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I. PRACTICE OF BUSINESS LAW

PRACTICING CORPORATE LAW
A. What Do Corporate Lawyers Do?

· Deal with prospective matters rather than retrospective matters 
· Not adversarial, more negotiators
· Client is in charge of business proposal- client control decision making
4 Roles of the Corporate Attorney:

1) Counselor- advise and listen

2) Conciliator- solve/resolve disputes

3) Facilitator- negotiate, ensure compliance with rules, drafter

4) Guardian- gatekeeper: protect client (the entity) and the public from people acting on behalf client’s behalf. (as a gatekeeper, in-house might have to “go up the ladder,” if not in house, then maybe stop representing client- also, with both remember ethical issues regarding confidentiality)

B. Where Do Corporate Lawyers Work?

· Size of firm will only affect the type of client you have, NOT what you do.
WHAT IS A BUSINESS?
A. What is a Business and How did big businesses come about?

· Better technology made it possible for everything to be done faster and cheaper and increased ability to communicate across country. 

· Increase in pace and accuracy of communication. 

3 Categories of Capitalism:

1) family- where family owns and makes strategic decisions

2) managerial- a layer of managers in between family and lower level employees- these managers are salaried and make a variety of decisions (good bc as business gets bigger, you can have managers who are specialized in certain areas and can help run the business)

· Because of the separation between owners (own) and managers (control) labor unions did not try to gain control over managerial decisions. (they are after bigger decisions) 

3) financial- where a lender (bank, hedge fund. Private equity) gives capital, lender has ability to participate in top management decisions. 

Some benefits of moving from partnership to corporation:

· Corporation is stable and commits capital for extended period of time

· Corp has the ability to amass more capital

· Limited liability in corp

· Centralized Control

· Corporation is a separate legal entity (therefore unlike a partnership, which used to dissolve on the death of a partner, it can outlast owners death)

· Corp owns its own assets

B.  Internal Affairs Doctrine and the Importance of Delaware Law

Definition: State law governs the internal affairs of a business entity. State in which a corporation is incorporated will govern the corps internal law. 

· This situation has states trying to get corporations to incorporate in their state (lots of financial benefit to state) and therefore there is a “race to charter businesses” Early- Deleware and NJ were prevalent. Now also Nevada. 
· Fed gov. intervenes once in awhile- ie Sarbanes Oaxley- this if an effort to control big business
ECONOMICS OF BUSINESS
A.  Risk and Valuation

Risk: Uncertainty-

(1) something different from what you expected may happen

(2) there may be many possible alternatives and consequences to what you expect to happen 

· corp atty really needs to know all facts to know what is best for client)

(3) Risk can be categorized- there are a range of possible outcomes (default, opportunity costs, inflation, taxes)

(4) the number of alternatives and the range of their consequences can sometimes be changed by present actions 

· Can reduce risk by these actions: 1) diversify your portfolio, 2) contract to minimize risk; 3) lawyers contract to allocate risk to other parties

Valuation: making a judgment call( not a science. 

· Value is difference than price
· Price: the actual consideration for a particular investment (the amount willing to be spent by buyer)

· Value: the economic worth to an owner – NOT trading price, but rather the fair market value. 

· Valuation is not a science it is an art form (it is a guesstimate)

· Liquidity: ease of being able to move in an out of an investment because you easily convert the investment to cash. 

· Discounted Cash Flow: method for determining value of particular asset- used to valuate asset that will general income in the future. 

· Have to make several assumptions- inflation, holding time, terminal price(price at the end of holding period), risk (discount rate), income that the asset will generate, 

B.  Making Economic Decisions

Classic theory says people make decision based on:

· Rationality

· Bounded: recognizes that there are limits of human mind and environment

· Satisficing: set a goal as to limit and once you reach that goal you stop.

· Heuristics: rules of thumb that are shortcuts to making decisions (though these are helpful they can lead to an invalid set of assumptions)

· Representativeness: stereotypes

· Availability: look at your own recollections to determine probability/risk

· Adjustment/Anchoring: starting from an initial value. 

· Economic: assumes unlimited time available to gather and assess info. 

· Self-interest( people usually use altruism to make decisions, not really just self-interest
· Altruism:
· Pure Altruism:  taking pleasure in others pleasure
· Reciprocal Altruism: do good in hopes that other will do goo
· Impure Altruism: doing the right thing to do the right thing
There is a movement away from this classical theory because it has not been able to explain decisions. 

How do emotions affect decision making?

· Emotions are good to have, but need to learn how to control. Need to become emotionally competent (integrating emotion and cognitive sides during decision making)

How do ethics affect decision making?

· Be conscious that ethical norms and morals may be different- look to see if business people bifurcate the 2. 

II. AGENCY LAW (stick in Agency Restatement)
A. Formations of the Agency Relationship

Definition of Agency Relationship: Agency as a matter of law is a fiduciary relationship which results from manifestation of consent by one person to another that the other shall act on his behalf, and subject to control and consent by the other so to act. 


*** NO need to INTEND to create agency

Principal: One who controls (look to see if disclosed, undisclosed or partially disclosed- this changes whether the agent is liable to the third party- see Rest §4)

Agent: Acts on behalf of principal, subject to their control. 

Consequence of finding an agency relationship= fiduciary duty

Basile v. H&R Block: H&R has rapid refund program, which refers clients to bank for a loan in the amount of the refund. Bank charges a fee and H&R gets a portion of fee. P, RAL user, sues H&R claiming breach of fiduciary duty based on agency relationship. P claims that she is Principal and H&R is agent and that H&R should have disclosed the beneficial relationship with Bank to P. 

Issue: Was agency relationship between H&R and P?

Holding: No bc ct said no manifestation by principal that the agent should act for them. Here, P still had to sign docs and makes choices, therefore there was no control/authority vested in H&R. 

Rule: 3 Elements of Agency Relationship:

1) Manifestation by principal that the agent shall act on his behalf


2) the agent accepts the undertaking


3) Understanding that the principal is in control. 

The burden to prove the relationship exists is on the party claiming an agency relationship.


B.  Scope of the Agent’s Authority: Actual vs. Apparent

Actual Authority: Principal manifests specific authority to the agent. Here, the focus is on what the agent reasonably considers the authority to be. 

Agent has actual authority to do collateral acts that are incidental/accompany acts that are expressly authorized.

Apparent Authority: Look at third party and see if it is reasonable for them to believe that the agent has authority to act on behalf of principal. (§8 of Rst 2). If yes, then principal is bound by the actions of the agent. 

In the Matter of McDuffie: McDuffie gets loan and gives deed of trust to 2 parcels to secure loan. Mc sold both properties, with the deed of trust attached. Buyer of one property defaulted. Bank goes to foreclose. Bank tells its trustee to make a bid for the amount remaining on loan. Trustee goes on vacation. Then bank sends letter stating that they want trustee to only bid $1k. Trustee never gets letter and makes bid for total amount remaining on loan. Bank wants to withdraw bid, saying that trustee had no authority. 

Issue: Is the bank allowed to withdraw, or did the trustee have apparent authority?

Holding: Bank cannot withdraw bc ct finds apparent authority. (the owners of other prop had a reasonable belief that trustee had authority bc: 1) trustee had the deed; 2) customary to buy for the outstanding amount of loan; 3) bank appt him as trustee and owners knew the amount outstanding)

Rule: A principal is liable for agents actions where there is no actual authority where there is apparent authority. This illustrates how the doctrine of agency can be scary bc it does not rely on you relationship with the agent, but how other parties see your relationship.

C. Principal’s Liability for Agent’s Torts

Important to figure out whether the agency relationship is employer-employee or independent contractor. To determine this look at factors in Rest. §220. 

Vicarious Liability: Employer is liable for the torts of his employee if they occurred in the course of employment. Employer is NOT subject to liability when the employee is acting outside the scope of employment unless: 1) employer intended the conduct or the consequences; 2) the employer was negligent or reckless; 3) conduct violated a non-delegable duty of employer; 4) employee was aided in doing tort by existence of employer-employee relationship.

Fisher v. Townsends: Chicken catcher injured other workers driving car to pick up flock movement sheet. Injured man sues both company and chicken catcher. Sues company under theory of respondeat superior (VL). 

Issue: Is Chicken catcher an employee or independent contractor of Townsends and was he operating within the scope of employment?

Holding: Yes, ct remanded to look at facts to decide if employer-employee relationship exists. 

Rule: Though agency relationship exists in both employer-employee and independent contractor situations, only if employer-employee relationship found, will the employer be VL. (remember act has to be within scope of employment).  Regardless of whether chicken catcher is found to be employee or independent contractor he is still personally liable for any tort he commits. 

D. Scope of the Agent’s Fiduciary Duties (Rest §376-396)
· Duty of Loyalty 

· Duty of Care

Look at Agency Problem Set. 

III. GENERAL PARTNERSHIP (the default form of business entity) 
(UPA and RUPA)

Where did the rules in the UPA come from? Default rules- Rules that will apply if the parties have not agreed otherwise. These rules are triggered when you enter into a partnership. If you don’t like the default rules, then you have to enter into an agreement that says otherwise. Does not have to be in writing, but if oral, you have an evidence problem and if there is a conflict, the court might end up with the default rule anyway. 

All default rules are supplemented by Law and equity. 

RUPA §103(b)(1)-(10) give rules that are NOT waivable by contract. 
· Cannot restrict rights of 3rd parties

· Cannot eliminate fiduciary duty (loyalty, care and GFFD)

· Cannot eliminate the power to disassociate

RUPA §201(a): a partnership is an entity distinct from its partners. 

To what extent are default rules “waivable?” Are any of these mandatory? §103(b) gives limitations on what the agreements cannot contain, rules that cannot be modified.  §103(B) has mandatory rules. Most of these put limits on modifying fiduciary duties.

At-will partnership: partnership of indefinite term

Term partnership: partnership limited to a certain amount of time. 

RUPA §104: Principles of law and equity govern when something is not covered in RUPA. 
A. Formation of the Partnership

Definition under RUPA: an association of two or more persons to carry on as co-owners a business for profit. (note that RUPA does not require any intent to form partnership, but states may add this requirement). 

· decision of whether a partnership exists is a matter of law (ct not constrained by what the parties thought their relationship was)

· Partnership is an entity which exists separate and apart from the partners. 

Tondu v. Akerley: M and P decide to enter in to business to raise cattle. They also have a personal relationship (live together). Contribute equal interest, had joint accounts and loans, filed separate tax returns. Relationship ends. M sues to get half of business profits based on partnership. 

Issue: Was a partnership formed?

Holding: Ct held no based on Montana law definition of partnership. This req’d manifestation of intent to establish partnership. There was also no agreement to share profits (another req under Montana law). 

Rule: Person asserting partnership has to prove that there was a partnership. 
MacArthur Co. Stein: Stormtrackers come into town and offer to expand Stein’s business. They provide $, get loans that S could not have otherwise gotten, used name of S’s pre-existing business, then stormtrackers leave. (fraud on Stein). Bank goes after S, as partner of business. 

Issue: Was a partnership formed? 

Holding: Ct found partnership based on last 3 elements, and inferred intent from circumstances. 

Maynard question: Is it fair to let bank recover from Stein?  Bank did not do its due diligence to check on the trustworthiness of the stormtrackers and now Stein has to pay- this is a windfall for the bank.   

Mims, Lymance Reich, Inc v. UAB: Two entities wanted to go in on a retirement facility.  There were two agreements that the parties entered into. 1) non-disclosure agreement (NDA)- reason for this, you want the other party to keep quiet and protect the sensitive info that must be shared when considering business venture; 2) agreement to form a general partnership( agreement to look into/research the idea. University ends relationship. MLR sues UAB for $50 million. MLR wanted to be compensated for the research it had done/property that it had purchased, etc. 

Issue: Was a partnership formed?

Holding: NO. Ct said that the agreements were merely agreements to agree. Ct looked at Alabama case law standard for formation of partnership: formation rests on the intention of the parties and the agreement to become partners may be derived from the expression of the parties or from the facts and circumstances surrounding their business relationship.  (Alabama court does not strictly follow RUPA- they go beyond) 

Rule: Ct looks at the TOC/facts and then decides whether there was a partnership formed.

B. Financing the Partnership’s Business, Ownership of Partnership’s Business Assets, Distribution to partners. (See Problem set)
	RUPA §8 Partnership property: (1) All property brought into the partnership or subsequently acquired by purchase or otherwise, on account of the partnership, is partnership property; (2) unless contrary intention, property acquired with partnership funds is partnership funds; (3) any estate and real property may be acquired in the partnership name, title so acquired can be conveyed only in the partnership. 

RUPA §203: property acquired by partnership belongs to partnership NOT any one individual partner

RUPA 204: When Property is Partnership Property:

(a) property is partnership property if acquired in (1) the name of partnership or (2) if it is acquired in the name of one or more partners with an indication in the instrument transferring title to the property of the person’s capacity as a partner OR indication of an existence of a partnership w/o an indication of the name of the partnership. 

(b) property is acquired in the name of a partnership by a transfer to the partnership or to one or more of the partners in their capacity of partners IF the name of the partnership is indicated. 

(c) property is presumed to be partnership property if purchased with partnership assets (even if not acquired in the name of partnership or the name of one of the partners)
RUPA §501 Partner is NOT a co-owner of partnership property and has no transferable interest in partnership property. 

RUPA§502: The only transferable interest of a partner in the partnership is the partners share of profits and losses and the partners right to receive distributions  


Starr v Fordham: Plaintiff joined D’s lawfirm. He was hesitant to sign partnership agrmt because of the authority the other partners had over determining compensation.  P signs agreement. 1st year they divided profits evenly. 2nd year, he decided to leave, and the firm only wanted to give him 6.3% of profits. Starr sued for breach of fiduciary duties and breach of GFFD.  TC ruled in favor of Starr and gave him 11% of profits. 

Issue: Was there a violation of fiduciary duty and GFFD?

Holding: Ct aff’d lower cts finding of breach of duty and GFFD using a standard of fairness. They used this standard bc fiduciary duty law is an equitable doctrine and the goal of equity is fairness and justice. When P signed agreement he assumed that the partners would fairly compensate him (though he did not assume equal shares bc knew he was not a rainmaker) and the court went with the reasonable expectation of the P, not the default rule. 

Kansallis Finance v. Fern: P asked for legal opinion from lawfirm. Jones, a partner in firm, wrote a fraudulent letter on firm letterhead and sent to P. P loses money and sues Jones. Can’t collect from Jones, so sues firm. 

Issue: Is the firm VL for Jones’ actions?

Holding: No. There was actual authority, and the ct found no apparent authority bc the contents of the letter were such that no reasonable person could think the firm would authorize the letter. 

Rule: §301 states that the partnership can be liable for acts in the ordinary course of business and business of the kind carried on by the partnership. Additionally, a partnership can be liable, even if outside course of business, if a partner was authorized by other partners. This case narrows §301, by stating that a partnership can only be liable if the act was in part to benefit the partnership. 

UPA includes Agency law (actual, apparent, vicarious liability)

See problem sets on Partnership. 
C. Personal Liability of General Partners on Partnership’s Business Debts

See Problem set

	RUPA §301(1): every partner is an agent of the partnership and the act of every partner in the ordinary course of business binds the partnership unless there was no actual or apparent authority. 

(2) an act outside of the ordinary course of business by a partner does not bind a partnership unless it is authorized. 

RUPA §405

(a) a partnership can sue a partner for breach of agreement or breach of a duty to the partnership that causes harm to the partnership.

(b) a partner can sue a partnership or other partners to: (1) enforce partners rights under the agreement; (2) enforce their rights under RUPA

RUPA §305: (a) a partnership is liable for loss or injury caused to a person because of a partner’s conduct in the ordinary course of business or with authority of partnership. 

(b) a partnership is liable for the loss of $ or property received and then misapplied by a partner in the course of the partnerships business or with the authority of partnership.

RUPA §306:

(a) all partners are jointly and severally liable for all obligations of the partnership

(b) a partner is not personally liable for anything that occurred before they became a partner

RUPA §307 (Exhaustion Rule): 



D. Management of the Partnership’s Business

See Problem set

	UPA §18 Rules and Duties if partners:

(a) partners share equally in profits after liability, share of losses is equal to share of profits. Partners shall be paid contributions. 

(b) partnership has to indemnify partner for any payments made and personal liability incurred in the ordinary and proper context of business. 

(e) all partners have equal rights in the management and conduct of the partnership business. 

(f) no partner is entitled to remuneration for acting in partnership business, except a surviving partner is entitled to reasonable compensation for services in winding up partnership affairs

(g) no person can become a member of partnership without unanimous consent of the partners. 

(h) any difference arising that deals with ordinary manners of business is decided by majority vote, BUT no act in contravention of any agreement may be done without unanimous consent. 

RUPA §401

(a) each partner has an account that is: (1) credited with the $ they contributed + profits + property – liabilities; (2) charged with the amount distributed by the partnership to the partner – the partners share of losses. 

(b) each partner gets the same amount of profits and losses unless otherwise agreed upon

(c) indemnity (as stated in §18)

(d) a partnership should reimburse a partner for any amount given beyond the capital agreed up. 

(g) a partner may use or possess partnership property only on behalf of the partnership 

(j) act outside the ordinary course of business and an amendment to partnership agreement can only be done with unanimous consent. 




E. Fiduciary Duties (these are aspirational)

RUPA §404 says that partners owe each other the duty of loyalty, duty of care and duty of good faith and fair dealing. 

PUT IN 404

Meinhard v. Salmon: lease of hotel property for 20 years. S went to M for $ for the lease and the business proposition. S needed M to fulfill the terms of the lease. At the end of the 20 years, the owner of the property wanted to rent the property in conjunction with other property. S decides to take the lease without talking to M.  M sues for breach of fiduciary duty. 
Issue: Did S have a duty to disclose the possible lease with M? Did S breach his fiduciary duty?

Rule: Partner should disclose all material facts of opportunity received based on being in partnership. 
Holding: Ct says yes, breach of fiduciary duty. S should have disclosed the info regarding the new lease to M when the offer for the new lease came in.  S does not have to offer for M to sign the new lease, but Cardozo says that M should have had the opportunity to compete for the lease.  If the same lease were going to be renewed, then the opportunity belongs to the partnership. Cardozo talks about a nexus bt business as manager and opportunity bc manager. 

Dissent: the partnership ended after 20 years. The second lease was completely different from the first, M got the benefit of his bargain and was not due anything else. S did not have a duty to tell M about the new lease. 

The majority and the dissent don’t disagree on the existence of a fiduciary duty, they just disagree as to when the duty here ended. There is a disagreement as to what the reasonable expectations of the two parties were. 

Can fiduciary duties be waived in K? NO. They can be modified, but not waived completely. The K provisions modifying fiduciary duties cannot be manifestly unreasonable. See RUPA §404.  

Baltrusch v. Baltrusch: 2 brothers have a partnership. One brother transfers lease to his sons and gives use of tractor (sons pay farmhands in exchange for use of tractor). Partnership is dissolved. William is suing Otto for breach of duty of loyalty. 

What were the facts that formed the basis for the duty of loyalty? That the sons used the tractor without repaying the partnership. Also that Otto paid personal expenses out of partnership funds. 

Issue: Was there a breach of fiduciary duty?

Rule: Not looking for conflict of interest, (this alone is not breach), there has to be a breach of either loyalty care or GFFD. 
Holding: No. O did account for personal expenses paid out of partnership and the sons did pay for use of tractor through hired hand wages. 

