firm.

· Liability on Contracts.  The partners are jointly but not severally liable on all partnership debts and contracts.  [UPA § 15(b)]

· NOTE: Jointly and severally for anything chargable to the partnership.

· Effect of Joint Liability: Since the partners have only a joint liability to creditors, a K creditor may not proceed against any single partner.  If he does so, the partner sued can generally force the joinder of all other partners; i.e., they are “necessary parties” within the rules of compulsory joinder.

· If creditor obtains judgment for less than the amount sought, satisfaction of that judgment is a bar to any further action against other partners or against the firm.

· Of course, a creditor can always proceed against the partnership as an entity by filing suit against the partnership in the firm name.  In this case, the judgment binds only the partnership assets (together with the assets of each partner actually served with a summons).

· In most states, a release of one partner operates to release all partners since their liability is joint rather than several.

· Remedies.  Partnership assets are subject to attachment and execution only upon partnership debts.  Thus, an attachment or execution against partnership assets is void if the claim at issue is the debt of an individual partner.  UPA §25(2) states that “[a] partner’s right in specific partnership property is not subject to attachment.”  The creditor’s remedy in the latter situation is to obtain a charging order against the debtor-partner’s interest per UPA § 28.

· Liability In Tort.  The partners are jointly and severally liable for torts and breaches of trust injuring 3rd parties per UPA § 15(a).

· Since the liability is both joint and several, an action may be brought against any single partner without joining the others.  Moreover, if an action is brought against only one partner, any judgment is not res judicata against the other partners in subsequent suits against them.  The fact that a partnership exists does not establish the requisite privity to invoke res judicata, since the liability is several.

· The liability of partners for the torts of their co-partners is analogous to the rules of agency.  Instead of a respondeat superior theory, however, each partner is deemed to assume liability for any tortious act committed by a co-partner.  However, where the tort involved requires a showing of malice or wrongful intent, it must appear that each partner sought to be held liable possessed such intent.

· RUPA § 306 (a): All partners are liable jointly and severally for all obligations of the partnership unless otherwise agreed by the claimant or provided by law.  

· You no long have to be joined in the lawsuit.

· You are personally liable.  

· RUPA § 307: Partnership may sue or be sued as a partnership (entity).

· Partnership Interests and Partnership Property: Frequent issue of whether property belongs to the partnership or to an individual partner.  This probably won’t be on the exam.

· General rule for general partnership  is that no person can become member of partnership w/o consent of all partners.  Governance rights can’t be assigned.  However, economic rights can be assigned.  “Fraternity/sorority model.”
· Partner’s Duty of Loyalty
· Outside Opportunities – Meinhard v. Salmon: Gerry leased a hotel to D for 20 years; D was obligated to spend $200k in repairs.  D entered into a joint venture with P for P to pay ½ of the money needed to alter and manage the property, receiving 40% of the net profits for five years and 50% thereafter.  D had sole power to manage the property; D’s interest in the lease was never assigned to P.  Gerry, who owned adjacent property, tried to buy it all back and make one large building.  Gerry and D entered into a new 80-year lease for the land.  

· Procedural History: Lower court held that P was entitled to a half interest in the new lease and must assume responsibility for half of the obligations.  D appeals the judgment.  

· Issue: Does the new lease come within D’s fiduciary obligation to his JV partner as a joint venture “opportunity”?

· Holding: Yes.  Judgment affirmed.

· JV partners have the highest obligation of loyalty to their partners.  This includes an obligation not to usurp opportunities that are incidents of the JV.  The duty is even higher for a managing co-adventurer.

· Close nexus of the opportunity and the subject matter of the JV (it was an extension and enlargement of the JV).

· Since D was to control the project, he should receive 51 shares of the corporation that holds the lease on the new project and P should have 49 shares.

· The court found a duty of disclosure.  

· “Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty.  Many forms of conduct permissible in a workaday world…are forbidden to those bound by fiduciary ties.  A trustee is held to something stricter than the morals of the market place.  Not honesty alone, but the punctilio of an honor the most sensitive, is the standard of behavior.  As to this there has developed a tradition that is unbending and inveterate.

· Significance: RUPA says that a partner is NOT a trustee.  Case law seems to suggest that a partner can be a trustee.  Would this case come out differently under the RUPA?

· UPA § 21.  Partner Accountable as a Fiduciary.

· Every partner must account to the partnership for any benefit, and hold as trustee for it any profits derived by him w/o the consent of the other partners from any transaction connected with the formation, conduct, or liquidation of the partnership or from any use by him of its property.

· This section applies also to the representatives of a deceased partner engaged in the liquidation of the affairs of the partnership as the personal representatives of the last surviving partner.

· RUPA § 103.  Effect of Partnership Agreement; Non-waiveable Provisions.  Partnership agreement may not:
· Vary the rights and duties under § 105 except to eliminate the duty to provide copies of statements to all of the partners;
· Unreasonably restrict the right of access to books and records
· Eliminate the duty of loyalty under § 404(b) but: 
· the partnership agreement may identify specific types or categories of activities that do not violate the duty of loyalty, if not manifestly unreasonable, or
· all of the partners or a number or percentage to authorize or ratify, after full disclosure of all material facts, a specific act or transaction that otherwise would violate the duty of loyalty
· Unreasonably reduce the duty of care
· Eliminate obligation of good faith and fair dealing under 404 (d), but the agreement may prescribe the standards by which the performance of the obligation is to be measured.
· RUPA § 404.  General Standards of Partner’s Conduct.  

· (a) The only fiduciary duties a partner owes to partnership and other partners are the duty of loyalty and the duty of care set forth in b and c.

· (b) A partner’s duty of loyalty to partnership and other partners is limited to following:

· to account to the partnership and hold as trustee for it any property, profit, or benefit derived by the partner in the conduct and the winding up of the partnership (SAME as UPA)

· to refrain from dealing with the partnership in the conduct of winding up

· to refrain from competing with the partnership in the conduct of the partnership business before the dissolution.  

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

· NOTE: This does not encompass ordinary negligence.

CLOSE CORPORATIONS
· Characteristics of close corporation: (1) small number of stockholders; (2) no ready market for the corporate stock; and (3) substantial majority stockholder participation in the management, direction and operations of the corporation.

· Striking resemblance to partnership: Just as in a partnership, the relationship among the stockholders in a close corporation must be one of trust, confidence and absolute loyalty if the enterprise is to succeed.

· Although the corporate form provides advantages for the stockholders (limited liability, perpetuity), it also supplies an opportunity for the majority stockholders to oppress or disadvantage minority stockholders (freeze-outs).

· In a close corporation, minority stockholders may be trapped in a disadvantageous situation. No outsider would knowingly assume the position of the disadvantaged minority.  To cut losses, the minority stockholder may be compelled to deal with the majority, forced to relinquish stock to the majority at inadequate prices.

· Donahue v. Rodd Electrotype Co: Corp bought back stock from a controlling group (that was not illegal under state law, and price was fair value – so no excessive price claim).  P claims that Ds caused the corporation to purchase shares in violation of their fiduciary duty to her, a minority shareholder.  The majority refused to buy back plaintiff’s shares at the same price.

· Holding: stockholders in the close corporation owe one another substantially the same fiduciary duty in the operation of the enterprise that partners owe to one another.

· Strict fiduciary duty of stockholders in a close corporation governs only their actions relative to the operations of the enterprise and the effects of that operation on the rights and investments of other stockholders.

· Concurring judge is concerned that this might be applied to salary, employment and dividend decisions, not just to buyout of a controlling group’s shares; concurrence would limit the duty to just buyout situation

· Equal opportunity in a close corporation

· Holding: When corporation buying back its own stock is a close corporation, the purchase is subject to additional requirement (in addition to good faith and no prejudice to creditors and stockholders) that the stockholders, who, as directors or controlling stockholders, caused the corporation to enter into the stock purchase agreement, must have acted with the utmost good faith and loyalty to the other stockholders.

· To meet this test, if the stockholder whose shares were purchased was a member of the controlling group, the controlling stockholders must cause the corporation to offer each stockholder an equal opportunity to sell a ratable number of his shares to the corporation at an identical price.

· Benefits conferred on members of controlling group whose shares were purchased are: (1) provision of a market for shares and (2) access to corporate assets for personal use.

· Planning Devices – allowing for a model of running the corporation that does not strictly follow formality requirements established for standard corporations
· Planning Device 1: Special voting arrangements at the shareholder level
· Attempts to plan in advance how shareholders will cast their votes, departure from normal scheme (1 vote = 1 share, not bound by another shareholder’s vote)

· Ringling Bros-Barnum & Bailey Combined Shows v. Ringling: Family circus company; 2 female shareholders had an agreement to vote together.  Benefit is to have the majority of the vote: cumulative voting would get them control of 5 of 7 directors on the board

· Agreement provided that if shareholders could not agree, they were to go to arbitration, arbitrator being Mr. Loos (their attorney).  His decision shall be binding upon the parties.  “Such arbitration shall be exercised to the end of assuring for the respective corporations good management and such participation therein by the members of the Ringling family as the experience, capacity and ability of each may warrant.”  Dispute occurs, goes to arbitrator; he decides that they should vote for adjournment of the meeting; meeting proceeded anyway.

· What is the legal objection raised regarding enforceability of this agreement?

· Voting trust statute says that if you set up a voting trust, whether you call it one or not, you either comply with the statute or it’s an illegal voting trust (not enforceable)

· Trust: third party trustee holds possessory interest of property for benefit of another; trustee has voting rights

· Voting trust had to be set up following legal formalities under the law at the time.  Argument is that if this agreement set up a voting trust, it did not follow these formalities and is thus unenforceable

· Issue: May two of 3 shareholders of a corporation agree to vote together and if they cannot agree that an arbitrator shall decided how they should vote?

· Holding: Yes.  Chancery decision modified.

· Δ argues that under DE law, there can be no agreement that operates to irrevocably separate the voting power of stock from the ownership of the stock except as provided in § 18, which authorizes transfer of stock in trust.  D argues that here, the agreement illegally transfers voting power to an arbitrator, who has no ownership interest in the stock.

· However, various forms of pooling agreements have been held valid and have been distinguished from voting trusts.  The chancery court determined that this agreement to vote in accordance with the decision of the arbitrator was valid as a “stock pooling agreement,” and that it was not in violation of any public policy.

· Power to vote the shares was in no way transferred to the arbitrator.  Parties did not agree that either one could vote shares of the other, or that the arbitrator could vote them.  Rather, the parties promised to vote their own shares in accordance with the arbitrator’s decision.  The agreement is a valid contract, which has sufficient consideration in the mutual promises of the parties.  Haley’s refusal to exercise her voting rights in accordance with the decision of the arbitrator was a breach of her contract.

· How did legislatures deal with this issue?
· Expressly allowing shareholders to agree on a procedure as to how they will vote; some statutes say that similarity to a voting trust is not grounds for striking down the agreement.

· Abercrombie v. Davies: Elements of voting trust in this case:

· The voting rights of the pooled stock have been divorced from the beneficial ownership, which is retained by the stockholders

· The voting rights have been transferred to fiduciaries denominated Agents

· The transfer of such rights is, through the medium of irrevocable proxies, effective for a period of ten years

· All the voting rights in respect of all the stock are pooled in the Agents as a group, through the device of proxies running to the agents jointly and severally

·  On its face, the agreement has for its principal object voting control of American

· Legislative response to problem of voting agreements (doubts about enforceability based on similarity to a voting trust)

· Del Gen Corp Law 212(e), 218(c):

· 212(e) Can be irrevocable if coupled with an interest in the corporation (interest sufficient in law); general interest in the corporation is sufficient regardless of interest in stock (broad)

· 218(c): flexible procedural requirements

· Model Bus Corp Act, Cal Corp Code, NY Bus Corp Law: Similar in flexibility

· Model Act defines “coupled with an interest” (includes “party to a voting agreement”) ( Similarity to voting trust argument is clearly rejected

· Cal Corp Code: irrevocable proxy can be delegated

· NY Bus Corp Law: Provides for irrevocable proxies to be legitimately and lawfully held by any of the following . . . party to agreement under section 620(a) – can agree to vote in any way (e.g., flip a coin); legislature is saying we know this may look like a voting trust but we don’t care

· Classified stock and weighted voting:
· Lehrman v. Cohen: deadlock breaking technique – third class of stock that does not have all traditional ownership rights; plan equal governance and voting rights even if not equal in economic investment

· Planning Device 2: Agreements controlling matters within the board’s discretion 

· Impingement on board of directors; deciding in advance on matters that are traditionally within management power of the board (e.g., dividends, salaries)

· McQuade v. Stoneham: Shareholders entered into a written agreement; agreed to use their best endeavors to continue to vote each other as directors; agreed to keep each other in their respective positions as officers with set salaries (deciding in advance whom the directors would pick as officers; traditionally directorial rather than shareholder function)

· Stoneham was owner of majority of 2500 stocks.  McQuade and McGraw each bought 70 shares (expected to maintain employment); salary of $7500 per year

· Court held this contract unenforceable on grounds of public policy

· Shareholders only had power to elect directors; cannot place limitations on management by the board; once directors are elected, law says they have to be able to independently make managerial decisions

· Clark v. Dodge: 2 shareholders (1 with 75% of shares and 2nd with 25%); agreement that majority shareholder would always vote for minority shareholder as director and would keep him as general manager so long as he’s acting in the interest of the corporation; Clark would always receive as salary or dividends ¼ of the corporation’s net income.

