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	Agency Law

	Agency is the fiduciary relationship that arises when one person (“principal”) manifests assent to another person (“agent”) that the agent shall act on the principal’s behalf and subject to the principal’s control, and the agent manifests or otherwise consents so to act. (RS3 Agency  § 1.01)

	Agency law asks:
	- Can one party may be held responsible for or bound by the actions of another? When?
- What rights and obligations do those parties have to one another?

	Agency Analysis/Creating an Agency Relationship
	Whether an agency relationship exists:

1. Manifestation of consent by the principal that the agent act on the principal’s behalf, 

2. Subject to the principal’s control,

3. Agent manifests consent. 

	
	Manifestation of Consent
	Control

	
	Must be some form of understanding between the parties:

- NOT necessarily a contract

- NOT essential that agent receive compensation

- Silence can be used to show consent
	Generally, within the scope of the agency. Can include:

- Employees

- Independent contractors

	
	Agency may be proven by an evaluation of the facts:

(ex: What parties said/did; How parties acted; Course of dealing over time)

	Principal-Agent Relationship/Basic Tenets
	Three potential parties in agency:
· Principal

· Agent

· Third Party

Basic tenets arising in an agency relationship:
· A has certain duties and obligations to P
· P has certain duties and obligations to A
· P is responsible for tortious acts committed by A against a third party when the acts fall within the scope of the agency

· A has the ability to enter into binding agreements with third parties on P’s behalf, so long as the agreement may be traced to P’s authority

· A’s knowledge in the subject matter of the agency is imputed to P

	Authority

	Actual Authority
	- Grants A authority to bind P to agreements within the scope of the agency

- A has actual authority when P “communicates” to A about the activities in which A may engage & the obligations A may undertake

	
	Express Actual Authority
	Implied Actual Authority

	
	- Examine P’s explicit instructions/manifestations

(ex: Go make a contract)
	- Includes actions necessary to accomplish P’s original instructions AND actions A reasonably believes P wants him to do

	Apparent Authority
	Apparent authority is created when a principal or apparent principal does something, says something, or creates a reasonable impression (a “manifestation”) that the agent or apparent agent has the authority to act on behalf of the apparent principal.

- Manifestation can be an affirmative action or a failure to do something

- 3rd Party does not need to show detrimental reliance to support apparent authority claim

- Based on what the third party reasonably believes A is authorized to do based on P’s behavior, NOT what P wants A to do

	Liability of an Undisclosed Principal
	A principal is undisclosed when the agent is working on behalf of a principal, but no one knows they’re an agent, rather than the principal.
- A acts on actual authority but P’s existence is not made known to third party

- A may act without actual authority 
( there is NO apparent authority because the undisclosed P can’t make any manifestation to the third party

	Ratification
	A principal can retroactively ratify and bind itself to an agent’s agreement even if the agent had no authority to make the agreement at the time it was made:

- Principal must manifest assent to agreement through word (express) or deed (conduct)
--Affirmation can be express or implied (as by accepting benefits of transaction)

- Law must give effect to that assent

Once a contract is ratified, it creates retroactive authority effective at the time of agreement

	
	Limits on Ratification

	
	For ratification to be valid:
- P must know or have reason to know material facts relating to the transaction

- P may not partially ratify (all or nothing)

- If the Third Party expressed intent to withdraw, the principal may not subsequently ratify the agreement

- Ratification will be denied if necessary to protect an innocent third party 

If P had no capacity to enter agreement at time it was made (ex: a minor), then ratification is effective at time of capacity rather than time of agreement

	Estoppel
	Estoppel prevents a principal from arguing that no authority existed at the time the agent entered into the contract, BUT does not create a binding contract.
- Generally arises when a third party alters his position in reliance on the purported authority.

Estoppel involves:

1. Acts or omissions (generally wrongful) by the principal, either intentional or negligent, which create an appearance of authority in the purported agent

2. Third party who reasonably & in good faith acts in reliance on that appearance of authority

3. Third party alters his position in reliance on that purported authority

	Agency Problems Involving Contracts

	Contract Analysis 
(When is a principal bound by its agent’s contracts?)
	Whether the Principal is bound by the contract:

· Did the principal give actual authority (express or implied) to the agent?

· Did the principal make some manifestation to the third party that created apparent authority?

· Was the principal undisclosed or unidentified? (see below)

· Did the principal ratify the contract?

( Do any exceptions apply? (didn’t know all the facts; partial ratification; unfair to innocent third party)

· Is there an estoppel issue?

( Did the principal do something wrong or fail to do something that created an impression of authority with a third party?

( Did the third party rely and alter his position to his detriment based on that impression?
· Was agreement created in the scope of A’s actual or apparent authority?


	
	When is an undisclosed principal bound by an agent’s contract?

	
	When an agent acting with actual authority makes a contract on behalf of an undisclosed principal: (RS3 Agency §6.03)

1. P is a party to the contract unless excluded by the contract,

2. A and third party are parties to the contract, AND

3. P, if a party to the contract, and the third party have the same rights, liabilities, and defenses against each other as if P made the contract personally

When an A acting without actual authority makes a contract on behalf of an undisclosed principal, the principal may be bound: (RS3 Agency §2.06)

1. When a third party has made a detrimental change in position, AND

2. P had notice:

a. Of the A’s conduct,  AND 

b. That A’s conduct might induce a third party to change its position, AND

3. P did not take reasonable steps to notify third parties of the actual facts

	
	When is an unidentified principal bound by an agent’s contract?

	
	- If the agent acted with actual or apparent authority, the unidentified principal is bound. 
- Apply undisclosed principal analysis for without actual authority.

	Agent’s Liability for Contracts 

(When is the agent bound by contracts made on behalf of the principal?)
	An A is NOT liable as a party to a contract made on behalf of a disclosed P, unless:

- The A and the third party agree that the agent will be bound (RS3 Agency §6.01)

- There are other special circumstances

An A acting without authority on behalf of a disclosed P probably will not be bound, BUT:

- Could be liable to the third party for breach of the A’s warranty of authority

- Could be liable to the principal for damages caused by the agent’s improper actions

	
	Agent liability for an undisclosed principal

	
	When an agent acts on behalf of a principal, but does not tell the third party (and the third party does not know), the principal is undisclosed.
· The agent is bound by the agreement, because:

-- The third party thinks it’s entering into an agreement with the agent

-- No other party is disclosed, so the agent is presumed to be a party

	
	Agent liability for an unidentified principal

	
	When an A tells the third party that he is acting on behalf of a P, but does not disclose the identity of the P, that P is unidentified or partially disclosed.
· A is bound by the agreement, because:
-- An unidentified party may not enter into a contract, so the A is treated as a party 
An A can be held personally liable for actions taken on behalf of P if A does not disclose the P.

	Agency Problems Involving Torts

	Tort questions in agency ask whether the principal may be found liable for the torts of the agent. Basic tort principals govern:
- A principal is always liable for his own negligence.

- An agent is always liable for his own negligence. (RS3 Agency §7.01)

	Tort Analysis
(When is a non-negligent principal liable for an agent’s actions?)
	· Is there an employee-employer relationship?

( Did the principal have the right to exert control over the means and manner in which the agent performed the tasks?

· If the agent is an employee, did the tort occur within the scope of the employment or was it clearly outside the scope?
( If the tort was intentional, with no purpose to serve the employer, was it foreseeable (characteristic of the risks arising from the employment)?

· If there is not an employee-employer relationship, is there sufficient control to create a “non-employee agent”?
( If so, did the tort occur within the scope of that control?

· Even if there is no control exerted over the agent, does the tort fall into an exception such as an inherently dangerous activity, a non-delegable duty, or negligent hiring?
· Even if there is no liability for the principal under a control analysis, is there a claim for apparent agency because the third party reasonably relied on the appearance of agency and was harmed as a result of that reliance?

	Respondeat Superior
	Principals/employers are vicariously liable for the torts of their employees which arise within the scope of that employment.

	Employees v. 

Non-Employee Agents (“Independent Contractors”)
	- Employees & independent contractors create different potential liabilities for their principals.

- Whether there is an employee-employer relationship is a question of fact.

	
	Employees

	
	Whether P has the right to exert enough control for A to be considered an employee. 
Factors: (comment f, RS3 Agency §7.07)
1. Extent of control A & P have agreed P may exert over the details of the work

-- The extent to which P actually exerts that control is relevant. 

2. Whether A is engaged in a distinct occupation or business
3. Whether the type of work done by A is customarily done under P’s direction or without supervision

4. Skill required in A’s occupation

5. Whether A or P supplies the tools or other instrumentalities required for the work and the place in which to perform it

6. Length of time during which A is engaged by P
7. Whether A is paid by the job or by time worked

8. Whether P & A believe they are creating an employment relationship

9. Whether P is or is not in business

	
	Non-Employee Agents

	
	Ps are NOT responsible for the torts committed by their non-employee As, UNLESS:
· The tort arises out of an area over which P exercised control

· The tort falls into an exception

“Continuum of control”

· P may exercise some control over the subject matter of the agency, but not enough to create an employee-employer relationships

· P may exert virtually no control (third party performs services on an independent basis)

	Intentional Torts
	Principals/employers are NOT typically liable for the intentional torts of their agents/employees.
- Usually outside the scope of employment

- Not committed with the intent of serving the employer

However, principal MAY be found liable for an agent’s intentional tort if:

- The tort was committed with the intent of serving the employer 
-- ex: bouncer ejecting a rowdy patron in a way that leads to injury
- It was foreseeable that some harm might arise out of the specific employment/agency relationship

-- Was the tort of “characteristic risk” associated with the employment?

	Frolic & Detour
	Whether the employer is liable depends on if the employee has left employment:

Detour occurs when an employee is still engaged in employment activities, but strays only slightly from the direct assignment:

- ex: On way to the bank to deposit money for his employer, an employee takes a longer route to drive past a new sculpture in the park. 

-- The employer is still liable for any accidents. 

Frolic occurs when an employee leaves the employment to do something for personal reasons.

- ex: The same employee stops to see a movie on the way back from depositing the money.

-- The employer is NOT liable because the employee has left his employment. 

	Special Circumstances
	Whether a principal can be held liable even if the agent is NOT an employee, either through vicarious liability or because the principal was negligent

	
	Inherently Dangerous Activities
	Non-Delegable Duties
	Negligent Hiring

	
	Any activity likely to cause harm or damage unless precautions are taken.

-- ex: Demolition
	A duty that can’t be avoided by delegating the task to another person (agent).


	Principal can be found liable for torts of non-employee agent if principal was negligent in hiring agent

	Franchise Arrangements
	A franchise arrangement involves a company or individual selling a product or service or operating a business pursuant to a license to do so from another company or individual. 
“Right to Control”

-  Whether a franchisor has exercised sufficient control over the franchisee to create an agency relationship through which the franchisor might be found liable for tortious conduct of the franchisee. Look to:

· The extent of the franchisor’s involvement in day-to-day operations. 

· The franchisor’s rights to control the franchisee’s operations (even if not exercised)

( Includes provisions in franchise arrangement: pricing requirements, audit rights, approval of advertising

( Whether the principal-agent relationship was such that the franchisor should have exercised control

· Apparent authority (creating the image that franchisor is in control – see below)

	Apparent Authority
	Under apparent authority, a principal or alleged principal could incur liability for wrongdoing committed by an agent or alleged agent acting on behalf of (or purportedly on behalf of) the principal. 

Typically turns on:

- Control

- Vicarious responsibility

- NOT questions of appearances

Arises when the wrongdoer is not an employee or sometimes even an agent, but there are circumstances that lead a third party to reasonably believe that an employment or agency relationship exists.

	
	Apparent Agency Analysis

	
	· Does third party have a reasonable belief that the alleged A is an A of the P?
· Does P, through action (or inaction) create (or fail to dispel) that reasonable belief?
· Is there a showing that the third party’s injury could have been avoided had the alleged P exercised control over the alleged A?
( The third party’s injury arose out of that third party’s reasonable belief that an employee/agency relationship existed. 

	Agent’s Liability

	Agent Liability Analysis 

(Is the agent liable?)
	A can be held liable if:
· A violated any duty to P
· A violated any duty to a third party

· A willfully or negligently damaged a third party

	Indemnification
	A has claim for indemnification against P for any costs, expenses, or damages A incurred if:

· A acted with P’s authority

· A did not cause the breach of the agreement

	Duties of the Agent to the Principal

	When one person takes responsibility to act on behalf of another, that responsibility carries duties beyond the completion of the task. 

	Waiver

RS3 Agency §8.06
	Some duties may be waived by the principal, but a waiver requires: 

· P be fully informed

· A still acts under duty of good faith and fair dealing with respect to P
If A violates these duties without consent of fully informed P:
· A will be liable to P for damages

· A could also be liable to disgorge to P any profit made by A in violation of a duty, even if P could not have made the same profit

	Duty of Care, Competence, and Diligence
RS3 Agency §8.08
	An agent has a duty to act with the care, competence, and diligence normally exercised by agents in similar circumstances, UNLESS:
-- A has special skills or knowledge requiring them to act at the commensurate, higher level of skill or knowledge. 

	Duty of Loyalty
RS3 Agency §8.01
	The agent has a duty to act loyally for the principal’s benefit in all matters connected with the agency 

	Material Benefits

RS3 Agency §8.02
	Duty not to acquire material benefits arising out of the agency

	
	Agents may not acquire a material benefit from a third party in connection with transactions or actions taken on behalf of the principal or otherwise through the agent’s position. 



	Competition

RS3 Agency §8.03 – 8.04
	Duty not to act as (or on behalf of) an adverse party

	
	An agent may not deal with the principal as or on behalf of an adverse party in a transaction connected with the agency relationship 

	
	Duty not to compete

	
	Agent may not compete with the principal or take action on behalf of or otherwise assist the principal’s competitors.
-- Duty does not extend beyond the end of the agency relationship

-- Duty does not prohibit an agent from preparing to compete after the end of the agency relationship so long as the agent’s conduct isn’t wrongful. 

	Duty not to use principal’s property

RS3 Agency §8.05(1)
	An agent may not use the property of the principal for the agent’s own purposes or the purposes of a third party 

	Duty of good conduct

RS3 Agency §8.10
	Within the scope of the agency, an agent must act reasonably and refrain from conduct that is likely to damage the principal’s enterprise. 

	Duty to provide information

RS3 Agency §8.11
	Agents have a duty to provide the principal with facts that the agent knows, has reason to know, or should know, IF:
-- The agent knows or should know that the principal would want to know those facts

-- The facts are material to the agent’s duties to the principal

BUT, only if providing the facts does not violate a superior duty owed by the agent to another person 

	Confidentiality

RS3 Agency §8.05(2)
	Duty to not use confidential information

	
	An agent may not use or communicate confidential information of the principal for the agent’s own purposes or for the purpose of a third party. 
-- Typically prevents the use or disclosure of confidential information learned during the agency relationship, even after the termination of that agency relationship. 

-- BUT duty of confidentiality does terminate with the agency relationship so long as the information wasn’t learned during the agency

	Duties of the Principal to the Agent

	Duty to Indemnify

(RS3 Agency §8.14)


	P must typically indemnify A for costs, expenses, and/or damages incurred by the agent: 
-- In the scope of the agency

-- When acting for the principal’s benefit

-- Acting in accordance with any agreement between the agent and the principal

-- Provided the agent is acting with actual authority.

	Duty of Good Faith and Fair Dealing

(RS3 Agency §8.15)
	A principal must deal with an agent fairly and in good faith. Includes: 
-- An obligation to inform the agent about risks of physical harm or financial loss that the principal knows, has reason to know, or should know are present in the agent’s work, but are unknown to the agent.


	Partnerships

	Partners are jointly & severally liable for the debts & obligations of the corporation

Partnerships are the simplest form of entity, formed by an association of two or more persons to carry on as co-owners of a business for profit.  (UPA §6(1))
· Association between partners must be voluntary

· Knowledge or intent to form a partnership is not required

· No formal contract needed

Ask: Is it the intent of the parties to carry on as co-owners of a definite business

	Characteristics of a Partnership
	Profit Sharing

	
	Sharing profits is prima facie evidence (rebuttable presumption) that a partnership exits, EXCEPT:

-- Where profits are received as debt service, wages, rent, or an annuity

	
	Contribution

	
	Owners in a partnership generally make some contribution in exchange for their interest in the partnership.

-- Contribution does not need to be monetary

- Joint ownership alone does not automatically mean a partnership exits.

- Neither sharing gross returns nor giving capital to an enterprise is sufficient on its own to create a partnership

	
	Participation in Management

	
	Partners jointly participate in the management of the endeavor. This does NOT require:

-- Partners to have equal control

-- Control to be divided equally

	
	Risk of Loss

	
	Partners share the risk of financial loss. (Unlike employees and lenders, who don’t share in the losses other than failure of the business itself.)

	
	Absence of Alternate Classification

	
	If the endeavor is registered as another entity, such as an LLC, then it is not a partnership.

-- Even though these characteristics may be present in another form of entity

	Partnership v. Employment Relationship?
	Whether a relationship is a partnership or an employee-employer relationship:

· Intent of the parties (not definitive)

· Language of the agreement (if any)

· Conduct of the parties toward third parties

· Treatment of returns of the business (is there sharing of profits/losses?)

( Profits received as wages or commission, etc., are evidence of an employment relationship

· Who bears the risk of financial loss

	
	Differences between Partners and Employees

	
	- Fiduciary duties employees owe to employers are narrower

- The default rules (RUPA) do not apply to employees

- Non-employee partners may not sue under Title VII for discrimination in the workplace or for minimum wage violations.
- Employees don’t share in the profits of the partnership

	Joint Venture
	A joint venture is a business endeavor undertaken by two or more parties. Typically:

-- Have limited scope

-- Are for a limited time

To the extent a joint endeavor fits the definition of partnership, it will be treated as a partnership even if it is called a “joint venture”

	Features of a Partnership

	Basic Partnership Features
	Liabilities

	
	Each partner is jointly and severally liable for the debts of the partnership.

-- If the partnership’s assets are not sufficient to cover the debts of the partnership, the partners are personally liable for those debts. 

Each partner has the power to create obligations and liabilities for the partnership.

	
	Control

	
	Each partner has the ability to participate in the control and management of the partnership.

- Each partner is entitled to one vote regardless of how much capital they contributed (RUPA)

- Alternative voting standards can be established by an agreement among the partners

	
	Returns

	
	Profits are shared equally among the partners.

When a partnership is dissolved, the money is divided up among the partners.

 - Profits are allocated per person regardless of how much money each person contributed

-- Partners can change this by agreement to allocate profits differently (such as based on the amount contributed to the partnership)

	
	Tax Treatment

	
	- Partnerships are not taxed on their income. 

- Tax responsibility or credit for profits or losses is “passed through” to the partners to put on their personal tax returns.

	
	Fiduciary Duties

	
	Partners owe fiduciary duties to each other and to the partnership. (see below)

	
	Distinct Entity

	
	A partnership is a distinct entity separate from its partners. It can:

-- Enter into contracts

-- Own property

-- Hold rights under the law

	Default Rules

RUPA §103
	The default rules (RUPA/UPA) typically apply if the partnership is not governed by a partnership agreement or the agreement does not cover a particular area. Most of the default rules can be modified by agreement, but a partnership agreement may not:  

· Unreasonably restrict a partner’s access to the partnership’s books and records

· Eliminate the general duty of loyalty (specific exceptions may be approved)

· Unreasonably reduce the duty of care

· Eliminate the obligation of good faith and fair dealing

· Vary the power of a partner to dissociate

· Vary the right of a court to expel a partner under specific circumstances

· Vary the requirement to wind up the partnership business in certain circumstances

· Restrict the rights of third parties under RUPA

	Nature of Partnership Interests

	Management Rights
	Management rights include:  (see below)
· The right to vote

· The right to participate in management of the partnership

Management rights are generally NOT transferrable, unless the other partners all consent.

	Economic Rights
	Economic rights include:

· The right to receive money (which is distributed from the partnership to the holder of the economic rights)
Economic rights ARE transferable. 

	
	Transferees

	
	Transferee rights and limitations:

· Right to obtain money that would have been paid to the transferor partner

· NO right to vote

· NO right to become a partner just by holding economic rights

· NOT considered a partner

· NOT entitled to any right in any specific property of the partnership

How can transferees obtain an economic interest?

1. By voluntary transfer by the transferor partner

2. By involuntary transfer by the transferor partner

-- may occur by an enforcement of a judgment against that partner

3. Inheritance (by the death of the transferor partner)

	
	Problems with Transferees

	
	Transferor partner often still holds management rights even after economic rights are transferred. Transferee is dependent on the transferor to:
· Enforce certain fiduciary protections/obligations

· Vote in the transferee’s interests

When the transfer is involuntary or because of the transferor’s death:
· The transferee is dependent on the remaining partners 
· The transferee can only receive the funds the partners decide to distribute. 

- Transferees require the votes of all remaining partners to become new partners.

- These restrictions can be altered by the partnership agreement.

	Partnership Property

RUPA §203
	All property acquired by the partnership:

· Is the property of the partnership itself 
· NOT of the partners individually

· No single partner has an interest in or right to any specific property owned by the partnership

	Partnership Management

	Ordinary Course of Business
	Each partner is an agent of the partnership for the purpose of conducting the partnership’s business.