If sons had not paid wages then would there be a breach? Strengthens the claim, but may still come out the same way bc Williams did not do due diligence re: his business. Case could come out the other way bc Otto’s sons were the ones who received the use of the tractor, and therefore, there might be an indirect personal benefit to Otto to the disadvantage of partnership and William. William was entitled to believe that Otto was running the farm for the benefit of partnership. 

Fiduciary duty law is not fraud- fraud is a separate claim

F. Disassociation (withdrawl) and Dissolution

RUPA allows partnership to continue despite the death of any partner. (The heirs of the partner are entitle to his transferable interest, but do not get the managerial benefits partnership without the consent of other partners)

RUPA 601( give you events that cause disassociation:

Upon happening of an agreed-upon circumstance

Partner becomes a debtor in bankruptcy

Partner is expelled

Partner’s death

Express will (§602)

RUPA 602(a) you have a right to disassociate (right to withdraw) at any time, whether it is wrongful or rightful. 

· Public policy for this right(make allowance for people to change their mind. Don’t want to force people to stay in business relationships they don’t want to be in. 

· Wrongful disassociation RUPA 602(b): when the partner breaches an express agreement OR if partner disassociates prior to the end of a term partnership.

RUPA §603

(a) if a partnerships disassociation results in a dissolution and winding up of the partnership business §800’s apply, OTHERWISE the §700’s apply. 

(b) Upon a partnerships disassociation:

(1) a partner’s right to participate in the management and conduct of the partnership business terminates

(2) a partner’s duty to not compete with the partnership in the conduct of the partnership business is terminated. (404) 

What happens when a partner disassociates? Triggers right to buyout. 

RUPA §701 governs

· Will trigger a buyout when there is a disassociation. Price is based on hypothetical value of the dissociating partner’s account as if the partnership had dissolved on the date of dissociation and the assets sold for the greater of (1) liquidation value (what a willing buyer would pay a willing seller, NOT emergency sale value) or (2) value of going concern without the dissociated partner. 

· BUT, if wrongful disassociation then you do not get paid until the end of the term (if term partnership) AND you can discount any damages that resulted from wrongful withdrawl.  (701(h) and 701(b))

RUPA §702 (2-year tail)

(a) for 2 years after disassociation the partnership is bound by an act of the disassociated partner which would have bound the partnership before disassociation only if: (1) the other party reasonably believed that the disassociated partners was a partner and (2) the other party did not have notice of the partners disassociation and (3) the other party does not have knowledge due to statement filed with state.

(b) a disassociated partner is liable to the partnership for any damage caused to the partnership arising from an obligation incurred by the disassociated partners after disassociated partner for which the partnership is liable under (a). 

RUPA §703

(a) partner can be liable for partnership liability that was incurred before disassociation and a partner is not liable for conduct after disassociation, unless it meets (b)

(b) disassociated partner is liable as a partners within 2 years after disassociation if the partner is liable under §306 AND at the time of the transaction, the other party: (1) the other party reasonably believed that the disassociated partners was a partner and (2) the other party did not have notice of the disassociation and (3) the other party does not have knowledge due to statement filed with state.

(c) partnership creditor and the partners continuing the partnership can agree to release the disassociated partner from liability 

RUPA §704 (details the statement that disassociated partner or partnership files with state to give 3rd parties notice)

(c) a 3d party is deemed to have notice of disassociation 90 days after filing. 

If you don’t like the consequences of these default rules, you can modify them contractually, BUT cannot eliminate the right to withdraw/disassociation (103(b)).
DISSOLUTION STATUES:

	RUPA §801 Mandatory Dissolution  A partnership is dissolved and must be wound up when

(1) In an at-will partnership, a partner (other than a partner disassociate under 601(2)-(10)) disassociates by express will; 

(2)In a definite term partnership:(i) When half of partners remaining after either wrongful disassociation, disassociation by death, or thru 601(6)-(10), decide to wind up business within 90 days of disassociation;

(ii) All partners want to wind up

(iii) expiration of the term;

(3) an event agreed to in the agreement that results in winding up partnership; 

(5) on application by a partner, a judicial determination that: (i) the economic purpose is likely to be unreasonably frustrated; (ii)  another partners has engaged in conduct relating to the partnership that makes it no reasonably practicable to carry on the business; (iii) not reasonably practicable to carry on the partnership in conformity with the partnership agreement. 

RUPA§802(a):partnership continues after dissolution, but only for the purpose of winding up. 

RUPA§804 A partnership is bound by a partners act after dissolution that: 

(1) is appropriate for winding up the partnership OR;

(2) an act that would have bound the partnership under §301 before dissolution if the 3d party did not know of dissolution

RUPA §806 Partner’s liability to other partners after dissolution:

(a) After dissolution a partner is liable to the other partners for the partner’s share of any liability incurred under §804; 

(b) A partner who knows of the dissolution and incurs partnership liability under §804(2)  by an act NOT appropriate for winding up is liable to the partnership.


NOTE: Default statutes may not be certain enough therefore might want to negotiate different terms and the best time to do this is in the beginning of the partnership bc nobody knows who will be the first person to die/ want the buy out right so everyone wants to have a good deal. 

McCorkmick v. Brevig: Illustrates the rules on dissolution (and how these default rules can make liquidation of the partnership mandatory) Kids ran parents company. Brother and Sister have equal ownership in partnership. They wanted to dissolve the partnership. J sues C and partnership to dissolve. TC ordered C to purchase J’s interest (buyout), but J wanted liquidation. Issue: Should the ct have allowed the brother to purchase sister’s interest Or should they have ordered liquidation of business? Was dissolution was mandatory? 

Holding: Dissolution was mandatory under RUPA 801(5).  

See Dissolution questions in Partnership Problem Set #4

G. Limited Liability Partnership. 

	RUPA 306(c): an obligation of a partnership incurred while the partnership is an LLP, whether arising in K, tort or otherwise, is solely the obligation of the partnership. A partner is not personally liable for an obligation solely by reason of being or so acting as a partner. 


LLP: general partnership  that has elected to have limited liability for its partners. (must be registered with the state as LLP)

Why be an LLP? Shield partners from personal liability from partnership debts, BUT partners will still be liable for their own actions, the actions of other partners with whom they are working closely,  and for the actions of those who the partner supervisors (under theory of VL) 

IV. CORPORATIONS- The Incorporation Process
Need a person, paper and act!
· Corps are exclusively creates of statute supplemented by rules and regulations by the SEC, State Department of Corporations, fiduciary duties and common law. 
· Modern Corporation Code enables any indv/entity to incorporate giving the indiv limited liability, the corp perpetual existenc and making the corp a separate business entity. 

· De jure corp exists only if the incorporation follows all steps set out in the code to properly organize the business as a corporation. 

· Model Business Code Act: NOT used for uniformity, rather just a model act embodying general principles of law, therefore there is wide variance bt states. BUT ½ states model their codes after the MBCA. 

Domestic Corporation: corp doing business in the state in which is incorporated in that state. 

Foreign corp: corp doing business in a state in which is it NOT incorporated (has to qualify to do business in state other than incorporation- if not qualified, might have to pay fine and cannot sue in the state)
A.  Promoter Liability
Promoter: The person who organizes a new corporation.  May execute agreements on behalf of yet to be formed corp.  

2 issues that arise with Promotes:

(1) to what extent will the promoter have liability on the agreement? (default rule= harsh rule from promoter)
(2) to what extent will the company have liability on the agreement? (note: the company cannot have liability until it comes into being)  This depends on whether the corp has adopted the K. 
Benjamin Plumbing v. Barnes: Plumbing company K-ed with W to do plumbing for the Response to Hunger Network. W’s company defaulted on payments. Plumbing co is seeking to hold W personally liable for the difference. W argues that he is not personally because HRN is a corp. and he is only an agent of corp. (therefore the agent is not personally liable, only the corp.)

Issue: Is W personally liable? Did W disclose that he was working for corp? 

Rules: 

· If agent acting on behalf of corporation with apparent or actual authority, then they are shielded from personal liability on the company’s debt. 

Burden on party seeking to escape liability to prove that the principal’s corporate status was fully and adequately disclosed.  

K-ing party does not have the duty to inquire into the corporate status of the principal even when it is in their capability to do so. 

A corporation does not pass liability to its shareholders. 

Holding: Ct finds that W had a duty to disclose corporate status to Benjamin plumbing if he wanted to avoid liability. The ct found that W failed to make clear that he was an agent for a corporation and therefore is personally liable. 
Moneywatch Companies v. Wilbers: W is appealing from a decision that held him personally liable for breach of lease K. (LL is Moneywatch) Lease entered into b/t LL and W. W signed the lease under his own name. Then he changes name to J & J golfing adventures. J & J defaults on lease. LL comes after W. W is the promoter. W argues that he has no personal liability for 2 reasons: 1) bc he is a promoter- he concedes that he was personally liable on the day the agreement was made, but says that personal liability ended when he changed name on K. 2) W also argues that there was a novation that occurred when he changed the name. (ct said NO bc there was no consideration for the novation- W had the responsibility for proving the novation). 

Issue: Is W personally liable for the rent?

Holding: Yes. The ct finds that W was a promoter, and the original lease was NOT made in the name and solely on the credit of the future corporation. Nor was there a novation, therefore the promoter is liable.
Rule: 

· Promoter is not personally liable on a K made prior to incorporation which is made in the name and solely on the credit of the future corporation. 
· The 3rd party has to agree that the day the corp is formed, the promoter will no longer be personally liable

· Burden on the promoter to show that the 3rd party agreed to the above OR that there was a novation (novation 
Could LL have gone after the company? Yes, because the company has become the primary obligor and has adopted the lease. (but this does not extinguish the promoter’s liability) 

What if the corp was in existence as of the day that W signed the agreement? That W signs on behalf of the corp (as an agent for the corp), then the corp is a disclosed principal. BUT have to look at the signature block to ensure that there is no ambiguity that the agent is acting on behalf of the corp. 

Default Rule for Promoter: Promoter acting on behalf of an unformed corp has personal liability unless the promoter establishes: (1) novation or (2) that the 3rd party intended to K with corp and agreement that corp would be liable. 

B.  Internal Affairs Doctrine

Internal Affairs Doctrine:  once you pick you state of incorporation, then to make sure that you don’t get conflicting signals, then the law of the state in which you are incorporated will regulate the internal affairs of the corporation. 
· People are free to operate in one place and incorporate somewhere entirely different.  (more than ½ companies on the NYSE are incorporated in Del.) 

C. Formation of a Corporation: (person, paper and act)
Requirements:
*** Need person( incorporator
(1) Reserve Name: have to have ltd, corp, inc. or co. in the name of the Corp. 
· If domestic corp the atty can reserve (MBCA§4.02) name for 120 days under MBCA. 

· If foreign corp, atty can register (MBCA §4.03) name. 

· The name must be distinguishable from other corps in that state. (MBCA requires that the name not be different in minor ways (such as capitalization/punctuation/plural vs singular/use of articles)

· Also, it is required that you have words id-ing corp as corp. (MBCA requires the use of ltd, corp, inc. or co.)

(2) The Incorporation Documents:

· MBCA §2.02(a) lists provisions that MUST be in incorporating docs
· Name and address of each incorporator
· Name of person who will act as agent for services of process
· Maximum numbers of shares
· Corporate Name
· MBCA §2.02(b) lists provisons that MAY be in incorporating docs
· Articles of Incorporation is the key document for incorporating.  In CA these must be delivered to Sec. of State, then State reviews, and if they are accepted, they are up to be filed. Then you get certificate of incorporation, after they are reviewed and filed (you become a de jure corporation). Becoming de jure corp raises shield of limited liability.  
· Default rules: 
· MBCA §3.02: corporation will exists in perpetuity unless otherwise stated AND the company maintains the rights of a separate legal person. 
· MBCA §3.01: Corporation may engage in any lawful act unless a more limited purpose is set forth in the articles.  
· MBCA §8.03: requires that a board of directors have one or more individuals (Corp cannot be a director, director must be a natural person), and this number can be set out in bylaws or articles. BUT in CA §212, Have to have 3 members on board unless you fit under one of the exceptions.  
· Heirarchy: (1) State’s statutes; (2) articles of incorporation; (3) bylaws
· Bylaws: rules and regulations that the corp set up to govern corp’s affairs. (these deal with minutia/day-to-day issues)
(3) Filing:  the action by which the state accepts the Articles of Incorporation. It is through filing that the corporation comes into existence. 

(4) Organizing the New Corporation:

· Bylaws: rules and regulations that the corp set up to govern corp’s affairs. (these deal with minutia/day-to-day issues)
D. Defective Formation- De jure and de facto corporations

De Facto Corporations:

· If something is a de facto corp, it is deemed to be a corp against everyone EXCEPT the state. 
Hills v. County Concrete Co: H was going to start a corp entitled C&M. H ordered stationary and began doing business with the stationary. Articles for C and M were rejected bc C & M was already used. Then H filed new articles under name H&N. CC sued bc H’s corp owed them money (for K issued before H & N articles were filed, also K was filed under C &M).  CC seeks to recover from H personally. H claims that H&N was a de factor corp thus shielding him from personal liability

Issue: Is H personally liable? Was H& N a defacto corp?

Holding: Yes, H is personally liable and H &N was NOT defacto corp. The ct found that there was a lack of good faith bc H did not tell CC that the corporation was under the name H&N. 

Rule: Attorney’s should reserve name upon finding that no one else uses name (this would have avoided this whole issue)

3 requirements for becoming De facto corp:

· Law authorizing corporations

· A good faith effort to incorporate 

· Public policy: need to ensure that the party with whom you are contracting knows what your incorporated under. Each party has to be honest about who they are. 
· Use or exercise of corporation powers. 

Harris v. Looney: H sells assets to J&R corporation, K’s with Joe Alexander on behalf of J&R. But on the day that he made sale K, the articles of incorp had not been filed. Were filed 2 days later. J&R breaches K, and H sues the incorporators (J, A, R) of J& R personally (claiming that they are jointly and severally liable bc corp had not been legally formed upon K). TC holds J personally liable, but A and R were not held personally liable. 

Issue:Are all 3 incorporators personally liable for the breach?

Holding: NO. This ct affirms TC decision, holding only J personally liable bc he had signed the K on behalf of corp, knowing that no corp yet existed. A and R were not present, and did not sign the K, therefore NOT liable. R and A are off the hook bc they are passive investors. 

Rule:  MBCA §2.04 official comment: Impose liability only on persons who act as or on behalf of corporations knowing that no corporation exists. 

Corporations by Estoppel:
American Vending Services, Inc. v. Morse: M sold car wash to attys acting as officers of AVSI corp (BUT AVSI had not been incorporated- wasn’t incorp until the next year). AVSI defaulted, and M sues attys personally. Attys claim that they are not personally liable bc M knew that AVSI was intending to form a corp and M intended to K with corp. Therefore, Attys say M is estopped from denying corporate status. 

Issue: Is this a valid corporation by estoppel situation?

Holding: NO. Because here the attys knew that there was no corp formed yet, therefore they were held personally liable. 

Rule:  Doctrine of Corp. by estoppel only applies where 1) both parties reasonably believe they are dealing with a corporation; and 2) neither party has actual or constructive knowledge that the corp does not exist.  

This is a fact sensitive inquiry- look at dealing bt the parties to see what intent was (ie. Intend to K with corp?)

NOTES: estoppel is a double edged sword. For example, M could have estopped attys from denying corporate status, and attys could estop M from denying corp status.

Frontier Refining Co v. Kunkel’s Inc.: K had tried to buy gas station, couldn’t get $ so approached B &F. B & F agreed to loan the money to K, but K would incorporate the co and manage co. B & F clearly stated that no business should occur until incorp. was complete. K entered into K, on behalf of corp, with Frontier before actual incorporation. K included that there would be cash on delivery, BUT kunkel never paid, so Frontier sued. K had no $, so Frontier sues B and F personally. 

Issue: Are B And F personally liable for breach?

Holding: NO. Ct states that under applicable state statute B and F were NOT liable bc they did not assume to act as a corporation at any time. In fact they req’d K to incorporate before conducting business, but he did not. Also, ct may be comfortable leaving Frontier w/o remedy bc Frontier seem to act negligently bc they did not demand cash on delivery pursuant to K.

NOTES: 

· Maynard says could treat this as a promoter liability case assuming that there had been dealing between B&F and Frontier. (then B&F could have been liable unless there had been a novation OR there has been a K releasing B&F from personal liability)

· Novation( K where you replace the parties in the K, but you need add’l consideration. Can take the form of a new K or a release (where the corp is substituted in exchange for release of the promoter’s liability)

· Estoppel and De facto corporation depend on course of dealing on the part of 3d party creditor. 

E. Ultra Vires Doctrine: Without power to enter into action being challenged or an act beyond the scope of the articles. 

· Old law: when there were specific purposes in the articles, ultra vires allowed directors to ensure that managers did not go beyond the articles. (bc if act was outside the scope of the corp’s purpose, then the corp will not be held liable- therefore, a P could go after the manager)

· New Law: Because corps have broad purposes stated in articles Ultra vires only comes up when there is a narrow purpose clause (which would take away power) OR waste actions. 

Harbor Finance partners v. Huizenga: case involved merger. Merger transaction approved by disinterested shareholders. A shareholder brings claim of ultra vires against directors under theory of waste. 

Issue: Does ultra vires apply?

Holding: No. Ct decided that a waste cause of action was impossible b/c disinterested shareholders had approved the transaction. (it is unlikely that shareholders will approve something that is wasteful)

Rule: A decision by the board of directors cannot be waste, bc it is assumed that a board would never make a decision that is wasteful. 

V. FINANCING THE CORPORATION

· Every business will prepare a financial statement (even if sole proprietorship). If there is more than one owner, the statement will help the owners understand how assets are being used and this helps hold owners and managers accountable. 

· Outsiders use financial statements as well( investors look at financial statements to make decisions about whether to invest in a potential business. (make comparisons bt one firms financial statement and another firms statement)

· Financial statements are required, in CA, to be prepared in accordance with GAAP

· 2 important principles:

· Matching principles( requires the business to measure the performance of the companies business within a particular period of time. Requires report of all revenues/expenses in one particular period. Crucial for comparison of one corps statement to another (bc everyone is playing by the same rule)

· Conservatism principle( accountants err on the conservative side. 

· i.e. revenue recognition problems (was the revenue earned in this period? The accountant will have to guess, and they will err on the conservative side- not earned in this period)

· A lot of legal rules related to capital formation/distribution of profits relate to income statements and balance sheets. 

· In every form of business, the business will prepare an income statement

A. Accounting:  Balance Sheets and Income Statements

1. Preparation of the Income Statement

· Have to take into account all revenues and then subtract all expenses (have to be honest about whether the revenue/expense occurred in a certain period- people try to reduce expenses and increase revenue, so that the profit for the period looks higher than it actually is). Hopefully you have revenue that exceeds the costs= profits

· Profits go to owners( these are the owners equity. (the default rule is that all partners/owners get profits equally, but you can modify this)
2. Preparation of the Balance Sheet (this is what we will see most often in this class (Assets of the business- liabilities of the business= owners equity)
a. Assets – Current and Fixed

· Assets= the firms liability + the Owners equity (ie if Propp= sole proprietorship and he has a bank account with $10k. He has no liabilities. That means that the owner’s equity of $10k) Balance sheet would balance. BUT if Propp decides to buy a polisher for a $1000. Cash = $9000, Equip = $1000- continue to balance. OK, now assume that he buys Google stock for $1000- companies own shares of other companies. (still balances). 
· Propp decides that he needs a vacation: takes $3k of the profits. Thus, have to reduce the owner’s equity by $3k. (so that balance is maintained) (this is based on also having a bank loan for $10k in addition to the $10k in cash that he had)
· Businesses can have tangible and intangible assets (just want the balance sheet to continue to balance)
· Principle of conservatism shows up in the way that assets are recorded.  
· Book value: difference bt the assets and the liability. (owner’s equity free of any debts) This is NOT what the business is worth, the company could be worth much more or less than its book value. (i.e. if you bought google stock for $1k and now it is worth $3k, then the book value is less than the worth of the business) Book value takes into account the cost at the time the asset was acquired, NOT present value of the asset. 
b. Liabilities – Current and Long-Term

· Contingent liabilities( those which are not on the balance sheet. These can affect the worth of the business, BUT might not affect the book value. (example of contingent liability- P finds out that the wax used on his surfboards causes cancer- therefore, people COULD sue, but the liability is contingent on someone suing)
c. Owner’s Equity – Partners’ Equity and Shareholders’ Equity: Assets of the business- liabilities of the business

3. Taxation of the Business Entity

a. Partnership Taxation:  Flow through treatment (individual partners are responsible for the tax on their share of the profits, even if the profits were NOT distributed)( this is different if you incorporate. 