· Court (same as in McQuade and 2 years later!) held that agreement was valid

· Draws distinction between slight impingement on BoD and sterilization

· Galler v. Galler: Benji and Izzi were concerned about providing for their spouses after they die.  They agreed to deal with provisions of income distribution to spouses

· In the absence of fraud or prejudice to minority interests or public policy, the right stockholders to agree among themselves as to the manner in which their stock will be voted, the period of time within which this agreement may remain effective as rendering the agreement unenforceable

· Issue: Where substantially all the shareholders of a close corporation enter into a shareholders’ agreement that provides for actions to be taken by the corporation, will the court sustain such an agreement although it deviates from state corporation law practice?

· Holding: Yes.  Judgment for P

· Courts have allowed close corporations to deviate from corporate norms in order to give business effect to the parties’ intentions.

· Here, substantially all of the shareholders of the corporation entered into the agreement.  The agreement did not injure creditors, other shareholders or the public.  The duration of the agreement is until the death of P.  This period is not too long.  Ds had argued that this agreement was similar to a voting trust, but the Court noted that this is NOT a voting trust because it does not divorce voting rights from stock ownership.

· The purpose of the agreement (maintenance of the widow) is proper.

· Close corporation as sui generis; even if agreement violates letter of the law, upheld in light of existing practical circumstances, no apparent public injury, absence of a complaining minority interest, and no apparent prejudice to creditors

· Wasserman v. Rosengarden: P owned 20% and Ds owned 80%.  They had agreed that they all would draw equal salaries, dividends and would continue to vote for each other.  Trial court granted Ds’ MSJ.

· Holding: Reversed.  No reason for precluding the parties from reaching arrangements concerning the management of the closely held corporation.

· There was no: (1) Fraud; (2) Injury to the public; (3) Harm to creditors; and (4) No minority interest complaining about the terms of the oral shareholders’ agreement.  

· Ramos v. Estrada:

· Legislative response:
· Delaware:

· 141(a) shall be managed by board, “except as may otherwise be provides”

· 350: Agreements restricting discretion of directors

· Del close corporations can have written agreement among majority of stockholders to impinge on board; caveat is that if managerial functions are shifted, that person takes on fiduciary duties

· 351: Del close corporation d/n even need to have a board of directors

· 354: operating corporation as a partnership

· Model Act 732: agreement effective even if it conflicts with board-shall-manage model in that it eliminates the board or restricts the discretion of board

· NY 620(b): using a certificate provision to impinge on or sterilize board is valid if certain requirements are met

· Cal Corp Code

· 186: shareholder agreement is one in writing between or among all shareholders of close corporation

· 300(b) parallel of 620(b) in NY: can impinge
· Planning Device 3: Supermajority quorum and voting requirements (applied at both shareholder and board levels)
· Supermajority, quorum & voting – board & shareholder level – protecting minority shareholder interest but increasing potential for deadlock
· Benintendi case originally barred but statutes then expressly supported the use of such provisions
· Danger associated with this type of provision is that there could be absolute deadlock in making decisions that could negatively impact bus
· Planning Device 4: Restrictions on Transferability of Shares & Mandatory Sales Provisions
· Intro: This ties in with valuation because typically, a shareholder objects to a restriction on the transferability of his/her shares b/c it precludes him/her from realizing the full value of his shares on transfer.  If the restrictions were coupled with some mechanism that allowed the shareholder to realize the economic value of his/her shares, s/he would be unlikely to complain.

· Competing Interest: Shareholders of a close corporation want to keep it that way; thus, they desire to prevent the transfer of shares without approval of the trustee.  Restriction is accomplished in three ways: (1) provision in articles; (2) provision in by-laws; (3) private agreement among shareholders
· Notice.  In order to sustain a restriction, it is safest if the restraint is stated on the share certificate, ensuring that the transferee has notice of the restriction.

· Restraints on alienation.  Normally, restraints on alienation of shares are permissible if:

· The person taking the stock is aware (has notice) of the restraint, and

· The restraint is not “unreasonable” (i.e., the restraint is not total; the shareholder may still sell his stock at somewhere near its true value)

· FBI Farms v. Moore: Husband, wife and children pooled farm and corporation with transfer restrictions.  Linda and Moore then got divorced; part of divorce settlement gave Moore sum of money secured by lean against Linda’s stock (Linda got all the stock).  So far, there’s been no transfer outside the family.  After corp goes bankrupt, Moore’s judgment remains unpaid; wants to execute his lean.  Several years later, he gets Linda’s stock at a liquidation sale after corp goes bankrupt.
· Bd of directors that created transfer restrictions adopted and recorded the restrictions in minutes of a meeting; not in compliance with Indiana statute that requires these kinds of restrictions to be in bylaws, articles/certificate of incorporation, shareholder agreement, etc. (not board resolution)
· (1) No stocks shall be transferred without approval of directors (sounds like consent restriction);
· (2) If any stock is offered for sale, corp should have first opportunity of purchasing it at no more than book value;
· (3) Should corp be not interested and could not economically offer to purchase said stock, any stockholder of record should be given the next opportunity to purchase said stock at a price not to exceed book value thereof
· (4) Corp’s stock can only be owned by blood relative of family!

· Under Indiana law, these types of restricts are enforceable unless if consent restraints are manifestly unreasonable; statute clearly endorses a first offer requirement, or an obligation to buy back, approves consent restraints unless manifestly unreasonable; can prohibit transfer to class of persons unless manifestly unreasonable.
· Issue: After divorce, Moore was no longer kin or blood relative, so he was technically ineligible to be a shareholder.  Right of first refusal is not self-executing; other shareholders had notice of sale and failed to object or do anything to stop it.
· Holding: As a general proposition, restrictions on corporate share transfers may require approval of the transfer by the corporation’s board
· Moore had notice of the restrictions
· If corp had insisted on its right of first refusal, Linda would have been obliged to sell her shares to FBI (or its shareholders).
· Corp and its shareholders were aware of the sheriff’s sale and did nothing to assert the right of first refusal; court held this is a waiver
· Restrictions on transfer with board approval: #1 and #4
· Consent restraint: Policy behind enforcement of these restrictions is to encourage entering into formal partnerships by permitting all parties to have confidence they w/n involuntarily end up with undesired co-venturer.
· Transfer to blood relatives: Court found this was reasonable at the time; legitimate interest to keep business in family

· Restrictions as applied to involuntary transfers
· Where there is an interference with rights of a third party, involuntary transfers may be allowed despite the restriction because of the particular circumstances; court d/n want to leave creditors without recourse
· Holding: Moore can keep the shares but he takes them with the restrictions; bought with notice of the restrictions

· Forms of Restraints:

· Absolute Prohibition (a/k/a Consent Restraint): One form of restraint is for absolute prohibition of sale w/o approval of shareholders, board; most restrictive.

· Right of First Refusal: Gives other shareholders a right to buy stock before it can be sold to an outside party.  

· Option: Option given to specified parties to buy stock on certain specified events.

· First Option: Prohibit a transfer of stock unless the shares have been first offered to the corporation, the other shareholders, or both, at a price fixed under the terms of the option.

· Buy-Back Provisions
· Gallagher v. Lambert: Employee terminated 21 days before mandatory buyback option would have yielded him $3m instead of $89k he got.  He was an at-will employee and termination triggered mandatory buyback.  

· Issue: Was there a duty of good faith and fair dealing? 

· Holding: Yes.  BUT, judgment affirmed b/c he was subject to an at-will employment K

· As long as company had a legitimate purpose for the firing, then they have every right to fire him and buy back shares.

·  “What controlling shareholders cannot do to a minority shareholder is take action against him solely for the self-aggrandizing, opportunistic purpose of themselves acquiring his shares at the low price.”  You can’t come in and say that if the company did everything allowable in the K that they breached a fiduciary duty.  

· Jordan v. Duff and Phelps, Inc.: P was securities analyst at Duff & Phelps; had opportunity to buy stock; bought at book value; buy-back agreement upon termination “for any reason” at book value on Dec 31 that is closest to date of termination.  He voluntarily left the company in Nov 1983, and his shares were bought out, but he was not told that negotiations were going on at the time for merger that would substantially increase value of stock.  In early 1984, merger is announced.  If he had stuck around till Jan 10, he would have received a lot more money.
· Holding: Withholding this info was material and since it was the stock component of employee’s agreement that made him stick around, it was even more material.  Court said that corp could not fire him the day before the merger agreement.  D was improperly granted summary judgment by the trial court.  

· Two Things For Jury To Decide: (1) It is up to jury to decide what is “material.”  (2) When is the date of sale – Dec 30 or Nov 16?

· The Price.  Maybe be set in a number of ways:

· By mutual agreement;

· By appraisal of market value, etc.

· By reference to book value (most common approach), but neglects present value.

· By capitalized earnings.  

· Dispute Resolution:

· Dissolution for Deadlock

· Dissolution for deadlock is discretionary; even if literal requirements for dissolution are met, court may or may not order dissolution depending on circumstances

· Wollman v. Littman: 2 family groups, each 50% shareholder; business of selling artificial fur to garment manufacturers

· Court’s concern is that dissolving company would help out one of the factions in the other lawsuit; court appoints receiver

· Model Act 14.34(a) corp may elect that 1 or more shareholders may buy out at fair value

· Provisional Directors and Custodians (alternative to Dissolution)
· Del: Custodian appointed in case of deadlock, gets all powers of receiver except power to wrap up affairs of the company

· Giuricich v. Emtrol: Custodian given power to act only in situations where BoD not unanimous

· Provisional director: Cal 308 – deadlock can result in appointment; partial person who’s neither shareholder or relative within third degree, empowered to function as an additional director until deadlock is broken

· Dissolution for oppression, persistent unfairness, unduly prejudicial behavior and mandatory buy-out

· Common theme: Involuntary dissolution for “oppression” is limited to close corporation; less severe remedy of buyout is available

· Model Act 14.30 – any shareholder of close corporation can bring action for dissolution based on oppression; 14.34 less severe remedy, allowing corporation or its shareholders to buy out the shares of the oppressed minority

· Cal Corp Code 1800: gives any shareholder right to bring action for dissolution based on fraud, mismanagement or “persistent unfairness”; 1804 allows court to reduce remedy where justice requires.  Single act can be deemed oppressive vs. “persistent unfairness”

· NY Bus Corp Law 1104-a allows for involuntary dissolution where there is illegal, fraudulent or oppressive conduct; petition must be brought by holders of shares representing at least 20% of the voting stock (NOT “any shareholder”)

· Mich Comp Laws 450.1489: willfully unfair or oppressive conduct

· Minn. Stat. Ann. 302A.751: manner unfairly oppressive

· Matter of Kemp & Beatly: Company’s stock consists of 1500 outstanding shares held by 8 shareholders.  Dissin was employed by company for 42 years, had acquired 200 shares; Gardstein was employed for 35 years, acquired 105 shares.  Together they had over 20% of shares of the company.  Both were paid dividends and bonuses on their shares during their employment.  Company had buyback agreement in case employment is terminated, but never followed it.  Both claimed they were being “frozen out” of company; after leaving, they did not receive any dividends or returns and company did not buy back their shares

· Claim was that conduct of directors rendered their shares worthless; oppressive conduct: they did not receive any distribution or dividend from corporate earnings after termination of employment

· There was a change in policy when petitioners’ employment ended; longstanding policy to pay dividends based on stock ownership; policy was changed to base dividends on services rendered (making them no longer qualify for ownership)

· There was an established buy-out policy that company did not follow

· Issue: Is this conduct oppressive under the statute?

· Oppression by majority is when majority takes action that substantially defeats the reasonable expectations of minority shareholders

· Court must investigate what the majority shareholders knew or should have known to be the petitioner’s expectations in entering the enterprise

· Oppression arises only when the majority conduct substantially defeats expectations that, objectively viewed, were both reasonable under the circumstances and were central to petitioner’s decision to join the venture

· Remedy is dissolution, but corp and its shareholders have opportunity to buy out the stocks of the oppressed minority shareholders

· Purpose of the involuntary dissolution statute is to provide protection to the minority shareholder whose reasonable expectations in undertaking venture have been frustrated and who has no adequate means of recovering his/her investment.

· The minority shareholder whose own acts, made in bad faith and undertaken with a view toward forcing an involuntary dissolution, give rise to the complained-of oppression should be given no quarter in the statutory protection.

· Expectations can be altered over time; not frozen at the outset (Meiselman)

· Mandatory Buy-Out
· McCallum v. Rosen’s Diversified, Inc.: D is a closely held Minnesota corp.  P was hired as exec VP and CEO, later named director.  P was terminated after getting stock bonuses.  P proposed that D redeem his 12,000 shares of stock for $5m.  D responded with $600k, which was a small premium over what had been determined to be fair value.  Trial court dismissed P’s suit; P argued that majority acted unfairly and prejudicially.

· Issue: Should case have been dismissed?

· Holding: No.  Reversed and remanded for determination of fair value of P's stock.

· MN law provides for buyout of minority shareholder’s interest when directors have acted in a manner unfairly prejudicial – courts must consider reasonable expectations of shareholder.

