BIZASS OUTLINE 
PART I - The Practice of Business Law
Chapter 1: Practicing Corp Law
- A) What do Corp Lawyers do:
· Difference between litigators:
· 1) Corp Lawyers: Forward-looking; Litigators: backward-looking 
· 2) Goal = engage in the transaction/structure (not vindication or zero-sum like litigation)
· 3) Corp lawyer world: decision-maker = client/corp
· Litigator world: Lawyer is the main decision-maker/strategist
· 4 Recurring Roles of Corp Lawyers
· 1) Lawyer as Counselor - gives advice to client
· 2) Lawyer as Conciliator - called upon to resolve conflict btw client and another
· 3) Lawyer as Facilitator 
· 3 basic skills:
· Negotiating substantive elements of the transaction (this class won’t focus much on this) 
· Ensuring Compliance (again not much in this class)
· Drafting 
· 4) Lawyer as Guardian/”Gatekeeper”
· Called upon to protect the client and the public against some contemplated actions by persons acting on the client’s behalf. (“gatekeeper”)
· Prof: Professional nudger - nudge into doing the right thing
- B) Where do Corporate Lawyers Work?
· Private practice, corps (in-house), other practice settings(not-for-profit, niche gov, etc)
- C) What do Corporate Lawyers Need to Know?
· Core areas: 1) business entities, 2) law of agency, 3) contracts, 4) tax, 5) securities regulation
· Secondary Areas of Knowledge: 1) Employment and labor law. 2) Secured Transactions under the UCC, 3) IP
Chapter 2 - What is a Business?
· A) What is a business - A business engages in sustained profit-seeking efforts, 
· Profit-seeking = The intent to generate more wealth than they use
· 2 Types
· For-profit (these will be what we are focusing on)
· They have owners
· Non-profit - Don’t have owners
· The profits are put back into the biz - biz decision-makers are still tryna make money but just not for the owners
· Biz w/ one owner = sole proprietorship 
· Owned by more than one person = some sort of biz entity
· General partnership, modern corp, LLC
· Bizs can be measured (big or small) by: profits, employees, other things
· Horizontal & Vertical Integration:
· Horizon integration: Occurs when 1 company acquires another that is engaged in the exact same biz in a different geographic location
· Growth by entering into competing market that you aren’t currently in
· A typical example of horizontal integration = where a company acquires another that is engaged in exactly the same biz in a different geographic location 
· But Coach/Kate Spade Ex shows: a company can also integrate horizontally by acquiring a company that is engaged in a similar biz in the same geographic location, but which has a different customer base 
· Vertical Integration: When you undertake many different businesses in a single location 
· When one company manufacturers, sells, does everything 
· Ex: Levis (20-24) 
· Due to economies of scale, there is a theoretical optimum size for every production process
· Some large, some small - which then tend to produce the respective sized bizs in those industries. 
· Expected Return: Quantify the likelihood of each outcome which will total 100% - then multiply each probability by its economic results and add the products together (probability of each outcome)
· Types of Capitalism:
· 1) Family Capitalism - Founding members of biz are typically more than one member of biz, characterized by the owners also being managers of the biz - Can often actually be family or friends - 
· 2) Financial Capitalism - Where financial institutions (banks) provide operating capital and then take a strategic position/ownership interest that gave them the ability to oversee the actual managers
· Ex: Venture capitalist - getting managerial control in return for their investment
· 3) Managerial Capitalism - Salaried managers are in control of the biz and owners are passive (absentee owners)
· As bizs become more complex, the managers become more vital
Chapter 3 - Economics of Business
- A) Risk and Valuation 
· Risk vs Uncertainty
· Risk =  likelihood of the possible uncertainties can be quantified
· Uncertainty = cannot be quantified
· You take a risk when the outcome could be better or worse than expected
· Worst possible outcome = not getting money back(default)
· Best possible outcome = getting paid more than you loaned 
· Types of Risk:
· Default/Counterparty Risk - The other side will not perform, either b/c of unwillingness or inability
· Inflation Risk (less frequently, deflation) - buying power of thing received is less in the future
· Tax Laws Risk - tax laws may change so the $$ received in the future may, after taxes, be different than anticipated.
· Regulatory Risk -May make an investment more uncertain; gov might impose unanticipated regs, such as environmental regs
· Minimizing Risk
· Rule: We can reduce the potential consequences of some risks by contracting for certain minimum returns
· Diversification = can eliminate some uncertainty of hot/cold years by investing in both companies (make sure they truly react differently to the same uncertainty though) 
· Liquidity
· Liquidity = relative ease of transfer
· Ex: Publicly traded stock can be more easily sold than other investments such as a house 
· Private stock might not be as liquid
· Liquidity Risk = Investments liquidity may change in an unanticipated way
· Price = The actual consideration for a particular investment 
· May be determined by active negotiation or determined by reference to the market 
· Value = (by contrast to price) - The economic worth of an investment to an owner
· The wealth of an asset will likely produce for its owner
· B/c value is dependent upon an asset’s use, the same asset might have different values to different owners 
· Fair/Intrinsic/Real Value = The economic worth that an asset will produce for its owner
· In the eye of the beholder 
· 4 Uses/Values for Assets:
· Going Concern Value = Running the asset as a discrete biz
· Synergy Value = Operating the asset in conjunction with other assets already owned
· Break-Up Value = Biz comprising assets that would be worth more if operated separately.
· Salvage/Scrap Value = Assets have value when they’re not operating 
· Ex: Value of metal assets was made of 
- B) Making Economic Decisions (65-77)
· 2 Main Assumptions about biz decisions are Rationality & Self Interest
· 1) Human/Corps will either act rational or they are entirely self-interested
· 2) Emotional competence: Ppl who are good at integrating their emotional and cognitive sides when making decisions
· Summary of this chapter
· To be a good corporate lawyer - we have to realize we are solving business problems that are being decided by humans (and our own decisions) - and thus these issues we’ve discussed must be accounted for. 
PART II - AGENCY LAW
Chapter 4 - Principles of Agency Law
- A. Introduction/Overview:
· Definition: An agency relationship is a fiduciary relationship that arises when 1 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 principal consents to this relationship. (Rstd) 
· Rule: Does NOT require that the parties intend to form an agency relationship. 
· Rule: A valid K is NOT necessary to create an agency relationship 
· Rule: Since A is fiduciary to P - A has higher duties than the implied duties of good faith and fair dealing ordinarily found in contractual settings 
· Rule: Burden of proof in establishing a relationship is on the party asserting that it exists. 
· Agent Examples: Employees of biz are agents (but not all agents are employees), corporate officers
· Directors are NOT agents - b/c they cannot act alone, can only act as a board
· Moral Hazard:
· Risk that party will choose an action that decreases the expected value of the transaction to the other party
· i) Agent POV: main hazard is ratcheting - where the P increases tasks for the agent without giving them proper compensation/
· ii) Principal POV: Main hazard = shrinking - where A choose to perform less well than the parties anticipated, and that the A will use their discretion to obtain private benefits
· Alleviating these risks: (1) create incentivized compensation plans; (2) P can monitor their A and measuring their efforts; and (3) As may take out insurance policy 
· Where do Agency Qs Arise?
· Employees with supervisory powers are both agents (of the manager they report to) and Ps (to the employees who report to them)
· Rule: In a General Partnership - Each partner is both an owner and an agent 
· Dealings btw entity and lenders presents problems - Once P lends money, the A (entity) has several typical incentives to act in a way that conflicts with the lender’s best interest. 
- B. Creation of Agency Relationship 
· Basile v. H&R Block
· Facts: Basille goes to H&R Block for tax preparation. H&R offers 3 options: 1) e-filing, 2) e-filing and direct deposit, 3) RAL loan w/ Mellon bank
· H&R is getting a payment from Mellon (basically a referral) 
· H&R Block did not disclose to the Ps that they had an interest in the loans.
· P’s Claim: H&R had a duty to disclose their relationship with Mellon Bank (the payment H&R got) - it then matters that there is an agency relationship between the P and H&R block - b/c the agency (fiduciary relationship) relationship obligates H&R block to disclose the info of this relationship to its customer. - P filed class action. 
· This agency relationship is the reason that H&R should have the affirmative duty to disclose 
· Issue: Whether an agency relationship was created btw P and H&R Block
· Holding: NO agency relationship - no showing that P intended H&R to act on their behalf 
· GR: 3 basic elements of agency 
· 1) Manifestation by the P that the agent shall act for him,
· 2) A’s acceptance of the undertaking
· 3) Understanding of the parties that the principal is to be in control of the undertaking 
· GR: The burden of establishing an agency relationship rests w/ the party asserting the relationship.
· Analysis:
· No showing that the Basile (alleged P) intended H&R (alleged A) to act on their behalf 
· H&R had no authority to alter the legal relationship between its customer and the IRS, same as it didn’t have the ability to alters a customer’s ability to the RAL loan granter
· Basile/Ps were not req to apply for an RAL - they decided to 
· H&R simply facilitated the process 
· Rule: Agent must have authority to alter the legal relationship of the principal. 
· Dissent: Doesn’t disagree with the rule - disagrees with how the rule is applied to these facts
· H&R role in favivalting the Rapid Refund for the taxpayers meets all 3 elements of agency relationship 
· Case Rule: Simply introducing appellees to a lender willing to provide a loan is not sufficient to create an agency relationship 
· Case Rule: The action must be a matter of consequences or trust, such as an ability to actually bind the principal or alter the P’s legal relations. 
- C. Scope of Agent’s Authority: Actual vs. Apparent Authority 
· Rule: A Principal can become liable to a 3rd party for actions of the agent if the agent is acting under (1) Actual Authority, or (2) Apparent Authority 
· 1) Actual Authority = P is bound to a 3rd party by anything the agent does that is in accordance w/ the P’s manifestation to the A. 
· The P’s manifestation is determined by the A’s reasonable interpretation in light of all the circumstances
· Rule: Manifestation can be “express” 
· Ex: You are authorized to sell my car for any price in excess of $2000
· Rule: Manifestation can be “implied”
· Ex: “Power of position” - someone’s position, such as VP or Prez, carries implied actual authority even if the company is vague about the actual authority given to the person. 
· 2) Apparent Authority = Holds a principal liable based on a 3rd party’s belief that the Agent is authorized to act for the Principal. 
· Rule: 3rd party belief must also be reasonable (CSX case) 
· Udall v. TD Escrow Services, Inc. 
· Facts: TD Escrow Services authorized ABC Legal services to set the minimum bid at auction for the sale of a property for 159k, but ABC listed it as 59k. 
· Udall brought the property for a $1 over the bidding price, but when he went to get the deed, TD refused to hand it over b/c ABC had it at the wrong price. TD gave Udall a refund but he refused to accept 
· Udall sued to quiet title 
· Issue: Was apparent authority present?
· TD = P; ABC = A
· Court: There was no Actual Authority (express or implied) to sell for $59k, so must rely on apparent authority. 
· ABC DID have apparent authority b/c Udall had a reasonable belief that ABC was authorized to sell the prop on TD’s behalf. 
· Haynes an employee of ABC was there selling the house - it was reasonable for Udall to believe that ABC did this as TD agents
· Prof: Why the court of appeals got this wrong/what facts did they rely on: The price was so low that no reasonable person could believe the price, and that Udall was a sophisticated buyer with experience. 
· Prof: if there is an agency relationship, the A can affect relationships between P and 3rd party
· CSX v. Recovery Express - Deals with the reasonableness of apparent authority & P’s liability in K 
· Facts: Arilotta sent a (poorly written) email to Whitehead, who worked at CSX about buying railway cars. Arilotta said he was from Recovery Express and used an email ending in “@recoveryexpress.com”.
· CSX proceeded w/ the deal. After delivering the scrap railcars, CSX sent invoices but never received payment. 
· Whitehead (CSX) claims that he believed Arilotta was authorized to act on behalf of Recovery based on the email address and representations made in convos - however Arilotta never worked for Recovery 
· Court: Whitehead/CSX were unreasonable in their reliance solely on the email domain name
· Granting an email domain name, by itself, does not cloak the recipient w/ full authority to act on behalf of the grantee
· Whitehead/CSX should’ve been more suspicious of an unsolicited, poorly written email that arrived late 1 Friday afternoon
· And there were means CSX could’ve used to protect itself (requiring a purchase order from IDEC or Recovery) 
- D. Principal’s Liability for Agent’s Torts (114-123) 
· Rule: Where the principal authorizes the agent to engage in conduct that is tortious, the principal is liable even though the principal may not have intended the conduct to be tortious.
· Ex: Where the agent is authorized to commit intentional torts that do not involve physical injury to people or property. 
· Rule: The Principal is also liable for torts committed by an agent acting w/ apparent authority where the ability to commit the torts is sufficiently related to the agency relationship. 
· Ex: Misrepresentation, fraud, conversion 
· What about torts that cause physical injury to persons/property? - Agent rarely has express authority to commit such actions & Rstd 3rd - such injuries are usually too remote from the agent’s apparent authority to render the principal liable 
· But principals may be liable for their agents’ torts that result in physical injury in certain circumstances (vicarious liability) 
· Vicarious Liability under agency principles for tortious conduct is only if the relationship btw the A / P counts as employee/employer, and the employee’s conduct was done during the course of biz
· Non-employee agent = P won’t have liability over tortious conduct
· All employers = P, and all employees = As
· Vicarious Liability/Respondeat Superior Element:
· (1) Employer-employee relationship must exist 
· (2) Agent action in the scope of employment
· Rule: Conduct is w/n the scope of employment if the P had the right to control the manner and means in which the employee does their work
· Jefferson v. Missouri Baptist Medical Center (Is there an employer-employee relationship? - *Extent of Control asserted over A by P factor*: 
· Facts: Dr. Mosher, radiologist, performed the scan and on Ms. Jefferson and said her fluid collection had been resolved but failed to mention that there was a soft tissue mass present. Ms. Jefferson believed her medical condition had been resolved. 
· 2 years later - turns out it was cancer and it was too late to operate and she eventually died of the cancer
· Issue: Is Doc. Mosher an employee of MBMC (hospital)?
· It is critical to establish that Mosher = employee b/c employer/employee relationship is needed for liability under vicarious liability/respondeat superior. 
· There is a statute saying hospital doesn’t have liability if Mosher is not an employee 
· Court: Dr. Mosher IS an employee of MBMC
· Most critical component of this is: the amount of control the P exerts on the A* (Prof: control = the primary component, the lists in the case (pg. 117) aren’t the tell all, look at the facts)
· The other thing they will have to prove is that the conduct was within the course and scope of employment (next case) 
· Rule: Mere fact that a physician retained independent judgment will not preclude a court from finding the existence of an employer-employee relationship. 
· Independent Contractors
· Independent Contractor - Person who Ks with another to do something for him but who is not controlled by the other nor subject to the other’s right to control w/ respect to his physical conduct in the performance of the undertaking
· Rule: Agents who are NOT employees = independent contractors. However, independent contractors may or may not be agents
· Solberg v. Borden Light Marina, Inc (conduct within scope of employment factor) 
· Facts: Solberg = manager of the band to play on boat; Lund = president of BLM but also manages the booking of entertainment on the Tipsy barg
· Lund took Solberg on a boat ride - boat struck a rock and Solberg was injured. Solberg sued BLM for Lund’s negligence. BLM moved for SM
· Issue: Was Lund acting within the scope of his employment w/ BLM in taking Solberg for the boat ride?
· Solberg (P): Jury could conclude that this was the tipe of task Lund was employed to perform
· BLM (D): BLM not responsible b/c not w/n scope of employment
· Lund was not on duty as BLM president 
· Boat was not owned by BLM
· And no biz or translation occurred/discussed 
· Rule: Employee is acting within the scope of employment if:
· (1) his conduct is of the kind he is employed to perform 
· (2) occurs substantially within the authorized time and space limits
· (3) it is motivated, at least in part, by a purpose to serve the employer 
· Court: There is a genuine issue of material fact as to whether Lund was acting as a BLM employee when he hosted Solberg on the boat ride. 
· Jury could reasonably conclude that it was w/n Lunds’ authority at BLM to host a performer
· Lund had slept on the boats before 
· Boat rides, lodging and food were perks in the past
· Jury could also reasonably conclude that the boat ride occurred w/n authorized time & space limits 
· Lunds’ desire to promote BLM and organize events for BLM’s customers could have influenced his offer to host Solberg on the boat ride. 
- E. Agent’s Liability to 3rd Parties
· A. Agents Liability in Contract
· Rule: An agent who contracts on behalf of a (1) disclosed principal is not thereby liable to the 3rd person with whom the K was made (Rstd. 6.01(2))
· Rule: Conversely, an agent who contracts on behalf of an (2) undisclosed principal ordinarily is liable to the 3rd person with whom the K was made (Rstd. 6.03(2)). 
· Disclosed = P is one whose identity is known to 3rd party
· Undisclosed = Where a 3rd party has no knowledge that the agent is acting on behalf of any principal. 
· (3) Unidentified Principal - When a 3rd party has notice that the agent is acting for a principal but does NOT have notice of the principal’s identity. 
· Rule: Agent is liable to 3rd parties when acting for an unidentified principal. 
· Rule: If the 3rd party does not know whether the entity is a limited liability one, then the principal is unidentified and the agent is ordinarily liable on the K
· Ordinarily the agent is the one who provides source of the P’s identity - but the source of the 3rd party’s enlightenment is irrelevant to the legal relations among the parties
· Ex: Often occurs in cases where the promoter is liable b/c the company has not yet been formed. Main issue is that 3rd party may be aware that agent represents a company, but does not know company characteristics 
· B. Other Sources of Agent’s Liability to Third Party
· (1) Every agent who purports to contract on behalf of a principal impliedly warrants that he/she is authorized to do so. 
· Rule: But if the agent is not authorized, the agent may be liable on the K and, if the agent affirmatively misrepresented his authority - he may be liable to the 3rd party in tort as well.
· (2) Rule: Simply acting as an agent, by itself, does not confer any immunity from tort liability. 
- F. Scope of Agent’s/Principal’s Fiduciary Duties
· Rule: A -> fiduciary duty ->; P -> NO fiduciary duty -> A
· Duties of Agent:
· Agents owe fiduciary duties to the P, which include, but are not limited to: (1) protecting the principal’s interests and acting as directed; (2) not competing w/ or acting adversely to the P and disclosing relevant info to P; (3) acting reasonably not to cause harm to the P’s interest
· Duties of Principal:
· P does NOT owe such fiduciary duties to the Aand can act in their own best interest 
· Rule: P has duty of good faith & fair dealing, and to honor contract duties (P -> good faith -> A.)
· Rule: P must indemnify A for out of pocket costs.
- G. Termination of Agency Relationship 
· Terminating Apparent Authority:
· Rule: Apparent authority ends when it is no longer reasonable for the 3rd party to believe that the agent has actual authority
· Simply b/c A’s actual authority has ended doesn't mean that A’s apparent authority has ended 
· Terminating Actual Authority:
· Rule: Actual authority may be ended either by consent of both parties or unilaterally, so long as other party has notice of it 
· Agent: May unilaterally end the agency relationship through renunciation - always possible and effective, so long as other party has notice of it
· Principal: May unilaterally end the relationship through revocation
· Revocation is NOT effective if the power given to the A has been made irreversible in certain ways. 
· “Agency powers coupled with an interest” (“power given as security”)
· Ex: An A that can be made irrevocable is a proxy
· Proxy - An agency relationship in which the A has actual authority to vote the P’s shares of stock either as directed by the P, a limited proxy, or as the agent thinks best in the P’s interest, a general proxy
· Death/Incapacity: Terminating Agency
· A’s Death = terminates Actual Authority
· P’s death = terminates A’s Actual Authority when A receives notice of it 
· When P loses capacity to act, A is prohibited from performing that act. 
SEE AGENCY LAW PROBLEM SET - SUPP READING
PART III: PARTNERSHIP LAW: General Partnerships - Default Form of Biz Entity 
- A. General Background 
· Most simply: A biz owned by more than 1 person.
· Only going to focus on modern UPA/RUPA = revised UPA (starts at pg. 44 of code supp)
· UPA 202 - Partnership = “an association of 2 or more persons to carry on as co-owners a biz for profit whether or not the individuals intend to form a partnership”. 
· 201 - Modern view: The partnership is a distinct entity, separate from the individual partners
· The biz itself can own property, open a bank account, etc 
· Partners became agents of one another when courts apply agency law to allow 3rd parties to recover against partners who had not themselves contracted or committed torts
· Each co-owner has the power to bind the other co-owner by his/her actions 
· This makes partners different from other principal/agent relationships 
· Reasons why biz were still conducting as partnership after corps became dominant in the 1890s (pg. 797-798)
· 1) Can be formed inadvertently
· 2) deliberately choose partnership form, but did so without seeking legal advice
· 3) Lack of alternative forms
· Learned professions were stuck to just being partnerships for a while
· 4) Partnerships used to have strong tax benefits 
- B. Formation of the Partnership
· Who Can be a Partner?
· i) Can a biz be both a sole proprietorship and a partnership?
· NO - SP has sole responsibility over profits. Partnership splits responsibility over profits/losses
· ii) Can a biz be both a partnership and a corp?
· NO - if you are a corp, it absolutely rules out being a partnership
· ii) Can a corp be a partner in a partnership?
· YES - RUPA 102(14) - Persons can mean an individual, biz corp, partnership, LLC
· Partnership Factors: Ziegler v. Dahl - Dahl, Tronson, and Legacie started a fish guide biz, Perch Patrol. Ziegler and Kirsch were asked to join. Ziegler & Kitsch sued Dahl & the others claiming that there was a partnership and that they should be entitled to part of the profits. - Thus ziegler (P) has the burden of proof to prove that there was a partnership 
· (1) Intent to Form a Partnership 
· Rule: Intent can be INFERRED from CONDUCT regardless of party’s intent 
· Intent will outweigh even if the relationship doesn’t necessarily appear to be partnership. 
· Prof: Most important element - BUT this means the intent to enter into and operate a business together for profit, not that they intended to actually be a partnership  
· Case: Dahl (D): characteristized them as independent contractors
· (2) Co-Ownership
· Rule: Co-ownership includes (1) sharing of profits and losses; and (2) power of CONTROL in the mgmt of the biz
· Does not need to actually control the biz - but needs to have the right to exercise control over the mgmt of biz
· (3) Must have a “community of interest in the profits of the biz and an agreement or right to share profits and/or losses”
· Case: Court thought that here it looked more like a fee structure associated with being an indie contractor rather than sharing of the profits
· (4) Profit Motive: Business is intended to create a profit
· Ziegler Takeaways: 
· Rule: Intent does NOT need to be written/orally expressed - it can be derived from the parties’ actions
· Intent - NO evidence - parties did not file a partnership tax return, Dahl handled all admin duties, each party provided own equipment, major decisions made without Ziegler or Kirsch’s input 
· Co-Ownership - NOT present - Z&K did what Dahl instructed them to do
· Court: Affirmed summary judgment for Dahl b/c Ziegler failed to establish there was a partnership. 
