Business Associations Outline

I. The Corporate Form

Preincorporation Transactions
· Raise the question of personal liability and de facto status.

· It is not uncommon for promoters to enter into business understandings or arrangements before the form is formed:

· Ex. Where someone knowingly enters into an agreement with a 3rd party for goods and services before the actual formation of the corp.

· Problems with pre incorporation transactions:

· 1. A corp. that is not yet formed cannot enter into binding contracts: i.e. you cannot be an agent for a non-existing corp.

· 3 options:

· 1. Have a contract between the 3rd party and the promoter (agent) for which the promoter is personally liable.

· 2. When the corp. is formed it expressly or impliedly adopts the contract as its own and takes the place of the promoter, releasing him from personal liability.

· 3. No contact at all, it is just an offer that may be accepted by the corp. when formed.

· If a promoter makes a contract, where there is consideration, then the promoter is liable, however if no consideration, no intent that a contract be formed then, it can be looked at as an offer for the corp. to accept after formation.
· If a promoter does not want to be liable he must make is clear that is I just an offer

· Goodman: p. 115: here promoter was held personally liable because there was evidence of intent to form a current contract because consideration was given (payments), even though 3rd party knew that the corp. had not yet been formed.

· TN case: p. 115/6: Pres created a contract for lease in the future, no personal liability bc no goods or services immediately given, so can be viewed as an offer to be accepted by the corp. after the formation.

Charitable Giving

· Two views:


· Corps have a huge amount of money so they should give to charities, they are in a unique position to help.

· For profit companies should not give to charities bc shareholders invest in corps to make money and with those dividends shareholders can if the want donate.

· it is not necessary to justify charitable giving by demonstrating that it furthers profit. 
· Delaware, (Model Act and CA): section 122(9): specifically allows for charitable giving by a corp.
· ALI: section 2.01: can give reasonably to charity.  
· NY: deals with director’s general duty of care in considering charitable giving.
II. Corporate Structure

Allocation Legal Power Between Management and Shareholders

· Traditional corp. mode: the board shall manage: shareholders elect the board, and then the board shall manage. 
· Some states give shareholders certain voting rights: such electing and removal of directors, mergers, and dissolution. 

· Conflicting principal can cause problems: board shall manage and principal of corp. democracy that gives shareholder some voting rights. 

· Problem with something interferes with the shareholders right to vote. 

· Rule win board unilaterally interferes with shareholders right to vote: (Blasius):
· Rule: generally the board may not interfere significantly with the shareholders right to vote, if this happens the burden shifts to the board to show:
· 1. a compelling justification for the interference. (hard to meet this standard).
· 2. Show the means you chose are proportionally related to the threat (over takeover or risk). 
· Remember business judgment rule does not apply when dealing with unilateral action to interfere with shareholder right to vote

· Shareholder bylaw amendment right: at least in regards to shareholders rights plans (anti takeover measures): if the amendment does not conflict with the certificate of incorporation it is ok.

· Issue is how far does the bylaw amendment go, can shareholders use it to change the policy of the board.

· Following cases boards are making decisions they think are in the best econ interests of the corp., but they conflict with shareholders right to vote: so they are closely scrutinized:

· Charlestown boots: P suing D, a director of P, for depreciation of assets, D argues that he used ordinary care and diligence and was not answerable for the losses. Shareholders have a right to elect the board and remove them for cause. 
· Schnall: D, the board, amended the bylaws, consistent with Delaware law, to advance the date of the annual shareholders meets to stop the insurgents from winning a proxy fight. It is not per se illegal to change to date or location of the annual meeting provided adequate notice is given. Hold for P, the board has an inequitable purpose they just wanted to keep control vs. the purposes of protecting the corp. from dangerous insurgents. 

· Blasius: The board of directors of D sought to prevent P (a large shareholder) from obtaining shareholder approval of its plan to enlarge the board of D, by voting to expand the board from 7 to 9 and placing its own persons in those seats. It was a preemptive strike by the board to prevent P from gaining control, thus they made it impossible for P to wage a proxy battle. Hold for P because the board interfered with the shareholders right to vote without a compelling justification bc there was alternative means the board could have taken.

· Different from past case bc this is over differing policies vs. a power battle.

· P wants control bc they want to provide instant cash rewards for shareholders

· D thinks that is too risky.

· D is trying to act in good faith to protect the corp., but it is making an informed decision to block P’s plan, when it is the shareholders right to vote on it.

· Teamsters: bylaw amendment right: P, shareholders, of D, proposed a proxy statement for the shareholders meeting that included an amendment to the bylaws requiring ratification by the shareholders of poison pill plans (defensive measures against takeovers) implemented by the board,  the certificate did not reserve to the board the sole authority to implement takeover devices. Hol: P, if the certificate is silent on the issue then the shareholders can amend the bylaws requiring the approval of right plans. 
· Thus as long as there is no conflict with the certificate of incorporation.

· Good thing about anti takeover plans it that it helps corp. prevent a hostile takeover that could hurt the corp. vs. bad makes harder for a corp. to takeover that would do a better job for the shareholders. 

The Legal Structure of Management and Authority of Corp Officers
· Traditional Model: You would need a majority for a resolution to pass

· Modern Trend: do not have to meet in person, and can lower the amount needed to pass a resolution, usually not less than 1/3. 

· Default rule: majority of directors is a corium and the majority of the corium can carry the day.
· Generally directors select officers, but there isn’t must legislative authority for how officers get picked and what it is they can do: thus, fall back on agency concepts of authority.
· Delaware and Model act both say to refer to the bylaws of the corp to determine how to elect and to determine the duties of the officers.

· 3 kinds of authority for officers:

· 1. Express actual authority: clear articulation from the principal of the corp of what the agent/officer is authorized to do.

· 2. Implied Actual authority: where the specific duties are not articulated but becomes actual authority by what a reasonable agent would think based on the conduct and statements of the principal.

· 3. Apparent Authority: not actual authority, it is what a reasonable 3rd party would think an officer had the authority to do.

· On exam if you see an act by an agent: 

· first see if there is a board resolution or bylaw that allows it (express)

· if not then fall back on agency: see if implied authority or apparent authority.

Formalities Required For Shareholder Action

· Default Rules: notice of place, time and date is required for the annual meeting of shareholders, and a majority of those entitled to vote is necessary for a corium, and a majority of that corium could carry the vote. 
Straight Voting vs. Cumulative Voting

· Straight voting: a shareholder can case, for each candidate for election to the board a number of votes equal to her number of shares.

· A minority shareholder can never elect a director to the board over the opposition of the majority

· Cumulative voting: a shareholder can caser for any single candidate or for two or more candidates, a number of votes equal to the number of shares she hold time the number of directors to be elected.

Limited Liability in a Corp Setting
· General principal: A corp.’s liabilities are just the corp.’s liabilities and not the liabilities of its shareholders, officers, or directors. (always start out with this assumption).

· We insulate shareholders from liability to encourage investment.

· Piercing the corp veil: holding of individual shareholder, officer or director liable for corp tort and contract violations: rare. (also comes up in context of parent and subsidiary corps: just bc you own 100% of the stock is not enough to pierce).

· when a company is not sufficiently separate from another corp or shareholders, then will allow piercing and not respect the general principal above.
· Everyone is responsible for their own tort, piercing the veil notion comes in if it occurs within the scope of corporate function, then the corp can also be liable.

· Tort vs. contract: when more willing to pierce: 

· In tort: because the 3rd party is involuntarily interacting with the corp.

· Contract: not as much bc you are voluntarily interacting with the corp, thus there is more room to negotiate to avoid this problem.

· Delaware law: can pierce when:
· 1. there is fraud OR 
· 2. when the company is a mere instrumentality or alter ego of its own: need to show:

· (1) that the parent and subsidiary operated as a single economic entity: sufficient unity of interest and ownership that there is not a separate personality for the shareholder and the corp: Factors:

· Whether the corp was adequately capitalized for the corp understating: 

· the capital should be consistent with and proportionate to the risks that are likely to encounter.

· Look to other similarly situated businesses.

· Commingling or siphoning of funds: 

· problem when funds are taken away for personal expense and no separate accounting made, and no attempt to make funds available if the subsidiary’s debts need to be paid.

· Parent corp financings the sub

· Parent corp pays expenses or losses of the sub

· Parent corp owns all or most of the stock of the subsidiary

· Parent and sub have common directors or officers

· Whether dividends were paid

· Corp dominance: parent uses sub property as its own

· Officers and directors functioned properly

· Corp formalities: keeping minutes, corp records separate accounts, holding meetings, doing things that the statues require for corps.

· (2) that an overall element of injustice or unfairness is present: adherence to the fiction of a separate corp existence would result in injustice:
· just not getting paid is not sufficient to create injustice

· maybe argue for specific unjust enrichment: getting services without paying for them, but this is true in every contract case/

· 3rd Optional Prong Suggested by Kinney only for contract cases: duty to investigate: Must conduct an investigation of the credit of the corp prior to entering into a contract: 

· such part will be charged with the knowledge that a reasonable credit investigation would disclose

· (4) the fraud or breach must have caused the injury: prox cause.
· Fletcher: P brought suit against Atex and its parent company Kodak to recover injuries incurred from the utilization of computer keyboards produced by Atex. P argued that Kodak exercised undue control over Atex by using a cash management systems, exerting control over Atex’s major expenditures and by dominating the board. Hol: for D no piercing, just because there is a cash management system is not enough to meet the test, in addition an overlap between the corps’ boards is not enough to demonstrate control. (court applied Delaware law above) 

· Walkovsky: P was run down by a taxi cab, sued Seon Corp and Carlton a stockholder in 10 corps including Seon, each which had 2 cabs registered in its name. P also sued all 10 corps claiming that the operated as a single entity. Hol for D, Judge dismissed for failure to state a claim, there was no allegation that the D was conducting business in his individual capacity. 
· Dissent: says the corps were intentionally undercapitalized.