· Terminating a CEO, as opposed to an employee who did not play a significant role in management, and then offering to redeem his stock, which was issued in part to induce him to remain with company, constituted conduct toward P as a shareholder sufficient to invoke the requirements of MN statute.

· Brodie: P claimed D froze her out of company; d/n want her to make bus decisions.  Trial judge ordered buyout.  App court overturned, holding that P d/n receive her reasonable expectations.  She must be placed back in her position.  

· Minority Discount – Charland v. Country View Golf Club, Inc.: P was a minority shareholder in D.  P petitioned for D’s dissolution based on officer’s illegal conduct.  D filed answer and then elected to purchase P's shares (per statute).  Court-appointed appraiser determined that “minority discount” would apply.  Trial court awarded P $139k.  P appeals.  R.I. statute allowed for avoidance of dissolution if shares owned by P are purchased at price equal to their fair value.

· Issue: Should court discount shares’ value b/c of minority status or lack of marketability?

· Holding: No. When shares are to be purchased by corporation itself, there is no discount.  Had P made his case for dissolution, each shareholder would be entitled to full value.

Ch.7 Limited Partnerships, Limited Liability Companies
· Limited Partnerships:

· Definition of Limited Partnership
· General Partner: Actual authority and control of operations of partnership

· Limited Partner: Gets same share of profit as a general partner

· RULPA Sec 303 (reflects 1985 changes to the 1976 law): Generally, no personal liability for partnership obligations

· Gateway Potato Sales v. GB Investment: P (creditor of Sunworth Packing Limited Partnership) trying to recover from GB (a limited partner);
· AZ did not revise 1976 law with the 1985 changes in RULPA, so participating in control of business may open limited partner to liability

· Holding: Trial court erred in granting motion for summary judgment to LP b/c factual question needs to be resolved as to whether LP exercised enough control to be liable
· Trial court erred in interpreting statute to mean that LP partner can “never” be liable unless creditor had contact with LP and learned directly from him of his participation and control of the business.

· AZ statute imposed liability on limited partner whenever the “substantially the same as” test is met, even though the creditor has no knowledge of the limited partner’s control.  It follows then that no contact between the creditor and the limited partner is required to impose liability.

· If LP’s participation in control of business is not substantially same as exercise of the powers of a GP, LP is liable only to persons who transact business with the limited partnership with actual knowledge of LP’s participation in control

· Language of 303 amendment in 1985 limited liability of LP only to situations where there was contact b/w creditor and LP; actual knowledge by creditor must be based on LP’s conduct.  Here, AZ had not adopted this revision yet.
· Direct contact is not required if the “substantially the same as” test is met.

· If LP’s activities were not substantially same as that of a GP, LP is only liable if there was (1) direct contact b/w creditor and LP, and (2) actual knowledge of LP’s participation in control of business
· 1985 Amendment: Section 303 does not specifically require direct contact (only reasonable belief of 3rd party creditor); even though intent of this amendment is to limit exposure of a LP.
· Concerns about ambiguity in interpretation led to 2001 Act
· 2001 Act: Direct contact is not necessary; full liability shield for LP
· Whether it’s contract or tort, LP is not liable period, even if the LP participates in control of management of the business.

· This eliminates any question of reasonable belief, direct contact, or substantial similarity of activities with general partner.

· In re USACafes, LP Litigation: Motion to dismiss for failure to state a claim; P’s are LP’s in a limited partnership complaining about what amounts to a merger/buyout at an inadequate price; claim that general partner breached fiduciary duty.  GP is USACafes Inc (corporation).  If GP breached duty of care or loyalty, GP would be liable. Individual defendants are owners of all stock in GP; also third category of defendants who were officers and on BoD of GP.
· Issue: Are shareholders and directors of corporate GP liable for obligations of GP (for GP’s breach of fiduciary duty)?
· Holding: (1) The assertion by the directors that the independent existence of the corporate GP is inconsistent with their owing fiduciary duties directly to limited partners is incorrect.  (2) Moreover, even were it correct, their position on this motion would have to be rejected in any event because the amended complaint expressly alleges that they personally participated in the alleged breach by the GP itself, which admittedly did owe loyalty to the limited partners.
· Rule: Directors of corporate General Partner owe same duties to LP that GP owes to LP (duty of care and duty of loyalty)

· Gotham Partners, LP v. Hallwood Realty Partners: Transactions allowed solidification of control; D did not follow partnership agreement in forming independent audit committee to audit self-dealing transaction that the agreement allows
· Holding: A limited partnership agreement may provide for contractually created fiduciary duties substantially mirroring traditional fiduciary duties that apply in corporate law.

· Agreement can provide for less or more fiduciary duties than default rules

· Del statute does NOT allow elimination of fiduciary duties, only expanding and restricting them.  In 2004 (after this case), Del amended statute to allow partnership agreement to eliminate fiduciary duties all together; but agreement may NOT eliminate implied contractual covenant of good faith and fair dealing.

· Limited Liability Companies
· Formation; Articles of Organization; Powers:

· LLC is formed by filing articles of organization

· Must specify if member-managed or manager-managed LLCs

· Operating Agreement: Key document in LLC – critical foundational instrument.

· This is an agreement among members regarding governance, capitalization, admission and withdrawal of members, and distributions.

· Management: Default rule is that LLC is managed by its members.

· Voting by Members: Varies from state to state (half states provide for one vote per member; other states provide for pro rata voting in proportion to holdings)

· Agency Powers (Two Types):

· In member-managed LLC, apparent authority of a member is comparable to apparent authority of a partner (each member has power to bind LLC for any act that is for apparently carrying on business of LLC in usual way or ordinary course).

· If member acts outside scope of his actual authority (if LLC takes it away), the LLC is still bound by member’s apparent authority, but member may have to indemnify LLC.

· Most prevalent; default form.

· In manager-managed LLCs, the rules are comparable to corporations.  Members have no power to bind LLC – only managers do.  Managers may or may not be members.  More often than not, they’re managers.

· Fiduciary Duties: Same as corporate statutes – they’re largely unspecified. 

· LLC statutes say what the elements of duty of care are; some provide that a manager will be liable only for gross negligence, bad faith, recklessness, or equivalent conduct; others require that manager act as a prudent person would.

· Many permit limiting and some permit complete elimination of fiduciary duties in operating agreements.

· Uniform Limited Liability Company Act § 409: Members and managers owe to the company and to the other members only the fiduciary duties of loyalty and care (limited to grossly negligent; reckless conduct; intentional misconduct or a knowing violation of law ( same as in Partnership) and the obligation of good faith and fair dealing.

· An operating agreement may not waive or eliminate the duties or obligation, but may identify activities and determine standards for measuring performance (if reasonable).

· Solar Cells v. True North Partners: First Solar managed by True North LLC; proposed merger; non-majority corporate member did not receive advanced notice, moved for preliminary injunction; alleged that individual D managers, acting at direction of True North, acted in bad faith in approving the proposed merger and that D will be unable to prove the entire fairness of that merger

· Issue: Can P demonstrate that there is a reasonable chance P can show that the transaction was not entirely fair and, therefore, D acted in bad faith?

· Holding: Yes; merger would have caused P to go from having a 50% interest in LLC to a 5% interest.

· Fair Dealing pertains to the process by which the transaction was approved and looks at the terms, structure, and timing of the transaction.  Fair price includes all relevant factors relating to the economic and financial considerations of the proposed merger.

· You have to disclose to other members in LLC any offer made to one member (Saum v. Feldstein).  Failure to disclose material facts as a managing member is breach of fiduciary duty

· Derivative Actions: Most statutes allow members to bring derivative actions on LLC’s behalf.
· Distributions – default rule: pro rata to contributions
· Members’ Interests: Interests are assignable (just as in partnerships)
· It is clear that an assignee gets no governance rights.
· It is NOT clear that assignor keeps governance rights.
· Creditors can get charging orders when member pledges her interest.
· Liability: Members are not personally liable for obligations of LLC, but can become liable through piercing.
· Kaycee Land & Livestock v. Flahive: LLC has no assets, Flahive was the managing member of the company; allegations of wrongdoing but no actual fraud; P claiming that Flahive environmentally contaminated its lands, but since LLC has no assets, P is going after members.

· Issue: In absence of actual fraud, can court pierce veil of LLC to hold managing member personally liable?

· Factors to determine whether to pierce the veil – where LLC is a “mere shell”:

· Commingling of funds, unauthorized diversion of funds

· Failure to issue stock, inadequate capitalization

· Legal formalities (don’t apply to LLCs)

· Dissociation: Some states allow it based on notice; some make it more difficult b/c of the disruption that a buy-out has on the LLC.

Duty of Care and Duty to Act in Good Faith
· Basic Standard of Care

· Decisions of corporate officers are generally given great deference

· Exception: Limiting shareholder voting rights

· Business Judgment Rule: If applied, almost always finds officers not liable

· Two aspects of duty of care analysis

· Process Elements: Preparing to make a decision, general monitoring, following up on suspicious circumstances; Governed by standard of reasonableness

· Substantive Decision: If process elements are found to have been reasonable, then the substantive decision itself is just governed by a rationality standard
· Statutes

· CA Corp Code 309: Subjective good faith + degree of care that ordinarily prudent person under similar circumstances would exercise
· Model Act 830 slightly different but essentially a negligence standard
· Duty to Third Parties – Francis v. United Jersey Bank:
· P’s are trustees in bankruptcy of Pritchard & Baird.  D Overcash is daughter of Pritchard and executrix of her estate.  At time of her death (which was after lawsuit was filed), Pritchard was a director and largest single shareholder of P & B.

· Payments were made by P & B to Charles and William, who were sons of Mr. and Mrs. Pritchard, as well as officers, directors and shareholders

· Trial court characterized payments as fraudulent conveyances under NJ law and entered judgment of $10 million plus interest against estate.

· Appellate court affirmed but found that the payments were a conversion of trust funds rather than fraudulent conveyances of assets of the corporation

· Issue: Whether a corporate director is personally liable in negligence for the failure to prevent the misappropriation of trust funds by other directors who were also officers and shareholder of the corporation

· Whether Mrs. Pritchard was negligent in not noticing and trying to prevent the misappropriation of funds held by the corporation in an implied trust

· Whether her negligence was the proximate cause of P’s losses

· Statute makes it incumbent upon directors to discharge their duties in good faith and with that degree of diligence, care and skill which ordinarily prudent men would exercise under similar circumstances in like positions
· As a general rule, director should acquire at least a rudimentary understanding of the business of the corporation; become familiar with the fundamentals of the business in which corp is engaged.

· B/c directors are bound to exercise ordinary care, they c/n claim as a defense lack of knowledge needed to exercise requisite degree of care

· Directors are under a continuing obligation to keep informed about the activities of the corporation; may not shut their eyes to corporate misconduct, and then claim that b/c they d/n see the misconduct, they d/n have a duty to look.

· Directorial management d/n require a detailed inspection of day-to-day activities, but rather a general monitoring of corporate affairs and policies; attend meetings

· While directors are not required to audit corporate books, they should maintain familiarity with the financial status of the corporation by a regular review of financial statements

· Extent of review, as well as the nature and frequency of financial statements, but also on the nature of the corporation and the business in which it is engaged.

· Review of financial statements may give rise to a duty to inquire further into matters revealed by those statements; 

· Upon discovery of an illegal course of action, director has duty to object and, if the corporation does not correct the conduct, to resign.
· In some circumstances, director may even have a duty to seek advice of counsel, in-house or outside depending on the circumstances (doubts about interpretation of corporation instruments, legal advice concerning propriety of director’s own conduct, conduct of other officers, directors of the corporation)

· Analysis: Pritchard agreed to be a director as an accommodation; knew nothing about reinsurance; rarely went to the office.  Even though she did not steal the money or know that their sons stole the money, the court still found her negligent

· Should have attended meetings; should have obtained and read annual statements of company’s financial condition; should have generally monitored corporate activity; should have consulted with a lawyer or threatened to sue
· Proximate Cause:

· She did not resign until just before the bankruptcy.  Consequently, there is no factual basis for the speculation that the losses would have occurred even if she had objected and resigned.

· Nature of the reinsurance business distinguishes it from most other commercial activities in that reinsurance brokers are encumbered by fiduciary duties owed to third parties.  In other corporations, a director’s duty normally does not extend beyond the shareholders to third parties.

· “They spawned their fraud in the backwater of her neglect”

· Her conduct was a substantial factor contributing to the loss

· The Business Judgment Rule

· Kamin v. American Express: Stockholders’ derivative action; individual D’s who are directors of American Express moved to dismiss complaint for failure to state a cause of action and alternatively for summary judgment.  Complaint was brought derivatively by two minority shareholders asking for a declaration that a certain dividend in kind is a waste of corporate assets, directing D’s not to proceed w/ distribution, or for monetary damages.