· UPA Presumptions 
· UPA 202(a) - the association of 2 or more persons to carry on as co-owners a biz for profit forms a partnership, whether or not the persons intend to form a partnership 
· UPA series of presumptions:
· 1) Joint ownership of property does NOT, without more, establish a partnership 
· 2) Sharing of gross returns does NOT, without more, establish a partnership.
· Other general notes on partnerships
· Partnership is the default business entity - when there’s co-owners
· UPA 202 - association of 2 or more persons
· Persons can = an individual but can also be business entities
· Thus a corp, can be a partner to a partnership 
· Partnership agreements will govern relations between the partners and how the partnership will operate. Can also address how the amending process will work
· UPA 105(c) mandatory provisions
- C. Financing the Partnership’s Business & Ownership of Partnership’s Biz Assets
· 1) Partner Contributions
· Some courts insist that each partner contribute to form a partnership - However, the UPA only defines partnership as co-ownership 
· UPA: Person can acquire an ownership interest w/o making any contribution, and in the real world it does occasionally happen that a person is made a partner gratuitously. 
· More typically - interest is in return to past contributions to the biz or expectation of future contributions. 
· Most intuitive contribution: Money 
· Others can be physical property and IP 
· Can contribute services (ex. Accounting, legal, etc) 
· Ex: Associate being made into a partner after years of good performances. 
· Rule: Division of the partner’s ownership interests may be completely unrelated to the relative value of their contributions 
· NOTE: This is very different from corp law - in corp law shareholders who purchase identical shares must pay the same amount per share
· 2) Partnership Property
· Rule: Partnership property belongs to the partnership rather than to the partners directly. (UPA 203, 501) 
· UPA 203 - Partnership property is “property acquired by a partnership” ---> ultimate Q is intent of the parties 
· UPA 204:
· (1) property acquired w/ partnership assets is partnership property regardless of how the property is titled
· (2) property acquired in the name of a partner and w/o using partnership assets is NOT partnership property even if it is used in the partnership’s biz
· UPA 401(h)(i) - Every partner has the right to possess and use partnership property but ONLY for partnership purposes.
· UPA 408 - Partner has a concomitant obligation to provide to the partnership any material info the partner possess
· Right to inspect partnership books and records
· 3) Partners’ Interest in the Partnership
· Partners’ interest in the partnership consists of:
· 1) Economic Rights
· 401(a),405 - Right to receive distributions but not the right to compel a distribution 
· Only transferable right a partner has. 102(23)
· Partner’s transferable interest can also be involuntary seized by judgment creditor - “changing order” (like a lien) 
· The transferee (creditor) does not become  a partner or gain any governance/informational rights & partner retains other partnership attributes - just gets the right to receive a distribution. 
· 2) Governance and Information Rights 
· Equal Rights to manage the partnership
· Equal rights to inspect books/records
· UPA 408
· Equal rights to request other partnership info
· Equal rights to receive material information w/o asking. 
· SEE Partnership Problem Set No. 1 
- D. Allocations and Distributions to Partners 
· Partner’s economic interests are in the first instance, a matter of agreement among them, need not be equal, and may change over time (UPA 105(a)
· RUPA 401(a) - Each partner is required to get equal % of profits 
· However this can be modified and courts may assess intent
· Overland v. Scheper Kim & Harris LLP - Partner of a law firm dissociates and requests a buyout of his partnership interest. There was no written or oral partnership agreement and each partner had equal say in decision-making 
· Facts: Main asset of the partnership was profit, and these profits were distributed at the end of every calendar year based on a merit-based determination. Profit shares differed from year-to-year and were also very different among the partners (Firm =OBSK)
· Overland, when he started in 2004, received 25%, by 2009 he received only 4%
· Borenstein left in 2009 for the bench and SKO was created, but operated in the same way - partners still received profits based on merit system. 
· 2010 - Overland notified the partners that he was dissociating and requested a buyout of his interest
· When he dissociated, the firm claimed that he owed approx $21k for insurance premiums that had been padi on his behalf. 
· 2010 - firm did not reward any profits to Overland above the amount he earned during the first 4 months of 2010. 
· Overland appeals arguing that he is entitled to 25% instead of the 4%.
· Court: Overland get the 4%
· If there is no partnership agreement - then the UPA applies - here the firm did not have an agreement over whether Overland was entitled to compensation for his interest - so UPA applies. 
· Overland only gets 4% b/c there is no intention that the partners all had equal profit shares - each year they were always different and based on merit 
· Prof Question: If you’re a law firm, should you stick to default rule 401(a) - equal % of profits - or modify it?
· Probably modify it and base it on income brought in, billable hours, etc. 
· SEE Problem Set No. 2 
· How are Partnerships taxed?
· Partnerships are a flow through treatment, the partnership is an entity under partnership law, but it is not a separate entity for income tax purposes
· Flow through entity? - Partners pay individual income tax on profits year by year 
- E. Personal Liability of General Partners for Partnership’s BIz Debts
· UPA 306(a) - In a partnership, partners have unlimited personal liability for the debts of the partnership
· This can be especially devastating in the event of an inadvertent partnership
· UPA 307 - A partnership creditor CANNOT levy on the assets of the partners until the assets of the partnership are exhausted and the creditor obtains a judgment against the partner. 
· Thus, typically the creditor will bring suit against both the partnership and its partners in one lawsuit 
· UPA 306(a) - Partners are jointly and severally liable for all partnership obligations
· Rule: If you injure someone and it is NOT in the ordinary curse of biz, it WON’T affect the other partners - BUT if you are in the course of biz then it will go toward the partnership/partners.
· 306(b) -  A newly admitted partner is not personally liable for pre existing partnership debts
· But in practice, such partners may be req to assume those liabilities as a condition to being made a partner 
· Exhaustion Rule: After a creditor exhausts the partnership assets, they can go after the partners individually (they can go after whichever partner they want, whoever is easiest) 
· Exceptions to Personal Liability
· New Partners
· 306(b) -  A newly admitted partner is not personally liable for pre existing partnership debts
· But in practice, such partners may be req to assume those liabilities as a condition to being made a partner 
· Dissociated Partners
· 703(b) - Dissociated partner remains personally liable for partnership obligations incurred BEFORE dissociation and, in limited circumstances, may be liable for partnership obligations incurred AFTER. 
· A dissociated partner remains liable for partnership obligations incurred within 2 years after dissociation to persons who reasonably believed at the time of the obligation that the dissociated partner was a partner and who is not deemed to have had notice that the partner was dissociated (703(b)).  
· 704 - Dissociating partner can file a statement of dissociation which cuts off post-dissociation liability. 
· SEE Problem Set NO. 3 
- F. Management of the Partnership’s Biz
· Default Rules
· 401(f): Every partner has an equal right to participate in the mgmt of the partnership
· Includes a right to receive info from the partnership and other partners and  a corresponding duty to render info to other partners (408(b)(c)
· 301(1) - Each partner is an agent of the partnership for the purpose of its biz
· Thus, every partner has actual authority to take actions that further the partnership’s biz. 
· Every partner also has actual authority to do anything outside the partnership’s biz that all partners authorize. 
· 401(k) - Matters that are “ordinary course of biz” require majority vote 
· But other matters, including amending the partnership agreement, require unanimity.
· Kansallis Finance v. Fern
· Facts: P received a letter from a law partner (jones) w/ the law firm’s letterhead on it. The letter contained several intentional misreps and the P sued the law partnership. 
· Jones did not personally sign the letter but had a 3rd party sign it - for this reasons court found that Jones adopted/ratified the issuance of the letter, but P was unable to collect 880k loss from Jones or other - so P brought suit against Jones’ law partners. 
· Court/Rule: If the partner had apparent authority there WILL be vicarious liability regardless of whether or not he acted to benefit the partnership - however, if there is NO apparent authority, there still may be vicarious liability based on an intent to benefit the partnership 
· Issue: Was there intent to benefit the partnership? 
· Court: Here there was no evidence that Jones acting to benefit the partnership - so DC was correct in ruling for the Ds (law firm partners) 
· SEE Problem Set No. 4 
- G. Fiduciary Duties
· UPA 409 & 105(c) 
· Meinhard v. Salmon (classic statement of partner fiduciary duties) 
· Facts: Salmon leased a building (Bristol Lease) and contracted with Meinhard to be partners in a joint venture for the necessary funds. (Meinhard provided capital for a share in the profits - Salmon had all legal authority to operate/was managing partner) 
· When the lease had less than 4 months left, the new property owner approached Salmon and they created a separate lease (midpoint lease), which did not include Meinhard. 
· Salmon did not tell Meinhard about the opportunity until it was already executed. 
· Meinhard sued Salmon - saying that Salmon breached his fiduciary duty and that Salmon was under a duty to give Meinhard a chance to enjoy the opportunity for benefit that had come to him through the partnership 
· Issue: Is a co-adventurer (general partner) required to inform another co-adventurer (general partner) of a business opportunity that occurs as a result of participation in a joint venture?
· Does a new opportunity arising from partnership activities belong to the partnership as a whole? Or the individual partner that exploits it first?
· Holding: Yes - the new lease opportunity belonged to the partnership. Salmon must share it with Meinhard on terms similar to the original partnership agreement
· Salmon breached his fiduciary duty by keeping his transaction from Meinhard, which prevented Meinhard from enjoying an opportunity that arose out of their joint venture.
· judgment of the appellate division is affirmed, with a slight modification.
· Rule: Co-adventurers, like partners, have a fiduciary duty to each other, including sharing in any benefits that result from the parties’ joint venture.
· Rule: As sharers in a joint venture, co-adventurers owe each other a high level of fiduciary duty. 
· A co-adventure who manages a joint venture’s enterprise has the strongest fiduciary duty to other members of the joint venture.
· Prof Hypo: What if gerry had approached Meinhard b/c he knew he had deep pockets -
· Meinhard would have the same duty that salmon was supposed to have ( they are both partners/co-adventours) 
· Clancy v. King - Author and his wife entered in a partnership (JRLP) devoted to the writing and publishing of books
· Partnership agreement held that at all times, the partners must act in good faith. JRLP contracted w/ S&R Literary to form a joint venture to develop a proposal for a TV series and turned it into books.
· Clancy divorces his wife and tries to get out of the joint venture - wife filed a complaint claiming that Clancy breached his fiduciary duty to her and JRLP.
· Default Rule = 105(a): “relations among partners are governed by the partnership agreement. 
· Issue: Did Clancy act in good faith? 
· Rule: RUPA 105(c)(6) says that the partnership agreement may NOT eliminate the obligation of good faith and fair dealing
· Court: Perfectly legit/rational for artist (Clancy) to retain creative control over a project which bears his/her name - regardless of the degree of artistic contribution
· Court/Analysis: If a significant motive for Clancy was to decrease the profitability of the project and deny his ex-wife and JRLP partner revenue then it could be held that he acted in bad faith towards both the Op-Center Joint Venture & JRLP.
· Rule: RUPA gives you the ability to limit the scope of your fiduciary duty BUT you can’t contract around your obligation to good faith and fair dealing. 
- H. Dissociation and Dissolution 
· Dissociation = when a partner ceases to be co-owner 
· Events causing dissociation - Section 601
· Consequences of dissociation - Section 603
· Partner is dissociated in 5 settings:
· (1) happening of an agreed-upon event, such as repayment of a loan from the partner or passage of time.
· (2) Upon becoming a debtor in bankruptcy 
· B/c partners are individually liable for the partnerships’ debts 
· (3) May be expelled 
· Power of expulsion is limited b/c partners have an equal management rights and a power to expel would generally be considered antithetical to that equality of partners 
· Partners can unanimously expel a partner where it is unlawful to continue the biz with that partner 
· Partners can unanimously expel a partner who has transferred all of his or her transferable interest in the partnership 
· Court may also order a partner’s expulsion on equitable grounds b/c partner engaged in wrongful conduct that has affect advereslt & materially the partenrhsips biz”
· See 801(4)(c) 
· (4) Partner’s death
· (5) Simply by Express Will  - this cannot be contracted away by agreement. Even if the partners agree that they will not dissociate, any partner may do so by express will. 103(c)(9), 601(1), 602(a)
· What happens when a partner is dissociated?
· 701: Dissociated partner’s interest is bought out by the partnership based on a hypothetical value of the dissociating partner’s account as if the partnership dissolved on the date of dissociation assets were sold for the greater of either 
· a) the liquidation value; or
· b) the value as a going concern w/o the dissociated partner. 701(b) 
· Partners can contract on this hypothetical buyout value and even the right to buy out can be modified
· Hypothetical selling price should be the price that a willing and informed buyer would pay a willing and informed seller
· The price can be reduced if the dissociating parter owes the partnership or by any damages that the partnership suffer if dissociation is wrongful
· Rule: Dissociation by an individual partner is wrongful only if it breaches an express agreement or if, prior to the end of a term partnership, the partner dissociates by express will, by becoming a debtor in bankruptcy, or by expulsion by court order.
· Wrongfully dissociating partner is liable for damages such as breaching partnership agreement and CANNOT participate in the winding up of the partnership if it is dissolved. 602(b); 802
· 603: Dissociating partner’s right to participate in the mgmt of the partnerships ends
· BUT the partner’s duty of care and loyalty continue as to events prior to dissociation
· BUT partner is under NO further fiduciary obligation and can enter into competition w/ the partnership
· Dissolution = Partnership is dissolved and business is wound up (801-805)
· Partnership can Dissolve in 6 instances 
· 1) If it is unlawful to continue in the partnership’s biz 801(4)(A)
· 2) All partners agree 801(2)(B)
· 3) If it is a term partnership and the term expires 801(2)(C)
· 4) Partner in a term partnership ceases to be a partner (death, bankruptcy, or wrongfully withdrawing) and ½ of the remaining partners opt to dissolve the partnership
· 5) Courts have equitable power to dissolve if:
· a) economic purpose of the partnership is likely to be unreasonably frustrated 801(4)(B)
· b) It is not reasonably practicable to carry on the partnership biz in conformity w/ the partnership agreement 801(4)(D)
· c) Not reasonably practicable to carry on the biz in partnership w/ a problematic partner 801(4)(C)
· Court could also remove the problematic partner 
· d) At request of a transferee of a partner’s interest 801(5)
· 6) Each partner in a partnership at will (not a term partnership), has absolute right to compel the partnership’s dissolution at any time 801(1). 
· Like other default rules, this power can be varied or eliminated by agreement
· UPA Rules of Dissolution:
· 802(a)(b)(1) - Dissolved partnership must wind up its biz by marshalling its assets and paying off debts (including debts owed to partners). 
· 806(b) - If there is money remaining after all debts are paid - default rule = partnership then repays any partner who made a contribution to the partnership (that has not yet been repaid)
· If there are funds remaining after that - the partners receive a distribution in proportion to their agreement 401(a)
· If nothing in the agreement, then in equal shares
· If there are any distributions they must be in money - NOT property 
· 806(c), 401(a) - If there are insufficient funds to pay the partnership's debts, the partners must contribute in proportion to their agreement to contribute to losses
· If any partners fail to make such a contribution, the other partners must make up the shortfall, with a right to seek reimbursement from the defaulting partners 806(c)(d)
· SEE Problem Set No. 5 - Toughest one see, outline 
PART IV - CORPORATIONS 
- CH.  5 - Incorporation Process
· A. Promoter Liability
· Promoters = Persons who are organizing the corporation
· Rule: Promoter can be personally liable for breach of a pre-incorporation K made on behalf of the non-existent corporation UNLESS the circumstances demonstrate that the 3rd party looked only to the corporation for performance.  
· Release from Personal Liability 
· Rule: Once corp has been formed - in order to release promoter from personal liability the corp must adopt the K, AND there MUST be a NOVATION from the other parties to the K 
· Novation: Previous K is extinguished by a new valid K by: 
· (1) substituting of parties or undertakings;
· (2) with consent of all parties; and
· (3) Based on valid consideration 
· Rule: NO Consideration required where the parties to contract and 3rd party are all in agreement that one party will be released from the K obligations and the 3rd party substituted in its place
· A novation has occurred and additional consideration is NOT required. 
· Quest Engineering v. Wilbur - 
· Facts: The agreement was signed between Wilbur and Quest
· Wilbur is the promoter
· The articles of incorp for CMG weren’t signed until after 
· Quest is suing Wilbur (personally) for breach of the non-compete provision 
·  Court: Wilbur IS personally liable to Quest
· Quest did not look exclusively to CMG for performance, and Wilbur’s liability continued until a new agreement was created 
· Rule: An intent to discharge a pre-existing obligation may NOT be found absent a clear and definite indication of such intent 
· Wilbur had the burden to show this 
· Although the “interim” agreement btw Quest & Wilbur was terminable by either party, there was no replacement agreement reflecting the creation of CMG for over 2 years. 
· Wilbur admittedly failed to obtain a release from liability 
· B. Internal Affair doctrine and importance of DL Law
· Rule: A corp may be incorporated in any state even though it will have no other connection to that state. 
· In this case^ - attorney often retains a “service corporation” to handle the mechanics
· Internal Affairs Doctrine - When disputes arise from the INTERNAL AFFAIRS of a corporation, the dispute will be resolved/governed by the law of the state of INCORPORATION.
· CTS Corp v. Dynamics Corp of America - SCOTUS adopted Rstd of conflict laws
· Rule: Reqs the internal affairs doctrine to be applied under the Commerce Clause of the US Con. If so, then states no longer have the option to apply their own law to the internal affairs of foreign corps
· Choosing state of incorp = choosing the corp governance rules that will apply to new corp
· However substantive rules on many issues are identical in many states
· Vast majority of provisions can be varied in articles/bylaws
· Governance rules can be tailored considerably 
· Special Role of Delaware - Why is it so Often Chosen?
· 1) DL corp law is familiar to most corp lawyers is US (least important)
· 2) Large body of case law interpreting the statute - provides for predictability and thus comfort to corps
· 3) DL has a specialized court - Court of Chancery - that handles corp matters 
· Handles w/ the speed that biz requires
· Appeals go directly to DL Sup Court 
· C. Formation of the Corp 
· Must do so w/ care so opportunities aren’t ruined if the new crp can’t enter into agreements b/c it has not been formed properly
· Step 1: Reserve the Name 
· Corp name may be reserved 120 days in advance MBCA 4.02/DGCL 102(e) 
· CA = 90 days
· Must be distinguishable MBCA 4.01(b) / DGCL 102(a)(1)
· CA = Cannot be deceptively similar (more strict than DL/MBCA) 
· Rule: In most states, corp name must contain some evidence that the entity is a corp and must not contain words falsely suggesting that the corp will engaged in certain biz (usually banking)
· DL - Must contain word/abbreviation for “association, company, corp, etc”
· MBCA 4.01(a) - Reqs the word or abbreviation for corporation, incorporated, company, or limited
· Step 2: Incorporation Docs
· DL = “Certificate of Incorporation”
· MBCA = “Articles of Incorporation” 
· Requirements/specifics for “Articles of Incorporation” so that Personal Jurisdiction can be asserted over Corp
· 1) Must contain Corp’s name 
· 2) Name and address of each person incorporating the new entity 
· Lawyer or his staff often acts as incorporator 
· 3) Name a person who will act as the corporation’s agent upon whom service of process may be made
· Identify address w/n state where the registered agent may be served 
· Registered office does NOT need to be where the corp does biz
· Registered agent does NOT need to have any connection to the corp. 
· Rule: Articles must state the max # of shares the corp may issue; and if the shares are to have different mgmt or econ rights MBCA 2.02(a)(2)
· Many states req to state purpose for which Corp is formed (NOT MBCA)
· Optional provisions:
· Del. 102(a)(6) / MBCA 2.02(b)(1) - - Ability to name the initial directors in the Articles. 
· By naming the initial directors in the Articles, the incorporator (often the attorney or service corp who will have no power in the corp) will be automatically relieved of any authority/liability for the new corp once its created
· Step 3: Filing 
· The action by which the state accepts the Articles. Filing is how the corp comes into existence MBCA 2.03(a); DL 106
· DL: Anyone may form a corp by delivering a Certificate of Incorp to the secretary of state DGCL 101(a), 103(c)(1)
· MBCA: Anyone may form a corp by delivering the Articles of Incorp to the secretary of state (2.01) 
· Step 4: Organizing the New Corp
· Organizational Meeting - accomplishes:
· Electing officers (if not yet named in Articles); Adopting Bylaws; Appointing Officers
· Rule: Under most statutes, an actual meeting is unnecessary if the incorporators (or initial directors) act by unanimous consent 
· Note: Statues do NOT req the corp to issue stock at the organizational meeting 
· BUT caselaw in most JXs provides that a corp cannot engage in biz until it has received valid consideration in exchange for shares 
· Problem Set 5-2 (pg. 150) 
· SEE MBCA 4.02 - Reserved Name & 4.03 - Registered Name (SUPP p.5) 
· Royal Plumbing Articles of Incorp Problem Set (SUPP. p. 6-11) 
· D. Defective Formation - De Jure vs. De Facto Corporations & Corporations by Estoppel
· De Jure Corporation (In good standing) = If the corp has complied with all mandatory conditions precedent to incorporation and the articles have been approved by the SOS
· Rule: Failure to complete conditions subsequent/directory provisions (meeting of BOD/organizational meeting) will NOT be fatal to valid incorporation (Brown) 
· Creates a shield of liability which protects the owners, the shareholders, of the corp from being personally liable for the corp’s debts. 
· Can be contracted around 
· SOS certification of incorp = proof that you are incorporated 
· De Facto Corporation = Corporation that has NOT been properly incorporated, but the court recognizes it as a proper corp if the corp:
· 1) Proceeded in good faith 
· 2) under a valid statute
· 3) for an authorized purpose; and 
· 4) have executed and acknowledged articles of association pursuant to that purpose. 
