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Agency
Creation of Agency Relationship

· In general . . . agency is a “status” at CL

· Meaning – gives rise to special rights and obligations between two parties in addition to all others that normally exist between two persons.
	Agency
	Fiduciary relationship that arises where P1 (i.e., principal) manifests assent to P2 (i.e., agent) that P2 shall act on behalf of P1 and subject to P1’s control, and P2 manifests assent to do so or otherwise consents to so act

	Three Basic Elements

· (1) Mutual assent to the relationship – **no consideration requirement **
· (2) Control by the principal

· (3) Agent acting on behalf of the principal


	(1) Mutual assent to the relationship
	· Formal agreement is not necessary
· Agency can arise absent the intent to create an agency

· Substance of a relationship governs over form
· Meaning - a contract stating “no agency relationship has been created” is meaningful, but not determinative 

· Consider the way the relationship looks from the viewpoint of a reasonable person

· Agents can act gratuitously
· Friend doing another a favor can be an agency relationship

	(2) Control by the principal
	· Colloquially – is the principal “in charge”

	(3) Agent acting on behalf of the principal
	· Agent acts in a representative capacity

· Had the principal wanted the relationship, the point of it would be to have the agent so act


Agency and Contracts

· Agency obligations can be concurrent with a contract between the parties – i.e., could allege breach of contract as well as breach of fiduciary duties
· HOWEVER – contract is not required. Agency can arise without a contract
Agency by Surprise / Accident
· Agency relationship can be circumstantial between the parties - no formal agreement required
· I.e., mutual assent can be implied, does not have to be express

· KEY QUESTION – did purported principal “control” purported agent?
· Factors that aid in establishing control
· Purported principal gives direction / gives approval to all of purported agents actions
· Purported principal has right to audit purported agent

· Purported agent acts under the name of the purported principal
· Purported principal provides financing for activities of purported agent
Agency by Mistake – Lender / Borrower
· Arises where borrower defaults on debt obligation giving lender right to exercise some level of control over borrower’s business
· ONLY - rises to surprise agency where lender “controls” borrower 
· IF – lender only have “veto power” over borrower’s future actions this is insufficient to establish control
· See Gay Jenson Farms Co. v. Cargill
Rights and Duties Between Principal and Agent
· Relationship is asymmetrical – agent owes principal more duties than principal owes agent (basically none)
Principal’s Obligations to Agent
· Main obligations of principal will be contractual (if contract exists) and can be bargained for by agent
· Duty to cooperate – principal should not unreasonably interfere with agent’s performance of its duties
· Duty to reimburse / indemnify – principal should reimburse / indemnify agent for:
· (1) Any promised payments

· (2) Payments the agent makes within the scope of actual authority; and
· (3) Any loss suffered by the agent that should fairly be borne by the principal in light of the relationship
Agent’s Obligations to Principal (as Fiduciary)

· Fiduciary – party that stands in a special relation of trust, confidence, or responsibility in certain obligations to others
· Fiduciary is required to put other’s interest ahead of its own
	Types of Fiduciary Duties

	Care
	Duty of competence and diligence
· Where agent claims to have a special skill, they must perform that skill with the reasonable ability of a party that has it

	Loyalty
	Fiduciary cannot put its own interests ahead of other’s interests when acting within the scope of their relationship
· Agent cannot compete with the principal (e.g., take business that belongs to principal)
· Agent cannot abuse its position by taking bribes or earning unauthorized side profits 
· Scope – duty of loyalty extends beyond immediate business in relationship, also includes tangential business (E.g., General Auto. Mfg. v. Singer)

	Information
	Duty of Fiduciary to provide information it knows or reasonably should know other wants

	Confidentiality
	Duty not to disclose confidential information
· Continues to remain in force after termination of the agency relationship


Breach of Duties

· Fiduciary is liable to other (i.e., agent is liable to principal) for breach

· Judgement against fiduciary may require:

· Disgorgement any profits reaped from breach of duty
· Payment of liquidated damages specified by contract
Waiver of Fiduciary Duties

· Some fiduciary duties can be waived
· Example – contract can include that where principal cannot handle business, agent is allowed to shop it to third parties.
Agent’s Obligations - Example
General Auto. Mfg. v. Singer (Wis. 1963) – Duty of Information; Duty of Loyalty
· Singer was “general manager” – i.e., employee, not owner - of General Auto. Mfg. (“GAM”), an automotive parts machine shop. One of his duties was procurement of machine shop work for GAM. 
· GAM lacked machining capability to fulfill all orders it received – i.e., order inquiries that would have come through Singer. Singer started personally contracting these out for his own profit without telling GAM.
· Singer also set up a side consulting business to broker machine shop deals for others that could potentially have come to GAM.
· HELD
· (1) Singer violated duty of information / loyalty by personally contracting out inquiries GAM received but could not fill. 
· Singer should have told GAM so business owners could have invested in machinery necessary to fulfill jobs. 
· (2) Singer violated duty of loyalty by setting up his own consulting business. GAM hired him to route them business, not perform the same function for others. 
· Conclusion – Singer required to pay GAM profits from side activity. 
· NOTE
· Had Singer negotiated with GAM for ability to perform side activities, would have been ok.
Agency – Contract Liability for Principal
· Principals generally have more resources than agents – the following describes when principal can be held liable for the contracts / actions under contract of its agent
· Summary
· Authority

· Actual

· Apparent

· Undisclosed principal liability

· Ratification / estoppel

Authority

	
	

	Actual authority
	At time agent acts, agent reasonably believes principal would want agent to act in the way they do based on principal’s manifestations
FOCUS – understanding of agent
**

· Express – reasonable belief is based on principal’s express communication
· Implied – reasonable belief is based on what a reasonable person in agent’s shoes would understand principal wants 

	Apparent authority
	3P seeks to bind principal for action of purported agent where 3P reasonably believes agent had authority to act
FOCUS – understanding of 3P interacting with purported agent


Reasonableness Standard

· KEY POINT – view relationship from perspective of agent in actual authority / 3P in apparent authority
· Does action reflect inference a reasonable person would make in agent / 3P’s position based on:
· Customs in industry
· Prior dealings between the parties

· Relationship between the parties

· Reasonableness and apparent authority
· Consider statements:
· Made directly by principal – e.g., principal has agent’s name on listed of representatives on website

· Made by other that are traceable to principle – e.g., did principal tell agent to communicate agent was working on principal’s behalf?
Scope of Reasonableness
	
	

	Explicit limits / exclusions
	Where principal has set specific boundaries – two situations:
· (1) Principal prohibits entire category of conduct – result = agent lacks express / implied authority
· e.g., partner tells admin. “do not order lunch for meetings anymore” – if admin. orders lunch, lacks authority
· (2) Principal prohibits certain action within category – result = agent is not reasonable for taking prohibited action 
· e.g., partner tells admin. “do not order italian for meetings anymore” on day they have pasta – if admin. orders Felini’s the following week may not have been reasonable to do pizza

	Natural next steps
	Reasonable scope of agency includes natural next steps
· e.g., you can hire someone to help you; reasonable (without other explicit instructions) for agent to put out a job posting that includes principal’s name

	Silent acquiescence from principal
	Where principal has reasonable chance to (in)validate / confirm / certify agent’s action and principal is silent – reasonable for 3P to believe principal is comfortable with agent’s action
· e.g., principal receives monthly summary of agent’s spending that includes fraudulent activity – where principal does nothing 3P is justified to think they are comfortable
· 3P is not responsible for confirming principal has actually received information they are confirming with silence


Mixing Actual & Apparent Authority
· 3P seeking to hold principal liable can allege actual authority with apparent authority in the alternative

· NOTE – where actual authority exists, natural next steps that are within scope of reasonableness may be grounds for 3P to understand apparent authority exists
Apparent Authority & Indemnification
· Situation – 3P is able to hold principal liable for actions of agent under apparent authority
· Result – Principal must pay 3P; principal can then seek indemnification from agent for breach of fiduciary duty