Any partner has the authority to bind the partnership in the ordinary course of business:

-- UNLESS the partnership agreement says otherwise.

	Beyond Ordinary Business
	Each partner has one vote, unless otherwise stipulated by the partnership agreement. 
When a partnership wants to make a decision about or change in some aspect of day-to-day operations, a vote is appropriate. 

-- A majority vote is usually required to make such a change

A vote is also appropriate for matters outside the ordinary course of business.
-- ex: selling partnership assets

-- A unanimous vote is usually required

These standards can be altered by the partnership agreement.

	Issues in Management
	Voting requirements can create difficulties, especially with an even number of partners.

-- ex: If two partners own 50% & one wants to stop doing business with a supplier, it requires a majority vote, but 50% is not a majority. 

	
	Authority Issues

	
	Because all partners have the power to bind the partnership in the ordinary course of business, a partner may act with apparent authority rather than actual authority. 

IF the act violated the partnership agreement:

· Partnership has a claim against the partner

· BUT the partnership might still be bound, IF:

( The third party reasonably believed the partner was acting with actual authority

It is less reasonable for a third party to rely on apparent authority if the transaction is outside the ordinary course of business

	Partnership Financial Structure

	Profits
	Each partner is entitled to share equally in the partnership’s profits. (RUPA §401(b))
-- Each partner is liable for the partnership’s losses in the same proportion of their share of profits

A capital account is established for each partner at the formation of the partnership:

· Keeps track of balance of that partner’s “capital” that is invested with the partnership

· May increase or decrease during the partnership term

( Decreased by:

· Allocations of loss

· Any distributions made by the partnership to or on behalf of that partner

( Increased by:

· Allocations of profits

· Any contributions made by or on behalf of that partner

· Does NOT necessarily measure the value of a partner’s stake in the partnership, it is an accounting device to track how much a partner has contributed or received and the profits & losses allocated to that partner
If the partner has a negative balance following the dissolution of the partnership, then that partner is obligated to the partnership for that amount. (RUPA §807(b))

	Liability
	Each partner is jointly and severally liable for the debts of the partnership.
-- An outside creditor can make a claim against any partnership for the total amount of an obligation owed by the partnership to that creditor

If any one partner makes payments or incurs liabilities in excess of that partner’s share of liabilities in the partnership:

· The partner has a right to indemnification from the partnership (RUPA §401(c))
· If the partnership does not have assets sufficient to indemnify the partner, the partner or the partnership can seek contribution from the other partners. (RUPA §405)

	Alternative Arrangements
	Often entities will modify the provisions of a partnership agreement to provide for different allocations and financial structures than the default arrangements.

-- ex: One partner contributes labor but not capital & the other contributes all of the capital

	Partnership by Estoppel

	Under “partnership by estoppel,” even when someone is not a partner, they might still be held liable for the debts of the partnership if they allow the partners to act in a way that leads third parties to reasonably believe the non-partner is in fact a partner. 

	Conditions Creating Responsibility 
	Partnership by estoppel requires:
· Some manifestation by the alleged partner

( The non-partner must act or fail to act in a way which creates the appearance that they are in fact a partner

( The manifestation doesn’t need to be made directly to the third party

· Actual reliance

( The party claiming partnership by estoppel must actually rely on the manifestation

· That reliance must have been reasonable

For “partnership by estoppel,” the reasonable understanding of the third party must be traceable back to something the non-partner did or failed to do.

	Apparent Authority of a Purported Partner
	A partnership may be held liable for the actions of a non-partner/an apparent partner may be able to bind the partnership IF:

· The partnership did or failed to do something to make it appear that the non-partner was actually a partner AND, as a result,
· A third party reasonably believes the non-partner had the authority to act on behalf of the partnership in the transaction in question

· There is NO detrimental reliance requirement

	

	Fiduciary Obligations of Partners

	“Many forms of conduct permissible in a workaday world for those acting at arm’s length, are forbidden to those bound by fiduciary ties. . . . Not honesty alone, but the punctilio of an honor the most sensitive is then the standard of behavior.” (J. Cardozo, Meinhard v. Salmon)

	General Duties
	All fiduciary obligations to the partnership and other partners fall within the two general duties: duty of loyalty and duty of care. (RUPA §404)

	
	Duty of Loyalty

	
	Duty of loyalty encompasses the obligation of each partner:
· To account to the partnership for profits, property, or benefits from the conduct (winding up) of partnership business or the use of partnership property
· To refrain from acting as or on behalf of a party with an adverse interest to the partnership (avoid conflicts of interest)

· To refrain from competing with the partnership in the subject matter of the partnership business

· To perform all duties consistent with the obligation of good faith and fair dealing

	
	Duty of Care

	
	Duty of care is the standard by which a partner must evaluate and make partnership decisions. A partner must not engage in: (RUPA §404(c))

-- Gross negligence
-- Reckless conduct

-- Intentional misconduct

-- A knowing violation of the law

Mere negligence is not typically a violation of the duty of care.

	Covenant of Good Faith and Fair Dealing
	Every partner has the obligation to discharge their duties to (and exercise any rights held in) the partnership, and to the other partners, consistent with the implied covenant of good faith and fair dealing.
-- NOT a fiduciary duty

-- Central to the conduct and operation of every partnership

-- Standard partners may not violate even by action otherwise valid under the partnership agreement

	Partnership Opportunities
	Partners have a duty to not take opportunities for personal benefit which rightfully belong to the partnership. 

Information can belong to a partnership.

Ask: What is the nature of the opportunity? 
-- Is the “opportunity” just information about the potential to profit in an enterprise outside the scope of partnership business?

( Disclosure of the information is probably sufficient.

-- Does the business opportunity fall within the scope of the partnership business?

( Disclosure alone is probably NOT sufficient.

	
	When faced with a new opportunity arising out of or relating to the partnership business, a partner must:
1. Disclose the opportunity to the other partners

2. The partnership/managing partner then decides whether or not to act on behalf of the partnership and take the opportunity

( Any decision by any partner or the partnership to take advantage of the opportunity must be made in good faith.

	Waiving Fiduciary Duties in a Partnership
	Waiver

	
	While partners are allowed to waive or limit fiduciary duties (generally in partnership agreement), there are limitations on the extent to which duties may be limited.

· Partners can waive specific duties, but not general duties (ex: duty of loyalty)

· Partners can waive specific actions which would otherwise fall under a general duty 

(ex: right to start a competing business, under duty of loyalty)

· Courts frown on blanket waivers of rights

· Many states require that the waiver of the duty not be “manifestly unreasonable”

	
	Ratification

	
	Partners can ratify an action that would otherwise violate a duty.
· Partners ratifying an action must be fully informed

· Ratification almost always involves a specific action & may encompass broader actions than might be allowed in a more general waiver

Ratification generally occurs after the fact.

	Attorney Duties to Their Firms
	Cases involving attorneys leaving law firms tend to center around two concepts:
1. What lawyers may do with regard to the cases and clients of the firm they are leaving while preparing to leave and after leaving.

2. What are the lawyers who leave the firm entitled to receive with regard to work that remains at the firm, if anything?

( What are the departing partner’s former partners entitled to receive with regard to clients/cases that accompany the departing partners. 

	Dissolution, Dissociation, and Expulsion

	When a partnership ends, it goes through three phases: dissolution ( winding up ( termination

	Dissolution
	Dissolution signals the end of the prior constitution of the partnership.
- Even following a dissolution, the partners may vote to continue the partnership rather than proceed to termination.

( To continue a partnership following dissolution, a vote of all partners is required 

Most dissolutions are followed by winding up and termination.

	Winding Up
	Winding up is a neutral period prior to termination when the partnership must conclude its business, sell its assets, pay creditors, and make distributions to its partners. 
-- The partnership may not embark on new business during winding up.

Once the winding up phase is concluded, the partnership is terminated. 

	Dissociation
	Dissociation is when a partner leaves a partnership, either voluntarily or involuntarily (ex: expulsion or death)

Dissociation does not automatically trigger dissolution under RUPA (but did under UPA – which rule is state applying?)



	
	Wrongful Dissociation

	
	Whether a dissociation is wrongful:

· Partnership for a term v. partnership “at will”

· “At will”

( Partnership is not for any term or undertaking

( Partner may dissociate at any time

· For a term or undertaking (span of time)

( Dissociation prior to the completion of the term/undertaking is wrongful.

· Any dissociation in violation of the partnership agreement is wrongful

Liability of leaving partner:

-- If the partner doesn’t have a right to leave the partnership, then it is a wrongful dissociation and that partner might be liable to the partnership for damages (RUPA §602)

	
	Rights of Dissociated Partner

	
	Dissociated partners are entitled to receive funds representing their share of the partnership (minus any damages), EVEN IF the dissociation was wrongful.

1. Amount dissociated partner is entitled to (assuming dissociation doesn’t lead to dissolution and winding up):

· Value of partnership interest (The greater of their share of the “going concern” value of the partnership OR the liquidation value of the partnership), MINUS: (RUPA §701)

( Damages for wrongful dissociation (if any)

( Other amounts owed to partnership/share of liabilities (if any)

· Interest paid from the date of dissociation 

2. When that amount is due:

· If “at will,” payable within 120 days

· If “for term,” payable at the end of the term or undertaking,

( UNLESS payment would not create a hardship for the partnership (RUPA §701(h))

	Going Concern Value
	The going concern value of a partnership is its value as an operating entity without the dissociated partner. 

- ex: Social media site probably has higher GCV because the value is in membership, not assets. 

	Liquidation Value
	The liquidation value of a partnership is the value one could get by selling all the assets of the business.
- ex: Diamond drill bit business probably has higher LV because value is in assets, not sales.

	Books and Records
	A partner has a right to demand an accounting and to inspect the partnership’s books and records.
Under RUPA, partners have broad rights to bring an action against the partnership or another partner to protect the rights of the partner bringing the action (RUPA §405(b)); any such action may be accompanied by an action for an accounting.

	
	Right to a Partnership Accounting

	
	An accounting can:
-- Produce information that goes beyond an individual partner’s concerns

-- Expose illegal or improper behavior
-- Expose finances other partners wish to keep private

-- Provide negotiating leverage to partner requesting accounting


	Liabilities 
	Liabilities for Departing Partners

	
	Because dissociated partners are no longer in the partnership, they are NOT personally liable for debts of the partnership which arise following dissociation. 

EXCEPT the dissociated partner may have liability WHEN:

· Any third party does not have actual or constructive notice of the partner’s dissociation, AND

· Enters into a transaction with the partnership within two years after the dissociation

· In reliance on that third party’s reasonable belief that the dissociated partners is still a partner

Provides incentive for dissociated partners to provide notice of their dissociation to third parties

Dissociated partners may also have apparent authority to bind the partnership.

	
	The dissociated partner IS still personally liable to creditors for the partnership for partnership debts which arose BEFORE the dissociation. (RUPA §703(a))

-- Even after receiving payment for interest in the partnership

-- BUT, has right to seek indemnification from the partnership AND from partners themselves

	
	Liabilities for New Partners

	
	When a new partner joins the partnership, that partner is only personally liable for new debts incurred AFTER that person joins the partnership. (RUPA §306(b))

-- BUT any capital contribution by the new partner will be subject to a judgment against the partnership even if it arises out of an even that occurred before that partner joined

( But the new partner does NOT have personal liability for that debt

	Expulsion
	A partner may be expelled:
· Pursuant to a partnership agreement

· By unanimous vote of the other partners, IF

( It is unlawful to carry on the partnership business with that partner

( There has been a transfer of all or substantially all of the partner’s transferable interest

( The partner to be expelled is another entity which is ending its existence

· BUT cannot expel under the default rules if one of these circumstances is not present.

· By judicial determination, IF

( Certain circumstances involving the wrongful conduct of the partner to be expelled are satisfied

Even permissible expulsion provisions in a partnership agreement must be exercised consistent with the obligation of good faith and fair dealing (as with all partnership rights and remedies). 

-- Ex: Partnership agreement allows expulsion of partner for any reason upon a majority vote of the other partners:
( Permissible: Expelling a partner for swearing too much

( Not permissible: Expelling a partner so there are fewer partners to share firm profits

Expulsion for bad faith or predatory reasons gives rise to an action for damages by the expelled partner


	Limited Partnerships & LLCs

	Limited Partnerships

	A limited partnership is a partnership entity that is required to have at least one limited partner and one general partner.

	General Partners
	General partners have personal liability for the debts and obligations of the limited partnership.

· Can be an entity, not just an individual 
· Have fiduciary duties similar to those of partners in a general partnership

	Limited Partners
	Limited partners are NOT personally liable for the debts and obligations of the limited partnership (with some limitations).

· Liability of a limited partner is usually limited to the amount invested/committed to the limited partnership

· May still incur liability for money received in the form of improper distribution or fraudulent transfer

Limited partners do NOT have fiduciary duties like those in general partnerships, BUT:

· Must still (1) discharge all duties and (2) exercise any rights held consistent with the obligation of good faith and fair dealing

Right to transfer economic interest:

· May transfer economic interest without consent of other partners

· May NOT transfer limited partner status without consent

· Transferee has right to receive only the funds that would’ve been received by the limited partner

	Withdrawal/ Dissociation
	General Partners

	
	General partners may withdraw by providing notice:
-- If withdrawal violates the partnership agreement, then the general partner is liable for damages

Within a reasonable time following withdrawal and subject to partnership agreement:

· Entitled to the “fair” value of his interest, 
· MINUS damages for breach of the partnership agreement

	
	Limited Partners

	
	Limited partners may dissociate from “at will” limited partnerships:
· May NOT dissociate from a “for term” limited partnership without incurring liability for wrongful dissociation
· IF there is no definite time for the limited partnership to end, may withdraw with six months’ notice
· Also entitled to the “fair” value of his interest

	Limited Partnership Structure
	There is clear separation between the management role of the partners:

· The general partner manages the operation of the business

· The limited partner is not involved in day-to-day management

( Subject to the control rule
Creation of a limited partnership:

· Governed by a partnership agreement

· Subject to similar default rules as general partnerships

· MUST file with a state regulatory agency, usually the Secretary of State, in order to be created

Limited partnerships are NOT subject to veil piercing.

	
	Taxation and Allocation

	
	Limited partnerships are “pass through” entities for tax purposes:

-- Partners are taxed on the profits from the business (and may deduct its losses)

Profits, losses, and distributions are allocated according to the partnership agreement.

-- If there is no provision for allocations, then they’re allocated on a percentage basis based on capital contributions (contribution need not be monetary, partners can contribute services, promise of future services, promissory notes, other tangible/intangible property)

	Control Rule
	Limited partners who do participate in control of may lose their “limited” status: 

· May be treated as general partners & incur personal liability as a result
In states that have adopted the Uniform Limited Partnership Act (2001), limited partners only risk personal liability for participating in management IF they take other action to incur liability.

-- Other states require that a third party transact with the limited partner under the reasonable belief they are the general partner (liability is limited to that third party)

	Safe Harbors
	Safe harbors allow limited partners to participate in management without risking liability because, a partner does not “participate in control” by:

· Being a contractor for, or agent or employee of, the limited partnership or the general partner

· Being an officer, director, or shareholder of a corporate general partner
· Consulting with and advising a general partner with respect to the limited partnership’s business

· Acting as a surety or guarantor of the limited partnership

· Requesting or attending a meeting of the partners

· Voting

· Winding up the partnership

	

	Limited Liability Companies

	Limited liability companies (LLCs) combine the limited liability of a corporation with the flexibility and tax structure of a partnership.

	LLC Formation 
	An LLC is created by filing Articles of Organization with the Secretary of State’s office in the state in which the organizers wish to form the entity

Governed by:
-- Statutory rules of the state where formed

-- An Operating Agreement (dictates how LLC is governed)
( The state’s LLC statute serves as “default rules” to fill any gaps and limit the Operating Agreement
-- ex: Operating agreement cannot provide for blanket waiver of fiduciary duties of a manager in most states

LLCs don’t have to follow as many formalities as a regular corporation, BUT can pierce the LLC veil like with a regular corporation

	LLC Structure
	· Owners of an LLC are called “members”
· The people who operate the LLC are called “managers”

· LLCs can be “member managed” or “manager managed”

	Features of an LLC
	The most significant features of an LLC are:
1. Limited liability

2. Flow-through/pass-through taxation
3. Ability of owners to participate in management without risking personal liability

4. Flexibility in the allocation of profits and losses to members

5. Flexibility and choices in management structure (centralized or decentralized)

6. Partnership-like fiduciary duties

	Management
	Member Managed

	
	In a member managed LLC, owners are involved in the daily operation of the business as agents of the LLC:
· Vote on matters related to governance

( Votes are either “pro rata” (by percentage); “per capita” (one vote per person)

( Typically laid out in Operating Agreement (if not, state’s default is used)
· Have responsibilities consistent with the organization’s Operating Agreement
· Members have partnership-like fiduciary duties to the LLC and the other members
· Each member has apparent authority to bind the LLC in the ordinary course of business, UNLESS:

1. The member lacks actual authority to act, AND

2. The third party had actual knowledge that the member lacked authority



	
	Manager Managed

	
	Manager managed LLCs are operated by a “manager” (duh), who may be one person or several people:
· Managers may also be members, but it’s not required

· Scope of the manager’s responsibility may be laid out in the Operating Agreement

( So can be broad or very limited

· Managers owe fiduciary duties to the LLC and its members

· Managers have apparent authority to bind the LLC in the ordinary course of business, UNLESS:

1. The manager had no actual authority, AND

2. The third party had actual knowledge that the manager lacked authority

If an LLC is manager managed, members who are not managers do NOT have apparent authority to bind the LLC. 

	Taxation
	LLCs are taxed like partnerships and follow partnership accounting:

- Profits and losses pass through to members:

LLCs do not pay their own taxes, but states may impose small fees and taxes on the LLC itself 
- The IRS allows LLCs to elect to pay taxes as a corporation (most do not)

	Transferability
	Transfer limitations are similar to those in a partnership:

-- Membership interests aren’t typically transferable without the consent of other members

-- Economic interest may be transferred
( Transferees have no management rights & cannot become members without the consent of the other members

	Liability
	Members of an LLC have limited liability:

· Are generally not personally liable for the debts and obligations of the business

· DO have liability for improper distributions received from the LLC (but liability can’t exceed the amount of that distribution)

	
	Piercing the LLC Veil

	
	The LLC veil can be pierced like a corporate veil, and typically by the same standard:
1. Unity of interest/disregard for the entity’s separate existence

2. Some type of fraud-like conduct or injustice

Violating unity of interest (balancing test):
· Co-mingling funds

· Not keeping separate financial records or bank accounts

· Failing to respect separate existence of LLC

· Under-capitalization

· BUT NOT by failing to have formal meetings or keep minutes

So long as the veil is not pierced, members don’t have personal liability regardless of how much they participate in management

NEED TO SHOW failure to pierce would result in some kind of injustice

	Dissociation 
	When a member leaves the LLC, it is a “dissociation.” 

-- May be voluntary or involuntary (expulsion)

The dissociated member is entitled to:

-- The value of their interest in the LLC, MINUS any damages caused by a wrongful dissociation

-- If the LLC is “for term,” the dissociating member may have to wait until the end of the term to receive payment

	Dissolution
	In general, LLCs exist until they are dissolved and their affairs wound up.
- Typically dissolution is provided for by the Operating Agreement or commenced upon vote by its members

LLCs may also be subject to judicial dissolution or dissolved by the courts.


	Introduction to Corporations

	A corporation is a separate person under the law: it has rights, it can own property, and it can sue or be sued. 

	Characteristics of a Corporation
	Important features of corporations:

1. Being treated as a separate person under the law

2. Providing limited liability for its owners

3. Creating a division between ownership and control

4. Allowing for a flexible capital structure

5. Allowing owners to freely transfer ownership

	Types of Corporation
	“C” Corporations (regular corporations)

· Are separate taxable entities

· May be subject to double taxation

“S” Corporations

· Pass-through tax entity, like a partnership or an LLC

· Differs from an LLC because:

( Limited number of shareholders allowed (no more than 100)

( More extensive internal formalities than an LLC

	Basic Structure of a Corporation

	Shareholders
Directors
Corporation: 
Officers

	Shareholders
	Shareholders own the corporation. 
· Do NOT participate in management of the corporation

· Elect the Board of Directors

Shareholders have the right to vote on certain issues:

1. The election of directors

( Currently, shareholders of publicly held corporations can only vote on a slate of directors proposed by the Board

( BUT the Dodd-Frank Act authorizes the SEC to create ways for shareholders to nominate and promote directors

2. Amendments to the articles of incorporation and the bylaws (usually)

3. Fundamental transactions such as mergers and acquisitions
4. Miscellaneous matters

-- ex: approval of independent auditors and non-binding resolutions

Shareholders are entitled to the residual interest in the assets of the corporation.

-- So, upon liquidation of the corporation, shareholders are entitled to the remaining assets after all the corporation’s obligations have been satisfied

	Directors
	The directors are elected by the shareholders.
· Responsible for managing the corporate assets.

· Charged with making major decisions relating to the operation of the corporation

· Centralized management: a core group manages the firm

· Appoint the corporation’s officers

Directors typically serve for a set term (ex: one or two years); they are often re-elected.