· Duray Development v. Perrin
· Facts: Duray entered into a K w/ Perrin for excavating a property. Perrin signed the K on behalf of his company, Outlaw Excavation. Perrin’s company did not perform under the K, so Duray brought suit
· During discovery, Duray learned for 1st time that Perrin’s corp did not become a “filed” Corp until after the parties signed the K
· Duray sought to hold Perrin personally liable 
· Perrin appealed arguing that he was not personally liable b/c his company was liable under De Facto Corp or Corp by estoppel theories
· Court: Outlaw Excavation (Perrin’s company) was a De Facto Corp
· De Facto corporation applies to LLCs
· Analysis:
· Big issue was the “good faith” factor - No evidence Perrin formed Outlaw in anything other than good faith 
· Court: Court explains different in result in applying de facto corp doctrine vs estoppel doctrine
· De facto corp doctrine establishes the legal existence of the corp 
· Corp by estoppel merely prevents one from arguing against existence of corp  
· Corporation by Estoppel 
· Rule: NOT a legal status, but is an equitable doctrine, which prevents a 3rd party from denying the existence of a corp if the 3rd party treated the entity like a corp and denial would result in unjust harm 
· Facts have to show a course of dealing and the parties have an understanding that the parties are operating under an understanding that there is acorp (Brown) 
· Factors for Determination: (Payer) 
· 1) Would it be contrary to general principles of law to let D avoid liability?
· 2) What was the intent of the parties at the timing of contracting?
· 3) Has P relied on D’s misrepresentation regarding corp statues to its detriment? 
· Brown v. W.P Media 
· Facts: WP Media and Alabama MBA (Brown) entered into a K to start a joint venture. WP agreed to create a wireless network & Alabama was to contribute $80k of capital. 
· WP never created the wireless network
· Alabama sued for breach of K 
· WP argued that Alabama’s articles of incorp were not filed until 2002 (which is when the corp begins to exist), and that was after the joint venture operating agreement was signed - Therefore, Alabama did not have capacity to enter into the agreement and was not a real party of interest 
· Court: WP is estopped from denying Alabama’s corporate existence because WP treated Alabama as a corp (Corporation by Estoppel). Key facts:
· Operating agreement identified Alabama as a corp
· WP never challenged the validity of the JV operating agreement 
· WP also attempted to argue that Alabama did not have a proper organizational meeting until 2007
· Court/Rule: NO req to have an organizational meeting before incorporation 
· If WP is not estopped, they would receive a windfall 
· Prof: Brown (Alabama) was sloppy here - so he got lucky 
· Payer v. SGL Carbon
· Facts: Transition Metals (Payer) and SGL executed a purchase and sales agreement for the sale of industrial property. The Agreement was negotiated w/, and executed by, Payer as “CEO” of the purported buyer corp, Transition Metals. But Transition Metals had not yet been incorporated. 
· Eventually SGL informed Payer (Transition) that it cancelled the agreement and found another buyer
· Payer (Transition) brough suit for breach of K 
· SGL sought SM claiming that Transition was not incorporated at the time K was signed, so the K = void.
· Issue: Transition was not incorporated at any time during the Agreement - SGL argues that Transition was not a de jure corp when it entered into the K & SGL argues that neither is it entitled to de facto corporate status or corp by estoppel?
· Is corporation by estoppel warranted? 
· Court: Yes, Transition Metals IS a Corporation by Estoppel
· SGL submitted no proof that Transition Metal’s corp status was important 
· SGL’s Prez even said he would have done nothing differently in negotiating/forming the agreement 
· No evidence that Payer purposefully misrepresented Transition’s corp status
· SGL had been advised that at some point the buyer of prop was to be listed as “Transition Metals” 
· No evidence that Payer purposefully misrepresented Transition Metal’s corp status or that SGL’s reliance caused any detriment. 
· Effect of Modern Corporation Statutes 
· MBCA 2.04 - “All person purporting to act or on behalf of a corp, knowing there was no incorporation under this Act, are jointly and severally liable for all liabilities while so acting 
· About ½ of states have adopted MBCA 2.04 either verbatim or in substance
· In those states - de facto incorp doctrine and the corp by estoppel doctrine may be available  (only if the promoter did not know the corp had not been incorporated) 
· Christmas Lumber v. Valiga (applies MBCA 2.04) 
· Facts: Waddel signs the articles of incorp for Waddell Inc., but the articles are not filled until after. Before filing, Valiga claimed he entered into a K w/ Waddell for the construction of a house.
· Valiga started experiencing issues w/ the quality of the construction. 
· Valiga sued Waddel and Graves, claiming they had personal liability on basis of 2.04
· Waddell claims that he did not know there was NOT a corp.
· Prof: No De Jure Corp - wasn’t formed correctly
· Court: Holds Waddell & Graves personally liable - b/c they were partners and knew there was no corp. Why: 
· Terms of the Joint Venture agreement - purpose of making profit 
· Waddell and Graves chose to divide contractor’s fee
· Waddell testimony that he and Graves were “partners” 
· Graves testimony that he spent significant time on worksite 
· Frontier Refining Co v. Kunkl’s Inc. 
· Facts: Kunkle wants to take over a gas station/truck stop owned by Frontier. Kunkle doesn’t have money so he approaches Beach and Fairfield for a loan 
· Beach & Fairfield agree but say that it must be Kunkl’s responsibility to see that the biz is incorporated, and not to do anything until that was done. 
· Kunkl did not - forgets to check in w/ SOS on status 
· Frontier enter sublease for the station w/ “Clifford D. Kunkl DBA Kunkl’s Inc.” 
· Eventually defaulted on the payments 
· Frontier sues Kunkl, Beach, & Fairfield as a partnership 
· Issue: Are Beach and Fairfield individually liable to Frontier as partners in Kunkel Inc.
· Holding: They are NOT personally liable b/c they are creditors, NOT partners. Beach and Fairfield are NOT personally liable for biz’s debt if they do not hold themselves out as a corporation.
· Fairfield & Beach did not hold themselves out as a corp - they did not authorize Kunkl to make representations. 
· Frontier knew w/ full knowledge that a corp had not yet been formed and chose to transact biz w/ Kunkl as an individual. 
· There would be a windfall to Frontier to go after assets of Beach and Fairfield b/c the agreement that Frontier made was that he would be paid on demand from Kunkl. 
· But also - got lucky b/c Beach and Fairfield were in a better position to prevent the situation/check on Kunkl. 
· Hypo: What if MCA 2.04 applied?
· Beach & Fairfield NOT liable b/c they did not purport to as a corp - only Kunkl did 
· Takeaway: Illustrates the risk of entering a biz relationship w/o making sure that a proper filing has been made w/ relevant authorities 
· The risk was that the investors would be treated as partners, rather than creditors. 
· E. Ultra Vires Doctrine
· Ultra Vires Doctrine: Holds that any action by a corporation that is beyond the purpose stated in its Articles is void
· Modern Ultra vires is sometimes used to describe corporate actions that are permissible but that have not been properly authorized by the board
· Very difficult to make an Ultra Vires claim if you have not modified the default rule
· Every corp can take advantage of a broad purpose (and almost every corp does this b/c they can engage in broad ventures) 
· Modern statues limit Ultra Vires to 3 settings MBCA 3.04
· 1) Retain the rule that a shareholder may sue to enjoin executory ultra vires actions
· 2) Director, officer, employee, or agent can be held personally liable for causing the corp to engage in an ultra vires action
· 3) (most rare) permits the state attorney general to sue to enjoin corps from acting ultra vires 
· Rule: Corps are NOT allowed to commit waste.
· Waste = exchange of corp assets so disproportionately small as to lie beyond the range at which any reasonable person would be willing to trade
· Very high bar for P to clear
· BODs CAN’T engage in waste 
- CH. 6 & 7 - Financing the Corporation
· A. Accounting: Balance Sheets and Income Statements 
· Point of Accounting: To provide info about the financial performance of a firm (or individual) over a period of time
· Our focus: Interpreting those Accounting statements - what can they tell us about a firm that might aid us professionally? 
· Two Important GAAP Principles:
· (1) “Income” typically records money moving in and out according to the date when the obligation to pay or be paid was made, not when the $$ actually changed hands
· (2) Distinguishes between operating expenses and capital expenses 
· Operating expenses = things you buy that’ll be used up soon (ex w/n a year)
· Capital Expenses = Things that’ll last longer (ex. Refrigerator) 
· Prof: 2 principles for preparing balance sheet and income statement 
· 1) GAAP = matching principles (especially in Income Statement) 
· Matches cost you incurred during a time frame, with the revenues you got (hope that revenues exceed costs and you have “profit” 
· Profit = belongs to the owners (in sole proprietorship/partnerships 
· 2) Conservativeness 
· 1) Income Statement [How much your wealth has increased (income)]
· 1) Begins with revenue (specifically, net sales/net revenues)
· Means sales that are final
· 2) Then all costs are listed 
· GAAP requires a separation:
· Cost of Sales = costs that are directly attributable to the goods produced 
· Indirect Costs/Overhead = operating, selling general & admin expenses
· Research & Development (R&D) - expenses not intended to yield immediate economic benefit but intended to yield profit in the future 
· These costs are subtracted from revenues to = Operating Profit
· 3) Other Revenues & Expenses 
· Earning money from activities other than core biz
· Biz’ Operating Profit is added to these other profits and sum = Income Before Income Taxes
· 4) Finally, taxes are subtracted to = Net Income
· 2) Balance Sheet 
· Divides things you own into assets & liabilities 
· Further divides assets & liabilities into those that are liquid and illiquid 
· Balance Sheet must balance (left and right sides match) 
· GAAP rule: Asset on balance sheet be listed at their cost when they were acquired 
· Issue w/ Balance Sheets: Owner’s equity does NOT represent the value of a biz - may be relevant but won’t decide fair value (SO biz may be worth more/less than what it is listed for) 
· Preparation:
· Assets - Liabilities = owner’s equity 
· Assets - current & fixed
· Prepaid Expenses = Right to receive something in the future for which you’ve already paid is an “asset”, so you’ll see a line item labeled prepaid expenses. (ex. Insurance) 
· Liabilities - current & long-term
· Capital Expenses = long-lived
· Accrued Liabilities/Accrued Income Taxes = reflects impending liability 
· Owner equity - partner’s equity and shareholder’s equity
· 2 Equations:
· Assets - liabilities = Shareholder’s equity
· Assets = Liability + Shareholder’s equity 
· B. Types of Securities: The Fundamental Distinction between Debt and Equity 
· Corps get money in 3 basic ways; (1) sell ownership interests (equity), (2) borrow (debt), or (3) use money generated by the biz itself (retained earnings) 
· When a biz is just formed - the owners can get money into the biz in 2 ways
· 1) Owners contribute themselves
· Owner’s interest will usually be proportional value of each owner’s contribution
· 2) Borrow it (get a loan) 
· Can retain power, but is a permanent investment and will need to repay/consider interest rates 
· Equity = Permanent investment and considered a residual rights to economic benefits/managerial control
· Debt = Pure debt is simply a loan, and there is a cost (interest rate) 
· Usually no managerial control 
· Terminology:
· Secured creditor: One whose claim is secured by specific property & who has 1st claim to proceeds on sale of such property 
· Equity: Represents an ownership interest in the business rather than a loan to the biz
· Difference between debt is it doesn’t have to be repaid, but giving equity gives away ownership rights 
· Short-term Debt: loan matures in less than 12 months; lower interest rates; can negotiate the terms 
· Long-term Debt: Much longer and has higher interest rates 
· “Inside” vs “Outside” Debt
· Inside Debt = loans made by shareholders/owners
· Prof: Owner can also be a lender  
· Keep an eye on what “hat” they are wearing
· Outside Debt = Occurs when money loaned to the corp from outside 3rd parties (banks, etc) 
· Typical debt/loan you think of
· C. Overview of Different Types of EQUITY Securities
· Rule: Rights/types of equity are established in Articles of Incorporation 
· 1) Basic Attributes of Common and Preferred Stock
· Common Stock - residual layer of ownership/equity; has no preference 
· MBCA 6.01(a) All shares are identical in the absence of an explicit differentiation in the Articles of Incorp: If no differentiation, each share of stock has 
· 1) 1 vote on every matter submitted to the shareholders (7.21(a)) 
· 2) right to its proportionate amount of any dividend (6.40)
· 3) right to its proportionate amount of the corp’s assets, if any, upon dissolution (14.05(a)(4) 
· When only 1 types of stock exists in a biz = common stock synonymous with stock/shares
· Preferred Stock - Will have a preference/priority over the common stock in either payment of dividends, the distribution of assets on dissolution, or both. 
· Cumulative Dividend: Preferred stock, where the shareholder gets paid dividends on past years in addition to current year if there was no past year payout 
· Corp prohibited from paying dividends on other stock until the accumulated dividends have been paid in full
· Non-Cumulative Dividend: If you are not paid that year, the dividend is extinguished 
· Participating vs. Non-Participating Stock
· Participating Preferred Stock = It receives dividends along w/ the common stock even though it has already received its preferential dividend. 
· Non-Participating Preferred Stock = Only entitled to the 1st dividend. Don’t receive the additional dividends w/ the common stock 
· Amending/Changing Preferred Stock
· MBCA 10.03 - Corp can modify Articles of Incorp - proposed amendment must be approved by BOTH (a) the BOD, & (b) shareholders
· MBCA 10.04 - Holders of outstanding shares (even non-voting shares) are entitled to vote on a  proposed amendment to the articles if the amendment would (3) CHANGE the rights, preferences, privileges
· Blank Shares: Allows the Articles to state the max # of non-common shares, but can leave the characteristics of the shares to be decided later by the BOD when the corp is prepared to sell them to an investor
· W/o “Blank Check” provision in the Articles and you want to get capital before deciding rights, you would have to amend articles (reqs shareholder vote = expensive/time-consuming/difficult) 
· Allows Board flexibility & to account current econo conditions in specifying the terms of preferred stock it plans to sell 
· Both Preferred & Common have Rights of Control/Voting Rights & Financial Rights 
· Voting Rights = Control 
· Financial Rights = right to receive distributions 
· Dividends
· Liquidation 
· Liquidity of Common Stock
· Publicly traded = NYSE/NASDAQ = very liquid
· Closely Held = Pac Surfboards = not as liquid 
· 2) Shareholders Distributions: Payments to Shareholders
· “Distributions” includes dividends paid to shareholders 
· Distributions = payments to shareholders on liquidation (or dissolution) 
· Distributions = payments to shareholders to acquire (redeem) their stock
· “redemptions “ or “repurchases” 
· Rule: Just b/c you own shares, doesn’t mean you have a right to receive dividends (Board can decide to pay out a dividend) 
· 3) Preferred Stock: Use of Multiple Classes of Stock
· MBCA 2.02(a)(2) - Articles MUST set forth the # of shares the company is authorized to issue (max # they can sell) (“Statement of Authorized Capital”) 
· MBCA 6.01(a) - If you want to have more than one class of shares (more than common shares) - Articles MUST gives a name/designation to that class of stock (“preferred stock), AND Articles MUST describe the rights, preferences, and limitations of the class of shares (Statement of Authorized Capital)(unless blank check) 
· Rule: All shares w/n a particular class of stock = all identical financial and voting rights 
· “Issued Shares” = # of shares actually sold
· “Outstanding Shares” = # of shares sold and not reacquired 
· 4) Different Types of Preferences: Terminology (All illustrated in hypos) 
· See Next section
· 5) Distinguishing Different Types (The preferences reflects broad range of freedom of K/bargain; not all set in stone) 
· Hypo 1 - Consists of only common stock and articles authorized 100k shares of common stock. All are outstanding. BOD has decided to declare & payout a dividend distribution of $400K
· How will the $400k dividend be distributed if it’s all 100 shares of common stock?: Equally (pro rata distribution over the outstanding common shares) = dividend distribution of $4 to each of the 100k shares
· Hypo 2 - Preferred shareholders will get paid first 
· How much will they get paid: 20k shares outstanding and stated preference is $2 - so they get paid the $2 first before anything is paid to the common. SO, $40k paid first to preferred shares
· So now there is $360k remaining of dividends 
· Here the Articles only said the preferred shares were entitled to the payment of $2 before anything else
· So here, the $360k will be distributed over the 100k common shares = $3.60 
· Takeaway: Here, preferred means (“Paid first”) If preferred shareholders you still only have the rights delinaeated in the articles - here the articles 
· a & b. Dividend Preferences (cumulative vs Non-Cumulative)
· Hypo 3 - SEE 2/9 Class Notes
· c. Preferences on Liquidation/Dissolution 
· 1st: Secured and unsecured creditors
· 2nd: preferred shareholders 
· Remaining: Common shares
· d. Voting rights 
· e. Participating vs. Non-Participating 
· Hypo 4 - Participating shares will get their preference paid first, but then they will get paid again as well. $400k of declared dividend. Must pay preferred shares 1st
· $2 x 20K shares = $40K preferred dividends
· Left with $360 dividends to distribute 
· But since these are participating preferred shares - the $360 will be distributed to the 20k preferred shares and 100k common shares 
· So $360k / 120k shares = $3 per share 
· Each preferred shares will ultimately get $5 ($2 preferred shares + $3 participating share payment) 
· f. CHANGES in rights, preferences, and privileges of a class of outstanding preferred shares 
· Rule: Board cannot unilaterally change (must get shareholder approval)(10.03)
· Rule: Terms of an outstanding class of preferred stock CANNOT be amended w/o first obtaining the preferred stockholders’ consent to such change (usually by a majority vote of such class) - even if such shares are non-voting (non-voting gets to vote when it affects their rights, preferences, etc.) 
· 6) Royal Plumbing Articles of Incorp Qs (Article 5) 
· a) 350k shares; 2 classes common and preferred 
· Prof: Not able to tell you the shareholders are = normal 
· Voting Rights: Articles 5.02 - common stock shareholders have voting rights 
· b) Yes - Articles 5.03 Except for the 1000 series A stock, the BOD decides the right, preferences, privileges to be granted to those unissued preferred shares 
· c) Rights, preferences, and privileges of series A preferred (5.04 of Articles 
· Liquidation: Paid before the common (a)
· Also this is participating preferred stock - b/c the preferred will get paid again 
· Do these preferred stocks have dividend preference?(d)
· They do NOT - the dividends are paid to both preferred and common shareholders at the same time 
· They do NOT get paid first if dividends are given
· But they did bargain for the right to participate in dividend payments 
· No voting rights (f), except as required by law (required by law = when an amendment to the articles is proposed that would change the rights, preferences, and privileges of the shareholders) 
· D. Use of DEBT Financing 
· 1) Different Types of Debt Securities 
· Bond - Issued debt that is secured by company assets 
· Debenture - Unsecured form of debt 
· Debt Covenants - Debt is a K and lender will bargain for protections in that debt agreement 
· 2) Concept of Leverage 
· Loans made by Third Parties (“Outside Debt”)
· Creates leverage 
· Loans made by Shareholders (“Inside Debt”) 
· 3) Tax Advantages of Debt Over Equity
· Interest payments on debt are deductible from income
· Dividends are not
· 4) Economic and Legal Risks of Excessive Debt 
· Day-to-day Risk: Default on payment 
· Legal Risk: High-Debt Ratio:
·  If you are a corp, you have to actually have shareholders (can’t just have all debt - IRS worried about 100% debt and no ownership - b/c that person is just deducting the interest payments - IRS will audit) 
· Prof Takeaway: Your client (PAC Surf) wants to have a large amount of debt, it invites an audit from the IRS. If IRS decides that the debt should really be treated as Equity, then all the interest payments that the company deducted when they paid interest to the inside-debt - all those deductions are denied and biz has to add them all back in and include it in their net income (true-up to Uncle Sam) 
· Can also lead to piercing the corp veil (owner’s liability)
· 5) Taxation of the Business Entity
· Partnership Taxation: Flow through treatment
· The partnership itself doesn’t pay any taxes. The profits are allocated to the individual partners any they pay taxes
· Corporate Tax: Double Tax burden 
· Modern corp is a separate tax entity 
· It will have to pay tax on its income 
· Dividends are paid with whatever is left after taxes being taken out 
· Double tax burden = corp pays a tax, and then shareholders pay tax on the dividends they might receive 
· This is what encourages bizs to not pay dividends and retain earnings and use to grow the biz. 
· E. Mechanics of Issuing Stock
· Prof: Not doing “Subscription Agreements” 
· Boards decide to issue share (we talk about this in subsequent sections) 
· 1) Issuing Stock: Terminology
· “Issuance” vs. “Trading” Transactions 
· Issuance = raising capital; money you pay goes straight to the corp 
· Trading = where you sell your Google shares 
· Authorized Shares: Max # that the board can decide to sell
· If want to sell more, must amend Articles 
· Issued Shares: # actually sold
· Outstanding Shares: # sold and NOT reacquired by the corp 
· 2) Number of Authorized Shares: Herein of “Dilution” 
· Disparate contributions of founding shareholders
· Valuation of non-cash consideration 
· 3) What Type of Consideration can be Used to Acquire Stock?
· Traditional Distinction: (CA still uses a bit): Between permitted (eligible) forms of consideration and prohibited (negligible) forms 
· MBCA Approach MBCA 6.21
· Consideration = Anything that is beneficial to the company (tangible or intangible - including cash, promissory notes, services done, or K for services in the future) 
· Delaware Approach DGCL 151-154, 161
· Keeps concept of Par Value 
· Similar to MBCA, it takes a board view and allows consideration to be paid with a promissory note or future services, 
· BUT DL reqs Par Value 
· California Approach Section 409
· Permitted: money, tangible/intangible property, services ALREADY performed, non-cash consideration 
· Prohibited: Future services, promissory notes.
· SEE Balance Sheet Hypos for Examples of differences 
· 4) Concept of Par Value - A judicial presumption that shareholders had agreed that they would pay an equal amount per share when purchasing at the same time (want to know that other shareholders are paying the same amount)(min issuance price) 
· Back in the day: Gives investor comfort that the same share is being paid the same (par) value 
· Today: Largely obsolete - BESIDES DELAWARE who continues to rely on it 
· Rule: Board fixes the number
· Can a company issue the shares for more than the par value?
· Bottomline: Yes 
· Legal Capital Rules/Balance Sheets Accounts
· Consideration paid for the issuing of shares is allocated to either:
· i) Stated Capital - consideration paid 
· ii) Capital Surplus 
· iii) retained earnings - you only have once the corp is going and making money 
· Watered Stock Liability
· Danger that when consideration is something other than cash, the consideration may become overvalued. This is heightened when shares are connected w/ the corp’s mgmt b/c mgmt would have an incentive to overvalue the consideration 
· a) Selling stock for LESS than Par Value
· b) Used if INVALID consideration for stock
· Corp/creditors can sue to recover if the shares were sold for less than par value
· 5) Balance Sheet Hypos Hypo #5 : SEE Lecture Outline 
· 6) Can PAC Surfboards issue 1000 shares of its $2 par value common stock to Propp in exchange for Blackacre:
· MBCA (6.21(b)-(c)
· Yes - its real prop
· CA Law (409)
· Yes 
· DL Law (151-154 & 161) 
· Yes
· Par Value: Min = $2000 (1000x$2) 
· Who is going to decide how much is Blackacre worth?