· Holding: As a matter of law, P did not plead cause of action for breach of duty of care

· Directors made decision on informed basis w/o any significant conflict of interest or undue influence

· Some conflicts of interest: 4 of the 20 directors received incentive payments that were tied to corporate earnings; but nothing to suggest that the other 16 were unduly influenced by these 4

· Business Judgment Rule: Courts will not interfere with such discretion (as decision on dividend distribution) unless it be first made to appear that the directors have acted or are about to act in bad faith and for a dishonest purpose.  It is for the directors to say, acting in good faith, when and to what extent dividends shall be declared.
· More than imprudence or mistaken judgment must be plead in complaint
· Questions of policy of management, expediency of contracts or action, adequacy of consideration, lawful appropriation of corporate funds to advance corporate interests, are left solely to their honest and unselfish decision

· More than ordinary negligence

· ALI Principles 4.01: Requires that directors adhere to ordinary person standard for duty of care

· 4.01(c) explains when director actually fulfills duty of care; good faith alone is not enough; three requirements

· (1) Director must be “not interested” or disinterested financially in decision or transaction;: no financial conflict of interest; no familial relationship
· (2) Reasonably well informed: subjective & objective component

· (3) Rationally believes that it’s the best judgment of the corporation
· For BJR to apply, four conditions must be met:

· (1) Director must have made a decision

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

· (3) Decision must have been made in good faith

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

· Smith v. Van Gorkam:
· Facts: Class action was brought by shareholders of defendant Trans Union Corp originally seeking rescission of a cash-out merger of Trans Union into D1 New T Company, a wholly owned subsidiary of D2 Marmon Group.  Alternate relief in form of damages is sought against D members of BoD of Trans Union, New T and the two owners of Marmon.

· Publicly traded company; stock had fluctuated b/w $39 and 24 over 5 years.  Merger deal for $55 per share (almost a 40% premium over the highest price)
· BoD had collective experience in corporate management and academia that totaled a significant number of years; very familiar with business
· Leveraged buy-out: BoD studied numbers to figure out what price they can afford to pay as opposed to actual value of stock; decided against leveraged buy out

· Cash-out merger: Van Gorkam gave presentation to BoD on cash-out merger and said he would accept $55 for his shares; BoD relied on Van Gorkam’s presentation

· Following trial, chancellor granted judgment for defendant directors based on two findings: (1) that the board had acted in an informed manner so as to be entitled to protection of BJR in approving the cash-out merger; and (2) that the shareholder vote approving the merger should not be set aside because the shareholders had been fairly informed by BoD before voting.

· Holding: Both findings of the chancellor are clearly erroneous; reversed and directed judgment in favor of plaintiffs and against defendant directors for fair value of plaintiffs’ stockholdings in Trans Union.

· Under Del law, BoD violated duty of care when they made decision on merger even though they were sophisticated and well informed

· Gross negligence standard: BoD relied on Van Gorkam’s presentation; duty of inquiry; they d/n become sufficiently informed; failed to act w/ informed reasonable deliberation
· Directors (1) did not adequately inform themselves as to Van Gorkam’s role in forcing the sale of the company and in establishing the per share purchase price; (2) were uninformed as to the intrinsic value of the company; and (3) given these circumstances, at a minimum, were grossly negligent in approving the sale upon two hours’ consideration, without prior notice, and without the exigency of a crisis or emergency.

· Merger was amended under threat of resignation from some officers; BoD did not deliberate or get informed about these amendments

· Duty to Ensure that the Corporation Has Effective Internal Controls
· In re Caremark International Inc. Derivative Litigation: Motion to approve a settlement as fair and reasonable; this requires court to assess strengths and weaknesses of claims asserted

· Holding: Given weakness of plaintiffs’ claim, settlement is adequate and fair

· Directors may have been ignorant of what the felon employees did; issue is whether they implemented internal controls or compliance system disseminating information and guidelines to employees
· Once board became aware of investigation, they stopped making payments to doctors, issued new guideline that payments to doctors have to be approved by officers, disclosed investigation on annual report; audit; mechanism to anonymously report illegal conduct.
· Potential liability for directorial decisions:
· (1) liability that follows from a board decision that results in a loss b/c that decision was ill advised or negligent; subject to BJR

· (2) liability to corporation for a loss that arises from an unconsidered failure of the board to act in circumstances in which due attention would have prevented the loss;

· Liability for failure to monitor (unconsidered inaction)
· Liability Shields: Exculpatory provisions in certificate
· Virginia Corp Code 13.1-690: Provides protection for directors that act in good faith as opposed to the ordinarily prudent person standard; threshold for plaintiff is higher

· Del Gen Corp Law 102(b)(7)

· 102 deals with both mandatory and optional provisions in certificate of incorp

· 102(b)(7) exculpatory provision optional in certificate

· Provision can be used as an affirmative defense; limits personal liability of director for monetary damages (d/n address injunctive relief) for breach of duty of care except in certain cases such as (1) not acting in good faith, or (2) violating duty of loyalty

· Model Act 2.02(b)(4): Can adopt provision in certificate of incorporation limiting director liability for breach of duty of care by prohibiting monetary damages for breach of that duty except where breach involved receiving financial benefit, intentional infliction of harm on the company, criminal violations or unlawful distributions
· CA 204: Optional provisions that may be put in articles of incorporation

· 204(10) c/n exculpate directors from intentional conduct, criminal conduct, reckless disregard
· Not identical to other statutes, but common thread is no liability for breach of duty of care unless if conduct is bad enough

· Duty to Act in Good Faith (including duty to act lawfully)
· Miller v. American Telephone & Telegraph Co: AT&T was sued by shareholder derivatively claiming breach of duty of good faith b/c AT&T d/n collect $1.5 million from the Democratic National Committee; debt forgiven
· Holding: If elements of claim could be proven (illegal corporate contribution to political campaign), BoD c/n do this even if it maximizes shareholder profit b/c conduct is illegal

· BoD decision to forgive a debt, if done on an informed basis, is protected by BJR.
· Business reasons to forgive debt: relatively small amount, good will, influence politics and future benefits from not passing unfavorable legislation
· Disney: Disney was in need of new executive.  Ovits was already making a lot of money and having a lot of control at another company, so it was going to take a lot to get Ovitz to join Disney.  Eisner and Ovitz negotiated employment agreement, that if he’s terminated w/o cause he would get a lot of money ($130 million).  Ovitz worked for Disney for 2 years then was fired w/o cause, gets huge payout for relatively short-term performance that was less then exemplary
· Claims against Disney board: (1) did not exercise sufficient care in becoming informed about Ovitz’ employment arrangement; (2) did not act in good faith

· Result: No liability

Ch. 9: Duty of Loyalty

1. Self-interested transactions: Director selling to or buying from the corporation
· Old rule (no longer valid): such transactions would have to be voidable
· Rule of fairness ultimately adopted
· Burden of proving fairness on directors engaged in self-interested transaction unless curative steps are taken

· If curative steps are taken, either by approval of disinterested directors or disinterested shareholders after disclosure, burden is on plaintiff to prove unfairness
· Talbot v. James (based on South Carolina common law)
· James entered into contract with himself, James Construction; he is president of Chicora Apartments; contract b/w Chicora and James Construction Co.; self-interested transaction b/c he has a fiduciary duty by virtue of his position to Chicora and its shareholders

· Basis for claim: He did not disclose transaction; disclosure is a curative measure

· ALI makes it very clear that part of the duty of loyalty is disclosure; procedural requisite – duty of affirmative disclosure

· James has already been paid with stock of half interest in company, so he’s double dipping by getting more compensation, making this an unfairness case (not just about lack of disclosure)

· Despite factual dispute, there’s a legal principle that fiduciary must disclose material facts regarding a self-interested transaction; also, if he’s getting paid twice for the same duties, there’s unfairness

· In absence of disclosure, self-interested transaction not allowed even if fair

· Statutory Approaches:
· NY Bus Corp Law 713

· NY Bus Corp Law Section 713(b) carries forward common law principle that such a transaction was voidable unless shown by its proponent to be fair & reasonable to corp; it’s clear that 713(b) requires that interested party prove fairness if no curative steps were taken

· 713(a) d/n mention fairness; it only identifies curative measures:

· Have to disclose material facts regarding your interest in transaction to disinterested members of BoD

· If disinterested BoD approves, there’s another procedural device that has to be followed ( disclosure must be made to shareholders.  If disinterested shareholders approve, burden shifts to plaintiff to prove unfairness

· Lewis v. SL &E: Buyout provision at book value challenged by P, claiming that value of his stock has been disinflated by self-interested transaction; SL&E leased property to another company, LGT; claim is that lessee did not pay enough rent based on fair value.

· NOT by Bus Judgment Rule b/c BJR presumes that there is no conflict of interest; it does not apply the same deference to self-interested transactions

· Conflict of Interest: Bros sat on both SL&E board and LGT board

· Legal Basis for Claim: There are common shareholders and common directors, but not every shareholder is the same; here, Donald had no interest in LGT, so they’re funneling money from SL&E to LGT. As an SL&E shareholder, Donald lost money; they made money at his expense; interested director transaction

· Holding: District court erred in placing upon plaintiff the burden of proving waste; burden is on interested director to prove fairness

· Del Gen Corp Law 144, similar to NY
· Not automatically voidable as long as there’s disclosure; if curative steps are taken, burden is on plaintiff to prove unfairness

· 144(a)(1) not voidable if material facts of the relationship AND the contract are disclosed and disinterested board approves

· Standard is BJR if BoD approves after disclosure

· 144(a)(2) disinterested shareholder approval

· Standard is waste if shareholders approve after disclosure

· ALI Principles: A transaction constitutes a “waste of corporate assets” if it involves an expenditure of corporate funds or a disposition of corporate assets for which no consideration is received in exchange and for which there is no rational business purpose, or if consideration is received in exchange, the consideration is so inadequate in value that no person of ordinary sound business judgment would deem it worth that which the corporation has paid.

· 144(a)(3) fairness burden on defendants where no curative steps were taken

· Cal Corp Code 310

· Fairness remains the standard with burden on defendants regardless of whether disinterested BoD approves after disclosure
· 310(a)(1) if you disclose material facts about the transaction and the director’s interest in the transaction to disinterested shareholders, and if disinterested shareholders approve in good faith, burden of proof is on plaintiff to prove unfairness (transaction was not just or reasonable)
· More deference to shareholder approval than director approval

· 310(a)(2) even if you disclose to a disinterested board and they approve the transaction, contract must still be just and reasonable; shifts burden of proof to defendant but does not change standard of proof (fairness)
· ALI 502, duty of fair dealing
· Cookies Food Products v. Lakes Warehouse
· Court makes decision based on Iowa statute: no contract is voidable “if any of the following occur”:
· (1) disclosure to board and disinterested board approval

· (2) disclosure to shareholders and disinterested shareholder approval

· (3) fair and reasonable transaction

· Court reads in a requirement of fairness in #1 and 2

· Statute was in response to common law that fairness is always the standard

· Court will require even with this statute that the director prove fairness even though the statute does not expressly say that.

· Legislature did not intend by the statute to enable a court to rubber stamp any transaction to which a board of directors or the shareholders have consented

· Bottom line: Interested director must still prove fairness
2. Compensation

· Del Gen Corp Law 141(h): BoD gets to set their own compensation
· 157: Corp can give stock options (in absence of fraud)

· ALI Principles 5.03: summary law on compensation of directors & senior executives;

· Burden of proof is on plaintiff unless . . .

· Does not require curative steps; but there’s a fairness requirement

· If disinterested directors approve in advance compensation of non-voting officer (who could also be a director), BJR applies

· Extremely deferential standards

· With shareholder approval, plaintiff has burden of proving waste

· Types of compensation

· Wages & salaries
· Compensation incentives; giving them a stake in the company’s success

· Stock options: certain options qualify for special tax deferment; would not qualify for special tax treatment if option is issued at a price that’s lower than current market price
·  Tyson Foods: Practice of spring-loading of stock options; giving options on a day while knowing that they will be issuing information the next day that will raise up the price
· Compensation committee was given complete discretion with shareholder approval

· Claim: BoD d/n satisfy duty of loyalty by acting in bad faith
· Under Del law, in derivative suit, P must make demand on the board unless demand would be futile or is excused;

· 2 possible excuses: (1) reason to doubt disinterestedness of majority of board, or (2) reason to doubt that the compensation decision was an exercise of business judgment

· Plaintiffs concede that sole discretion regarding granting of options is with the compensation committee; but that discretion did not include spring-loading

· Not acting fairly and honestly with shareholders; board/committee are using inside information to spring load options; deceiving shareholders

· More subtle deception than backdating options

· C/n deceive shareholders and be acting in good faith; c/n claim protection of BJR
· If info given to shareholders is accurate and not deceptive, then the standard would be waste

· Gifford: Backdating stock options; deceiving shareholders who approved options
· Holding: Demand should be excused b/c directors deceived shareholders

· Bad faith to mislead shareholders

3. Corporate Opportunity Doctrine & Competition with the Corporation
· Lagarde v. Anniston Lime & Stone Co (1900): Doctrine applies only when director or officer has acquired property in which corp has an interest already existing or in which it has an expectancy growing out of an existing right, or when his interference will in some degree balk corp in effecting the purposes of its creation.

· Line of Business Test (more common): If the opportunity falls within the company’s line of business, the doctrine applies
· Not a self defining term, can have broad or narrow interpretation
· Is this limited by geographical region?

· Fairness Test (in some jurisdictions like Mass.)
· Miller (Minnesota) combined fairness test with line of business test!