· Minton: P’s daughter drowned in a leased pool operated by Corp, D. P recovered a judgment against D for negligence and when it was not paid he brought a action against the estate of C, corp’s attorney, who was also a director, treasurer, secretary, and shareholder of the corp, who also kept the records of the corp in his office. P argued that the corp was C’s alter ego. The corp never had any substantial assets.  Hol for P, if the corp is undercapitalized or small compared to anticipated risks, this is fraud.

· No sure if this stands that in CA undercapitalization is enough to pierce, here there also seems to be a lack of following corp formalities.

· Compare with 

· Arnold case: undercapitalization is merely an important factor to consider whether to pierce.

· Slottow: inadequate capitalization of a subsidiary may be enough to pierce.

· Pepper Source: P, an ocean carrier, shipped Peppers for PS (D) a corp, when PS did not pay, P sued, judgment was entered for P, however PS was dissolved, so P the filed against M, (D2), and 5 business entities he owned. P claims that all the corps were alter egos of each other. Court said first prong was met bc there was no articles of incorp or bylaws or agreements, everything was done from the same office for all the corps, so same expense accounts. M borrows money from the corp accounts. Second prong is hard to meet: court does not say how to meet it.

III. Shareholder Information Rights and the Proxy Voting System

Shareholder info rights under state law: inspection of books and records
· Shareholders have the right to vote on certain matters, they have a right to be informed through proxy statements in order to make informed decisions.

· Under state law 2 ways a shareholder can get information:

· 1. Access to books and records: at common law and under statute shareholders have rights to obtain lists of fellow shareholders and books and records for a proper purpose

· problems: 

· right is not absolute may need to prove a proper purpose

· may have to go through timely and costly litigation to prevail. 

· 2. Reporting is required under state law: Model Act section 16.20 requires that every corp. mush give its shareholders annual financial statements, including a balance sheet and an income statement. 

· Problem: state reporting statutes do not force the corp to supply enough information to shareholders so that they can make informed decisions.

· Delaware Statue section 220: Inspection of Books and Records and stockholder lists: must be a stockholder to get either: 

· Books and records: shareholder has the burden to prove a proper purpose by a preponderance of the evidence: must be a purpose reasonably related to your interests as a shareholder.

· need some credible basis (evidence) of the corp wrongdoing to get access, mere suspicion is not enough, do not need a preponderance just a credible basis.

· Do this with documents, logic, testimony or otherwise. 

· Policy: do not want shareholders using this right to go on a witch hunt.

· Shareholder lists: the burden is on the corp. to prove an improper purpose. 

· What is a proper purpose:

· Corporate wrongdoing by management

· Issues of corporate performance

· To determine if you want to buy or sell

· Economic purpose that somehow effects the value of your stock

· Not a proper purpose:

· A mere desire to communicate with other shareholders is not necessarily a proper purpose: Honeywell. Here the motivation was political and that purpose is not reasonably related to your interest as a shareholder. (Weapons case)

· Dates of stock: The stockholder can get records from dates prior to the date he bought stock if activities that occurred before the purchase date a reasonably related to the stockholder’s interest as a stockholder. (Satio)
· Documents form different sources: generally the source of the documents in the corp’s possession should not control the stockholder’s right to inspection. (Satio)
· Subsidiary’s documents: Stockholder does not have a right to inspect documents of a subsidiary. (Satio)
· Added to section 220 in 2003: a shareholder has a right to inspect a subsidiary’s books and records to an extent the corp has actual possession and control of the records. 

· Satio: Delaware: P wants corp records to investigate breach of accounting and committing corp waste. Issues are can he get documents dated prior to him becoming a shareholder (not controlling), documents from different sources (financial advisors) (yes), and documents from a subsidiary (no). Court here said yes proper purpose.

· Seinfeld: P claiming mismanagement in corp ways, which if proved would amount to corp wrongdoing, which is a proper purpose. Court denies him access bc he needs some credible basis (evidence) of the corp wrongdoing to get access. 

Section 12 of the 1934 Federal Securities and Exchange Act

· Registration requirements for securities: requires corps to register.

· Reporting (section 13) and proxy rules (section 14) under federal law will only apply to section 12 registered corps. 

· Corps that must register: section 12 only applies to corps that:

· Have a class of at least 500 shareholders
· At least 10 million dollars in assets
· If corps do not fall under section 12 they are only regulated by state law with respect to reporting and proxy rules.

· Policy: small businesses were complaining that it was too hard and expensive to comply with federal regulations.

· For exam: if stock is traded on a national exchange assume it is a section 12 corp.

Section 13: SEA: Reporting

· Only applies to section 12 corps.

· Tells under federal law what corps have to report: it enhances the notion of giving shareholders adequate information on how to vote or buy or sell stock.

· The Act defers to the SEC to decide what requirements to place on corps.

Section 14: Proxy rules

A. Private Actions Under the Proxy Rules

· Proxy materials and annual reports give shareholders information so they can get a sense of how the corp is performing, info on directors for which they will be voting, info on anything else they will be voting, and shareholder resolutions.

· Only applies to section 12 corps.

· Congress delegate to the SEC to determine the federal rules of proxy the scope of what congress said: SEC can create rules regarding proxies that are in the public interest of for the protection of investors.
· Broad: can go beyond false or misleading statements.

· Section 14a9: material facts cannot be misstated or omitted:
· Only material facts that are misstated or omitted violation this rule.

· Purpose of rule: to prevent misstatements or omissions in proxy statements that might mislead shareholders in voting.

· Implied private right of action under 14a9, bc it supplements gov enforcement (Borak).

· In a private action under 14a9 a P must show:

· 1. The misstatement or omission was material

· an omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote. (Northway)
· knowing misstatements by directors of reasons, opinions or beliefs may be material facts. (Sandberg).
· Level on intent necessary when making the misstatement or omission: 
· No court has said SL
· 2nd circuit has said negligence is enough.
· 2. There is an essential link between the violation and the transaction: transaction causation:  the solicitation itself rather than the defect was an essential link to the accomplishment of the transaction.

· Do not need to show reliance or change of vote, but that there was a mathematical necessity for some of the solicited proxies.

· Ask whether the proxy solicitation, with or without the defect was need to complete the transaction, i.e. were the minority shareholder votes needed to pass the transaction, if yes then there is an essential link, if no there is not and the action will fail.

· Mills: P brought suit against management of D, corp, to set aside a merger obtained through allegedly misleading proxy solicitations. Issue here is if it determined that the proxy statement is misleading, whether a shareholder needs to demonstrate a causal connection between the misleading proxy statement and the injury. Court says the shareholder must prove that the solicitation itself rather then the defect was an essential ink in the accomplishment of the transaction. 
· Do not need to show that you would have voted differently but for the defect.

· Essential link means without it the merger would not have been approved.
· So without the proxy statement, with or without defect, the merger would not have been approved, thus it was an essential link.

· Leaves question open about what would if happen if they didn't need their votes.

· Sandberg: P claims there were false and misleading statements in the proxy, bc of this a merger occurred where the shareholders got less then fair value for their shares. In the statements shareholders were told $42 was a fair price. Hold for D bc no essential link.

· Materiality issue: would you consider statements by the board important enough to take into account, here what price is fair: YES. 

· argument that the statements by the board are opinions is rejected.

· Causation issue: here the minority votes were not needed to pass the merger, as in Mills: thus there is not essential link between the solicitation of proxies and the approval: so did not pass the test.

· Policy: even if they had made the disclosure they could have still passed the transaction. 

· Dissent: if D had to make accurate disclosure they would not have bc of embarrassment and would not have solicited approval of an unfair merger, also if they made proper disclosure it would encourage minority shareholders to seek a state remedy based on a FD.

B. Shareholder Proposals

· Section 14a8: gives shareholders the option if the requirements are met, at no cost to the shareholder, to include proposals in proxy materials.

· Policy: increase corp democracy, increasing communication among shareholders and not allow management to have complete control over the corp. agenda. 

· Process: Corp can include, if it decides not to include it must gives reasons to the SEC why they do not want to include it, the SEC will then order a no action letter telling the corp whether they need to include it.

· However just bc SEC tells the corp they do not need to include it, that does not preclude a shareholder from brining a suit claiming it needs to be included.

· Requirements for submitting a proposal:
· 1. You must have continuously held $2000 in market value or 1% of the stock for at least one year from the day you submitted the proposal.

· 2. Can only submit one proposal for each shareholder meeting and it may not exceed 500 words.

· 3. The deadline for submitting the proposal is in the corp’s proxy statement from the previous year or not less than 120 days before the date of the corps proxy statement is to be released. 

· If shareholder fails to follow one of the requirements the corp may exclude it, but only after it has notified you of the problem, with 14 days of receiving it, and you have failed to correct it; however, if the problem with the proposal cannot be fixed the corp does not have to notify you.