· e.g., breach of duty of care to act diligently within express scope of agency relationship
Authority Examples
Mill Street Church v. Hogan (reasonable belief, alleging apparent authority in the alternative, indemnification)
· FACTS

· Church had hired Bill Hogan to do odd jobs in past – on past occasions Bill had hired his brother, Sam Hogan, to help. Not previously been an issue, church had paid Bill and Bill had paid Sam.
· Church hires Bill to paint ceiling. Church Elder tells Bill to look into hiring Petty; however, noted Petty was sometimes hard to contact.
· Bill tries to contact Petty, no answer. Bill ends up hiring Sam.
· Sam falls from ladder while painting and breaks arm. Sam files workman’s compensation claim against church. Church does not pay.
· TEACHING POINTS
· Actual issue from case – Sam alleges Bill had actual / apparent authority to hire him. If he did, church is liable for Sam’s worker’s compensation claim. 
· Actual authority – was it reasonable for Bill to believe he could hire his brother? Yes. Based on past experience and no express prohibition against hiring his brother.
· Apparent authority – was it reasonable for Sam to believe Bill had authority to hire him? Yes. In the past, Sam had been hired and there were no issues. 
· Facts change – assume (i) Church Elder had told Bill, you have to hire someone who is a church member; and (ii) Sam is not a church member.
· The issue in Sam v. Church = one of apparent authority. Conclusion from above so long as church (or Bill) has not communicated scope of authority change to Sam.
· Assuming there is apparent authority – church could seek indemnification from Bill for breaching duty of care, i.e., not acting with diligence and prudence by taking unreasonable action that exceeded scope of agency relationship.
Ophthalmic Surgeons (“OSL”) v. Paychex (Scope of reasonableness; silence from principal)
· OSL, a doctor’s group, hires Paychex to do payroll processing. OSL designates Connor as their representative to handle interaction with Paychex. 
· Connor is responsible for communicating amount each employee should receive to Paychex. Eventually tells Paychex that she gets a salary increase – steals $250k over course of a few years.
· At outset of relationship with OSL, Paychex specified they would send a monthly report for review. Report was sent to OSL’s business address and Connor ended up receiving it.
· ISSUE – was Paychex as 3P reasonable in its belief that Connor as OSL agent had authority to increase amount paid?

· HELD – yes. Connor handled all other information receipt / dissemination to Paychex so reasonable for them to believe she would also communicate salary increase information (note – raise was small enough that it was not an immediate red flag).
· Also, Paychex agreed to send summary for confirmation and approval to OSL. When they received no negative feedback – i.e., silent acquiescence – from OSL, reasonable to believe Connor’s raise was justified. 
· Paychex is not responsible for confirming OSL doctors received confirmation statement. 

Undisclosed Principal Liability

· Situation – 3P is dealing with agent and does not know identity of principal, but does know a principal exists
· Undisclosed principal doctrine – undisclosed principal is liable where agent acts within scope of actual or apparent authority in exchange with third party who does not know identity of principal
· Apparent authority – even when principal is undisclosed, principal cannot escape liability by given agent limited instructions if it is reasonable to believe 3P is acting within scope of authority 

· Example - Watteau v. Fenwick
· Humble owns beerhouse with his name painted above door. Humble sells to Fenwick but continues to run beerhouse; Humble’s name remains above door. Fenwick tells Humble he can only buy bottled ales and minerals. Humble enters into an agreement with Watteau to purchase cigars and liquor. Fenwick refuses to pay Watteau’s bill because he did not want to see cigars or liquor. 
· HELD 
· Fenwick is liable for action of Humble. It was reasonable for Watteau to understand Humble had authority to conduct the transaction.
Ratification
· Ratification - Principle can retroactively bind itself to a contract the agent entered when acting outside its actual / apparent authority
· Express ratification – principal manifests acceptance through oral or written statements
· Implied ratification – principal engages in conduct that justifies a reasonable assumption that the principal consents to the transaction
· e.g., principal accepts benefits – receives shipment, accepts a payment, etc.
· IF ratified – 

· Contract is enforceable against principal as if agent entered into it with actual authority
· Agent is relieved from breach of duty of care

· Nooks and crannies with ratification

· To ratify, principal must know all details

· Ratification is all or nothing – principal cannot cherry pick terms it likes and ditch others
· Consider from 3P perspective, they thought they had a deal.

· HOWEVER - Principal could refuse to ratify and make a new deal.

· Example – VP closes a big M&A deal, lawyer later asks “did board sign off?” If board later agrees to terms negotiated by VP, board has ratified.
Estoppel

· A principal who has not manifested that an actor is their agent AND who is not otherwise liable as a party to a transaction entered into by their purported agent IS LIABLE to a 3P IF - 

· (*) The 3P was justifiably induced to act because it believed there was an agency relationship so long as: 

· (1) The 3P actually does act

· (2) It was reasonable for the 3P to so act

	Estoppel compared to apparent authority

	Similarity
· Principal, through express or implied conduct, leads 3P to reasonably believe agent is acting on its behalf
	Difference

· For estoppel only – 3P must have detrimentally changed position in reliance on contract with agent
· For estoppel – one way street only

· Allows 3P to hold principal liable

· Does not allow principal to hold 3P liable


Agency – Contract Liability for Agent

· Whether agent is liable to the 3P for contract it has entered into depends on if the principal is disclosed, unidentified, or undisclosed
	Disclosed principal

	· Agent acting under actual or apparent authority = only contracting parties are principal and 3P

· Agent is not a party unless there is an agreement as to otherwise

e.g., when you visit a store, you understand you are transacting with the store, not the cashier

	Unidentified principal

	· Unidentified principal – 3P understands agent is acting for a principal, but does not know principal’s identify 

· Agent acting under actual or apparent authority = all three are contracting parties, principal, agent and 3P

· This is so unless the agent and 3P agree otherwise regarding the agent’s liability

	Undisclosed principal

	· Agent acting under actual authority = agent and 3P are definitely contracting parties; principal is also a contracting party by default

· There has to be actual authority to loop principal in – apparent authority doesn’t work as there is no way for 3P to reasonably understand there is a principal agent relationship they are transacting with

· Undisclosed principal is also bound where they take the benefit of the bargain

	Summary – for agent to avoid liability, must -  
· (1) disclose it is acting on behalf of a principal; and 
· (2) provide the identity of that principal


Agency – Tort Liability for Principal
· Three common situations where principal is liable for torts of agent:
· (1) Agent acts under actual authority (or when principal ratifies agent’s conduct)

· (2) Agent undertakes an inherently dangerous activity
· (3) Respondeat superior – principal vicarious liability - agent committed tort while acting “within the scope of employment”
Agents for whom principal is liable
· NOTE – book distinguished between “employee” v. “independent contractor” – expanded to “agents for whom principal is liable” because of Domino’s case. 

· Employee / agent for whom principal is liable 
· Principal controls or has right to control the manner and means by which agent performs duties
· No liability where principal does not control or retain right to control agent
· Sub-agency
· Situation - where principal hires agent, then agent hires another agent
· e.g., developer, general contractor, sub-contractor
· Principal can be held liable for sub-agent where scope of initial agency relationship was broad enough that original agent could not have reasonably performed activity by itself
**

· Patterson v. Domino’s Pizza, LLC – agency could be entity to person or entity to entity
· Issue – the issue is whether Domino’s Pizza (as principal) can be held liable for a tort (sexual harassment) committed by one of its franchisee’s employees (where franchisee is agent).
· Held – theoretically yes; however, not in this case as Domino’s Pizza did not in contract or in fact maintain control over hiring practices of franchisee or sexual harassment education, discipline, or reporting.
· Liability rests on if franchisor controlled means and manner of franchisee’s operations
· Reasoning
· A common marketing and operational plan along is insufficient for sexual harassment tort liability – i.e., franchisor lacks contractual or operational supervision over franchisee’s employees
· Franchisor that controls hiring, direction, or supervision could be liable

· Factors reviewed by majority
· Franchise agreement specifically said no principal-agent relationship
· Franchisee maintained control over all hiring and employment decisions