· Northeast Harbor Golf Club v. Harris: Mrs. Harris was president of corp whose only asset was golf clubs.  During her tenure as president of club, she was presented with a couple of opportunities to acquire two properties.  Rather than let the club take the property as they wanted it, she pursued this property for her own personal acquisition.
· Issue: Court has to decide whether or not these acquisitions by Mrs. Harris were usurpations of corporate opportunity.

· Holding: Court adopts ALI Principles 5.05 on corporate opportunity doctrine

· Defines “corporate opportunity” broadly, but reinforces idea that not every business opportunity is a corporate opportunity

· Includes opportunities “closely related to a business in which the corporation is engaged”; also includes any opportunities that accrue to the fiduciary as a result of her position within the corporation

· If there is any doubt, best thing to do is to disclose and offer it to company

· Includes opportunities that arise during performance of functions as dir or exec
· Cited Klinicki v. Lundgren (Oregon), where one of the co-shareholders usurped what was alleged to be a corporate opportunity to transport passengers when the company was in the business of freight transportation.

· “[F]ull disclosure to the appropriate corporate body is an absolute condition precedent to the validity of any forthcoming rejection as well as to the availability to the director or principal senior executive of the defense of fairness.”
· “A good faith but defective disclosure” by the corporate officer may be ratified after the fact only by an affirmative vote of disinterested directors or shareholders.

· Analysis: Here, acquisition of the two properties by Mrs. Harris were corporate opportunities, so she has a disclosure obligation
· Gilpin property: 3 non-contiguous properties among fairways of the golf course

· Corporate opportunity because she learned of the opportunity to purchase this property in her capacity as president of the Club

· Smallidge property: lot adjacent to golf course

· Opportunity to engage in a business activity of which a senior executive becomes aware and knows is closely related to a business in which the corporation is engaged or expects to engage
· She knew golf club was interested in purchasing adjacent real estate

· Broz v. Cellular Information Systems: Broz was Pres & sole shareholder of RFB Cellular; also officer/director of CIS; Broz was interested in acquiring a cellular license; lawsuit brought by stockholder of CIS claiming that Broz usurped a corporate opportunity

· Broz disclosed opportunity to some CIS board members who told him they’re not going to take up the opportunity because of financial troubles

· Holding: not a corporate opportunity; definition includes as a factor the company’s financial ability to take up the opportunity
· Competition with the corporation

· Competition: economic rivalry where your products and services are replaceable with others in the same market; divided loyalties
· ALI 5.06 does not absolutely forbid competition; it’s ok if benefits outweigh harms

4. Duties of Controlling Shareholders

· Zahn v. Transamerica Corporation: P represents Class A common stock holders of Axton-Fisher; claim that Transamerica has breached a duty to Class A stockholders
· Facts: Transamerica is a controlling shareholder in Axton-Fisher

· Charter provides that if company is dissolved, Class A shareholders get 2 to 1 what Class B shareholders get after the preferred shareholders get $105 per share plus dividends.  Class A shares can be “called” by Axton-Fisher at $60 per share plus unpaid dividends.
· Board exercised an option to buyout Class A shareholders before company dissolved; charter says BoD of Axton-Fisher has right to buyout this stock; but claim is against controlling shareholder

· Claim is that this was a puppet-puppeteer relationship; Transamerica improperly influenced the board; used the board in a way that breached fiduciary duty
· Holding: Majority shareholder has a fiduciary duty parallel to that of a director
· Even though calling stock is technically ok in the charter, it was a breach of duty b/c right after BoD liquidated the stock; Class A would have received 2 to 1 value in liquidation; they only received $80 per share instead of $240
· Transamerica owned more Class B stock; did this for selfish reasons
· BoD acting at behest of majority or controlling shareholder breached a fiduciary duty to Class A shareholders; should have made disclosure of the liquidation plan

· Sinclair Oil Corp v. Levien: Sinclair is in business of exploring for oil and of producing and marketing crude oil and oil products; Sinclair owned 97% of Sinven’s stock.  P owns 3000 of 120,000 publicly held shares of Sinven.  Sinven has been engaged in petroleum operations primarily in Venezuela and since 1959 has operated exclusively in Venezuela.  Sinclair was a controlling shareholder of Sinven

· Clearly, Sinclair owes fiduciary duty to other shareholders of Sinven

· Claim of breach of fiduciary duty in three transactions: (1) dividend declaration; (2) alleged corporate opportunities; (3) oil contract
· Definition of self-dealing: Parent corp/majority shareholder on both sides of the transaction + Parent receives a benefit to the exclusion or detriment of the minority;

· Fairness test applies only if the parent received a benefit to the exclusion or detriment of the minority (so you have to prove unfairness to shift burden to defendant to prove fairness absent curative steps!)

· Fairness test does not apply if parent company complied with Delaware law on dividend declaration and distribution; gave minority shareholder percentage of dividend equal to their shares

· ALI 5.10: If transaction is in “the ordinary course of business” then the party challenging the transaction has the burden to come forward to show some basis for a finding of unfairness (kind of like a credible basis)
· This applies even if there are no cleansing steps

· This is to not burden every parent company with having to prove fairness every time a transaction is challenged by a minority shareholder of the subsidiary; challenger must show some basis for unfairness (not same as proving unfairness)

· Analysis: Crude oil contracts were made through the subsidiary; P alleged that the purchaser did not pay as agreed and failed to purchase quantities as agreed (2 breaches of contract).  Court held that Sinclair has burden to prove fairness b/c it received a benefit to the exclusion or detriment of the subsidiary

· Minority shareholder of subsidiary did not get potential return on their money; letting purchaser defer payment hurts the subsidiary because they could have had a lot more money to invest; caused subsidiary to keep more inventory
· Kahn v. Lynch Communication Systems: P was shareholder in Lynch; complaint against Alcatel.  Deal for Alcatel to acquire both companies; transaction puts majority shareholder on both sides.
· Issue: Whether Lynch breached its fiduciary duty to minority shareholders of Lynch by not paying the right price in this transaction?

· When sale is to a third party, concern is about duty of care to get informed
· Here, sale is to the same majority shareholder: If parent d/n pay enough, parent is keeping money that minority shareholder of subsidiary does not get

· Threshold from Sinclair: P does not have to show some basis for unfairness b/c transaction was not in “ordinary course of business”: Brevity of the board’s decision; decision to sell off the whole company made in very short time; not an ordinary transaction

· Holding: When transaction was not in ordinary course of business, majority or controlling shareholder standing on both sides of the transaction has burden to prove entire fairness of transaction
· ALI 5.10: Absent attempt to cleanse transaction, burden is on controlling shareholder to prove fairness; consistent with rule for other fiduciaries absent curative steps

· There is concern about ability of disinterested directors to make a decision because disinterested directors in this case were probably voted into that position by the controlling shareholder

· Jones v. Ahmanson: Majority shareholders may not use their power to control corporate activities to benefit themselves alone OR in a manner detrimental to the minority

5. Sale of Control

· Zetlin v. Hanson: As a general proposition, absent looting of corp assets, conversion of corp opportunity, fraud or other acts of bad faith, controlling shareholder is free to sell her shares for a premium where selling price represents payment for corp control
· Despite the general rule that you may sell for whatever you want to whomever you want, there are exceptions

· ALI §5.16: If exceptional circumstances arise or there’s a lack of disclosure concerning the transaction, duty of fair dealing may be violated
· Foreseeable looting

· Controlling shareholder may not sell her control bloc if she knows or should have known that the buyer intends to loot corporate assets & director / officer cannot accept payment for their own resignation or for election of others in their place
· Gerdes v. Reynolds: Sellers sold their stock in a company (stock was highly liquid); made a good deal for themselves, but they were held liable

· Looting was foreseeable & controlling shareholder breached duty of loyalty b/c buyer paid $1 million over market price (excessive price); corp had highly liquid assets (negotiable securities, cash); entire board of directors resigned immediately; form of payment was suspect; lack of full payment.  These things all put seller on notice that there was a risk buyer would loot corp assets.

· Controlling shareholder sale of corp assets or diversion of corp opportunities

· Controlling shareholder may not sell her control bloc for a premium that represents payment for control over corp assets or biz opportunities

· Perlman v. Feldmann: Short market for steel (Korean War, greater demand than supply).  Controlling shareholder of steel manufacturing corp sold stocks to corp’s own customer, steel fabricator; got a premium for this.  Since sale was to corp’s customer, it properly belonged to corp, not shareholder

· Holding: Controlling shareholder breached fiduciary duty by sacrificing corporation’s good will (lost corp opportunities): D/n sacrifice dollar per ton b/c Wilport paid the same amount any other customer would have paid

· Sale of executive offices or directorships: Naked Sale of Office Exception

· Brecher v. Gregg: Contract for sale of management control (out w/old board of directors, in w/new) or corp office is illegal if accompanied by no sale of stock or stock sale that’s insufficient to grant control of corp (“naked sale”)

· 4% of shares (can’t say that represents real control, thus naked sale) were sold for 1.4 million over market price → agreement illegal

· Essex v. Yates: Sold 28.3% of stock or by de facto, working control
· Holding: Sale of majority of shares or controlling block (even if minority share) may be accompanied by promise to install new DIR & OFF (ancillary sale)

· Not necessarily contrary to public policy b/c transferring control quickly can mean more efficient management

· Here, D transferred not only voting control, which is always OK when controlling SH sells shares, but also actual governance of corp (power to toss out old BoD), which is only OK when accompanied by a transfer of actual voting control (4% is not; 28.3% is)

· Bottom line: Whether it’s a naked sale depends on whether sale of office is totally unconnected to actual transfer of control (if it’s unconnected, it’s a naked sale & illegal)

INSIDER TRADING

· Like proxy regulation, this is one area where perceived inadequacies in state common law/statutes have led to federal legislation

· Unlike proxy SEC statutes, you don’t have to be a §12 corp—these rules apply to CHCs as well as publicly traded corps, so broader than Rule 14 in this sense

· Corp must have nexus w/interstate commence, but that’s easy to show

· Unlike proxy SEC statutes, the scope of Rule 10b-5 is limited to fraudulent conduct w/a req’t of scienter/intent, so narrower than Rule 14 in this sense

· Common Law background

· Majority Rule: DIR & OFF had no duty to disclose any inside information affecting value of corp’s stock, Goodwin v. Agassiz, 1933

· In Goodwin, DIR knew there was evidence of copper deposits, but seller & market didn’t know, so stock was undervalued

· Case not of misrepresentation but rather of non-disclosure/silence

· If they’d misrepresented, always have duty to disclose (fraud exception, half-truths, special facts, concealment)
· Common law has evolved since 1934 SEC statutes
· Broader, more enforcement-oriented approach showing duty to corp & SH

· Securities Exchange Act §10b & Rule 10b-5

· Statute 10b: Enables SEC to regulate use of manipulative & deceptive devices in connection w/purchase or sale of securities
· Authority given to SEC comes from Commerce Clause
· Doesn’t specify what conduct is illegal
· Leaves it to SEC to enact rules specifying what constitutes wrongful conduct
· Any rules SEC promulgates must be necessary & appropriate in public’s interest or for investors’ protection

· Rule 10b-5: Unlawful to defraud or deceive person in connection w/purchase or sale of securities
· Broad
· Interpreted to prohibit act/device/scheme to defraud an investor OR the making of misstatements or omissions of material fact to investors in connection w/purchase or sale of securities
· Mere breach of fiduciary duty w/o deception, misrepresentation or nondisclosure doesn’t violate 10b-5

· Key foundation of fraud is scienter/intent (implicit in statute part a)
· Doesn’t address question of complete silence or private right of action

· To whom does 10b-5 apply?

· Evolution from Cady Roberts → TX Gulf → Chiarella → Dirks → O’Hagan
· In the Matter of Cady, Roberts & Co, p. 760

· Administrative proceeding before the SEC in 1961

· “10b5 applies to transactions by ANY PERSON.  Misrepresentations will lie within its ambit, not matter who the speaker may be.  An affirmative duty to disclose material information has been traditionally imposed on corporate insiders particularly officers, directors or controlling shareholders.  . . . These three groups, however, do not exchaust the classes of person upon whom there is such an obligation.

· “Obligation rests on two principal elements:

· Existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone

· The inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing

· SEC v. Texas Gulf Sulphur Co, p. 760

· Anyone (butcher, baker, candlestick maker) in possession of confidential, material info must either disclose info to public & gain ability to trade in corp’s stock OR abstain from trading & not be required to disclose info to public (“disclose or abstain” rule).  If you can’t disclose material info, you can’t profit from it either.

· Case still good law on materiality based on the would standard

· Would a reasonable investor consider the information about a probable future event significant?

· Probability of event happening; magnitude-probability test

· Balance magnitude and probability; just because it’s not 100% certain, doesn’t mean that it’s not significant

· This test is a way of applying the would standard where the event is not 100% certain to occur

· Here, the event was of such big magnitude that investor would want to know about its probability to occur

· If certain to occur, no need for balancing, test automatically met

· Once you have materiality (was this information material during the period in which stock was traded), you’re over the initial threshold and then have to ask about who’s culpable and what it takes to be culpable

· Facts: Exploration for minerals in Canada showed strong possibility rich deposit had been found.  During drilling period, corp insiders bought options expecting them to increase in value once info hit market.  Case of non-disclosure, not misrepresentation.  Things could have happened in the interim (geologist lying, not so rich, bomb drop on Canada), but probability of finding + magnitude/importance of finding both high thus 10b-5 violated.  HELD: All option purchases after drilling began were based on material info & illegal.