· The Board (under all 3) 
· 7) Can PAC Surfboards issue 1000 shares of its $2 par value common stock to Capel for cash and 1000 shares of its $2 par value common stock to Aggie exchange for her promise to work as CEO of the biz for the next 2 years 
· MBCA - Yes
· CA - No, cannot issue shares for services not yet performed
· DL - Yes
· 8) Preemptive Rights: Traditional CL Approach
· Preemptive rights are common law rights granted to a shareholder to buy that # of shares in a new issuance; shareholders can buy X number of shares so that they can keep their proportionate ownership in the biz
· Rule: Do not have preemptive rights unless the Articles of Incorp tell you that you have them 
· Rule: Preemptive rights are “opt-in”’ do not automatically have a right to buy new shares 
· F. Public Offerings vs Private Placement - Fed Securities Law 
· Prof: skipping 
· G. Legal Restrictions and Other Shareholder Distributions
· 1) Review: Distributions = payments made to the shareholders
· “Distributions” include dividends paid to shareholders
·  Distributions = payments made to shareholders on liquidation (or dissolution) 
· Distributions = payments to shareholders to acquire (“redeem”) their stock 
· Redemptions or repurchases 
· “Right “ to receive “dividend” - Rule: Declaring dividends is in the discretion of the Board 
· Why would Board not declare dividends?
· 1) Corp needs to retain the increased wealth to expand the biz or meet future obligations 
· 2) Shareholders may not need dividends to meet their ordinary living expenses (more common in closely held corps) 
· 3) Strategic 
· 2) Par Value in Modern Practice 
· Modern use of “No Par” or “Low Par” Shares (236) 
· Set very low ($0.01) and issue shares for consideration substantially greater - virtually ensuring that the corp could raise money in the future b/c it was unlikely the value of the shares would drop below par
· Legal Capital Rules Under DL Law
· Important to determining legally available sources of funds for “distributions” to shareholders  (250-2) 
· SEE Example 6 below (pg. 24) 
· 3) High Par Value - SEE Example - Lecture handout pg. 22
· 4) Low Par Value - SEE example lecture handout pg. 23
· 5) First Year of Biz Example - SEE lecture handout 23
· 6) Based on the balance sheet below, what is the max amount available for payment of a dividend to the shareholders of PAC Surfboards: (Lecture handout pg. 24) 
· a) Under the legal capital rules of DL? (170 & 154) 
· Rule: Can make dividends out of Retained Earnings & Capital Surplus 
· CANNOT pay dividends with Stated Capital 
· This is why corporate planners advise utilizing Low Par Value shares 
· b) Under the MBCA Insolvency Test? (6.40(c)) (CA is similar) 
· 2 prongs: 
· 1) Balance sheet test, cannot pay dividends if it will leave assets less than liabilities 
· More concrete 
· 2) Equity - insolvent if the payment left the biz unable to pay its debts when they come due 
· This one is more of a judgment call 
· Protects the biz’s creditors 
· 7) Redemptions: What is the impact on balance sheet if PAC Surfboards redeems 100 of its outstanding shares for $20 each 
· 291-4
· Corp does not get an “asset” when it buys back its own shares 
· Impact on the balance sheet = reduces cash (b/c thats how you pay for it
· Comes out of retained earnings like dividends 
· Two limitations on corp repurchasing shares
· 1) Subject to same economic test as dividends 
· 2) At least one such share remain outstanding at all times 
· Motivations to Repurchase shares
· Provide liquidity for a deceased shareholder’s estate
· Allows economic and voting rights of each remaining shareholder to increase proportionately 
· Occasionally, corp will buy shares of a large shareholder as a way to ensure that shareholder’s mgmt power 
· Way to signal to investment community that the corp’s managers believe the corp’s prospects are good
· Metaphysics of Repurchased Stock
· Repurchased shares are NOT “outstanding” - cannot be voted nor do they count as being present for quorum purposes. CANT receive dividends 
· MBCA 6.31 Default rule - Reacquired shares can become authorized but unissued 
· But Articles may provide that reacquired shares may not be reissued (retired) 
- CH. 8: Piercing the Corporate Veil (PCV) 
· Piercing the Corporate Veil (PCV) = Equitable doctrine that holds a corporation’s shareholders liable for corp’s debts if the corp is unable to pay
· Only renders shareholders liable for the P’s claim against the corp (does NOT dissolve corp, and does NOT make the shareholders liable for all the corp’s debts)  
· In practice, only applicable to closely held corp 
· De Jure Corps come with a shield of liability (that’s why they are an attractive business entity) which protects the owners, the shareholders of the corp, from being personally liable for the corp’s debts
· This shield of liability can be contracted around.
· Ex: Banks will often contract for a personal guaranty from the owner that will make him/her personally liable in the vent the corp doesn’t pay
· But if this contracting hasn’t been performed - PCV is the other option for the creditor/P 
· PCV breaks down this shield and exposes the owners to liability to the P 
· Since it is an equitable/judge-made doctrine there are still a lot of uncertainties and is very fact-specific
· 2-Part Test:
· (1) Whether there was such an unity of interest and ownership that the corporation and its shareholders were NOT separate (“No Separate Corporate Entity”). Factors:
· (a) Degree to which corporate legal formalities have been maintained
· Holding corporate meetings, appointing officers, issuing stock,  etc
· (b) Degree to which individual & corp assets have been commingled
· (c) Undercapitalization - Did owner provide enough equity to cover reasonably foreseeable obligations that corp might incur
· Important factor w/ tort claims from injury b/c they are an involuntary creditor w/ risk thrust upon them
· (d) Lack of records 
· (2) Whether failing to PCV/adherence to principle of corp would allow unfairness, injustice, fraud, or other inequitable conduct. (Fraud or inequitable consequence) Potential factors:
· Fraudulent misrepresentation by corp directors
· Use of corp to promote fraud, injustice, or illegalities 
· Brevet v. Great Plains Luggage Co (Contract Creditor Example) 
· Facts: Great plains hire Brevet for consulting dealing with their supply chain for $35K and out of pocket expenses reimbursed
· Great plains paid the reimbursements but not the $35K
· So Brevet sues to reclaim the $35K 
· Brevet Argues that the contract was entered directly w/ the individual Ds
· Court: NO - the name “Great Plains CO” - the “Co” shows its wasn’t made in their personal capacity 
· Brevet was a sophisticated entity and should’ve know
· Also the out of pocket expenses were paid by the corp and correspondence on company letterhead 
· Issue/Brevet’s Other Argument: If GP is a valid corp - the corporate veil should be pierced - so that they can hold the individual D’s personally liable 
· Rule: P/creditor has the burden of proof to show piercing the corp veil 
· Court: Applies 6 factors (The 2-part Test)
· (1) “No Separate Corporate Entity” Prong - Not met
· Separate letterhead, “walking the walk and talking the talk”, invoices paid by separate check, etc 
· (2) “Fraud/Inequitable Consequences” Prong - Not met
· Brevet was on notice that GP had limited liability, and if they had a concern about this, they should have contracted around the shield of limited liability
· Cannot use PCV to re-write a K - if court allowed the P to do this, you would be allowing the contract creditor to get assets they were not originally bargained for 
· Prof: Thinks court got it right.
· Its true that Brevet didn’t get paid - But this trainwreck could’ve been avoided - by making a written K on this matter
· Baatz v. Arrow Bar (Tort Creditor) 
· Facts: Ds (Ed & LaVella) own Arrow Bar, which they bought through their corp and w/ a $145k loan from a bank. Bank made them sign a personal guaranty. 
· Ps were injured when a 3rd party (McBride) hit them with their car after drinking at the bar
· Arrow Bar is the employer of the bartender that kept serving the 3rd party (McBride) 
· So Arrow Bar would be vicariously liable, but Arrow Bar has very little assets and does’t have enough to make Baatz (Ps) whole again
· The Baatz don’t have sufficient health insurance, employee is underinsured, and since Arrow Bar has no assets - Baatz only option is to try to PCV.
· Court: P failed to present specific facts that would allow the court to pierce the corporate veil 
· The personal guaranty to the bank cannot be enlarged to impose tort liability and actually supports the existence of a corp entity
· No evidence indicating that Ed/Lavella personally served alc to McBride Nor is there any evidence indicating that ed/Lavella treat the corp in a way that would produce the injustices/inequitable consequences necessary to pierce the veil
· Not undercapitalized - 5k loan, 145 personally guaranty, 50k stock subscription agreement 
· Dissent: 
· Ed & LaVella should be personally liable b/c undercapitalization:
· The biz should’ve had Dram Shop Insurance 
· Owners had the legal incentive to do this for protection 
· Individuals should not be protected if they are incorporated solely for the shield of limited liability 
· Tort creditor v. Contract Creditor
· Tort creditor are usually “involuntary creditors” vs a contract creditor who normally voluntarily decides to deal w/ the corp
· In K creditor cases the P will more or less have assumed the risk that he was dealing w/ a “shell” and could’ve insisted that solven party guarantee. 
· In tort cases - there is almost no voluntariness and the question is whether it is reasonable for business owner to transfer a risk of loss/injury to members of the public through the corp device
· Hanewald v. Bryan’s Inc. (Watered Stock Liability) 
· Facts:  Keith and Joan Bryan incorporated “Bryan’s Inc” 
· Bryan’s Inc issued 50 shares of common stock to Keith Bryan and 50 shares to Joan Bryan (100 shares of stock $1k per share = total capitalization of $100k)(high par value) 
· Bryan’s inc did not recieve any payment, either in labor, services, money, or property for the stock which was issued. 
· Hanewald sold his dry goods store to Bryan’s Inc. for $60k 
· Paid $55k cash from a personally guaranteed loan (from bank) & promissory note of $5k
· Bryan’s Inc biz went bad and Bryan’s failed to pay promissory note 
· Hanewald sued Bryans Inc and the Bryans personally for breach of the lease agreement and promissory note of $5k
· Court/Rule:: Keith & Joan Bryan ARE personally liable (not based on PCV but based on the statutory duty to have valid form of consideration for the shares & they sold the shares for LESS than Par Value. 
· Watered Stock liability - Joan and Keith (Ds) failed to pay proper par value for their shares (watered stock) 
· They created these shares that they didn’t provide full consideration for, when they could’ve set the par value at any amount 
· Since corps are creatures of statute, the Daktoa Sup Court said its hands were tied
· Court/Rule: The debt to Hanewald does NOT exceed the difference btw the par value of their stock and the amount they actually paid. 
· Prof: Arguably there is a windfall to Hanewald - Hanewald is a contract creditor didn’t do anything to protect that he would get paid, thus he assumed the risk of not getting paid. 
· Hanewad and bryans created a “bargained for risk” by using the corp for the transaction - Hanewald’s ability to get paid is going to be determined by the success of the biz 
· To the trial court’s credit: Hanewald wasn’t defrauded, he knew he was contracting with a corp where there was a risk 
· Trial court was just trying to do the “right thing” par value issue might’ve been an error, But Dakota Sup Court isn’t willing to budge from the fact that corps are a creature of statute
· Prof: This case shows why Par Value is a trap for the unwary. 
· Enterprise Liability 
· Enterprise Liability - Holds the parent company liable for its subsidiary’s debt (called aggregation) 
· Different from PCV b/c the individual’s keep their limited liability 
· Results in similar corps being considered the same enterprise and allowing the creditor to go after the combined assets.
· Aggregates corps into a single enterprise and holds the entire enterprise liable. It can be vertical or horizontal:
· Vertical: Creditor seeks to hold the debtor corporation’s corporate parent liable
· Horizontal: Creditor seeks to aggregate one or more corporations that are under common control 
· Smith v. McLeod Distributing Inc. (Contract Creditor) (Horizontal & Vertical Aggregation)
· Facts: McLeod shipped goods to Colonial Mat on credit after the prez of colonial mat, Smith, signed a personal guarantee for any debt Colonial Mat might incur
· McLeod wants to go after the assets of ALL the biz that make up the entity he did biz with (Colonial mat, Colonial Industrial, Colonial Carpets) 
· Horizontal aggregation: Colonial Carpet and Colonial Mats
· Vertical Aggregation: Colonial Carpets is wholly owned subsidiary of Colonial Industrial
· Court: There was sufficient evidence for the court to conclude that Colonial Mat and Colonial Industrial were effectively one and the same corp.
· 1) Obvious similarities of the names of the companies 
· 2) Engaged in essentially the same lines of biz
· Only difference: Colonial Mat dealt in floor coverings, while colonial Industrial dealt in all floor covering except mats 
· 3) Smith was prez of both 
· 4) Operated at same address and phone # 
· 5) Same treasurer
· 6) Evidence that they intermingled assets 
· Paid invoices for 500 biz cards with Colonial mat checks when they were for the other biz
· Rule: Test for determining whether to impose enterprise liability and treat all of these businesses as the same entity:
· The same PCV standard: it would be fundamentally unfair to hold them as separate entities b/c the the party was unclear as to who it was contracting with 
· Use same PCV factors + (1) where similar corp names were used, (2) common principal corp officers, directors, employees, (3) whether biz purposes were similar, and (4) whether corp were located in the same offices w/ phone number 
· Goldberg v. Lee Express Cab Corp
· Facts: Golberg (P) was hit and injured by a taxicab which jumped the curb while attempting to exit NY Hilton’s driveway.
· Goldberg commenced action against Hilton, driver of the taxicab, Lee Express (corp owner of the taxicab), Natan More sole owner and shareholder of Lee Express, and 16 other corps owned and operated by Nathan 
· More and the 16 taxi corps moved to dismiss the complaint because he had no connection to the accident (for the individual claim) AND that the other corps are maintained by separate corp entities 
· Court: Ds motion denied - There is PCV and Enterprise liability
· Goldberg’s complaint contained specific allegations that More individually operated all of the corps, interchanged/commingled receipts, assets, and properties of the corps; purchased centrally supplies, automobile parts, oil, gas, tires; acted as a dispatcher to assign drivers; all taxicabs registered in the name of the individual corp; garaged centrally; all operated, controlled, and managed by More. 
· Here the fragmentation was not inherently fraud/bad, but even though More kept insurance on the Lee express - he should've kept more as there was 16 different corps
· Prof: There was fraud/fundamental unfairness b/c More was getting all the benefits of a s separate corporation 
- CH. 9: The Role of Directors and Officers: Managing the Biz Affairs of the Modern Corporation 
·  A. Board of Directors 
· 1) Statutory Norm: MBCA 8.01(b)/DGCL 141(a) - Biz and affairs of the corp shall be managed by/under the direction, and subject to the oversight of the BOD. 
· DGCL/MBCA - Allow a corp structure that does not have a BOD - but anticipate that the person/persons exercising traditional board power will be treated analogously to BOD. 
· In practice - very few corps are organized w/o a board
· Rule: BOD can NOT abdicate its fundamental responsibility as the manager of the business affairs 
· Grimes v. McDonald - If you can show that the board abdicated its powers, the act = Ultra Vires
· Delegation MBCA 8.25/DGCL 141(a)
· Rule: Board can establish committees and delegate mgmt powers to officers, but may NOT abdicate them
· Delegates must remain under the direction of BOD, which implies that the BOD will retain some involvement
· DGCL 141(c)/MBCA 8.25: BOD may establish committees (subset of board). Allowed to delegate all board powers EXCEPT:
· Change the corp’s bylaws
· Approve fundamental actions such as mergers, dissolution, or sale of corps assets that also require shareholder approval.  
· 2) Selection on Initial Directors
· 8.03(a)/DGCL 141(B) - Must consist of 1 or more members
· Rule: The # must be stated in the Articles of Incorp or the bylaws 
· Frequently set a min and max # and grant the board itself power to determine exact #
· DGCL 102(a)(6) / MBCA 2.02(b)(1) - Permits the initial directors to be named in the articles of incorp 
· If not they must be named as part of organizational meeting DGCL 108(a) / MBCA 2.05(a)(2)
· 3) Election & Term of Directors
· DGCL / MBCA 8.03(c) (Default Rule) = Directors are elected annually by all shareholders. 
· Directors serve a 1-year term w/ the exception of holdover directors
· Holdover Directors: Directors who continue in office after the expiration of their term b/c no election has been held, so the term is “extended” until there is a duly elected successor
· Rule: Expiration of a director’s term does not, by itself, oust the director from the office. Director remains in office until he/she is reelected, another person is elected to fill the slot, the board is reduced in # at the end of the director’s term, or slot becomes vacant. 
· Default Rule^ Can be changed in 2 Ways:
· 1) MBCA 8.04: Classified Board: A board in which the power to elect at least 1 director is vest in, or denied to, at least one class or series of stock (Larry v. Cohen) 
· Rule: To make a Classified Board/modify the default rule, must put it in the Articles of Incorp (create multiple classes of shares and designate voting power to each) 
· 2) Staggered Board: Divide directors into 2 or 3 classes w/ each class holding staggered terms of 2/3 years (Humphreys Case) 
· Most common way to get a vacancy = director dies or resigns. So who fills vacancy?
· DGCL 223(a)(1) - Can only be filled by remaining board members 
· MBCA 8.10(a)(1)(2) - Can be filled by either remaining board members or by shareholders  
· 4) Removal of Directors
· Shareholders have the power to remove directors before their term is expired 
· Amotion = Remove directors during their term 
· DGCL 141(k) / MBCA 8.08(a) (Default Rule): Directors may be removed with or without cause, unless the Articles provide that a director can only be removed for cause
· Directors elected to a classified board may ONLY be removed by the same set of shareholders that elected them 
·  If corp permits cumulative voting - the quantum of votes required to amote must be greater than the quantum of quantum required to elect a director
· Rule: The board itself has no power to remove a director or to limit the right of a director to obtain corp info.
· DGCL 141(k)(1) - Directors on a staggered/classified board may be removed only for cause 
· 5) Mechanics of Board Meetings: Call, Notice, Quorum and Voting Rules / How Boards Take Action (Including Action by written consent) 
· Rule: Ways board can take action
· (1) Written unanimous consent (UWC) - Take action w/o a meeting if their intention is unanimous. MBCA 8.21(a) 
· Except to the extent that the Articles/Bylaws req a meeting 
· Secretary is responsible for the written consent 
· (2) Board Meeting 
· Reqs for a Valid Board Meeting 
· (1) Properly Called 
· Decision to hold a meeting at a particular time and place, and often, for a particular reason
· Regular Meetings (periodic meetings that are provided by company bylaws) = No separate call needed
· (2) Proper Notice
· Regular Meetings = automatically called, don’t need notice 
· Special Meetings = directors must be given 2 days notice of location and time of the meeting but need NOT be given notice of meeting’s purpose (Default Rule MBCA 8.22(b))
· 8.23 - Director can waive notice 
· Written waiver signed by the director
· Director can also imply a waiver ntc if they show up and vote
· (3) Valid Quorum 
· Quorum = Min amount of voting power that must be present at a meeting for actions to be valid
· DL/MBCA Default rule: Quorum = a majority of the total # of directors, unless bylaws say otherwise
· Quorum is measured by the number of authorized director positions, not the # of directors currently in office (Use majority of 9 not 8)
· Ex: 9 person board and 8 directors are present. 
· Quorum = 5, b/c it is a majority of the 9
· (4) Action Approved by a Sufficient Vote
· If acting on written unanimous consent = must do so unanimously (duh) 
· Rule: If acting at a meeting, action will be valid & approved if it receives the assent of the majority of directors present at the meeting DGCL 141(b), MBCA 8.24(c)
· Unless bylaws req a supermajority 
· “Breaking a Quorum” - When directors leave the meeting before the vote takes place
· Ex: 9 Director board 
· Quorum = 5 
· # of “yes” votes to have valid action = 3
· What if # of directors has fallen below quorum? What’s the remedy except to wait until next shareholder meeting at which more directors will hopefully be elected?
· Remaining directors can add members to bring the # of directors over the # required for a quorum. 
· Remaining directors could fill all vacancies at once, if they desired and the corp can continue to function DGCL 223(a)(1), MBCA 8.10(a)(3)
· 6) Curing Defective Board Action
· NOT COVERING extensively
· Why require a board to have a meeting (only exception UWC) as public policy?
· Policy: We want board members to think, discuss, share opinions, and thus have acted collectively 
· Hoping for robust discussion that will result in the best decision possible by the BOD
· B. Senior Executive Officers 
· BOARD members are NOT agents/capable of making actions on behalf of the corp - OFFICERS are different (they are agents) 
· Directors are not agents UNLESS they also wear another hat as an officer 
· MBCA8.40(a)/DGCL142(a) BOD elects or appoints individuals to be officers 
· Board can delegate/appoint (through resolution - requiring proper meeting) officers specific authority (actual authority) to do certain things. 
· MBCA: Only required officer is Secretary (basically someone who keeps mins, records,) - someone to authenticate
· Any number of offices can be held by the same person MBCA 8.40(d) / DGCL 142(a)
· Within these constraints, can basically have as many or as few officers as you like & whatever titles
· “Vice Prez of Brewing” 
· CA 312 - MUST have a chairman of the board/president or both, secretary, CFO, and any other officers the company wants
· Any number of offices can be held by the same person, unless this default rule is restricted by an appropriate provision. 
· Rule: If the officer signs a K w/ a 3rd party - the company is liable and the 3rd party is bound by the K
· For officer to avoid personally liability: copy this signature block:
· Pg. 176: name of corp; “by (name of officer)”, Title
· Officer can be liable as well if they personally guarantee 
· Agency Rules for Officers
· Rule: If you’re an officer, you ARE an agent - but you owe a higher fiduciary duties than that of a normal agent. 
· These fiduciary duties are in a later section
· Rule: Officer has a cloak of “apparent authority” 
· Rule: Agent/officer of the corp are responsible for their own tortious conduct 
· H-D Irrigating, Inc. v. Kimble Properties - HD (buyers/Ps) agree to purchase land from Hobble Diamond Co (for $1.6M) and irrigation equipment from Kimble Prop (for 350K). Lloyd Kimble was prez of both Hobble & Kimble.