· Partnership will report payout of the profits to the partners. The partners then have to claim this on their personal tax return. In the year that the profit was earned, they have to pay tax. So when business does really well, the partners have to pay A LOT of taxes on the profits.
· Even if the money stays in the company and all that a partner gets is a salary, he still is liable for the taxes on his profits. Therefore the partner may ask for a distribution for an amount that would cover the partners taxes (this decision in the ordinary course of business). If you do distribute the $ to pay taxes, then on the balance sheet this will reduce the owners equity (by the amount that was distributed)
· Partnership business DOES NOT PAY INCOME TAX. 
b. Corporate Tax:  Double tax burden- (flow through taxation DOES NOT OCCUR when you incorporate)

· Corporation is treated as a separate entity- and is taxed on its gross profits. Corp pays corporate income tax. (highest tax bracket 34%). Then you look at profits after taxes, to get shareholders equity. (Common stock owners equity)
· If there is a dividend distribution to the common stock holders of $2k (then on the balance sheet you have to account for this in the common stock owners equity) 
· When there is a dividend distribution made, then the stock holder has to report this on his income tax return and he has to pay taxes on this. (this is what is called double taxation)
· If there are no dividend distributions, then there is NO double tax. 
B. Types of Securities:
The Fundamental Distinction between Debt and Equity and the Concept of “Hybrid Securities”

· Whether you are going to get a dividend depends on what type stock you own. 
· Every business has owner and the owner can contribute capital OR the owner can borrow $ OR profits can stay in the business and this can become a source of operating capital. 
· Debt: security holder has no management power- entitled to interest and principal

· Advantage over equity- interest on debt is deductible
· Equity: permanent equity with managerial power 
· Hybrid securities: some debt like features and some equity like features

C. Overview of the Different Types of Equity Securities 

1. Attributes of Common Stock

a. Rights are established in Articles of Incorporation 

· Number of common shares has to be set forth in the articles. ALSO, preferred stock has to be in the articles. 

b. Preferred Stock = receives some priority over common stock

c. Common Stock = residual layer of ownership- that is the capital that is locked in, after everything else has been paid, then these get the leftover. Common stock generally get voting rights. Also, you get  financial rights when own common stock. 

d. Voting rights = control

e. Financial rights = right to receive distributions

· Dividends- right to receive payment from the company while corporation is still active

· Liquidation- upon winding up of affairs, the leftover gets paid out to the common share holders. This is different from liquidity. 

f. Liquidity of common stock: (liquidity means that it is easy to get $ out.)

· publicly traded = NYSE or NASDAQ (more liquid than closely held?)

· closely held = PAC Surfwear, Inc.

2. Shareholder Distributions – Payments to Shareholders

· Comes in 2 forms: Dividends or Redemption. No one has a legally enforceable right to dividend until the board declares dividend

a. “Distributions” includes dividends paid to shareholders (not difficult if you only have one class of stock- gets difficult when you have more than one class)

b. Distributions = payments to shareholders on liquidation (or dissolution)

c. Distributions = payments to shareholders to acquire (“redeem” ) their stock

· Redemptions or repurchases= when you sell your stock and the company pays you. 

d. “Right” to receive “dividend” — declaring dividends is in the discretion of the Board

3. Preferred Stock:  Use of Multiple Classes of Stock

a. Preferred stock = senior security

b. “Authorized” shares = maximum number corporation can sell

c. “Issued” shares = number actually sold

d. “Outstanding” shares = number sold and not reacquired (not repurchased) The number of outstanding shares can be different from the number of shares issued and from the number of shares authorized. 

e. Statement of authorized capital must be set forth in Articles of Incorporation

· MBCA § 2.02 and § 6.01-6.03

4. HYPO’s – Different types of preferences

· HYPO – The board of directors of C Corp. decides to declare dividends totaling $400,000.  The capital structure of C Corp. consists of 100,000 shares of common and 20,000 shares of preferred with $2 dividend preference.  Preferred means “pay first.”  So, 20,000 preferred shares multiplied by $2 preference equals a total preference of $40,000, which is paid first.  That leaves $360,000, which is distributed pro-rata to the outstanding common shares.  How much will each share of common receive? 

· $3.60 a share to the common stock holders.

· If you own preferred stock, YOU have only the rights preferences and privileges that are described in your contract (articles are a K between the issuer and the investors/stockholders)

a. Dividend Preferences

· Cumulative: if board does not declare dividend in any given year, your dividend will keep adding up (dividend overhang). It is not legally enforceable until the company decides to distribute dividends, but once they decide to distribute, you are entitled to “back pay” from the years prior. 

· Non-Cumulative: If is not paid that year, it is gone. It is a gamble( making the preferred stock looks a lot like debt (though there is no legally enforceable claim). 

· HYPO – The board of directors of C Corp. decides to declare dividends totaling $400,000.  The capital structure of this corporation consists of 100,000 shares of common and 20,000 shares of $2 preferred that is cumulative and no dividends have been paid in the three prior years.  Cumulative means “add them up,” so, for the years in which no dividend was paid, the cumulative shareholders’ dividend is “adding up.”  So the corporation owes these 20,000 shares the amount of their preference for the three prior years plus this year as well, i.e., the year the dividend is declared.  

· How much will be distributed to the preferred shareholders and how much will be distributed to the common stockholders? $8 to preferred. Common share holders will get $2.40 each. 

· How much would be distributed to the preferred and common shareholders if the company’s articles described the dividend preference as non-cumulative? $2 to preferred and $3.60 to common share holders. 

· Consequence to not pay dividend= you create an overhang problem 

· If you have cumulative preferred then you might want to negotiate for voting rights – in order to have control over when dividends are paid.

b. Preferences on Liquidation

· when corporation is dissolved and all creditors claims have been paid – both secured and unsecured 

· then preferred shareholders have priority over common shares to extent of their preference in any further distribution of any remaining assets (this is why preferred shareholders= SENIOR security- BUT, note that this DOES NOT mean that the preferred stockholders get paid before creditors. They get paid after creditors, and before common stock holders)

· Default rule= that you have NO liquidation preference UNLESS the articles provide for it. 

· after payment of any liquidation preference, distribute any remaining funds to common stock (residual claimants)

c. Voting rights

· gives shareholders some right to monitor/control

· Typically preferred stock: NON VOTING. (usually, common share holders hold the voting rights. default rule: 1 share = 1 vote)

d. Participating vs. Non-Participating:

· Participating preferred stock is a hybrid security — having some features of common stock (i.e., the right to participate in further dividend distributions made by the company), as well as having some stated preference over common stock (which makes it look more like a senior security). These stockholders will get paid twice. 
· HYPO – The board of directors of C Corp. decides to declare dividends totaling $400,000.  100,000 shares of common and 20,000 shares of $2 preferred that is participating.  Participating means “pay again.”  So these 20,000 shares get paid twice – first in its preferred capacity and again in its participating capacity.  Preferred means “pay first” – so multiply 20,000 shares by $2 preference, which equals a total preference of $40,000.  Pay that amount first, which leaves $360,000.  How will the remaining $360,000 get distributed? 

· $3.00 to all 120k shareholders.  (So the preferred share holders will get a total of $5) Shows that participating preferred is a hybrid (gets both!) 
e. Changes in rights, preferences and privileges of a class of outstanding preferred stock:

· Read MBCA §§ 10.03 - 10.04

· Can change articles to add new classes

· Board, acting on behalf of corporation, cannot unilaterally amend terms of its outstanding preferred stock

· The terms of an outstanding class of preferred stock cannot be amended without first obtaining the preferred stockholders’ consent to such changes (usually by a majority vote of such class) – even if such shares are otherwise non-voting

· To amend the articles is a BIG change. You have to get board approval AND share holder approval and then you have to file the amended articles with the secretary state. 



f. 
What is “blank check preferred” stock? Provision in the article that says that we authorize X number of preferred stocks. However we don’t know what the market will demand in terms of rights, privilege, etc and we want to be flexible.  

· MBCA § 6.02

· allows Board flexibility to establish financial terms of a particular class (or series) of shares at time of issuance

· allows Board to take into account current economic conditions in specifying the terms of the preferred stock it plans to sell

· Bd then files a certificate of determination, when it determines rights/privileges. 

6. In considering how to apply all this terminology, please review Section 5 of the Articles of Incorporation of Royal Plumbing Service, Inc. (see pp. 16-18 of Supplementary Reading Materials).  As you read through the provisions of Article 5, which is the company’s statement of capital structure, be prepared to respond to the following questions:
a. How many shares are authorized?  Do these articles authorize more than one class of stock? 350k shares are authorized. Yes, 2 classes. Do the preferred shares have any voting rights? NO- see 5.04(f) (no participation)  Difference between series and class( class= preferred, common, etc. If there are different types of preferred, then these are series. (series= subset of a class) Today we tend to see classes more than series. (usually we create a new class now)
b. Do these articles authorize any blank check preferred shares? Yes, there are 49k blank check preferred shares. Stated value of series A stock is $2100.  (Maynard guesses that this is the purchase price because the preferred get paid before the common and they get paid the amount equal to the stated value per share. 
c. If there are any preferred shares authorized in these articles, do they carry any dividend rights?  Any liquidation rights?  Any voting rights?  If yes, describe the terms any preferences. Liquidation rights of preferred share holders= the amount equal to the stated value (this is a defined term- of $2100). Then the common stockholders get paid( in an amount equal to what was paid to the preferred shareholders. And then if there is $ leftover, then it will go to the common pro rata (unless the preferred is participating). Here the preferred are participating, therefore would factor them in to determine the final amount.  Divide what is left over the number of common and preferred shareholders. Do they have dividend preference?  The preferred don’t have a right to receive something before the common stockholders. Here the preferred have no preference, but they are fully participating.  
7. Redeemable Preferred Stock:

a. Preferred stock “redeemable” at option of corporation – “callable” preferred stock: can be made at redeemable at the option of the issuer or the investor/holder. Where it is redeemable at the option of the issuer/company, this was bargained for and set up in the Articles of Incorporation. Why do companies want to have this right? Dividend overhang problem that exist with preferred cumulative( can redeem out the share (eliminate the shares- once the redemption price is paid) The corp wants the ability to eliminate the dividend overhang, so they will bargain for the redeemable option. When you redeem your own shares (treasury stock (stock that was issued and then repurchased and now corp wants to sell again)- they are either retired or they go back into the pool of unissued stock) this does not mean that you have more assets, therefore, have to take the $ out of the retained earnings.  (keep balance sheet balanced by decreasing assets, by the amount that was taken out, and then balance the other side by taking it out of the retained earnings and/or capital surplus)
b. Preferred stock “redeemable” at option of holder -- a form of demand indebtedness? Preferred stock that is redeemable at the option of a holder is like a demand note. 

8. Convertible Preferred Stock: preferred stock can be converted into common stock

a. Convertible at option of holder: usually convertible into common stock. Investors in small start-up companies want convertible common stock. They want the ability to have the preference (preferred stock), BUT they will also want to be able to covert to common stock when the company does REALLY well (the common stock will then be worth more than the preferred stock). This will be bargained for (will the ratio be 1 preferred to 1 common, or 2:1. 1:2, etc)  

9. Redeemable Common Stock:

a. At the option of the holder? Most states, including CA, say that you CANNOT make the common stock redeemable bc it is the layer of ownership that is the residual claimant. (against public policy to have redeemable common stock bc flies in the face of the notion that you have to have owners and at a minimum have to have common stock) 

b. At the option of corporation?  (Callable common stock)

13. 
Convertible Common Stock:

c. Convertible into another class of stock? Most states will allow this. 

d. Convertible into debt (the stockholders’s interest in stock converts into debt so that the corp owes the stockholders money, thereby making the stockholders creditors)? MOST states do not allow common shares to be converted into debt, bc we want to protect the creditors of the company. Want to ensure that they have the first right to go after the $ that they lent to the corp. (they retain their place as first in line to be paid off)

D. Use of Debt Financing
Four basic questions: 

1) who is going to make the loan (inside or outside creditor); 

2) will the lender insist on any debt covenants - these are restrictive covenants where the lender restricts the borrower (ie. sinking fund where creditor requires borrower to segregate funds to ensure loan payments 

3) how is the business going to service the debt (how to make interest and principal payments); 

4) what happens in the event of default? 

Two important things about debt:

· Interest on debt is tax deductible- HUGE tax advantage.  

· If you lent money to corp, then you have priority in liquidation through creditors rights. 
Debt divided into 2: short term long term debt (short term borrowing (ie. revolving line of credit) to help with cash flow problem whereas long term debt is usually to finance the purchase a corporate asset (ie. equipment, etc)). Debt market( combination of long term and short term debt. 

1. Different Types of Debt Securities:

Bonds: usually refer to corporate debt that is secured with some asset of the business. (land, receivables, equipment) 

Debenture: unsecured debt

Options/Warrants/Rights: NOT REALLY A DEBT, but another type of security: 


Right is usually granted to existing shareholders for short time period (right to buy more shares on whatever terms set out in the right). 


Warrant: typically an option to 3d party to buy some security of the optioner, and 3d party has longer period of time to exercise warrant. 


Options: granted to employees by an optioner- incentive to have employees work hard. Option is granted on the day that you get hired giving you a right to buy a share of corp’s stock at the value on the day of your hire. ISSUE 1: when can the employee exercise the option? Some corp say that at a minimum the employee must wait for stock to go up in value.  ISSUE 2: how to tax gains because the option was in exchange for services

2. Concept of Leverage: (making other peoples $ work for you) 

Loans made by Third Parties (“outside” debt)

Loans made by Shareholders (“inside” debt)

3. Economic and Legal Risks of Excessive Debt


Debt - Equity Ratio: want the optimal amount of debt and equity ( To decide how much debt, consider who is the lender & how they would enforce debt. 


Thin capitalization: having a high debt to equity( Debt is attractive be it is others money + tax deductible, but debt is a fixed charge and if you don’t pay it and default, the lender can take over your home/business. 

· 3 legal risks of thin capitalization: 1) IRS can audit; 2) Piercing corporate veil; 3) equitable subordination.  See below for more.

E. Mechanics of Issuing Stock (see notes for 10/1 for the Russian book case)

1. Use of Subscription Agreements: subscription agreements are simply a written K to buy stock on whatever terms are set out in the K.  The problem is that if you’re making the agreement before you have incorporated, there is no issuer, so you have a question as to who is the party to the agreement.  Maynard has NEVER seen a big company use a subscription agreement. Where they are seen is in the context of small businesses like PAC surfboards (if someone is quitting their day job- they want more than a verbal K, they want something in writing saying they will be able to buy stock)
2. Issuing Stock:  Terminology

a. Issuance (issuing stock as a capital raising transaction to raise money for Corp.) vs. Trading Transactions (sell shares on market)
b. Authorized Shares: number stated in the Articles (maximum number of shares the company can sell) 
c. Issued shares: the number of the authorized shares that were actually distributed to shareholders (either common or preferred)
d. Outstanding shares: the number of shares that have not been reacquired/redeemed by the company. When it is reacquired/redeemed, it is treasury stock. 
3. Number of Authorized Shares:  Herein of “Dilution”

a. Disparate contributions of founding shareholders 

b. Valuation of non-cash consideration( Most consideration is given in cash, but sometimes it is not. Board decides how much the non-cash consideration is valued at. So long as no fraud and comports with fiduciary duties, the board’s decision on value is binding.

4. Concept of “Par Value”: the minimum/lowest that the stock may be issued for (par values are usually set very low). This principle was established to give investors some idea of what other investors are paying for shares (par value used to be coupled with issuing price). Rule today: board fixes the purchase price and par value and shares cannot be issued for less than par value (can be sold for more than par value, but NOT less). In CA, there is NO par value, but Delaware retains the par value concept. Del. franchise tax is based on par value of the shares that are outstanding (which is why several companies have par value VERY low: $.01 or $.0001- to decrease franchise tax that will have to be paid). In Delaware, par value is very important bc it comes into play in deciding whether a dividend can be legally and validly paid (cannot pay out of stated capital, so must sell shares for more than par value to have dividends paid out).
a. Balance Sheet Accounts/ share holders equity account- this is the biggest reason that par value is still used: 

i. Stated Capital: par value times number of share issued In Del. can never pay dividends out of stated capital, but can pay dividends with capital surplus or retained earnings.  Since can’t pay out of stated capital, this locks in capital and protects creditors. 

a) Where there is no par value, what protects the creditors? In CA, there are insolvency rules. These allow you to make a distribution so long as after the distribution you are NOT insolvent (this protects creditors). 

b) Two tests for insolvency: 1) equity test (after giving effect to the distribution, can the company pay its debt when they come due? takes into account more debts than those recorded on the balance sheet) or 2) balance sheet test (with this test you are insolvent if your assets are lower than liabilities- this is far more quantitative than equity test).  If you are insolvent under either, then you cannot make a distribution.  If a dividend is made and corp is insolvent, the directors could be legally liable.) 

b) Legal capital rules: the capital accounts determine whether there are legally available funds to make distributions to shareholders

c) Stated capital will change whenever additional shares are issued

ii. Capital Surplus: the excess over the par value (can be used to pay dividends)

iii. Retained Earnings: the profits of the business (can be used to pay dividends)

5. Preemptive Rights:  Traditional Common Law Approach
Preemptive right: right of an existing shareholder to maintain her percentage of ownership whenever there is a new issuance of stock for cash. (if not for cash, then there are no preemptive rights, this applies in both CL and MBCA)
· HYPO: S owes 1,000 shares of stock in C, there are 5,000 shares outstanding, so S owns 20%, C corp is planning on issuing 3,000 additional shares, if preemptive rights available, S would have a right to purchase 20% of new issuance, which is 600 shares
CL: stock was viewed as property.  At CL preemptive rights were presumed to be available. The notion was that if you owned 20% of the co, you had a property right to maintain your proportionate ownership of the shares.  If there are extra/new stocks issued for cash, then you would have the right to buy 20% of the newly issued stocks.

Today: (MBCA 6.30) OPT-IN codified in most states. Share holders do not have a preemptive right unless the articles provide for it ( OPT- In! have to bargain for the right. Many small business owners want the right to buy more shares if the company is going to issue more stock. 
F. Public Offerings vs. Private Placements – Federal Securities Law

· Every time you form a new business, you have to worry about securities law (both state- “Blue Sky laws”- and Fed-Securities Act) ( this is true every time you raise money and in every state in which you want to sell stock.
Kalageori v. Kamkin: squeeze out/freeze out play (we will look at these facts again later). Igor and the other shareholders had a falling out. Then Igor tried to use the rules of corporate law to his advantage- to squeeze out others. 