· Reason’s why the corp can reject a proposal: the burden is on the corp to demonstrate that it is entitled to exclude the proposal:

· 1. Improper under state law: 
· remember boards right to manage: proposals cannot bind the board’s discretionary powers. They can however recommend actions to be taken by the board.

· 2. Violation of the law

· 3. Anything that violates proxy rules

· 4. Personal grievance: if proposal relates to the redress of a personal claim or grievance against the corp or is defined to result in a benefit to you or to further a personal interest which is not shared by the other shareholders at large.

·  Ex.: You should make me counsel bc I am smarter then the one you have.

· 5. Relevance: if the proposal relates to the operations which account for less than 5% of the corp’s total assets and for less than 5% of its net earnings and gross sales, and is not otherwise significantly related to the corp’s business.

· Last element refers to social policy reasons, so issue of whether something rises to the level of a significant policy issue, if it does then it is related to the corp’s business.

· 6. Management Functions: ordinary business exception: gives rise to most litigation: if the proposal deals with a matter relating to the corp’s ordinary business operations.

· General employee compensation plans can be excluded, but plans for senior officers cannot be excluded.

· Issue of trying to deal with what is ordinary: 

· Cracker barrel: proposed that the corp look at their policies regarding equal opportunity and attitudes towards homos.

· 7. Relates to election: if the proposal relates to the nomination or election for a board member or procedure for such nomination of election.

· Du Pont: friends of the earth was concerned the corp’s production of 2 chemicals, the proposal provided for a time frame for the phase out and for a reporting requirement of how the corp was going to do this.  Hol the proposal can be excluded bc it deals with conduct relating to ordinary business operations. 

· The Corp here had already decided to phase out the use of the chemicals, thus the proposal did not seek to established whether to phase of out the use but how to phase out the use: this distinction makes the proposal fall into the ordinary business exception and excludes it from being a significant policy bc of the short time difference between the proposal and corp’s plan for phasing out.

Proxy Contests: Funding
· Proxy campaigns: who pays for them, they can be expense: issue of how much is too much, what categories of expenses are reimbursable, and who can be reimbursed.

· No statutes deal with this:

· Who can be reimbursed:

· Incumbent board: 

· Can rely on corp treasury for legally required discloses AND

· In a contest over policy, as compared to a purely personal power contest, corp directors have the right to make reasonable and proper expenditures from the corp’s treasury for the purpose of persuading the stockholders of the correctness of their position and soliciting their support for polices which the directors believe.

· Questions to ask:

· 1. Is it a bona fide proxy contest for policy and not purely for power?

· 2. Are the expenditures reasonable and proper: what is the money being spent on and how much in each category?

· What is reasonable might be how much the insurgents spend.

· Policy: if insurgents pose a threat want to be able to fight them

· Insurgent group:

· A winning insurgent group can be reimbursed by the corp by an affirmative vote of the stockholders.

· Policy: bc it will create a corp benefit.

· Rosenfeld: $261, 522 spent on proxy contest between 2 groups fighting for power, P wants to reimburse both sides. Hold for D, will reimburse the board for the reasonable expenses to defends its position in a bona fide proxy contests. Seems to allow for everything except illegal things. 

IV. Partnership

· Is there a partnership?

· Issue of authority: actual and apparent?

Partnership Formation
· Partnership vs. Corporation

· Partnership: mostly contractual in its formation: statutes provide default rules which can be contracted around.

· Partners personally liable

· Popular bc no filing expenses

· Corporation: regulatory: statutes tell corps what you have to do to be a corp.

· Limited liability

· Legal nature of a Partnership:
· UPA: not very clear: aggregate theory: no separate legal entity, unlike a corp.

· RUPA section 201: separate legal, however there is still personal liability and the FD of partners owed to other parties individually and to the partnership as an entity.

· Partnership test: an association of two or more persons to carry on as co owners a business for profit.
· Look to the sharing of profits to determine if there is a partnership

· If someone is just a lender and is being paid back with profits, that does not make him a partner

· Does the person have control: 

· can he initiate a transaction

· (if have veto power but could not initiate not a partner: Martin)

· ongoing right of management

· Do not need to be called a partner to be a partner

· Does the loan have interest, or a repayment schedule

· Involvement in day to day activities

· Note on 4 element test to determine if a partnership exists:

· 1. Agreement to share profits

· 2. Agreement to share losses

· 3. A mutual right of control or management of the business

· 4. A community of interest in the venture.

· Questions to ask:

· Was a partnership formed?

· What authority does a partner or agent have to bind the partnership?

· Martin: H a partner obtained a loan from D, who would receive a % of the profits until the loan was repaid. D had veto power over speculative investments plus man other controls, but he could not bind the partnership, the agreement specifically stated it was a loan and not a partnership agreement, and that D could not be held liable for the partnership. P a creditor of the partnership brought suit alleging that a partnership interest had been formed by the agreement. Hol for D bc D lacks the ability to initiate proposals even though he has some of the same rights as partners. 

· Lupien: D insisted that his interest in a portion of C’s business was that of a banker, P claimed that D and C were partners and therefore D had partnership liability for C’s breach to build P a car. P signed the contract with C, however when he visited the store he dealt D, who had control of the store and disposed of assets there for 3 years when C disappeared. Hol for P, D was a partner with C because the loan had no interest or repayment schedule, he was totally involved in the day to day business. 

· Total involvement + control makes him a co owner, thus liable.

Management of the Partnership
· Section 18 UPA: Rules Determining Rights and Duties of Partners: default rules subject to change by agreement between the parties: (same as RUPA section 104/401): subject to very limited exception the partnership agreement governs:
· A. Each partner shall share equally profits and losses

· E. All partners have equal rights in the management and conduct of the partnership business.

· Vs in corps shareholder has no general management rights, only limited voting rights.

· G. no person may become a member of the partnership with the consent of all the partners.

· Vs in corps you have no say who your fellow shareholders are.

· H. any difference arising as to ordinary matters connected with the partnership may be decided by a majority of the partners, but any act done in contravention of any agreement between the partners you need all to approve.

· Remember if default rules apply the amount you invested does not correlate with your financial rights or right to or strength of your vote.

· Summers: P is suing his partner D for reimbursement of his expenditure of 11,000 for the purpose of hiring an employee, D argued that bc he did not approve of hiring the additional employee and it was not approved by a majority of the partners, he should not be reimbursed, P argued that although there was no consent D still retained profits earned by the labors of the employee and thus ratified the hiring by his actions. Hol for D bc a majority of the partners need to consent to the decision concerning business differences.

The Authority of a Partner
· Agency Principal:

· UPA section 9: every partner has the authority to bind the partnership for carrying on in its usual way, unless the partner has no authority to act for the partnership in the particular matter and the 3rd party has knowledge of the fact that he has no such authority.

· Actual and apparent authority.

· Seems to link the apparent authority based on the specific business of the partnership

· RUPA: section 301: every partners has the authority to bind the partnership for carrying on in the ordinary course of the partnership business or the business of kind carried on by the partnership: here the 3rd party needs to have actual knowledge.

· Broader then the UPA

· Test for apparent authority: whether a reasonable party in the position of the 3rd party would have though the partner lacked actual authority.

· 3rd party has no duty to inspect partner’s actual authority absent actual knowledge.
· Liability for partnership obligations in tort or contract: under both partners are personally liable
· UPA: section 15: 
· Torts: all partners jointly and severally liable

· Contracts: jointly liable

· RUPA: section 306a: jointly and severally liable for everything 

· First need to go after partnership, and if exhaust that option then can go after partners individually.

· Meaning even if partnership can’t pay the partner’s are still personally liable.

· RNR: issue is whether by apparent RNR’s general partner could bind the partnership in a construction loan agreement with a bank, even though he did not have actual authority to do so, hold for the bank, bc a reasonable party in the position of the bank would not have though the general partner lacked authority, and the bank had no duty in inspect whether the partner had actual authority absent actual knowledge

Partnership Interests and Partnership Property
· Rapoport: P sought declaration that they had an absolute right to assign their interest in D corp to their adult children without consent of the other partner’s of D. D argued that according to the partnership agreement there could be no admission of additional partners without consent from all the partners. Hold for D, P could not transfer his full rights of his partnership to his children but can only transfer the profits he would receive as a partner.

· Cannot transfer your governance rights without consent, but can transfer your economic rights. 
The Partner’s Duty of Loyalty

· Requirement of good faith and fair dealing

· RUPA: section 404: the only FD a partner owes to co partners and the partnership are the duty of loyalty and the duty of care:

· More specific than the UPA bc it articulates the scope/range of the FD.

· B: defines duty of loyalty:

· 1. To give to the partnership any property, profit, benefit or opportunity derived by the partner in the conduct of the business.

· 2. To refrain from dealing with a person who has an adverse interest to the partnership

· 3. To refrain from competing with the partnership before the dissolution of the partnership

· C: duty of care standard: refrain from engaging in grossly negligent or reckless conduct, intentional misconduct or a knowing violation of the law.

· These are just default rules: you can reasonably reduce the duty or care or loyalty but you cannot unreasonably reduce it or get rid of it.
· UPA: section 21: partners owes FD to other partners and the partnership: does not specify what the duties are. 

· Meinhard: UPA case: P and D were partners in a lease on a hotel, but prior to the expiration of that lease, D alone without P’s knowledge entered into a new lease of the same and adjacent property. P argues that the partnership should have been offered the new lease bc D would never have been offered the new lease but for the partnership. Hol for P, the partners owe a FD to each other and D breached that duty. 