· Ps (HD) filed complaint alleging that Lloyd Kimble falsely represented that the irrigation equip was in working order.
· HD sued to recover damages from Kimble Prop, Hobble, and Lloyd Kimble for misrepresentations and breach of duty to disclose
· Court/Rule: Officer is individually liable for false representations - Here, Lloyd Kimble is liable for his false representation because he was an agent/officer of both companies 
· Court: When Lloyd made representations about the irrigation equipment, he was acting as the prez of Kimble Properties 
· Thus, Hobble is NOT liable for Lloyd’s misrepresentations, but Kimble Properties and Llyod are jointly & severally liable. 
· Prof: This ruling incentivize officers to make truthful statements 
· Prof Note: One person may “wear many different hats”
· Removing an Officer
· Andrews v. Southwest Wyoming Rehab. Center - Andrews was VP of SWRC. He was fired by Prez, Kathy.  
· Andrews claims he had a special fiduciary relationship with SRWC and that his termination was wrongfully motivated, and thus SWRC breached the duty of good faith and fair dealing - relies on the “special relationship based on MBCA 8.42” 
· 8.42 - Only in cases of special relationships between an employer and employee is there a fiduciary duty that gives rise to tort liability.
· Rule: A special relationship sufficient to support a COA can be found by the existence of separate consideration, rights created by CL or statute, or rights accruing w/ longevity of service
· MBCA 8.44 - Appointment as an officer doesn’t create a K
· Court:  D did NOT breach the duty of good faith/fair dealing b/c there was no special relationship creating the duty 
· Being VP is not a special relationship that grants you this higher duty of good faith
· The default rules (8.43(b)) provide that an officer can be removed at any time by a supervisor, director. 
· It is TOO FAR to say that an officer exercising his duty of care under the statute has a right not to be terminate
· Prof: Not an employment wrongful termination case - its a breach of fiduciary relationship/duty of care
· And this wasn’t present 
· Power of Officers:
· Rule: Officers are cloaked w/ Apparent Authority
· Rule: When board make a duly adopted resolution in delegating authority to an Officer = Actual Authority 
· Corp will be bound even if the outsider has no knowledge of the agent’s authority 
· Snukal v. Flightways Mfg. Inc (actual & apparent authority of Officers) - Snukal (P) leased his residence in Malibu to Flightways (D) for a 2-year lease term to Lyle (Prez, CFO, & secretary of Flightways). When Lyle signed lease he only signed as Prez. (Lyle basically just ended up living there himself - and was good at concealing his tracks)
· Flightways stopped paying rent and P (Snukal) sued for past due rent and payment of future rent 
· Flightways claimed Lyle was not authorized to enter into the lease on their behalf
· CA section 313 - Agreement IS enforceable if signed by chairman, prez, or VP, AND secretary, assistant secretary, CFO or assistant treasurer 
· Snukal Argues: Lyle wears both the prez and secretary hat and his signature is fine and it doesn’t need to be 2 separate people. 
· Flightways Argues: Snukal can’t rely on 313 b/c he only signed in his capacity as prez (even tho he wear the requisite multiple hats). Lyle failed to indicate that he wore 2 hats
· Court: Interprets public policy CA section 313. 
· Court/Rule: The signature of one person alone IS sufficient if he holds corporate offices in each of the 2 categories described 
· Flightways - well Lyle didn’t have the authority
· Court: Between the 2 innocent parties, you guys (Flightways) are most to blame  - don’t let him wear so many hats
· Prof: Creates a safe harbor for persons entering into contract w corp 
- CH. 14 - The Role of the Shareholder in the Modern Publicly Traded Corporation 
· A. What do Shareholders Do?
· Annual Meetings = where directors are to be elected and other valid shareholder actions may be taken
· 1) Shareholders elect directors (don’t need board approval)(this is their big job) MBCA7.01(a)/DGCL221(b)
· 2) Shareholders MUST approve certain fundamental changes
· Amending the articles 
· Mergers
· Dissolving the corp
· Shareholders CANNOT initiate such changes bc that must be decided by the board 
· Rule: Fundamental change vote requires the absolute majority vote
· Ex: 1000 outstanding shares and you ask shareholders to approve a merger - need 501 “yes” votes
· Default rule: Does NOT permit shareholders to call a special meeting
· B. Mechanics of Shareholder Voting
· 1) What kind of NOTICE Is Req for a Shareholder Meeting?
· RMBCA 7.05 - 7.06
· Notice of Annual Meeting 
· 7.05 - Shareholders must be notified of the date, time and place of meeting
· Don’t need description of purpose unless req by Articles/bylaws
· Main responsibility - elect BOD
· Notice of Special Meeting
· Any meet other than the annual meeting 
· 7.02 - Only biz that can bring forth in Special Meeting = that was in the notice 
· 7.05(c) - Same as Annual Meeting + MUST include description of purpose. 
· Who gets the Notice?
· 7.05(a)/7.07(a) - Only the shareholders as of the RECORD DATE. Bylaws can fix the record date (and if they don’t, the BOD can set it
· Waiver of Notice 
· 7.06 - Notice of shareholder meeting CAN be waived:
· (a) Express waiver - In writing, signed by shareholder either before or after the date and time stated in the notice
· (b) Implied Waiver - If a shareholder attends the meeting, they waive objection to lack of notice UNLESS the shareholder object to the meeting at the beginning. 
· 2) What Constitutes a QUORUM at a Shareholder Meeting
· Quorum = min amount of voting power that must be present at meeting for actions to be valid.
· Policy: To be representative of the whole body’s intent
· MBCA 7.25 - Share representing a majority of the votes entitled to be cast 
· Majority of the outstanding shares present at the meeting = quorum
· Ex: 1000 shares = 501 must be present 
· “Present” - can be proxy
· CA 602 - Majority of shares entitled to vote in person or by proxy 
· 3) Concept of Record Date Ownership (“Who Votes at Shareholder Meeting?”)
· MBCA 7.07 - Record date: Only shareholders as of the record date may vote 
· Record Date = cutoff for who gets to vote the shares 
· Record Owner vs. Beneficial Owner
· Prof is NOT the record owner of her disney stock 
· But she IS the beneficial owner of the shares and she can direct how she wants the record owner (CD company) to vote
· She will instruct how to vote and the “shareholder of record” will then vote on how she chose 
· Shareholder of record = one entitled to vote the shares
· Hypo: Board of C Corp sets the annual meeting date for July 7 and sets June 6 as the record date. On June 25, Sally sells her C Corp shares to buyer. Who votes the shares at the C Corp annual meeting?
· Record owner = Sally 
· Buyer = beneficial owner
· Has the economic interest but not legally  allowed to vote because they aren’t the owner on the record date
· So Sally would be the one to vote b/c she is the record owner on the record date. UNLESS the buyer gets a PROXY - buyer would get the proxy from Sally
· 4) Can you Vote Your Shares by Proxy? What is a Proxy?
· Shares are “present” if you (1) vote your shares in person, or (2) by proxy. 
· 7.22(a) - Proxy = Agency relationship where shareholder appoints another person to attend a shareholder meeting on the shareholder’s behalf to vote the shares
· P = Record owner 
· A = beneficial owner (Sally would nominate Buyer as the agent to vote the shares) 
· Rule: Must be in writing
· Can be “limited” or “general”
· CA 705 - CA Proxy Rules 
· 5) Can Proxy be made Irrevocable?
· Default Rule: Proxy relationship is freely revocable. 
· 7.22(d) - Proxy can be made irrevocable if it explicitly states (in writing) that intention & is coupled w/ an interest
· Buyer (beneficial owner)  is going to want to get this. 
· Interest = non-exhaustive list (pledge, etc)
· CA 705(e) - also can be made irrevocable w/ a series of conditions 
· 6) Approval by Sufficient Vote 
· To elect a director = cumulative voting or straight voting
· Fundamental changes = majority of outstanding shares
· Sufficient Vote on Other Matters:
· DL 216 - Majority of shares present
· Abstentions count as “NO” votes
· MBCA 7.25 - Majority of shares actually voting 
· Abstentions are NOT counted
· CA 602(a) - 2 Part Test
· (1) Majority of shares present and voting 
· Abstentions are counted 
· (2) Majority of required quorum 
· Hypo 7: Assume 1000 shares outstanding are entitled to vote. Assume 600 shares are present at meeting (either in person or proxy)
· a) Is there a Quorum Present?
· Default Rule: quorum = majority of votes entitled to be cast)
· DL 216 = YES
· MBCA 7.25 = YES 
· CA 602(a) = YES
· b) Does the measure pass assuming shareholders VOTE as follows:
· YES votes = 280
· NO votes =225
· Abstensions =95
· DL 216 = NO PASS (would need 301 “yes” votes) 
· MBCA 7.25 = PASSES
· CA 602(a) = 2 prongs
· 1) satisfied (just looking at “yes”s & “no”s - 280>225) 
· 2) satisfied - majority of required quorum (quorum = 501 - majority of that quorum = 252 and we have 280 yes votes - thus passed) 
· c) Does the measure pass assuming that shareholders VOTE as follows
· YES votes = 200
· NO votes = 180
· Abstentions = 220
· DL - NO PASS (would need 301) 
· MBCA - PASSED (200>180)
· CA - 2 prongs
· 1) satisfied (200>180) 
· 2) not satisfied (quorum = 501, majority of that quorum = 252, and there is only 200 “yes” votes - thus not a majority of the req quorum) 
· 8) Shareholder Vote - Fundamental Changes 
· Necessary Vote to approve a fundamental change = an absolute majority 
· Ex: 1000 - would need 501 “yes” votes 
· 9) Action by Written Consent (in lieu of a shareholder meeting) 
· Amount of shareholders that must approve to get rid of the meeting
· MBCA 7.04(a) - Need unanimous consent of all shareholders 
· Ex: 1000 shares - need unanimous consent 
· DL/CA = need an absolute majority
· Ex: 1000 shares - need 501
· CA: Can’t elect directors unless unanimous 
· 10) The Annual Meeting for a Publicly Traded Corporation 
· Usually occurs in the spring. Some lowkey, some festive 
· Annual meeting in Close Corp covered later 
· 11) Cumulative Voting vs. Straight Voting 
· DL & MBCA Default Rule = Straight voting 
· 1 share = 1 vote 
· Directors elected by a plurality
· Under straight voting, if you are the majority shareholder (even just barely 59 to 41) that shareholder will elect the entire board and the other will have no representation on the board
· Ex: 2 shareholders; A owns 18 shares, B owns 82 shares; 5-person board 
· Majority shareholder = B, so under straight voting B elects the entire board (B votes 82 shares for each director and A could vote 18 shares for each director) 
· Cumulative Voting (mandatory in CA)
· MBCA 7.28(c) - cumulative voting (Ca’s def easier) 
· Shareholders do not have right to cumulative voting unless provided in Articles (opt-in) MBCA 7.28(b) 
· DL - opt-in (certificate of incorp) 
· CA 708(a) cumulative voting (mandatory) - can give 1 candidate a # of votes equal to the # of directors to be elected multiplied by the # of votes to which those shares are normally entitled; OR can take those votes and distribute them among as many candidates as shareholder sees fit 
· Ex: A owns 18 shares and B owns 82; 5 person board 
· A could combine all 18 shares on one director and beat B (18x5=90>82) - will only get A one seat, B will be able to get the other 4 still 
· Min Vote Req to Elect 1 Seat
· [S/(D+1)] + 1 
· S = # of shares outstanding
· D = # of directors to be elected 
· A) 100/(5+1) + 1 = 16 ⅔ (round up to 17), 17 + 1 = 18; 18x5 = 90 votes
· SEE Brightspace Handout 
· Humphries v. Winous (Staggered Term Board)
· Staggered Terms - make so the entire board isn’t up for election each year (2-year staggered terms = ½ up for election; 3 year term = ⅓ up for election
· Facts: 3 directors were up for election; one statute allowed cumulative voting; one statute allowed staggered terms
· They set it up so that every year only 1 director would be up for election
· Issue: How to reconcile the statutory right to vote cumulatively vs the right to stagger the terms
· Prof: Staggered Terms Basically nullifies cumulative voting
· When you take the denominator in the equation and shrink it (less directors) - it makes it harder for the minority shareholder to elect a director
· Rule: CAN’T get this result in CA - the entire board is up for election each year in CA
· UNLESS: You fall into 301.5 - Publicly traded CA corp can stagger terms of board and eliminate cumulative voting (can only do once public) 
· (b) Still won't be able to nullify cumulative voting (like Humphries). B/c to stagger board to 2 year terms - need min of 6 directors (min of 3 will be up for election), 3 year terms - need min of 9 directors.  
· McKesson Case
· Court: McKesson did not comply with the 60 day req - counted wrong
· Normally, then the meeting would all be void
· McKesson: Then makes an equitable argument - that having another meeting would be wasteful and “no harm no foul” b/c it’s only one day off. That one day is a non-market day, so no shares will have changed 
· Court: Don’t want to do this slippery slope/overstep the role of the legislature
· Rule: Must count the # of days BEFORE the meeting to determine a valid of period of time. For record date to be set. Don’t count the day of. 
· Ultimately Court: The Aphramanian opinion had a misprint saying 61 days (not 60) was ok, and the court gave them the benefit of the doubt
· Prof: Even though McKesson probably didn’t even know about the case until after. 
· Prof: Attention to detail 
· C. Shareholder’s Inspection Rights 
· 1) Transaction & Periodic Reporting
· Transaction Reporting - Info sent by the corp w/ respect to contemplated transaction, usually one the shareholders will vote upon.
· DL - Not req, but DL case law reqs that corps provide shareholders with all material info before a shareholder vote. 
· Periodic Reporting - Info provided at specific intervals, such as annually or quarterly, regardless of whether the corp is anticipating a transaction. 
· Rule: DL/MBCA - shareholders do not need to be provided w/ any periodic reporting 
· Rule: Shareholders in public companies must receive periodic reports on the financial and operational condition of the company at least 4 times each year under the federal securities laws
· 2) Inspection Rights
· 2 buckets:
· 1) Info shareholder has a right to inspect simply by virtue of being a shareholder
· Inspect list of record date shareholders before shareholder meeting 
· MBCA 16.02 - Articles of Incorp, Bylaws, list of current officers, current annual report filed w/ SOS. 
· 2) 16.02 - If the shareholder wants to examine financial statements, accounting records, excerpts from meeting mins, or copying of docs (including record shareholder list) = must show PROPER PURPOSE
· Proper Purpose = Purpose reasonably related to a person’s interest as shareholder and is NOT harmful to the corp or other shareholders 
· Not defined by MBCA, but in DL 220(b). 
· LAMPERS v. Hershey Company - Lampers seeks to inspect to make copies of books and records to further supplement their complaint to whether Hershey is breaking intl law in child labor. 
· Issue: If the shareholder seeks to inspect and copy info to find grounds on which to sue the corp and its managers, has the shareholder stated a proper purpose? (Does Lampers have a proper purpose?) 
· Court/Rule: Standard for whether there is a Proper Purpose - Purpose reasonably related to a person’s interest as a shareholder and is not harmful to the corp’s or other shareholders. 
· Analysis - Allegations in complaint support a reasoanble inference of possible violations of law by Hershey (possible child labor laws were broken in harvesting the coca, and that BOD knows cocoa is from these child labor farms) 
· Hoepner v. Wachovia Corp - Hoepner (vice chairman of SunTrust and owner of 280 Wachovia shares) submits a letter to Wachovia demanding the right to inspect and copy Wachovia records/docs - specifically shareholder list. 
· Hopener wants to contact the shareholders to get them not to vote for the merger
· Wachovia refused b/c Mr. Hopener’s assertion that he intended to share the info w/ SunTrust, which did not have status as a qualified shareholder 
· Watchovia contends that the intention to share the info in a proxy fight disqualifies Hopener b/c his demand is not made in good faith & for a proper purpose as req by MBCA 16.02(c)(1)
· Court: Hopener has a proper purpose 
· Precedent supports that records can be turned over for purposes of a proxy fight
· Policy favoring equal access to communication w/ shareholders & it would be a barrier to impose on shareholders the burden of contacting the other shareholders on his own
· Rule: Obtaining a shareholder list for the purposes of contacting the shareholders (in a proxy fight) is a proper purpose
· Rule: To get access to shareholder list, the burden is on the D (corp) to show that the purpose is NOT proper (protects shareholder’s rights) 
· For other demands - burden is on the P (shareholder) 
· Hypo: What if Hopener demanded to see Wachovia’s customer list
· With P being a shareholder, this would not be a proper purpose 
· D. Federal Proxy Rules 
· State law authorizes voting by proxy - not fed law
· How you validly create the proxy, duration of proxy (11 months is default rule), freely revocable (default rule) 
· Federal Proxy Rules
· Goal: Provide shareholder will full and adequate info so that they can vote their shares in a fully informed manner 
· Only apply to voting shares of a publicly traded company
· Traded on NYSE or NASDAQ (for purposes of our class)
· SEC Fraud Prohibition - can’t have misstatements of material fact in the proxy information distributed to shareholders. 
· Rule 14a-8 - Allows a shareholder (who meets certain reqs) to submit one proposal per year, this is a recommendation for the company and its Board to take action 
· Ex: Shareholder proposal to diversify the board of publicly traded companies. 
· Companies usually try to find rules to exclude these, and have to convince the SEC why it shouldn't be listed on the ballot - if they can’t it will be listed on the ballot (not BAR exam thing)
- CH 11 & 12: FIDUCIARY DUTIES: The DUTY OF CARE and the Business Judgment Rule
· The major legal constraint on a corp’s governance is the fiduciary duties of officers and directors
· “Fiduciary Duty” describes the legal restrictions on board discretion that are imposed as a consequence of having agreed to act on behalf of a corp’s ultimate beneficiaries
· Essentially the same for both closely held, and public - but the way they get enforced is different.
· Most of our cases will be public companies but this will translate to closely held companies 
· A. Scope of the Duty of Care
· RULE: DUTY OF CARE Reqs directors to act in a manner that they reasonably believe to be in the best interest of the corporation 
· Rule: Directors have a fiduciary Duty of CARE to inform themselves in preparation for a decision - NO protection for directors who make unintelligent or unadvised judgments 
· Rule: Must have functional mgmt in place and adequate function of internal information in place - NO director can choose to ignore signs of serious problems in the company 
· RULE: BUSINESS JUDGEMENT RULE - Presumption in favor of actions by the directors in that a decision made by a loyal and informed board will NOT be overturned by the courts unless it CANNOT be “attributed to any rational biz purpose”
· Courts use BJR to avoid passing judgment of biz decisions that they are not in the position to make. 
· Board can’t guarantee every biz decision is going to be successful, but the corp has to take risks in order to be successful, and the court doesn't want to penalize the corp for this
· Rule: P can overcome the presumption of the BJR if P can show fraud, illegality, conflict of interest, not in good faith, not for a rational biz purpose 
· Shareholder P has burden of rebutting the presumption 
· Shlensky v. Wrigely (more deferential) - Stockholders bring suit against directors for negligence and mismanagement
· P (Shlensky) - minority stockholder of D Corp, Chicago Natl League Club 
· D - Chicago Natl League Club, operates wrigley field 
· D - Wrigley is also prez of corp and 80% owner of stock herein 
· P alleges by D’s failure to install lights and hold night games, the corp is sustaining losses and financial condition will suffer
· Alleges that Wrigley has refused to install lights due to personal opinions and also negligent.
· Court: Wrigley Wins - Motives assigned to Wrigley & through him to directors are NOT contrary to the best interest of the corp and stockholders - reflect a valid biz judgment 
· Evidence that the board was concerned about the effect of nights games on the surrounding neighborhood - thus court, says its a legit biz conclusion. 
· NO evidence of fraud, illegality, or conflict of interest 
· Court: Does NOT agree with P’s contention that failure to follow the ex of the other MLB teams in scheduling nights games = negligence 
· Court will not decide these biz Qs in the absence of a clear showing of dereliction of duty on part of the director - mere failure to “follow the crowd” is NOT such dereliction.
· Smith v. Van Gorkom (Less Deferential) (Del):  Class action bought by shareholders of D, Trans Union Corp
· Gorkom, CEO, of Trans Union nad a member of board of directors negotiated a deal to sell Trans Union to Prtitzker for $55 a share (700M), only one other director was involved in negotiations (Chelberg), and other directors were not aware until they attended a special meeting 
· Shareholders bring a suit against directors for breach of duty of care b/c directors failed to inform themselves of the facts of merger prior to approving it 
· Here, court says that standard for whether board breached its duty of care = gross negligence
· However, this does not match what the MBCA says - which is more of a general negligence/reasonableness 
· Court: Board breached its duty of care - NOT informed biz judgment in voting for $55/share, b/c:
· Directors did NOT inform themselves as to Gorkom’s role in forcing the sale of the company/establishing the purchase price
· Uninformed to the intrinsic value of the company
· Grossly negligent in approving the sale upon just 2 hours consideration, w/o prior notice and w/o any crisis/emergency 
· Prof: Court is likely less deferential here b/c a merger = a fundamental change that cannot be reversed easily & requires both shareholder and board approval 
· Difference btw Wrigley Case - 1 is a merger (Don’t get a redo, 1 is installing lights (can be redecided at next board meeting) 
· Dissent: BOD was highly qualified to make an informed biz judgment under the BJR, and should not be liable
· Bayless Manning - Reality Check on Biz Judgment Rule
· Basically - cut these directors some slack, biz decisions are fast-paced, modern corp are complex, risks should be awarded, officers (not directors) set agenda, etc 
· Value of Remand in Van Gorkom
· Remanded to decide damages: Focus on remand will be what is the intrinsic/fair value of the shares 
· How are we going to calculate damages:
· Difference between what the fair value is and the $55 per share x all the shares 
· Board members would be personally liable for these damages - thus this kept a lot of people from wanting to serve on boards 
· That’s why it was settled 
· B. The “Raincoat” Protection Offered by Delaware 102(b)(7)
· Rule: CAN eliminate liability for Duty of Care
· CANNOT remove liability for Duty of Loyalty
· DL 102(b)(7) - Certificate of Incorporation can include a provision that eliminates a DIRECTOR’S liability to shareholders for breach of fiduciary Duty of Care, BUT CANNOT eliminate personal liability for breach of Duty of Loyalty; acts or omission NOT in Good Faith; Intentional Misconduct; or known violation of the law or if director derives an Improper Personal Benefit 
· Elimates $$ damages (not injunctive) 
· Called “Raincoat” / “exculpatory” provision
· CA has a similar statute 
· 102(b)(7) = “Opt-in” provision - has to be placed in the Certificate originally OR added in by Amendment 
· Amendment = fundamental change = requires: Board initiate and require absolute majority “yes” votes of the outstanding shares  
· Publicly traded corp - these votes will come from proxy - thus, corp mgmt will need to provide the mandatory disclosure statement (includes all the material facts of this amendment) 
· Ex: Article 8 of Royal Plumbing Articles (supp pg. 10) 
- CH. 11 & 12 - Fiduciary Duties: The DUTY OF LOYALTY & Standard of Entire Fairness 
· Rule: Board owes their fiduciary Duty of Loyalty to the Corporation 
· Also imposed on senior executive officers
· Duty of Loyalty: Obligates directors to affirmatively protect the interests of the corp and refrain from doing anything that would injury the corp or deprive it of profit/advantage.  