· Franchisor’s area manager did direct franchisee to “get rid” of employee who sexually harassed; however, majority found no repercussions could result from ignoring statement. 
· Franchisor did provide some materials to franchisee, but franchisee controlled store sexual harassment policies
· Factor reviewed by dissent
· “Control” over an “employee” is heavily based on ability to terminate employee
· Applied here, franchisor area manager could have terminated franchisee relationship, so possible to say franchisor controlled franchisee. 
Respondeat superior – within scope of employment
· Principal is only liable where employee’s torts occurred “within the scope of employment”
· Two approaches to determine “scope of employment
· Motive / purpose test 
· Within scope of employment when: 
· (i) Performing work assigned by the employer; OR 
· (ii) Engaged in activities subject to the employer’s control
· Outside scope of employment when: 
· Employee performs act not intended to serve any purpose of the employer – independent course of conduct
· Vocabulary
· Frolic – employee substantially deviates from or abandons scope of employment
· Detour – employee is still intending to benefit the employer, just strays slightly from assignment

· Foreseeability test
· Principal is liable where employee’s conduct is foreseeably by the nature of the employment of was a risk or incident typical to the employer’s enterprise
· Clover v. Snowbird Ski Resort – motive / purpose test
· Clover was a guest at Snowbird. Zulliger was employed by Snowbird at a base restaurant. Part of Zulliger’s duties included a daily check at a mid-mountain restaurant. Snowbird gave its employees ski passes and preferred they ski to get around mountain.
· After checking on mid-mountain, Zulliger took a few bonus runs before going to work at the base restaurant. While higher on mountain than mid-mountain restaurant, Zulliger caused a crash injuring Clover. 
· On run crash occurred, Zulliger said he was in process of returning to base for work. 
· HELD – SJ denied. There are genuine issues of material fact as to whether Zulliger was acting within the scope of employment. 
· Option 1 – jury could find Zulliger had not deviated far enough from task to constitute abandoning activities within scope of employment. 
· Was using employer provided ski pass and method of transport preferred by employer. Was not given a time frame to conduct activity, so hard to say outside scope.
· Option 2 – jury could find Zulliger had engaged in a frolic but had resumed employment at time of crash
· Not important that he was above mid-mountain at time of crash, still within spatial boundaries of employment. 
· Ira S. Bushey & Sons, Inc. v. U.S. – foreseeability test
· HELD - Coast Guard was responsible for drunken sailor’s actions when returning to dock of ship sailor was stationed on because it was foreseeable that a sailor would get drunk in port and act accordingly.

· This was so despite sailor not directly performing an activity related to employment. 
· “Cannot disclaim responsibility for accidents which may fairly be said to be characteristic of the activities” that come from employing individuals
Termination of Agency Relationship

How to terminate

· (1) Mutual assent - agency requires mutual assent, either principal or agent can terminate the relationship by communicating to the other it is over (agent – renunciation; principal – revocation)

· Termination is effective on receipt

· (2) Death - of either principal or agent

· (3) Loss of capacity by principal (when the agent has notice)

· (4) Time limit - If the agency is subject to one, expiration of a prescribed time limit

· (5) Occurrence of circumstances – termination occurs where circumstances indicate to agent the principal no longer assents to the agent taking action on its behalf

· e.g., agent has completed scope of duties; there is supervening frustration of purpose related to the action principal asked agent to carry out

· NOTE – termination may result in breach of contract

Duties after termination
· Loyalty – agent can compete with principal once relationship has terminated

· Confidentiality – continues past the end of the agency relationship

Apparent Authority & Termination

· Apparent authority exists where 3P reasonably believes agent had authority to act

· Apparent authority does not end upon termination of the principal / agent relationship – ends where it is no longer reasonable for 3P to believe apparent authority exists
Partnership
	Partnership – association of two or more persons to carry on a business as co-owners for profit

· Residual form of business organization - arises by default where two or more join and another entity type is not selected

· NOTE – no such thing as a not for profit partnership

	Key features
· General partners - no limited liability (each is J&S liable for debts of partnership)

· Unless otherwise agreed, partners have right to manage business equally (regardless of initial capital contribution)

· Partnerships are taxed as flow through entities

	Partnership rules
· Revised uniform partnership act (“RUPA”) – followed by most states

· Rules are defaults – i.e., partners can agree otherwise
· Certain rights / duties are non-waivable 
· Books and records – cannot limit a partner’s access to partnership books and records
· Duty of care and duty of loyalty - nonwaivable


Partnership Formation
· NO – requirement that parties intend to form a partnership
· NOTE – partnership is not a commonly used entity form today due to unlimited liability, today partnership generally results by default where two people join together to share profits
· IMPORTANCE – formation of accidental partnership creates J&S liability for debts
Formation Analysis

	Quick & Dirty
· (1) Determine if association of two or more exists to carry on business as co-owners for profit
· (2) Consider if “normal” partnership characteristics exist
· e.g., profit sharing, joint management, risk of loss

	UPA § 202 – Formation of Partnership
· (a) Assoc. of two or more persons to carry on a business as co-owners for profit forms partnership – regardless of intent
· (b) Assoc. formed under another law does not make a partnership – e.g., state LLC

· (c) To determine if partnership if formed:
· Presumption 
· Person receiving share of business profit is presumed to be a P, UNLESS payment is for other specified purpose (e.g., debt installment, rent etc.)
· Non-determinative presumptions
· J’tcy, TIC, TBTE, etc. does not by itself establish a partnership, even if co-owners share profits from property
· Share of gross returns by itself does not establish a partnership


Martin v. Peyton (N.Y. 1927) – example analysis of if partnership potentially formed by accident
· K Partnership was in financial trouble, needed liquid assets. However, had illiquid securities. Hall, one of the K Partnership partners had three friends who were willing to help, Peyton, Perkins and Freeman (“PP&F”).
· Spring 1921, PP&F entered an agreement with K Partnership to loan it $2.5m in liquid assets. Agreement terms:
· Explicitly said that PP&F were not joining K Partnership as partners. 
· PP&F would hold K Partnership’s illiquid assets as collateral.

· PP&F were to receive 40% of K Partnership’s profits until their liquid assets were returned - $100k min., $500k max.
· PP&F had option to join K Partnership as partners in spring 1923 after their securities were returned.

· K Partnership loses all its cash. One of its creditors, Martin, comes after PP&F as part of partnership to satisfy K Partnership debts. 
· ISSUE – the issue is whether a partnership was created between PP&F and K Partnership.
· HELD – no partnership was created per terms of the agreement. 
· Agreement terms explicitly said – “no partnership” – not dispositive, but with other factors is significant. 
· PP&F receiving 40% of profits was included in agreement as payment for loan of liquid assets – normal for lender to be compensated for loan.
· A good fact for PP&F was that there was a max. cap on repayment to indicate it was for something specific and not an unlimited carrying on for profit sharing (i.e., a normal characteristic of a partnership). 
· Court found that PP&F were not involved in management decisions of K Partnership, got reports of business activity, but were in the nature of checking on their investment. 

· Option to join – this was unusual; however, not indicative of partnership given other factors. 
Partnership v. Agency
· Partnership is more about joint involvement; agency is more about principal controlling agent
Partnership – Fiduciary Duties

	Duty of care

· Duty to refrain from grossly negligent or reckless conduct, misconduct, or violation of law

	Duty of loyalty

· Duty to account for / share profits or benefits received
· Duty to refrain from dealings with adverse intent

· Duty to refrain from competing with the partnership

· NOTE – after full disclosure of all material facts, Ps can authorize (i.e., before the fact) or ratify (i.e., after the fact) a specific act or transaction by another P that would have violated the duty of loyalty
· Default rule – authorization / ratification requires vote by majority of partners; however, partnership agreement could specify as to otherwise


	Books and records
· Partnership is required to keep books and records at its principal office

· All partners must have access and partnership must comply with reasonable records requests from partners
· WHY – partners need information to fulfill their duty of loyalty & perform management activities in fulfilling their duty of care


Meinhard v. Salmon (N.Y. 1928) – example of partnership fiduciary duties
· April 1902 – Gerry leased Salmon a premises named “Hotel Bristol” under 20-year term to end April 1922. Salmon renovated the building to convert it from a hotel to shops and offices. Salmon needed additional funding to renovate – got half the money from Meinhard. 