· Import: Genesis of would standard & application of would standard in context of soft/uncertain info.  First time a court held trading on basis of material confidential corp info w/o disclosing to public violated 10b-5

· Amount of trading suggested that this is not normal trading pattern

· NOT THE LAW, much narrower now (fiduciary duty must be implicated)

· But defendants here still would have violated 10b-5 b/c they’re fiduciaries

· Also said negligence was all that was needed—NOT THE LAW—need scienter (intent or recklessness)

· Ernst & Ernst v. Hochfelder, p. 758
· Charged Ernst & Ernst (accounting firm) with aiding and abetting fraud (civil action); that they negligently failed to discover that Mr. Nay had a “mail rule” (where only he opened mail) and didn’t discover his fraud
· Supreme Court held that 10-b only encompasses fraud, not aiding and abetting; negligence not enough; scienter is required
· Since this case, courts have held that recklessness satisfies the scienter requirement; definition of recklessness less clear

· “In the absence of an allegation and proof of scienter, 10b-5 actions cannot go forward.”  Negligence does not suffice.  

· Regardless of what the rule says, the statute which authorizes the rule talk about manipulative or deceptive devices or contrivances and that connotes some level of intent; therefore, the rule can only be applied with some scienter.

· Scienter refers to a mental state embracing intent to deceive, manipulate, or defraud.  In certain areas of the law, recklessness is considered to be a form of intentional conduct for purposes of imposing liability.  

· Negligence is mere inadvertence; failure to exercise the duty of care.

· Gross negligence: some courts say that it’s negligence with an epithet; DE thinks it’s something else.

· Recklessness: per Sundstrand it is highly unreasonable conduct, involving not merely simple or even inexcusable negligence, but an extreme departure from the standards of ordinary care.

· Heightened knowledge of the risk
· Blue Chip Stamps v. Manor Drug Stores, p. 756

· Court held that only a person who had purchased or sold stock had standing to bring a private action under 10b-5.

· Concern about abuse of liberal discovery rules; defendants are not insurers of investments; risk of strong-arming companies

· This bars private actions by person who claim they would have sold stock that they owned had they not been induced to retain the stock by misrepresentations or omissions that violated 10b-5.

· This rule does not apply if the only relief sought is injunctive relief

· Defendant under 10b-5 case does not need to be a buyer or seller
· “in connection with” sale or purchase of securities requirement:

· Wharf Limited v. United International Holdings, p. 752:

· Oral agreement for United to help Wharf get cable TV system in exchange for 10% of cable corp stock that Wharf breached=transaction in connection w/sale or transfer of stock → covered under 10b-5

· Wharf sold United an option to buy 10% of the stock of a new cable system in exchange for services.  Wharf told HK that it would consider whether United could buy in.
· Issue: Whether selling an option to buy stock while secretly intending never to honor the option constitutes “fraud” “in connection with the purchase or sale of any security.”

· Holding: It does.  10b-5 covers deception in an oral K for the sale of securities, despite the difficulties of proof.

· Doesn’t matter that it’s an oral K.

· No actual misrepresentation regarding value of the stock; no negative information reducing the value of the stock

· There may be fraudulent intent, but it still has to meet the “in connection with” requirement to be a 10b-5 violation

· Wharf argued that this was not in connection because it had no effect on value of stock

· But Wharf’s secret reservation was a misrepresentation – it was misleading b/c a buyer normally presumes good faith

· Broad reading of “in connection with”; connected to an agreement regarding sale of securities

· SEC v. Zandford, p. 780

· Man got a discretionary account and misused (stole $).  Clients wanted safety of principal and income (had disabled daughter).

· D argued that was not securities fraud.  

· Court said that the misappropriation of the proceeds is a 10b-5 violation.  Is this in connection with the purchase and sale of securities?  He was defrauding the investors through a fraudulent scheme.  It was a course of business that operated as a fraud or deceit on a stockbroker’s customer.  Each sale was made to further the fraudulent scheme – he wrote a check to himself from the account and then he had to redeem the check by disposing of the stock.

· “in the aggregate” the course of business

· Shows broad reading of “in connection with”

· If Woods has sold and Zandford had broken into home and stolen cash ( not securities

· Fraud coincided with the sales themselves
· Basic v. Levinson, p. 785:

· Class action case brought by SH who premised their 10b5 claim on actions by corporation (not misstatement by D trying to buy or sell stock).  Rather, this is a non-trading D.  Claiming co in which they own stock did something (denying that they were negotiating a merger – press releases) fraudulent in connection with sale of stock.  Merger negotiations.  This is similar to Northway b/c at the point of time in question, there was NO certainty that either occurrence would occur (discovery of ore and merger).  This case requires you to consider not only the importance (magnitude), but also the probability.

· Is there anything in these press releases that includes a fact?

· D.C. held, as a matter of law, that these misstatements were immaterial b/c no negotiations were ongoing when they made the first misstatement and during the 2nd and 3rd statements’ release, they were not destined to result in an agreement in principle

· Court approves idea that in the case of information that is not 100% probable, one must balance probability that event would occur and magnitude of event  

· 2 Issues: (1) materiality and (2) transaction causation (reliance)
· Issue: Is the TSC Industries v. Northway materiality definition applicable to merger negotiations b/c they’re speculative?

· Holding: Yes.

· Court rejects the agreement-in-principle argument (too high a threshold).  

· Test: Materiality will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity. ( This is the Northway definition.  

· How does this apply to the case at hand?

· Whether merger discussions are material depends on the facts of each case.  Probability it will be consummated and its significance to the issuer of securities.  Generally, the fact finder will need to look to indicia of interest at the highest corporate levels (board resolutions, instructions to investment bankers, actual negotiations) vs. magnitude of the transaction to the issuer of the securities allegedly manipulated (size of the 2 corporate entities and the potential premiums over the market value).

· Possible approaches to materiality:

· TC: Until a so-called agreement in principle is reached, the probability is sufficiently high that it would trigger materiality.

· SC rejects because might require too much liability
· AC: Once you start making comments that are false, by virtue of fact that you are talking about something falsely makes it material.

· Ct of appeals said any statement cannot be so incomplete as to mislead.  Once a false statement is made, certain statements can be material that were not material.

· SC REJECTS idea that just because you lie about something that is immaterial, that makes it material

· SC Approach:  Guidelines – Fact specific inquiry re: probability (how high of the corporate chain of command is the interest level, are there board resolutions, have investment bankers become involved, how high is the interest level?) and magnitude (size of co’s, potential premium over market price if publicly traded co’s).

· Would standard applied in context of information that is not 100% certain. (reasonable and interested investor would sufficiently believe this information to be important)
· MATERIALITY 10(b), 14(a) and ALI – all the same for once.
· Court expressly adopts the materiality standard from Texas Gulf Sulphur – the probability-magnitude test of the “would” standard

· This was a private action under 10b-5.  Company opened merger negotiations, but denied 3 times that they were discussing merging.  Plaintiffs halted their trading upon the denial.  Then later the company said it had been approached and rec’d an offer of $46/share.  [Only 6 Justices participated.]  All 6 agree on the materiality approach.  Disagreement over transaction causation (or reliance).

· Justice White says that obviously people are willing to buy/sell stock b/c the buyers think the stock is undervalued and vice versa.  

· If each Plaintiff had to prove the elements of reliance, you would never have a class action.

· What the court is doing is giving a similar shortcut to the essential link causation ( this court is saying that you get a rebuttable presumption based on the “fraud on the market” theory
· In general reliance is an element of a 10b-5 cause of action, but in private actions under 10b-5, not every plaintiff in the class is required to prove reliance and plaintiff is not required to prove reliance on every misrepresentation or omission (here, on every press release); rebuttable presumption of reliance based on fraud on the market theory

· Because most publicly available information is reflected in market price, an investor’s reliance on any public material misrepresentations, therefore, may be presumed for purposes of a 10b-5 action

· LOSS CAUSATION

· Dura Pharmaceuticals, supp. Supreme Court on loss causation

· Just proving that you bought a security whose price was inflated on the date of the purchase is not the equivalent of proving loss causation

· Can turn around and sell it for the same price

· But if you paid $50 a share because they lied about some product they’re coming out with, and it comes out 3 months later that they lied and stock price plummets to $30, there’s probably loss causation.  That’s what the Ninth Circuit found, but Supreme Court reversed
· Not enough to establish loss causation; though, there’s transaction causation here or reliance; Everyone else who bought the stock at $50 also suffered the same loss

· There could be intervening causes that are responsible for drop in value of the stock that might have nothing to do with the misleading information

· As a matter of law, it’s not enough to allege that you bought it at an inflated price; have to prove that the drop in the price was a result of the misrepresentation rather than to other factors

· Tangle of factors affecting price
· P. 100 Supp, summary of private action elements under 10b-5
· Lentil v. Merrill Lynch, Supp. P. 105

· Talked up stocks.  Ct found no loss causation.  Misstatement is proximate cause of investment cost if risk that caused was within zone.  SUBJECT of fraud statement was CAUSE of loss suffered.  Loss must be FORESEEABLE.  
· Loss causation is a fact based inquiry

· Pleading Scienter – FRCP 9(b) - p. 805 – Private securities Litigation Reform Act – Note – Forward looking statements – PSLRA eliminates recklessness for forward looking statements.  Did not on its face eliminate recklessness in other cases, but effects PLEADING scienter.

· FRCP – Requires pleading fraud with particularity.  PSLRA goes further (p. 1932); must state with particularity facts giving rise to a STRONG inference that the defendant acted with the required state of mind (scienter).

· Is this changing recklessness to specific intent (9th cir. in Silicon Graphics said that’s raising standard to deliberate recklessness)

· 807 – Most Circuits have held that PSLRA does not alter scienter; only makes recklessness inadequate for scienter in forward looking statements.

· Other circuits said not going to decide.

· Secondary issue: Whether PSLRA affects general scienter standard all together
· Tellabs, supp p. 107

· If a reasonable person can infer that defendant acted recklessly, that’s not enough for pleading scienter.  Congress intended a stronger standard when they enacted PSLRA
· Inference of scienter must be more than plausible; have to plead facts that make your allegation of fraud at least as compelling as any other non-fraudulent intent
· Complaint will survive only if a reasonable person would deem cogent and at least as compelling (not merely reasonable) as any opposing inference.

· Scalia dissented: didn’t think court’s standard here is strong enough
· Use Test, note p. 808
· SEC decided that as a general rule, subject to narrow affirmative defenses, purchase or sale of a security violates 10b-5 if the purchaser or seller was aware of material nonpublic information about the security or issue at the time of the purchase or sale – Rule 10b5-1
· Aware of the information = trading on the basis of

· Narrow defense: if purchase or sale was set out in a contract or plan before purchaser or seller became aware of the information; was going to buy or sell anyway

· SEC Release (Trading on the basis of material nonpublic information), p. 2218

· Expressly say that scienter is a necessary requirement of the statute that the rule cannot eliminate.  Even if you give broad deference to the agency, they cannot go further
· Awareness goes hand in hand with scienter – As the release points out on 2140-41 – this is not an attempt to dilute the scienter statutes.  It is viewed more as a causal connection between information and D’s decision to trade (buy and sell).  You do not have to show that information was actually used, but rather that that person was aware of it.
· You can have information that you do not believe is material (but it is material) – and perhaps still be liable.

· Ex. You honestly believe based on stuff you have been told that info has been disseminated and it hasn’t, you are aware it is material, but you don’t know it is non-public.  There, you might lack scienter.

· Aiding and abetting - NOTE on p. 809

· Central Bank: Whether in a private 10b5; scope

· Every court until this Supreme Court case had said there’s civil liability for aiding and abetting under 10b5.

· Only actual purchasers or sellers may recover damages.  (Doesn’t cover offers to sell.)

· Defendants: No privity requirement.  

· Primary Violator: any person who makes false or misleading statements and induces others to trade to their detriment can become liable; even the corporation can become liable even though the corporation does not trade.

· Aiding and Abetting Liability: Central Bank of Denver, S.Ct. 1994, required that there be actual fraud – not merely collateral assistance.

· Sale of Business Doctrine: S.Ct. has held that Rule 10b-5 applies to stock transactions in a sale of business even though the purchaser is not investing as a shareholder, but is buying the business outright.  Landreth.  
· Stoneridge, supp. – Express cause of action for aiding and abetting.  Aiding and abetting – Congress did not follow this course.  In section 104 in PSLRA – 10b5 does not extend to aiders and abettors.  Conduct of secondary actor must satisfy elements for primary violator.  Determines when a secondary actor can become a primary actor (bright line and standard participation test – PAGE 810).

· BEFORE: SEC – When person acts alone or wieth others, person can be liable as primary violator if person acts with requisite scienter.

· THIS CASE:  Cable company.  P’s bought stock in Charter communications.  They claim that Charter customers and suppliers agreed to K arrangements that allowed Charter to mislead accountants and issue financial statement that misstated stock price.

· Fraud: Misclassification of customer base, delayed restoring of customers, change of cut off dates.