· MBCA - codifies in 8.30
· DL - In the Case Law
· Comes up most frequently in 2 contexts:
· (1) Corporate opportunity 
· (2) Self-Dealing (“Interested Directors”) 
· A) Corporate Opportunity Doctrine 
· Rule: Director/officer liable if they usurp a corporate opportunity from the corp
· Rule: Matter of internal affairs so apply the law of the state where corp is incorporated.
· 2 Tests: Under both must determine whether a biz opportunity is one that belonged to the corp
· (1) DL “Line of Business” test 
· (2) ALI Test
· DL Line of Business Test: 2-Part Test:
· (1) Was the appropriated opportunity, an opportunity that rightfully belonged to the corp and would they have been financially able to take it? (If the corporation is (1) financially able to undertake the opportunity, (2) and from its nature in the line of business and is of practical advantage to it (3) is one in which the corp has an interest or a reasonable expectancy and by embracing the opportunity
· (2) If the officer/director takes this opportunity for themselves, does it put them into conflict with the corp (duty to put corp’s interest first)
· Brewer v. Insight Tech Inc (ITI) - Brewer is hired by Gary and quickly becomes Prez of ITI. They expand and create FactorLoads (factoring biz)
· Hull was another guy operating FreightCheck (another factoring biz - competes with ITI).
· Unknown to Gary, Brewer also became an owner of FreightCheck
· FactorLoads revenues started to go down and Brewer urged Gary to sell ITI to get GetLoaded
· Gary eventually learns that Brewer was a co-owner of Freightcheck and had been using ITI employees to do FreightCheck work
· Brewer is fired & ITI (the entity) sues Brewer, Hull, FreightCheck (they all settle beside Brewer)
· COA against Brewer = breach of fiduciary Duty of Loyalty
· ITI is the one who has standing b/c Brewer has the fiduciary duty to ITI
· Court: 2 part Test for determining whether breach of fiduciary duty in usurping a corp opportunity 
· (1) Here, the opportunity = the opportunity to participate in FreightCheck
· Court: This was an opportunity that belonged to ITI b/c it was the same industry and they had the financial ability to have taken advantage of it. Brewer took this opportunity for himself 
· (2) Court: Yes - puts in conflict b/c Brewer is engaging in direct competition with ITI
· Conclusion: Brewer has breached his fiduciary duty of loyalty by usurping a corporate opportunity (opportunity to invest in FreightCheck)
· He became a co-owner of Freightcheck, while remaining an officer of ITI, thus entered into direct competition with ITI while he owed a duty of loyalty to the corp
· American Law Institute (ALI) Test - Financial ability of the corp to take advantage of the opportunity = Irrelevant. This test reqs:
· (1) Full disclosure to the Board prior to taking advantage of any corp opportunity, which is closely related to a biz it engaged in.
· Opportunity defined broadly 
· (2) Once the corp has had a chance to accept/reject the opportunity, and if Board chooses not to accept, then it is up for grabs
· Northeast Harbor Golf Club v. Harris - Harris (prez of the club)  agree to buys properties for herself around the golf club. There is evidence Golf club would have been unable to purchase them itself. 
· When it became apparent that Harris planned to develop them - Board became increasingly divided
· Lawyer/member of the board said Harris’ actions were not in Club’s best interest and were irreconcilably conflicted with Club’s interests
· They made Harris resign 
· Club sues Harris - claiming she breached her duty of loyalty by purchasing the lots 
· What was the opportunity: the right purchase the properties
· Court Rejects DL Test:  
· Difficult to determine whether a particular activity is w/n a corp’s line of biz
· Difficult to determine financial ability (they could’ve always got a loan) 
· Court: Remanded for application of ALI. On remand - Club will have to show that it was a (1) corporate opportunity and that it (2) wasn’t disclosed
· Club’s argument re Corporate Opp: Harris learned of the opportunity in her capacity as Prez - b/c the broker brought it to her in her capacity & its closely related to a biz Club engages in or may engage in
· There was some interest in developing the land, maybe just to keep it a quiet Club 
· Then, If Club shows it wasn’t disclosed to them by Nancy - they will win
· What is the remedy: The properties legally belong to Harris but rightfully belonged to Club
· She had legal right to property, but holds in trust to the Club
· If she had sold it - the equitable remedy would be that Nancy would have to hold the proceeds from the sale in trust for the company. 
· B. Self-Dealing: Transactions Involving a Conflict of Interest (transactions made by interested-officers)
· Self-Dealing = Occurs when a director or officer enters into a K w/ the corp, usually to buy something from, or sell something to, the corp. 
· However, simply b/c a director has sold something to the corp does NOT mean that he has violated the Duty of Loyalty (sometimes it can be good)
· Rule: The determination of whether the transaction constitutes Self-Dealing breach of the Duty of Loyalty = decided by Standard of Entire Fairness. 
· Fairness of the transaction to the corporation that the officer/director of the corp engaged in with the corp
· Rule: The interested director/shareholder has burden to prove transaction was fair 
· Policy: A corp officer is benefiting to the detriment of the corp that he owes a fiduciary duty to.
· Tomaino v. Concord Oil of Newport, Inc. - Tomaino owns 32% of Concord Newport and is president. Tomaino had already been having conversation with Newport Oil about buying tanks/land.
· Tomaino buys the tanks from Newport Oil (in his individual capacity)(for $1). Then he sold the Tanks to Concord Newport for $5K (this is the self-dealing) 
· Industry practice shifted - environmental liabilities made it so companies didn’t want ownership of the tanks
· Tomaino leaves and other owner of Concord Oil leaves tenancy at 1 of the locations - Tomaino (Landlord) tells Concord Oil that they own the tanks, and must remove them
· B/c no one will lease the property w/ the tanks there
· Tomaino ends up removing them, and sues for the cost of removing the tanks. 
· Concord Newport wants to set aside the earlier selling od the tanks transaction - b/c it doesn’t want to deal with the cost of removing the gas tanks
· COA for setting aside the transaction = Breach of the Duty of Loyalty 
· Court: Applies Entire Fairness Test
· The fairness of the transaction where Tomaino sold the tanks to Concord Oil (where he is also serving as an officer) must be fair to  Concord Oil
· Interested Officer/party (Tomaino) has the burden to show that it was fair
· Court: Found for Tamaino - he sustained the burden that it was a fair transaction 
· Entire Fairness Test = Whether the transaction was fair when entered into
· Thus, although the legal/environmental landscape has changed, it was fair at the time it was made 
· It was normal practice back then for the company to own the tanks, and Tomaino didn’t take advantage of the price
· Other examples
· Transaction btw A corp & B corp (but B corp is wholly owned by a director of A corp) = Yes could be an interested director
· Transaction btw A corp and a director of A corp’s spouse = prob
· Even the live-in nanny = possible 
· Ultimate Q: Is the director who has an interest in the other side of translation going to be influenced or motivated to still act in the best interest of the company? 
· C. Standard of Entire Fairness (Delaware) 
· HMG /Courtland Properties v. Gray - 
· Rule: Delaware Corp Law Section 144 provides that a self-dealing transaction will NOT be voided if the transaction was ratified by a majority of disinterested directors. 
· However, the ratification is ONLY valid if all material facts about the directors’ interests and the transaction have been disclosed.
· Rule: Under § 144, when a director is on both sides of a transaction, the director has the burden to show the entire fairness of the deal. Entire fairness has two parts: 
· (1) fair dealing; and 
· (2) fair price
· At the time of the transaction 
· D. “Cleansing” the Self- Dealing Transaction: DL 144 & CA 310
· Rule: If a transaction does involve an interested director/shareholder, it may still be a valid transaction if it is approved under the cleansing statutes. 
· Shapiro v. Greenfield (illustrates how cleansing statutes applies to a case)
· COA Breach in duty of loyalty
· Not for usurpation of corp opportunity, BUT for an interested director (Self-dealing issue) 
· Issue: Who qualifies as a disinterested officer?(Joan is the major one at issue here)
· Holding: A family relationship does NOT automatically taint a director: however, since the court did not inquire into the specifics of the relationships between the directors, the matter must be remanded for further findings. 
· The order of the trial court is therefore vacated.
· Rule: A director is “interested” for these purposes if her capacity for independent judgment is compromised. 
· If the director has a personal financial stake in the transaction = director is “interested” 
· If a director does not have a personal interest, but is potentially subject to the influence of another who does have such an interest, then the court must make an inquiry into the specific circumstances of the relationship.
· On remand: even if court determines that she is not disinterested - the transaction is still not entirely void 
· And must court must make a decision on whether it meets the standards of entire fairness 
· CA Cleansing Statute 310 
· 310(a)(2) - Disinterested Board Approval: Transaction will be cleansed IF:
· (1) full disclosure of all material” facts; (2) good faith approval by “disinterested” directors, (3) by a vote sufficient W/O counting vote of “interested” director, (4) transaction is FAIR to corp as of time transaction was approved 
· P must show it was not fair
· 310(a)(1) - Disinterested Shareholder Approval
· (SEE BS Handout) 
· 310(a)(3) - FAIRNESS Standard
· (1) burden of proof is on “interested director”; (2) to show entire fairness of transaction to corp as of time transaction was approved 
· Self-Dealing Hypos:
· Hypo #1: 
· 1st): Valid Board Action?
· Quorum? - YES
· Sufficient Vote? - YES
· Thus its valid - Unless it can be set aside b/c of directors breach of duty of loyalty(self-dealing) 
· 2nd) 310(a)(2) - will not be set aside IF: the material facts are disclosed, 2) board authorized in good faith by a vote sufficient w/o counting vote of interested directors, and 3) transaction fair at the time approved
· Here, YES this would be satisfied (cleansed) - sufficient number of “yes” votes without counting interested director. 
· (Thus if a shareholder tries to sue for a breach of duty of loyalty - that shareholder will have to prove that the transaction wasn’t fair & that will be very hard b/c the board already approved it
· Court will refer to the biz judgment of the board) 
· Hypo # 2: 
· 1st) Valid Board Action? 
· Quorum? - YES
· Sufficient vote? - YES
· 2nd 310(a)(2) Vote is sufficient only with vote of interested director - NOT automatically set aside, BUT court will decide whether the transaction is fair to the corp
· The interested director will now have the burden to show entire fairness (shifting burden of proof) 
· Prof: Using a committee - could have a cleansing vote by putting 2 disinterested “yes” voting shareholders on the committee: 
· If “no” voting disinterested director not included in the committee - he may try to bring a derivative suit later on & it will be less of an uphill battle for him to prove that it wasn't fair - b/c that disinterested “no” voting director was kept from the committee
· Thus, corp should be all disinterested shareholders on the committee. 
· Hypo #3: (SEE Facts - Closely Held Corp)
· 1) Validly approved?
· Quorum - YES
· Sufficient vote - YES 
· 2nd) It’s a self-dealing transaction (interested director voting): Vote sufficient to cleanse transaction under CA 310? 
· NO - if you take out the interested director vote - it will not be approved by a sufficient number
· Then Capel comes back and sues to set aside the transaction 
· Will NOT automatically set aside the transaction even though there wasn’t a cleansing vote
· Only set aside if it was unfair to the corp - court will decide 
· The interested director will have burden to show it was fair 
· Hypo # 4: 
· 1) Validly approved?
· Quorum - YES
· Sufficient vote - YES
· Prof: But Capel will definitely sue
· 2) Cleansing director vote?
· NO - 0 disinterested votes
· But transaction NOT automatically set aside
· Court will determine whether it is fair to the company when it was entered into
· Burden on Propp & Aggey to show it was fair 
· Prof: Hard to get a director cleansing vote in closely held corps
· Hypo #5: 
· Still won’t have a cleansing vote - (still 2 interested)
· But can have a shareholder meeting - what happens if all 3 shareholders approve?
· SEE 310(a)(1) - Interested shareholders must disclose all material facts
· Rule: Only disinterested shareholders can vote
· Rule: Must have a majority “yes” of the disinterested shares
· Here - its only 1 disinterested shareholder (capel) and since he voted “yes” then it will work 
· This kinda shows why these rules don’t work as well at the closely-held level vs publicly
· E. Executive Compensation 
· Statutes amended to permit boards of directors to provide compensations for themselves DGCL 141(h), MBCA 3.02(k), CA 310(a)
· Board can fix compensation of officers but also can fix THEIR OWN salary
· This can potentially be a conflict of interest
· CA 310(a) - Directors have the authority to set their own compensation
· SEE Martha Stewart Case & Disney Litigation later on
· F. Shareholder Derivative Actions
· Shareholder Derivative Suit: Occurs in situations where the board’s decision-making ability may be compromised 
· Shareholder derivative action is a lawsuit brought by the shareholder(s) on the corp’s behalf to redress harm to the corp 
· Ex: Derivative action filed for breach of board’s fiduciary duty to the corp 
· Rule: Any recovery must go to the corp - NOT the shareholders
· Direct Shareholder Action v. Derivative Suit
· Direct Action = When individual shareholder has COA
· Ex: Shareholder sues for right to inspect records, etc
· Derivative Action = Brought on behalf of the corp, by the shareholders. The Corp’s COA
· Rule: Standing for shareholder derivative action?
· Individual shareholder must have been a shareholder at the time the conduct occurred and hold shares at the time of litigation 
· Rule: Shareholder P must make a Demand to the board to pursue litigation (b/c Board is the manager of the biz affairs of the company)
· If Board Refuses Demand: Shareholder P must show that the refusal was wrongful in order to proceed 
· Rule: Refusal = wrongful when it is NOT a valid exercise of the Board’s Biz judgment 
· Rule: Shareholder P may file suit W/O making Demand on the Board (demand excused), if demand would have been FUTILE
· Futile = P can show a reasonable doubt as to whether a majority of the Board would be disinterested OR independent in making a decision of whether bringing the lawsuit was in the corp’s best interest
· Beam v. Stewart (Test for demand futility: when is demand futile - and thus the shareholders are excused from making the demand before commencing litigation) (bad news case for insider trading) 
· Facts: P = Beam (shareholder of MSO); MSO = nominal P; D = Directors of MSO. The allegations of Martha’s insider trading and her mishandling of the media cause MSO stocks to plummet and the company harmed. 
· P Claims that MSO directors should have responded differently when the investigation of Martha was launched and that board should have let go of Martha (breach of duty of loyalty & care)
· Beam did NOT make any demand on the board - she argued that she did this b/c demand would have been futile
· Court: Test for demand futility = shareholder P must allege facts sufficient to show there is a reasonable doubt that a majority of the board would be disinterested or sufficiently independent to act in the best interest of the corp
· Interested = having a direct financial stake in the outcome; 
· Not sufficiently independent = fear of control or undue interference on the party by another/director dominated in such a way that can’t make decision that best interest corp  
· Court: The only Interested Director = Martha; Not Sufficiently Independent Director = Patrick
· Close friend of martha, worked in martha’s personal companies, long-time connection w/ martha 
· Court: Other directors: P didn’t present enough facts to show that they were either Interested or NOT Sufficiently Independent
· P could’ve gone into the books and records and could show whether Martha had some sort of undue influence on the others 
· Special Litigation Committees - PSE&G Shareholder Litigation (illustrates how there is a continuum in the deference that the court should give to the recommendation of the special litigation committee)
· Special Litigation Committee = Established by Board and comprised of supposedly truly independent/disinterested directors in response to the shareholder’s derivative suit. Committee investigates lawsuit and determines what the corp should do with the lawsuit 
· Benefit = Ensures the P’s allegations have been properly investigated/enhance likelihood of fairness
· SLC almost always determines NOT to accede to the shareholder demand and refuses - then files a motion to dismiss w/ the court 
· PSE&G Case:  P = PSE&G shareholders (on behalf of the corp); D = PSE&G officers and directors. Ps bringing suit due to mismanagement of company’s nuclear plants - It would be a negligence claim.
· Board refused the demand to sue 
· PSE&G forms a special litigation committee
· They choose that the suit should not be pursued 
· Issue: How Much Deference given to SLC/Board? - Continuum
· a) DL - Distinguish Demand Refused vs Demand Excused:
· Demand Refused: Apply BJR
· Demand Excused: Apply 2-part Test:
· (1) Corp has the burden to prove SLC is entitled to the BJR - Did they act in good faith and had a reasonable basis for its decision?
· (2) Court then applies its own independent judgment on whether to allow the suit to proceed
· b) NY - Most conservative/deferential to SLC
· Basically the Biz Judgment Rule - Limits court’s review to the independence and disinterestedness of the committee and the appropriateness of the procedures used
· c) North Carolina Approach (adopted by this Court) - NO distinction btw Demand Refused & Demand Excused cases
· Court then applies its own judgment to determine whether the Director/Ds will be able to show that transaction/conduct complained of = fair and reasonable to the corp (Entire Fairness) 
· Burden on SLC
· Court: Adopts NC approach and places burden of proof on SLC to show that it is entitled to the BJR. 
· B/c mgmt possesses the relevant info and facts related to the derivative litigation. 
· G. Synthesizing it All - Disney Litigation / “Waste”
· Brehm v. Eisner (fiduciary duty, duty of care, duty of loyalty, executive comp, derivative lit) 
· Facts: Ovitz was hired to be Prez of Disney by Eisner (CEO)(they are friends). Urgency to hire b/c they realized they didn’t have a succession plan. Enter into 5-year employment agreement including $1M per year + bonus, + 2 stock options (“A” options don’t vest until 3rd year, “B” options only vest if 5 year contract extended/renew) 
· Also included termination clause: including 2 ways to leave before 5-year K (1) Non-fault termination =10M severance and his stock options become immediately exercisable; (2) resign/terminated for cause = 10M severance payment, NO accelerated stock options 
· Ovitz’s tenure did not go well and they end up negotiating a non-fault termination
· Got a severance package of 149M - got 39M cash and the rest was the value of the stock options (he didn't have to work the 3 year period to have them vest, b/c it was non-fault termination) 
· Shareholders bring suit against Old Board and New Board
· Claims against Old Board - regarding hiring Ovitz
· Waste claim 
· Breach of fiduciary Duty of Care (didn’t actually run the #s) 
· Claim against New Board - regarding the terminating Ovitz on a no-fault basis
· Waste & Breach of fiduciary Duty of Care (should’ve terminated for-cause based on Ovitz gross neg/resigns)
· P’s requested relief: Rescission - Ovitz would have to cough up the $$
· But basically no basis for rescission (having Ovitz pay) - ultimately would be seeking $$ damages from the directors
· Both Boards defend w/ BJR and that these are the types of decision they are entitled to make 
· Court: Decision to pay Orvitz a large sum of $ was necessary to attract him to the position and was a valid matter of biz judgment 
· A BOD does NOT breach its duty if it is fully informed as to how a severance payout will be calculated, but NOT informed as to the exact amount of a severance payout. 
· Court: P did also NOT allege facts sufficient to establish waste 
· Waste Test: An exchange is so 1-sided that no reasonable biz person would conclude that the corp received adequate consideration
· Court: New Board claim for firing Orvitz no-fault: Valid Biz judgment b/c termination for fault might have resulted in undue litigation/reputation hit
· Court allows P to amend complaint 
· Prof: History complaint was amended, at trial - Board barely won and was entitled to the BJR, P appealed, and again the court decided that even though board was sloppy, still entitled to BJR 
· Prof: Shows how incentive stock options can make executive comp get so large 
· Stock Options as Incentive Compensation
· Stock options = Grant right to purchase stock @ exercise price (which is fixed as of day employee starts working) 
· Stock options incentive the person being hired to stick around and work really hard to make the stock price rise
· Employee benefits = there stock raises
· Employer benefits = company growing by employee working really hard
· H. The Failure to Monitor and the Duty of Good Faith 
· Failure to Monitor - Can directors violate their duty of loyalty when they do not “act” at all? 
· Rule: The Board must regularly exercise a good faith effort to have a reporting system w/ regard to the corp’s ordinary operations 
· Rule: There is NOT a separate duty of good faith, but there could be certain facts where there are so many red flags that a failure to monitor is essentially a breach of fiduciary Duty of Loyalty
· Stone v. Ritter (Public Co Example) - AmSouth Bancorporation was forced to pay $50M in fines/penalties on account of gov investigations about AmSouth employees’ failure to file suspicious activity reports that were req by the BSA and AML regulations
· AmSouth was req to improve its BSA/AML practices & also req AmSouth to hire an independent consultant to review AmSouth’s BSA/AML procedures 
· AMSouth hired KPMG. 
· KPMG found that the AmSouth directors had established programs and procedures for BSA/AML compliance
· Group of shareholders (Ps) brought a derivative suit against AmSouth directors (Ds) for failure to engage in proper oversight of AmSouth’s BSA/AML policies and procedures
· Claim is a breach of fiduciary Duty of Care - company suffered the harm (50M fines) b/c of the board’s failure to act/failure to monitor 
· Rule (Caremark Test) : Directors can be liable for failure to engage in proper corporate oversight if they:
· (1) fail to implement any reporting or information system; or 
· (2) if implemented such a system, consciously fail to monitor or oversee that system. (ignoring red flags generated by the system) 
· (3) Under both circumstances - P must show directors KNEW that they were consciously disregarding their oversight duties and thus failed to act in good faith
· Court: P’s complaint dismissed. There was a system in place - they had this KPMG report showing that there was a system. 