· Between Meinhard and Salmon – Salmon would manage property; two would share profits and losses essentially equally.
· January 1922 – Gerry and Salmon reach a new agreement for Salmon to individually lease the Hotel Bristol plot as well as an adjacent plot. Salmon did not tell / consult Meinhard about the opportunity.
· ISSUE – did Salmon have a duty as a result of their relationship to inform Meinhard of the new business opportunity such that Meinhard could choose to be involved?

· HELD – yes he did. 

· (1) Salmon and Meinhard were engaged in a partnership – i.e., association of two to carry on a business for profit and some partnership characteristics existed, e.g., profit and loss sharing. 
· (2) Due to partnership – Salmon owed Meinhard duty of loyalty – i.e., refrain from dealings with adverse intent; refrain from competing with partnership

· NOTE – Relationship between Salmon and Meinhard.

· Alternative conclusion – not unreasonable to argue relationship that existed did not give rise to a duty of loyalty
· While they share profits and loss, other partnership characteristics were not present – e.g., Salmon was sole manager of business, term was set to 20-year lease so payments over 20-years could be more like compensation for funds lent.
· Also, since funds were specifically related to lease improvements, could say relationship terminated after lease expired.
· Joint Venture - Court actually described relationship between Salmon and Meinhard as a JV. A JV is two or more engaged in business for profit for a narrowly defined purpose (i.e., here the leasehold) whereas a partnership is two or more engaged in business for profit more generally.
Partnership Logistics
	Partnership Management

	Default rule
	Each partner has equal voting rights regardless of capital contribution.

· Ordinary course of business decisions – decisions require a majority vote

· Decisions outside ordinary course / partnership agreement amendment – affirmative vote and consent of all partners

Issue

· Where there is no exception to default, AND

· There is an even number of partners

· There is frequently conflict in the decision making process (see case below)

	Exception
	The default rule can be altered by agreement. 

· Logistically, large partnerships delegate decision making authority to an executive committee


	Partnership Finances

	Capital Accounts
	Operation of capital accounts:
· (1) Credited for initial capital contribution (if any) + share of profits

· (2) Debited for distributions + share of loss

· **Services – P is not required to receive credit for services rendered to the partnership in its capacity as a partner - i.e., considered part of management activities; however, could be agreement as to otherwise

	Profit and loss sharing
	· Default – all shared equally
· Agreement – partnership agreement can specify sharing otherwise

· NOTE – where agreement only specifies sharing or one, the non-specified item will be shared according to the specified item

· E.g., Ps agree to share losses 60 / 40, profits will also be shared 60 / 40.

· Loss sharing and liability – regardless of agreement to share losses, all Ps remain J&S liable to 3Ps
· Loss sharing agreement only reflects only reflects allocation of operating losses

	Timing for distributions
	· Default – follow procedure / schedule for distributions in partnership agreement
· If agreement is silent – issue distributions on majority vote of the partners


	Partnership Property

	Property of partnership
	Partnership property – partnership (as entity) owns all property; includes initial capital contributions and property subsequently acquired

· Partners have “interest” in property, but do not “own” it separately

· Once partner gives property to partnership, partnership owns it

· NOTE – Partner still retains use of property for business purposes

	Partnership interests
	Personal property – thus, partnership interests are (i) transferable; and (ii) attachable by P’s creditors
· Transferee (not interest purchaser) does not get management rights – only distributions from partnership and rights to property on liquidation
· e.g., P pledges partnership interest as loan collateral, if foreclosed, debtor does not take over management interest in partnership, only financial claim to distributions


Partnership – Liability (contract & tort)
	Agency relationship 

· Each P is an agent of the partnership – i.e., decentralized management where any P can make decisions / any P’s actions affect partnership

	J&S Liability
· All Ps are J&S liable for partnership liabilities (whether in tort or contract, etc.)

· Creditor must first seek to recover from partnership assets – then can attach P’s individual assets

· Inside partnership
· Ps are only responsible for their own share of liabilities

· Where one P discharges an entire liability it can seek indemnification from the others for their share


Tort

· Partnership is liable for P’s actions when P is acting in the ordinary course of the partnership’s business
· Allusion to agency – since P is agent of partnership, partnership is liable where P acts within scope of partnership activity, i.e., similar to motive and purpose test
Contract

	Authority to bind (contract)

	Actual authority
	· All Ps have actual authority
· EXCEPTION – Partnership agreement can specify otherwise

	Apparent authority
	· All Ps have apparent authority to bind partnership to contract in the ordinary course of the partnership’s business
· EXCEPTION – apparent authority does not exist if 3P knew or had notice the partner lacks actual authority


NABISCO v. Stroud (N.C. 1959)
· Stroud and Freeman form a general partnership to operate a grocery store. Nothing in partnership agreement limits either partners’ actual authority. 
· Pre-February 1956 – Stroud tells NABISCO he is no longer responsible for additional bread NABISCO sells the grocery partnership.
· February 6, 1956 – Freeman purchased and had delivered $171.04 in bread.

· February 25, 1956 – Freeman and Stroud dissolve partnership, Stroud takes all assets and promises to liquidate them to pay partnership debts. However, does not pay NABISCO.
· ISSUE – is Stroud bound to pay NABSICO for delivery of bread purchased by Freeman despite his notice to NABISCO that he will no longer be personally liable for any additional bread orders?
· HELD – Stroud is liable as a result of taking possession of all partnership assets and being responsible for partnership debts. 
· Partnership contract liability was properly incurred because: 
· (1) Freeman was a general partner - general partners are entitled to (a) make day-to-day management decisions; and (b) have actual authority to bind the partnership.
· (2) Stroud cannot unilaterally change supplier relationship with NABISCO – this would be a day-to-day management operation, requires majority vote, Stroud only has 50% vote.
· (3) The only way to change Freeman’s decision-making authority is to revise partnership agreement – requires vote of all partners. 
· Stroud himself cannot unilaterally change agreement with 50% vote.
Partnership – Dissociation and Dissolution
· Two types of partnerships
· Term – partnership where Ps have agreed to carry on the partnership for a specified period of time
· At will – any partnership not a term partnership

· Vocabulary

· Dissociation – P ceasing to be associated in carrying on the business of the partnership, i.e., P leaves partnership
· NOTE – you must have two P for a partnership (partnership = “two or more” carrying on a business as co-owners for profit)
· Dissolution – the first phase of the partnership ending (other phases are winding up and termination)
· Dissociation leads to dissolution in some (but not all) circumstances
· Buy out

· Generally - Dissociated partner is entitled to a buyout of its interest

· Term partnership buyout – a pre-term dissociation = a “wrongful dissociation”

· P who wrongfully dissociates is still entitled to buyout; however, does not have to be paid until the end of the term

· Exception – if dissociated P can convince the court waiting will produce substantial undue hardship, they can be paid on dissociation
Dissociation + dissolution
NOTE – the following are default rules – Ps can agree otherwise related to buyouts and continuation agreements to avoid dissolution
	IF – any of the following; THEN – dissolution is triggered:
Generally, dissolution occurs upon – 

· Collective agreement

· 90-consequtive-day period which partnership does not have two Ps
· Event agreed in partnership agreement

· Event that makes it unlawful for substantially all partnership activity to continue (e.g., weed business if Cal. swung right)

· P applying to court for judicial dissolution – P would allege:
· Economic purpose of partnership is frustrated

· Other P has acted such that it is impracticable to carry on business with them
· It is not reasonable to carry on the business for fact specific reasons

	At-will specific
· One P gives notice of express will to withdraw
	Term specific
· One P dissociates AND within 90 days ½ the remaining Ps agree to wind up partnership 