· Despite these efforts, co would still miss projected earnings.  To meet the shortfall, P’s decided to alter relationship with Scientific and Motorola.  Arranged to overpay, with understanding that S and M would then repay overpayment in advertising purchase.  This was so that accountants would not realize.  Co’s drafted documents to make it appear that transactions were unrelated.

· S sent docs to charter that it had increased production costs and increased the price.  K with Motorola made with idea that would have to pay liquidated damages.  Signed K’s with Charter and backdated them.  Inflated by $17 million.  Respondents (S & M) had no role in preparing or distributing.  Knew or were in reckless disregard and knew resulting statements would be relied upon by investors.

· MAJORITY: Found that this does not stand as a 10(b)5 case (not Primary Violators).  

· Mere possession of nonpublic information does not give rise to a duty to disclose; plaintiff cannot rely on an omission by someone who does not have a duty to disclose

· This only means that private party can’t sue here for damages

· However, facts seem to demonstrate that respondents seemed to have major role (phony contracts made the fraud work!).  Allowed Charter to fool accounting firm and inflate the value of the stock.

· DISSENT: Endorsed the idea of scheme liability – where significantly entangled with fraud, should be liable. (Stephens, Souter, Ginsberg).  Argue that scheme theory makes sense.  Court fails to rec. that case is diff than Central Bank because Bank didn’t participate in any deceptive act.

· P. 809 – Central Bank – Left to Courts to determine when a secondary actor is a Primary Violator.  Reaffirms that the private right of action does not extend to aiders and abettors.  Question remains, why aren’t these two companies, who seem to play a significant role in the scheme, not culpable.  Why are they not primary violators?

· Neither co made a misstatement.  Here, they did not do anything that the public conceivably could have read.

· But they knew what is going on, and could have made disclosure.

· DUTY – In a non-disclosure situation, the Court says that they do not have a duty to disclose. There is no material misstatement.  There is no reliance by investors on what they did.  

· Laz – Thought that non disclosure cases (affil Ute) created a rebuttable presumption of reliance.  However, ct says that causation fails.  Cites Basic and Affiliated Ute.  Only applies to omission by one with duty to disclose (here not duty), under fraud on market, reliance presumed when statements become public (did not become public).

· P’s argument:

· P falls back on scheme liability.

· In an efficient market, statements rely upon the information.

· COURT: Too remote to satisfy causation.  Didn’t want to extend private power.  Worried that would be a back door to aiding and abetting, which court already held not available
· However, does not say that you can never have a 10(b)5 action against ppl who assist primary violators and rise to the level of primary violators themselves.
· Chiarella v. US, p. 817: Bottom line: Fraud arises from silence + duty to speak, which arises from fiduciary duty.  Duty to disclose material nonpublic corporate information or abstain from trading in stock requires a fiduciary relationship w/corp that is subject of stock trade
· Facts: Chiarella was a printer who marked up corp docs, figured out which corps acquired & which were targeted, bought stocks in target corps & made 30k.  Gov’t filed suit to make example of him.  2nd circuit upholds conviction.

· HELD: Reversed.  Though he was acting on material info & w/intent, he had no fiduciary duty to corp, thus no duty to disclose, thus silence was not fraud, thus no insider trading/10b-5 violation, thus OK to trade this way!
· Rationale: Rule must reach fraud.  The fraud in cases of non-disclosure is silence.  Silence absent duty to speak isn’t fraudulent.  Duty to speak arises from fiduciary responsibility or similar relationship of trust/confidence—not from merely possessing info.  In other words, silence can be fraudulent where failure to speak is associated w/traditional fiduciary duty or similar relationship of trust/confidence.  In other words…
· Not fiduciary or similar trust/confidence → silent → no fraud → no insider trading → no10b-5 violation
· Fiduciary or similar trust/confidence → silent → fraud → insider trading → 10b-5 violation
· Chiarella facts post O’Hagan
· If found, as probably would today, that printer breached duty not to sellers of corp whose stock he bought but to his employer & employer’s client, via misappropriation theory he’d be in violation of 10b-5
· Remember: this is a silence, not a misstatement, case
· In misstatement case you have duty to whomever relies on your statement
· Fiduciary issue irrelevant
· COURT: Start with language of statute.  Statute doesn’t tell us whether silence can be a manipulative device.  Concedes that statute was catch-all. P. 819 – Cites Cady Roberts with approval.

· Focus on two prongs – Duty arising from relationship intended only for corporate purpose and UNFAIRNESS of allowing corporate insider to take advantage.

· Case is not saying 10(b)5 is limited only to corporate insiders.  

· Hard question is how can a guy with scienter & materiality get off?

· It’s a fraud statute; when a traditional insider does this, the fiduciary duty gives rise to a duty to disclose.  Scienter also comes within fraud.  The problem is that not everybody who possesses information has the requisite fiduciary duty to disclose.  Not every instance of financial unfairness is fraud.  Silence is fraudulent only when there is a duty to speak.  You can’t recognize a cause of action between all participants in a marketplace.  

· WHERE DOES DUTY TO DISCLOSE COME FROM? Merely possessing does not create duty to disclose.  Instead, duty to disclose comes from being in a fiduciary position or similar situation of confidence.  

· Who would that be? Directors and officers.  

· Why does the Court think it has to read 10(b)5 to be that narrow? 

· Rejects idea that MERELY possessing information that is material gives RISE to duty to disclose.  Instead, only when in trust/confidence ( FRAUD – BECAUSE the statute is an anti-fraud statute.  Complete non-disclosure is only fraudulent when there is a DUTY TO DISCLOSURE.

· It is not fraudulent for anyone in the world to make disclosure, only not to make disclosure when you have a fiduciary duty.

· Jury instructions were not sufficiently specific.  Silence (non disclosure) is not always fraudulent.  Only on those who had duty.  Here, no relationships with either company.  Only with his employer. 

· Duty to disclose depends upon a fiduciary duty.  He may owe a fiduciary duty to his employer and his employer’s clients, but he didn’t buy stock in the clients.  

· Liability for non-disclosure now: Scienter + material + Duty to disclose (duty does not arise just from knowing information)
· This significantly narrowed holding in Texas Gulf Sulphur
· The court left open a theory (misappropriation theory)

· Dissent: Berger – Talks about misappropriation, starting p. 823 – would read rule to encompass anybody who had misappropriated information.  This theory was endorsed in O’Hagan (O’H was narrower, so do not confuse the two).

· The court reads section 10(b) as a statute that addresses fraudulent conduct.  That is why there is a scienter requirement.  That is why you must ID the duty to disclose.  The duty does not extend to everyone simply because they have the information

· Tippies – FN 12 – Liable when they get information because they have a duty when they know (or should know) that it came from a corporate insider.  Insider can tip off a friend.  Even Chiarella recognized that if an insider cannot trade on information then that insider cannot just have someone else do it.

· Dirks v. SEC, p. 826: Bottom line: If tipee doesn’t get tip in breach of tipster’s duty (personal gain motive), no duty to disclose & OK to trade on info.  Person receiving stock tip (tipee) from corp insider violates 10b-5 when corp insider breached his fiduciary duty by intentionally tipping info for his own personal benefit & tipee knows tip was fiduciary breach.
· Facts: RS corp OFF went to Dirks, securities analyst, to disclose confidential corp info to expose fraud.  Dirks passed info on & tipees dumped stock.

· HELD: Since Dirks didn’t get this info b/c of RS breach (defined as motive of personal benefit) he had no duty to disclose & this trading was OK!  Dirks did not inherit RS fiduciary duty (& duty to disclose) b/c RS did not breach that duty (b/c no motive of personal gain) in passing confidential info to Dirks.  Dirks had no fiduciary duty on his own—though could argue as securities analyst he does—so must inherit duty to create HIS duty to speak.
· Special motivation requirement: If tipper (insider) does not transfer information improperly (not for personal gain), chain is broken; Dirks did not inherit Seacrest’s fiduciary duty because Dirks was not brought in as a temporary insider

· Personal gain: requires court to focus on objective criteria, i.e. whether the insider receives a direct or indirect personal benefit from the disclosure, such as a pecuniary gain or a reputational benefit that will translate into future earnings; p. 832

· Take from case
· Duty gets inherited from insider to outsider by insider’s breach: passing along info for personal gain, defined broadly 
· Breach=personal gain motive
· Pecuniary
· Reputational that’ll translate into future earnings 
· Gifts covered too (resembles own trading & turning over proceeds)
· Tipee must know fiduciary had duty that was breached

· Temporary insider concept
· Those taken into corp’s confidence inherit duty—lawyers, accountants

· Seacrest – Officer of corporation that had not disclosed the fact that the shares were way over valued.  Securities analyst following insurance industry learned of an insurance company’s massive fraud and imminent financial collapse from Secrist (former company insider).  Dirks passed it on to her client.  Got info from corporate insider who passed to clients who dumped stock that was overvalued. Found not guilty.

· Based upon FN 12 in Chiarella – Wouldn’t have been reasonable to say that he would be liable under this FN? He told clients who dumped shares and was aware as an analyst that the information  (or should have known) that information was from insiders).  HOWEVER, SC says that he has no liability.

· Holding: Dirks did not violate Rule 10b-5 b/c Secrist reasons for revealing the scandal to Dirks were not to obtain an advantage for himself.

· Significance: In order for Secrist to have tipped improperly, the Court held, there had to be a fiduciary breach.  Breach occurs when the insider gains some direct or indirect personal gain or a reputational benefit that can be cased in later.  Secrist exposed the fraud with no expectation of personal gain.  

· P. 827 – SEC: Where tippies come into possess of information that they know is material and know or should know comes from corporate insider (SEC).  The SEC only censured him.  SC REVERSED.  

· The court does not say that there is never any tippee liability, but said that there isn’t enough here for a violation.  Why is this not enough?  

· If the tipper has tipped for personal gain in breach of fiduciary duty – is tippee automatically liable? ( Court says that there is a two-prong test:

· Tipper has to breach for personal gain.

· Tippee must know or should know that there has been a tipper breach.  [To the extent should know connotes a tipper who lacks scienter – how can tippee liability be predicated upon a lower threshold? ( this should rise to the level of some type of scienter.]

· P. 821 – Temporary Insider – Accountants and lawyers who receive information assume temporary fiduciary duties with the company. 

· Dirk and clients got temporary gain.  The court wants to TIPPER (insider) to be motivated by economic gain).

· Why care whether Seacrest benefited from temporary gain? 

· P. 830=-31 – The court recognizes that there is a need for restricting insider trading.  They say also that the tippee’s duty is derivative from that of the insider’s.  Some tippees must assume an insider’s duty to the shareholders.  But why does it matter if it was made available to them improperly?  Why need for impropriety?

· Because they want some breach of fiduciary duty (here no breach because not motivated by benefit for tipper).  There has to be a breach of duty by somebody and if you don’t give the information improperly then you haven’t breached a duty.  If made available in a way that is not a breach, then you don’t have part of the elements of fraud?    

· Part C – 831 – Necessary to determine whether insider’s tip constituted a beach of the tipper insider’s fiduciary duty, then there is not inheritance of duty by tippee.  The only way to do this is if original tippee tipped for personal gain.

· What do they mean by personal gain?

· Some benefit or gift.  Ex. I tip you and we split the profits.  

· GIFTS: What about language on p. 832 - NOTE: Gifts are covered b/c it’s equated to the insider trading himself/herself.  

· INDIRECT PERSONAL BENEFIT: Reputation benefit

· FN 14 - NOTE: Accountants, lawyers, etc. become temporary fiduciaries ( Dirks isn’t a fiduciary b/c he’s just a guy who used to work for the corporation.  

· Absent that breach, the court thinks it is too much like the general approach the Justice Dept tried to take where they were basing it on possession of the information.

· Whether personal benefit is a question of fact.  However, almost always in tipper/tippee situation, you will have more straightforward facts (obv. for personal gain).

· Compare to TX Gulf Sulphur: ANYone meant anyone ( Chiarella: must satisfy fraud (mere possession of material information is not fraudulent in a silence case) ( Dirks: If info is not provided improperly, there has been no breach of duty.
· Dirks adds a special motivation requirement (pecuniary gain)

· Must identify duty to disclose which arises by virtue of some fiduciary duty; person w/ fiduciary duty must also pass info for pecuniary gain

· LOOPHOLE: Tippees who get info not in an improper way based upon the personal gain do not inherit the duty.  Thus, the only way they can be liable is if they satisfy FN14 as a temp insider (accountant, etc).  If Seacrest were an officer to who hired him to expose the fraud ( different.

· Combination of duty and motive.  This allows people to trade on material information with attempt to fool people with impunity because have not inherited the duty or because not temp. fiduciary.

· Chestman: Officer of one of the companies disclosed to his wife positive information not to confer any benefit, but so she wouldn’t worry.  It was to alleviate the concerns that the other family member had.  This information got passed down the line to others.

· Court says as a matter of 10b-5, there was no derivative liability b/c it wasn’t done for pecuniary gain.  

· Holding: Did not satisfy the Dirks standard.
· Carpenter: Wall St. Journal Reporter (non-insider) did the research.  Responsible for writing a column called heard on the street that commented on securities favorably or unfavorably.  Reporter was leaking information to friends who would buy stock firsts.  Columns were written in good faith.  

· Was this still fraud within the purchase / sale of securities.  Merely possessing info is not enough; in non-disclosure, you have to ID the duty to disclose.  