	Officers
	Officers are selected by the board of directors to handle the day-to-day affairs of the corporation.
Typical officers include:  President/Chief Executive Officer (CEO), Treasurer/Chief Financial Officer (CFO), Secretary, Chief Operating Officer (COO), various VPs

	Formation of a Corporation

	A corporation is formed under state law by filing Articles of Incorporation with the Secretary of State in the state where the corporation is to be established. 

	Promoter
	A promoter is an individual who organizes and/or makes financing or other arrangements for a corporation before it is formed. A promoter is an agent for the proposed corporation:
· Promoters have fiduciary duties (duty of care and duty of loyalty) to:

( The corporation they promote
( Those who will eventually buy stock in the corporation

	
	Promoters and Contracts

	
	Promoters frequently enter into contracts on behalf of the proposed corporation (such as to secure important elements of the proposed corporation’s business).  

Basic contract rules: (similar to agency rules wrt undisclosed or unidentified principals)
· The promoter is bound by any contract entered into on behalf of a corporation that has not yet been formed, UNLESS

       ( There is clear intent that the promoter not be bound
       ( Circumstances are such that the promoter could not perform the agreement
       ( Applies whether the contract was entered into in the promoter’s name OR the     

            proposed corporation’s name. 

· Once the corporation is formed, it may be bound by the contract, BUT only if it agrees to be bound. May be bound by:
        ( Adopting the contract

        ( Can be express ratification (usually by novation (substituting new obligation for old
             obligation)) or implied ratification (by action or by accepting or acknowledging
             contract’s benefits) 

· Ratification does NOT release the promoter from liability

       ( Is no longer bound when there is an agreement by the other parties to release the
            promoter from liability
· Promoter may have indemnification right against the corporation if the corporation adopted the contract and the promoter is sued

· Promoter may also enforce the contract against the third party even if the corporation is never formed, unless formation was a condition of the contract

	Articles of Incorporation
	Must file Articles of Incorporation in the state where the corporation is to be formed; once they are properly filed, the corporation is established.
Articles of Incorporation typically include (at a minimum):
1. The name of the corporation

2. The purpose of the corporation (which may be as broad as “any lawful purpose”)

3. The number of shares which are authorized for each class of stock in the corporation

4. The name and address of the agent for service of process

Optional provisions:

· Selection of initial directors

· Limitations on director and officer liability

· Restrictions on transfers

· Dividend requirements

· Pre-emptive rights for shareholders

	Bylaws
	Bylaws are rules that govern the basic internal operations of the corporation and its relations with its shareholders. (Established by the initial directors and may be amended later)

	Incorporators and Initial Directors
	Incorporators are the people who actually form the corporation and execute the Articles of Incorporation. (May include the promoter, but does not have to.)

The incorporators will appoint the initial directors if they were not appointed in the Articles of Incorporation. 

Those directors will then hold an organizational meeting:

· Adopt Bylaws

· Appoint officers

· Issue stock

· Establish the basic framework for the organization

	De Jure Corporation
	A corporation that is formed by properly filing Articles of Incorporation with the Secretary of State in the state where the corporation is being formed is a “de jure” corporation. 

	De Facto Corporation
	Sometimes a corporation is not properly formed, but may be granted “de facto” corporation status (equitable doctrine). 
To assert de facto corporation protections, the owners must establish:

1. They made a good faith, substantial effort to comply with the state’s incorporation statute

2. The business had a legal right to incorporate

3. The parties involved had a good faith belief and acted as though they had actually formed a corporation.

If the organization is granted de facto corporation status, principals will have limited liability for the debts of the corporation as though it were properly formed.

Most states provide notice when Articles of Incorporation are properly filed and when they are NOT properly filed, so proving good faith belief is difficult.

	Corporation by Estoppel
	Also concerns corporations that were improperly formed; may apply when “de facto” status is not available (or, sometimes, in addition to “de facto” status)
Corporation by estoppel requires:

1. The parties to consistently treat the organization as though it were a corporation

2. One party to obtain an unfair advantage if it were to deny the existence of the corporation

More specifically:

· IF a third party consistently treats an organization as though it were a corporation, then

( That third party may be estopped from denying the organization’s corporate existence, IF

( Denial would result in unjust harm to the principals

· IF an organization consistently holds itself out as a corporation even though it is not, then

( That organization will be estopped from denying its own corporate existence in order to avoid an obligation or obtain an unfair benefit 

Corporation by estoppel almost never applies to tort cases.

	Limited Liability of the Corporate Entity

	Obligations a corporation must meet to have limited liability:
1. Follow the rules/formalities

2. Provide notice to the world that it is a corporation

3. Treat the corporation as a separate entity from its owners and sister corporations.

4. Be a real business conducting business activities (not just a liability shield)

	Formalities of a Corporation
	Corporate formalities include:

1. Formal meetings of the shareholders and board of directors

2. Keeping minutes of the meetings

3. Electing directors

4. Maintaining separate bank accounts for the corporation AND not comingling funds

5. Keeping corporate funds and transactions separate from individual funds and transactions

6. Adequately capitalizing the corporation

7. Letting people who deal with the business know they are dealing with a corporation

	Identity as a Separate Person
	Decisions

	
	The Board of Directors is required to conduct meetings and maintain minutes of those meetings:
· Because it is a group of individuals who must collectively make decisions

· Conducting meetings shows that the corporation is “making its own decisions,” rather than following the directions of a controlling individual

	
	Rights and Law Suits

	
	A corporation may sue or be sued under the law. 
· It must have a principal place of business

( Typically in the state where it’s headquartered, which is not always the state where it was incorporated

· Must maintain an agent for service of process in the state where it was formed

( So if someone wants to sue, there is public record of where the corporation may be served

Corporations also have a protected right to free speech under the First Amendment (Citizens United v. FEC)

	
	Taxation

	
	Corporations must file their own tax returns and pay their own taxes on the money that they earn.
-- Corporate tax rates are often different from individual tax rates

“Double taxation”:

· When a corporation wants to issue dividends (take money out of the corporation and give it to shareholders), shareholders are typically required to pay taxes on those dividends
( BUT the corporation has already paid tax on its earnings – so the shareholders are taxed again

Ways to avoid double taxation:

1. Selection of a different entity

2. Electing S-corp status
3. Avoiding dividends and increasing the value of the business (shifting income to capital gains realized post-sale of the business)

	Limited Liability
	Shareholders of a corporation are NOT personally liable for the acts or debts of the corporation.
-- Personal liability of shareholders is limited to the amount the shareholder invested

-- If the corporation loses all its value, then the shareholder loses the value of his investment, but that is not “personal liability”

A corporation’s creditors can only look to the corporation’s assets for payment, UNLESS:
-- Shareholders fail to follow the basic corporate formalities/rules

Shareholders must treat the corporation as a separate person.

	
	Exceptions to Limited Liability

	
	When can a creditor or trustee (in bankruptcy) recover from a shareholder?
· When the money was taken out of the corporation as a fraudulent conveyance or an improper dividend

( Liability is limited to the amount improperly paid out

· If the shareholder owes money to the corporation for any reason (including the purchase of stock)
· Piercing the corporate veil (see below)
( The creditor is able to disregard corporate protection and pursue the personal assets of the shareholder

	Piercing the Corporate Veil

	The “corporate veil” refers to the limitation protecting the shareholders from personal liability. If the veil is pierced, a creditor of a corporation can sue the shareholders personally for the debt owed to that creditor.

	Test for Piercing the Corporate Veil
	To obtain a court ruling that the corporate veil may be pierced, a creditor must show that: 
1. Unity of interest

· There must be such unity of interest and ownership that the separate personalities of the corporation and the shareholders no longer exist.

2. Sanction a fraud or promote injustice

· Circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice.

Once the corporate veil has been pierced, the shareholders and the corporation become jointly and severally liable for the debt to the creditor



	
	Unity of Interest

	
	Tests for unity of interest vary by state (ex: California: 20 formalities; others: extend of control and domination by shareholders), but actions demonstrating unity of interest almost always include at least one of these:
1. Failure to follow corporate formalities

2. Failure to maintain separate accounts (“comingling”)

· Comingling personal funds/shareholder funds and the corporation’s funds 

· Using the corporation’s funds or assets for “personal” matters

3. Failure to “adequately capitalize” the corporation

· Failure to place sufficient funds into the corporation (at the time of formation) for it to operate as a viable business (accounting for the type of business and the market)

· Through loans, assets, cash, or insurance

NOTE: if the corporation’s separate existence has been respected, piercing the veil is extremely unlikely.

	
	Sanction a fraud or promote injustice

	
	Courts look at a variety of improper behaviors to establish that failure to pierce the corporate veil would sanction a fraud or promote injustice:
· Behavior that improperly thwarts or undermines the legal rights of others
( ex: Unfair business practices

· Intentional misrepresentations, deceptions, or other fraud-like conduct

· Actions which might incur civil or criminal penalties
· Creation of a corporate structure SOLELY in an attempt to eliminate liability and lacking a true business operation or purpose

· Unjust enrichment
( Involves removing assets from an existing corporation in bad faith, leaving the business undercapitalized
· Fraud (showing that actual fraud has been committed would provide an independent basis for a creditor to sue the corporation)
Mere fact that plaintiff won’t be paid if the veil isn’t pierced is NOT sufficient to justify piercing.

	Preventing Piercing the Veil
	To prevent piercing the corporate veil, corporations need to respect the rules and formalities:

1. Keep the corporation’s business separate

( Separate bank accounts, separate property, separate records

2. Keep corporate funds and transactions separate from personal funds and transactions

3. Hold meetings at least once a year

4. Keep minutes

5. Elect board members

6. Issue stock

7. Make sure the corporation is adequately capitalized

8. Make sure the corporation carries the minimum amount of required insurance

Failure to do these things may be used to show unity of interest

	Multiple Shareholders
	Piercing the veil usually happens when there are few shareholders (only one or two), because it is easier to show unity of interest.

Most courts don’t allow piercing against shareholders who weren’t involved in the misconduct.

	Parent Corporation Shareholders
	A subsidiary corporation must be separate and independent from its parent, or it may risk piercing.

	
	Piercing the Veil of a Subsidiary

	
	Sometimes an action will be brought to pierce the veil of a subsidiary corporation to get to the assets of the parent corporation. 

-- The standard for piercing is basically the same, BUT Courts are less vigorous about the fraud-like conduct or injustice requirement

-- Courts will also often look for “interlocking” boards of directors between the parent and the subsidiary as evidence that the subsidiary is not separate or independent.

	Reverse Piercing
	Reverse piercing occurs when a claim against an individual shareholder is found to be enforceable directly against the corporation in which the individual is a shareholder. 

-- The test is the same as conventional piercing

-- Different from conventional piercing in that it does NOT enable a creditor to collect on a claim which otherwise would necessarily be unpaid by the party reached by the piercing

	
	Features of Reverse Piercing

	
	1. Makes the individual shareholder’s personal creditor a creditor directly against the corporation, putting them higher in line to be paid 

2. IF creditor can reverse pierce, it can collect on equal footing with the corporation’s creditors

3. If the creditor cannot reverse pierce, then it may only be able to reach the money that the corporation decides to pay the shareholder

	Enterprise Liability/ Horizontal Piercing
	Enterprise liability (aka “horizontal piercing”) is typically claimed when there is common ownership among two or more corporations (“sister corporations”). 
A creditor claims:

· There are several related corporations

· All or some are really part of the same corporation or enterprise

· So claims against one corporation can be imposed on other, related corporations

Allows a creditor to reach the assets of the sister corporations, but does NOT allow the creditor to reach the assets of the shareholders (NOT the same as piercing the veil)

	
	Test for Enterprise Liability

	
	There is enterprise liability when the sister corporation transgresses the corporation-corporation boundary. Ask:

1. Are two or more nominally separate sister corporations really operating as separate enterprises?

· Are the corporations operated as separate entities, with separate accounts, books, and records?

· Are the respective corporations’ assets intermingled for use toward a common business purpose?

	
	Protecting against Enterprise Liability

	
	In order to avoid enterprise liability:

· Maintain separate books and bank accounts for the separate corporations

· Avoid sharing assets, supplies, and other resources

· IF supplies and resources are shared, engage in careful accounting practices

( Demonstrate that supplies/resources are all being paid for or sold in the manner that would occur between unconnected, independent businesses

	Other Personal Claims against Shareholders
	Other instances in which a creditor of a corporation might make a claim against the shareholder’s personal assets:
1. Actual Fraud

2. Fraudulent conveyances/transfers

( If a shareholder receives money that was not supposed to be paid or distributed by the corporation

3. Improper dividends

( A corporation may not pay dividends if it is insolvent or if the dividends would make it insolvent, so that money may be recovered by creditors

4. Negligence

( If a shareholder, on behalf of a corporation, commits a negligent act, and someone is injured as a direct result, then the injured party may sue both the shareholder and the corporation

5. Personal guaranty of a corporate obligation by a shareholder

( A shareholder may assume liability for the debts of the corporation by promising to pay a debt if the corporation cannot

-- guaranteeing, bonding, or acting as a surety for the corporation


	Duty of Care and Obligations of Good Faith

	A director or officer has a duty to the corporation to perform the director’s or officer’s functions in good faith, in a manner that he or she reasonably believes to be in the best interests of the corporation, and with the care that an ordinarily prudent person would reasonably be expected to exercise in a like position and under similar circumstances. (ALI, Principles of Corporate Governance §4.01(a); Model Business Corporations Act §830(a))

	Power and the Scope of Corporate Authority

	The Board of Directors is charged with guiding the corporation for the benefit of the shareholders, i.e. maximizing the corporation’s value. Actions that are not consistent with this purpose may be considered outside the scope of the corporation’s authority.  

	Purpose of the Corporation
	Corporations are typically authorized to act for any lawful purpose in the modern business climate. Guiding principle:
· Corporation’s duty/purpose is to maximize wealth or value for its shareholders.

( Law grants a lot of latitude in HOW a corporation may do this

( BUT a corporation can’t act contrary to this goal

The Board of Directors must authorize or sanction any significant actions taken by a corporation. 

	Ultra Vires
	Historically, any actions taken “outside of the corporate purpose” were void or voidable as ultra vires. 

-- In modern corporate law, handled under “waste.”

-- A corporation may not engage in wasteful acts

( Assets must be used toward the corporate purpose of maximizing shareholder value

-- Who is the real party in interest in the corporation?

( Primary party: shareholders

( Other constituencies: customers, employees, creditors, communities, etc.

· Interests of others may NOT be considered at the expense of the shareholders

A shareholder who participates in an ultra vires act can’t later attack it as ultra vires.

	
	Charitable Acts

	
	“Excessive charitable act.” Assessing whether there is some direct or indirect benefit to the shareholders and/or corporation. Factors:

· Whether the gift was anonymous

       ( Anonymity reduces the value to the business if the goal is marketing or public relations

· Whether the amount donated was significant when compared to the corporation’s earnings

· Whether the gift was made to a “pet” charity

       ( If the charity is merely an interest of an officer or director (rather than widespread    

            appeal), then it is more suspect because it is less likely the gift is for the benefit of the 
            corporation 

	Duty of Care

	The duty of care requires that each member of the board of directors, when performing the duties of a director, act in good faith and in a manner the director reasonably believes to be in the best interests of the corporation. 

	Duty of Care
	The duty of care establishes a standard of conduct. A director must act:
1. In good faith

2. In a manner the director reasonably believes to be in the best interests of the corporation

In most jurisdictions, the standard for breach of duty of care is gross negligence.  

	Protection from Liability for Breach of Duty of Care
	The Business Judgment Rule (BJR – see below) protects directors from lawsuits challenging the business judgment of those directors.

	
	Affirmative Defenses to Duty of Care Violations

	
	The Board may escape liability for a duty of care violation if it can show:

· The transaction was beneficial to the corporation

· The transaction was “fair”
        ( The court typically looks at substantive or intrinsic fairness

              -- If the transaction is judged to be fair even though good business judgment was     
                 NOT exercised, then there is no liability

· There were no damages as a result

	
	Entire fairness (applies in case of M&As)

A decision is protected if both of these are met:

· Procedural fairness by which the judgment was made, AND

· Substantive result (Was it a good deal?)

	Good Faith
	The requirement that fiduciaries act in good faith is not currently viewed as a separate duty from the duty of care (at least in Delaware).

	Business Judgment Rule

	The business judgment rule (BJR) provides broad protection to directors from shareholders seeking to challenge the strategic business judgment calls directors must make when fulfilling their duties to the corporation. The BJR gives directors wide latitude in taking steps to benefit the corporation.

	Business Judgment Rule
	The BJR protects directors from lawsuits challenging their business judgment. 

-- Frequently challenged transactions: setting executive compensation, dividend payouts, mergers and acquisitions

-- May involve any action or failure to take action by a corporation’s board

The BJR is either a shield that protects directors or a rule limiting a director’s potential liability to acts involving gross negligence. 

	
	When the BJR Doesn’t Apply

	
	Protections afforded under the BJR apply unless the plaintiff can show any of these:

· Fraud

· Illegality or “wrongful” conduct

· Conflict of Interest (apply duty of loyalty analysis)

· Bad faith (apply duty of loyalty analysis), which may include:
· Subjective bad faith

( Conduct motivated by actual intent to do harm

· Intentional dereliction of duty or a conscious disregard for one’s responsibilities (In re the Walt Disney Co. Derivative Litigation)
· Act with a purpose other than advancing the best interests of the corporation (Stone v. Ritter)
· Egregious/Irrational decision (a decision with no business justification)

· Waste

( A transaction that lacks any business rationale to support it or one that is “so one sided that no businessperson of ordinary, sound judgment could conclude that the corporation has received adequate consideration“ (Glazer v. Zapata Corp.)
· Uninformed decisions (incl. lack of investigation)

· No Decision (no action was taken by the Board, but plaintiff alleges actions should have been taken)

	Limitations to the BJR
	Procedural Requirements

	
	To avoid liability for violating the duty of care on procedural grounds, directors should:
· Keep informed about and properly oversee the corporation’s activities

· Be adequately informed about the corporation’s business, its interests, and the relevant issues, before making decisions

· Possess a minimum level of skill and expertise with regard to the roles of director for the specific business

· Be aware of the financial status of the corporation (e.g. regularly review the firm’s financial statements)

	
	Substantive Requirements

	
	Substantive requirements of the BJR require the Board to refrain from certain actions. Wrt any decision it makes, the board may NOT:
· Commit fraud

· Make an egregious decision

· Engage in a conflict of interest

· Act in bad faith

· Make a wasteful decision

· Make an illegal decision

A plaintiff challenging an informed decision must show that one of the above conditions occurred, and then the court must still ask:
· Did the defendant director violate the applicable duty of care (usually negligence)? 

When there is a conflict of interest or bad faith, the BJR does not apply at all. 

· The decision is not protected by the BJR UNLESS:

( It is “cleansed” 

· The plaintiff can still show breach of fiduciary duty if there was a violation of the duty of loyalty

-- Existence of a conflict of interest does NOT mean the duty of care has been violated

	Protection for Bad/Wrong Decisions 
	Directors can make bad or wrong decisions, and that decision will still be protected if:

1. They acted in good faith

2. Have a business reason for that action

3. Make an informed decision

Making the “best decision” is not a prerequisite of the BJR.

	Informed Decisions
	The business judgment rule protects decisions, not the people making them. 

-- Only informed decisions are protected by the Business Judgment Rule. 

-- NO protection for uninformed decisions 

-- NO protection when the Board does not “act” to make a decision (because no business judgment has been made)

Directors should keep sufficient records as evidence that decisions are informed

	
	What is “informed”?

	
	How much information is sufficient to meet the standard of “an informed decision”?

· Focuses on the preparedness of the director or officer in making the decision

-- As opposed to the quality of that decision

· Business and professional experience may help inform directors and officers

Standard: The extent of the information required is that which the director or officer “reasonably believes to be appropriate under the circumstances” (ALI, Principles of Corporate Governance §4.01(c))

	
	Reasonable Belief Test

	
	Factors that may have been taken into account in judging the director’s reasonable belief as to what was “appropriate under the circumstances”:

1. The importance of the business judgment to be made

2. The time available for obtaining information (“realistically available”)

3. The costs related to obtaining information

4. The director’s confidence in those who explored a matter and those making presentations

5. The state of the corporation’s business at the time

6. The nature of competing demands for the board’s attention
Other potentially relevant factors:

· Different backgrounds of individual directors

· Distinct roles the directors play in the corporation

· General value of maintaining board cohesiveness

	
	Consulting an Expert

	
	If the board hired or consulted an expert regarding certain matters, the Board’s decisions and actions wrt those matters will later be protected under the BJR as “informed decisions.”

-- Provided the decision doesn’t violate another part of the BJR

Some restrictions apply:

· Duty of care in hiring the expert (duty of inquiry as part of duty of care)

· Board should be clear on what is beyond the scope of the expert’s competence

· Must rely on the expert’s opinion to have the expert’s decision protected

( Reliance must be reasonable

( May NOT rely when the directors know or should know the expert is wrong

	Failure to Act or Monitor the Firm
	When the entire Board is accused of failing to act, the BJR is not available

-- UNLESS the board made an affirmative, informed decision to not take action

Often involve instances of “corporate wrongdoing,” which the board is accused of failing to detect, prevent, or stop

	
	Caremark Claims

	
	Standards regarding the Board’s duty to monitor the firm:
1. Absent suspicion of wrongdoing, there is NO DUTY upon the Board to install and operate a corporate system to find wrongdoing that the Board does not suspect or believe exists.