Dissociation alone

	Occurs when partner – 

· Dies

· Leaves term partnership pre-term

· Is expelled per vote of other partners under certain circumstances 

· Is expelled pursuant to judicial order

	Buyout

· Default amount – the amount P would receive if on the dissociation date all partnership assets were sold for the greater of going concern or liquidation value
· Going concern value – value of the business as an operating entity

· Liquidation value – value of each asset individually

· Logistics
· If partners cannot reach an agreement about buyout amount within 120 days post dissolution use default rules
· Interest accrues on buyout amount from date of dissociation
· For term partnership wrongful dissociation – any resulting damages should be taken out of Ps buyout amount


Other partnership forms
· Default – GP is formed

· Exception – other forms all related to ways Ps can limit liability; other partnership forms are formed by filing appropriate forms with secretary of state
· NOTE – where forms are incorrect, a GP results (by accident / unintentionally)

**In class mentioned that specifics would not be a focus for exam**
	Type
	Characteristics

	Limited Partnerships (LPs)
	LPs – partnership with one or more GPs and one or more LPs

· Limited partner – a silent party who is not involved in management but does invest for a return; due to passive nature of investment, law limits their liability for debts and obligations

Characteristics

· Separate of ownership / management functions – LP are passive investors with no day-to-day management power and no authority to act as agents. 

· Due to lack of management role, LPs do not have fiduciary duties of loyalty and care

· LP is not J&S liable for obligations and debts; only GPs are J&S liable

Key differences between GPs and LPs – per Revised Uniform Partnership Acts

· Absent an agreement, profits / loss is shared according to capital contribution in an LP but only to the extent they have not been returned

Key issues – has LP exercised “control” such that they are liable as a GP?

· NOTE – RULPA states that LPs can exercise certain types of control of management decisions to protect their investments which makes this largely a non-issue anymore

	Limited Liability Partnership (LLPs)
	GPs that have made an election to be treated as LLPs and filed the appropriate forms. 

· Ps have no personal responsibility for partnership debts in an LLP

· Ps remain personally liable for their own actions; however, Ps are not personally liable for other Ps actions

· e.g., P in a law firm LLP is liable for its own malpractice, but not the malpractice of its other Ps

	Limited Liability Limited Partnerships (LLLPs)
	LPs that have made an election to be treated as an LLLP – i.e., the LP’s GPs get the same liability shield as discussed above


Corporations

· Topics included:

· Overview

· Formation & governance

· Capital structure

· Piercing the corporate veil

· Director duties

· Director liability

· Controlling shareholder liability

· Shareholder rights

· Shareholder litigation

· Purpose of the corp.
Overview

· Corporation – a legal entity that can own property, enter contracts, sue, and be sued

	Separate entity
	Corp. is a legal entity - separate from its SHs, directors, officers, and employees

Corp. is a legal person – it has rights and obligations
· Can: contract, own property, be liable in tort, be criminally liable. 

	Perpetual existence
	There is no end date, corporations exist regardless of changes in personal at the SH, director, officer, and employee level

	Limited liability
	Corp. owns all assets and signs onto all its own debts

· SH’s liability is limited to the money it has invested

	Centralized management
	Management structure

· (1) SHs elect directors to board to oversee business > (2) directors delegate daily decisions to officers > (3) officers hire employees to carry out day-to-day functions

· Director’s fiduciary duties – i.e., generally act in the best interest of corp. – allows SHs (as owners) to have limited governance role


· Law overview 
· Corporate law sets defaults – parties can contractually agree not to follow defaults (in most) cases
· NOTE – even where corporate law tends to be clear, boundaries are hazy and can depend on equitable principles
Creation
· To create corporation – file article of incorporation (a/k/a certificate of incorporation) with relevant state official; usually have to pay a fee
· Articles of incorporation – like constitution of corp.; allocates rights and responsibilities among SHs and directors
Overview of corporate actors
	Shareholders
	Owners of the corp.; control voting; elect directors

	Directors
	Elected by SHs (on corp. recommendation); not considered employees or agents of the corp.
· Outside – person not otherwise affiliated with the corp. apart from being a director

· Inside – director who is also an officer, employee, or both

	Officers
	Appointed by directors; who directors delegate day-to-day management to

	Stakeholders
	Employees, creditors, customers, suppliers, community in which corp. operates


Shareholder rights  
	Vote, sue, sell

· Vote – voice views on various corp. issues and events
· Sue – SHs could sue corp., directors, officers, and / or controlling SHs
· Sell – SHs can exit by selling shares

	Overview of exercising SH rights
· Sell is lowest transaction cost way to express dissatisfaction with management
· HOWEVER – in close corp., may not have a readily available market, gives rise to minority SH cause of action against controlling SH 
· Sue – could be a direct action / derivative action

	Derivative action

· SHs sue directors on behalf of corp. where directors have breached fiduciary duties (care and loyalty)


Internal Affairs doctrine

	Internal affairs doctrine – the law of the state of incorporation governs “internal affairs”

· Applies even if suit is filed elsewhere, law of incorporating state governs

	Internal affairs – matters related to the relationships between corporation, SHs, directors, and officers

· Includes both duties owed to SHs & corp. expectations of BoDs

External affairs – tort, contract, employment, anti-trust, etc. – governed under normal jurisdiction rules

	Why does the internal affairs doctrine exist?
· It is necessary for a multi-state business to operate

· Imagine a business attempting to comply with three different state laws or the state law for every state in which its SHs sit?


Exception to Internal Affairs doctrine – Cal. Corp. Code § 2115

· Cal. Corp. Code § 2115 - Cal. treats out of state corporations as “pseudo-foreign corporation” subject to certain provisions of Cal. law
· Two requirements to be subject to rule:

· (i) Business presence - Certain property holding, payroll factors, or sales factors within Cal.

· (ii) Shareholders - More than 1/2 the corp.’s outstanding shares are held of record by persons having addressed in Cal. on the corp.’s books

· EXCEPTIONS – does not apply to (i) companies with shares on publicly traded exchanges; (ii) a corp. that has 100% of its shares owned by another corp. not subject to § 2115
Formation & governance
· When does a corporation come to life?

· Answer – on filing the articles of incorporation

· Importance – this is the point where personal liability for the SHs stops and corp. limited liability begins
Overview of governing documents
	Organic documents
	The articles of incorporation & bylaws. 
a/k/a – constitutive documents.

	Articles of incorporation
	Like the constitution of the corporation.

· Includes basis state law provisions (e.g., precise name, agent for service, number of authorized shares)
Cannot conflict with state law

	Bylaws
	Not filed with the state.
Govern details of the corporation

· e.g., power of directors and officers, notice periods and details for calling SH’s meetings and holding SH’s meetings
Cannot conflict with (i) state law; or (ii) articles of incorporation


Why Delaware

· Director favorable - DGCL is favorable to directors – directors are usually the corporate promoters / directing the corporate promoter decision making
· Choice of law & power of precedent - Del. was the first state to be attractive, because of this their state court system has developed a robust CL base of corporate law and precedential decisions
· Robust system of law makes it more certain to operate 

Defective incorporation

· Key question - promoter liability – where incorporation is defective, can the promoter be held personally liable for the corporation’s contractual liabilities
Both parties know there is no corporation
· General rule – where promoter contracts for the benefit of “to be formed” corporation – the promoter is personally liable
· Promoter is not released from liability simply because the corp. is later formed and adopts the contract
· Novation is required to relieve promoter of liability 

· Novation –three party agreement in which a new party replaces an existing party to a contract
· NOTE – party contracting with “to be formed” corporation is not incentivized to grant a novation considering they would prefer to hold more parties liable
· Promoter and contracting party likely will not specify that the corp. does not exist
· Fs & Cs determine if promoter was contracting for the benefit of a “to be formed” corp.