· That was enough to avoid liability for failure to monitor
· Fact that an employee failed to follow the policies does not mean that the directors did not put the policies and procedures in place in good faith
· Prof Policy: If directors are frequently held personally liable in these scenarios - then it's going to be pretty hard to get competent directors to serve on boards 
· ATR-Kim Eng Financial Corp v. Araneta (Closely held Corp Ex) - Textbook self-dealing: transferring assets out of the biz and to family. Araneta caused PMHI to transfer its key asset, LBC Company (LBC), which was worth more than $35 million, to his family members, leaving ATR's minority stock ownership in PMHI worthless
· ATR claims Araneta breach his duty of loyalty (self-dealing)
· But ATR also claims that the other PMHI directors, Bonilla & Berenguer (Ds), were jointly and severally liable for this harm, b/c they failed to monitor Araneta and prevent his self-dealing
· Nerither participated in/approved of Araneta’s transfer
· SEE Facts Case Brief
· Issue: Are Bonilla and Berenguer personally liable for breach of duty of loyalty 
· Court: Yes - court holds ALL 3 jointly and severally liable 
· Clearly, Arenta breach his duty of loyalty as a director
· Bonilla and Berenguer also breached their duty of loyalty
· Bonilla and Berenguer failed to act in good faith and make an independent and impartial decision in the best interests of the corporation
· Failed to hold board meeting and knowingly disregarded their responsibility to create a system of internal monitoring
· Rule: Directors breach their fiduciary duties when they fail to monitor self-dealing by other directors, even though they did not participate in, approve of, or directly profit from the transactions
· DL Law - Directors also have a duty to act in good faith to assure that an information-and-reporting system is in place. (Casemark/last case) 
- CH. 15: The Role of the Shareholder in the Modern Closely Held Corporation 
· A. Mechanics of Shareholder Voting 
· 1) Preemptive Rights:  
· Issuing more shares = voting power dilution - Not that big of a deal w/ public companies, but for closely held corps considerable harm can be done to existing shareholders 
· Preemptive Right = An equitable right in existing shareholders to purchase shares proposed to be issued so that their economic and managerial interest would be preserved. 
· Permits each current shareholder to maintain his proportionate interest by purchasing the same % of to-be-issued shares on the same terms & conditions as proposed by the BOD. 
· MBCA 6.30 / DGCL 102(b)(2) - preemptive rights are opt-in, shareholders have no right to preempt subsequent issuances of stock unless the Articles provide. 
· 2) Supermajority Provisions
· Very common technique for changing the default governing structure in a closely held corp
· At the shareholder level - supermajorities serve to increase the difficulty of an insurgent group of shareholders from gaining influence over the corp 
· MBCA - supermajority provision for shareholders meetings must be IN the Articles
· McQuade v. Stoneham - Stoneham (D) was the majority owner of National Exhibition Company (NEC). McGraw (D) and McQuade (P) each bought 70 shares of Stoneham’s stock. 
· As part of the purchase, the 3 entered into a K that provided that the parties would “use their best endeavors” to make sure that each would remain directors of NEC
· At some point, Board dropped McQuade as a director due to personal conflict with Stoneham/quarrel about corp treasury
· McQuade brought suit for breach of K, alleging that Stoneham and McGraw did not use their best efforts to keep him on as a director
· Court: K is void b/c adding a concurrent duty to other directors/limiting the board of directors brings with it the likelihood that the director will not always make personnel decisions in the best interests of the corporation/impinges on the board
· Rule: CANNOT enter into an agreement that limits/interferes Impinges) with the discretion of the board to manage the corp’s biz affairs (such as who to elect as offices)(violates public policy) 
· Directors primary duty is to act in best interest of corp
· K adding a concurrent duty to other directors brings with it the likelihood that the director will not always make personnel decisions in the best interests of the corporation
· Voting Pooling (agreements to combine together and vote your shares to elect certain people) = OK; 
· Prof: Stoneham & McGaw get a windfall: violated the K but still win
· Clark v. Dodge (Exception to McQuade Rule) - Clark (minority shareholder) Dodge (majority shareholder), enter into agreement in which Clark would get to manage business and Dodge would agreed to vote his shares in exchange for policy giving a recipe 
· This WOULD violate Mcquade - b/c it binds the board to managing the biz a certain way 
· BUT Court Makes Exception: (1)There’s only 2 shareholders and they are all parties to the agreement (no harm to shareholders) and (2) Invasion onto the board is only slight/negligible
· RULE: Exception to the McQuade rule that a voting agreement/K in a closely held corp may be valid and enforceable when there is (1) unanimity among the shareholders, and (2) Impingement on corp norm is only slight (Q of fact) 
· Basically impossible in a publicly held corp 
· 3) Voting Trusts
· Voting Trust: Intention to give the economic rights of stock to 1 person or group and the mgmt rights to another person or group
· Ex: typical family-owned corp - Parents use voting trust to still be able to vote their shares, while the children are entitled to the dividends and other capital appreciation (pg.. 684) 
· Kids = beneficiaires 
· Trustees = parents (they will be the ones doing the voting - keeping the control)  
· Prof: Voting Trusts subject to statute - Generally like this:
· Has to be in writing, copy provided to the corp, limit on duration it can last (typically 10 years), shares must be transferred to the trust and then the trustees will be the ones who vote the shares. 
· The trust becomes the shareholder of record which will get the financial/dividend payments (typically the trust agreement will have those financial payments distributed to the beneficiaries) 
· Lehrman v. Cohen (voting trust) - SEE Class notes/case brief for full facts
· Facts: AL stockholders sue (not challenging Dankskany employee K) instead they are challenging the validity of the AD stock
· They are saying the AD stock is a result of a “voting trust” and is subject to DL’s voting trust statute 
· Court: Upholds the creation of the AD stock and allows corp to have a tie-breaking director to prevent deadlock
· Court: 1) This is NOT a voting trust - Classic trait of voting trust: 
· Rule: Must separate the voting rights from the other attributes of share ownership. 
· Here, voting rights were diluted, but NOT taken away/separated from other attributes of ownership (Diluting vs divesting)
· Also, the other shares agreed to this dilution - they all approved the articles amend - when they did this, they also agreed to the dilution. 
· 2) Then P makes a public policy arg re: Agreement should be set aside b/c it is stock that comes with a big voting right and a little/no financial right
· Court: No - statute (MBCA 6.01) says that Articles of Incorp can specify the capital structure - can provide for more than 1 type of stock and those shares can have special voting rights, limited voting, rights, or no voting rights
· Thus, since corps are creatures of statute - P’s public policy argument fails b/c leg/statute says this is ok.
· 4) Shareholder Pooling Agreements
· Pooling Agreement = A contractual agreement, where shareholders agree that their shares will be voted as a unit 
· MBCA - Agreements that determine how the shareholders themselves will vote their own shares are specifically enforceable. (7.31) 
· Barnum & Bailey v. Ringling Bros (pooling agreements) - Annual shareholder meeting w/ purpose to elect the entire board of 7 directors. At the time, corp had outstanding shares of 1000 held as follows: Edith: 315, Aubrey: 315, and North 370. 
· Edith and Aubrey enter into an agreement (pooling agreement) to combine their shares and agree on how to vote their shares. (Aubrey and Edith could vote cumulatively, so by combining their shares they could elect a majority of the board)
· If they couldn’t decide - Mr. Loos was supposed to be arbitrator
· Before the 1946 meeting, they decided w/ Mr. Loos that Edith would vote herself and her son and Aubrey would elect herself and her husband, but could not decide on 5th director 
· Mr. Loos arbitrates/decides - BUT Aubrey does NOT vote accordingly 
· Cumulative Voting Review:
· How do we decide on how to elect the 314 shares?
· 315 shares x 7 directors =2205 votes for each of them
· North has 370 (370 x7) = 2590
· Prof: Why is this arrangement not a voting trust?
· Here they agreed to combine their voting strength but they did not separate voting rights from another attributes of share ownership
· Thus agreement not void for failure to comply w/ voting trust statutes
· Prof: Why doesn’t this violate McQuade:
· McQuade Test?: Impinges on the directors ability to manage the biz affairs
· This is a pooling agreement (agreeing to combine their voting power) - and doesn’t violate this public policy. 
· Court: It is a valid and enforceable agreement and Does NOT violate public policy. Aubrey breached the agreement
· BUT reverses trial courts remedying of grating Edith the ability to vote Aubrey shares through implied proxy
· Court: Remedy =
· 1) Since there is 1 vacancy of which they couldn’t agree, - just vote accordingly at the next meeting
· 2) If Audrey still won’t vote accordingly? - Then the votes of Aubrey just won’t count 
· Prof: By ignoring Aubrey votes - basically delivers control of the Board to North 
· So edith wins the issues, but loses in the sense that she loses control of the board, and that was the whole purpose of the pooling agreement 
· Takeaway: Demonstrates the inherent limitations of what can be accomplished w/ Pooling Agreements.
· Pooling agreement will get yourself/your representative elected to the board, But it will NOT get the other board members to vote how you want them to/control
· Fixing this problem in the future?: Create proxy & make irrevocable 
· 7.22 - Make the proxy in writing and couple w/ an interest 
· Give the irrevocable proxy to the willing party (edith) or arbitrator
· B. Shareholder Agreements & Close Corps
· CA 186: “Shareholder’s Agreement” = A written agreement signed by all of the shareholders of a close corp, and can include provisions in subdivision (b) of Section 300 
· MBCA 7.32(a)(3), (4) - Board’s power and hence director’s fiduciary duties, can be curtailed if allowed by the Articles of Incorp and if certain other restrictions are met [See 7.32(a)(3)(4) 
· DGCL 350 - “Close Corps” may implement shareholder agreements that restrict board power
· DGCL 342: “Close Corps” = have fewer than 30 shareholders, have 1 or more restrictions on share transfer, not registered w/ SEC, & have explicitly elected to be governed under the DGCL’s close corp provision by placing such election in the Cert of Incorp
· Galler v. Galler - Benjamin and Isadore Galler were bros and equal partners in Galler Drug Co. In 1954, the bros entered into an agreement to prepare financial protection of their immediate families and give equal control of the corp to the fams if case either bro died. 
· Also, agreement said that shareholders would cast their votes for Isadore, Rose, Benjamin, and Emma as directors.
· In the event that either bro died - his wife would have the right to nominate a director in place
· 1955 - Benjamin had a stroke - Isadore(and accountant /2 attorneys) went to him to ask him for power of attorney to (1) transfer of B’s bank account to Emma, and (2) enable Emma to vote his shares
· D’s (Isadore and his side of the fam) decided they prior to B’s death that they would not honor the agreement 
· When Emma presented B’s stock certificates to Ds, the D’s tried to convince Emma to abandon the agreement
· Emma refused but agreed to let Aaron (Isadore’s son) become the Prez for 1 year in exchange for Aaron reissuing B’s stock in emma’s name.
· Isadre refused to discuss biz with Emma
· Benja died in 1957 and Emma demanded enforcement of the agreement guaranteeing her equal protection, dividends each year, and continuing of B’s salary. 
· D’s continually refused and Emma brought suit 
· Court: Assesses whether the provisions of the agreement violate the rule of McQuade (corp norm = board is the mangar of biz affairs)(but also Clark v. Dodge exception):
· (1) Term #1: Shareholder are allowed to amend bylaws
· 10.20 - Shareholders OR the Board can amend/repeal the bylaws. Thus does NOT violate policy of McQuade 
· (2) Term #2: Shareholders will cast their vote for 4 people, and they can enter into an agreement to vote for the directors 
· This is a pooling agreement, and it does NOT violate McQuade (this is Ringling Bros) 
· (3) Term #3: If bro dies, his widow can nominate a director to fill the vacancy
· Default Rule 8.10 - Remaining board OR Shareholders can fill a board vacancy - So does NOT violate McQuade
· (4) Term #4: Certain annual dividends are to be paid to shareholders (b/c bros wanted to provide for their fams)
· Rule: The board determines whether/when dividends get paid, bc the board manages the affairs of the corp
· So this DOES violate McQuade
· BUT under Clark v. Dodge (whether the provision causes more than a slight impingement on the BOD) - the agreement still does NOT violate public policy
· It was fair to the parties of the agreement 
· Enough provisions to protect creditors that make sure there is enough money after dividends to pay creditors
· (5) Term #5: Restriction on the ability of the Bros to transfer their shares 
· This was a valid form of stock transfer restriction 
· (6) Term #6: Salary continuation provision - giving the widow the husband's salary over 5 years
· This DOES violate McQuade b/c the Board determines whether  they are going to provide salaries 
· BUT survives scrutiny under Clark v. Dodge
· All shareholders agreed and is not more than a slight impingement 
· Other P argument: Ultra vires (waste) b/c widow is not contributing for the salary 
· Court: Everyone agreed to it and it serves a legit/useful purpose as proving an income stream to the widow 
· Prof: Public Policy Discussion(big point): 
· “Closed/closely held Corp” =  Limited # of shares and where the shares are not liquid (they are locked in/no market for stock) 
· Plight of the closely held shareholder
· Thus different public policy for these closely held corp vs. public
· Galler bros’ agreement was a sound way to go about this for a closely held corp  
· CA Statutes: Closely Held Corps
· CA 158: Closely Held Corp = All of the corp’s issued shares shall be held of record by not more than a specified # of persons, NOT exceeding 35.
· And includes sentence in articles saying its a “closed corp”  
· CA 186: Shareholder agreement = written agreement among ALL shareholders of a closed corp (or if 1 shareholder, the shareholder and the corp), as authorized by subdivision (b) of Section 300. 
· CA 300 (a):  Board is the manager of the biz affairs
· (b) - No shareholder’s agreement in a close corp shall be void even if it regarding the affairs of the mgmt of the biz
· Prof: Overrules Rule of McQuade in CA if you follow the other statutes 
· Close Corps in CA have largely been eclipsed by LLCs 
· Zion v. Kurtz - Zion & Kurtz entered into a shareholder’s agreement, which provided that the company would not engage in any biz or activities without the consent of the Class A shareholders (Zion holds all the class A stock - thus he bargained for veto power)
· The board of directors approved 2 transactions over Zion’s objection/without his approval 
· Zion brough suit for breach of K of the shareholder’s agreement 
· Kurtz is saying that the K is void b/c Corp not in compliance w/ Close Corp statute
· Zion argues yes, it's not w/ the corp norm - BUT the biz still meets the definition of the close corp, and thus the K is fine
· They are incorporated in DL - so we will apply DL law 
· They failed to follow all the statutory reqs b/c they didn't include the sentence saying it was a closely held corp (Kurtz was supposed to be the one adding that amendment) 
· Court/Majority: Zion wins - Even though the formal steps req by close corp statue have NOT been fully taken.
· Majority exercises its equitable powers/policy argument so that Kurtz is estopped from denying the validity of the agreement
· Kurtz agreed to the agreement w/ his “eyes open” and he failed to do his job of putting the close corp language in the Articles 
· Dissent: Corps are a creature of statute and we should follow those - if not it's a slippery slope of courts acting like legislatures (Prof: this approach would give Kurtz a windfall)
· Prof/Theme: Court’s equitable power to create a fair result vs. slippery slope scare of veering away from corps being a creature of statute
· C. Stock Transfer Restrictions & Use of Buy-Sell Agreements 
· Often stock transfer restrictions are in the Articles, bu they can also be found in Bylaws or Shareholder Agreements 
· Ling & Co. v. Trinity Savings & Loan Assn. 
· Rule: Restrictions on transferring stock must be (1) reasonable, and (2) conspicuously stated OR the person affected by the restriction has actual knowledge of them 
· Something is conspicuous if it is written so as to be noticed by a reasonable person
· Holding/Analysis: 
· Reasonableness of the stock transfer restriction: TX Biz Corp Act allows a corp to restrict disposition of stock only if the restrictions do not unreasonably restrain or prohibit transferability. 
· The restriction requiring approval from the NYSE prior to selling or encumbering stock is NOT unreasonable (Ling was a brokerage house member of the NYSE at a time when the NYSE Rules required such approval) 
· Also nothing in the record to show that the other restriction, requiring that the corporation and other stockholders be given an option to buy the stock, is unreasonable
· Conspicuously stated on the face of the certificate/Actual knowledge:  line on the face of Bowman’s stock certificate referring to restrictions on the certificate’s reverse side is not conspicuous 
· However, restriction is effective if the person affected by the restriction has actual knowledge: Here, no facts suggesting there was a lack of actual knowledge 
· GR: In the corporate form, ownership - (stock) - may be transferred by its owner w/o any restrictions (free alienability) 
· Key advantage of corp form over a partnership 
· Courts have long approached restrictions on transfer w/ suspicion (preference for free alienation) 
· Why would shareholders want to restrict alienation:
· 1) Even though shareholders are indifferent economically about the identity of other shareholders - they very much care as a matter of mgmt. (Particularly when closely-held) 
· 2) Regulatory Reasons 
· Restrictions on transfer can also = an obligation to transfer (not just limitations on power to sell, give, or bequeath)
· MBCA 6.27(c) & DGCL 202(c)(d): Restrictions are enforceable for any reasonable purpose, including maintaining the corp’s status under tax/securities laws
· MBCA 6.27(d)(3) / DGCL 202(c)(3)(5) - Permits a prohibition on transfer that either limits transfer to certain classes of transferees or requires prior consent of the corp or other shareholders. 
· MBCA 6.27(d)(1), (2) / DGCL 202(c)(1) , (2), (4) - Restrictions on transfer may require transfer or may grant an option t0 purchase to either the corp, the other shareholders, or both.
· Buy-Sell Agreement - Restriction that reqs a transfer is sometimes called a buy-sell agreement (both sides are req to effect a transaction) 
· NOT a “preemptive right”
· Preemptive Right = Right of existing shareholders to purchase additional shares the corp intends to issue
· For more on Buy-Sell Agreements = SEE STM outline 
· Harrison v. NetCentric Corp - Corp executed a stock agreement w/ P stating that he would purchase 2.9M shares for 1/10th of a cent per share. Terms including that 40% of the shares would vest in 1 year. After 1 year, an additional 5% vest every quarter. 
· Here, vests = shares not subject to a contractual obligation to sell back to corp upon his termination which would be at the 1/10th 1 cent price
· Harrison gets fired by the board - and Corp demands that Harrison sell back the unvested shares. Harrison sues claiming:
· 1) Corp breach its fiduciary duty (believes corp terminated him to keep his shares from vesting); & 
· 2) Breach of implied covenant of good faith & fair dealing by demanding that the rest of his shares be returned - he had right to that income 
· Choice of Law: Applies DL law to determine the relationship between the company, shareholders, and directors - Internal Affairs doctrine reqs use of DL not Mass law (as P wanted) 
· DL law does NOT impose a heightened fiduciary duty of utmost good faith and loyalty on shareholders in a close corp (Mass. would have)
· Court: Harrison loses - 
· (1) DL does NOT recognize the broad fiduciary duty of utmost good faith and loyalty on shareholders in a close corp
· (2) Not a breach of good faith/fair dealing b/c Ds did not deprive the P of income that he was entitled to
· The compensation from unvested stocks was contingent on his continued employment 
· Henry v. Phixious Holdings, Inc. (modern ex of Ling & under DL law) 
· Court: Henry did not have actual knowledge of the restrictions based on the Co’s witness’ inconsistent testimony 
· Court: Additionally, Henry did NOT assent to the stock transfer restrictions b/c he did not have reasonable notice of the terms and he did not have notice that he was modifying his legal rights (they basically told him that was he was signing was the saem type of stuff he always signs) 
· Holding: Henry NOT subject to the stock transfer restriction - Thus continues to be a stockholder of Phixious, and thus entitled to make a inspection of Phios’ books and records 
· Rule: In order for a stockholder to be bound by stock-transfer restrictions that are NOT noted on the stock certificate, he must have (1) actual knowledge of the restriction before he acquires the stock OR (2) must affirmatively assent to the restriction thereafter.
· Rule: Stock transfer restriction may be binding on existing securities in 3 ways:
· (1) by inclusion on the certificate of incorp
· (2) inclusion in the bylaws of the corp
· (3) by agreement among stockholders or among stockholders and the corp
· D. Problems of Dissension and Deadlock 
· Deadlock = An impasse among directors or among shareholders
· Not usually a problem in public companies
· But in close corps = very real prob both at the shareholder and board level.
· Prof: Most of these problems can be avoided by advance planning, but these cases show what can be done to handle these situations where there was not advance planning 
· Gearing v. Kelly - 4 person board (½ representing the Kellys and ½ representing Gearing). Mecham represents Gearing. 1 of the 4 directors resigns and there is supposed to be a meeting to fill vacancy
· So Gearing/Mecham just don’t show b/c quorum would require 3 of directors be there. (if Mecham did show up - Kellys would’ve had majority and would’ve been able to elect whoever).
· Kellys elect someone anyways. 
· Gearing/Mecham then sue saying the election was improper since there wasn’t a sufficient quorum
· Court: Kellys win - Gearing is estopped from complaining about the election’s lack of quorum b/c it was caused by Gearing/Mecham intentionally refusing to attend the meeting 
· Gearing/Mecham had a fiduciary duty to the corp to attend the meeting (Gearing/Mecham can’t willfully abstain from responsibilities)
· Rule: A director, or stockholders associated with that director, may not request a new corporate election based on a lack of quorum, when the lack of quorum was caused by the director’s refusal to attend the stockholders’ meeting
· Prof: Majority’s decision essentially allows the Kelly’s to have control of the Co even though Gearing is also a 50% owner 
· MBCA 14.30 - Shareholder may petition for judicial dissolution if there is (1) deadlock, or (2) Fraud/illegal activities
· Rule: If there is deadlock, the holdover directors will remain until the new directors are validly elected. 
· In re Radom & Neidorf (Involuntary dissolution) - Sole shareholders were originally David Radom and Henry Neidorff. Each owned 50%. Henry Neidorff dies and his shares go to his widow Anna (Radom’s sister). 
· David Radom and Anna butt heads
· David petitions for involuntary dissolution (court ordered) of the corp b/c Anna refuses to sign any of his salary checks and there is deadlock btw who to elect as a director
· Court: Not dissolved - the biz is thriving, not parlayzed, and profits are going up
· This would change if there was interference/deadlock w/ the biz that it threatens/impairs the economic operations of the biz
· Rule: There is NO right to compel dissolution. Dissolution is something the court may (discretionary) do. 
· Test: Whether the deadlock threatens the economic operations of the corp 
· Dissent: Sympathizes with David Random - If court doesn’t authorize the dissolution, what options does Random have? 