2. The Board must attempt in good faith to ensure that an adequate reporting system is in place so that the Board can obtain the necessary information to make informed decisions.

The Board is NOT liable for failure to monitor if: (In re Caremark International, Inc. Derivative Litigation)
· The directors do NOT have information that something improper is happening, AND

· There is a good system in place for corporate information.

Once there is some suspicion of wrongdoing, the directors have greater obligation to monitor.

Necessary conditions predicate for director oversight liability: (**Stone v. Ritter)
1. The directors utterly failed to implement any reporting or information system controls,

2. Having implemented such system or controls, consciously failed to monitor or oversee its operations, thus disabling themselves from being informed of risks or problems requiring their attention

	Officers v. Directors
	Many jurisdictions do not permit the officers of a corporation to rely on the BJR. 
Directors and officers may have different responsibilities under their respective duties of care


	Duty of Loyalty

	The duty of loyalty requires fiduciaries (such as officers and directors) to put the interests of the corporation ahead of their own interests. It is implicated whenever a director is involved in a situation in which there is a conflict of interest (some aspect of the situation creating a personal benefit for the fiduciary).

	Conflict of Interest

	Conflict of Interest, In General
	A conflict of interest exists when the director knows, at the time he is asked to take action with regard to a potential transaction, that he or a person related to him:

1. Is a party to the transaction, OR

2. Has a beneficial financial interest in the transaction, 

AND, knowing this, the director then exercises his influence to the detriment of the corporation. (Model Business Corporations Act §8.60)

	
	Situations Creating Conflicts

	
	Some typical situations creating conflicts of interest include:

· “Self-dealing”

( When a fiduciary for a corporation enters into a transaction with himself OR with an entity in which he (or a family member) has a substantial financial interest

· Taking a “corporate opportunity” (see below)

( When a fiduciary for the corporation misappropriates an opportunity that belongs to the corporation

· Executive compensation

( When the executives whose compensation is at issue are also on the board of directors determining their compensation

· Stealing

· Evaluation by the board of directors of whether and how much to disclose to shareholders

( Particularly when disclosure could impact the liability of some or all directors

· Entrenchment

( When directors take steps to prevent others from removing them from their positions in the company for any reason

· Other situations in which a fiduciary’s personal financial interests are, at least potentially, in conflict with the financial interests of the corporation

	Duty of Loyalty Analysis
	In evaluating a duty of loyalty situation, want to determine:

· If there is a problem

· Whether the problem has been addressed in a satisfactory manner

( IF NOT, what are the consequences?

When analyzing duty of loyalty problems, ask:

1. Is there a true conflict of interest?

2. Is there the appearance of a conflict of interest?

3. Has the fiduciary breached a duty to put the corporation’s interests ahead of their own?

4. If so, how has the corporation been injured?

	Cleansing
	Even if a transaction presents a conflict of interest, it can be “cleansed” if:
· Transaction is approved by a vote of a majority of the fully informed, disinterested directors (not just a majority, but a disinterested majority)
· Transaction is ratified by the informed (& in some states, disinterested) shareholders

· Transaction is shown to have been “intrinsically fair” to the corporation.

( “Intrinsic” or “substantive” fairness relate to the price and terms of the deal

	Duty of Loyalty Analysis Flow Chart
	[image: image1.png]Is there a conflict of interest?
(may be direct or indirect)

E

)
u No duty of loyalty issue ’ u Has the transaction been

cleansed?

ves No |

The transaction is voidable by the
corporation, AND The directors
who violated their fiducairy duty of
loyalty may be subject to liability
for damages

The transaction
and ma

protected
oceed






	The Corporate Opportunity Doctrine

	The Corporate Opportunity Doctrine stands for the principal that a fiduciary of the corporation may not take, for personal gain, an opportunity like a business venture or a new opportunity or discovery, in which the firm has a property right, and use it for his or her own advantage without first offering it to the corporation. 

	Who does the Corporate Opportunity Doctrine Apply to?
	Generally applies to:
· A corporation’s officers and board members

( BUT not shareholders who don’t hold another position with the corporation

· Certain other individuals who have a fiduciary or fiduciary-like relationship with the corporation

-- ex: lawyers, consultants

· The corporation’s employees

( BUT under agency law (because agents have similar duties to principals)

	Corporate Opportunity Test 

(What is a corporate opportunity?)
	Whether something is a corporate opportunity (varies by state, but most tests include these):

1. Whether the opportunity is consistent with the corporation’s current or anticipated future business 

2. Whether it is something the corporation has the financial resources to pursue

If a corporate opportunity is NOT present, then the opportunity may be taken by the individual in question.

	
	What is a corporate opportunity? Does company have interest, expectancy, or necessity?
· Interest – something in which the corporation has a preexisting contractual right

· Expectancy – something to which the corporation did not necessarily have a legal right, but there was a reasonable expectancy that the opportunity would be offered to the corporation based on other contractual dealings
-- ex: a lease renewal

· Necessity – something the corporation needs in order to stay in business

-- ex: certain raw materials necessary to manufacture a product

	Line of Business Test, Fairness Test
	Line of Business Test

	
	The line of business test encompasses the idea that if an opportunity falls within the corporation’s business or its prospective business, it should still be deemed to be a corporate opportunity.
-- Includes where the firm is headed in the future

A corporate opportunity includes:
· Activities as to which the corporation has fundamental knowledge, practical experience, and ability to pursue

· Which, logically and naturally, are adaptable to its business
· Taking into account the corporation’s financial position, reasonable needs, and aspirations for expansion.

	
	Fairness Test

	
	The fairness test looks at whether the officer or director taking the opportunity would violate equitable standards of what is fair and equitable by corporate standards.

	Common Defenses
	Even if an opportunity meets one of the corporate opportunity tests, if a valid defense is presented, it might not fall under the corporate opportunity doctrine.

	
	Incapacity Defense

	
	The “incapacity” defense applies if a corporation is not able to take advantage of an opportunity.
· Legal restrictions 

· Antitrust laws

· Contractual restrictions in a loan agreement

· Corporation is in bankruptcy and subject to restrictions on its business dealings

· Practical restrictions

· Corporation does not have the financial resources to purchase 

· Holder of the opportunity refuses to deal with the corporation

· Corporation lacks the skills to engage in the opportunity

· Prohibited by the corporation’s charter from engaging in the activity involved in the opportunity

	
	Source Defense

	
	The “source” defense arises when an opportunity is presented to someone because of their personal skills, attributes, or expertise, NOT because of their corporate position.
· The opportunity belongs to the individual, not the corporation

	Disclosing the Opportunity
	The board of directors has a “right of first refusal” on corporate opportunities.

1. IF the person interested in the opportunity fully discloses it to the board, AND

( Full disclosure means both the opportunity AND the individual’s interest in taking it are disclosed

-- Cannot casually ask if the firm is interested in the opportunity

2. IF the board properly rejects it

3. THEN the individual may take the opportunity for himself

If the board does NOT properly reject the opportunity and the individual takes it, the breach might still be “cleansed” by:
· Disclosure to and approval by the shareholders

· Showing the transaction was fair

	Damages
	Violations of the corporate opportunity doctrine are subject to various equitable remedies:
-- Constructive trust – benefits received in violation of the doctrine are held “in trust” for the corporation
Any violation may also be subject to damages

	Corporate Opportunity Analysis
	Evaluate problems involving situations in which a fiduciary of a corporation is presented with an opportunity with this analysis:
1. Determine whether an opportunity is a corporate opportunity:
( If NO, then there is no breach of fiduciary duty regardless of the fiduciary’s actions

( IF YES, then determine whether the opportunity was disclosed to the appropriate corporate authority, such as the board of directors:
· IF YES (properly disclosed and properly rejected), then there is no breach of fiduciary duty
-- If the board voted to permit the individual to take the opportunity, then it creates a “safe harbor” (subject to the BJR)

· IF NO, then there is a breach of the duty of loyalty.
· IF the corporation does NOT properly reject the opportunity AND the fiduciary takes it, then there is a breach of duty of loyalty
Liability is based on TAKING the opportunity.

There is NO LIABILITY for possessing or knowing about a corporate opportunity.

	Dominant Shareholders and the Duty of Loyalty

	Fiduciary duties do not typically apply to shareholders, unless the shareholder is a dominant shareholder. Because dominant shareholders have more influence over corporation and the board of directors, they are bound by certain fiduciary duties. 

	General Rule
	Shareholders acting as shareholders have no obligation to one another. 

1. HOWEVER, a shareholder does have obligations when that shareholder has so much stock that he is considered to have control. 

( That shareholder has an obligation to “minority” shareholders in certain “duty of loyalty” transactions.

2. When a dominant shareholder exists, must ask:

· Whether the transaction in question involves a situation in which:

· The dominant shareholder has a conflict

· The dominant shareholder is receiving a benefit at the expense of minority shareholders OR that minority shareholders do not receive

3. If the answer to the above is YES:

· If a fully informed majority of the minority shareholders has NOT approved the transaction, the dominant shareholder will probably need to show:

· That the transaction was fair to the corporation either through intrinsic fairness or entire fairness (in M&A)

· If a fully informed majority of the shareholders HAS approved the transaction, then it may still be challenged, BUT

· The burden shifts to the minority shareholders to show the transaction was not fair to the corporation.

	“Suspect Transactions”
	Suspect transactions involving a dominant shareholder are reviewed with the same scrutiny applied to other duty of loyalty issues. 
· The board is NOT allowed to cleanse the transaction

· Even ratification by the disinterested shareholders just shifts the burden of proof

The question is whether the transaction was “intrinsically fair.”

	Fairness
	“Intrinsic fairness”

· Involves the substance of the transaction

· Whether the price and terms were fair

· More about the process of arriving at the price (consider for company price when a dominant SH is engaging in freeze-out merger)

“Entire fairness” (applies in M&A)

· Substance AND process and procedure of the transaction

	How much stock is required to create a “dominant shareholder”?
	Turns on whether – given the nature of the corporation and holdings of the other shareholders – the holdings of a particular shareholder are sufficient for that shareholder to exert control over the corporation.
-- ex: If one shareholder has 25% of the shares and everyone else has 1%, that shareholder is dominant, but that shareholder is not dominant in a corporation where another shareholder has 75%

If a group of shareholders act together, then their group may be considered a “dominant shareholder.”

	Exception
	If the controlling shareholder/group owns ALL of the outstanding stock of the corporation then this rule does not apply because there are no minority shareholders that could potentially be injured by the dominant shareholder.

	Subsidiaries
	If the dominant shareholder is an entity, then the corporation in which it holds a dominant position is its subsidiary. 

· “Wholly owned” subsidiary – the parent shareholder holds 100% of its stock

· “Majority controlled” subsidiary – the parent shareholder owns more than 50% of the subsidiary

· “Minority controlled” subsidiary – Doesn’t meet the above requirements.

If the parent has control, then is a dominant/controlling shareholder and subject to these rules.

	Transactions outside this analysis (maybe)
	Transactions that may or may not fall within the Dominant Shareholder analysis

	
	· Large dividends (appropriate test is BJR)
-- The dominant shareholder causes the corporation to issue large dividends, to be distributed pro rata to all shareholders
· Failure to enforce a provision in a contract

( If the dominant shareholder has an interest in the other party to the contract, then dominant shareholder analysis (intrinsic fairness)

( If the dominant shareholder does NOT have an interest in the other party, then BJR

· Selling the company to an outside third party (subject to BJR)

· Selling the corporation to an entity in which the dominant shareholder has an interest

( Subject to the dominant shareholder analysis and a showing of fairness (“entire fairness” because it involves the sale of a corporation)

	Ratification
	Under Delaware law:
· Ratification occurs when the board of directors or a committee of the board, in good faith, authorizes the transaction by the affirmative votes of the majority of the disinterested directors
· BUT when a case involves a dominant shareholder, the board is almost never disinterested

	Control (p.484)
	Control has substantial value b/c a dominant shareholder may determine all or a majority of the individuals who will serve on the board of directors, so purchasers may pay more for control
-- “Control premium” – amount paid for controlling block of stock in excess of its market value

Control is the percent of stock needed to enable the holder to elect a controlling block of the corporation’s board of directors.


	Shareholder Rights

	Shareholders are not involved in the management of a corporation, and so do not typically have fiduciary duties. Because they don’t exercise control, their voting decisions are not regulated, and they have limited liability. There are also limitations on what shareholders may have input on.

	Shareholder Rights Associated with Ownership

	Rights associated with a share of common stock usually fall within one of two categories:

· Economic Rights

· Voting Rights

	Stock
	Ownership interest in a corporation is represented in shares of stock. 

· Stock may be divided into as many shares as the owners desire

· Articles of Incorporation define:

· How many shares of stock are authorized 

· Whether there’s more than one class of stock.

	
	Common Stock

	
	If there is only one class of stock, it is known as “common” stock:
· Has right to vote

· Has right to receive dividends (if any)

· Represents a claim on any assets remaining in the corporation (1) after all creditors are paid, and (2) after any obligations on other classes of stock have been satisfied

( “Residual claim” – a right to claim what’s left

	Economic Rights
	Economic rights are determined by how many shares are issued and outstanding, regardless of how many shares are authorized. 
· Shareholders of common stock may determine their percentage of economic rights by comparing the number of shares they hold with the shares issued and outstanding

       -- Assuming there are no other classes of stock

       -- ex:  Shareholder holds 10 shares out of 200 issued and outstanding, and so is entitled to 
           receive:

· 5% of dividends paid to shareholders

· 5% of money paid to shareholders upon liquidation of the corporation

	Shareholder Voting

	Shareholders don’t participate in management, but they vote to elect directors, which is critical to control.

	Voting Rights
	Shareholders typically vote on:

· Election of directors

· Fundamental changes to the corporation

-- ex: merger, sale of assets, corporate dissolution, amendments to Articles or Bylaws

· Shareholder resolutions

( Resolutions may take two different forms:

1. Resolutions which are proposed by a corporation’s management, such as a resolution to ratify an option plan or an action taken by the board

2. Resolutions which are proposed by the shareholders, requesting or advising that the board take certain actions

	How do shareholders vote?
	Shareholder voting can take place at any meeting of the shareholders. 

· Pro rata voting

( Shareholders vote in proportion to their holdings

( A shareholder’s percentage of ownership typically determines:

· How much voting power the shareholder has

· How much control that shareholder can exercise in the corporation

(Shareholder may vote all of their shares on a particular matter

-- ex: If a shareholder has 100 shares, their vote on a particular issue counts 100  

   times

· Per capita voting

( Board members vote on a per person basis (not pro rata)

	
	Traditional Voting Structures

	
	A simple majority (greater than 50%) is usually required to take an action.

-- Shareholders are entitled to one vote per share held

The Articles or bylaws may require a different voting structure, however:

· Super majority

· If a percentage greater than a simple majority is required

· May be required for all votes or only votes for specific matters

· Different classes of stock

· Certain classes or stock may be entitled to hold greater voting rights OR to elect a certain number of directors to the board

Traditional voting structures may allow the majority shareholder to appoint all of the directors on the board.

	
	Cumulative Voting

	
	Cumulative voting is an alternative voting structure that gives minority shareholders a greater opportunity to select a director.

· Shareholders can spread out their votes OR accumulate them all to select one or two directors
· Maximizes the minority shareholder’s impact

· Increases chance of minority shareholders electing a director

· Each shareholder is allocated votes equal to: (# of shares)x(seats on the board)
-- ex: RJB has 3 seats on the board. R owns 60%, J owns 10%, B owns 30% (10 shares total). R gets 18 votes, J gets 3 votes, and B gets 9 votes. 

--- R cannot get a majority on all 3 seats against B, so must decide how to spread shares to maximize impact (has enough to get a majority on 2 of the 3 seats); meanwhile, B can elect at least one director.

Cumulative voting allows minority shareholders to get representation on the board, even though they can’t get control.

Some states require cumulative voting, except in publicly held corporations (California).

	Record Date
	Shareholders who hold stock on a certain date (the “record date”) are entitled to vote in shareholder elections immediately following that date. 
-- Record date is usually established by the board of directors

-- Usually a few weeks before a scheduled shareholder vote

-- Determines which shareholders are entitled to vote at a particular meeting, EVEN IF they sell their shares after the record date.


	Proxies and Proxy Rules

	When a shareholder can’t attend a meeting, they may give proxy to someone else to vote on their behalf.

	What is a proxy?
	A proxy is a document (written or electronic) which is given by the shareholder to someone else so that that person can vote on the shareholder’s behalf.
-- Person given the proxy to vote is a “proxy holder”
Proxies may give the holder discretion or specific instructions in how to vote. 

A proxy is generally revocable (so if the shareholder goes to the meeting after all, can revoke the proxy).

-- UNLESS there is an agreement making it irrevocable

	Quorum
	A quorum is the minimum number of people, voters, or votes who must be present at a meeting in order to make the meeting valid. 
· A quorum is required to have a meeting of the shareholders of a corporation

· Requirements are generally established by statute (but may be modified)

-- Typical requirements are 50% of the votes, plus one.

· It is the number of shares present that is relevant, not the number of shareholders.

	Proxy Rules
	Proxy rules regulate the manner and means by which proxies may be obtained or solicited. (Securities Exchange Act of 1934, 14A)

Proxy rules also regulate the form, content, and filing requirements of proxy statements: 

(Rule 14a-3)

· Prohibit materially misleading statements

· Provide adequate disclosure for shareholders before their proxies are solicited (board of director’s and shareholder’s proposals)



	
	Solicitation

	
	Solicitation occurs when the corporation or another shareholder asks the shareholders for their proxy, meaning for their right to vote (the votes themselves; trying to vote on their behalf).

Solicitation includes:

· Any request for proxy

· Any request to execute, not execute, or revoke a proxy

· Furnishing a form of proxy or other communication reasonably calculated to result in the procurement, withholding, or revocation of a proxy

The person being solicited must first receive a proxy statement prior to the time any person makes a solicitation.



	
	Exceptions

	
	Communications which are NOT solicitations are not subject to the proxy rules. 
Solicitations that are exempt from proxy rules:
· Public statements or speeches or advertisements stating how the shareholder intends to vote and the reasoning behind that vote
· Solicitations by someone who does not intend to act on another’s behalf

( Other than an affiliate of the corporation or party in interest

· Any solicitation made to 10 or fewer persons, provided it is not made by the corporation

· Advice to any person with whom the person furnishing the advice has a business relationship

( Provided the advisor does not have certain other interests or undisclosed connections to the corporation which would amount to a conflict of interest
Proposed by the SEC

· General solicitations and advertising to “accredited investors’ participating in a securities offering made under Rule 506

( 506 is an exemption to the rules requiring registration of securities offerings

	Proxy Fights

	Defined
	A proxy fight is a battle to obtain control of a corporation through a vote of the shareholders. 

· Different groups within a corporation may have different positions on how the shareholders should vote
· Different, competing groups of potential directors are battling for control

( Outcome often depends on who collected the most proxies 

	Insurgent Groups
	Proxy fights occur when a group that wants to gain control (the “insurgent group”) tries to get elected to the board and oust existing management (the “incumbent directors”) by soliciting proxies from a large enough number of shareholders to elect its own representatives. 

	
	Rules for Soliciting Proxies

	
	When an insurgent group wants to contact shareholders and provide material related to the contested vote, EITHER:  (Rule 14a-7)

· Management may mail the insurgent group’s material to the shareholders directly and charge the group for the cost, OR
· Management can give the insurgent group a copy of the shareholder list and let the insurgent group distribute its own materials

Management prefers to control contact with its shareholders. 

-- There’s often additional dispute about providing insurgent groups with access to shareholder contact information

	Recovering Costs Associated with Obtaining Proxies
	Different rules govern reimbursement costs for insurgents and incumbents. 

· When incumbents spend money to defend their positions from insurgents, IF the group is victorious, there is usually no problem with the group reimbursing themselves (as long as the expenses aren’t illegal or excessive) 

Rules for reimbursement of expenses associated with obtaining proxies in a battle for control: 
· May NOT reimburse either party unless the dispute involves a question of policy. 

( Can’t involve an argument that one group is better than the other

( Most proxy battles are presented as matters involving policy disputes

· May ONLY reimburse reasonable and proper expenses

( “Reasonable and proper” is broad (ex: disclosure statements, telephone solicitations, in-person visits to shareholders)

· May reimburse the incumbents whether they win or lose

· May reimburse the insurgents ONLY if they win and ONLY if the shareholders ratify the reimbursement after full disclosure 

	Shareholder Proposals

	Qualifying shareholders are allowed to submit certain proposals to their fellow shareholders for a vote by having these proposals placed on the company’s proxy statement to the shareholders at no additional expense to the shareholders. (Rule 14a-8 of the 1934 Act)
A shareholder proposal is a recommendation made by a shareholder which it intends to present at a meeting of the company’s shareholders. Your proposal should state as clearly as possible the course of action that you believe the company should follow.