What are the conflicting social policies in this case: 

· On one hand judge wants a bright line rule that gives a reliable rule to determine who owns shares and whether they are validly issued. 

· On the other hand justice/equity argument that intent should be followed where intent is clear. (here, where it is clear that the intent was for Zabavsky family to own shares.)

· Here the judge came up with another equitable doctrine that allowed him not to have to pick btwn the two options( he said that the problem was cured by later ratification. 

VI. Chapter 7: Distributions to Shareholders: Dividends and Redemptions
· No dividend until the board declares a dividend. It can pay it out on that date (the day that it decided to pay out), or any day thereafter.

· Declaration date: the day that the board declares a dividend 

· Record date: the day on which the shareholders become entitled to receive the dividend

· the shareholders of record on this date are the ones that are entitled to get the check

McIlvaine v. AmSouth Bank NA:  Trust set up for the benefit of 3 kids (net income of the trust assets, which included whatever the shares were, was to be paid equally to the kids and if one kid died, it would go to their issue). One of the kids, Tommy, died. Gene = Tommy’s son. 

Trustee, the bank, trying to determine whether the dividend goes to Tommy’s estate or it goes to Gene.  This depends on who first owns the shares on the record date. Tommy died at 7:15 am. Ct says that Tommy was still the share holder on the morning of the record date, and therefore the $ goes to the estate, NOT Gene. 

Idea: Crt does not divide up the record date; Tommy was alive on record date. If he was alive for any part of the day, then he was the shareholder of record that day!
Lynam v. Gallagher: H & W case. In 1959, H had 960 share of stock. He sold 100 shares and put 100 in the name of he and his wife in joint tenancy. So 760 were solely in his name, and 100 were in both of their names. H & W get divorced. Over time of marriage, the company declared a stock split 3 times- the total number of share were 6080 by the time they got divorced. The JT shares grew to be 800 shares. H says that he has the same ownership as he had previously (all of the shares and ½ of the JT shares). W claims that the increase accrued over the course of the marriage and therefore she gets ½ of the 6080. 

Holding: Ct says that the stocks that were issued are just evidence of property.  The increases are not considered new property, nor are they an increase in value of property acquired before marriage, so they are not considered community property. So, H got all his, and ½ of the 800. She got 400. 

Notes on stocks: 

· Pt of a stock split( to get the price down (the stockholder owns the same percentage of the company as it did before, you just owns more shares at a lower price)

· Default rule- stock is freely transferable unless you restrict someone’s ability to transfer shares. 

· Stock is personal property, but it is a capital asset, so when you sell stock, the capital gain is what is taxed. 

VII. Chapter 8: Piercing the Corporate Veil
The advantage to corporation over partnership= shield of limited liability. Only the assets of the business will be liable to the debts. The shareholders are liable, but they lose only the amount that they have invested in the company & they have no further personal liability on those debts, once the amount they invested is used.
A. Piercing the Corporate Veil: allows creditors to get around the shield of limited liability. 

The creditor is asking the ct to use this court created equitable power to look through the shield of limited liability and hold the directors/shareholders personally liable. 

· Doctrine is of enormous uncertainty. It is hard to predict when a court will pierce the veil.

· Crts look at lots of different lists of factors! It is inherently an equitable doctrine that gives the court a lot of discretion with factors!!! 

· 2 major factors that come into play: 1) the shareholders/directors are not playing by the rules; 2) recognizing limited liability would be inequitable, unfair and yield harsh result. (not fair to limit the creditor to the assets of the business)

· 2 FACT PATTERNS WHERE PCV ARISES: 1) small closely held corporations (very few shareholders(generally 3 or less); 2) enterprise entity liability (this is when a creditor of the subsidiary wants to go after the parent company).  The parent is the single shareholder of the subsidiary- creditor not going after the shareholders of the parent, only going after the assets of the parent company.

· Differences in a PCV between K creditor (Brevet) and a tort creditor (Baatz). 

K creditor:

Brevet Int’l v. Great Plains Luggage Co: B is a consulting co hired by the luggage company re: management system. Oral agreement that the cost was $35k and expenses.  GP paid the expenses, but did not pay the $35k. B was submitting invoices to GP (NOT the individuals). B sues the corp AND directors/owners personally. Cause of action = breach of K and PCV.  

Issue: Should the corporate veil have been pierced?

Holding: NO. The TC properly decided against piercing the veil. Ct says that B fails on the first prong bc corporation was separate identity from directors/owners (checks written on corp checks, invoices to corp, the directors followed the normal corporate standards, i.e. having corporate mtgs, etc)

Rule: Test for PCV:

(1) no separate corporate identity

(2) fraud or inequitable consequences/fundamental unfairness if veil not pierced

There is a windfall aspect here depending on how you read the facts( BUT Brevet should have gotten a personal guarantee. 

Cts sensitive to when the PCV doctrine is used as a tool to rewrite the bargain to the advantage of the creditor. They don’t want to pierce the veil in these situations. 

Tort Creditor:

Baatz v. Arrow Bar: Arrow bar owned by H and W (it was incorporated). Tortfeasor was drinking in bar, and they kept serving him even after he was clearly intoxicated. He hit 2 people. He was insolvent and without insurance, so the Ps go after the bar/owners. 

Cause of action against the drinker- negligence and the cause of action against bar was Dram Shop Act, and cause of action against owners was PCV.  H and W financed the purchase of the bar with $5k of their money, and they borrowed $145k. The bank insisted on a personal guarantee. So, the H and W would say that they have invested $150k in the bar. 

Was there a separate corporate identity? Personally guarantee NOT considered commingling, it is just a guarantee of a corporate obligation. What about the fact that they were not really “strict” about having bd mtgs(ct said that it is not that important that they didn’t follow the statute exactly, bc there was no course of dealings bt the Ps and H & W since this was a tort case. This is an involuntary creditor bc tort, the relationship of the formalities, to the P’s injury is not relevant.  The court also found that the corp was adequately capitalized.  Crt did not pierce the corporate veil.  

Notes: Maynard: The real problem is how the corp is capitalized.  Here, there was under capitalization bc there was a foreseeable risk of accidents that they did not address by getting insurance (purchasing insurance = another form of capital.)

· There is no minimum capital requirement to incorporate (this is so people can start corporations). 

· If no min capital requirement, then what will incentivize a business owner to adequately capitalization? If they don’t, the three legal risks of capitalization may occur.  

· Tort issue- under-capitalization is a problem with torts cases (If the corp is going to start a business with practices that involve inherent and inevitable risks, is it appropriate for them to enter into these businesses w/o insurance? If they don’t have insurance, everyone else bears the risk of those dangers/risks.)
B. ENTERPRISE LIABILITY – creditor seeks parent company’s assets – see explanation above

K creditor

Smith v. McLeod
S set up Colonial Mat Co. Col Mat. Co entered K with M. Then S set up new co named Colonial Industrial. S wrote letter to M saying that Colonial Industrial would be buying products/operating as Colonial Carpets. Here, M sued Col. Mat for breach of K and sued alleged sibling cos for co assets using enterprise liability.    

Issue: Are the 3 companies really just one company allowing M to collect debt from assets of all three companies?

Conclusion: Yes, the court said one company so M could collect from all.

Rule: 1) Crt puts burden on incorporator to establish to 3d party that corporations are distinct parties/onus to show make clear to other com who they are K-ing with; 2) Courts refuse to recognize corporations as separate entities where facts show companies acting as same entity. FACTORS:

· Under capitalization

· Absence of corporate records

· Fraudulent representation by corp, shareholders or directors

· Use of corp to promote fraud or illegal activity

· Payment by corp of individual obligation

· Commingling of assets

· Failure to observe corporate formalities

· Manipulation of corporate form by shareholders

Note: Even if you have multiple corporations that are formed with legitimate separate purposes, it is still possible to have enterprise liability. 

Tort creditors
In re Uhaul International
π injured by dolly manufactured by Uhaul. π sues Uhaul and requests all documents/reports regarding dollies from ALL Uhauls and from Republic (wanted docs from all companies under AMERICO).  Republic refused to produce documents and court sanctioned Uhaul. Uhaul appeals sanction arguing they have no control over Republic and cannot force them to give documents. 

Issue: Are Uhaul and Republic distinct companies so that sanctions were inappropriate?

Conclusion: YES! Crt said that π did not bear his burden of showing that the companies were a single business entity! 

Note: Creating separate operating subsidiary companies is not itself inherently fraudulent (having separate companies can be advantageous for taxes, risk, assets, etc, but have to be careful)

Goldberg v. Lee Cab Co.
π hit be cab and suing Cap company (agency), Cap company owner (PCV) and owners 16 other cab cos (enterprise liability).  

Issue: Were the cab companies all a single entity so that the π can get the assets of all companies?

Conclusion: YES, Crt made both owner and all other companies liable.  Crt looked at: commingling of receipts, assets, property; all supplies centrally purchased; one dispatcher for all cabs; all cabs registered in name of one corp; central garage and central management.    

Policy: This decision prevents fraud and remedies sham of multiple corporations when there is really only one corp.  

Another important policy issue: Where does corporate law come from? Does it come from statute or equitable policy or both?  (ie. When statutory law is made, often the legislature assumes that the court will act equitably and go beyond what the statute requires.)

C. Equitable Subordination – Power of court sitting in equity to subordinate a particular shareholder’s claim. (someone is trying to move up the line of debt payment, but the court refuses to allow it ( fact sensitive inquiry to look into fraud or fundamental unfairness

Similar to PCV: Both PCV and ES are equitable and rely on judgment call to obtain fairness.

Different from PCV: Subordination does not render shareholder personally liable to creditor, whereas PCV does. 

Pepper v. Litton
Litton was the sole shareholder of Dixie Corp.  Pepper = creditor suing Dixie for breach of K.  Litten obtains judgment against company for back wages. He enforces the judgment and gets Dixie’s assets; Dixie goes bankrupt.  Litton files in bankruptcy court to get the unsatisified remainder of his judgment BEFORE PEPPER GETS PAID.  DC does not allow him to get it; Appeals does; Pepper sues.     

Issue: Who gets paid first?

Conclusion: Pepper.  Court makes Litton give all assets back to Dixie.  Crt also says that Pepper’s debt must be satisfied before Litton can get paid. (Court upset that Litton used the corporate machinery to violate principals of fiduciary duty.)

Rule: Burden on shareholder to show that he acted in good faith.
VIII. Chapter 9: ROLE OF DIRECTORS AND OFFICERS
· Whenever planning corporate structure, one issue is who puts in what and who has right to take out ( financial rights

· Another issue is allocation of control/ability to manage assets of company run ( managerial rights/control rights over how the business is 

A. Board of Directors
What is board of directors? Managers of business affairs MCBA §801

Board of directors is unique to corporations 

· Board creates centralized management function (versus partnership where default rule = decentralized management because each partner has equal management power)

· Board acts collectively

· Board members are not agent!!! Officers are agents of corporation
Corporate Norm:  board manages the business affairs of the corp (e.g., establishes business policies, declares dividends, supervises senior executive officers, monitors financial affairs) – board monitors the business affairs bc not practical that board would have detailed knowledge

a.
Officers are assumed to have the detailed knowledge of the company’s inner workings, but board holds them accountable (disciplining influence over officers of the corp)
b.
Most states give CEO the power to bind the company to anything that arises in the ordinary course of business; however, over time it has changed what we think of as s/t in the ordinary course of business, how we interpret ordinary course of business changes with time
Grimes (what does the board do? what can the board delegate and what must they do themselves?) 

Grimes (shareholder) sued for judicial declaration to say that certain compensation agreements btwn CEO and corp were invalid because they violated public policy that board of directors should run the corporate business affairs (here, agreements seemed to delegate power to CEO and away from board ( very problematic bc shareholders elect board under assumption that board will check management)

Issue: Did board unreasonably delegate power to CEO? 

Conclusion: NO, the agreements do not preclude the board from exercising its power/ do not abdicate the board’s power because the board can still fire CEO and elect to pay severence.  However, this might become an unlawful/unreasonable delegation of power if the severance package was so onerous on the company that it would effectively preclude the board’s power to fire CEO. 

Note: Here, court valued co using market capitalization – the fixed number of shares outstanding times market trading price at close of day

Committees: generally, the board can delegate substantial management functions to a committee of a board, which usually must consist of two or more directors, but cannot delegate all managerial responsibility: cannot amend bylaws, fill bd vacancies, cannot declare dividends, cannot recommend fundamental changes
Types of committees: 

Executive – small subset of board that meet outside of regularly scheduled board meetings

Audit – required if you are a publicly traded company

Nomination

Compensation

Corporate Governance (think about relative balance of power btwn board and managers)

· Number of directors

· Number of initial directors named in articles or bylaws (must be one or more)
· Naming of directors

· if not named in arts, then post filing procedures involve incorporator having organizational meeting where incorporator chooses directors

· Election of directors

· default rule = directors elected annually by shareholders

· 2 ways to change default rule:
· classified bd =  articles can specify that certain classes of stock are to elect a fixed number of directors to board, to distribute SH power by ensuring rep on board by certain groups of SH (Lehrman v. Cohen – board members classified into different classes and those members are elected by certain class of shareholders ie. class A shareholders elect 3 class A bd members; class B shareholders elect 3 class B bd members)
· staggered bd = SH stagger the terms of the board members, thereby electing less than the entire board each year( Humphreys ie. If 9 directors, each elected to 3 year term. So in any given year, only 3 directors are up for election. This creates continuity.)
· Holdover directors = incumbent directors serve as holdover directors until next meeting

· Vacancies (unexpected vacancies will occur – sometimes for tragic reasons, sometimes not (ie. resignation). 

· Default rule: either board or shareholders can elect someone to serve the un-expired term ( usually the board bc they can act quicker. 
· Removal of Directors

· MCBA §8.08 Directors can be removed with or without cause (eliminates requirement of hearing to defend, which you would need if only allowed to remove for cause)

· Cause? Fraud, failure to perform duties in good faith
· Ct can intervene an be persuaded to remove a director, but only under extraordinary circumstances. (fraud, gross abuse of authority, etc)
Hoschett (small closely held corporation)

Company went over a year without an election because everything going fine.  Plaintiff minority shareholder filed action compelling annual meeting of stockholders. Co said we had election  by written consent using §228 and elected five people to board who will serve until successors elected. ∆s argue §228 is more efficient way to elect bc minimizes transaction costs and saves time. 

Issue: Should corp have called annual meeting?

Conclusion: Yes, annual meeting is not only about election, but also about owners having opp to talk about co and that kind of discourse is VERY important!  Here, court said cannot use §228 to avoid having an annual meeting.  Crt allowed the already elected directors (via §228) to serve their term, but then ordered annual meeting of stockholders!

Only if there had been unanimous consent of shareholders, then ok to avoid annual meeting for shareholders.

· Mechanics of board action

· MCBA § 8.21: Board can take action in two ways only: 1) unanimous written consent (oral consent from each member is NOT enough); 2) valid meeting
· 2 types of meetings:

· Regular meetings of board (set out in by-laws; no need for notice) 

· Special meetings (need to give notice for this)

· Special meeting requires 2 days notice, unless notice is waived (need travel time); do NOT have to give notice about content/purpose of meeting
· Waiver occurs either by signed writing or attending the mtg without making an objection
· Do not have to get everyone together in same place, so long as all directors can hear each other and participate in meeting (telephonic hearings okay)
· Directors cannot have proxies and there can be no voting agreements between directors. (want directors to exercise their independent voting judgment)
· To have valid meeting of board, need 4 things: 

· 1) Call – decision to hold meeting at particular time and place usually for particular reason

· 2) Notice – only needed for special meetings; discussed above

· 3) Quorum - MBCA § 8.24 unless bylaws or arts say otherwise, majority of the directors must be present to have quorum; cannot have proxy!

· 4) Sufficient vote – MBCA § 8.24: Default rule: majority of directors present must approve an action in order for board action to be considered valid.  

· The only way around meeting requirement is unanimous written consent (because this shows board acting collectively!!(public policy is that group decision making produces the best result)
· What makes people go to board meetings? Fiduciary duty!
VALID BOARD ACTION

Alderstein v. Wertheimer (tension btwn members)

Alderstein – serial entrepreneur ( formed Corp in 1992. 1999 hard times for Corp so Alderstein loaned Co money and in return got 73% of voting power (inside director).  A elected Werthheimer and Mencher (outside directors).  Corp starts having more problems so W and M want to bring in Reich to put in money if he got majority of voting stock/voting control of company.  W and M don’t tell A about bringing in R = boardroom coup.  A says he will meet to talk about arbitration, but at meeting, W and M tell A about proposal. A objects; W and M vote to bring in R. Then W and M remove A as CEO for cause and bring R in as CEO.  A brings summary proceeding (equitable action) to challenge board election results bc says meeting was not properly convened so actions taken at meeting not valid.  (If meeting not valid, then A owns majority and acting as shareholder, he can remove W and M.  

Issue: Was meeting valid?

Holding: Meeting invalid because A had right to know about the deal with R.  

Note: A also brought fid duty claim, but court never decided that issue bc they had already decided meeting invalid and undone actions.  Maynard says that crt’s decision re validity of meeting was probably affected by the bad conduct of W and M.  

Note: Though court reached the most equitable result, it’s decision is in conflict with default rule of MBCA.  A claimed meeting invalid bc he did not have notice of meeting & crt agrees, but MBCA does not require notice of content/purpose. 
Officer’s as agent’s of corporation(Agency Law applies)

HD v. Irrigating:
HD was buying land/equip from Diamond Cattle Co. and Kimble Prop. Both companies were owned by Kimble. HD is suing Kimble personally and both companies for misrepresentation and breach of duty to disclose (same cause of action against all 3).  

Issue: Who is liable?
Rule: Officer cannot make a material misrepresentation of fact (they will be held personally liable)
Holding: Kimble is held personally liable and Kimble property is liable, but Diamond. Kimble was only acting within the scope and course of his employment with Kimble property. 

Maynard questions:

What if all of the assets were tied up in Diamond? Then have to look to the equitable doctrine of enterprise liability to get after those assets. 

What if Kimble personally had all of the assets? No need to PCV bc Kimble is already held personally liable. 
B. Senior Exceutive Officers:

SEC definition of officer: someone who has a title (has a job that includes policy making). 

· Officers are agents. BUT it is important to figure out whether the person that you are going after is an agent, employee or an officer. (bc fiduciary duties will vary)

· Officers and directors have higher degree of fiduciary duty than employees
· Officers are often subject to personal liability based on statutes.
·  By virtue of their title officers are often going to have the power of position and this will confer certain apparent authority to take actions in the ordinary course of business. Officer will bind the corp with these actions 

CA statute (§313) requires companies to have: President/CEO, treasurer and secretary

Secretary – has to maintain company’s books and records; able to authenticate books and records as official company docs

Treasurer – maintains company’s bank account

President – power to take action in ordinary course of business

In CA an individual could not be both CEO and the secretary

Default rule: Single individual can hold multiple offices at the same time. SO it is not unheard of for a single person to be a CEO, CFO and Sec. (but see CA)
Andrews v. Southwest 

Andrew (ex –vp) fired by supervisor.  He argued he was fired bc he tried to inform SWRC’s board of directors that his supervisor was mishandling corp assets.  He sued SWRC for Duty of GFFD for terminating him. 

Rule: being an officer does not give any additional employment rights
An action can be authorized by a board and this will create actual authority, but how will the 3rd party know that the officer has actual authority? How can the bank determine whether the corporation gave the president the actual authority to get the loan? 

· 3rd party could go to the mtg (see for themselves)( BUT this is an extreme burden on the 3rd party (SUPER high transaction costs)

· The “Seal” The person who was holding themselves as having authority, could convince the 3rd party that they had authority if they showed them a doc with a seal. Today we have moved away from the seal and the statute itself creates certain presumptions for the about the officers authority. 