V. Close Corporations 

· Policy for close corps: want the informality of a partnership but want the liability protection from a corporation and do not have the time to meet the requirements for a traditional corporation bc busy running own business. 

· Legislative approaches to close corps vary:

· Delaware: has separate subchapter dealing with close corps.

· CA: no separate subchapter but allow them to be incorporated as a statutory close corporation.

· Other states: do not define close corp in statute very clearly but provide a few statutes that are uniquely useful to close corps.

· Characteristics of a close corp:

· 1. A few shareholders

· 2. Limited or no market for the sale of stock

· 3. Shareholders tend to have a larger percentage of their assets invested compare to in traditional corps.

· 4. Often a reasonable expectation of employment.

· Planning Devices: permitted by judicial decision or specific legislation that allow close corp shareholders to function but like partners but retain limited liability corporate status: 4 types of planning devices:

· 1. Shareholder agreements at the shareholder level as to how they will vote on issues that they are entitled to vote:

· 2. Impingement of the Board of Directors: 
· 3. Super Majority: Quorum and Voting Requirements: board and shareholder level:
· 4. Transfer Restrictions and Buyout
Special Voting Arrangements at the Shareholder Level

· Use to plan in advance how the shareholder will case their shares, through an agreement or trust.

· To have a legal voting trust you must comply with the voting trust statue or it is illegal.
· Issue of concern in coming to close to a voting trust, which could hold agreements to be unenforceable:
· Delaware statutes: section 212: 
· Section 212 e: Irrevocability of a proxy: a proxy may be made irrevocable regardless of whether the interest with which it is coupled is an interest in the stock itself or in the corp generally.

· Broad reading of a general interest in the corp, could include another shareholder or a lawyer for the corp

· Section 218 C: if you and another shareholder of a close corp wish to decide in writing how you will vote your shares then it should be valid.

· Policy: designed to create greater flexibility for shareholders to decide hoe they will vote, and similarity to a voting trust does not matter.

· MA: section 7.22/7.31: more specific then Delaware statute:

· Shareholders can decide to vote their shares however they chose including the use of irrevocable proxies and it is not subject to the voting trust statute

· As long as you do what the agreement says, not going to worry about an irrevocable proxy.

· CA: section 706: a person designated by or under an agreement (broader language then MA): irrevocable proxy is ok.

· Agreements between 2 or more shareholders (not limited to close corps), in writing and signed, as to how they will vote shares or vote as a unit is fine.

· Will not be held invalid with regards to similarity of a voting trust.

· Statutes: expressly allow shareholders to agree upon a procedure on how they will vote and similarity to a voting trust is not necessarily grounds for reversing the agreement. 

· Ringling: P brought action to have the election of 7 directors declared invalid on the grounds the votes of D were case in breach of a voting agreement. The agreement was between P and D and said they would vote jointly and if they were unable to agree a arbitrator, L, would decide. D’s proxy then voted against the recommendations of L. Hol: P, the agreement is a valid stock pooling agreement bc neither shareholder gave up their right to vote, they only bound each other, they did not give L the power to decide their votes.

Agreements Controlling Matters within the Board’s Discretion
· Planning in advance how directors will behave in their decision-making.

· Conflicts with traditional corp model of the board shall manage once elected.

· Policy: only a few shareholders and they want to agree in advance how they will pick officers and what the salary and dividends will be.

· You can impinge on the board and in some states even eliminate the directors of a close corp.

· Delaware statute
· section 342: definition of a close corp: no more than 30 shareholders, no public trading

· section 305: Allow written agreement between the majority of the stockholders to do what they want in terms of impinging on the board. 

· must meet close corp definition in section 342

· CA statute: 
· Section 186: a shareholder’s agreement means a written agreement among all the shareholders of a close corp

· Section 300b, same as NY 620B, DE 351: as long as there is an agreement between all shareholders in writing you can strip the board of all power.

· Must put it in the shareholder agreement.
· McQuade: P entered into an agreement with co stockholders D providing that they would use their best efforts to continue each other as officers and directors. P was then voted out of office bc of the failure of D to do vote. Hold for D, the contract is invalid bc it compelling directors to keep a particular person in office at a fixed salary and that offends public policy that once directors are elected they have to be able to make these decisions based on the powers given to them by statute.

· Clark: two shareholders total, agreement that D would vote for the minority shareholder C, as the director and keep him as employee as long as he was competent. Court held the agreement to be valid.

· Reconcile with last case: here the parties to the agreement were all the shareholders, vs. last case it was not all the shareholders.

· Galler: P sought to enforce a shareholder agreement made between her dead husband and D, his brother) that bound them to vote for specific individuals and directors and called for mandatory dividends. Hold, P agreement enforceable bc of the unique nature of close corps, (close relationship of the shareholders, lack of marketability, and overlapping of shareholders and officers), creates a situation would should allow slight deviations from corp norms. The agreements are permitted so long as they do not defraud or prejudice the interests of minority shareholders.

Supermajority Voting and Quorum Requirements as the shareholder and board levels
· Useful to provide a minority shareholder a veto power. 

· Default rule: a majority of the board and a majority of shareholders is a quorum, and a majority of a quorum can pass a resolution.

· Can change it so something higher then a majority is needed to pass a resolution, can even make it unanimous.
· Downside: increases possibility of corporate deadlock, which would not happen in a majority rule situation.

· NY law: can put in the certificate provisions that increase the numbers needed for quorum and voting.

· Sutton: dispute between shareholder of a corp to strike of a provision in the certificate requiring a unanimous vote to enter into a business transaction or amend the certificate. Hol provision valid, a court may not invalidate a provision in the certificate requiring unanimous consent where it is unambiguous.

Restrictions on Transfers and Mandatory buyout or sale provisions

· Policy: to be able to control who you fellow shareholders will be is important bc of the small amount of shareholders in a close corp.

· Absent an agreement you can freely transfer stock.

· Question on test: 4 close corp shareholders, how would you use planning devices to meet their needs.

· Typical types of restraints: 
· 1. Right of first refusal: least restrictive restraint on the shareholder:

· shareholder gets an outside offer for the stock and then gives the close corp or another shareholder the option to match the offer price.

· So shareholder can go out and find best deal.

· Problem: corp may not be able to afford it.

· 2. First option: gives the corp or other shareholders the first option to buy for a fixed price.

· Pros: it can eliminate the problem of unaffordability

· Problem: stock could be worth a lot more then the option price.

· Fixing of the value has generally been upheld.

· 3. The Consent Restraint: more controversial bc more restrictive: if a shareholder wants to sell stock, he needs consent from shareholders or the board:

· problem: can prevent the shareholder from selling the stock, especially absent a reasonableness condition on the restraint. 

· In past they were frowned upon, but not generally allowed by statute if they are reasonable.

· A restriction is reasonable if designed to serve a legit purpose of the party imposing the restrain the restraint is not an absolute restriction on the recipients right of alienability

· Constraints for sale to blood members only is a valid constraint.

· DE:
· Section 202: endorses a broad array of types of constraints, including consent (reasonableness requirement)

· Section 342: to be a closed corp must adopt one of the restrictions from section 202.

· CA: section 204: allows within the limits of reasonableness a fair number of options to the close corp drafter in terms of transfer restrictions.

· Under section 418 the transfer restrictions must be in the stock certificates.

· FBI Farms: adopted in a board meeting (law says it needs to be in bylaws): consent restraint, first option at book value to corp then to shareholders, if corp or shareholders chose not to buy can only sell to a blood member of the family. L and M get divorced, she gets all the shares and he gets a lien over the shares, he then wants his shares. Court says does not matter that not in bylaws it is a contract and all options are valid. Hol, M get the shares because it was an involuntary transfer, but once he has the shares he is still bound by the restrictions

· IL law: allows consent restraints that are not manifestly unreasonable, this can prohibit transfers to certain persons if not manifestly unreasonable.

· Involuntary transfers may cause violations of constraints to be valid, depends on the kind of involuntary transfer: 
· Here where cashing in a lien and the sheriff is transferring then violations is valid.
· Policy: do not want to leave creditors with no recourse

· Gallagher: P accepted an offer from D to purchase stock subject to a mandatory buyback provision, which provided that upon voluntary resignation or other termination before Jan 31, an employee would be required to return the stock for book value, after that date the price would raise. D corp fired P 21 days before a higher valuation formula was to become effective, P sued for breach of FD of good faith and fair dealing. Hol for D, you get what you bargained for, he bought the shares will the knowledge of the buy back provision, not going allow FD to trump employment at will. He planned on the issue, so it must stand.
· Jordan: P was a securities analyst at corp who got an opportunity to buy stock, he bought 188 shares and was paying installments on others, under a buyback agreement that upon termination the stock will be bought back at adjusted book value. P voluntarily leaves the corp, but soon after a merger is announced, thus if he would have stayed a bit longer he would have gotten a lot more money. Here deny D’s motion for summary judgment bc want to determine if there was a duty to disclose the upcoming merger. Case is in consistent with Gallagher.

Fiduciary Obligations of Shareholders in Close Corps
· FD of good faith and loyalty: shareholders owe duty to on another:

· Borrow duty from partnership rules.

· Duty only applies to operations of the enterprise: internal operations:

· Does not apply to selling of stock to third parties:

· Ex. Of when it applies: controlling shareholder selling stock to corp, when the corp is a party, decision of who can be on the board, whether dividends can be declared, how much to pay employees.
· Test to determine if removing employee, director etc violates FD:

· 1. Burden on group taking the action to demonstrate some legit business purpose for their actions

· Just not getting along anymore is not a legit reason.