	Limitations
	The proposals must relate to certain areas over which the shareholders have control, because the shareholders do not get to control the board of directors. Most proposals:

· Are worded as recommendations rather than mandates

· Are nonbinding in nature

	Attempts to Exclude Proposals
	A company will often seek to exclude a shareholder proposal from its proxy materials by filing its reasons for excluding & a copy of the proposal with the SEC. If SEC agrees with the management of the company, it will issue a “no-action” letter.
· Providing grounds it believes exists to exclude a proposal
· Asking if the SEC would recommend enforcement action if the company did exclude the proposal on those grounds

	Rule 14a-8 –

“Qualifying”
	What criteria need to be satisfied in order for a shareholder proposal to “qualify” to be included in the corporation’s proxy statement? (both substantive and procedural requirements)

TL;DR – maintains centralized management

	
	Procedural Requirements

	
	· To be eligible to submit a proposal, a shareholder must hold $2,000 in market value of the company’s stock (or 1% of the voting stock)

( AND have held it continuously for 12 months preceding the proposal

· Shareholder may NOT submit more than one proposal for each shareholder’s meeting

· Proposal may not exceed 500 words

· Most proposals must be submitted to the company at least 120 days before the company’s proxy statement is released

· Either the shareholder or the shareholder’s “qualified representative” must attend the meeting at which the proposal is to be considered



	
	Substantive Requirements

	
	Substantive requirements for the shareholder’s proposal:
· Topic of proposal must be proper subject for actions by shareholders under state law where corporation is organized
· May NOT cause the company to violate any law if implemented

· May NOT address a personal grievance or special interest which is not applicable to other shareholders
· If the proposal related to the company’s operations (significantly related):

( Operations must involve at least 5% of the company’s assets, net earnings, or gross sales, OR

( Operations must otherwise be “significantly related to the company’s business”

· IF a significant relationship to the company’s business is demonstrated on the face of the resolution or in the supporting material, it will be included even if it doesn’t meet the economic threshold

· Must NOT violate the Proxy Rules

· Cannot be beyond the company’s power to implement
· May NOT address management functions (ex: ordinary business operations)

· May NOT relate to specific amounts of cash or stock dividends

· May NOT directly conflict with one of the company’s own proposals that is being submitted at the same meeting

· May NOT be a recidivist proposal which

           - Was previously submitted within the last five years, AND
           - Did not receive the required percentage of votes, UNLESS

          - More than 10% of the shareholders voted in favor of the previously submitted 
             proposal

NOTE: if any of these requirements are not met, management can exclude the proposals through SEC 14a-8

	“Say on Pay” vote
	Publicly held companies are required to provide shareholders with an advisory “say on pay” vote on the compensation of the company’s senior executives at least once every 3 years. 

(Rule 14a-21(a))
- Most companies vote annually

- These votes are advisory and not binding

	Shareholder Inspection Rights

	Shareholders have the right to inspect corporate records, but the request must be for legitimate purposes and balanced against the corporation’s interest in protecting certain information and the fact that some requests are for improper purposes. Concerned with both:

· The type of record being requested

· The purpose of the request

	Type of record
	Depending on the types of records being sought, the burden of proof will shift. Either:

· The corporation must show an improper purpose

· The shareholder seeking access to records must show a proper purpose

Examples:

· List of shareholder names (burden of proof is on the corporation to show the shareholder doesn’t have a proper purpose)
· Corporate records (burden of proof is on the shareholder to show that he has a proper purpose)

	Purpose
	Questions of “purpose” are often heavily fact-dependent.

	
	Proper Purpose

	
	Instances involving a proper purpose (based on court holdings, generally related to shareholder’s interest in investing in the corporation):
· Effort to gain control of the corporation

· UNLESS it is for a hostile or detrimental purpose to the corporation or its shareholders (rather than current management)
· Effort to gain shareholder list for someone else trying to gain control of a corporation

· Effort to investigate alleged corporate mismanagement or malfeasance

· Effort to gather information to assess the value of one’s shares

· Effort to communicate with other shareholders in connection with a proxy fight or a shareholder proposal

	
	Improper Purpose

	
	Examples of purposes that would be deemed improper:
· Finding potential customers for a personal business venture
· Persuading the corporation to adopt one’s social or political concerns, irrespective of any economic benefit to the shareholders of the corporation (State ex rel. Pillsbury v. Honeywell
· Instituting a strike suit against the corporation

· A strike suit is a suit without substantive basis designed to obtain money or property from the corporation because costs of litigation exceed the costs of settlement

· Seeking proprietary information such as trade secrets or other intellectual property

· Seeking information to aide a competitor of the corporation

	Right to Information
	Shareholders have a right to information because they are entitled to know about and be involved with their investments.

But this right is subject to limitations in an effort to balance a shareholder’s rights to information with the rights of the other shareholders in the corporation.

-- Designed to prevent a shareholder from exercising rights to negatively impact the corporation

	Shareholder Suits

	Shareholders who have complaints regarding corporations in which they hold stock may bring direct actions OR derivative actions.
ASK: (1) who suffered the alleged harm? (2) who would receive benefit of recovery or remedy?

	Direct Actions
	In a direct action, the shareholder makes a claim:

1. In her own name (she receives benefit)
2. Against the corporation, or a director or officer of the corporation

3. For a wrong done directly to her (she suffered alleged harm)

	
	Examples of Direct Suits

	
	Direct lawsuits include:

· Suit to compel payment of dividends

· Suit to enjoin an ultra vires activity

· Suit claiming securities fraud

· Suit brought to protect certain shareholder rights

· Suit in which a shareholder has been denied rights

· Suit involving a shareholder-employee, fired and forced to sell stock, who is suing to recover his job and/or stock

	Class Actions
	If the wrong complained of affects many shareholders, then a direct action might be brought as a class action. (FRCP 23)
-- Shareholder sues as a representative of a “class” of similarly situated shareholders who have suffered from the same wrong

	Direct v. Derivative

(Differences)
	Differences between the two different type of suits:

· Only shareholders can bring derivative suits (NOT creditors)

· Any remedy under a derivative suit goes to the corporation, NOT the shareholder 

( Because the harm alleged hurt the corporation

· The shareholder may collect damages under a direct suit

( Because the lawsuit arises out of a wrong against the shareholder

· The corporation is required to pay the shareholder’s attorney fees in a derivative lawsuit

( ONLY IF the suit is successful, though

· More procedural hurdles in a derivative suit than a direct suit

	Derivative Action
	A derivative action is brought when:

· The complained of wrong has damaged the corporation (corporation suffered harm)
· The shareholder is negatively impacted as a result of the harm to the corporation

· The corporation has failed to take action

In a derivative suit, the shareholder sues to compel the corporation to take action against the perpetrator of the wrong (to address the harm to the corporation).

	
	How does a derivative suit work?

	
	A derivative suit is a suit in equity against the corporation, to force the corporation to take action against a third party:

· The shareholder brings two suits:

1. Against the corporation

2. Against the party against whom the shareholder asserts the corporation has a claim

	
	Examples of Derivative Suits

	
	Derivative lawsuits include:

· Claim that a director violated his duty of care to the corporation by making a bad deal with an outside third party

· Claim that an officer misappropriated a corporate opportunity or otherwise breached the duty of loyalty

· Claim that a third party who has a contract with the corporation breached that contract

· Claim that senior management’s salaries are excessive

· Suit seeking to prevent management practices which are calculated to prevent challenges to current management

	Basic Requirements for a Derivative Suit
	Basic Requirements that must be satisfied before a shareholder may bring a derivative suit:
· Contemporaneous Ownership
· A shareholder seeking to bring a derivative lawsuit typically must have been a shareholder:

( At the time of the injury claimed 

( At the time that the suit is brought

· Demand requirement (see below)

· In some states:

· The shareholder must remain a shareholder through the court’s decision (other states have exceptions)

· A shareholder with <5% of the corporation’s outstanding stock is liable for the costs associated with an unsuccessful suit

· Shareholders must purchase a bond when bringing a derivative suit to cover the potential costs to the corporation if the suit is unsuccessful
-- no bond requirement in Delaware

	Demand Requirement
	Most states require that the shareholder approach the board of directors and demand that the board pursue litigation BEFORE the shareholder can bring a derivative suit.

( HOWEVER, if demand is made and the board decides not to bring the suit, then that decision is protected by the BJR

-- so plaintiffs try to avoid making demand

	
	When is demand excused?

	
	Demand is excused when asking the board to bring a suit would be “futile.” 
The test for the futility of demand relates to a board of director’s ability to make an unbiased decision at the time the suit is brought (NOT at the time the wrong happened):
· The shareholder must show that there is reasonable doubt that the majority of directors are (1) disinterested, AND (2) independent.

( In Delaware:

· A majority of the board has a material or financial interest in the transaction

· A majority of the board can’t act independently because of domination or control (by an individual who is interested)

· Underlying transaction is not the product of a valid exercise of business judgment (but demand is not automatically excused in oversight cases)
· If the board is not independent 
· If there is reasonable doubt that he challenged transaction was a valid exercise of business judgment

If demand is excused, but the shareholder makes the demand anyway, then the futility argument is forfeited and the board has the right to hear the demand and dismiss the claim.

	Special Litigation Committees
	A special litigation committee is a committee of disinterested board members and some outsiders that evaluate the derivative litigation. 

( Even if the board can’t evaluate the litigation from an unbiased view, it can appoint a committee of unbiased members to evaluate if the litigation is in the best interests of the corporation

( Assuming the special litigation committee is disinterested

· The board can dismiss a derivative action based on the committee’s recommendation

· That dismissal is subject to the business judgment rule

	
	Attacking a Special Committee Decision

	
	A shareholder dissatisfied with the committee’s decision can attack it on limited grounds:
· The decision was procedurally defective
( The committee used an improper or ineffective method to investigate the case
· The special litigation committee failed to act independently, in good faith, and with reasonable investigation

( Courts have strictly construed the requirement that directors on the committee be disinterested
· Even tangential connections between the directors on the committee and the other directors may be sufficient to invalidate the recommendation
( Some states are more lenient, some stricter

A small number of states (incl. Delaware) have an additional requirement that the course exercise its own business judgment in evaluating the decision to dismiss.

	Derivative Lawsuit Steps
	Derivative lawsuits typically evolve like this:
· Corporation A does something wrong (allegedly) and shareholder(s) want to sue for breach of fiduciary duty to the corporation (NOT the shareholder).

1. Shareholder must post bond to cover the costs of the litigation in case the shareholder loses

2. The shareholder must make a demand that the board pursue the litigation OR show that demand is excused

3. IF there is a special litigation committee, the committee may agree with the shareholder OR vote to dismiss the lawsuit.

( IF the committee dismisses the suit, the shareholder must argue that the committee’s decision was invalid

4. IF the shareholder can overcome these obstacles, then he can bring the lawsuit


	Control Issues in Corporations

	Public Companies v. Closely-Held Companies

	Public Companies
	Public corporations are traded openly on the market:

· Stock is owned by thousands of investors

· Most shareholders don’t know each other

· To be public, must register the corporation with the SEC

· It is then traded openly on a public exchange (ex: the NYSE or NASDAQ)

	
	Control in Public Companies

	
	In public companies, the control issues more often occur as proxy fights, tender offers, or other mergers/acquisitions.

· Large scale battles
· Related to the size of the company

· Vast number of relatively anonymous shareholders

	Closely-Held Companies
	A “closely-held” or “private” company’s stock is NOT publicly traded

· Held by relatively few shareholders

· Sales of stock take place in private transactions

Shareholders in private companies often serve on the board of directors AND have positions as officers.

· The Board is typically determined by a majority vote of the shareholders

· If one shareholder holds a relatively small percentage of the stock & someone else owns a majority, the minority shareholder can’t require she be elected to the board (which means she also cannot institute dividends OR require she be hired so that she earns a salary
·  – problematic if shareholders are paid rries instead of dividends)

	
	Control in Private Companies

	
	In closely held corporations, control struggles focus on a shareholder’s ability to control votes, often through agreements or structure of the business
· BECAUSE shareholders serve as directors and officers:

· Control represents ability to determine and pay a salary

               ( Employee/shareholders prefer to pay salaries instead of dividends

                     -- Avoids double taxation (double taxation is on corporation & dividends)
· Control provides individual or group with access to income from the “value” of the closely held corporation

The board selects the employee/officers and determines how much salary they will make. 
· If a shareholder is not an employee, only receives money through dividends

· Board determines how much dividends will be paid
· SO, control of the board results in the ability to control:

( The payment of money to shareholders

( Whether those shareholders are hired as employees

-- AND how much money they receive if they are

	Devices for Control

	Control devices are designed to provide a shareholder or group of shareholders with sufficient votes to determine or to impact certain important decisions in a corporation. Control devices only relate to how shareholder votes are cast: shareholders may act selfishly, but directors must act in the best interest of ALL the shareholders.

	Control Devices in general
	Shareholders may agree to exercise control to determine who will be directors, but not to determine how those directors will vote

· Directors are bound by fiduciary duties to all shareholders

( MUST be free to make their decisions based on good faith determination of what is best for the corporation and all its shareholders

( So can’t use an agreement to restrict a director’s right to vote

	Voting Trusts
	A voting trust is a device whereby two or more shareholders place their shares in a “trust”:

· The trustee then has the right to control the vote

( Typically governed by a trust agreement that governs how a vote should be granted and how long the trust is granted for
· Relate to the election of directors to the board, NOT how directors will vote

( Director votes can’t be controlled by a voting trust

· Only voting power is transferred to trustee, rights to dividends remain with shareholders

Advantages:

· Avoids deadlocks among shareholders

· Little question of enforcement

· Trustee holds and votes the shares

Disadvantages:

· Shareholders might be uncomfortable turning over shares to a trustee and the loss of control that comes with it

Number of years a trust can exist is limited under state law (usually 10 years)

	Vote Pooling Agreements
	A vote pooling agreement is an agreement between two or more shareholders that their shares will be voted in a certain way, based on some criteria 

It is similar to a voting trust , BUT: 

· No trustee to controls the voting

( Shareholders control their votes themselves (like a political voting block)
· Agree in advance to vote a certain way

May be used in a variety of situations (very flexible):
· May cover all shareholder votes or only certain types of votes, such as election of directors. 

· May be for an unlimited period of time or for a defined period. 

· May cover a portion of a shareholder’s shares or all of their shares 

( Don’t need to put all shares into the agreement

( May split shares among different vote pooling agreements

· May delegate control to an individual who has a relatively small ownership percentage

	Irrevocable Proxies
	An irrevocable proxy is typically given to an entity or individual who has an interest in the corporation, to enable that individual to have control. 

-- NOT about shareholders coming together to pool control, but about one or more 
   shareholders handing over their shares to a third party to increase that person’s control.

To make a proxy “irrevocable,” must be coupled with an interest, which may be:

· A job in the corporation

· A loan made to the corporation

· Some other interest or, simply, the parties’ intent that the proxy be irrevocable.

	Shareholders Agreements
	Shareholder agreements deal with a wide variety of matters relating to the corporation’s activities, including matters unrelated to control of the corporation:
· Transferability rights

· The corporation’s ability to repurchase stock upon the occurrence of certain events

Can also include agreements on the following topics:

· Who can be a shareholder

· Who is eligible to serve on the board of directors

· What happens if one of the shareholders becomes disabled or dies, files personal bankruptcy, retires, or is fired.

· How much shares of stock are worth

· Whether the corporation is required to buy back stock of a shareholder who is leaving

· How much will be paid for the buyback

Sometimes shareholders will try to agree to things beyond the scope of being a shareholder, such as:

· Trying to determine who will be an executive officer

· What dividends will be paid

Generally, if it’s beyond the scope of shareholder rights, it’s unenforceable. 

	Limits on Control Arrangements

	Shareholders may agree on how they will act as shareholders, but not on how those individuals will vote when they become directors or what actions they will take as directors. 

	Control Limitation Analysis
	Shareholders can agree how they will vote as shareholders

· Shareholders CANNOT agree about how they will vote as directors with fiduciary duties, UNLESS:

· The agreement is signed by ALL of the shareholders, OR

· When the minority shareholders who have not agreed do not or cannot object AND the agreement is reasonable (in some states, sometimes)

	Shareholders MAY Agree
	Shareholders may agree:
· To elect certain directors

· Elect each other to the board of directors

	Shareholders May NOT Agree
	Shareholders may NOT agree:
· Once they are on the Board, that they will elect each other as officers

· Directors can’t have contractual obligations to certain shareholders

( Have fiduciary duties to ALL shareholders and the corporation

· Other things beyond scope of shareholder control (management)

	Exceptions
	Making Unenforceable Agreements Enforceable

	
	Exceptions allow otherwise unenforceable agreements to become enforceable:
· Shareholder Unanimity Exception

( Shareholders may agree how they will vote on certain matters as directors if ALL shareholders have entered into the agreement

-- ex: agreement about dividends or election of officers
· In some states, even if all of the shareholders are not parties to the agreement, the agreement is still enforceable provided that:

· The shares of the corporation are closely held

· None of the shareholder who were not parties to the agreement object, AND

· The terms of the agreement are reasonable

	Abuse of Control

	Generally, shareholders do not owe fiduciary duties to one another. However, dominant shareholders, in certain situations, do owe a duty to the other shareholders for actions which involve self-dealing. In closely-held corporations, additional issues arise with “freeze outs.”

	Freeze Out
	A freeze out occurs when the majority shareholder or block of shareholders earns a return at the expense of other shareholders. 
-- Often involves channeling corporate funds to the controlling shareholder block and depriving the other shareholders of their opportunity to share in funds paid out by the company

A freeze out involves a situation in which a minority shareholder is blocked from holding a paid position (officer, employee) within the corporation by the majority. Without the paying position, the minority shareholder does not receive a salary and therefore cannot profit from its investment in corporation.

	Features of a Freeze Out
	A typical freeze out has the following features:
· The corporation does not pay dividends (or pays minimal dividends) 

( None or very little of the corporation’s profits are distributed to its shareholders
· The only (or vast majority of) corporate funds that are “paid out” are paid to shareholders who are also employees in the form of salaries

· The frozen out shareholder is prevented from holding a paying position
· As a result:

( The minority shareholder(s) do not receive any of these corporate funds (distributed as salary)

( They are unable to profit in any way on their investment in the corporation

	Breach of Duty
	Frozen out shareholder must show:
· Breach of duty (the intent behind the actions), AND
· That the majority group is diverting profits of the corporation to themselves to the exclusion of the frozen out shareholder

-- depriving the frozen out shareholder of their right to a return on their investment.

	Actionable?
	Freeze outs are NOT always actionable:
· The law can’t protect minority shareholders from freeze outs from management

( ONLY protected by law when:

· The minority is frozen out, AND 

· The majority takes profit from the corporation and DENIES it to the minority.

	Fairness
	Board’s actions are subject to a FAIRNESS analysis
· Difficult to show that actions typical of business in general are unfair

( Fair (probably): Dominant shareholder pays herself reasonable salary and does not pay dividends

( Unfair (probably): Dominant shareholder pays herself salary well in excess of a reasonable salary, leaving no funds to distribute to the minority

-- Probably can show duty of loyalty was violated

	

	Fiduciary Duties in Freeze Outs

	Freeze outs are handled differently in different jurisdictions.

	Dominant Shareholder Duties 
	Many jurisdictions apply the fiduciary duties of a dominant shareholder (ex: Delaware)

· Duty against self-dealing/Duty of loyalty

· Prevents a dominant shareholder from taking all the benefits of ownership for themselves. 

· Directors always have a fiduciary duty to ALL shareholders, even if they are also shareholders. 

· Minority shareholders know they are in a non-controlling position.

	Partnership-like Analysis
	Other jurisdictions apply a partnership-like analysis (Massachusetts).
· Therefore there are some fiduciary duties between shareholders. 

· Shareholders owe each other a duty of good faith. (Wilkes v. Springside Nursing Home)
· The majority will need to demonstrate that there is a “legitimate business purpose”

( Even if there is a legitimate business purpose, the minority will still have the opportunity to show that the objective could have been achieved through an alternative course of action that is less harmful to the minority’s interest.

	Employee or Shareholder

	Employee v. Shareholder
	Many freeze out claims revolve around a minority’s claim that he should be allowed to be an employee and receive a salary because that is the only way funds are distributed.
Turns on an assessment of whether the individual is:

1. A shareholder whose right to employment is a byproduct of his position as a shareholder, OR

2. An employee who happened to obtain shares as a result of employment

	At Will Employees
	At will employees who happen to be shareholders DO NOT usually have fiduciary duties protecting their rights to employment.

	Employee Agreements
	Employment agreements can help employee/shareholder situations be avoided.
· Courts will look to the agreement to determine the rights of the employee/shareholder

-- Rather than abstract applications of fiduciary duties

Controlling shareholders have used employment agreements to their advantage

-- Secured the right to terminate the employment of an employee who is also a minority shareholder

	Protections for Minority Shareholders

	Minority shareholders who are concerned about being frozen out have limited options. There is almost no market for shares in closely-held corporations because no one wants to buy a non-controlling interest that they can’t get any money from. 