· Ask the officer to bring a secretary certified copy of the board resolution where the bd passed the motion to let the officer do what the third party is concerned about the officer not having the power/authority to do. (3rd party then will not ask any questions, bc they don’t want to be on notice of any facts that will make it possible for them to be on notice that there is no authority)

Snukal v. Flightways Manufacturing Inc.: S leased to F, through the CEO/Sec/CFO, Kirt Lyle. F/L defaulted, so S sues. F said L not authorized to act on company’s behalf. 
Procedural Posture:The TC found the F liable. The Appellate ct said F NOT liable. 

Holding: CA Sup Ct finds F liable, because requirement of §313 are met.  CAL §313, two of the officers signed (have to have sig of Pres or vice president AND sign of secretary or CFO). Here, bc he is both the CEO and secretary his own signature satisfies both, thus there is a presumption that he had authority (which F cannot invalidate it). Ct reasons that though both parties were innocent, F was in better position to protect against fraud and should bear the burden.
NOTES:

· If you want company to be liable, sign with entity name, by __(individual)_, and then give position in company. If signed this way, only the company will be held liable ( any deviation from this signature block with provide ambiguity as to who is bound. 

· So good to have secretary and CEO be different persons
· §313 is good because it is efficient/saves time. BUT only protects third parties that think action is authorized, so third party most likely will take the two signatures and NOT ask any questions. 
IX. ROLE OF SHAREHOLDERS IN PUBLICLY TRADED CORP
A. The Mechanics of Shareholder Voting:
SHAREHOLDERS:  Biggest thing that shareholders do is vote to decide the member of the board. 

§7.05 NOTICE req’d for shareholder meetings. Have to give notice of every single meeting. 

Annual vs. Special. 

· Annual notice has to tell the day the time and the place (10-60 days before the mtg).

· Default Rule: Is that there is no agenda for the annual mtg. Shareholders can stand up and discuss anything they want. 

· Special mtg: time, day and place AND have to disclose the content/purpose of the mtg.  Then you are limited to discussing that purpose at the mtg
§7.06 Waiver of Notice:

· Express waiver: in writing signed by the shareholder and delivered to the corporation. (can be signed before or after the mtg) 

· Implied waiver: when the shareholder attends the mtg without objecting to the defect in notice. (if you believe that notice is defective then you must object at the beginning of the mtg) 
· If you there is a point that you were not given notice about in a special mtg, then you have to raise an objection when they first begin discussing that point

Quorum and Voting Rules:
Quorum: Number that has to be present in order to have an assembly. We count SHARES with shareholder mtgs. 

§ 7.25: (default rule) Have to have present a majority of the shares entitled to vote. 

Have to make a distinction between registered owners and beneficial owners (§7.07 the only people who are entitled to vote are the record owners) 

· Record owners: The entity listed in the companies records as the owner of the shares

· Beneficial Owner: equitable owner, the one with the financial interest in the shares, but NOT the record owner. 

· Beneficial owners are able to vote by proxy either mailed in or by phone. 
Street name owner (beneficial owner): allows large amount of daily trading. 
How does street name owner work:  Merrill Lynch accepts payment from beneficial owner and pays corp.; Merrill Lynch bundles all corp shares bought by their customers each day and has a duty to keep track of shares. Merrill Lynch then transfers shares to DTC (who becomes the record shareholder) ad DTC tells corp how many shares each account has. Corp gives proxies to DTC/Merrill Lynch who send to beneficial owners
Process of Proxy: 

Federal proxy rules make sure that beneficial owner gets the proxy materials bc beneficial owner is the one who takes interest in voting. 
PROXY: a writing that creates an agency relationship (principal is the record/owner and agent is the beneficial owner) Can direct the agent how to vote or give the agent “general” proxy, which gives the proxy the discretion to vote. 
Buyer should demand that the seller give the buyer a proxy (a general proxy). To the extent that the buyer fails to get that proxy, most states give the buyer the right to compel the seller to give proxy to buyer. (bc the buyer is the beneficial owner, the one who has the economic risk in the company) Seller should NOT have the voting rights. 
In most states proxy has to be in writing and is only good for 11 months. Have to have the proxy’s name (beneficial) and the record owner’s name. 
Generally proxies are freely revocable. A later proxy revokes a prior proxy or you can attend a mtg and vote differently on the ballot (this revokes earlier proxy vote) 
However, proxy can be made irrevocable under MBCA §7.22(d)
This requires a written form that says the proxy is irrevocable AND the proxy was coupled with an interest. 

coupled with an interest? Example of this would be a person who has purchased the shares (beneficial owner). 
Who will ultimately decide whether a proxy is irrevocable? The election inspector. 
· Buyer would want to make proxy irrevocable so that seller does not show up at meeting and revokes the proxy because seller wants to vote.

McKesson
Facts: Proxy statement mailed. State law req’d that notice be given no more than 60 days in advance, but here notice given 61 days prior to mtg date.  M brings declaratory action, asks ct to say that mtg was valid. ∆ argues that there is no compliance with 60 day requirement thus actions at mtg were void. M. says that need 60 days between notice and mtg date. Also, M argues that record date/notice date would not have changed anything because there was a holding on day after record date (date that would have complied with notice statute).  
Issue: Did M comply with notice requirement? Was the mtg valid? 

Holding: Ct found record date/date of notice impermissible bc it was set 61 days prior to mtg, therefore M did not comply with notice requirement, BUT because there was a case on the books with a typo (and the case supported M), the court declined to order a new mtg. Ct stuck with bright line rule, ct wanted to avoid slippery slope that allowed record days to be set more than 60 days before mtg. Ct gave M the result they wanted bc they found that there was no bad faith on their part. 
Shareholder Voting on a proposal or removing a director:
How many shares (number of shares is what we count) have to vote yes to pass a resolution or proposal? 

Del: majority of shares present must vote yes for resolution to be passed (even if fundamental change, majority is ok) (abstention votes essentially = no vote)

MBCA is very radical: majority of the shares actually voting (don’t count abstention votes at all, they don’t effect the voting, so long as more yeses than nos, it passes)

· At the most extreme, a single vote could pass an act (if he is the only one who votes yes, and all the others abstain)
CA: 2 part test: Need affirmative vote from: 

(1) majority of shares present and voting (only look at yes and no votes, Abstention votes don’t have any effect); AND

(2) majority of required quorum (abstention votes effect the vote here, they count as no vote)

Why was this type of test created in CA? 

· Compromise between Del and MBCA.  Wants a critical mass- so they set it at the majority of the required quorum. 

Types of Fundamental changes which shareholders vote on (bd initiates fundamental changes, the shareholders just vote): (changes in the charter/articles/by-laws), increase the number of authorized shares;  dissolution (this is pretty peculiar to small closely held corporations); acquisition/merger (particular to public corps)
Statute will often mandate the number of yes votes that it will take to make a fundamental change( these cannot be changed in articles or by-laws. Statutes can require either:
· 1)statute requires absolute majority (Del.): majority of all of the voting power (majority of shares outstanding), regardless of how many are present at the mtg. 
· 2) statute requires a super majority vote: requires that there is either 2/3 or ¾ of the shares outstanding. (the percentage is determined by statute. These are floors, cannot require less than the statute requires, but can require more)
· 3) unanimity: Corps sometimes modify the default rule and require unanimity for certain actions. 
Way around shareholder meeting:

Generally, in order to have an action passed shareholders have to have a valid meeting to have valid shareholder action. However, can use written consent to get around this req. 
Action by written Consent

· MBCA: Can take action with written consent, but in order to have the action pass, you have to have unanimous written consent from everyone entitled to vote  
· CA: does not require unanimity, only requires vote of absolute majority for action by written consent.  (yes votes have to constitute not less than the minimum number of votes necessary to authorize action at a mtg at which all shares entitled to vote were present and voted) Basically: majority of the outstanding share that are entitled to vote 
· BUT, CA requires unanimous written consent for election of directors without a mtg (bc the default rule for electing directors is cumulative voting)
Voting in elections for Directors: Straight vs Cumulative
Directors run at large, therefore don’t need a majority to win, just need a plurarlity. (i.e. if five spots open, top 5 “vote-getters” will win!)
Del: shareholders elect directors using straight voting (opt-in to have cumulative voting)
MBCA: Shareholders elect directors using straight voting. (opt-in to have cumulative voting)
CA: default- shareholders elect directors using cumulative voting. 

CA §301.5: once you become a public company, then you can opt-out of cumulative voting. (but you have to affirmatively do this, or cumulative voting will continue to be the default)

Cumulative voting: you tally up the number of votes you have (number of shares times the number of directors to be elected), and then you can distribute your votes however you choose. (i.e could use all of your on one director candidate). This works to increase minority participation on the board of directors. 

Straight voting: The majority basically elects the entire board, because the minority will never have enough votes to make a difference. 

2 numbers that you should keep track of when advising your client who is voting cumulatively:

· # of shares that your client must own (or proxies to vote) in order to elect one director.  (S= total number of share Voting, NOT the number entitled to vote; D = number of directors to be elected)

(S/ (D+1)) +1 = the number of shares required to elect one director (if you put all your shares on one vote) 

· People can combine their shares to get more of the directors they want on the board. (see handout example on pg 37-38)
If there is a tie bt candidates this creates a vacancy and previous bd member will stay in role as holdover and board will fill vacancy (actually either bd or shareholders can fill, but bd acts quicker usually)
Humphry’s v. Winous: 2 statutes that the Ohio ct had to reconcile. One stated that cumulative voting was the default rule. The other statute said permits the board to be classified. Company made it so that the newly elected director sits for 3 years. π argues that the ability to stagger/classify the board reduces the impact of cumulative voting bc the majority will elect the SOLE director that is elected each year. 

Issue: Did the statute eliminate the effect cum voting impermissibly?

Majority conclusion: Crt said legislature knew what it was doing ( the statute authorizes cumulative voting, but it does not guarantee the effectiveness of votes using cumulative voting.  Crt is NOT willing to step in and rewrite the statute.  

NOTES:

· Reducing the size of the board, will make the # of shares that shareholder has to own to elect someone to board greater! Reducing the size of board, whether by reducing total number or by staggering, the effect of cumulative voting is minimized.

· In CA, you could never have this outcome bc the default rule is that ALL directors are up for election each year. In CA you can’t stagger the terms. 
· In CA, could you effectively minimize the effect of cumulative voting by staggering terms  if you were a public company? NO.  If you stagger the terms (under §301.5(b)) can create a class of directors that serve a 2 or 3 year term, but then there is a minimum number of directors that you have to have on the bd (i.e if 2yr term, then have 6 directors, if 3 year term, then have to have 9 directors). What is the public policy behind this rule?  Continuity in management. 
Effect of staggered terms and removal for cause clause: 

It creates significant protection from an unwanted takeover (if a guy bought 51% of share it could take him 6 years to get majority control over the board, if 9 person bd with 3 year staggered terms)

Shareholders have an inherent right to remove directors. Depending on the state, this may require cause or may not require cause. 

Situation with removing a director elected by cumulative voting: 

What if the minority shareholder elects on director on the bd of director and the majority shareholder wants that director out, so the maj shareholder calls a special mtg to remove director. What voting rule is looked at to remove the director? In CA, then have to look at §602(a)( majority of the shares present and voting and a majority of the required quorum. SO, the director can be removed by the majority shareholder.  

EXCEPT §303(a)(1)- directors can be removed without cause by a vote of the shareholders except, no director may be removed, when the votes cast against removal would be sufficient to elect the director, if those shares voting no were to be voted at an election (where all of the directors on the board were to be elected) and the votes are voted cumulatively. 

Bottomline: CA legislature secures/protects the right of the minority shareholder to vote cumulatively (secures against abuse of a majority shareholder) 

MBCA §8.08(c): has similar backstop provision to 303(a)(1)

Del is silent. 

B. FEDERAL PROXY RULES

These rules only apply to publicly traded companies/reporting companies. 

2 ways to qualify as a reporting company: 
(1) have your stock listed at the NYSE (file reg certificate with the SEC); 
(2) NASDAQ (a) have to assets of 10 million or more AND (b) have a class of equity/security holders numbering 500 or more. 

Relevant SEC forms for public companies:
Form 10Q filed on a quarterly basis with the SEC. At the end of the 4th quarter, they file an annual report on a form 10K (more detailed disclosure than the 10Q). These provide the market place with a steady stream of info regarding publicly traded companies. 
Statement of material changes filed on form 8-K 

Proxy rules: require companies to send to shareholders the proxy statement (packet of information including ballot, annual report, proxy, etc.)
· In order to be confident that company is giving accurate/complete information, proxy fraud rule 14a(9) says that if proxy statement is false of misleading, then the company can be sued 
· Proxy rules controversial because of Rule 14(a)(8) known as “shareholder proposal rule” that says that shareholder proposals are included proxy statement

· This was initially developed to give shareholders a voice

· These are not liked, so management wants to find ways to exlude. Which proposals can management exclude? Grounds for exclusion are variable from year to year. 

· Shareholder proposals that can be excluded: (1) energy use recommendations; (2) Executive compensation. 
C. SHAREHOLDER INSPECTION RIGHTS
Horton/ Proper Purpose Rule
Facts: π wants to inspect the stock ledger.  H says no proper purpose to examine stock ledger. Proper purpose rule must be set forth before company has to allow shareholder access to records. 

Shareholder has right to inspect records, but have to show proper purpose.  Shareholder has interest in information needed to monitor his investment/ protecting himself (wants to get more people to enter lawsuit against company) v. Administrative/transaction costs/ management wants to manage the company, not deal with these people.

Issue: Can P get the organizational documents?
Rule: Proper purpose: purpose related to benefit of your investment, a proper purpose cannot be something that is against the company.
· Statutes divide shareholder records into 2 kinds: 1) organizational docs: stock records, organizing docs, resolutions, minutes (corporation has duty to show improper purpose if P is requesting these docs); 2) everything else, including contracts, financial records, personnel docs, etc. (Burden on the P to show that purpose is proper to get these docts)
· Why does law make distinction btwn these docs? 1st category really goes to whether board is doing its job as it should; 2nd category goes to the value of the shares

Holding: Yes, the corp did not show that the P’s purpose was improper.  The effects on copr were outweighed by the P’s interest in making sure management fulfilled fiduciary duties.  
NOTE:

· The more ownership/stock the requesting party has, the less likely the request will be frivolous and the more likely that court will find purpose proper. 
FIDUCIARY DUTIES 

· Agents are subject to fiduciary duty- so if you determine that a person is agent, these apply!
A. DUTY OF CARE AND THE BUSINESS JUDGMENT RULE
Duty of care: Directors must:
· Perform their functions
· In good faith 
· In a manner they reasonably believe to be
· In the company’s best interest 
· With the care of an ordinarily prudent person in a like position acting under similar circumstances 
1) Scope of Duty of Care: 
A) Non-feasance: Director has failed to act 
	 Exam Approach
1) State the legal standard - directors owe the company a duty of care

2) Define the standard: this means the director has to act as a prudent person would with regard to her own business affairs

3) Apply the facts to the standard: “a prudent person would…” This person never does this…so there has clearly been a breach of a duty of care

4) Has the breach resulted in a loss to the corp? His breach must cause the loss, it is not enough to show that director breach his duty of care, have to show company suffered a loss because of his action/nonaction (this is difficult for shareholder to establish)


Nonfeasance: failure to detect wrong doing: if director is on notice of facts suggesting wrongdoing, directors will be liable for breach of duty of care if there is a sustained/systematic failure of the board to exercise oversight. 
Caremark 
Facts: Derivative action brought by shareholder bringing claim on behalf of corporation.  Shareholders suing saying said board’s fault that Co had to pay govt bc board failed to make sure that entire business org was following laws. Shareholders wanted $250 million (amount of money Caremark had to pay to govt for violations of state and fed law).  

Issue: Did bd breach duty of through inaction?

Holding: No. Here bd acted responsibly. They were informed by experts and updated by reports (monitoring corp).  This fulfilled their duty and the fact that lower employees didn’t follow rules was not bd’s fault. They couldn’t guarantee compliance 
Notes:

· Bottomline: Bd has to monitor and be informed. Cannot ignore a problem if you are made aware of a problem; if there is no indication of any problem, board has to have adequate programs in place to detect problems and if problem arises, have to act immediately!
B) Misfeasance: Decision by board was made on faulty process( when the director’s decision does not reflect a good faith exercise of informed decision-making
	Exam Approach
1. Directors owe the company a duty of care as a matter of law.

2. This means the director has to act as an ordinarily prudent person would with regard to her own business affairs

3. Modern courts follow the business judgment rule which means the court will presume the director has acted as a prudent person if they use their best business judgment in making the decision, even if this resulted in the corp losing lots of money. 

4. Because there is a presumption that the board exercised their best business judgment, the plaintiff has the burden to show that they breached their fiduciary duty of care. The courts are extremely deferential to the board

5. In order to overcome the presumption, the plaintiff must either prove that the board did not act in good faith (fraud, illegality, conflict of interest) or the board did not make reasonable efforts to exercise informed decision-making (look at the board’s procedures) (or the board lacked any legitimate business purpose)( gross negligence(Del) or negligence standard (CA and MBCA)
(a)Is there evidence that the board engaged in reasonable inquiry? Did the board deliberate? Did the board do their homework? 

(b) Were the board’s procedures hasty or sloppy?
Remember can’t force the board to be right, but can force them to be careful. 


Smith v. Van Gorkom: 
Facts: Ps, shareholders sue CEO and corp’s board, want recission of merger K (or wants damages). Merger is a fundamental change, and therefore must have board approval AND shareholder approval. Terms of the merger are negotiated by the bd, and then they approve it and put those terms to a vote by shareholders (fundamental change in Delaware needs a majority of outstanding voting shares). CEO did all of the negotiating for the merger. He did not tell any of the bd members or CFO about the negotiations. V then asked bd to approve the merger after he gave a 20 min presentation. Bd approved. 
Issue: Did the bd breach duty of care, bc they didn’t fully inform themselves re: merger?
Rule: In Del, if you act grossly negligent then you lose the protection of the business judgment rule. 
· MCBA and CA seem to operate on a negligence, rather than gross negligence, standard. Therefore bd doesn’t get benefit of bus judg rule if they acted negligently. 
Holding: Yes. Bd did not consider enough info to reach an informed decision, so they are not given the benefit of the business judgment rule and they are held personally liable bc they have breached their duty of care. Ct considered at the process of decision making important here. Ct also strict bc this was a merger decision and therefore it was very critical. 
NOTE:

· There is a disconnect between the standard of care that you want the directors to live up to/aspire to and the standard that you will impose to determine whether they are personally liable. 
· Ct considered the lack of informed decision making as a big factor when denying the BJR. 

Wrigley
π stockholder brought suit for negligence and mismanagement (breach of duty of care) bc the management did not put in lights to enable the team to have night games. 

Issue: did board breach duty of loyalty?

Rule: business judgment rule: Crt will not disturb business judgment absent fraud, illegality or self dealing ( board enjoys presumption that they have made sound business decision. The Party claiming breach has the duty to show fraud, illegality, or self-dealing. 

Holding: No, because there were no facts showing illegality, fraud etc, the court was willing to give bd benefit of the presumption that they acted in good faith. 