· 2. If you have a legit reason for the action, is there is a less harmful alternative action that could have been taken?

· If yes, then violating FD.

· 3. Is the shareholder getting a fair price for his stock?

· If yes, and no legitimate purpose for the action no breach of FD. (Merola)

· Donahue: FD case: P, a minority shareholder in corp D complained she was not offered the same deal to resell her shares to the corp as a majority shareholder, which violated the FD. Hol: When a close corp repurchases stock from a member of the controlling group it must offer each stockholder an equal opportunity to sell a ratable number of shares to the corp for the same price bc of the FD owed to shareholders of good faith and loyalty. 

· Wikles: P a director, employee (at will) and shareholder in corp, the other directors attempted to freeze him out of the corp by taking him off the list of salaried employees, thus he has loss his main source of income, he sued for breach of FD. Hol, for P there was no legit business reason for firing P.

· Smith: here minority shareholder is being charged with breaching his FD, D, acting pursuant to a valid supermajority provision, was able to prevent the distribution of dividends and as a result the corp had to pay a penalty tax for accumulated earnings. Hold, yes duty breached because violated tax law, you cannot use a planning device to violate the law.

· Merola: P came to work for D after he was told that he could become a major stockholder of D if he would work full time and resign from his other job, P was fired and filed suit for breach of FD. Hold for D, the firing did not violate an FD bc he was an at will employee and he is getting a fair price for his stock.

· Different from last cases bc in those there was a freeze out trying to buyout the minority shareholder at an inadequate price, here the price was adequate.

Dispute Resolution
Order of claims:

· 1. Is there a traditional ground for dissolution? i.e. deadlock? (
· 2. Buy back plan? (
· 3. FD claim? (
· 4. Oppression claim?

· Before order dissolution always see if there can be a buyout.

A. Dissolution for Deadlock

· Most traditional ground for dissolution

· Statutes: most are broad enough that they will address deadlocks among shareholders or directors created even by supermajority provisions:

· Meaning even if dead lock is not 50/50 the statute will still cover it.

· Dissolution for deadlock is discretionary for the courts.
· DE: section 355: Allows for voluntary dissolution when provided in advance in the certificate upon a happening of a contingency.

· NY: 
· Section 1104: holders of 50% of shares can petition for deadlock.

· Section 1118: the fact that a company is making a profit is not a bar to dissolution.

· MA: Section 1434: the corp or a shareholder may elect to buy out the other shareholders at fair value as an alternative to dissolution.

B. Provisional Directors and Custodians

· Can plan ahead for deadlock as to how to dissolve or for the appointment of a provisional director or custodian.

· Provisional Directors:

· CA section 308: a deadlock can result in the appointment of a provisional director, an impartial person who is not a shareholder or related to any other director, who is empowered to function as an additional director until the deadlock is broken.

· Limited use of provisional directors.

· Custodian:

· DE section 226: as an alternative to dissolution a custodian may be appointed in cases of deadlock, where the custodian gets all the powers of a receiver except the power to wrap up the affairs of the corp.

· Custodian given broad powers to run the corp, usually has a business background. 

C. Dissolution for Oppression and Mandatory Buy-Out

· Oppression claim only available for close corps not traditional corps because there the FD of care and loyalty are enough to protect minority shareholders bc there is a market for transfer.

· Policy of oppression statute: provides a needed additional lower threshold of protection for minority shareholders in a close corp.

· Common theme of statutes: majority is trying to stick it to the minority that goes beyond normal differences of opinion and is trying to overly burden the minority.

· NY: section 1104a: allows petition for dissolution when the directors or those in control of the corp have been guilty of illegal, fraudulent, or oppressive actions toward the complaining shareholders.

· Requires 20% of shareholders bring a petition

· Problem within min shareholder requirement is that a lower amount can still be frozen out.

· MA: section 1430 a2: does not require any minimum amount of shareholders, says grounds for dissolution if directors or those in control act in a manner that Is illegal, fraudulent, or oppressive.

· Provides alt. to dissolution as a buyout.

· CA: section 1800 b4: a petition for dissolution to be brought by any shareholder if there is fraud or persistent unfairness.

· Provides alt. to dissolution as a buyout

· MI: statute has a different standard: says willfully unfair AND oppressive: a continuing course of conduct or a significant action that substantially interferes with the interest of the shareholders.

· Gives court inherent ability to fashion relief.

· Test: Standard for oppression: NY: when the majority takes action that defeats or substantially defeats the reasonable expectations of the minority:

· Objective test: what a reasonable person would think the minority shareholder’s expectations were.

· Court can order buyouts of the majority or minority’s stock instead of dissolution: statute allows the minority to seek a court order for the sale of stock of any other shareholder.

· Issue of minority stock discount: A minority’s stock that is being bought out should not be discounted bc of the lesser value of minority stock bc it's a buyback within the corp.

· Similarly if dissolved no discount

· Kemp: NY case, and met 20% requirement, P claiming they were oppressed by the majority’s conduct bc Ps former employees of the corp, stopped receiving dividends as a shareholder when they left the employment, when other shareholders still received them. Hol for P, amounts to oppression, bc the majority took action that defeats or substantially defeats the reasonably expectation of the minority.
· Do not order mandatory dissolution give option of a buyout at fair value, have 90 days

· McCallum: D hired P as VP and CEO, later P was fired and he sought to redeem the shares he had been given as a bonus, the parties could not agree on a price, and P sued alleging the corp had engaged in self dealing and undermined his authority as CEO. Hol for P, firing and then offering to redeem his tock, which was offered to lure him to stay at the corp is a violation, so ordered buyout.

· Seems that if the person is given fair value for the stock that solves the problem of oppression and FD violations.

Arbitration
· Where corp decides to agree to submit any disagreements to binding arbitration: issue of taking away the ability of the board to decide: same issue as in planning devices.

· ADD IN

VI. Alternative Forms of Business Organization

Limited Partnerships

· Definition: a partnership formed by two or more persons and having one or more general partners and one or more limited parties.

· RULPA: section 303: Limited partner: as a general matter a limited partner in limited partnerships has no personal liability for partnership obligations.

· A limited partner can be come liable when:

· He participates in the control of the business AND

· The P who transact with the limited partnership reasonably believes, based on the limited partner’s conduct that the limited partner is a general partner.

· Examples that do not constitute control of the business: section 303 RULPA:

· Consulting with and advising general partner.

· Bringing suit on behalf of the partnership

· Requesting or attending a meeting of partners

· Voting on the dissolution, sale of assets, change in the nature of the business.

· ULPA: section 408: FDs: a general partner owes FDs of loyalty and care to the limited partnership.

· Same duties as in the partnership act. 

· Requires good faith and fair dealing
· General partner: has personal liability and more authority than a limited partner.

· To form a limited partnership there are some formal procedures required compared with a general partnership that does not require any procedures.

· By contract you can provide for stricter or weaker FDs then the law requires, but cannot eliminate implied covenant of good faith.
· USA cafes: USA, D (a limited liability corp) was created after a reorganization, which also created a general partner D, a corp moved to purchase all of the assets of USA, P holders of the limited partnership brought a duty of loyalty claim against USA and the general partner bc the sale of the assets took place at a price favorable to the corp and USA and the general partner received substantial side payments. 

· A FD is owed by the directors of the general partner of a corp towards the limited partner bc they control the property of the limited partnership.
Limited Liability Companies
· Purpose is to create greater flexibility for people who wish to insulate themselves form liability but also be more intimately involved in the corp running.

· Use LLC when you want more shareholders then are allowed by statute for a close corp

· Liability: members in LLCs are not personally liable for business obligations, however, as the Flahive case points out, just as in the corp setting there may be an exception that allows the piercing of the veil.

· LLC Uniform act:

· Must be a filing and articles of organization

· Two types of LLCs:

· 1. Manger managed: more like traditional corp set up

· 2. Member managed: members (like shareholders or partners)

· Default rule: LLC will be managed by its members unless otherwise provided.
· Voting: varies from state to state: one member one vote vs. pro rata

· Powers to bind LLC: general rule a member is not an agent of the LLC solely by being a member: thus, little authority to bind.

· FDs: not mentioned, left for the courts, they will prob borrow from corp and partnership statutes.

· Failure to disclose material facts as a managing member of the corp amount to a breach of FD. (Salm)

· Duty of good faith is owed, subject to the entire fairness standard: applied in cases of mergers (Solar Cells).

· Piercing of veil: test: can always pierce when fraud OR:

· 1. Lack of separateness: it must be made to appear that the corp is not only influenced and governed by that person, but that there is such a unity of interest and ownership that the separateness of such person and corp has ceased AND

· Commingling of funds and other assets

· Failure to separate funds of the separate entities

· Using corp funds for things other then corp uses

· Treatment of the corp assets by the individual as his own

· Failure to follow procedure: minutes, records

· Sharing of directors and officers between the 2 entities.

· Absence of corp assets and undercapitalization

· 2. Fraud or injustice: Adherence to the fiction of separate existence of the corp would under the particular circumstances sanction a fraud or promote injustice.

· Flahive: P claims that D contaminated his land, corp has no assets so want to go after person individually. Allow piercing when test above is met, treat LLCs the same as Corps in the issue of piercing the veil.