	Options for Minority Shareholders
	Options for minority shareholders facing freeze out:
· Shareholder agreement protecting the minority shareholder’s right to be on the board of directors and/or to be an officer (if all other shareholders agree)

· An employment agreement assuring the minority shareholder of a certain position in the corporation and a salary

· A buy-out agreement (or shareholder agreement with a buyout option) entitling the minority to force the company to buy his shares under certain circumstances, such as a freeze out

· Statutory dissolution which would result in payment for their interest in the dissolution process or in a settlement with the majority shareholder block

( Sometimes even minority shareholders have a right to force a dissolution in a closely-held corporation

· Mandatory dividends

( Provisions requiring that certain dividends be paid (might be included in Articles of Incorporation)

	Transfers of Control

	Control does not need to be 51%. Control is just the percentage of stock sufficient to enable the holder to elect a controlling block of that corporation’s Board of Directors. 

	Why is control valuable?
	Control enables someone to improve the company and extract more value.

Control might let someone determine who the Board and who the officers are.

	Acquiring Control
	There are several ways to acquire control, but the easiest is through the purchase of a controlling block of stock. 

	Control Premium
	Because control has substantial value, purchasers of stock are willing to pay more for it. 

· The amount which the purchaser pays in excess of the market value for a controlling block of stock is called the control premium.

	Fairness
	Sale of control raises issues of fairness for shareholders not receiving a control premium.
· Absent looting of corporate assets, conversion of a corporate opportunity, fraud, or other acts of bad faith:

· A controlling shareholder is free to sell her interest at a premium

· A purchaser is free to buy that controlling interest at that premium

However, one cannot buy a board seat – courts are mostly unwilling to allow the sale of a corporate office or directorship:

· Most likely involves improper motive or action

· So a shareholder may sell control, but not offices

	Replacing the Board
	If a purchaser acquires a majority interest, some courts allow selling shareholders to facilitate the resignation of the existing board rather than requiring the purchaser to wait until the expiration of the current director’s terms.

· Not considered a sale of office

· Sale of control and the “fruits” of that control


	Capital Structure Basics

	The capital structure of a firm is made up of money that has been invested in the firm and money that has been lent to the firm. It includes both classes of stock and debt.

	Equity

	Shareholders own a piece of the corporation by definition. They make an investment in the corporation and so are entitled to certain rights and sometimes money. In general, they have obtained their shares by making an equity investment in the firm.

	Features of Equity Investments
	Equity investments:
· May be divided among different classes of stock

· The ability to receive dividends

· Rights or privileges relating to a class of equity

· The right to vote on shareholder matters

· No right of repayment on the amount initially invested (risk)

· Prosper if the firm prospers, flounder if the firm flounders. 

· Residual claim on the assets of the firm once the creditors are repaid

Historically, stock in a firm was issued at a minimum amount known as the “par value”

· Represented an amount under which the shares could not be sold. 

· Concept has been abandoned—generally par value is 0.

	Common Stock
	In the simplest of corporations, there is only one class of stock: common stock.

	Other Classes
	Other classes often create a bundle of rights designed to attract certain investors. 

“Preferred stock” often has features that are preferential to, or at least different from, common stock.

	
	Other Classes

	
	· Dividend rights

( The right to receive a specific dividend prior to other stockholders

· Liquidation preference

( A right to be paid a certain amount upon liquidation of the corporation

-- A preference “senior” to other classes of stock (but not to creditors) 

· Redemption rights

( Sometimes subject to repurchase by the corporation for a certain price, meaning the corporation may force the holder of the preferred stock to sell that stock to the corporation for a certain price

· Put option

( When the holder of the stock has the right to force the corporation to repurchase the stock for a certain price

( Usually arise after the passage of a certain agreed upon time or after the occurrence of a certain event

· Convertibility

( Preferred stock that can be converted into common stock or even bonds

-- At the option of the shareholder, generally, but can be required upon the occurrence of specified events such as an IPO.

--Protects preferred stockholders if company isn’t profiting, but, if the company is worth so much that, upon liquidation, stockholder would get more than it put in then it would benefit it to convert to common stock
· Antidilution Protections

( Protect the preferred holder from the company issuing stock at a price below the price at which the preferred holder purchased their stock.

( If conversion allowed, stockholder may just be permitted to convert a portion of  

     their shares to common stock to achieve the proper result. 

· Right of participation

( Preferred ability to take part in future investments with the firm. 

· Voting rights

( Preferred holder may have the same, or enhanced, voting rights compared to other stockholders.

	Bargained For Rights
	General shareholders in closely held corps often bargain for these additional rights:

· Right of first refusal

( The right is a restriction on the transferability of a corporation’s stock

( Requires that before a shareholder can sell their stock, it must offer that stock to the corporation or the other shareholders first. 

-- Very common in closely held corporations. 

· Tag along provision

( Provides that before a shareholder sells his or her shares in the corporation, that shareholder must allow other shareholders to participate proportionately in the sale. 

( Prevents a single shareholder from “cashing out” or prevents a controlling shareholder from charging a “control premium” for their shares without sharing that premium with the other holders

· Drag along rights

( Provides that if a majority of the shareholders vote for a sale of the corporation, then the other holders will agree to sell as well. 

( These provisions eliminate dissenters and hold-outs to facilitate an easier sale process for the corporation.

	Debt

	Debt involves lending money to the corporation, and usually the requirement that the money be repaid, with interest, according to the terms of the loan.

	Three Basic Instruments
	All of these may be “securities”
· Notes

· Evidence of a secured or unsecured loan.

· It is a promise to repay money on specific terms, usually banks will use promissory notes to reflect specific terms of repayment.

· These notes are not usually traded in the way that bonds or debentures are. 

· Bonds

· Bonds are a secured loan. 

· The security for the loan may be real or personal property belonging to the corporation. 

· The holders of the bond are secured creditors who can trade the bond. 

· Bonds can be registered on the corporation’s books, or bearers bonds. 

· Debentures 

· Like bonds but are typically unsecured obligations

-- Usually unsecured creditors.

	Features common to all debt
	There are features which are common to most debt and distinguish it from equity:
· Subject to repayment either over time in periodic payments or at some future date in a lump sum. 

· Usually includes compensation to the lender for use of the money such as interest payments

· Is subject to repayment regardless of the success or failure of the company (sans extraordinary circumstance such as bankruptcy)

· Has priority over the other obligations to shareholders of the corporation (debtors before dividends)

· Does not have voting or management rights in the company (although certain debt instruments may put restrictions on borrowers called “debt covenants” that require certain practices or actions [such as the payment of dividends or additional borrowing] until the debt is repaid)

· May involve a personal guarantee by the owners of the company to the debtors.


	Securities Law

	Securities laws set forth parameters by which directors and officers must conduct themselves when a corporation’s securities are involved. The laws generally promote full disclosure and fraud prevention.

· Securities Act of 1933 (1933 Act)

· Securities Act of 1934 (1934 Act)

	What is a Security?

	What is a security?
	Certain specific instruments (such as shares of stock) are always considered to be securities, but in other situations, an instrument, contract, scheme, or structure needs to be evaluated to determine if it is a security.

A transaction in which an investment is made with another person or entity, from which the investor expects to profit based on the efforts of others, typically involves a security.

	
	Section 2(1) of the 1933 Act

	
	Two broad categories of instruments which qualify as a security:

· Automatically qualify:

· Stock

· Notes

· Bonds

· Debentures

· Options

· Voting Trust Certificates

· General “catch all” definitions:

· Evidence of indebtedness

· Investment contracts

· Any instrument that is commonly known as a security

Items listed are considered securities UNLESS context requires otherwise (case law)
-- ex: Restaurant uses old laminated stock certificates as souvenir placemats

	Characteristics of Securities
	Typical characteristics of securities include:
· The right to receive dividend contingent upon an apportionment of profits

· Negotiability

· The ability to be pledged or hypothecated

· Voting rights which accompany an instrument & correspond to the number of shares owned, AND/OR

· The ability to appreciate in value

	Investment Contracts 

(most important catch all term of securities definition)
	Four requirements to evaluate if something is an investment contract (the Howey Test):
1. A contract, transaction, or scheme through which a person invests money or any other consideration

2. The investment is made into a common enterprise, with either:
· Horizontal commonality

( Investment is made with others
· Vertical commonality (only a common enterprise in some circuits)
( Investment is made with a promoter who is working to make investments for the investor
3. There is an expectation of profits

4. The profits must come solely (interpreted as ‘primarily’) from the efforts of others
( Investor must NOT participate in the operation of the investment opportunity

( Depends on the work, skill, expertise, and/or efforts of others

	Investments 
v. 

Security
	Not all investments are securities, BUT the definition of ‘security’ applies broadly to investment contracts and business arrangements. 

	
	Securities in Partnerships and LLCs

	
	Investment in a general partnership is NOT a security:
· All partners have a right to be involved in management

-- So profits aren’t derived from the efforts of others

BUT the interest of a limited partner (not general partner) in a limited partnership IS a security:

· Limited partners do not participate in management so all elements of the Howey test are usually met

Must evaluate LLCs on an individual basis, because they have great flexibility to define the role of their members:

· Evaluate the actual structure of the LLC to determine whether the members are expecting profits from the efforts of others
-- It’s an oversimplification to say all interests in “manager-managed” LLCs are securities and all interests in “member managed” LLCs are not.

	Registration
	In order for a security to be sold to the public, it must either be registered or have an exemption
-- When an issuer company’s stock is registered, the company is “publicly traded,” meaning that at least one class of the company’s stock is publicly traded.

The following groups of people have responsibilities for registration statements: (1934 Act §11)

· Anyone who signs the registration statement
· Officers of the issuer company
· Experts who assisted in the preparation of the registration statement

· Underwriters promoting the offering

- Issuers have strict liability for anything misleading (by omission or misstatement) in the registration statement.

- Others connected to the registration statement have a defense of due diligence:

· Reading the registration statement
· Investigating the registration statement to make sure the statements and assertions contained in that statement are true

( If something turns out to be false, defendant must show (1) he did not know it was false and (2) he should not have known it was false

	
	Exemption from Registration

	
	Factors that determine if an issuer has an exemption from registration:
· Size of the offering

( How much money is being raised?

-- Exemptions for certain offerings under $1 million and $5 million

· Number of units offered

( How many shares are available and what percentage of the total ownership does it constitute?

· Manner of the offering

( How do people hear about the transaction?
-- Rules restrict advertising to and solicitations of the general public

· Number of offerees

( How many people are offered the deal?

-- NOT how many actually invest, but how many are given the opportunity – must be a limited number

( And do they have access to information about and from the issuer?

If a transaction is exempt, the process of raising money is called a “private placement.”

	Accredited Investors
	An individual accredited investor typically has a net worth (not including the person’s house) over $1 million or an income over $200,000 for the prior few years. 

-- There are different standards for corporations seeking accredited investors
Some registration exemptions don’t count accredited investors

	“Blue Sky” laws
	State laws setting requirements for securities transactions. Vary by state.
-- If a securities transaction takes place entirely within one state, it is often exempt from federal registration requirements (“intrastate” exemption).

	Rule 10b-5: Fraud Under the Federal Securities Act

	“It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange–  . . . 
(b) To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, . . . any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.“ 

(Securities Exchange Act of 1934, §10(b))
“It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange, 

(a) To employ any device, scheme, or artifice to defraud, 

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

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

(Rule 10b-5)

	Standing 
	Plaintiffs must meet basic standing requirements before they can bring a claim under 10b-5:
1. Interstate commerce jurisdiction 

( “Means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange”

(Intrastate activities are not regulated by 10b-5

2. Activity must involve a security
· Applies to ANY security, in closely-held or public companies

-- Even in private companies though they generally are not subject to reporting provisions of the 1934 act

( Also, government securities and option traders purchasing stock options because an option contract confers the right to buy or sell shares of a particular stock at a specific price on or before the expiration date of the contract

3. Activity must involve a purchase or sale of securities

( If an individual decides NOT to sell or buy because of a misrepresentation or omission, he may be damaged, but doesn’t have a 10b-5 claim

4. Fraud must touch and concern the transaction

( Even a tenuous connection will probably suffice

	Statutory Requirements
	Must show that the statutory elements of Rule 10b-5 have been met. Show that the defendant:
· Employed a device, scheme, or artifice to defraud, AND EITHER:

· Made an untrue statement of material fact

· Omitted or failed to state a material fact necessary in order to make the statements made not misleading (in light of the circumstances under which they were made)

· Omitted a material fact the defendant had a duty to disclose, OR

· Engaged in any act, practice or course of business which would operate as fraud or deceit in connection with the sale or purchase of a security

	Rule 10b-5 Elements:
	A party bringing suit under 10b-5 must show that the defendant exhibited all of the following in order to satisfy the statutory requirements:
1. An untrue or misleading statement or omission

2. Scienter (intent)

3. Materiality

4. Reliance, AND

5. Causation (proximate cause or “loss causation”)

6. [Damages]

	(1) Misleading Statement or Omission
	Untrue or Misleading Statement or Omission

	
	A defendant must have made a false or misleading statement or omitted information so that it made a statement false or misleading.
-- IF liability is based on the omission of a material fact (rather than misstatement), there can only be liability IF:

· There was a duty to disclose that fact

	
	

	(2) Scienter
	Scienter

	
	Scienter is intent or knowledge of wrongdoing.

· Intent relates to the representation made, not the transaction.

· The defendant must have acted with intent to deceive, manipulate, or defraud.
-- Negligence alone is not sufficient

-- Some courts will count “deliberate” or “severe” recklessness

Scienter is also required in injunctive actions. 

	(3) Materiality
	Materiality

	
	The misrepresentation or omission must have been material (mattering, meaningful):

· A reasonable investor would likely consider the misstatement to be important in deciding whether to buy or sell the security

	
	Materiality of a Contingent Event

	
	Whether something that might happen (a contingent event) is material. 

Use the probability/magnitude test (the Basic Test)(Basic Inc. v. Levinson) to evaluate:
· The probability that an event will occur

· The importance of that event if it does occur
Probability

Low

High

Magnitude

Low

Not Material 

Not Material

High

Q. of Fact

Material

Four possible results:

1. The contingent event has a HIGH probability and a HIGH magnitude (significance or importance). 

( MATERIAL

2. The event has a low probability and a low magnitude

( NOT material

3. The event has a HIGH probability of occurring, but a low magnitude.

( NOT material

· It is unlikely that something of little importance or significance will be material
4. The event has a low-to-moderate probability of occurring, but a HIGH magnitude if it does occur
( Materiality is a question of fact

	(4) Reliance
	Reliance

	
	The plaintiff must show that she actually AND justifiably relied on the defendant’s misrepresentation when engaging in the transaction. 

-- Sometimes called “transaction causation”

Reliance establishes a causal connection between:

· The misstatement made, and 

· The damaged suffered by the plaintiff

Reliance must also be reasonable.



	
	Reliance on Omissions

	
	Sometimes a company or an officer of the company has a duty to speak, but does not. 

· If an event of large significance occurs, the company has an obligation to disclose.

Reliance is presumed in the case of an omission (rebuttable presumption)

· Given a duty to disclose, a person is entitled to rely that appropriate disclosures will be made

· Relying on silence as a statement that there is no material information that the company needs to disclose

Silence absent a duty to disclose is not misleading

· So if there is a duty of confidentiality, don’t necessarily have to disclose

· “No comment” is the functional equivalent of silence

	
	Reliance and Fraud-on-the-Market

	
	Doctrine of “fraud on the market”
-- Created to show how a large group of people could rely on the market (when they can’t each show reliance)

-- Creates a rebuttable presumption that there was reliance on the integrity of the market price (even if the plaintiff was unaware of the misstatement)

-- Depends on the notion that information is taken into account by the market and the market operates efficiently given that information

· Because a large number of sophisticated analysts read and evaluate public statements about corporations, then make substantial decisions to buy or sell based on those statements

( Those purchases and sales are collectively so large that they affect the price of the stock

Fraud on the market is invoked when:

· There is a public affirmative misrepresentation, AND

· The market is an efficient market (e.g. the stock market)

Does NOT apply in private transactions

	
	Rebutting Fraud-on-the-Market Claims

	
	Defendants may rebut the applicability of fraud on the market theory to a particular transaction by showing:
· The misrepresentation did NOT affect the marketplace

· The defendants issued corrective statements which were also priced into the market

· The plaintiffs would have bought or sold anyway, even with full disclosure
-- ex: If plaintiff had to sell stock because he had other financial problems

· The plaintiff did not rely on the integrity of the market
California and Delaware reject fraud on the market.

	(5) Causation
	Causation

	
	It is NOT enough to show that the misrepresentation caused the transaction

- MUST show that the misrepresentation or omission caused the loss itself

- Must do more than allege that the price of the security in question was inflated by the misrepresentation; must allege and prove the traditional elements of causation and loss

	Damages
	If the elements of a 10b-5 claim are satisfied, the defendant is liable for damages, which may take the form of:
1. Out-of-pocket damages

( Which involves determining the difference between the price actually paid or received and the price that should have been paid without the 10b-5 violation

-- Based on the loss/decrease in profits, not the purchase price minus the sale price
2. Restitution (OR “disgorgement”)
( Involves the defendant turning over the profit derived from the fraud to the plaintiff

3. Rescission

( Could involve the return of the price paid or the securities sold by the plaintiff, OR

( The difference between the original sale price and the subsequent sale price by the defendant

4. Benefit of the bargain damages
( Might only arise in limited circumstances in which it can be established with reasonable certainty that there is a difference between the value received and the value promised 

- Any measure of damages may also include consequential damages
- Punitive damages are not available for private actions under 10b-5 (but may be available under state laws), but monetary penalties may be sought by the SEC

	Claims Not Covered by 10b-5
	Rule 10b-5 is about full disclosure, so once a full and fair disclosure has been made, the fairness of the transaction is not an issue under federal law.
-- Question is, whether a wrong has been committed which satisfies the elements of the 10b-5 statute (not whether a wrong has been committed at all)

	The Sarbanes-Oxley Act

	The Sarbanes-Oxley Act of 2002 (SOX) was passed in an effort to increase disclosure by and oversight of publicly traded companies 

	Requirements
	Basic responsibilities/requirements for corporations under SOX:
· A publicly traded company’s president or CEO, as well as CFO, must sign its financial statements. Verify that

· Officers have each reviewed the statements

· The statements are accurate

· The signatory takes responsibility for what is in the statements

· Public companies may not make personal loans to their officers or directors

· Public companies must adopt a code of ethics for their CEOs and various financial officers
SOX also places responsibilities on attorneys who are aware of their client’s violations of securities laws or fiduciary duty transgressions:

· Attorneys who represent publicly held companies must report evidence of a material violation of the securities laws or breach of fiduciary duty or similar violation by the company or its agents to the company’s CEO.

· If proper action isn’t taken, the attorney must report up within the company

	Initial Public Offerings

	When a company first registers its stock to be sold to the public, it is called an “initial public offering” (IPO). It represents a company’s transition from being a “private” or closely-held company to a “public” company.

	Benefits of public companies
	Why would a company want to go public?
· Creates a way for early investors in a company to sell that investment and reap the value the business has created

· Being public creates “currency” for the company

( Because of the liquidity of the company’s stock, it has value that it might not otherwise have as a private company

· Company can reward its employees with stock options that have tangible and immediate value
· Company can use stock to raise money or acquire other companies

	Steps to Execute an IPO
	Brief summary of the IPO process:
1. Securing an investment bank

( Company must select an investment bank to manage the public offering

-- The bank acts as the underwriter for the offering (facilitates and funds the sale of the company’s offered shares)

-- Shifts the burden of actually selling shares from the company to the bank

2. Pre-filing period

( “Quiet” period
-- Once a company decides to conduct a public offering, it is prohibited from any activity that would be considered an “offering’ of the issuer’s non-exempt securities (1933 Act, §5)

-- Quiet period extends until the registration statement is filed

3. Registration statement (S-1 registration)
( The registration statement is a disclosure document filed with the SEC

-- Company must provide comprehensive disclosure of the company, incl. business operations, management of the company, financial conditions, risks associated with the business, and two-three years of financial statements (depending on the size of the company

-- Filing starts a “waiting” or “cooling off” period, during which the company and its underwriters are restricted by the information that may be released

--- Offers and indications of interest may be accepted during this period, but not sales of the issuer’s securities
4. Potential Investors (the road show)

( Goal is for the underwriters to line up investors willing to buy some of the stock being offered as part of the company’s IPO

-- If interested, they will “subscribe” to the offering

--- BUT, because sales are not permitted before the effective date, these subscriptions are non-binding

5. Setting the Price

( The investment bankers set an exact price, usually the night before the offering

-- Previously, they will have set a range for the price per share at which the stock will be offered

6. Conducting the Offering

( Underwriters purchase the shares when the offer goes live, then immediately sell them to the subscribed institutional investors

( Once sold and credited to the client’s accounts, the shares are released for trading


	Insider Trading

	Restrictions on insider trading of securities are based on the idea that those with access to non-public information should not have an advantage over those from whom they buy or to whom they sell securities. These restrictions don’t create a blanket prohibition on trading on “inside” information, however.