· Leave (or even resigns) and start a new biz - he will risk a lawsuit of his fiduciary duty not to compete. And If Random quits - the sister will have full access to all the cash
· Radom stays and does a bad job (not appealing)
· Prof: Radom can try to buy her out (he initially low balled for $75K), but now the court’s decision is incentivizing Radom to offer more to try and buy her out
· 2) Fiduciary Duties of Controlling Shareholders (Emerging in the case law) 
· Fought v. Morris (fiduciary duty amongst shareholders) (right of first refusal)(most generous approach) - Fought, Morris, Strong, & Peyton formed Vicksburg, Inc. They entered into a shareholder agreement which provided a “right of first refusal” which included that:
· Shareholder that wishes to sell his stock must first offer it back to the Corp, if unaccepted by the corp - then must be offered to other shareholders; and if still unaccepted - can sell to any other person
· Peyton decided to sell his stock - but not sold in accordance to the agreement. Peyton sold stock to Morris. Morris bypassed the redemption agreement 
· Fought made a counter-offer to purchase his pro-rata share, but it was rejected 
· Fought sues Morris alleging COA: breach of fiduciary duty
· Court: Fought wins - Morris’s intended exclusion of Fought from the purchase of Peyton’s shares was a breach of the Stock Redemption Agreement and therefore a breach of fiduciary duty to other shareholder (Fought)
· Morris performing a “freeze out” to take control of the corp as a majority shareholder 
· Traditional rule = NO fiduciary duty to other shareholders/your shares are your prop & you can do whatever you want with them
· Here, since its a closely held corp, and there was the right-of-first-refusal agreement in the bylaws that was supposed to prevent exactly this 
· Rule: in a close corp where a majority stockholder stands to benefit as a controlling stockholder, the majority’s actions must be “intrinsically fair” to the minority interest. 
· Stockholders in close corp must bear toward each other the same relationship of trust and confidence that is in partnerships, rather than resort to statutory defenses. 
· Still adhere to corp statutes, BUT can’t use blind adherence to corp statutes to circumvent the corp’s by-laws/agreements (like the stock redemption agreement) 
· Prof: The plight of the minority shareholder = part of it is the fact that there is no market for their shares when its a closely held corp - thus the minority shareholder can’t leave but also can’t safely stay 
· Sinclair Oil Corp (DL - takes a much more narrow approach to shareholders fiduciary duties) - Sinclair Oil Corp. (Sinclair)(Parent) (D) owned about 97% of the stock of its subsidiary, Sinclair Venezuelan Oil Company (Sinven)(subsidiary) (P). 
· Sinclair caused Sinven to pay out $108M in dividends, which was more than Sinven earned during the time period
· Additionally, Sinclair caused Sinven to K with Sinclair Intl. Co (International), another Sinclair subsidiary created to coordinate Sinclair’s foreign business
· Sinven was to sell oil to Sinclair Intl - but Sinclair Intl consistently made late payments/didn’t comply w/ min purchase reqs
· Sinven sues 
· Issue: Court must decide which standard to apply:
· Intrinsic fairness test (Entire Fairness) vs. biz judgment rule  
· Rule: A parent corporation must pass the Intrinsic Fairness test/Entire fairness only when its transactions with its subsidiary constitute self-dealing
·  Self-Dealing = when the parent co causes the subsidiary co to act in a way that benefits the parent to the detriment of the minority shareholders 
· Otherwise, the BJR will apply.
· Analysis: Decision to pay dividends: Does this involve Self-Dealing?
· Court: Not self-dealing - The minority shareholders are also getting the dividend payment (no benefit to Sinclair/parent at expense of Sinven/subsidiary)
· Thus apply: BJR - And board did not breach its fiduciary duty - no fraud/bad faith
· Analysis: Contract btw Sinclair Intl & Sinven: Does this involve self-dealing?
· Court: Yes - parent is benefiting to the exclusion of the subsidiary 
· So apply Intrinsic fairness Test (Entire Fairness)
· Test: Parent Co. will have burden to show obj fairness
· Court: NOT met - b/c “Intl” breached the K and Sinclair reaped benefits without fully paying for them.
· Prof: P also claimed that the parent company, by not letting P do biz outside of Venezuela, usurped a corporate opportunity from it - thus breach of duty of loyalty 
· Court: NO - this wasn’t a corp opportunity that belonged to the P 
· Takeaway: DL has a more more narrow approach to these fiduciary duties compared to others (Fought v Morris)
· DL only recognizes the breach  fiduciary duty where its a Self-Dealing (Sinclair) issue 
· 3) Modern Remedies for “Oppression” 
· Early on grounds for corp dissolution were very narrow - had to have fraudulent activity
· More modernly, individuals bring claims for dissolution based on “Oppression”. However, if the court does NOT order dissolution, the Ps can seek a buyout. 
· Rule: Not necessary that fraud, illegality, or even loss be shown. 
· Rule: Conduct which excludes a minority shareholder from participation in the enterprise of which can be characterized as heavy-handed or overbearing has sufficed to warrant dissolution. 
· Same w/ misuse of corp funds/assets 
· Kiriakides v. Atlas Food Systems - Atlas owned by 3 siblings (alex, john, louise). P = John & Louise. Ps are suing Alex & the biz
· Claiming that Alex (majority shareholder) has been fraudulent, oppressive, and unfairly prejudicial to them 
· Request relief: Want a buyout of their interest in lieu of dissolution (Alex did offer to buy out for 1M, but John refused) 
· Issue: Approach to determining “Oppressive” and “unfairly prejudicial” 
· Test: 2 approaches for what constitutes oppression
· 1) Reasonable Expectation Approach (NC) - Whether the reasonable expectation of minority shareholders would be frustrated by acts of the majority
· 2) South Carolina Approach (adopted here)  - Focus on the controlling shareholder’s conduct. Indicators of “squeeze out”:
· Termination of a minority shareholder’s employment; refusal to declare dividends, removal of a minority shareholder form position of mgmt, directing corp earnings to the majority shareholder through increased compensation 
· Court: YES - there was oppression 
· Oppressing John & Lousie and depriving them of any income stream from their rather substantial interest in the biz 
· Prof: Courts find it troublesome to issue dissolution when there is a claim of oppression when the biz is operating as a going-concern (employing a lot of people, stimulating the local economy)
· Prof: Courts are split on whether they have the ability issue a buy-out as a remedy in lieu of dissolution 
· Buy-Sell Agreements
· Buy-Sell Agreements vs Right of First Refusal 
· RFR - Agreement that if a shareholder is going to sell their shares has to offer it 1st to the corp and/or other shareholders
· Does NOT guarantee liquidity (corp/shareholders may not buy)
· BSA - Obligates the other party to buy the shares when the buy-sell agreement is triggered. 3 basic issues:
· 3 Basic Issues in BSAs
· (1) What will trigger the BSA?
· Death most common (Galler case) 
· (2) Agreed mechanism for establishing the value of shares (see STM) 
· (3) Where will the money come from to buy the shares? 
· Hypo: Propp, Aggey, and Capel - Should consider entering into a BSA when incorporating their biz
· Best time to negotiate fair terms is in the beginning 
· Prof: Borderline legal mal not to bring it up to them
· Corp Buying back shares = a type of distribution/repurchase of shares
· Limitation on corp: statutory restrictions imposed on corp’s ability to make distributions (protecting corp’s creditors) 
· This is the typical reason why the corp would not buy-back and the agreement provides that the shareholders can
PART V - INSIDER TRADING & Securities FRAUD
- 4 ways to violate Rule 10b-5:
· (1) Making a misrepresentation/fraud 
· Face-to-face (Dupuy); public exchange (Basic)
· Liability for non-disclosure
· (2) Classical Theory of Insider Trading 
· (3) Misappropriation Theory of Insider Trading 
· (4) Tipper/Tippee
- Elements of an Implied COA under Rule 10b-5
· Reqs: (1) Proper JX; (2) Standing: P = actual buyer/seller or SEC; (3) Scienter req; (4) material fact; (5) reliance & causation; (6) conduct that gives rise to a violation of Rule 10b-5; (7) damages-economic loss
· Scope of possible D: “any person” (includes natural person and entities - corps) 
· (1) Jurisdiction
· Req 1: Instrumentality of interstate commerce
·  A lot of things qualify 
· Dupuy v. Dupuy - Intrastate phone calls negotiating the sale of the stock confer fed JX (using facilities/instrumentalities of interstate commerce at any point qualifies - mailing, public stock exchange, etc) 
· Req 2: Involves a Security - the fraud must have occurred in connection with sale of a security (debt securities & equity (common stock, preferred stock)
· (2) Standing to Sue for 10b-5 Violations
· 2 categories of Ps have standing to sue under the implied COA of 10b-5
· 1) Actual Buyers or Sellers (Clarence & Milton Dupuy) 
· To have a private right of action 
· 2) SEC (obvi) 
· (3) Scienter Requirement
· Rule: Fraud = intentional tort = D must’ve acted with scienter (intent to deceive, manipulate or defraud) 
· Rule: Negligence is NOT enough 
· Gross recklessness is undecided by SCOTUS 
· (4) Material Fact
· Basic v. Levinson Standard for Materiality: Materiality of a statement about a prospective event depends on the probability that the event will occur and the importance (magnitude) of the event to the company (forward looking) 
· Higher the magnitude of the event, the more likely it is material, even if not highly probable 
· Basic v. Levinson Case Rule: Company statements about preliminary merger negotiations CAN be material under 10b-5
· (5) Reliance and Causation 
· (a) Actual Reliance = Dupuy v. Dupuy (face to face dealings easy to show - “had i know the true facts, I would never have sold my shares”)
· (b) Transaction Causation: (used in non-face-to-face transactions/public market)
· Basic v. Levinson - SCOTUS accepted “Fraud on the Market Theory”
· Creates a rebuttal presumption of investor reliance on misrepresentations in open-market transactions or non-disclosures
· D has burden to rebut
· (6) Conduct that Violates Rule 10b-5 - see next section for cases
· 1) Fraud (Dupuy, Basic)
· 2) Classical theory of Insider Trading (Cady Roberts, TX Sulpher, Chiarella) - Corp insider uses material nonpublic info for the purposes of trading, in breach of a fiduciary duty to the shareholders of the corp itself
· Old Rule (Cady Roberts & TGS) - Individuals with knowledge of material inside information must either disclose it to the public or abstain from trading in or recommending the securities concerned while the inside information remains undisclosed.
· Modern Rule/Chiarella - Trading violations of 10b-5 are tied to the insider’s breach of fiduciary duty or facts showing that some kind of relationship of trust and confidence sufficient to impose a duty to disclose existed. 
· 3) Misappropriation Theory (O’Hagan) - When an individual misappropriates material nonpublic information for the purposes of trading, in breach of a fiduciary duty to the source of the information.
· Rule: A person commits fraud/violates 10b-5 when they misappropriate nonpublic, material info in breach of a duty owed to the source of the material information
· 4) Tipper/Tippee (Dirks, Salman) 
· Dirks v. SEC Rule - A tippee has a duty to disclose or abstain ONLY if the corp insider (tipper) breached a fiduciary duty to the shareholders in providing the inside info and the tippee is aware, or should’ve been aware, of the breach
· Salman v. US Rule - A tippee is liable for securities fraud if the tipper breaches a fiduciary duty by making a gift of confidential info to a trading relative or friend (Does NOT req proof of the tipper receiving a pecuniary benefit) 
· (7) Damages - Economic Loss
- Cases: 
· Dupuy v. Dupuy (Fraud) - Milton Dupuy has to sell his shares to his brother after getting sick. Milton later sues his brother, Clarence, alleging that Clarence misstated and concealed material facts. 
· Milton claims that he wouldn't have sold his shares at this low price had he known the material facts that were kept from him
· “Good News” Case - concealed good news 
· Milton sues under Rule 10b-5 & CL Fraud
· Prof: why both? - Can’t get punitive damages for 10b-5, so that’s why P tags on the state claim for fraud b/c you can get punitive damages
· Issue: Instrumentality of interstate commerce?
· Court/Rule: Yes - use of phones to conduct the trade qualifies as intriusmetlaies of interstate commerce 
· 10b-5 prohibits fraud in the purchase of any security - this was a security
· Basic v. Levinson (Materiality) (Transactional Reliance) - Basic made 3 public statements denying that it was engaged in any merger negotiations w/ Combustion. Eventually, Basic announced that it was being combined with Combustion. 
· The Ps = shareholders who sold their stock btw the Basic’s first denial of the merger and until the merger was announced publicly 
· Issue: Does Basic’s denial constitute a misstatement of material fact 
· Materiality Standard Basic Court Adopted: Materiality of a statement about a prospective event depends on the probability that the event will occur and the importance (magnitude) of the event to the company
· Event here = the merger 
· Magnitude: Here, a merger is the biggest event that could happen in a corp’s life 
· Part IV: Reliance
· Rule: Creates the Fraud-on-the market theory (Transactional reliance) - that creates the rebuttable presumption of reliance by investors 
· Rule: Silence, absent a duty to disclose, is NOT misleading under 10b-5
· 10b-5 - doesn’t not create a duty to disclose 
· Basic could’ve just said “no comment” 
· But if you open your mouth and say something (whether its company or an individual like Dupuy) - you better make sure it's completely truthful - can’t contain any misrepresentations of material fact or omissions of material fact
· Prof: Times when there is disclosure obligations:
· 10b-5 does NOT create a duty to disclose 
· What does: 
· Securities filings 
· Listing reqs of NYSE
· Fiduciary duty obligations (Insider trading) 
- Classical Theory of Insider Trading 
· Classical Theory of Insider Trading = Corp insider uses material nonpublic info for the purposes of trading, in breach of a fiduciary duty to the shareholders of the corp itself
· In the Matter of Cady, Roberts, & Co. (“Bad news” case and stock price is going to go down) Director tells broker (Gintel)(D) that the company (Curtiss-Wright) was going to slash dividends 
· Gintel sells it to protect his clients
· (Loss avoided” aspect of bad news cases) 
· SEC sued Cady, Roberts’, & CO
· Rule: “Duty to Disclose or Abstain” - Corporate insider (or even anyone with special relationship w/ the corp) that gains knowledge of material nonpublic information, has a duty to disclose the material information OR abstain from trading
· Court: By trading ahead of the public disclosure of the info he has now violated the duty in 10b-5 
· As a broker Gintel had an special relationship w/ corp and thus also the duty to disclose or abstain from trading.
· SEC v. Texas Gulf Sulfur (“goods news” case)(“Parity of Information”) - TGS began drilling in CAN and it showed favorable results, so to buy the land for as cheap as possible, they kept the results of the drilling quiet/released statement that reports were exaggerated.
· A TGS director and other insiders purchases TSG stock for $18/share
· Then 4 days later the drilling info was made public and the stock went up to $37/share
· Rule: Individuals with knowledge of material inside information must either disclose it to the public or abstain from trading in or recommending the securities concerned while the inside information remains undisclosed.
· Materiality = The significance that a reasonable investor would place on the withheld or misrepresented information
· Court: Found all liable under 10b-5
· Secretary and engineer traded before the release of the info
· TSG purchases right after it was made public, but before the info was widely disseminated & before the market could fully act on the info
· Chiarella vs. US (SCOTUS REJECTS “Parity of Info” theory from Texas Gulf Sulphur) - Chiarella (D) was an employee for a printing company that handled documents concerning corp takeovers. Even thought the corp’s names were concealed, the D figured out the names of corp and purchased shares in the target corps before the tender offers commenced.
· Enjoyed profits of $30k and SEC investigates 
· He gets fired - agency issue: fiduciary relationship in agency - duty to obey 
· And SEC comes after him - referred to US attorney for crim prosecution
· Willful violations can give rise to criminal sanctions and are enforced by the USAO
· Rule: Rejects “Parity of Info”/TGS; Adopts: Trading violations of 10b-5 are tied to the insider’s breach of fiduciary duty or facts showing that some kind of relationship of trust and confidence sufficient to impose a duty to disclose 
· Ex: there is a relationship of trust and confidence btw a corp's insiders (e.g., officers, directors, or controlling shareholders) and the corp's shareholders. 
· The corp insider has a duty to disclose based on this relationship to avoid taking advantage of uninformed minority shareholders
· Court: Chiarella wins - he had NO affirmative duty to disclose and thus can’t be guilty of insider trading
· No duty b/c: this was an open-market transaction & he was not an agent or in a fiduciary relationship with the selling shareholder 
· Chiarella was not a corp insider of the companies in which he traded stock
· Total stranger to the sellers - There was thus no fiduciary relationship between Chiarella and the sellers, and he had no duty to disclose the info in his possession prior to executing his trades
· Hypo: Had Chiarella bought stock of a company that his company was hired by. Would he be liable?
· Yes - he would be.
- Misappropriation Theory of Insider Trading
· Misappropriation Theory of Insider Trading = When an individual misappropriates material nonpublic information for the purposes of trading, in breach of a fiduciary duty to the source of the information.
· US v. O’Hagan - O’Hagan (D) was a partner in the law firm that represented Grand Metro PLC in its tender offer of Pillsbury common stock. While tender was confidential, O’Hagan used the inside info he received through the firm to purchase call options in Pillsbury
·  After the info of the tender offer became public, Pillsbury stock skyrocketed and O’Hagan sold his shares - making a profit of $4M 
· SEC initiated investigation and brought charges against O’Hagan for violating 10b-5 based on misappropriation theory of insider trading 
· Can’t apply classical theory b/c O’Hagan does NOT owe a fiduciary duty to Pillsbury shareholders b/c he does not have a relationship of trust/confidence to Pillsbury shareholders b/c he does not work for Pillsbury and it was an anonymous trade. 
· Misappropriation Theory Rule: A person commits fraud/violates 10b-5 when someone missappropriates nonpublic, material info in breach of a duty owed to the source of the material information. 
· Court: O’Hagan IS liable - He owed a duty to his law firm & GrandMet (sources of the info) 
· Since he misappropriated the info in violation of this duty - he is liable. 
· Hypo: Under the misappropriation theory - Chiarella WOULD’VE been held liable 
- Tipper-Tippee Liability 
· Dirks v. SEC (tipper-tippee Liability test)(bad news case) - Secrist = original tipper, Dirks = original tippee & 2nd tipper, Dirks’ client = final tippee.
· Secrist was an officer of Equity Funding and Secrist told Dirks that there was fraud within the company (Secrist shared material, nonpublic funding to Dirks)
· Secrist’s motivation to tell Dirks was b/c he wanted Dirks to expose/investigate (clean hearted tipper) 
· Dirks begins investigation but also shared the info w/ some of his clients - they sell their stocks and avoid a loss
· SEC sues Dirks for violating 10b-5 based on the rejected theory in TGS - that Dirks came into possession of material. Nonpublic info and should’ve either abstained or not disclosed
· Court: Slaps them down for that - Rule: Must have an independent source of a duty (often from state law) to impose the disclosure obligation on Dirks
· Tippee Liability Test: A tippee has a duty to disclose or abstain ONLY if the corp insider(tipper) breached a fiduciary duty to the shareholders in providing the inside info and the tippee is aware, or should’ve been aware, of the breach
· Insider breaches that duty only if he gives the info to the tippee in order to personally benefit, directly or indirectly, from his disclosure
· Court: Here Secrist, the insider, didn’t breach his duty - he was a “clean-hearted tipper” didn't tip for the financial benefit of himself 
· Thus Dirks will have no liability 
· Dumbed down: Where the insider does NOT violate any fiduciary duty, the tippee CANNOT be deemed to violate a fiduciary duty either
· Hypo: “Tippee” places an stock order (buys) after hearing a CEO telling corp good news to his wife at son’s baseball game 
· Does Tippee have liability?: NO -  The CEO wasn’t trying to tip anyone off for his own benefit (no tipper’s breach). The other dude just happened to be listening
· Prof: Other problem for CEO - Breach of fiduciary duty of care - openly talking about company confidential info in public place 
· Hypo: What if the tipper shares info, and the tippee does NOT trade?
· Answer: There would not be liability b/c under 10b-5 there has to be a fraudulent buying/selling of securities. 
· Salman v. US - Maher (tipper) was an investment banker at CitiBank. Mahr gave inside info to his brother, Michael (Tippee). 
· Michael then gave the info to Salman (sub-tippee) who also traded on the info 
· Facts show willful violation - so criminal sanctions
· Salman argued the 2nd Cir case - Newman:
· To be held liable the tipper (Mahr) must receive a pecuniary benefit 
· Court: Rejected - Salman guilty 
· Rule: A tippee is liable for securities fraud if the tipper breaches a fiduciary duty by making a gift of confidential information to a trading relative or friend. 
· Does NOT req proof of the tipper receiving a pecuniary benefit 
· Prof: To this day - SCOTUS has NOT made it clear exactly what has to be established to show the tippee’s scienter req (the know or should’ve known)
· Have to show? - See class recording 
· Prof: Other open Q - how close does that family relationship have to be? 
- Insider Trading Under the Common Law 
· Goodwin v. Agazzi - Goodwin (P) owned 700 shares of Cliff Mining Co. and sold these shares on the Boston Stock Exchange (public). 
· The Agassiz (D), prez of Cliff Mining, purchased these shares, and had insider knowledge that the company was securing rights to land that according to a geologist's theory were rich in copper deposits 
· P brings suit arguing that Agassiz had a fiduciary duty to disclose
· Not fraud under CL = b/c no misstatement
· Court: P loses - Agassiz was under NO fiduciary duty to tell P about the info
· Rule: Although a corp's directors have a relationship of trust to the corp itself and must exercise their duties in good faith with respect to the corporation's business and property, the corp’s directors do not occupy the position of trustees toward individual stockholders in the corp
· Corp directors DON’T have a duty to inform shareholders of secret info prior to publicly purchasing the corp’s stock. 
· It would be an undue burden on a director of a corp to require him to seek out the individual on the other end of each of his stock transactions to tell that individual everything that he knows about the corp
· However, if a corp director does seek out a particular stockholder for the purpose of buying that stockholder's shares, the director must disclose material facts within the director's knowledge that the stockholder does not know
· Insider Trading Hypos (pg. 129 SUPP)
· (a) Good News Case
· Mergers increase the trading price of stock as the market speculates how much the corp is going to be sold for 
· Maynard (buyer) has been harmed b/c is she had known McDonalds was going to takeover Bubba’s, she would’ve held onto her shares
· Fraud?: No - no there was no misrepresentation (Aggey didn’t say anything at all) 
· But maybe Maynard can sue based on fundamental unfairness b/c Aggeys owes Maynard a duty to disclose? 
· (b) “Bad News Case” 
· Aggey shifted the loss to C - insider hasn’t “profited” but he “avoided the loss” 
· Can C sue for nondsiclosure: NO - there’s no fiduciary duty (C is just a regular dude/not an existing shareholder 
· But still stinky b/c this was done face-to-face - (info asymmetry problem) 