· PROBLEM: Parties involved in alleged violations clearly owe no duty to the co whose stock is traded or the SH’s

· Here, he doesn’t have a duty.  However, is there something else that can attach liability?

· No breach of duty to company whose stock is traded.  He owed a duty to his employer (WSJ).  His tippee friends could not inherit a duty because he didn’t have one.

· FRAUD ON THE SOURCE (confidential information) aka MISAPPROPRIATION – This is not the company in whose stock the insiders are trading.

· Can you take a breach of fiduciary duty to one party that’s done in connection with purchase of sale to harm people to whom you do not owe a duty in violation of 10(b)5?

· He was convicted.  4-4, S.Ct. affirms the conviction based on misappropriation.  
· US v. O’Hagan, p. 837: Misappropriation theory—you owe duty not to stock seller but to source of confidential info.  Person commits fraud in connection w/a securities transaction & violates 10b-5 by misappropriating material nonpublic info for trading purposes in breach of duty owed to source of that info.
· Facts: O’H was partner in law firm that Grand Met hired in deciding whether to take over Pillsbury.  He had no connection to Pillsbury but bought stock options & made 4 million based not on superior analytical skill but b/c he had inside info.  
· HELD: Info was material, he had intent, did he have duty?  Not to Pillsbury, but he owed duty to his firm & its client Grand Met & deceived those who entrusted him w/confidential info.  
· If he were Pillsbury counsel, clear fiduciary duty, failure to disclose = breach, 10b-5 violation
· Misappropriation theory—duty owed to source of information rather than corp you buy/sell stocks from—means that corp buying/selling doesn’t have standing to sue, but still can have SEC/criminal case

· Duty to disclose is to person w/whom you have fiduciary relationship (law firm & client here); no duty owed to company he’s buying stock in

· Shareholders of Pillsbury cannot sue OH even though SEC can criminally convict him

· After this case, statute was passed (supp p. 1918; 20(A)(a)) to create a private right of action for people in that situation.  Before this it would leave the victims without a remedy because no duty was owed to them.
· Odd b/c duty & fraud is about source of information, which isn’t even involved in transaction/trading party!
· Note that it’s not enough that there was fraud—fraud must also be in connection w/purchase/sale of securities, which it was here since he made such a huge profit
· Fraud on the source is NOT always securities fraud: it must be in connection with a securities transation

· This is a fraud on the law firm & the client ( the “in connection with” element is satisfied NOT when OH got the information, BUT when OH, without disclosure, used it to buy stock.
· In connection with satisfied because a misappropriator who trades on the basis of material, non public information to gain his advantageous market position through deception; he deceives the source of the information and simultaneously harms members of the investing public.  Consummation – Element is satisfied when fraud is consummated.
· Falcone: Mixed misappropriation/O’Hagan & inherited fiduciary duty/personal gain/Dirks case

· SEC v. Rocklage, supp p. 137 (1st Circuit – Motion to Dismiss) – DISCLOSURE UNDER THE MISAPPROPRIATION THEORY – It's alleged that she deceived her hubby to get negative, non-public material about her company and tipped her bro so he could dump it before the value of it went down.  She never told her hubby that she had this deal with her brother.  Before she told bro, she went to her hubby and said she was going to tell brother, and he said like hell you are.  Company had drug that failed testing.  Wife overheard husband.  Tipped off her brother.

· Did she violate 10(b)5?  

· Wife claimed that based on O’Hagan she was not a misappropriator and based on 10(b)(5)(2) she was not a fiduciary

· Here, INFO WAS MATERIAL, she had duty to husband under 10(b)(5).  Question is whether her disclosure to source made her no long feign fidelity because she admitted she would not be unfaithful.

· She argues that based on the FN in OH, if you disclose to the source, then you have terminated the 10(b)5 liability because you are no longer deceiving the source.

· She says that he could have turned her in.  She was straightforward and told him what she was doing.

· She says t hat the chain was broken because told him about her intentions

· COURT – She has a reasonable expectation that she would keep the information confidential because she had a history of keeping information confidential.   

· She misappropriated from her husband.

· Distinguishes classical from misappropriation theory.  Analogizes to OH.  However, the Ct says that the complaint could go forward

· Court distinguished disclosure language in O’Hagan as non-controlling dicta

· HARD QUESTION:  How does this make sense?  How does the court distinguish these facts from those in OH?

· Court: the fraud here was deceptive earlier on than the time she disclosed what she intended to do; before she discovered info, she had an agreement with brother who had a large investment in company’s stock that if she finds out any negative info about the husband’s company, she would tell him.  She kept trying to pry information from her husband

· Deceptive acquisition of information that an after-the-fact disclosure did not cure
· Procuring the information, use of information are two different deceitful acts

· Narrower question – Unlike this case, OH was not a case that involved the deceptive acquisition of information.  OH is a misuse of legitimately acquired information, whereas this case is one of information deceptively acquired (context of confidence with husband in which she acted as though she intended to be confidential but was really just getting information to provide to her brother)

· The second part may have been non-deceptive, but the first part (getting the information in the first place) was DECEPTIVE

· HYPOS:

· Overhearing conversation

· You weren’t tipped.

· You’re not an insider or a temporary insider.

· Not under classical theory because he doesn’t owe a fiduciary duty

· Not under Dirks b/c info not passed for personal gain

· Accountant: Overhearing it at game, not for pecuniary gain, but temporary insider

· Doctor/Patient: Has he violated 10b-5.  He’s in a fiduciary relationship with the director and the doctor misappropriated the information.  

· Law Firm retains a car service.  

· Is the driver liable? ( Got the information from a temporary insider.  Nothing to suggest that it was personal gain (maybe sloppy).

· This is closer to O’Hagan than Chiarella 

· Husband talks in his sleep ( c/n convict the wife as a tippee (no intent to give the information for pecuniary gain).  

· 10b-5-2: There are 3 nonexclusive circumstances where the SEC says a sufficient relationship of trust and confidence exists in misappropriation cases:

· Person agrees to maintain information in confidence (understanding or express agreement)
· Whether there is a history or pattern of sharing confidence & outsider (should) know insider expects her to keep info confidential

· Bright-Line Test if a person obtains information from spouse, parent, child or sibling ( rebuttable presumption, rebuttable if there was no expectation of confidence
· General rule is that if spouse gets information that she knows or should know is confidential regardless of whether it was disclosed for personal gain, she’s liable

· Santa Fe v. Greene, p. 849: SF owns 95% of Kirby.  Under DE state law, they can merge w/sub if parent BoD approves.  SH’s can keep or have stocks appraised and sell.  Here’s a case where even Blackmun didn’t dissent.  Santa Fe owns a majority of the stock and wanted to buy out the little guys.  Retained Morgan Stanley to come up with an appraisal at $125/share.  They present to the minority shareholders the cash-out merger a price of $150/share.  Appears to be a premium.  Minority shareholders think it’s worth over $770/share. 

· There is no 10b-5 liability found even though shareholders were paid under 20%

· Failed to disclose all the information.  People could be getting less, but had they been defrauded or deceived? ( Answer is clearly no.  All of the material facts were disclosed and valuation was a matter of opinion.

· If merger doesn’t have a legit purpose, could create violation of fid duty.  

· Why is this a properly decided case?  What is the difference between this case and all the other 10b5 cases? How do you distinguish? P’s had access to information

· Because 10b5 deals with fraud, based on nondisclosure or affirmative misstatements, the Court feels that the policy of full and fair disclosure is satisfied because the basis for determine asset value was fully disclosed.  Thus, if SH’s felt price was inadequate, they could have had an appraiser determine if they were getting a fair price.

· All other cases involve nondisclosure or misstatement of a material fact

· Rule 16b: Not enforced by government.  On its face is simpler than 10(B).  Statute does not mention fraud (no manipulation, deception, etc.)

· Not a criminal statute; not enforced by the gov

· Only applicable to Section 12 companies

· Strict Liability: Clearly intended by Congress to be a strict liability statute

· Limited to three types of people: A director, officer or holder of 10% or more in § 12 corporation ( If you buy and sell or sell and re-buy that stock within a period of 6 months, you are strictly liable.
· These parties are more likely to have access to material undisclosed information.  There is no scienter or materiality requirement.  This has been called a crude rule of thumb (unquestionably over-inclusive).  

· Designed to say that company whose stock is traded may recover any profit that people in those categories make by selling and rebuying or buying and selling in a period of 6 months (SHORT SWING TRADES).

· Proponents say that in the short-swing trades is the most potential for misuse of information.  Can’t really get them under 10b-5 b/c it’s a fraud statute and you can’t always prove fraud.  16B eliminates the need 

· HYPO: Buy stock on Jan. 2 at $10/share and sell on February 2nd at $20/share.  Under this statute, regardless of whether you did or didn’t use insider information, you’re held liable no matter what.
· Potential Issues:

· Who is an officer?  (  SEC Focus is on function rather than title
· Timing: General Rule is that you need only be in that position on ONE end of the transaction; however, CB 891-2 states that SEC excludes any purchases or sales PRIOR to becoming a director or officer.

· If the status that triggers 16B is the 10% S/H, you have to have that requisite holding ON BOTH ENDS.

· p. 863 – Constitutionality raised and upheld

· NOTE: Congress doesn’t care if you misused information in the short-swing trade.  It’s a broad preventative rule to deter insider short-swing trading b/c they’re most likely to have access to information whether they’re using it or not.

· Calculation of profits under 16 - CB 868: To calculate, you match the highest sale price against the lowest sales price within the 6 mo period.  

· Ex. 3 – D of X buys twice and sells twice. 1000 shares x $30/share ($30k), sells 1000 shares at $25 ($25k), buys 1000 x $20 ($20k), sells 1000 shares at $15 ($15k).  Here, made two purchases that cost 50k and bought worth 40k.  

· However, under formula, Court would use highest sales price ($25) and match with lowest purchase price ($20) = PROFIT of $5k.  

· Why? You would have lost $15k.  Assuming you were trading on insider information, you would have incurred the loss you say.  

· Laz: Draconian, but there for a purpose.  One way for a director or officer to avoid liability under 16(b) is to hold it for at least 6 months (might still be liable under 10b5, but not under 16)

· Can also have 16(b) violation without 10b if no scienter

· Can have both together.

· 3rd Example under Note 2: D is a director of a company on both ends of the transaction.  2/1, buys 1,000 shares are $30/share = $30k.  Lose $5k.  

· The way we calculate profit is: Lowest purchase price vs. Highest Sale Price.   Loss avoided might be just as good as profit gain.  It’s been upheld against constitutional challenge.  
· Profits made w/in 6-month period by purchase & sale or sale & purchase of corp’s stock by its DIR, OFF, or 10+%SH is illegal

· Buyer/seller must account for any profit made & such profit is recoverable in private suit

· Profits are harshly calculated: don’t look at actual profit/loss, but rather look at lowest purchase price & highest sale price for as many shares as match up to compute “profit”

· NO PROFIT IF PAY MORE THAN YOU GET WHEN YOU SELL

· If buyer/seller is SH, must be 10+%SH on both ends of transaction

· If you own 7% at start, get purchases that put you over 10%, you’re 10+%SH on both ends so 16b doesn’t reach you

· If buyer/seller is DIR/OFF, don’t need to be DIR/Off on both ends of transactions

· Strict liability statute

· No requirement of actual proof of omission, misstatement, possession of material info, scienter

· Rationale: higher probability that when insiders buy/sell in short periods of time, they’re trading based on insider info

· But see Kern County v. Occidental Petroleum, p. 872: OP is more than 10%SH & makes short-swing profits, but court says since there was no potential for abuse of inside info, not a 16b sale & OP doesn’t have to account for profits made

· Rarely applied as an exception (unorthodox transaction not a sale for purposes of rule 16b); has to be genuinely involuntary

· Diamond and Malone – Raise question addressed under duty of loyalty and CL with insider trading = There are some cases in the common law that have recognized these as breaches as duty.  

· Controlling of SH – Duty of complete candor (DE – Duty of disclosure – Evolving standards p. 686) – consistent with Malone

· Diamond – Two insiders of a co know that there is bad info, earnings are going down.  Dump stock that went for $28 to $11/share and save themselves $800k.  In context of MTD a complaint as to whether corporation has a cause of action.

· Restatement of Agency

· Perceived value of co

· Suggests a more enlightened view under principles of fiduciary duty

· p. 902 – There are cases the go the other way.  Underscores why a uniform fedl approach makes sense

· Malone – Emerging duty of disclosure. Affirmative misstatements.  DE state principles.  Resulted in an affirmance of dismissal.  

· Important principles – If Bd asks for SH action, it must make accurate disclosure of material facts

· If directors communicate even where not asking for action – Care, Good faith, loyalty.

· Talks about tripartite duties – but now: Good faith duty is part of duty of loyalty

· P. 910 – Protects SH’s who receive false information from Directors.  Directors violate fid duty – may be basis for damages or equitable relief.

· If you take Diamond and Malone – if states universally adopted and compare to Goodwin v. Agissy – you see a different type of approach to fid duty in context of disclosure.  Wouldn’t help with tippee, but show in modern context that some courts recognize disclosure requirements.  Look at Malone as elaboration on note RE duty of candor arising in DE.