Why did the cts develop the business judgment rule?  shareholders elected the bd for the purpose of the making decisions and judges don’t want to step in and waste resources
Business Judgment Rule; the board will not be liable if the facts show that the directors exercised their best business judgment in making a business decision, that the board made a reasonable effort to exercise informed decision-making (e.g., did they do their homework, did they deliberate, did they investigate the options) even if the facts show that the company has been harmed. 

a.
Burden of Proof under the business judgment rule standard of judicial review: initially the burden is on the plaintiff as the party claiming that the board breached their fiduciary duty of care because the business judgment rule is framed as a presumption. If P can overcome the burden, the benefit of the presumption provided by the business judgment rule is lost

b.
What P must prove: the presumption can be overcome only if the plaintiff sustains the burden of proving: 

· The board did not act in good faith bc of fraud, illegality, or conflict of interest, OR
· P can establish board acted with gross negligence, by not making reasonable efforts to exercise informed decision-making   (in Ca and MBCA- negligence, rather than gross negligence will cost a director the protection of the business judgment rule
· The benefit of the presumption can also be overcome if the action taken by board lacked any rational business purpose (e.g., waste of assets)( how much of a business justification is required in order to meet rational business purpose? Courts are VERY deferential to the bd.   (Wrigley case( demonstrates high level of deference given to bd by cts)
· Board may rely on third parties UNLESS the board has notice that makes reliance on any of these third parties unwarranted (e.g., info and reports prepared by senior executive officers or committees, info and advice provided by competent professionals outside the corp, such as accountants, lawyers)
· Directors have to make reasonable attempts to inform themselves (Smith v. Van Gorkom)
2) Raincoat Protection in Delaware:
Raincoat protection= DL 102(b)(7) ok to put cap or limit completely the personal liability and money damages (but does not limit equitable relief, ie injunction) of board based on breach of fiduciary, BUT cannot eliminate personal liability for breach of fid duty of loyalty, acts or omissions not in good faith, or acts which involve knowing violation of the law 

· Have to amend articles (opt-in) and get shareholder approval in order to provide raincoat
· in public company, negotiate for raincoat protection at time company is formed

Rationale for Raincoat: Case like Van Gorkem worried bds because ct said they could be personally liable. You will be held to have voted yes in an action, if you were present and did not object to the mtg, dissent in the minutes or given written notice of dissent before meeting adjourned or immediately after (under MBCA 8.24). If you voted yes, and ct finds action improper, you can be personally liable.  Thus, Del. Provides this raincoat protection. 
B. DUTY OF LOYALTY (applies to bd of directors, officer and all agents, but scope of duty will change)
· Directors owe the corp a duty of loyalty. This duty is imposed by operation of law. The duty of loyalty means that the director must act in good faith and in a manner she reasonably believes to be in the company’s best interest
· That means he has to act in the best interest of the corp and its shareholders, so it obligates him not to put his own personal interests ahead of the corporation’s or the shareholders’ interests
· The courts are much more willing to be assertive and probing in their judicial review of these types of cases involving a conflict of interest (compared to duty of care cases, cts tend to be deferential to boards business decisions), more willing to carefully scrutinize transactions when there are allegations that a director has breached their duty of loyalty because there has been a conflict of interest
· Three basic fact patterns that give rise to a breach of duty of loyalty: interested director transactions (most important), competing ventures, and corp opportunity cases

1) Corporate Opportunity Doctrine:

Northeast Harbor Golf Club v. Harris: H was president of golf club. She was approached by a broker re :property located on the fairway of the golf course (he contacted her in her capacity as Pres of the golf club). She purchased this property and later another for herself (she did not disclose this to board). She then wanted to develop the property. The golf club sued her. 
Issue: Did H usurp a corp. opportunity from the club?
Holding: Yes, bc she took away the clubs ability to buy the land and secure that it would be undeveloped. She frustrated their purpose/plan to not develop. Ct used the ALI test for corporate opportunity. 
When is taking a corporate opportunity permissible? It depends on what test the court employs. Four possible tests:

· Interest/Expectancy test (del.): rooted in property law and aims at protecting corp’s interest and expectancy in something. Think about what “belongs” to the corporation. Also looks at the corp’s financial ability to take the opportunity. 
· A lot of cts feel that financial opportunity should NOT be determinative, bc copr might have ways to get $. (also, there could be a perverse incentive to have the director ensure that the company is NOT profitable enough to take the opportunity) 
· Line of business test: focuses on whether the opportunity was closely related to what the corporations existing line of business is.  (In Northeast, the Ps existing line of business is to run a golf course, they are not real estate developers) but can argue that buying the property might help the golf course maintain the status quo (no development around the course), and therefore this would be in the existing line of business.  
· Problem with this test, hard to determine what is in a corporation’s “line of business”( this is hard to predict, and filled with uncertainty. 

· Fairness test: looks at the underlying fairness/equitable nature of the transaction (from the eyes of the corporation). Ct rejects this is also too vague/unpredictable also
· ALI test:  FULL AND ADEQUATE DISCLOSURE of the opportunity and the conflict of interest + the corporation rejects the opportunity. (Rejection is only as good as the disclosure- have these in writing preferably).  If both of these are done, then the director can take the opportunity free from any challenge.  

· This test focuses on the officer’s belief as to whom the third party was making the offer.
· There is no time frame under ALI for when the bd has to bring suit, so this puts the onus on the director to take the opportunity to the board and see if they reject it. 
NOTES:
· Corporate opportunity doctrine is not triggered unless the director taking the opportunity reasonably believed that the third party was giving the opportunity to the corp. 
LOOK at hypos for Corp Opportunity Doctrine. 
B. Self-Dealing: Transactions involving Conflict of Interest: transaction must involve a direct or indirect interest on the part of one of the company’s directors (usually material financial interest)
· Look for any transaction that has been made between the corp on one side and a director’s interest on the other side (interested director transactions): Corp and one of its directors; Corp and one of the director’s relatives; Corp and some other business in which one of the company’s directors holds a substantial financial interest
· CL approach: Ks with self-dealing were voidable

· Modern approach: Director loses the protection of the BJR unless the transaction has been cleansed of its taint of self-dealing, if cleansed, there is a rebuttable presumption of fairness and the burden shifts to the P to show the transaction was not fair
Is there a conflict of Interest?

Tomaino v. Concord Oil of Newport: T 25% owner in Concorde co with B. Common practice to buy underground tanks for service stations that they leased.  B and T started new company, CN (which was owned by CO and T personally), which then bought 3 new services stations. T bought real estate/equip from CO for $1 and then transferred the equip to CN for $5000.  T leaves job, and then CN cancels lease, remove equip. but did not remove the underground tanks. T sues C for $ for damages, for the removal of tanks and back rent. D argues that there was self-dealing on the part of T, when he bought 3 stations for less than $1, and then turned around and sold to C for $5k. Here, T sits on both sides of the transaction, and this could pose a problem of valuation (he could have an incentive to skew things to his favor). If the transaction can be set aside, the company will not have to pay the cost of removing the underground tanks bc they would still belong to T. 
Issue: Was the transaction valid? Was there a conflict of interest in the sale of the equip to C?
Rule: Look to see whether the transaction is fair and there is full disclosure and good faith by the interested director. 
Holding:Yes, the transaction is valid, and yes there was conflict of interest. But, conflicnt of interest did not invalidate transaction because the transaction was fair (the equip was sold for under mv, less than company paid for similar equip and price was minimal compared to profit).  

Geller v. Allied Lyons: 
Facts: G was the former vice president of Dunkin Donuts. G was approached by A about acquiring DD, and said that they would pay him a 1% finder’s fee. G goes to the CEO of DD and tells him about the opportunity, which is rejected. Then financial situation of DD changes and they are looking to be acquired. There was trouble finding corp to acquire DD, so G says let me talk to A again. (and G also says that he would be given 1% finders fee). So G talks to DD, and A acquires DD, but does not pay finders fee .  G sues DD and A for finders fee
Issue: Does the finder’s fee present a conflict of interest? 
Holding: Yes. Ct invalidated the finder’s fee based on public policy and found that there was a conflict of interest. G was on both sides of the transaction and may have wanted to sell DD so he could get his fee, even if the sale wasn’t in his best interest. Scope of duty of loyalty that the ct is imposing( here there was no harm suffered by DD, but ct still says that the finders fee should be set aside, because of the effect that it could have had. 
Notes:

· Would full disclosure have cured this issue? Yes. If G had made full and adequate disclosure in writing, and went through a particular process, and there was evidence company agreed that this would be ok, then he might be able to recover the fee.  (not all finder’s fees are invalid, but good to not make them contingent on closing)
· We are not focusing on the damage to company, we are trying to incentivize the director to put the companies interest in front of their own. 

C. Entire Fairness Standard: Is the transaction fair? Does it satisfy this standard?

HMG v. Gray: (how does this differ from Geller? Here, we know that there is self-dealing, the issue is fairness.)
Facts: HMG is in the real estate business. Here, they are the seller of property, and two of the directors buy the property (G and F). BUT only F disclosed his interest in purchasing the property. (he also abstained from voting). G did not mention his interest in the property, and he did vote. Neither F nor G disclosed G’s interest. This makes the K voidable (vulnerable to attack), under CL, at the option of the seller (it carries a conflict of interest cloud)

Issue: Is the transaction void?
Rule: A transaction with interested party is voidable unless D EFS met:
· Interested party has the burden of establishing its entire fairness
· Directors will be found to have acted with entire fairness where they demonstrate their utmost good faith AND the most scrupulous inherent fairness of the bargain. 
· Look at whether there was (1) fair dealing and (2) fair price. 
Holding: The ct says that the transaction with interested party is not necessarily voidable, it is voidable only if it is unfair. Here they find that the transaction was not entirely fair and thus the transaction was voidable. Here, bc Gray was the lead negotiator and he had an interest in the sale of the property, he was not the best negotiator for the corp. Also, failed the fair price bc there was issue as to other estimates and ct said that if the corp knew that they were selling to G, they might have increased the price.  
NOTES:
· This case (Gray) shows that the law moves in a direction to enforce/validate transactions between the company and a member of the board. The clear trend has been to enforce the transaction so long as you meet the entire fairness standard. P will not prevail just by showing that there is a conflict of interest. P ALSO has to show that the transaction is not entirely fair to the corporation.

· CL standard was that transaction was VOID as opposed to voidable. 
D. Safe Harbor for Directors: 
Shapiro v. Greenfield: College park (board members are C, J and M) owns a shopping plaza that is not making any money. C wants to redevelop the plaza( C forms a ltd partnership, Clinton Crossing Partnership. Clinton Associates was going to be C and his son, M.  College park is going to contribute the land in exchange for ½ ownership of the ltd partnership. The other ½ goes to C and M. Clinton Associates, will run the business (and they are going to get fees for management). College Park shareholders mtg called to consider venture. Shareholders unanimously vote to allow the partnership, but 2 shareholders were not there. Then had a bd mtg to ratify the actions taken by the shareholders. 2 absent shareholders claim that the vote is not valid bc all of the directors were interested parties. (what is the harm in the transaction? It lost ½ of the ownership in the plaza/land). 
Issue: Is vote valid?
Holding: The ct remanded, to have the TC to conduct fact finding re: who is a disinterested/interested party. Joan is the only the one they have a question about (she is C’s sister, therefore could be interested party). C and M are clearly interested parties. 

Cleansing statutes/ Self dealing HYPOS:

	Steps for applying Cleansing statutes:

1) Is there a quorum (so the vote is technically valid)

2) Are there interested parties? (Do any of the parties have a material direct or indirect financial interest)
3) is the transaction cleansed under safe harbor provision? (if it does fall under the safe harbor then burden on P to show that transaction is not fair, if is it not, then it is voidable unless the D can to meet entire fairness) 
CA safe harbor statute §310

310(a)(2) Bd approval:

· Full disclosure of all material facts

· Good faith approval of disinterested director

· BY vote sufficient w/o counting vote of interested director

· The transaction is fair to corporation

If the safe harbor is triggered, then the party that is trying to set aside the transaction (the P) has the burden to show that the transaction is NOT fair. This is going to be a heavy burden bc disinterested directors will say that their decision is protected under the business judgment rule. 
310(a)(1) Shareholder Approval:
· Full disclosure of all material facts

· Good faith approval by
· Majority of disinterested of shares

· NO REQ that the transaction is fair to corporation (why? Bc the shareholders are the one that we are worried about( no ct is going to second guess shareholder. With directors we assume that they might be swayed a little bit more) 
310(a)(3) Judicial Approval

· Transaction is fair to the corporation

· Burden of proof is on the interested director


See Self-dealing/Duty of loyalty Hypos in packet!
NOTES***
· These cleansing statutes don’t really help small closely held corporations. 
· The goal of the statute is to create procedural approvals by either disinterested directors or disinterested shareholders (and creates predictability as to whether the agreement would be enforceable, or rather, on what grounds the transaction could be questioned).
· P cannot challenge the transaction based on fairness if the interested director has received disinterested shareholder approval. (P can challenge the validity of the vote, or whether all material facts were disclosed, BUT cannot argue that the transaction is unfair) BUT, if you only have disinterested board approval, the P CAN challenge the fairness of the transaction. (this highlights the fact that bd members can be influenced by other bd members, etc)

· If there is not full and adequate disclosure, the transaction will NOT be cleansed.
E. Shareholder Derivative Actions:
· Cts of equity created derivative action so that a shareholder could vindicate the company’s cause of action. 

· Duty of care and duty of loyalty are duties owed by the board to the corp. So if suing for breach of these must bring a derivative suit on behalf of corporation. (i.e. negligent management or claim re:corp opportunity). Recovery in these cases goes to corp.
· This is in contrast to a direct action brought by shareholder against bd for a breach of right owed solely to shareholder (ie right to inspect)

· Requirements for Derivative Acts(determined by state law):
· Demand that board bring action against corporation, unless demand is excused. 

· Demand is excused if the P can show that making a demand is futile (Ie the bd cannot be trusted to make a decision that is in the company’s best interest)
· If demand is refused, shareholder can bring derivative suit
Beam v. Stewart: Shows us the requirement of demand in Del. 

Facts: Martha Stewart insider trading issue. Stockholders are upset that the stock dropped about 65% and claiming a breach of duty of care on the part of the bd, bc they did not remove Martha as CEO after the insider trading ordeal. Whole company is based on martha’s image, and the P claims that her actions tarnished her image and thus she should have been removed. 

Issue: Was demand required?
Rule: Demand is required when there is no reasonable doubt of the ability of the majority of the bd to respond to the demand appropriately. 

Demand is futile when the board could not have evaluated the decision fairly. When you can’t trust the bd to make a decision on the issue. 
Holding: Yes, and the Ps did not make a demand on the bd therefore could not bring derivative action. Though Martha (interested) and the CFO (not interested, but also not independent) were disqualified, the other members of the bd were not.  Demand was required bc there was no reasonable doubt that majority to deal with appropriately. Ct dismissed the complaint bc no demand and no showing of futility. 
Special Committees and Derivative Actions:
· Special committees can be appt’d at various times in the derivative action lit process: 

· (1) at the demand stage (when the shareholder demands litigation)

· (2) Shareholder brings suit arguing that demand was excused, committee formed to decide whether they should move to dismiss based on fact that demand should have been made (it was not properly excused)
· (3) Lawsuit properly brought bc demand excused; Corp forms committee to decide whether to continue litigation or to move to dismiss litigation (this committee may have to hire its own set of advisors).
· Committee will show remedial measures taken and demonstrate that litigation should be dismissed bc this would waste resources. 
PSE&G

Facts: Shareholders demanded the corp initiate litigation against the officers and directors for mismanagement. The demand was rejected and the Ps brought the derivative action against officers and directors. D moved to dismiss
Issue: Should the action be dismissed?
Rule: This court adopts Modified Business Judgment Rule (Mass.)( the corporation’s special committee or board has to show that it was unbiased, independent and acted in good faith while conducting a thorough and careful analysis of the shareholder’s demand for litigation (if the corp can meet this burden, then the derivative suit will be dismissed).
Holding: Ct remands after determining the standard of review for rejection of demand. Ct has decided as a practical matter to put the burden on the decision maker who is closest to the business decision. PP behind this rule( the corp is in the best position to make this decision and thus, the ct will only look at the adequacy of the process and the people involved in the decision. 

NOTES: Other standards of review for determining whether rejection of demand was proper:
· NY = look at independence and appropriateness of action ( basically the business judgment rule (this presumes that committee acted properly unless the P can show otherwise)
· DL where demand has been excused and π has proceeded with suit and comm. has reviewed suit and made motion to dismiss:  (1) Corp must show that comm. was indep, acted in good faith and reasonable basis for decision + fair process. (2) Ct exercises its own judgment as to whether lawsuit should continue or be dismissed.  
· Why is crt going to apply their own judgment and watch out for the P?  If P felt that demand was futile and there is some merit to that claim, the ct wants to protect the P since they would be estopped from filing the same meritorious claim again. 
· DL If demand was made and then refused: burden is on the P to show that bd is untrustworthy?
· Why? By making demand to board, the π is admitting that the board is trustworthy & presumably board has used good process.  So if π has brought case anyhow, it is challenging the board’s response to the demand as a decision that does not pass the business judgment rule.  
· Universal demand idea ( have to demand board; Why? the board might do the right thing!!!!  And if they don’t, just challenge their response! 
F. Disney Litigation:
Eisner wanted good friend Ovitz to become new Pres of Disney. Shady negotiations re: employment K terms. Bd never fully knew what terms were. Ultimately, employment K very favorable to Ovitz. Ovitz hired, and sucked at his job, wanted to leave within a year, but wanted no-fault termination. Eisner ensured that he left under no-fault term. Ovitz got $140 mil. Ps sought to hold directors personally liable for $140mil for breaching fiduciary duties. 
Issue: did bd breach fiduciary duty? 
Holding: NO, ct did not find that directors breached their fiduciary duties and thus were not held personally liable, BUT ct found that they acted with a “we don’t care attitude.”
How is it that the ct decided that the bd met its duty of care?

The old bd? P claimed that the old bd did not properly inform themselves on the compensation K with Ovitz and because payout was wasteful(that the bd should have fired Ovitz bc he failed to meet the standard that he was obligated to meet under his K. 

· What is the standard of waste? Exchange that is so one sided that no business person of ordinary judgment could concluded that the corp received adequate consideration.   Waste focuses on the exchange( and the P did not show that there was a problem with the exchange. Here, bc Ovitz was really coveted/he was a big hot shot, the salary/options provided to him by Disney, were NOT so one-sided. IF the package had offered him $1 billion, then the waste claim might be more successful 

NOTE: 

· In the 2006 disney case, there was language to suggest an independent duty of GF. GF is either free-standing duty or embedded in the duty of loyalty. Why does it matter whether the duty of gf is a separate duty?  If it is by itself duty, then it is very expansive, and it is hard to define. Another avenue for directors to be held personally liable. 
· The raincoat provision would no longer protect directors bc the protection is based on a finding of good faith.  
Imagine that you are a law clerk, what are the possible claims for relief that are presented by the facts outlined in the Disney case?

· Can you sue Eisner and what would be the cause of action? Duty of loyalty( the fact that he and Ovitz were very close friends. (both at the pt of hiring and the pt of termination)

· Ovitz( breach of duty of loyalty(bc of termination negotiations, he put himself before the company. He should not have just negotiated with Eisner, he should have insisted on having others look at this agreement and made the bargain at arms length. 

· Old board(breach of duty of care- failing to fully inform themselves re: the compensation package. They took very little time in considering the package. The did not use an appropriate process to hire Ovitz. 

· If a separate duty of gf exists, could go after the old bd bc they intentionally avoided their responsibility with regards to hiring Ovitz. 