· e.g., did the promoter sign as an agent of the corp., did the 3P look to the corp. for performance, did the promoter every personally perform
Moneywatch Companies v. Wilbers (Oh. 1995)
· Dec. 23, 1992, Wilbers leases property from Moneywatch to form a mini-golf business. Wilbers signed the lease as himself d/b/a “Golfing Adventures.” Jan. 11, 1993, Wilbers files the articles of incorporation and ends up using the name “J&J Adventures, Inc.” Mar. 1, 1993, MW sends a letter to Wilbers acknowledging they can change Golfing Adventures to J&J Adventures, Inc. on the lease. The letter says nothing about releasing Wilbers from liability. J& J Adventures, Inc. later defaults on the rent.
· HELD – Wilbers is liable as there was never a novation, and when the lease was first signed, both knew no corp. had been formed.
Both parties mistakenly believe corporation exists

· Courts use equity principles to grant limited liability to the promoter of a non-formed corp.
· Key – did promoter demonstrate a good faith understanding they believed the corp. existed?

	Judicial doctrines

	De facto corporation
	Limited liability is inferred if:

· (1) the promoters in the would-be corp. had made a good faith effort to incorporate

· (2) the promoters were unaware that the incorporation had not happened; AND

· (3) the promoters used the corporate form in a transaction with a 3P

	Corporation by estoppel
	Courts prevent contracting party from asserting personal liability against the promoter where the parties initially assumed the only recourse would be against the corporate entity’s business assets


Southern-Gulf Marine v. Camcraft (La. 1982) – Corporation by estoppel
· Dec. 6, 1978, Southern-Gulf Marine Co. No. 9, Inc., a company to be formed, sends a letter of agreement to purchase a ship from Camcraft. May 30, 1979, Southern No. 9, specifying it was a Texas corp., and Camcraft sign a Vessel Construction Contract. Part of this contract specifies that Southern No. 9 is a U.S. Citizen which Camcraft needs to be the case for regulatory reasons. Feb. 21, 1980, Southern No. 9 writes to Camcraft letting them know they actually incorporated in the British West Indies, but that they will ratify all their old contract. Camcraft’s president sends back a written acceptance of the ratification letter.
· Southern No. 9 sues Camcraft for breach of contract when they fail to deliver the ship. Camcraft defends stating there is no cause of action as Southern No. 9 was not incorporated when the contract was signed.
· HELD – Camcraft is liable. Camcraft did start acting to purchase parts on an earlier agreement. As such, court reasons Camcraft would have held Southern liable in the reverse situation so Camcraft should be liable here. 
Capital Structure

· Capital structure overview
· Definitions

· Equity

· Debt

· Options

· Capital structure conflicts
· Capital structure law
· Legal capital / stated capital
· SH distributions

Capital structure overview

Definitions

· Capital structure – the right side of balance sheet; how the corp. funded itself, the mix of securities types used

· Securities – claims against the corporation; (i) equity, (ii) debt
Equity

· Equity – permanent commitment of capital to a corporation
	Characteristics
· Return - Return is dependent on the corp. earning a profit
· Liquidation / insolvency - Equity holders may share in corp.’s residual assets during liquidation; however, claim is subordinate to debt holders

· Power – equity holders vote, typically the party that elects the board of directors

	Issuance

· BoDs can decide alone when and on what terms to issue shares from pool of authorized shares
· Authorized shares – total number of shares authorized to be issued by the article of incorporation
· Unissued – authorized shares not currently available for purchase
· Issued – authorized shares currently available for purchase

· Outstanding – shares issued and sold by the corp. to a party that is not the corporation

· Treasury shares – authorized and issued shares repurchased by the corp.

· Authorization of more shares
· Corp. must amend its articles of incorporation – requires recommendation from BoDs; majority of voting shares must then approve
· How many shares to issue
· Large corp. – convenience dictates, preference for a large number to avoid amending article later
· Closely-held corp. – enough, but not too large so control does not become decentralized. 
· Requires a discussion among shareholders – want to avoid situation where one majority shareholder can block a later vote to authorize additional shares and dethrone them


	Common stock

	· Residual claim to corp. – i.e., first to lose their investment; largest potential for upside gain

· Fiduciary duties

· Board owes common stockholders fiduciary duties
· e.g., dividends v. reinvestment - board should choose to reinvest return as opposed to pay dividend if board’s BJ determines return to SHs will be greater through reinvestment than dividends


	Preferred stock

	· Preferred stock rights
· Preferred stock is viewed as a contract between shareholders and corp.

· Attributes are assigned in articles – if no attributes are assigned, law assumes “stock is stock” and preferred shares will be given same rights as common shares
· Rights to profits

· Senior – generally, preferred shares have a rights to dividends ahead of common stock
· Fiduciary duties

· Board owes preferred stockholders fiduciary duties – however, duty is in line with that owed to common shareholders
· i.e., no special rights related to preferred stock contract rights


Debt

· Debt – capital invested for a limited period; temporary contribution of capital

	Characteristics

· Return - Return is fixed based on debt agreement
· Liquidation / insolvency - In the event of liquidation or insolvency, debt holders have priority
· Power – exert control through contractual covenants, covenants could restrict corp.’s operations

	Issuance

· Unless otherwise noted in article of incorporation, BoDs has authority to issue debt securities without shareholder approval


Options
· Option – right to buy something in the future, e.g., right to buy common shares at a specified time and price
· Option holder has no “obligation” – only exercisable rights
Capital structure conflicts

· Claims vary in terms of seniority, as such, one group will likely complain where BoDs makes decision that preferences another group
· UPSHOT – BoDs choice of preference is subject to BJR. 

**

· Example – Preferred stock with a liquidation preference of $X means guaranteed return of $X on liquidation; common stock has no liquidation preference. Assume corp. has a decision – (1) invest in new technology that could earn a wild return; (2) liquidate. 

· Preferred will want to liquidate – i.e., their upside is likely limited by article, they want to protect against downside

· Common will want to invest – i.e., they will be first to lose investment if things go wrong; however, if things pay off they will be the group to reap rewards.
· Decision of how to proceed is subject to the BJR. 
Capital structure law

Legal capital / stated capital
· Legal capital / stated capital – a portion of equity that is legally off limits to shareholder distributions
· Legal capital is a cushion of capital designed to ensure there is enough money to protect interest of debtholders – i.e., debtholders can theoretically rely on cushion amount for repayment
	Legal capital = outstanding shares * par value
	· Outstanding shares – those issues and sold by corp.

· Par value – an arbitrary number set by the corp. in the articles of incorporation


· Historical significance
· Watered stock – historically, corp. promoters were overvaluing shares, i.e., value of share price * outstanding shares did not equal asset amount
· Legal capital – amount used in law based on fiction that par value supported a corp.’s asset value – i.e., an amount lenders could rely on 
· Legal capital’s importance today
	(1) “Validly issued, fully paid, and nonassessable” opinions
· As part of financing transactions, lawyers must issue an opinion on if corp.’s stock is “validly issued, fully paid, and nonassessable”
· Requires lawyer to ensure all of corp.’s issued stock complies with all gov’t regulatory provisions – including legal capital rules

	(2) Adequacy of consideration 
· Where modern laws require a par value, it serves as a minimum share price. 
· When a board issues shares, lawyer will be asked to ensure the board has sought adequate consideration – i.e., price in excess of legal capital.

	(3) Director liability 
· Corp. statutes may make directors personally liable where they approve issuance of shares or other distributions that violate applicable statutes, including legal capital statutes – lawyer will be asked to confirm they have avoided liability pre-transaction

	REALITY – today, if par value is required, it will be set so low that it will be impossible to violate statutory provisions


Shareholder distributions
	Question – when may a corp. pay money to shareholders?

· Rules exist because money paid to SHs is not available to pay debtholders. 