· Solar Cells: P, SC, alleges that the D, acted in bad faith in approving a merger and that the Ds will be unable to prove the entire fairness of the merger. P is requesting an injunction. In the operating agreement D waived its right to personal liability, court says that is not applicable here bc acting for an injunction and not damages. The D still has a duty to act in good faith, thus they must prove that the merger met the entire fairness standard, and they cannot do that, Hol for P.

VII. The Duty of Care and the Duty to Act in Good Faith: Corps

· Procedural process for bringing derivative suits: if claim is against a 3rd party shareholders must first ask the board to bring the claim.

· This procedure is excused and the shareholder do not have to ask the board to bring a claim first where it is likely that the board may be liable.

The Duty of Care
· Process vs. substance: if directors follow a reasonable process of becoming informed and do not have a personal pecuniary interest in the decision, they are entitled to great deference to the actual decision, as long as the decision was not irrational. 

· Ask:

· 1. Did the director follow a reasonable process to become informed to make the decision? (i.e. take reasonable steps to gather info), if yes(
· must not be negligent in making the decision

· must be in good faith

· 2. Was the decision irrational? (high standard, hard to be irrational)

· CA section 309a: duty of care:
· A director shall perform his duties in good faith, with such care as an ordinarily prudent person in a like position would use under similar circumstances.

· Subjective (good faith) AND objective (negligence standard)

· NY and MA seem to also apply a negligence standard

· Statutes use a negligence standard but they are not always applied that way.

· ALI section 4.01: business judgment rule: to meet duty of care: three elements

· 1. Disinterested directors: no financial conflict of interest in the decision

· 2. Reasonably informed:

· Subjective: informed to the extent they reasonably to believe to be appropriate

· Objective: other reasonable persons would reasonably believe they were informed.

· Need to be informed about the specific transaction, not just well informed about the corp.

· 3. Rationally believes that the business judgment is in the best interests of the corp.

· policy: maximizing present value and pursuing shareholder interests, sometimes you need to take a risk to get a bigger return.

· Liability Shields: DE Section 102 b7: optional provision to put in the corp certificate:

· Exculpatory provisions that limits personal liability of a director for breach of an FD, except in the certain cases of breach of loyalty and when acting in bad faith.

· Cannot exculpate duty of good faith
· Policy: legislature did not like how Smith was decided, so give the corp the option of adopting this provision that would protect directors from monetary damages for breaching the duty of care.

· Ex Malpiede: involved alleged breach of duty of care bc of an attempt to buyout stock, bc board failed to try to maximize shareholder value when buying out.

· Francis: P sought damage from D, a director of the corp for her negligent performance of her duties as a director, which went bankrupt after her sons misappropriated corp funds. She was negligent bc she did not take reasonable steps to stay informed, so negligent. (think about prox cause issue).

· Amex: 2 minority shareholders trying to bring an action on behalf of the corp against the board claiming that the way the distributed a dividend breached their duty of care. Court holds for D, saying the Ps have not even plead a duty of care claim.

· Compare with last case: here the directors made an informed decision vs. in case above she was not informed.

· Courts are going to draw a distinguishing between when directors procedurally prepare to make a decision and a case where the director does nothing, either makes a decision without preparation or does nothing. (even though the statutes make no such distinction, ALI points it out)

· Smith v. Van Gorkem: D, corps executive, in order to realize a favorable tax, solicited a merger offer form an outside invested, and arrived at $55 per share, without any form of investigation the corp’s board accepted the offer, the offer was proposed 2 other times before acceptance. P, shareholders, brought suit claiming, D, the broad had not given due consideration to the offer. Hol for P, board was held to gross negligence, bc they had no or requested no date regarding the $55 price.

· Failed bc they had a duty of inquiry, so they were not sufficiently informed: so business judgment rule fails. 
· A merger is the most significant decision, maybe why the imposed the higher standard of gross negligence.
· Does not matter that the board was well informed about the corp, they need to be well informed about the specific transaction
· Carmark: here there were violations of law by C’s employees, the issue is whether the board breached the duty of care by failing to stop the employees but failing to monitor. Question if the likelihood of success of a claim against the directors for not sufficiently monitoring employees. In applying to proposed settlement must show the directors knew or should have known of the violations and that they took no steps to prevent it.

· Duty to monitor: does not require a board to be away of all details of corp activity, it requires them to be aware of major activities and related issues that could pose a threat, the choice of how to monitor is still subject to the safe harbor of the business judgment rule.

· Duty of care include a duty to monitor

Duty to Act in Good Faith

· Separate duty of good faith: can never exculpate: what is bad faith: conscious disregard of duty (Disney)
· Treated the claims separately as compared to Smith who treated the duty of good faith as part of the duty of care, maybe bc you can exculpate for duty of care but you can’t for duty of good faith. (Disney).

· Disney: Disney needed a new exec, they negotiated over time an employment agreement for O, the new exec, that said if he is terminated without cause he get a 130 million payout, after 2 years he was fired without cause. Claim against the board that they did not exercise sufficient care in O’s employment arrangement (duty of care claim) and a claim of good faith. Hol for D, no violation of duty of care or good faith.

· Duty of care claim: no violation board fathered some info, had a specialist, that is what the market for the CEO was, there was extensive negotiations. Also this was not about selling the whole corp like in Smith, it was about hiring.

· Miller: issue whether a compliant is stated: P, shareholders, sue A for failure to collect debt owed to corp by the DNC, P alleges D breached duty to exercise diligence in handling the affairs of the corp. Hol, the decision to forgive a debt is within the business judgment protection, the decision might benefit the corp so it was made in good faith, but if the P can prove that this decision violates a law then they cannot do it. So yes a claim.

· Stone v. Ritter: similar to Carmark facts: Ps allege D failed to minority the activities of employees, which ended up costs corp fines bc of violations of the Bank Secrecy Act. No violation. Case is confusing bc it says it is adopting the Carmark case here, but then says that this is a duty of loyalty claim and the duty of good faith falls within.

· But statutes make duty of good faith part of duty of care.

· Also in exculpatory clause lists separately duty of loyalty and duty of good faith, so if they were the same, it wouldn't list them separately.

VIII. Duty of Loyalty

· Directors are not in the position to exercise sound business judgment that is provided by the business judgment rule bc of their conflict of interest.

· Director has a pecuniary conflict of interests and the analysis cannot be deferential bc you can’t serve two masters.

· Duty of Loyalty claims come up when:

· 1. Self interested transactions

· 2. Compensation

· 3. Corporate Opportunity: transaction with a 3rd party where you might be breaching a duty of loyalty.

· 4. Competition with the Corporation

· 5. Using Corporate Assets: ex use of corp jet

Self Interested Transaction

· A transaction with the corp, when the director buys something from or sells something to the corp.
· Standards: courts split: 
· Standard One: Shareholder protective view: no matter what you do as an interested director, you have to prove the transaction was fair.

· Problem: discourages curative steps, bc why would you take them if you have to prove fairness anyways.

· Standard Two: More deferential to interested actor: if such curative steps are taken, fairness remains the standard, but the burden shifts to the P to prove unfairness

· Standard Three: controversial: if disinterested directors approve, the business judgment rule applies.

· Standard 4: controversial: if disinterested shareholders approve, a waste standard applies.

· Policy: this would encourage the director to take curative steps, but at the same time make it harder for an unfair transaction to be challenged.

· Two thing to ask:

· 1. Who has the burden of proof

· 2. What do you have to prove.

· DE section 144: an interested transaction will not be voidable just for that reason if:

· A1: if disclose material facts to and get approval of disinterested board: 

· Then apply business judgment rule.

· A2: if disclose material facts to and get approval of disinterested shareholders:

· Then apply waste standard

· NY Section 713: self interested directors: same as DE
· A. a self interested transaction is cleansed if: (no mention of fairness)

· 1: if the material facts as to the director’s interest in the transaction are disclosed in good faith or known to the board, and the disinterested board approves the transaction OR

· 2. Same as above but to shareholders

· B: if do not take curative steps, then the interested party must prove the fairness of the transaction.

· CA: section 310: gives more deference to a disinterested shareholder vote then a disinterested director vote.

· A1: disclose and get disinterested shareholder approval: transaction is ok, no fairness standard

· A2: disclose and get disinterested board approval ( burden shifts to P to prove unfairness. 

· A3: if you don’t fall under 1 or 2, the interested party must prove the transaction is just and reasonable (fair)

· ALI section 5.02: says there is an affirmative duty to disclose:
· If there is disclosure concerning the conflict of interest and the transaction is made and EITHER:

· 1. The burden on the interested party to prove the transaction is fair OR

· 2. The transaction is approved  by disinterested directors who could have reasonably concluded the transaction was fair ( then shift burden to P to prove unfairness OR

· 3. Approved by disinterested shareholder, ( shift the burden to P to prove waste.

· At common law the D always had to prove fairness, even if curative steps were taken.

· Waste principal: a transaction is waste if it involves an expenditure of corp funds where no consideration is received in exchange, or the consideration is there but is so inadequate.

· Waste standard almost never met.

· Used in DE and ALI

· Lewis: NY: P a shareholder brought suit against directors of D corp, SLE, claiming they wasted the assets of the corp by causing it to lease business premises to LGT, another corp, bc it was grossly undercharged. Self interested transaction bc both corps have same directors. Here they required the D to prove fairness, so Hol for P.