	Insider Trading Problems
	Insider trading problems fall into two categories:
· Traditional Insider Trading
· Misappropriation

Within each category, there can be liability for:
· Someone who trades on the information

· Someone who tips/provides the information to others

· Recipients of those tips

There is no requirement of causation or reliance in insider trading

-- Just scienter and materiality

	State Insider Trading Laws

	State Laws Regulating Insider Trading
	Insider trading was regulated by state securities laws prior to the 1933 and 1934 Acts, and which the federal laws haven’t replaced the state laws, the state laws are rarely used. State securities laws primarily regulate face-to-face transactions.
In instances of true deception and wrongdoing, plaintiffs will often have a state law claim for fraud.

-- BUT fraud is difficult to prove, which is how the securities laws developed (and also because public confidence in the securities markets is important

	
	Standards or Rules

	
	Three different standards followed by states:

· Majority Rule (not still the majority rule)

(Take the position that officers and directors of a corporation may trade in the corporation’s stock, without disclosing material information

· Special Circumstances Rule

( Makes exceptions to the majority rule, taking the position that a corporation’s officers and directors have a duty to disclose information before they trade with shareholders of the corporation, when certain special circumstances are present:

· Information is highly material

· Officer or director conceals his or her identity or engages in some other act of fraud or deceit

· The officer or director is trading with an especially vulnerable person (widows, orphans)
· Minority Rule (now is insider trading rule)
(Takes the position that the corporation’s officer and directors (i.e. insiders) DO have a duty to disclose material information whenever buying from a shareholder

	
	Trades on the National Exchanges

	
	There are state law cases that deal with transactions that take place on the national exchanges, HOWEVER:
· In the majority of these cases, state court have not found a breach of duty on the part of the insider, therefore, there is no liability

	

	Traditional Insider Trading

	Under Rule 10b-5, insider trading is a very specific violation involving deception by omission. The “omission” is that the person is in possession of material, non-public information that would impact the price of the security.

	Basic Analysis for Traditional Insider Trading
	Basic analysis of an insider trading problem under Rule 10b-5:

· Did the defendant have possession of non-public information?
· If not, there is no insider trading claim

· If so, was the non-public information the defendant possessed material?
· If not, there is no insider trading claim

· NOTE: the fact that the information was used to buy stock is often treated as material & that’s a difficult argument for ( to rebut

· If the defendant possessed material, non-public information, then was that person:

· An insider? OR

· A constructive insider?

( If not, then that person will not have liability under traditional insider trading analysis
( Apply a misappropriation analysis or a tipper/tippee analysis (see below)
· If the defendant was an insider, then did that insider trade using that material, non-public information?

· If yes, then they are subject to liability for those trades under 10b-5

	Basic Tipper/Tippee Analysis
	Tipper/Tippee liability involves the sharing of material, non-public information. 

· Did the insider pass along information in breach of a duty?
( Did they receive a material personal benefit for passing along that information? 

-- Serves as a measure of whether there was a breach of duty. (construed broadly)

· Did the tippee know or should they have known that there was a breach of duty?

If the insider doesn’t violate a duty, then there can’t be a violation of insider trading laws through tippee buying or selling stock

	Insider
	An insider is an officer, director, or major shareholder (typically a shareholder holding 10% or more of the company’s stock).

	Constructive Insider
	A constructive insider is someone who:

· Has a special relationship of trust and confidence to the company

· Whose position provides access to confidential information
· And the company has a reasonable expectation that the person will treat the information as confidential

· AND that person does, in fact, have an obligation to keep that information confidential by virtue of their position

ex: an accountant, underwriter, lawyer, or consultant

	Disclose or Abstain
	An older approach to the law appeared to restrict the ALL use of inside information (not necessarily just by an insider

-- Blanket duty to disclose or abstain from trading while in possession of material, non-public information 

These blanket restrictions are not reflective of current law, which has taken a more limited approach based on the language of Rule 10b-5



	
	Modern Duty to Disclose or Abstain

	
	Insiders actually have duty to disclose or abstain:

· Unless they disclose the information to the public, they MUST refrain from trading in the corporation’s stock while in possession of material, non-public information

· If they want to trade, then they must disclose

-- But in the real world, officers and directors must abstain because they’re prevented from disclosure by other duties to the corporation

	Breach of Duty
	Restrictions under 10b-5 prohibit “insiders” at a company from trading in the company’s stock if those insiders are in possession of material, non-public information. 
· There needs to be a breach of the duty of loyalty by the insider (or temporary insider)

( An “insider” is someone who, by virtue of their position with the company, has a duty to the company’s shareholders
( Whether there was a breach of duty is measured by whether the insider received a personal benefit. 

· Typically, this is the financial benefit gained by trading in the company’s securities

· BUT, can also arise from selling information to others (tipping)

· Absent a fiduciary duty to the shareholders,  there is NO violation of Rule 10b-5

	Factual Evaluation
	Several determinations should be made about the factual circumstances involved in the problem:

· Whether the information possessed by the person involved in the trade is “material” non-public information

· How the person involved come to have the information
· What that person did with the information, AND

· Was there a breach of duty involved in the use or dissemination of that information

	Limits on Insider Trading
	Insider trading only covers actions that start with the breach of duty of an insider, so there are situations in which someone might trade on material, non-public information that would not be a Rule 10b-5 violation:

-- ex: An insider at Company A possessed material, non-public information that will affect Company B, and the insider uses that information to trade in Company B’s stock. Because the insider doesn’t owe any duties to Company B’s shareholders, there’s no liability under a traditional insider trading analysis.

	
	Possession of information does not equate to trading on information

	
	When someone trades while in possession of material, non-public information, it merely raises a strong inference that the person traded on that information. 
-- This presumption can be rebutted.

( Insider must demonstrate that he or she did not use the information in making the trading decision.

	Tipper-Tippee Liability

	The insider trading rules limit the dissemination of material, non-public information by someone in possession of that information (“tipper”) and prohibit the use of that information by the recipient (“tippee”), subject to the limitation that the tipper have breached a duty and that the tippee have knowledge of that breach.

	Violation of a Fiduciary 
	An insider is only liable if they violated a fiduciary duty by providing the tip. 
· Only interested in the duty of loyalty

· Measured by asking whether the insider received a “personal benefit” by providing the information

The tippee can inherit the tipper’s liability to the shareholders of the corporation, but ONLY:

· When the tipper tips in violation of that fiduciary duty

· AND ONLY if the tippee knows or should know that the tip was a breach of the tipper’s duty

( This means that the tippee knows about facts that would lead a court to determine a duty had been breached

-- ex: Tippee knows the insider tipped for money

An individual may be liable as BOTH a tipper and as a tippee.

	Personal Benefit
	The existence of a breach of the fiduciary duty of loyalty is measured by whether the tipper personally benefited from the disclosure (directly or indirectly).

Personal benefit is broadly defined:

( Can include any consideration

-- ex: monetary benefit, a quid-pro-quo (tip for a tip), enhanced reputation, gift
      ( This is the critical information needed to hold tipper liable 

	Tipper Liability
	A tipper is liable if he or she:
1. Discloses material, non-public information to others, AND

2. That disclosure is made in breach of a fiduciary duty of loyalty to the company’s shareholders, AND
( Ask: Did the tipper obtain a personal benefit by engaging in the tipping?

3. Someone trades on the information. 
( The tipper is liable if anyone in the chain of information trades on the tip

The tipper is NOT liable if:

· No personal benefit is received
· No one trades on the information

	Tippee Liability
	A tippee is liable if he or she:

1. Receives material, non-public information which was disclosed in breach of a fiduciary duty by an insider at the company whose stock is being/will be traded, AND

2. The tippee knew or should have known that the tipper was breaching a duty by providing the information, AND

( Measured by whether the tipper received a benefit (did the tippee know or should they have known a benefit was received?)

3. The tippee trades on that information, OR

4. The tippee becomes a tipper:

( Passes on that information to others, receives a personal benefit for the tip, and someone trades on that information

-- The original tipper is also liable if this happens

Tippees that do not trade do not become liable, UNLESS

· They become tippers and acquire tipper liability

A person may trade on overheard information, unless that person realizes she is overhearing a breach of duty.



	
	Subsequent Tippees

	
	The tippee liability analysis can be carried forward to a chain of subsequent tippees. Ask:

1. Whether the subsequent tippee knew or should have known about the original insider’s breach of duty.

( Each subsequent tippee in the chain will be liable if they knew or should have known the insider breached a duty

( Not relevant to the subsequent tippee’s liability if other tippers along the way received a personal benefit

2. If so, was a trade made using the insider’s information?

( If yes, then the subsequent tippee is liable

( If no, then there is no liability

	
	ALL liability under traditional insider trading begins with the original insider’s breach of duty. If there is no breach of duty, there can be no liability anywhere along the chain.

	More tipper/tippee liability
	A tipper may protect its tippees from liability by not telling the tippee the source of the information. 
-- Can’t know or have a reason to know of the breach
-- The tipper would still be liable, but the tippee would not be.

	Misappropriation

	Prior to O’Hagan (United States v. O’Hagan), to find liability for insider trading, you had to show that the defendant breached a duty to the company in whose stock the defendant had traded. The misappropriation theory broadened liability to extend to those who breach a duty to the source of the information.

	Misappropriation Analysis
	The basic assessment of an insider trading problem involving the misappropriation theory would involve the following analysis:
· Did the defendant have possession of non-public information and was that information material?
· Did that person acquire the information under a traditional fiduciary relationship or a relationship of trust and confidence with the source of the information in which there are fiduciary or fiduciary-like duties?

( If not, then no liability under a misappropriation theory

-- ex: employer/employee, attorney/client, doctor/patient, principal/agent, trustee/beneficiary, family members, etc.

· If so, was the information within the scope of that duty?
( If not, then no liability under a misappropriation theory

( If the defendant (1) owed a specific duty to the source of the information, AND (2) the information was within the scope of that duty and/or a relationship of trust and confidence, then:

· Did the defendant trade using the material, non-public information without disclosing their intention to trade to the source of the information?

              ( If so, then they are subject to liability for their personal trades under Rule 10b-5

	Misappropriation Theory Rule
	A person commits fraud in a securities transaction when:
1. He misappropriates material, non-public information in breach of a duty owed to the source of the information, AND

2. Does not disclose his intentions to trade to the source of the information, AND

3. Actually trades on that information

	Breach of Duty
	The breach of duty in a misappropriation analysis is a breach of duty owed to the source of the information, not necessarily a fiduciary duty owed to the company whose stock is traded.

	Relationship of Trust and Confidence (“RETAC”)
	A duty of trust and confidence exists when: (Rule 10b5-2)

· Whenever a person agrees to maintain information in confidence
· When the person communicating the material, non-public information and the person to whom it is told have a history, pattern, or practice of sharing confidences

( So the recipient should know that the sharer expects the recipient to maintain confidentiality

· Whenever a person receives or obtains material, non-public information from his or her spouse, parent, child, or sibling

( Unless the recipient can show that the parties’ history contained no agreement or understanding to maintain confidentiality – no duty of trust or confidence existed

	Why disclosure?
	The disclosure requirement (must tell the source of information that you intend to trade) exists because the Court needed to find some fraud or deception connected with the breach of duty to justify the expansion of Rule 10b-5.

	Tipper-Tipee Liability Under Misappropriation
	Similar to the traditional tipper/tippee analysis, but there are distinctions to account for the fact that (1) breach of duty arises out of a relationship of trust and confidence and (2) disclosure must be made to the source of the information.

Under misappropriation:

· A breach of duty can arise at any point in the chain of information

	
	Tipper Liability Under Misappropriation

	
	A tipper is liable under a misappropriation theory if:
1. The tipper is in possession of material, non-public information

2. That material, non-public information was acquired EITHER:

( By the tipper through a fiduciary or similar relationship of trust and confidence with the source of the information, in which there are fiduciary or fiduciary-like duties, OR

( By the tipper as a result of someone else violating a fiduciary duty arising out of a fiduciary relationship or relationship of trust and confidence with the source of the information, AND the tipper knew or had reason to know of that violation of duty, AND
3. The tipper discloses the information to others and receives a personal benefit as a result, AND
( Does he “tip” anyone?

( Breach is STILL measured by whether the tipper personally benefitted from the disclosure, either directly or indirectly

4. The tipper did not disclose his intention to disclose the information to the source of the information, AND

5. Someone who receives the information provided by the tipper then trades on that information.

( Anyone along the chain of information, not just the direct tippee


	
	Tippee Liability Under Misappropriation

	
	The tippee is liable under the misappropriation theory if he:
1. Receives material, non-public information from someone else, AND

2. That information is provided by someone violating a fiduciary or fiduciary-like duty arising out of a fiduciary relationship or RETAC, AND

( Information can be provided directly or indirectly

( The person violating the duty could be any tipper in the chain

3. The tippee knows or should have known that the tipper was breaching a duty to the source of the information in providing the information, AND

4. The tippee then trades on that information, OR

5. The tippee provides the information to someone else, AND:

· Receives a personal benefit or 

· Someone trades on that information

There can be several points in the chain of information where a duty is breached:

-- A duty may be resuscitated if anyone in the tipper/tippee chain has a relationship of trust and confidence with the person providing them with the information

	Insider Trading Related to Tender Offers

	Rule 14e-3 creates liability if a person trades while in possession of material, non-public information relating to a tender offer which was acquired from the person or entity making the offer (the Offeror) once the Offeror has taken “substantial” steps toward making the offer.  The rule was adopted to prevent substantial trading on inside information relating to tender offers. ONLY applies to tender offers.

	Tender Offer
	A tender offer involves a company or individual making an offer to acquire the stock of another company directly from the shareholders.
-- Because a tender offer often involves a purchase price well above the market price of 
    shares, if someone were to know about it before it was made publicly, then that person 
    could buy stock in the target company and profit from the increase in stock price. 

Creates an imbalance in dissemination of information in the market. 

	Liability under 

Rule 14e-3
	Rule 14e-3 creates liability under the following conditions:

1. A person (“recipient”) is in possession of information relating to a tender offer being made by someone other than the recipient, AND

2. The information is material, AND

3. The recipient knows or has reason to know that the information is non-public information which came directly from the Offeror, the target company, or an officer, director, agent, employee, or constructive insider of either, AND

4. The recipient of that information purchases, sells, or causes to be purchased or sold, securities of the target company or Offeror at any time prior to the public announcement of the tender offer without first disclosing the information to the person with whom the recipient is trading,

IF AND ONLY IF:
5. The Offeror has commenced or has taken substantial steps toward commencement of a bid for the target company

-- ex: passage of a resolution about the tender offer by the Offeror’s board,  

    formulation of a tender offer plan, arrangement of financing to pay for all or a  

    portion of the tender offer, preparing tender offer documents/materials

There is NO breach of duty required for liability under Rule 14e-3.

There is an exemption for the Offeror:

-- Rule 14e-3 doesn’t prevent the Offeror from trading in shares of the target

	
	Tipper Liability

	
	There is tipper liability for: 

· Anyone who meets the above criteria, AND

· Communicates that information to others, IF

· It is reasonably foreseeable that the others will proceed to violate the rule.

Defense for a tipper:

· Tipper acts in good faith and communicates information about the tender offer to the Offeror or appropriate agents of the Offeror OR the target or appropriate agents of the target

There is no separate analysis for tippees.

	The STOCK Act

	The STOCK Act
	The Stop Trading on Congressional Knowledge Act of 2012 amended the 1934 Act to include members and employees of Congress. 

· Affirmed a duty of trust and confidence for members of Congress, judicial officers, and other public employees with respect to information derived from that person’s position

· Misappropriation doctrine now applies to trades based on nonpublic information made by government officials and employees
( EVEN IF the information was obtained in the performance of their job and not through a breach of duty

	Short Swing Profits (Section 16(b))

	Section 16(b) is intended to recapture any profits made by a corporation’s insiders within a six-month period of time. It was created before it was clear that Section 10(b) would apply to insider trading, and captures many “innocent” trades while failing to capture some that an organization might seek to prevent – applies blindly.

	Who does it apply to?
	Section 16(b) applies to:
· Any insider at a “registered” company

· Who buys or sells equity in that company within a six month period
-- Applies to both purchase-sale and sale-purchase arrangements. 

	Section 16(b)
	Rules of Section 16(b):

· Applies to all insiders (officer, director, shareholder holding more than 10% of the corporation’s equity securities)

( Officers or Directors

· Applies if they were an officer or director EITHER at the time of purchase OR at the time of sale

( Beneficial Owners (shareholders with more than 10%)

· Only applies to shareholders who held more than 10% of the corporation’s equity securities BOTH at the time of purchase AND at the time of sale

· Applies only to companies required to register under the 1934 Act.

· Have more than $10 million in assets and more than 500 shareholders of record

· Does NOT apply to closely held corporations

· Only covers transactions in a company’s stock or convertible debt

· Enables a company to recover any profit made by an insider within a six month period

( The insider does not get to identify specific shares which were bought and sold

( Liability under 16(b) requires matching any purchase with any sale by a qualifying insider, regardless of the order, that occurred during any 6-month period in which the sale price was higher than the purchase price

( If sale price is lower than purchase price, then disregard
· Allows a shareholder to sue derivatively on behalf of the company to recover the profit if the company does not bring or diligently prosecute a 16(b) claim

	
	Examples

	
	Examples involving a director or officer:

Example 1:

· CEO Bill buys 200,000 shares at $10/share on Jan. 1st

· Bill sells 200,000 shares at $60/share on May 1st

· Bill is liable because (1) he is an officer, (2) made a purchase-sale within six months, and (3) made a profit of $1 million.

· Percentages don’t matter if it involves a director or officer.

Example 2:

· CEO Bill owned 200,000 shares for many years
· Bill sells 200,000 shares for $60/share on Jan. 1st

· Bill buys 200,000 shares for $10/share on May 1st

· Bill is liable because (1) he is an officer, (2) made a sale-purchase within six months, and (3) made a profit of $1 million.

	
	Examples involving 10% Shareholders:

Example 3:

· Shareholder Ann owns 200,000 of the company’s 1 million shares (20%)

· Ann sells 200,000 shares on Jan. 1st at $50/share (0%)
· Ann buys 50,000 shares on May 1st at $10/share (5%)
· Ann buys 110,000 shares on May 2nd at $10/share (20%)

· Ann is NOT liable because she was not a 10% shareholder at the time of the May 1st purchase and must be a 10% shareholder for both transactions
Example 4:

· Shareholder Ann sells 200,000 shares on Jan. 1st at $50/share (20%)

· Ann buys 110,000 shares on May 1st at $10/share (11%)

· Ann buys 50,000 shares on May 2nd at $10/share (20%)

· The May 1st purchase is NOT visible for 16(b), because must be a 10% shareholder at the time of purchase; the purchase that carries you over 10% doesn’t count. 

The May 2nd purchase IS visible for 16(b), because was a 10% shareholder at that time.

	10% Shareholders
	The only transactions that matter are those that take place WHEN the shareholder owns 10% of the company’s equity securities. 

· It is necessary for that person to have held more than 10% immediately before both the purchase and the sale that will be matched

· The transaction that makes someone a 10% shareholder is not included either (1) when evaluating if someone has violated section 16(b) OR (2) in evaluating the profit made
· There has to be a match or the percentage doesn’t matter

	
	Exceptions (Kern)

	
	The Court in Kern determined that Section 16(b) would not apply in situation in which:

· The purchase or sale of equity securities is involuntary, AND

-- ex: Required by a preexisting contractual situation

· The specific facts of the situation do not create the possibility of speculative abuse of inside information

-- ex: 10% shareholder was at odds with the company, and therefore was extremely unlikely to and did not have access to confidential information

These exceptions are strictly construed and rarely applied

	Computation of Damages
	Any insider who violates 16(b) is liable for damages.

The company can recover any profit made by an insider within a six-month period:

· The company does not get to identify specific shares that were bought or sold

· Any transaction in the company’s securities may be matched with any other transaction in those securities

· Doesn’t include any transactions by shareholders when they were not 10% shareholders

Even if an insider loses money on trade, they can be put together so there is a profit

	
	Example

	
	Month 1: CEO Ann buys 1 share at $10/share

Month 2: CEO Ann sells 1 share at $8/share

Month 3: CEO Ann buys 1 share at $6/share

Month 4: CEO Ann sells 1 share at $4/share

Ann ends up owing the company $2. Why?

· Because the company can combine ANY purchase and ANY sale, in ANY direction: 

· There is a purchase at $6 (Month 3) and a sale at $8 (Month 2), both within a six month period, Ann makes a profit of $2 on that sale-purchase, so she owes $2
The same analysis would apply if Ann were a 10% shareholder. 

· Only trades she made when she wasn’t a 10% shareholder would be visible.


	Mergers and Acquisitions

	“One or more domestic business corporations may merge with one or more domestic or foreign business corporations or  eligible entities pursuant to a plan of merger, or two or more foreign business corporations or domestic or foreign eligible entities may merge into a new domestic business corporation to be created in the merger in the manger provided in this chapter.                                         (Model Business Corporations Act, §11.02)
“(c) The plan of merger must include:
(1) The name of each domestic or foreign business corporation or eligible entity that will merge and the name of the domestic or foreign business corporation or eligible entity that will be the survivor of the merger;

(2) The terms and conditions of the merger

(3) The manner and basis of converting the shares of each merging domestic or foreign business corporation and eligible interests of each merging domestic or foreign eligible entity into shares or other securities, eligible interests, obligations, rights to acquire shares, other securities or eligible interests, cash, other property, or any combination of the foregoing
(4) The articles of incorporation. . . to be created by the merger, or if a new domestic or foreign business. . . is not to be created by the merger, any amendments to the survivor’s articles of incorporation or organic documents, and
(5) Any other provisions required by the laws under which any party to the merger is organized or by which it is governed, or by the articles of incorporation or organic document of any such party.”