· What about breach of duty of loyalty? Maybe duty of loyalty obligates the bd to act in the best interest of the corporation(they should have looked more carefully at hiring ovitz
· New board(breach of duty of care and possibly breach of duty of loyalty for the way they handled finding the non-fault termination. 
ROLE OF SHAREHOLDER IN MODERN CLOSELY HELD CORP
· Problems with smaller companies( how do shareholders make $? They can get dividends, but this is up to the discretion of the bd. Also the possibility of capital appreciation, BUT the problem is that your shares are not liquid, so it is hard to get out.

· Therefore, investors in small business try to get a return on their investments in other ways (i.e.either by loaning money, where they will get paid back with interest, paid for employment, lease building and collect rent, etc…..)

· Shareholders in small corp bargain for right to control/be on the board to protect their investments (directors get much more info than shareholders)
A. Mechanics Of Shareholder Voting:
Preemptive rights: if you want to keep the percentage of shares that you originally buy, then you have to bargain for the preemptive right (opt-in) to buy the shares when they are issued. 

Veto Power through supermajority: Remember, to amend the articles it takes bd and shareholder approval (absolute majority vote), so if you are a minority share holder and you own 30%, but it takes 50% to amend, then what will you want to bargain for? Veto power framed as a supermajority vote (ie need 75% of votes to amend) – this would give the 30 % minority holder veto power, bc now no amendment to articles could be passed without minority shareholder’s vote. This is a protective provision for the minority shareholders. 

Whetstone:  

Facts: Majority wanted to amend the articles to eliminate supermajority vote requirement(which protected the minority shareholders). There was a special mtg with the bd and shareholders (you need BOTH to amend articles). Bd voted 2-1 (Whetstone voted no), then went to shareholders, and they voted to amend. So P wants appraisal bc the amendment eliminated the protective provision that he had bargained for (he did not bargain for requirement of supermaj to amend articles, which is what he should have done to fully protect himself). 
Issue: Does the corp have to give P appraisal?

Rule: Appraisal: shareholder can dissent from a corp and force the corp to pay him the full value of his shares. 
Appraisal can be demanded when an materially and adversely affects the rights of the shareholder by excluding/limiting his right to vote. 

Holding: Ct held that P should have been able to get an appraisal bc the amendments to the articles materially effected his voting rights, since it got rid of his veto power. 
B. Shareholder Agreements and Closely held Corps:
Shareholder Agreement: (Galler v. Galler/Zion v. Kurtz/McQuade/Dodge) where shareholders are trying to bind the bd to make decisions in a certain way (in their most extreme form they look like partnership agreements) 

· 2 ways to validate shareholder agreements: (1) Clark v. Dodge- all shareholders are parties + slight impingement on bd’s discretion; (2) elect to be close corp. (300(b))
Mcquade v. Stoneham:  M was asked to buy shares from S and M and bargained for certain control rights. M wanted a salary, he wanted to be treasurer, and he wanted S to say that he would use best efforts to have M elected as a director. M and S had fallout. M did not get salary and was not elected to the bd. M sues S for breach of K. TC says that the agreement was breached, but they did not give remedy of specific performance of this K because this is a service agreement, so he got damages. S appeals.

Issue: Should the K be enforced?

Holding: NO, bc and the agreement binds the discretion of the directors bc it forces a salary to be paid to M, and this violates PP (bd of any company is manager of business affairs and the shareholders cannot enter into agreements that bind the discretion of the bd). The directors should be looking out for all of the stockholders, not just the ones that enter into these agreements. These agreements abrogate the bd independent decision making ability. 

NOTE:

· If the only shareholders were the ones that were parties to the agreement and the agreement was only a minor infringement on the bds discretion, then agreement would be ok (Clark v. Dodge( where the directors are the sole stockholders, there seems to be no objection to enforcing an agreement among them to vote for certain people as officers). Why? No one is hurt! Everyone agreed to the agreement!
Galler v. Galler: (shows the plight of minority shareholder in closely held company) Two brothers, B and I,  each own half of profitable drug company.  B has heart attack. Entered into K (trying to provide for spouses), which required annual dividends to be paid so long as $500k in surplus and a salary continuation agreement for 5 years.  The agreement stated that when B dies, his stock (50% ownership) goes to wife.  B dies. 
Issue: Does K violate McQuade?
Holding: The provision requiring dividend to be paid does violate McQuade bc dividends are made at bd’s discretion. The salary provision also seems to violate McQuade bc the amount of compensation is decided by bd. Additionally this looks like waste, bc giving salary to wife without consideration. BUT because all shareholders were parties to the agreement and the K didn’t fully impinge on bd, the agreement was upheld (no harm, no foul). 
Zion v. Kurtz: Z is investor in K’s corp. Z bargained for veto power (and agreement said K could not do anything without Z’s approval). K makes independent choices and Z sues to enforce the agreement. K says agreement is not valid bc it violates the bd’s ability to manage. Z says no problem, bc this falls under the applicable Del statute that allows close corp to have these special agreements. K says that the corp did not ever declare that it was a closely held corp and therefore does not fall under the statue.
Issue: Is the agreement valid?

Holding: yes. Maj says it does not matter, that they didn’t follow statute specifically (i.e. did not manifestly state that the corp was closely held). Here, bc there are no third parties that are hurt and the intentions of the statute are furthered by applying it here. SO Z gets a windfall.
	CA Law re: closely held corps:

§158: Close corp: less 35 shareholders, articles have to state the max number of shareholders and have to state “this corp is close corp.” Can amend articles to include these if not stated originally, but you need a unanimous vote by all of the issued/outstanding shares. You can get rid of status as closely held corp after issuance of share by at least 2/3 vote of each class of outstanding share. (this 2/3 vote can be modified in articles, but must be no less than majority)
§186: Shareholder agreement= written agreement among all shareholders of close corp 
§300(b): affairs of corp have to be managed by the bd. NO shareholder agreement which relates to the affairs of close corp share be invalid bc it interferes with the discretion of the bd (allows you to have agreements that look like partnership agreements)


Pooling Agreement: (Ringling Bros) where shareholders get together and decide how to vote their shares and enter into agreement to vote a certain way. 
· All that the pooling agreement does is ensure who is elected to the bd, NOT what is done once the bd is elected. (this illustrates the difference bt pooling agrmt and shareholder agrmnt)

Ringling Bros Barnum and Bailey:  Wives of ringling bros (315 shares each) and grandson (370 share) have inherited shares.  Purpose of the pooling agreement was so that the wives could elect 5 of the 7 directors. Provision stated that before the shareholders mtg they would get together and confer re: who to vote for (if they couldn’t agreement, the atty would arbitrate and then they would defer to him) Wives couldn’t agree and so arbitration provision was invoked. Then the women voted, but they did not vote cooperatively and thus the grandson was able to get 3 directors on the bd.  One of the wives sued, for breach of the pooling agreement.  

Procedural Posture:  TC gave Aubrey’s votes to Edith and let her vote by proxy (they implied this proxy, even though there was no mention of proxy in their agreement).
Issue: Was the TC’s remedy appropriate?
Holding: NO. Supreme ct did NOT like the implied proxy bc these make the mechanics of conducting a shareholder election impossible (how to decide who really has an implied proxy and who doesn’t). Instead ct invalidated all of the A’s votes, and then they punted and said that because the next election is close so other wife and grandson can just vote again. 

NOTES:

· Problem in this case was that there was no way to ensure that the agreement was enforced, so should put this into agreement (ie have clause that states that once arbitrator determines who should be voted for, you have a proxy vote that way)
· Would the case be decided differently today? Yes, based on §7.31(b)( today general rule is that you can obtain specific performance of a pooling agreement. (this is similar to what the TC did). Specific performance requires litigation, so Maynard says that this is not getting the benefit of the bargain, you shouldn’t have to litigate, instead should have  an enforcement mechanism in the agreement. 

Voting Trust: (max 10 years per voting trust agreement, but they can be renewed) Original record owner puts stock into trust. Once in trust, the record owner is the trust itself. The trust gives the beneficial owners trust certificates that outline the rights of the beneficial rights of the owner (usually financial rights). The voting trustee has the power to decide how the votes are voted.  These separates legal right from beneficial ownership rights.  

Voting Trust and Classified board example: 
Lehrman v. Cohen: L family and C family created the Giant Food Corp.  Founders leave and ownership goes to the next generation. There were two classes of stock AC (Cohen family) and AL stock (L family)( they each had even number of shares. Cumulative voting where each could vote for 2 directors. This was a classified bd because you know who the 2 Lehrman directors are and who the 2 Cohen directors are. Disputes arose after founders died. C and L agree to create a 5th director (tie breaker)( D. Families get together as shareholders and directors and amend the articles and create a 3d class of stock, and define the rights and preferences. AD has the ability to elect one director. BUT the AD stock does not have the right to receive dividends (no financial rights).  For 15 years, the votes at shareholder mtgs were unanimous until the vote re: D’s presidency. D resigned and used his share of stock to vote West to the bd. Bd created a disinterested committee to ratify D’s election as president. So, L sues claiming that the creation of the AD stock was an illegal voting trust. 

Issue: Did the creation of the AD stock constitute an illegal voting trust?
Holding: NO. Ct said because there was no separation of voting rights and financial rights of the AL and AC stock, this was NOT a voting trust. Rather there was just dilution of the voting power of the pre-existing stocks. 
C. Stock Tranfer Restrictions:
· Who would want to restrict stock transfer? Existing shareholders, bc they want to maintain control over who is involved in corporation. 
· Default rule: shares are freely transferable unless corp places restrictions upon transferability.

Ling and Co v. Trinity Sav and Loans Ass’n:  Bank wants to foreclose on stock certificates which were put up to secure payment on loan taken out by Bowman. The bank brought the company into this because the company would not give the bank the stock bc they said that  there were certain restrictions placed upon the stock transfer that had not been fulfilled. The restrictions: (1) had to obtain written approval with NYSE prior to the sale (consent restriction); and (2) there was a right given to corporation and other shareholders of the same class of stock to be able to buy the stock before anyone else (right of first refusal restriction). 

Issue: Were the restrictions on transfer valid, so that the stock could not be transferred? Was the restriction conspicuous? Was the restriction reasonable?
Rule: Corporation can impose restrictions on the transfer of its stock so long as conspicuous notice is given on the stock certificate and so long as restriction does not unreasonably restrain or prohibit transferability, a restriction on transfer can be valid. 
Holding: Ct finds that the restrictions were reasonable, but the notice was not conspicuous. However, there was a question as to whether the bank had actual knowledge of the restrictions so ct remanded. If actual knowledge, then restrictions would be enforced. 
NOTES:

· Right of first refusal(have to ask corp if they want to buy, and then have to ask other shareholders, then if no one wanted them, he could offer to outside buyers. 
· Decision about whether co is going to repurchase shares is a decision make by bd members. Bd will have to look at whether they have legally available source of funds. Why? This would be a redemption(which means the bd would be governed by distribution rules, which protect the creditors. What is a possible way for the company to fund the repurchase of shares? Borrow money or get insurance (key-man insurance)

· Buy/sell agreement: obligates the company to buy shares, and if they are unable to buy them, then the shareholders are on the hook to buy shares. 

· Why is notice of restriction important? Restrictions will affect stock value. 
Harrision v. NetCentric Corp: P former founder/employee of small closely held corp. P executed stock purchase agreement for 2.9 million shares. 40% would vets in 1996 and then each quarter an additional 5% would vest until all of the shares were vested. If P ceased to be employed, then the company had the right to buy back the unvested shares at the og purchase price (really low price).  P gets fired, and the company wanted to exercise right to purchase the unvested shares.  P refused to sell and he sued for breach of fiduciary duty of good faith and loyalty (Mass. corp law), wrongful termination, and breach of good faith and fair dealing. 

Issue: Did corp breach any duty?
Holding: NO. Ct applied Del corp law, under the incorporation doctrine, and Del does not recognize heightened duty of good faith and loyalty toward minority shareholders. 
Man O War Restaurants, Inc. v. Martin: Martin is the manager of Sizzler and gets 25% ownership for $1000. He has to complete 5 years of services, if he doesn’t Sizzler can buy back the stock for $1000 (even if worth a lot more). He is fired 3 years into his employment. 

Issue: Was the buy back provision valid?
Holding: NO. ct considered this to be a forfeiture bc P would be giving up stock for old value and there was no provision which would account for increase of value of the property. So the ct strikes the provision down as a matter of their own local K law.   

NOTES:
· Restrictions on transferability should be narrowly construed. (i.e. if 3d party had purchased Martin’s shares restriction definitely wouldn’t have applied)
FBI Farms v. Moore:  Divorce case bt W &H that owned stock in the farm. In the divorce W got the shares and H got monetary judgment, secured with lien. W secured debt with shares and did not pay on the underlying debt. H forecloses on the security interest that he has in the shares of the farm. Shares sold at a public auction and the H bought them. H is claiming the he bought the shares free of any of the transfer restrictions that were imposed by the terms of the bylaws. (there were 4 restrictions that were placed on transfer: (1) transfer has to be ok’d by the directors; (2) right of first refusal to corp; (3) if corp doesn’t/can’t buy, then right of first refusal to shareholders; (4) sale to blood member of family)

Issue: Do the restrictions apply to the transfer?

Rule: 

· Restrictions are allowed so long as they are reasonable at the time the restriction is adopted. Reasonable = designed to serve a legitimate purpose of the party imposing the restraint and the restraint is not an absolute restriction on the recipient’s right of alienability. 

· Restriction has to be valid and enforceable (transferee has to have notice also)

Holding: H had actual knowledge of restrictions, so even though not conspicuous, could be enforced against him, BUT the ct found that the corp waived the right of first refusal (bc they knew about the sheriff’s sale and chose not to exercise their right there).  Re: director approval and blood member restriction- these are enforced against the H, bc they are reasonable, and he knew about them (can’t rid the transferability restrictions, just by purchasing the shares at sheriff’s sale).

D. Dissention and Deadlock: only a problem in closely held corporations (In publicly traded companies you can always sell!)

· Dissolution is in the DISCRETION OF THE CT.  Even if requirements are met, the ct will decide whether dissolution is appropriate. 
· Dissent and deadlock cases usually will be derivative cases for breach of fiduciary duty with demand excused
Gearing v. Kelly:  Radium Corp started by G and K. 4 bd members. One party resigned from the bd.  Here, the bd has a mtg, where 3 directors need to show up.  2 votes will pass the vote for a director. SO, 3d bd member, M, does NOT show up to the mtg, and hoping to break the quorum, so any action taken at the mtg will be challengeable based on the fact that it is not a valid mtg.  But the 2 other bd members vote anyway. M sues to set aside their action as being invalid for fairly to have a quorum. 

Issue: Should the election be set aside?

Holding: No. Ct said that the P failed to show that justice requires a new election. Basically, ct said that even though it was not a valid mtg, she did not act equitably and therefore she cannot seek this equitable remedy (the ct does not HAVE to invalidate the election, it MAY invalidate the election- which is what makes this equitable decision). She lost the right to complain bc in effect she has breached her fiduciary duty by not showing up- the bd has a duty to manage the corp and should elect another bd director.  

Public policy: directors can’t stay away from the mtg consistent with their fiduciary duty to help manage the company. (which is why P loses). 

Dissent: Stick to the rules, the election was not valid because the mtg was not valid (no quorum)
In re Radom & Neidorff, Inc: Facts: R and N are in business together.  N dies and leaves stock to wife. (R is her brother). R and W start to fight.  W refuses to sign checks for R’s salary. R sues for dissolution. BUT, other than him not getting his salary, the business is functioning profitably. 

Issue: Should the corp be dissolved?

Rule:  Ct will only grant dissolution if the interests are so discordant as to prevent efficient management of the corp (the corp fails financially, etc…)

Holding:NO. Ct says we will entertain an action for dissolution, but only if the facts show that the deadlock situations is causing damage to corporation Dissent: Lists R’s options: (1) he could stay president and then also start a competing business (fiduciary duty breach issue); (2) remain pres and just not get paid; (3) quit and suffer loss and then open up a competing business (but still have fiduciary duty, and sister gets all the $)

What is the most logical thing to do at this point for r? Try to settle with the wife. Wife probably just wants $, so buy her out (just offer more for the buyout)

E. Shareholder Fiduciary Duty: 

· Where does this fiduciary duty come from? And where does the ct get this authority? From partnership law. 
· In some jdxs, majority shareholders owe a fiduciary duty to minority shareholders; if this is the case, then the minority shareholder can sue directly – no need to do derivative suit.  Thus, the minority shareholder will get the recovery themselves! Does not have to go to the corporation (derivative actions run against corp)

Closely Held Corp:

Fought v. Morris: 4 guys owns ¼ of the company. Stock redemption agreement which stated that the company could buy the shares if any one of them want to leave. S left and the individuals left bought the same number of shares from him. Then P leaves, but he doesn’t follow the redemption agreement, rather he sells all his shares to M for $, insurance policy and a release. (giving M 2/3 and leaving F 1/3). When F learned that P’s shares were up for sale, he wanted to enforce the agreement to keep the control equal. F sues M claiming a breach of fiduciary duty (as a stockholder). 

Ct imposed fiduciary duty upon M. 

RULE: Where a majority shareholder stands to benefit as a controlling stockholder, the majority’s action must be intrinsically fair to the minority interest. Thus, stock holders in close corporations must bear toward each other the same relationship of trust and confidence which prevails in partnerships, rather than resort to statutory defenses. 

Public policy basis for imposing a fiduciary duty on stockholder (like partnership law!): protecting minority shareholders by requiring that transactions are intrinsically fair. 

Cts adopt this approach (aside from Del)
Publicly Held Corp:

Sinclair Oil Corp v. Levien: S created Sinven, a subsidiary that did business in Venezuela. The bd of Sinven declared dividends. (97% of stock owned by S, and 3% owned by the P or other stock holders). P suing bc says that (1) dividends are excessive and deprive Sinven’s ability to grow; (2) challenges K bt S, Sinven and another of S’s subs (3) challenges the decision by Sinclair oil on how to allocate oil opportunities. P’s are saying that S is bleeding Sinven of their cash resources. 

(1) Dividend: P’s are saying that there is self dealing. Ct said that there was NO self-dealing here. BC the parent is NOT getting something to the exclusion of the minority shareholders. (here everyone is getting a dividend). SO the ct applies BJR and everything is good to go!

(2) Breach of K claim (K bt int’l company and Sinven). P claims that Int’l company breached. P is upset bc that Sinven did not sue. Here the ct used the entire fairness standard bc there was a conflict of interest/self-dealing (the parent gets something to the exclusion of other shareholders in Sinven(Here Sinven’s shareholders are losing out on the K, whereas S is not having to perform on the K) 

(3) P claims that S was usurping a corporate opportunity that belongs to Sinven. Ct said that the P could not point to any specific opportunity that should have been Sinven’s therefore there was no opportunity that was usurped. 
DEL is very limited in its view of fiduciary duties on the part of controlling shareholders. Del does impose these duties, but only  when the controlling shareholder is using their interest to get a benefit to the exclusion of everyone else. 
Bottomline in DEL- powerful incentive to buyout minority shareholders (so the parent is not bothered by the minority shareholders( it becomes a squeeze out). 

F. Oppression: Squeeze out play in the closely held corporation;

Kiriakides v. Atlas Food Systems & Services: Family held business. A = 57.68%, J =37.7%, L = 3%.  A was the finance guy and J was the president. A and J have falling out. J discovered that A tricked him re: ownership of certain real property. A sold property despite bd telling him not to.  J and L sue for fraud/acting oppressively and ask for dissolution. 

Ct of Appeals broadly defined oppression as: reasonable expectations of the minority shareholder (many jdx use this def ),but the Sup Ct of South Carolina said that reasonable expectation is NOT conclusive element. Rather, the Sup Ct states that we should look majorities conduct to see if it meets the standard of oppression(look at exclusions from management, excessive salaries to majority – coupled with no salary to minority/withholding of dividends.