· Talbot: P contends that D violated his duty of loyalty to the corp and to P as a stockholder by diverting specific funds to himself, D entered into a transaction with himself by contracting with his own building corp to build apartments for P and D’s corp. P claims he breached the duty bc he did not disclose that he was entering into the self interested transaction. Here he did not disclose and he is also getting paid twice, bc was already paid in stock and he is also paying himself again for the new transaction, hol for P.

· A fiduciary cannot deal at arms length with the corp, there is an obligation to make affirmative disclosure, and even if there is disclosure the transaction must still be fair.

· Cookies: like DE statute: BBQ case: D, a majority shareholder in P, turned corp around by promoting and selling its products through his own distributing corp, other shareholders alleged he had skimmed of the profits through self dealing transactions:  statute was silent on whether fairness still needed to be proved after either disinterested director or shareholder approval: court says you always have to prove fairness under common law. (DE does not require the D to prove fairness).

Compensation
· Comes under a self-interested transaction: a fiduciary contracting with his own corp exchanging services for money.

· Look at it separately bc statutes treat it separately.

· DE:
· Section 141H: unless otherwise indicated, the board has the authority to set the compensation of its directors.

· Section 157: particular type of compensation of stock options: the corp can give stock options and can define the terms of compensation, and unless there is some showing of fraud, it is subject to the business judgment rule.

· ALI: section 5.03: a director who receives compensation from the corp for services in that capacity fulfills the duty of fair dealing with respect to the compensation if either: no disclosure required (unlike 5.02) bc it is presumed that the amount of compensation is within the knowledge of the people granting the compensation: 

· 1. The compensation is fair to the corp when approved OR

· 2. The compensation is authorized in advance by disinterested directors in a manner that satisfies the business judgment rule 

· 3. The compensation is authorized in advance by disinterested shareholders and does not constitute a waste of corp assets.

· Other forms of compensation:

· Incentive compensation: get additional money if you meet certain goals.

· Stock options: certain types of stock option that qualify for special tax treatment, so way to defer taxation to the recipient:

· Give option to buy stock for a particular price, you chose this option when the market value is higher than the price option.

· Coke: stock options as a bonus is ok bc it creates incentive for others to stay with the corp.

· If you backdate or spring load options it is illegal, it violates the duty of loyalty bc it is an act done in bad faith.
· Tyson Food: spring loading issue of stock options: occurs when stock options coincide with the market price that day but they know release of information will have a quick effect of driving the market price up, which makes the option more valuable: there was shareholder approval: issue is whether the directors violated their duty of loyalty: seems that the board asks the shareholders to approve something and lied or omitted that they knew the stock price would go up soon, not in good faith, so can’t claim the business judgment rule: hold for P.

· Ryan: involves backdating of options bc trying to give the recipient of the option the lower option price: this also involved claims of fraudulent documentation: R claims both care and loyalty violations: demand to board is excused bc a director who backdates an option is facing a substantial likelihood of liability: backdating violates duty of loyalty: 

· If the made disclosure and then got shareholder approval it would be a different case.

Corporate Opportunity Doctrine
· Can arise with misuse of corp assets and competition with corp, or by itself: remember even if corp rejects the opportunity if it puts you in competition with the corp you still may be violating a duty.

· D is not transacted with the corp

· An agent who makes a profit in connection with a transaction made on behalf of the principal must give the profit to the principal.
· Approaches to corp opportunity:
· Very protective and broad: as long as you are a director of the corp any business opportunity must first be offered to the corp.

· Line of Business Test: if the opportunity falls into the corporation’s line of business then it is a corp opportunity:

· Issues: 

· Would it make a difference if the opportunity came to the director in his capacity as a director or personally.

· What is the definition of a corporation’s line of business.

· Narrow approach: to be a corp opportunity something had to be a tangible interest of expectancy: 

· Ex. real estate of which the corp was a tenant was expectancy but real estate which the corp owned a 1/3 interest in was not.

· ALI: section 5.05:
· A: only applies if you come within the definition of corp opportunity, provided in B: if it's a corp opp or close to the line, provides a procedure you can go through to first give the corp a shot and if they do not want it, then it can be pursued: a director or senior officer may not take advantage of a corp opp unless:

· First offers it to the corp and discloses the conflict of interest and the opp

· The corp opp is rejected by the corp AND either:

· The rejection is fair to the corp

· Is rejected in advance following disclosure by disinterested directors

· Or by disinterested shareholders

· B: definition of corp opportunity: (consider financial ability in the process)

· 1: when the director or senior exec learns of the opportunity through his capacity AND when he should reasonably believe it should be turned over to the corp.

· 2: applies only to senior execs, to hold them to a stricter standard: becomes aware of the opportunity by using corp information AND knows is closely related to a business in which the corp is engaged or expects to engage.

· MA: 8.70: if its anything close you are strongly encouraged to get approval: 

· Safe harbor procedure: can get approval from disinterested shareholders of directors. 

· Failure to turn over something is not a breach of duty if it is not a corp opp.

· Does not try to define corp opp.

· Where does financial ability come into play:

· Some states say it is implied in the definition of corp opp, if they do not have the financial ability then it cannot be a corp opp.

· VS. its irrelevant. 

· Harris: D, president of the golf club, P, was informed by a real estate broker that the property next to the P was for sale, D bought the property in her own name and told the P’s board after the sale was complete, P sued D for breaching her FD by taking a corp opportunity without disclosing it to the board. Court adopted ALI section 505, said both parts of land were corp opportunities , the first one bc she learned of the opportunity through her capacity and the other property bc golf clubs are in the real estate business, does not matter that she didn't use it as a competing golf club, court defines corp opportunity broadly.

· Broz: line of business test: cell phone area license, B is pres and sole shareholder of cellular and also outside director of CIS, it was not offered to CIS but B wants it for cellular, after a takeover of CIS, accuse B of stealing a corp opp, the license is in the line of business, bc court says this is ok bc he disclosed the opportunity the some of CIS’s board, also they did not have the financial ability to buy it, so it wasn't a corp op.

· Pablo: D, pres of P was also a director of realty, D traveled to CA for P where agreements were entered into by D for P for 2 parcels of land, the sellers split their commissions with D, P then sued D to collect the commissions. Hol for P, directors of a corp are not entitled to recover any compensation for performing their ordinary duties unless the provision for such compensation is approved by the board before services rendered. (misuse of corp position)

Competition With the Corporation
· ALI section 5.06: directors or execs may not advance their pecuniary interests by engaging in the competition with the corp unless either:

· 1. Any reasonably foreseeable harm to the corp from the competition it outweighed by the benefit the corp may reasonably expect to receive by allowing the competition to take place, or there is no reasonably foreseeable harm;

· 2. Competition is approved with disclosure by disinterested directors in a manner that satisfies the business judgment rules, or by disinterested shareholders that does not amount to waste.

Duty of Controlling Shareholders
· applies both in close and public corps, more in close.

· Issue is that a controlling shareholder will have influence over a disinterested director, so not sure the curative steps will really work.

(self-interested transactions)

· Majority shareholder owe a duty to minority shareholder, thus when a majority shareholder is voting he violates a duty if he votes for his own personal benefit at the expense of the shareholders. 

· Self dealing standard: must be on both sides of the contract:
· Must prove: the parent has to receive a benefit to the detriment of the minority (
· If prove fairness test applies (5.10)
· ALI section 5.10: a controlling shareholder who enters into a transaction with the corp fulfills the duty of fair dealing if:

· The transaction is fair (burden on controlling shareholder) OR

· Approved by disinterested shareholder than burden shifts to challenging party to prove waste

· Ordinary course of business: if the transaction was in the ordinary course of business the challenger had the burden to prove the transaction was unfair, whether or not there was approval.

· Policy: parent and subsidiaries often do a great deal of business together and do not want all of the transactions subject to making the parent company prove fairness.

· Kahn view: Controlling shareholder must prove fairness unless:

· Approval of the transaction by an independent committee of directors or an informed majority of a minority of shareholders, the burden to prove fairness shifts to the P: but to shift the burden the independent committee:

· 1. Cannot be dictated by the controlling shareholder AND

· 2. The committee must have real bargaining power.

· Another view: bc the controlling shareholder can dominate the board or influence minority shareholders, approval does not shift the burden, it is just taken into account, and the D must still prove fairness.

· Declaration of dividends: as long as you comply with the law on when you can pay dividends and you gave it proportionately to all the shareholders, then difficult to prove unfairness.

· Majority shareholders also owe a duty with corp opportunities.
· Zahn: AF’s stock was divided into three classes, P, A, B, upon liquidation a set amount as to be paid to the P with the remainder divided between A and B, with A getting twice the amount of B, also the board could redeem A stock at its option by paying 60 per share. D owned 80% of B stock and controlled the board, when F’s assets increased, the board called the A stock, and then liquidated, P claims D breached FD to class A stockholders, claims D improperly influenced the board to call the class A stock. Hol for P, bc D voted for his own beneficial interest and not for the interest of all the shareholders. 

· Sinclair: S (parent corp) is controlling shareholder, 97% of the corp, P minority shareholder, S caused the corp to pay out excessive dividends above its earning and cause corp to contract with D parent corp for goods, when D failed to live up to the contract P sued D for damages sustained by the excessive dividends and for not making enforcing the contract with itself. Issue of self-dealing in the contract, so court said there was a benefit S to the detriment of D so S had to prove fairness.