	Traditional rule (followed by Del.)
· Corp. can make distributions to SHs out of “surplus” – i.e., equity that exceeds legal capital
	Modern rule

· Distributions are allowed so long as: 

· (i) they do not impair ability of corp. to pay debts
· (ii) they do not make corp. insolvent

	Director liability
· Where unlawful distributions lead to creditor losses, directors who authorized distributions can be held personally liable
· NOTE
· Directors are still liable for unlawful distributions even if they acted in good faith

· HOWEVER – exculpation / indemnification could apply

	Avoiding director liability under traditional rules
· (1) Amend articles of incorporation to lower par value – i.e., expand available surplus by minimizing cushion
· (2) BoDs can revalue assets – i.e., revaluation of assets increases available surplus

· e.g., corp. holds land valued at $1m; if it wants to make a distribution in excess of par value, BoDs can revalue land to $2m to justify the larger distribution


Piercing the Corporate Veil
· Piercing the corporate veil (“PCV”) – when court disregards corp. entity and allows a creditor to recover directly from SHs
· Default rule – SHs have limited liability

· Exception rule – PCV 

· NOTE – SH limited liability is an extremely strong default rule
· Situation
· Potential problem
· (1) Corp. incurs a liability – could be in tort or in contract
· (2) Corp. uses invested capital – i.e., amounts invested by SHs – to satisfy the liability

· (3) If liability exceeds investment, all remaining liability is borne by the creditor – i.e., through default of corp. 
· Solution

· PCV so creditor has access to SHs personally to satisfy debt
· GOAL – achieve justice for creditor to prevent SHs from under capitalizing corp. only to seek limited liability
PCV Analysis

· Whether court will PCV is a fact specific analysis
	General themes in PCV state adopted tests

	(1) Alter ego relationship / domination and control
	· Court seeks to establish that there is unity between corporation and the shareholder being sued

	(2) You a piece of shit
	· Court seeks to understand if there was – deceit or wrongdoing

· I.e., an element of unfairness or wrong that goes beyond the mere fact of a creditor’s inability to collect

	Guiding principles

· Was the defendant – good / upstanding and just in a tough business situation OR bad / slimy

· Did the defendant abuse the privilege of corporate limited liability?


	PCV Factors 

	· Where several factors exist, court is more likely to “pierce the corporate veil”

· Factors listed in most predictive order – i.e., first ones matter most

	(1)
	Corp. is closely-held
	· Relevance – active shareholders / managers of a closely-held corp. typically have more to gain from shifting risk to creditors than a manager of a public company

· Especially common in single person ownership

· PCV almost never occurs in public companies

· PCV almost never occurs against corp. parent

	(2)
	Insider deceived creditor
	**Particularly relevant for contract cases**

· Deception prevents injured parties from protecting themselves in advance

· I.e., no using limited liability as a shield

	(3)
	Insider comingled business and personal assets
	· Relevance - sign the insider did not respect corporate form

· Consider – creditor may have understood a personal asset was available as collateral when lending

	(4)
	Undercapitalized - Insider did not adequately capitalize the business
	**Particularly relevant for tort cases**

· Court observes if business was adequately capitalized / carried insurance to cover the risk of its activities

· If not, courts will not allow a corp. to “externalize” business risks by leaving creditors unpaid

· I.e., no using limited liability as a shield

· NOTE – particularly relevant for hazardous activities

	(5)
	Insider failed to observe corporate formalities
	· Courts do no protect insiders who failed to follow proper procedures
· e.g., hold regular meetings, obtain board authorizations, keep proper minutes

· Failure to follow indicates corp. indifference to obligations to outsiders

· However, following indicates corp. is taking corp. form seriously apart from limited liability benefit

· i.e., Corp. is not just a shell to take advantage of limited liability shield


Rationales for Limited Liability – PCV Counter Arguments
	NOTE – rationales are more applicable to public corps. – hence why PCV is mostly closely-held corps.

	(1) Incentive investment without over commitment
	· Corp. originally arose to encourage capital investment in certain business types without requiring investors to be personally liable

	(2) Reduces need for SH oversight
	· Limited liability allows investors to passively invest up to amount they feel ok losing
· Allows SH not to feel need to micromanage directors

	(3) Allows investors to diversify investment
	· Since liability is limited, investor is more likely to enter industry they are not well versed in

· Without limited liability, wouldn’t due to unlimited personal exposure


PCV, Which SHs are Liable

· General rule – one veil is pierced, all shareholders could be held liable 

· Additionally, in complaint, P will sue specific SHs directly

· Indemnification – note that non-participating shareholders may be able to seek indemnification for those who were actively participating
PCV in Tort Cases

· Situation
· Tort victim determines corp. lacks sufficient assets to satisfy adequate judgement against them
· Seeks to hold SH liable to access additional assets outside of corp. pool

· EXAM TIP – plaintiff is victim of corp.; may require respondeat superior analysis to impute liability from employee to corp. 

· Consider – tort victim usually has no chance to bargain with corp. ex ante – will be seeking judgement against them ex post 

PCV Tort Case Example

Walkovsky v. Carlton (N.Y. 1966) – Undercapitalized taxi cabs
· Walkovsky was hit by cab owned by Seon Cab Corp. Seon Cab was one of 10 corps. in which Carlton was the majority SH. All 10 corps. owned 1 or 2 cabs; all carried the N.Y. state minimum $10k insurance. 
· (Facts added in class) Assume Seon Cab’s taxi and medallion were mortgaged – i.e., Walkovsky has inferior claim to lender, so Walkovsky cannot access car or medallion as damages.
· HELD – Walkovky cannot state a claim for PCV on these facts. 

· This is a closely held corp.; however, other factors point towards no piercing. 
· There was no deceit – Walkovsky cannot allege deceit as he did not understand structure of corp. who hit him ex ante.
· There was no comingling of personal and business assets and corporate formalities were being observed – Carlton was operating corporations as legitimate businesses.
· Corp. was under funded; however, they were carrying state minimum insurance. 
· If Walkovsky wishes to up state minimum limits, his should contact his representative. 

· DISSENT – Walkovsky should be able to proceed.

· Corp. is clearly undercapitalized, and all cash is consistently swept out of it to keep it that way. It earns a fairly healthy revenue each year.
· Insurance point is a bad one – legislative intent behind $10k minimum was supposed to create a risk pool large enough that even people who could only afford minimums could be insured at some level. This was not to allow high revenue corps. to scrape by on minimums. 
PCV in Contract Cases

· Key distinction from tort cases – contract creditors voluntarily entered a relationship with breaching party; THUS – more stringent standard applied to PCV
· Creditor had opportunity to determine who they were dealing with and could bargain for risk premium, SH guarantee, etc.
· Key factor – deceit – kills ability for advance knowledge and ability to appropriately bargain
PCV Contract Case Example

Theberge v. Darbo, Inc.
· Albert Small owns / controls Darbo, Inc. Darbo, Inc. owns / controls Horton Street. Theberge sold a property to Horton Street, and as part of the sale Horton Street assumed a liability attached to the property. Theberge knew Horton Street was thinly capitalized; however, assumed either Darbo, Inc. and Albert Small would guarantee debt based on non-specific statements made during sale process.
· Horton Street goes bankrupt and the debt holder seeks repayment from Theberge. Theberge sues Darbo, Inc. and Small to PCV on Horton Street and get indemnified for debt repayment. 
· HELD – Small cannot PCV on Horton Street in this case. 

· He knew Horton Street was thinly capitalized and failed to adequately bargain for a guarantee from Darbo or Small. 
· There was “sharp dealing” in this case relate to what Small said on behalf of Darbo and himself, but not fraud. Sharp dealing is allowed. Fraud is not. 
PCV in Corp. Groups

· Same default / exception rule applies in parent / sub. context
· Default rule – Parent-SHs has limited liability

· Exception rule – PCV
	Additional PCV Factors

	Capitalization of sub.
	Is the sub. well-funded enough to have a reasonable chance of independent business success?
· Relevance – under funded sub. has to rely on corp. parent, so creditor of under funded sub. should be able to rely on parent as well.
· Relevance – does undercapitalization mean corp. parent was being a reckless / bad actor in using sub. to limit liability?

	Outsider’s perspective
	Does the creditor understand they are dealing with an integrated corp. group, or do they believe they are just transacting with the sub.?