Holding: There was oppression here, bc A acted in the ways stated above and was found to be oppressive. Ct might order a buyout or order dissolution (if the company is profitable, then more likely they would go for buyout)

EVEN IF CONDUCT OPPRESSIVE- dissolution is discretionary. 

Remedy in these cases are often litigated( appt receiver, issue injunction, affirmative action to better minority position (w/o dissolving company).
Contrast Del: The ct will not apply any remedy that the legislature has not approved. The cts believe that minority shareholders should lobby legislature for change or plan for these problems in K. 
INSIDER TRADING AND SECURITIES FRAUD
A. Securities Fraud Generally:
	1. JDX

· Fraud occurred in connection with purchase or sale of securities

·  Interstate commerce involved

2. Standing: SEC, actual sellers and actual buyers can sue

3. Scienter - ∆’s conduct had intent to deceive, defraud and manipulate; Crt said negligence was not enough!!!!  Not clear whether recklessness (extreme indifference) is sufficient or not.  Most crts say recklessness is enough.  

4. Materiality – (Basic) – misrep or omission must meet this standard of materiality

· historical information – look at whether material or not based on reas person

· speculative information – have to balance to determine whether material or not 

5. Conduct: there must misrepresentation or omission. (Fraud = misrep, Insider trading = nondisclosure, Tipping)
6. Reliance – 

· (Basic) establishes rebuttable presumption of reliance (i.e. transaction causation) 

· (Dura) requires P to show proximate cause (loss causation)

7. Economic Loss


· Who has standing to sue under 10(b)(5)? SEC and actual buyer or an actual seller, BUT ∆ does not have to be buying or selling. (think tipper/tippee)
· 10(b)(5) not limited to publicly traded companies (as opposed to 14(a)(9)- fed proxy rules, are ltd to public companies)
· In 1980’s Sup Ct finally recognized an implied private right of action under 10(b)(5) (the statute does not state private right of action nor give remedy). Sup Ct has not defined what the remedy for a 10(b)(5) violation. 
What is needed for 10(b)(5) jdx?

Dupuy:(fed crt) this was fraud in connection with purchase or sale of security

2 bros and mom owned apt complex.  1 bro (π) sick so he withdrew from company.  π brought suit, under 10(b)(5) because said his brother (∆) misrepresented material facts to π to get lesser price than market value.  

Issue: Does ct have jdx?

Rule: To have jdx over 10(b)(5) claim you need:


(1) security(debt or equity) has to be involved; AND


(2) Use of instrumentality of interstate commerce. 

Holding:Yes. Bc here we are dealing with equitable securities and the ct found that the use of telephone was enough to meet the second prong. 
NOTE:

· Punitive damages not available for 10(b)5 claims, but for fraud will get punitives ( every securities class action claim based on 10(b)5 will be accompanied by state claim of fraud.    

Basic

Facts: 2 companies start secret discussions re: merger.  On 3 occasions, the co was asked are you discussing merger and co said no – lied!!  Finally, they issue press release. This is direct action brought as class action by former basic shareholders.  Class= all persons who sold stock after Co denied merger for first time until date trading suspended (announced merger agreement).  

How does π claim that they were injured?  Sold stocks at artificially depressed price; had they known about merger discussion, they would have held onto stock so that they could get higher price when merger goes through. 

Issue 1: When does 10(b)5 apply?
Rule: When there are material fact that are omitted or misrepresented. 

· Here, material fact misrepresented is that they said no merger, when they were discussing a merger. Co. said negotiation is inherently speculative ( Ct did not buy it!
Issue 2? Formulation for materiality?
Rule: Test for materiality: Whether reasonable investor would consider the information important in making the decision at hand (basic).
If situation is speculative (i.e. merger) use different test: Balance probability that merger/negotiation will occur with the magnitude of the event. 
· Here, low probability, but very high pay off/big event!!!!  Thus, it is material ( bc magnitude is so high, want to reveal this fact.

****Rule 10(b)5 by itself does not create duty to disclose info/speak, but if you speak, must be completely truthful (it is a company’s obligation to not lie) OR co can say “no comment.  

What does create a duty to disclose? 

· public companies have to report to SEC - 10Q and 10K + Statement of material changes

· listing requirements on NYSE; when you sign listing agreement, have to agree to make prompt and accurate disclosure to market (NYSE has compliance center that will call if co not living up to obligations); If NYSE thinks violating obligations, it will suspend trading to punish (takes away trading market)(  if they do suspend the trading then shareholders will likely bring derivative suit, claiming that the bd should breached it’s duty of care(misfeasance) bc they did not talk to the regulators. 
· incorporation state’s law fiduciary duty obligations ( create duty to disclose

Reliance element of 10(b)(5):
Showing actual reliance is very burdensome on Ps, so in Basic, the Sup Ct accepted the fraud on the market theory: which gives rise to a rebuttable presumption of reliance in two types of cases: (1) non-disclosure P has to prove that the company has failed to disclosed a material fact; 
(2) Misrepresentations in open-market transactions( we presume that investors use the market info to make decisions, thus when misrep is put on the market, it defraud the purchasers that relied on the market. There is a presumption that people would act differently absent the misrep. 
· This is a rebuttable presumption. D can show that there were other things aside from the non-disclosure or misrep that caused the shareholder to sell. BUT this is a heavy burden bc have to show this for each P. 
·  Public policy: we allow this heavy burden on the D, bc it encourages Ds to be more truthful (and they are the ones in the position to be truthful)
Change in reliance presumption:
Dura –π class purchased Dura stock after false statements made by Dura re FDA approval, but before truth came out.  When bad news came out, Dura’s stock price went down, but it rebounded back to pre-bad news price.  This made ∆s question whether bad news was really the cause of the price fall. 

Issue: Is reliance established by rebuttable presumption or do you need more?
Rule; P must prove that the D’s misconduct proximately caused the P’s loss. 

Holding: You need more. 9th Cir had relied on “fraud on the market” theory, but Sup Ct says that rebuttable presumption is NOT the right test. Here, ct said that there were other factors that could explain the drop in price and bc the Ps had not proven that the D proximately caused Ps loss. 
NOTE**** Dura effectively limits the holding of Basic. You can still take advantage of the rebuttable presumption, but only if the P can prove that the D’s misconduct proximately caused P’s loss. 
Review of CL rules for Insider trading:

Doctrine of half truths- imposes a duty on person to disclose facts necessary to make statement (half-truth) not misleading. 

Your stock is your personal property- and law normally says that you can do what you want with your personal property and you owe no duty to anyone, unless there are other circumstances which show that you do have a duty. 
2 kinds of transactions in which duty to disclose might arise:

(1) open market transaction (ct only recognizes duty to disclose if there was a fiduciary duty. Remember fid. Duties run to corp, NOT shareholder)
(2) face-to-face dealings (exception to CL rule requiring fiduciary duty to impose duty to disclose)
Goodwin v. Agassiz: Insider, A, President and director of Cliff Mining. G, the P, was a shareholder in Cliff Mining. G decides to sell shares. A wants to buy shares. (the fact that A and G’s orders were placed on the same day was a matter of chance) Because G’s order crossed with the insider, G is suing for CL insider trading violations. G claims that A has committed insider trading bc A had material non-public info re: the company (today you would have to use Basic analysis to determine whether the info was material). G is claiming that if he knew of the info, he would not have sold. (can’t use fraud here bc there is no affirmative misrepresentation).

Issue: Did A have duty to disclose?

Rule: In order to have a duty to disclose, you have to show that there was a fiduciary duty and fiduciary duty normally runs from directors to corporation (not from directors to shareholder). 

** Special Facts doctrine: Exception that finds a fiduciary duty that runs from insider to shareholder when a director personally seeks a stockholder for the purpose of buying his shares/there is a face to face transaction.  If this is the case, the director has to disclose all material non-public facts. 
Holding: No liability here, bc no fiduciary duty to shareholder, therefore no duty to disclose. 

Public policy premise for the special facts doctrine: Don’t want fiduciary to take advantage of the shareholder. Not fundamentally fair for an insider to use info to their own advantage and to the detriment of shareholders. 

Problems in Handout pg 121:

(a) M wants to sue A for lost profits! Under Goodwin, here this may fall under the exception, because the transaction was face-to-face and therefore there was a duty to disclose that ran b/t the shareholder and the director.  (good news case)

(b) A wanted to avoid the loss that she would have suffered if she did not sell. (bad news case). Here, C was not a shareholder, so CL cts say there is no fiduciary duty to him specifically. If ct finds A has breached her fiduciary duty by selling shares to a non-shareholder, then the ct would be saying that insider has a duty to all “would-be” shareholders( TOO BROAD!!
Once 10(b)(5) came along( then the Ps stopped trying to bring these suits in state ct, and went to fed ct where the exact same conduct could form the basis of 10(b)(5) lawsuit on the theory that insider trading violates 10(b)(5). 
In the Matter of Cady Roberts and Co: Broker served on bd. The bd of the corp voted to reduce dividends. During break in bd mtg. broker called his office and told them that the co was going to decrease dividends. One of the other brokers found this out and sold his stock.  The SEC brought lawsuit claiming insider trading against the broker/director. Here insider was the bd member. 
Issue: Did broker have duty to disclose?
Rule: Insiders a duty to disclose all material non-public information or abstain from trading until full and adequate disclosure is made. 
· basis for the disclose or abstain rule? Fundamental fairness. These insiders are the people who have better access to information that will help them make informed decision re: whether to sell. (Under cases like Goodwin there would be no state law duty to disclose in this case bc there was no fiduciary duty) 
· Who is subject to this duty?Insiders( officers, directors and sometimes shareholders. 

Holding: Yes. Broker had a duty to disclose or abstain. 
SEC v. Texas Gulf Sulphur Co.: corp discovered a huge mineral strike in Canada and investing public did not know about this development. The company officers knew all about this mineral strike and went out and bought a lot of stock on the stock exchange, then once the news is disclosed to the public stock price went way up and they sold shares. 
Issue: Did the officers have a duty to disclose? What was the scope of their duty?

Holding: They did have a duty to disclose or should have abstained from trading because they had material non-public information. TX law stated that there was a duty to disclose whenever you have non-public material facts. (parity of information theory- even if no fiduciary duty)
RULE: Same as disclose or abstain, but Maynard adds that in order to adequately disclose, you also have to adequately disseminate the info (this is a question of fact).  
Public policy: moved away from the rationale in Cady Roberts to the bigger concern re: fundamental fairness in the market, not just fiduciary duty/fairness. Want to maintain investor confidence and protect the national market. 

NOTES***

· SEC suggests certain windows where insiders can trade freely with little chance of being penalized (i.e. after a disclosure like filing 10K form, etc….)
Chiarella: (first criminal prosecution for insider trading) D is printer, working in a bonded print shop (that printed financial information). Bidder is planning secretly to make an offer to buy stock of Target co. Bidder co has obligation to print tender offer materials which have to be filed with SEC on the day that the bid is made. Bidder usually leaves out key pieces of info in the material that would be printed. C read the press and looked at the docs, C figured out who the bidder was going to make offer to. Key point- C then bought stock of the target company at a low ball price before the tender offer, and then sell after the offer was made. Lower ct convicts C of insider trading in violation of 10(b)(5) on the parity of information theory.  (i.e. C got material non-public info and did not disclose). 

Issue: Did C have duty to disclose?
Rule: Possession of information + non disclosure is NOT enough to show violation of 10(b)(5). There has to be an independent source of a duty (fiduciary duty/relationship of trust) that gives rise of duty to disclose. 
Holding: No. Ct rejects the parody of infor theory. Ct says that because there was no fiduciary duty between C and the target co, he had NO duty to disclose. (If C had bought shares in bidder co, then there would be a duty to disclose, bc his employer would have a fiduciary duty to the company and this duty ran to C as an agent of the company) 

NOTES***
· Would you have a different result in Gulf Oil now? NO bc there the officers (insiders), as a matter of state law, owe a fiduciary duty to corp. (so here we use fed law 10(b)(5) to enforce the duty that is stated in state law)
· Why as a matter of fed security law do we worry about state defined fiduciary duty of insiders?
· Investor’s confidence in the market- this is enforced by affirming state fiduciary duties of officers/directors.  Make sure that investors have confidence that insiders are not routinely free to trade with their inside information and rip off the investors without knowledge. Insider can’t be allowed to do indirectly what they are not directly unable to do!
O’Hagan: Partner in law firm in MN. Law firms client is Grand Met, who is about to make a tender offer to Pillsbury (target company). O steals from client trust funds to cover his gambling habits. O goes to lunch with corp partner, who takes about the tender offer by Grand Met. O becomes the singles largest holder of call options in Pillsbury stock.  Then, when tender is announced, he sells and makes $4.4 million. SEC sues, and O says no insider trading argument. He says that there was fiduciary duty. (He says I am trading in Pillsbury stock, and I only owe duty to Grand Met). 
Issue: Was O guilty of insider trading?

Holding: Yes, under the misappropriation theory. 

Rule: Misappropriation theory: basically if insider owes the source of the information a duty and breaches that duty, then the insider can be held liable under 10(b)(5). Ct finds that the insider is essentially stealing/converting/misappropriating the information and using it to his own advantage. 
NOTES***

· IF O told the firm that he was going to buy the shares and they allowed this, he would not be found to have violated 10(b)(5). If the law firm had a policy that allowed employees to use private info to trade, there would be no violation if O traded.  This is because both the law firm and Grand Met are O’s principals, and if the law firm had a policy that allowed this behavior, then O would be following its principals orders, and only the law firm would be liable to grand met. 

Tipper/Tippee Liability:
Tipper: Insider in possession of material non-public info
Tippee: Receives info from tipper and passes info onto people who trade based on this info. 
Dirks:  S/insider ( tipper. Dirks/Analyst: Tippee. Dirks talks to people in his financial firm, and thereby indirectly to institutional investors. So all institutional investors that have Equity Funding in their portfolio dump the stock and avoid the loss that is inevitable when the info gets out. (bad news case). SEC goes after D, on the equality/parity of information theory. 

Issue: Was D liable under 10(b)(5)?
Rule: Tippee inherits the duty of tipper, so only if the tipper has a duty to disclose and breaches it, can the tippee be liable. 
Test for tippee liability: 

(1) When the tipper passed info along in breach of their fiduciary duty AND
(2) the tipper must personally benefit (either directly or indirectly) financially or non-financially
NOTE*** non-pecuniary gain- truly can be anything. Remember nerd/CEO hypo- (gain was looking better in the eyes of old flame/sexual favors from mistress- this was enough to impose liability based on tipper/tippee!)
(3) Tippee knew or should have known of the breach (tippee scienter requirement) AND actually traded.
Holding: NO. Here, the tipper, S, did not personally benefit from the breach, so D could not be held liable as tippee.  
Problem with chain of tippees( at some point the sub-sub-sub tippee is too attenuated to show that the tippee knew or should have known about the tipper’s breach. (BUT, remember extreme situations, where the sub tippee bets the house, it might be possible to show the necessary scienter)
Tipper will be held liable for the tippee’s profits. In extreme cases, they can also be criminally prosecuted by the government. 
16(B):

16(b): known as short swing profit rule and is a particular type of insiders trading. Violated if you have a purchase AND sale that occur within 6 months of each other (round trip trading).  Has to be done by statutory insider: directors/officers/beneficial owners (street name owner) with more than 10% of company stock. 

NOTES:

· Who sues under 16(b)? This creates express cause of action (as opposed to the implied cause of action in 10(b)(5)), which creates standing for the corporation. Statutorily created right to bring a shareholder derivative action. (In Reliance the company sued itself/insider)

· Is there a scienter requirement to violate 16(b)? NO it is SL offense. If all of the elements are met, it doesn’t matter that you are not in possession of material non-public info. Congress decided to assume that more often than not, insider has this type of info. 

· These cases are very rare today bc general counsel protects companies rep, but ensuring no 16(b) problems. Most companies today require trading by the statutory insider to be pre-cleared by general counsel. 

Elements of 16(b) cause of action:

(1) Company(P) has to be a reporting company (registered on NYSE, or in NASDAQ with 500 or more shareholders/10million in assets)

(2) D has to be Statutory insider: directors/officers/beneficial owners (street name owner) with more than 10% of company stock.
- if director/officer either at the time you bought OR sold this is enough, don’t have to be director/officer at both points

- More than 10% shareholder/beneficial owner- have to be above 10% BOTH at time bought and time you sold. 
(3) Purchase and Sale( Roundtrip (two purchases or two sells will NOT do it!)

· The D has to sell equity security (SHARES only, does not extend to trading in the company’s debt, just company stock( unlike 10(b)(5) which covers ANY equity exchanges)

· Match of purchase and sale- can use the same purchase or sale more than once so long as roundtrip still in the same window- just have to check the profit, may be different sale/buy prices!   

· If multiple buys and sales you can take the highest sale and match with the lowest buy to calculate the profit (but only up to the amount that was purchased during the 6 months)( this is because this law is PUNITIVE!

(4) Profit
LIMITED LIABILITY PARTNERSHIP: 

· Partnership with at least one general partner who is unlimitedly liable for all of the debts of the partnership. Limited partners provide capital in exchange for passive partnership (they had no personal liability, they only risk losing the amount that they provide in capital). 
· Limited partnership codified: have to have at least one general and one limited partner. NO inadvertent formation, have to file a certificate with state in order to be a validly organized limited partnership. 
Key thing for limited partners (and most controversial issue): standard that if a certain line crossed then the limited partner would lose the shield of limited liability. 

· Old Law: Ltd partner would become liable like general partner if they took part in controlling/managing the partnership. 

· This created litigation re: what conduct constituted “taking part in control of the business” So this led to movement to reform

· New law: §303( ltd partner is NOT liable as general partner unless they participate in control of the business (this means all old CL is still good law), HOWEVER, if you have facts that show that the ltd partner participates in the business, then the partner is liable ONLY to those creditors who transacts with the ltd partner and reasonably believe that the ltd partner is a general partner. (SO tell the 3d parties that you are ltd partners!)
· Delaney: C, K, S- they are the promoters who want to open franchise, but don’t have $ to buy franchise rights, so they go to other investors. They get 19 other people, all of whom insisted that all of the losses passed through to them, so they could write the losses off on their income tax AND limited partners. C,K,S form corp to be the general partner. The promoters invest in this corp and become shareholders/directors/officers. Structure is leased from Delaney (full and adequate disclosure is made as to who the tenant is on the lease) and the lessee is the ltd partnership. The general partner acts for the partnership, here that would be the corporation. But since corp is intangible entity, C signed the lease for the corp. (LL should ask for a secretary certified record of bd resolution)

· General partner, here the corp, has unlimited liability for all of the debts of the business. Here, the corp is marginally capitalized, so the LL sues the 19 other ltd partners. He sues claiming that they acted in a way that showed control over the business. (this would shed them of their limited liability) LL claims that C, K, and S should be liable bc they control the corp (they are the officers/directors etc). BUT the LL was on notice re: the fact that the corporation was the general partner, and as such knew that there would be limited personal liability. 

· Marginally capitalized business can serve to allocate risk. Here, the LL is taking a risk that the startup business (the partnership) is going to be profitable, by allowing the marginally capitalized business to be the general partner. 

· Dissent: doesn’t like where corp is serving as a general partner( bc conflict of interest bt C,K,S have to look out for the best interest of both the corp and the partnership and the two might sometime be opposed. This was enough for the dissent to want a brightline rule that you can never have a corp as general partnership. 

· Conflict of interest is NOT always a bad thing. The problem is how we address the conflict. 
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