· Kahn: P shareholder of D alleged that a member of D’s board controlled a subsidiary and structured a stock purchase in a manner that benefited himself at the expense of the corp, D got approval of disinterested directors, court said the burden is on the controlling shareholder to prove fairness and the burden shifts only if put together independent committee that is really independent and get approval.

Sale of Control
· General rule: a controlling shareholder has a right to sell his stock for whatever price and keep the money.

· Exceptions: foreseeable looting: factors: creates a duty to investigate buyer:

· 1. Liquid assets (puts on notice) vs. assets are property.

· 2. Bad or unknown reputation of buyer

· 3. Very high price for stock: most telling factor

· 4. Demanding immediate access to control

· Exception Bare Sale of office: a shareholder cannot transfer control of the board for consideration if the transfer of control of the board is not simply incidental to a transfer of an amount of stock that is sufficient in itself to carry control of the board: so if a person:

· 1. Controls the board although he owns only a small amount of stock AND

· 2. Transfers control of the board in connection with a sale of his stock at a premium.

· Exception to exception: if block of shares sold is a majority or enough to constitute control, then it is ok for the seller to accelerate control of the board to the buyer.

· A sale of shares, not of control, accompanied with a promise of change of officers is illegal:
· policy against: a good faith buyer might want new officers bc the old ones are incompetent.

· But where sale of shares is a control block can promise an acceleration of control of management, bc they would eventually get it anyway
· Gerdes: selling of stock exception: seller sold stock to buyers in a corp who’s assets were very liquid, and buyers later breached FD, here suing sellers, issue is when is there a duty for a seller to investigate a buyer bc generally there is no duty, here there was foreseeable looting after looking at the factors so there was a duty to investigate, hol for P.  

· Perlman: controlling shareholder during War, when there was a shortage of steal, sold a block of shares to customers of the corp and he got a lot of money for it. Since he sold to a customer that customer will no longer sell to the corps other old customers, so case it's a loss of opportunity case, so that's why he breached. Rare case.

IX. Insider Trading

Securities Exchange Act section 10b and Rule 10b5
· 10b: makes illegal any (intent) manipulative or deceptive device that violates the SEC rules, where the SEC should pass for the public interest for protection of investors: 

· narrow then 14a bc there it does not have manipulative and deceptive language

· broader then 14 a bc 10b applies to all corps, not just section 12 corps
· 10b5: SEC passed pursuant to 10b: it is illegal to:

· 1. Employ any device, scheme, or artifice to defraud,

· 2. To make misstatements of or omit material facts

· 3. Engage in any act that would operate as fraud: difference with 1 is that here just needs to operate as fraud, it would have the same effect as if done with intent to deceive.

· Safe harbor provision for forward-looking statements: projections provided by the corp as to what its future plans are. 

· Aiding and abetting: cannot sue someone for a 10b5 claim if the are a person who knowingly aids or abets someone who acts improperly: ex. accountant aids the improper trading: just bc they have material info does not give rise to a duty to disclose.

· If fall into one of three categories can go on to requirements:
· Classical theory: when a person with a duty to the corp and its shareholders trades with non public information without disclosure or makes a material misstatement:
· If non disclosure (silence) case need duty to disclose: ask does D have a duty to disclose bc he owes and FD to the corp or has a similar relationship of trust or confidence? 

· Mere possession of info does not create a duty to disclose
· Tipper/Tippee: ask if Tipper (insider) told information to Tippee for personal gain, if yes can bring an action, if no the chain is broken and Tippee not liable:

· When the insider receives a direct or indirect benefit (economic gain), including a gift: ex. a reciprocal tip in the future.

· Info must be given improperly so as to breach a duty: can only do that if info is given for personal gain

· Temporary insiders as Tippees: lawyers

· Misappropriation theory: use when the D had no FD to the corp with which he traded, and did not receive the information improperly (from an insider seeking personal gain): breach of a fiduciary duty to the source of the information by misappropriating the information without disclosure: 

· But if you disclose to the source that you plan to trade no violation.

· Need a breach of one of the following relationships of trust of confidence to give rise to a misappropriation claim: 

· 1. Agreement to maintain confidence

· 2. Relationship of trust: does not have to be good friend or related: just a pattern of sharing confidences.

· 3. If the person receives his info from spouse, child, parent or sibling there is a rebuttble presumption that there was an expectation of confidence.

· Requirements for a private 10b5 action: (gov actions do not need to prove reliance or loss causation: 

· 1. A material misrepresentation or omission: 

· Materiality: test: whether a reasonable person would attach importance to the information when making a decision.

· Would, does not have to be 100% certain.

· To determine if info about a potential merger is material balance probability and magnitude: if both high it is material.

· Probability that the merger will happen: how far along are the discussions.

· Magnitude: how much would the market value go up if the merger when through.

· 2. Intent: the D must have acted with scienter: more then negligence: at least recklessness:

· pleading standard: P must state with particularity facts giving rise to a strong inference that the D acted with the required state of mind, scienter: must be at least as compelling as any non fraudulent explanation: more then recklessness but not quite intent.

· 3. In connection with the purchase or sale of a security
· read broadly

· To be a P must be an actual buyer or seller, do not need to be a buyer or seller to be a D

· Ex. where corp put out false information to discourage buyers, those potential buyers cannot sue bc they aren’t actual buyers.

· A misrepresentation that is connected to an agreement involving the sale of securities is enough to meet the in connection with requirement. (Wharf) 

· 4. Reliance: transaction causation: but for the D’s misstatement or omission the P would not have bought or sold: 

· Transaction on the open market: reliance is presumed under the fraud on the market theory: can be rebutted by D if he shows anything that severs the link between the misrepresentation and the price paid or decision to sell.

· Transaction face to face: P must show he actually relied on the misrepresentation: easy to do by showing it was material and that he bought or sold soon after the misrepresentation

· Omission case: duty to disclose: still a rebuttable presumption, but if can show that the decision by the P to sell or buy was made before there was a duty to disclose than no presumption.

· 5. Economic loss
· 6. Loss causation: a causal connection between the material misrepresentation and the loss: the violation of 10b5 (the misstatement or omission) caused the economic harm of which the P complains: asks whether the loss was a foreseeable outcome of the violation:

· just showing that the day the misstatement comes to light the market is effected is not enough, maybe also need to show that the corps stock changed and other corps in the same industry’s stock stayed the same.

· Making a misstatement case
· Duty to Disclose Case
· TX Gulf Sulphur: T corp exploring for minerals, first indicated that they were on the trial of finding something was in 1957, then fall of 1963 initial drilling down that confirmed there were minerals, between period of initial drilling and disclosure the next year, D was buying stock and calling options. Case of non disclosure bc they went out and bought stock without disclosing material facts, court says that 10b5 claim of non disclosure of material facts applies to everyone not just to insiders:. Mere possession of info gives rise to a duty to disclose or distain, no matter who you are. (no longer the rule)

· Wharf: in connection with case: P was going to held D engage in business in Hong Kong by acting as a consultant, D gave P a stock option to buy 10% of the stock, but when D got the business he refused to let P exercise the option, in connection requirement met here bc D was selling P something he never intended to honor, he was making a misrepresentation that something had value when it was really worthless, thus a misrepresentation that is connected to an agreement involving the sale of securities is enough to meet the in connection with requirement. 

· Zandford: in connection with: elderly father and mentally challenged daughter gave money to D to buy safe securities and he stole the money, issue does the fraud here amount to securities fraud bc it is in connection with the sale or purchase of securities, court says that the fact that the fraud is connected somehow to a securities transaction is sufficient. The sales and transaction were not independent evens, the fraud coincided with the sales bc he had already formulated the scheme.  
· Levinson: misstatement case: P is a class of persons that sold their stock in D bc of three press releases written by D that denied that the corp was in the preliminary stages of a merger and encouraged the Ps to sell, Ps argue that if they knew there may be a merger it would be profitable for them not to sell. 

· Chiarella: silence case with no duty to disclose: C worked at financial printer and was able to look at stuff while working that was confidential and he saw that A wanted to take over corp B, he did not disclose this to anyone and bought stock in B. Hol for D, he did not have a FD to disclose. 

· Dirks: Tipper/Tippee: D, a securities analyst, was told by S an insider, non public information about a corp, D then told clients this info who then sold their stock in corp, and then once the info became public this was a substantial drop in price, Hol for D, S did not tell D the info for personal gain thus no liability.

· O’Hagen: misappropriation case :D was a partner of a law firm and the law firm was retained by G corp, who was trying to acquire A corp, D buys stock in A bc by virtue of his position at the firm he learns of material info about the potential acquisition, he has not FD to A corp, but he has an FD to the G corp and the firm, issue does he have a duty to disclose, D breached his FD to his firm and client by misappropriating the non public information without disclosure.

· Rocklage: Mrs creates a scheme her H the CEO has some bad news that the corp has not yet told the public but she goes and tells her bro, she understands there is a duty of confidentiality to her H so she discloses then she is free to trade and anyone else she tells is also, but she is not off the hook bc a few years before she told her bro she would tell him info, thus her disclosure was non a cleansing of the fraud, an after the fact disclosure since she already told him things is also ineffective. (not sure if other courts will follow this case)

Liability for Short String Trading under 16b
· Only cover section 12 corps, like 14a.
· Statute must be enforced by a private lawsuit.
· Very broad statute requires no scienter, thus will include some innocent people.

· If the following categories of persons make a profit within a period of 6 months by buying and selling or selling and buying are strictly accountable:
· 1. Officers

· 2. Directors

· 3. Shareholders who own more then 10%
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