	Structures in a Merger or Acquisition

	Merger Structures 

(in brief)
	A merger occurs when two companies come together to form one company.

· If one of the two companies survives, then the process is called a merger.

· If the combination results in a new company, it is called a consolidation.

( Simple merger or consolidation – only one company is left

· A sale of stock or assets is an acquisition.

( Simple sale of stock – usually two companies left

Three basic ways companies may combine:

· Statutory Merger or Consolidation

· A statutory merger involves a combination in accordance with applicable state law

· Sale of Assets

· An asset sale may occur when one company purchases the assets of another

· Sale of Stock

· A stock sale involves the purchase of the stock of one company by another

In all of these combinations, there is an exchange of ownership for value. Categories of value that may be used to facilitate this exchange:

· Stock

· Assets

· Cash

The structure of a merger is almost always determined by the underlying tax issues. 

Typical transaction:

· Acquirer pays Target cash or stock (or a combination thereof) in exchange for assets or stock, depending on the nature of the transaction

( Sometimes a portion of the consideration may include a promise to pay

	Basic Analysis
	In each transaction, ask:
1. Do the shareholders get to vote on the transaction?

        ( The Board of Directors always gets to vote because they must approve the transaction

2. Are dissenting shareholders entitled to appraisal rights?

3. How are liabilities of the Target treated?

4. What are the tax consequences of the transaction?

	Voting
	A shareholder vote is almost always required of the Target’s shareholders in a merger, consolidation, or acquisition because:
· The transaction usually represents a fundamental transaction for the Target company

· Shareholders have the right to vote in such transactions

Management of a company prefers to avoid shareholder votes on mergers because:

· Votes use corporate time and resources

· Concern that the shareholders might vote ‘no’
( or that less than a sufficient number would vote ‘yes’ (quorums, % of votes)

If the transaction requires shareholder approval and doesn’t get it, it can’t move forward.

Some transactions also require the vote of the Acquirer’s shareholders.

	Appraisal Rights
	Appraisal rights entitle shareholder involved in a merger or consolidation to receive a different amount of compensation for the transaction if they “dissent” and assert their appraisal right
· Entitled to the “fair value” of their interest in the firm, determined by a court
· Receive that amount instead of the consideration they would have received in the transaction

· Can be more, less, or equal to the consideration paid in the transaction
· Many dissenting shareholders may prefer to accept the merger compensation

· Appraisal litigation is expensive but dissenters have appraisal rights
· It can take a substantial period of time to receive “fair value” compensation (and the shareholder’s stock is not liquid during that time)

If too many shareholders seek appraisal, the transaction won’t proceed.
In Delaware and some other states:

· No appraisal remedy for publicly traded shares, because can theoretically sell those shares at market value before the deal is finalized

	Statutory Merger
	Statutory Merger

	
	In a statutory merger, two firms combine to form one firm:

· Articles of merger filed with appropriate official & then merger takes effect

· The new company holds both the assets and the liabilities of both firms
· The transaction must be approved by the shareholders of both companies

· Dissenting shareholders are typically entitled to appraisal rights

· UNLESS the companies are publicly traded

In traditional mergers, the two companies negotiate the relative percent of ownership that each respective company’s shareholders will hold in the new firm.

· Consideration paid to Target’s shareholders is usually stock in the surviving firm
· Permissible to pay shareholders with other consideration

· Consideration passes through to the Target’s shareholders

( UNLESS they dissent and exercise appraisal rights 
· Require approval of Target’s BOD

Merger: Company A + Company B = Company A
Consolidation: Company A + Company B = Company AB

	Sale of Assets
	Sale of Assets

	
	(1) In a sale of assets the Acquirer corporation gives the Target corporation either stock or cash or some combination thereof in exchange for the corporation’s assets.
· Will require the transfer of ownership of each specific asset of the target being sold
· Title of different assets will have different mechanisms of transfer

-- ex: real property v. personal property v. intellectual property
-- transfer of title happens automatically

· Acquirer obtains the Target’s assets, but NOT the Target’s liabilities (in theory)
· There are rules creating successor liability

· Shareholders are entitled to vote on a sale of all or substantially all of the Target’s assets 
· “substantially all” generally means in excess of 75%

· Some states (not Delaware) allow Acquirer shareholders to vote

· Some states (not Delaware) gives shareholders appraisal rights in a sale of assets

Target generally must make creditors aware of the sale

· So creditors can make a claim against the consideration being paid

(2) Once the creditors have been paid and the Target has received the balance of the consideration paid by the Acquirer:

· Target may issue liquidation dividend to its shareholders

· If it’s cash, then shareholders take the cash and are done

· If any of the consideration was stock, shareholders receive the stock when the Target is liquidated and become shareholders in Acquirer

	Sale of Stock
	Sale of Stock

	
	In a sale of stock, Target provides stock instead of assets and ends up as a subsidiary of the Acquirer.
· There are TWO surviving companies

· Consideration from the Acquirer is paid to the Target’s shareholders in exchange for their ownership interest in the target

· Target’s shareholders have a right to vote and appraisal rights

· But Acquirer’s shareholders only have these rights in a few states

Liability issues:
· The Target corporation survives, so its liabilities also survive

· Liabilities are limited to the assets of the Target

· So there should be some protection for the Acquirer

( UNLESS a creditor can pierce the corporate veil of the Target corporation OR make a claim of improper distribution to the Acquirer
Unlike tender offer because not regulated by the SEC

	Triangular Mergers
	In a triangular merger, the Acquiring company:
1. Forms a subsidiary
· Funds the subsidiary with cash or stock that will serve as consideration 
2. New subsidiary is merged with the Target

· If the subsidiary of the Acquirer survives, it is a triangular merger.

· If the Target survives, it is a reverse triangular merger.

3. Target becomes subsidiary of the Acquirer

· Shareholders of the Target get stock (become Acquirer’s shareholders) or cash 

Because the Acquirer is typically the sole shareholder of its subsidiary:

· Acquirer’s board of directors makes all decisions in the merger

· No voting or appraisal rights for the Acquirer’s shareholders

· Target company’s shareholders still have voting and appraisal rights

Target remains a wholly owned subsidiary, so its liabilities are not the Acquirer’s liabilities:

( UNLESS Acquirer merges Target into company OR a creditor can pierce the veil

	De Facto Mergers, Freeze Outs, and Short Form Mergers

	The de facto merger doctrine stands for the principle that when a shareholder is faced with a transaction that “so fundamentally changes the corporate character of a corporation and the interest of the shareholder therein, that to refuse the rights and remedies of a dissenting shareholder would in reality force him to give up his stock in one corporation and, against his will, accept the shares of another.” 

	De Facto Merger Doctrine
	Focuses on the substance of the transaction rather than the form. If the asset sale has the effect of a merger, the de facto merger doctrine gives shareholders merger-type voting & appraisal rights.
Applies when:

· A company manipulates the form of a transaction to avoid a result which would have applied had the transaction been accomplished in a more traditional manner

If the transaction has the substantive effect of a merger:

· Shareholders of the companies involved are entitled to the same statutory protections they would have received had there been a merger
Delaware and a majority of jurisdictions do NOT recognize the de facto merger doctrine:

· As long as the process used is legal, courts should not recast transactions which would only increase uncertainty and litigation (Hariton v. Arco Electronics, Inc)

	Freeze Out Mergers
	Freeze out mergers (“cash out mergers”) are a process by which a majority shareholder may force the minority shareholders to sell their stock in a merger to an entity owned by the majority shareholders.

· Enables the majority shareholder to acquire 100% control of the company

· Usually structured as a triangular merger

· Often used:

· To eliminate shareholders who did not tender their shares after a tender offer

· When a controlling shareholder or group of shareholders wants to own all of the company

“Taking the company private”

· Freeze out mergers are the final stage

· Can result in publicly traded company becoming a closely held, “private” company

A business purpose for the transaction might be useful in supporting the “fairness” of the merger (some states require it, others do not (Delaware)).



	
	Entire Fairness

	
	These transactions necessarily involve a conflict of interest.
-- Standard for reviewing controlling shareholders and conflict of interest in a merger is “entire fairness”
-- have to assess whether it’s a fair price

-- involve a dominant SH

Entire fairness standard requires:

· Transaction must be accomplished by fair process and at a fair price
Factors to consider in evaluating whether a freeze out merger meets the entire fairness test:

1. Whether an independent committee was appointed to negotiate on behalf of the minority shareholders

( Committee must be well-formed & well-functioning

( If a transaction is approved by an independent committee of directors or informed majority of shareholders, THEN

· Burden of proof shifts to shareholders fighting transaction to show unfairness

              ( If board approves, BJR is applied

2. Whether that committee was in fact independent and whether there is evidence it had true bargaining power

3. Whether the price paid to the minority shareholders reflected the value of the minority shareholders’ stock as a percentage of the value of the entire firm or whether it was based on a “minority discount”

4. Whether a thorough and complete “fairness opinion” was prepared

5. Whether the transaction was approved by a majority of the minority shareholders

	Statutory Short Form Mergers
	A statutory short form merger is a device authorized by state law.
· In many states, a majority shareholder can perform a cash out merger without shareholder approval provided that the majority shareholder holds a certain significant percentage of the corporation’s outstanding stock

· Exact requirements are determined by state law

· 90% is typical (Delaware and California)

-- New York, on the other hand, requires approval by a super majority of the shareholders

-- California also required the transaction to be approved by the California Commissioner of Corporations

Short form mergers are often used to eliminate any remaining minority shareholders after a tender offer

· Goal of many tender offers is to acquire a big enough percentage of the corporation to complete a statutory short form merger

-- Because it is a simpler, easier process than a non-short form cash out merger

Short form mergers are subject to the same challenges as freeze-out mergers

	

	Hostile Acquisitions

	Unlike mergers or negotiated acquisitions, which are consensual transactions agreed to by both firms’ boards of directors, hostile acquisitions involve an Acquirer who wants to acquire a Target whose board of directors does not want to be acquired, or at least not acquired by that particular Acquirer.

	Three Main Approaches (could be used in friendly circumstances, too)
	Tender Offers

	
	A tender offer involves a public offer, usually made to all the shareholders of a Target, in which the Offeror offers to buy all or a certain percentage of the Target’s shares at a specific price. The price is usually at a premium over the fair market value.

Usually see this when the board isn’t going to sell.

Tender offer requirements: (1934 Act, Section 13(d))

-- A person must disclose:

1. When that person acquires more than 5% of a registered company’s shares (directly or indirectly) + rights it has to other holdings (incl. stock options)

2. Whether that person’s intended purpose (plans & intentions) in acquiring those shares is to acquire control and/or to sell, liquidate, or make a fundamental change to the Target (don’t always have intent to control)

3. The identity of the person acquiring the shares

4. The number of shares which are beneficially owned

5. Any contracts, arrangements, or understandings that person has with anyone else with respect to any securities of the Target

6. Within 10 days or what SEC commissions (debate as to length of time but it’s short)

Must also comply with sections 14(d) and 14(e) of the 1934 Act.

Bidders must provide a lot of information/comply with restrictions, including:

· Full and fair disclosure of all aspects of the tender offer

· Make a public announcement with respect to the tender offer that includes:

· The Bidder’s identity

· The Target’s identity

· The amount of shares sought (percentage, doesn’t have to be 100)
· The price at which the bidder is offering those shares

· When that disclosure is provided, the Target is required to respond.

	
	Direct Share Purchases

	
	Direct purchases involve direct purchases of stock by the potential Acquirer in the public markets or through privately negotiated transactions with a limited number of the Target’s shareholders. 

	
	Proxy Contests

	
	Proxy contests involve a battle for control of the Target’s board of directors through the shareholder voting process (see above).

	Takeovers

	A hostile takeover involves an effort to acquire sufficient shares to control the Board of Directors, often through a tender offer, and then replacing the Board of Directors with the Acquirer’s own slate of directors. 

· Often followed by a statutory merger of the acquired Target into Acquirer or an entity controlled by the Acquirer. 

· May involve cashing out the remaining shareholders. 

	Willams Act/1934 Act, Section 13(d)
	The same requirements of disclosure that apply in tender offers apply here (because this is often conducted through a tender offer). A person must disclose:

1. When that person acquires more than 5% of a registered company’s shares (directly or indirectly)

2. Whether that person’s intended purpose in acquiring those shares is to acquire control and/or to sell, liquidate, or make a fundamental change to the Target

3. The identity of the person acquiring the shares

4. The number of shares which are beneficially owned

5. Any contracts, arrangements, or understandings that person has with anyone else with respect to any securities of the Target

	Defensive Tactics

	Companies try to resist hostile takeovers through a variety of tactics, which have different consequences and results. 

	Greenmail
	Greenmail involves a payment made to a potential acquirer to incentivize them to leave the company alone. Usually occurs when:

· A person has started to acquire a significant portion of shares in a Target company

· Target company buys those shares back from the acquirer for a price above the share’s market value

The IRS taxes any person who receives greenmail at a rate of 50% of the gain received.

	White Knight
	A white knight is a friendly company that acquires or seeks to acquire the Target and, in doing so, prevents the company from being acquired in a “hostile” takeover. 

· Often sought out by the Target company

· Target company attempts to make a deal with the white knight which will rescue the company

· Target believes the white knight company to be better for the Target than the hostile bidder

	Share Repurchases (“Scorched Earth” policy)
	A company will sometimes offer to repurchase its own shares (from the market) at a premium to thwart a hostile takeover.  (Sometimes will also borrow money to do this)

· Damages or weakens the target company to make it unappealing to the Bidder

	Shark Repellant
	Shark repellant describes defensive measures which are typically adopted through a company’s Articles or Bylaws to make it harder to acquire the Target without the Board’s consent.

	Staggered Board
	Companies sometimes create stagger or “classified” boards of directors with a large number of directors whose terms expire in different years. 

· Means that it could take several years for a successful hostile Bidder to elect new directors to replace the existing directors

	Golden Parachute
	A golden parachute is an extremely lucrative termination package for a company’s senior executives.

· Typically activated if the executive is terminated or otherwise loses his or her position with the company

· May be used to create disincentives to acquire the Target

· Also used in other contexts

	Pac-man Defense
	The “Pac-man” defense is a strategy in which the Target company launches a hostile takeover on the Bidder 

· An effort to acquire control of the bidder, rather than let the Bidder acquire control of the Target

	Poison Pill
	A poison pill involves creating a device which multiplies the rights of the Target’s shareholders, so that the person who did acquire the company would find that the increased shareholder rights made the company so expensive that takeover wouldn’t be feasible. 

· The device does not grant the increased rights to the would-be Acquirer’s shareholders

· The acquirer can’t “swallow” the Target without taking the poison pill, which would destroy the acquisition 
Also called a “shareholder rights plan”
One of the most popular and effective takeover defenses:

· Create rights for shareholders in an effort to fend off takeovers

· Rights are “activated” when the would-be Acquirer obtains a certain percentage of the Target’s shares

· The Acquirer is prevented from obtaining or using the rights

( As a result, the financial position of the acquirer is diluted

Can adopt a poison pill so long as the board doesn’t violate Unocal.

The board has the ability to repeal poison pill (considered in Unocal reasonableness test)

 TL;DR makes it more expensive to acquire a company

	Fiduciary Duties in Takeover Defenses

	The Unocal test dictates that when evaluating the actions of the Board of Directors in taking action against a takeover, there are two elements that must be satisfied:

1. The Board must show that it acted in good faith and, after a reasonable investigation, concluded that a danger existed to corporate policy and effectiveness, AND

2. The action taken by the board must have been reasonable in relation to the threat posed (proportionate). 

The Revlon Rule applies when the Board is no longer taking action to preserve the company and instead has decided to sell, subjecting the “defensive” actions of the Board to a different level of scrutiny. It dictates that:

1. As long as the Target company is fighting off a takeover, then the Unocal test is the proper test to evaluate its actions; BUT

2. As soon as the Board of the Target is aware that a breakup of the firm is imminent, OR that

3. A change in control is imminent (even if breakup is not), THEN

4. The Board of Director’s sole responsibility is to maximize the value which is received by the shareholders in the transaction.

	Distinguishing

Fiduciary Duties in Takeovers
	Tests to evaluate the fiduciary duties of the Target company’s directors in the face of unwanted takeovers are different from those involving fiduciary duties during day to day operations because:

1. These transactions involve a fundamental change to the corporation and often represent the end of the corporation’s existence

2. Most hostile takeovers represent a threat to the positions of the Target company’s senior officers and directors, so their decisions are suspect

( Not given the same deference as with a typical BJR question

	Evaluating the Board’s Actions (Inside v. Outside Directors)
	Evaluating the actions of the board in the face of a hostile takeover transaction:

· Examine the specific actions taken

· Examine the Board’s motivation for those actions

When a company takes defensive measures to fight off a hostile takeover:

1. Determine whether the board is composed of “inside” directors or “outside” directors

· Inside Directors

· Directors who are also officers of the company

· Have a conflict of interest (because they will lose their jobs if the takeover succeeds)

( Subject to scrutiny under the duty of loyalty (NOT the duty of care)

· IF (1) a defensive action is taken by inside directors OR (2) if their votes are necessary to approve an action, THEN

( Must be cleansed by a majority of the disinterested directors or by the shareholders after full disclosure

( If it is not cleansed, then it must be determined to be “fair” to the corporation in order for the directors to not be found violating their fiduciary duties
( If the directors violated their fiduciary duties the defensive action may be voidable and/or result in liability for directors approving the action

· Outside Directors

· Directors who are not employees of the Target company dependent on their positions within the company for their livelihood

· Not viewed as having a conflict

( HOWEVER, do still have additional scrutiny placed on their actions

· When outside directors are present on the board, even if there are also inside directors, the board’s actions are evaluated with the Unocal test.

	The Unocal Test
	The Unocal Test

	
	The Unocal test is a two-part test used to evaluate the Board’s actions when taking defensive maneuvers in the face of a hostile takeover:

· The Threat Prong

( Was there a threat to corporate policy and effectiveness?

· Did the Board act in good faith and conclude there was a threat after reasonable investigation?

· The Proportionality Prong

( Was the action the Board took proportionate to the threat posed?

The burden is on the Board to show there was a threat (different from BJR in this way)


	
	Threat and Proportionality

	
	A broad range of categories and constituencies may be considered in determining whether there was a danger to “corporate policy and effectiveness.” May include:

· Inadequacy of the price

· Quality of the securities being offered

· Nature or timing of the offer

· Risk that the acquisition will not be consummated

· Impact on groups other than the shareholders, but NEVER at the expense of the shareholders’ welfare

-- ex: employees, customers, creditors, community, short-term speculators
· Threats that impact the shareholders have more weight than those that impact other groups

Proportionality also has some flexibility

-- Because proportionality is subjective

-- Proportionality = reasonable in relation to the threat posed

-- Usually actions we see are proportionate; it would have to be vastly disproportionate for court to find board breached fiduciary duty

	
	Reasonableness

	
	Actions taken by the board may be within a “range of reasonableness.”

· Defensive measures may NOT be preclusive or coercive
· Some argue that courts will defer to any “reasonable” judgment of the board

Discuss:

· Whether the measure taken was reasonable or within the range of reasonableness

	Self-Tender Offers
	Self-tender offers must now be made to all shareholders. (SEC Rule 13e-4(f)(8))

· Discriminatory self-tender offers are prohibited per the SEC (after Unocal)

	The Revlon Rule
	There is an additional test used in circumstances when the board is no longer taking action to preserve the company. 

-- ex: Target company finds a “White Knight” and makes a deal with that company to thwart the hostile Bidder.

( Courts have held that such actions are no longer defensive and subject to a different level of scrutiny

	
	The Revlon Rule

	
	W3Under Revlon, defensive measures are examined under a new question:

· As soon as the Board is aware that a breakup is imminent, OR

· A change in control is imminent, THEN

· The Board’s sole responsibility is maximizing the value received by the shareholders in the transaction

So, ask:

· Did the measures taken against the Bidder enhance shareholder value in the Target?

 TL;DR when you’re selling company in takeover, maximize shareholder value



	
	Value

	
	The measure is value to the shareholders.

· Does NOT always mean highest dollar value

· Board may evaluate different offers and select the one that truly provides better value

The corporation may NOT make a deal with a White Knight instead of a hostile bidder IF:

· The deal with the White Knight fails to maximize shareholder value

The job is to maximize value so the interests of non-shareholders don’t matter

	
	Control

	
	Change in control involves:

· A shift in ownership of the corporation from a “fluid aggregation” of dispersed shareholders to a unified entity or group

IF the ownership of the Target company is being transferred from a company with many different shareholders to another with many different shareholders:

· Revlon may not apply

-- BUT Unocal would

IF “control” is being sold (meaning ownership is being transferred from many different shareholders to one dominant shareholder): (Paramount Comm., Inc. v. QVC Network, Inc.)

· AKA if majority shareholders become minority shareholders in new company

· Revlon rule applies

· Board must maximize value to the shareholders
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