· Relevance – reasonable expectation of outsider
· If outsider believes they are dealing with integrated group, they may expect to be able to seek integrated group assets if they become a creditor
· Alt., if it is a local operation, they may not be expecting to have integrated group assets available


Theories of Corp. Group liability with PCV
	Alter ego – Corp. parent

· Premise – straight alter ego theory
· Seek to establish unity between the subsidiary and the parent corp.

	Alter ego – Enterprise liability
· Premise – derivative of the alter ego theory

· Corp. in question is not the ego of a person, but is the subsidiary-alter ego of a larger corp. group

· Analysis – P must demonstrate that individual subsidiaries were being used to cage liability in individual subsidiaries and away from broader corp. action. 

· I.e., abusing corp. form because the only reason for multiple entities is to limit liability

· Red flags – several corp. entities that all – (1) share a key asset; (2) all have the same management; (3) are loosely engaged in the same business

· E.g., Walkovsky v. Carlton, 10 cab corps. could be seen as a single corp. group.


PCV corp. group cases

Walkovsky v. Carlton (N.Y. 1966) – Undercapitalized taxi cabs

· Walkovsky was hit by cab owned by Seon Cab Corp. Seon Cab was one of 10 corps. in which Carlton was the majority SH. All 10 corps. owned 1 or 2 cabs; all carried the N.Y. state minimum $10k insurance. 

· (Facts added in class) Assume Seon Cab’s taxi and medallion were mortgaged – i.e., Walkovsky has inferior claim to lender, so Walkovsky cannot access car or medallion as damages.

· ANALYSIS – court stated there was two ways for Walkovsky to assert claim – both predicated on alter ego theory
· (1) Enterprise - Seon Cab was part of a larger corp. combined group – this was actually the entity conducting the business so all 10 corps. should be alleged to be responsible parties. 
· This is the best theory here – Carlton is alleged as majority SH of all corps. He is really being sued in his capacity as a broad corp. manager, not that all 10 corps. are dummies for his personal business. 
· (2) Individual - Corp. is a “dummy” for its individual stockholders who, in reality, are carrying on the business for purely personal means, not corporate ends.
· This may have been the case had there been 10 shareholders, all of whom also drove the cab from one individual corp. 

R v. Telecom Corp. (8th Cir. 1992, applying Mo. law) – under capitalization of sub.; point about insurance
· Telecom is the parent of Contrux, Inc., a telephone line service company. R was on a motorcycle and was struck by a Contrux, Inc. truck. 
· Contrux is undercapitalized in terms of liquid assets; however, has $1m basic liability policy directly and access to a $10m umbrella through its association with Telecom. However, insurance co. was about to go out of business and can’t pay out policies. 

· HELD – R cannot PCV to hold Telecom liable as there is no evidence Telecom was a bad actor in setting up or operating Contrux.
· Undercapitalization could show malintent on part of parent to abuse limited liability
· I.e., set up a separate operating entity so if there was a judgement against sub., assets of parent would be protected.
· Telecom was not abusing limited liability with Contrux – true it lacked liquid assets; however, it had insurance. Insurance indicates no bad faith because it was trying to cover its bases. 
· Not Telecom or Contrux’s fault the insurer could not pay out the claim.
Gardemal v. Westin Hotel Co. – PCV in corp. group; alter ego
· Guardemal’s husband was killed was Westin Regina Resort. Westin Regina is managed by Westin Mexico S.A. de C.V. Mr. Guardemal died because of advice on where to snorkle from Westin Mexico, S.A. de C.V. employee. Guardemal seeks to hold Westin Hotel Co. (U.S. parent) liable so she has access to U.S. legal system which is more plaintiff favorable. 
· HELD – Westin Mexico is not the alter ego of Westin Hotel Co. 

· It may look this way to guest because they share a trademark. Further, Westin Mex. uses Westin U.S. produced operating manuals and online reservation system.
· However, they are distinct entities – Westin Mex. banks in Mexico and maintains its own Mexican insurance. It is incorporated in Mexico and follows Mexican law, not Delaware law like Westin U.S. 

· Additionally, there is no evidence of deceit – i.e., no evidence that Westin U.S. set up Westin Mex. and undercapitalized it to avoid liability. Westin Mex. is adequately capitalized.
OTR Associates v. IBC Services, Inc. – PCV in corp. group; atler ego

· International Blimpie Corp. is the sole owner of a sub. named IBC Services, Inc. IBC Service’s sole purpose was to hold the lease of a Blimpie Franchise in a shopping mall owned by OTR Assoc. IBC Services defaults on the lease, OTR seeks to hold Blimpie Corp. liable.
· HELD – veil can be pierced, OTR can seek cash from Blimpie Corp.
· Veil can be pierced because IBC Services was the “mere alter ego” of Blimpie Corp. 
· IBC Services shared an address with Blimpie Corp., IBC Services employed no personnel and relied on Blimpie Corp. to perform all its operating activities, IBC Services had no cash so it was undercapitalized. 
· These factors point to Blimpie Corp. abusing the corp. form in setting up IBC Services as a sub., so veil should be pierced.
Directors Duties

· Structure of corporation

· (1) SHs elect BoDs – BoDs are delegated power to manage and direct corporation’s affairs

· (2) BoDs hire officers – Officers make day-to-day decisions for corporation
· (3) Officers hire employees – Employees carry out day-to-day functions
Overview - Director Duties

	DGCL § 141(a)

· The business and affairs of every corporation . . . shall be managed by or under the direction of a board of directors . . .


· In carrying out obligations under DGCL § 141(a), BoD is charged with corp. fiduciary duties to (1) the corporation; (2) its SHs
· Directors are not agents – however, notions of agency still apply

· Corporate fiduciary duties are divided between the duty of care & duty of loyalty – there is not a clear line between the two
	Duty of care
	Duty to act honestly, in good faith, and in an informed manner

· UPSHOT – informed decision making

	Duty of loyalty
	Duty to act in the best interest of the corporation and avoid self-dealing
· Applies where director “wears two hats” – i.e., has a professional stake as a director and a personal stake in the corporation
· UPSHOT – no self-interest


Functions of a Director – No “Dummy” Directors
· Two primarily functions of Directors
· (1) Decision making on non-routine, non-day-to-day activities of corp.

· (2) Oversight of corporate affairs including managing financial and regulatory risks
	What is required of directors? - No “dummy directors”

	Rudimentary knowledge
	Directors are required to have rudimentary knowledge such that they can participate in corp. management
· Not required to be independently knowledgeable; could be well-advised
· Ignorance of business is not a defense

	Active oversight
	Directors must be a generally monitor of affairs
· Attend board meetings – no requirement for constant presence, but should generally be there
· NOT required to inspect day-to-day operations (this is delegated to corp. officers); should understand broad issues and risks corp. faces
· Familiarity with financials – not required to independently audit, but should understand if corp. is following industry bookkeeping standards
· For financials, director can rely on outside advisor


Francis v. United Jersey Bank – no “dummy directors”
· Pritchard & Baird, a closely held reinsurance corp., was owned by Charles Sr., Mrs. Pritchard, Charles Jr., and William. These four were SHs, directors, and Charles Sr., Charles Jr. and William were officers. Charles Sr. ran corp. until he passed away in 1971. Charles Jr. and William then took over and corp. went bankrupt by 1975 due to Charles Jr. and William failing to follow industry standard practices that bordered on financial fraud. 
· Bankruptcy trustee brings an action against Mrs. Pritchard seeking to hold her personally responsible as a director for failure to exercise duty of care based on lack of oversight. 
· HELD – Mrs. Pritchard was liable as she (i) did not understand reinsurance industry and failed to use an advisor; (ii) never attended a single board meeting from 1971 through 1975; and (iii) never visited the corp. HQ to inspect the financials.

· NOTE – Mrs. Pritchard is not covered in any way by BJR due to failure to be informed.
Director Liability

· Director liability can result from action or inaction
	Action
	Inaction

	Board decisions that result in a loss that fall below gross negligence standard – i.e., uninformed, create waste
	Board inaction that results in a loss – i.e., dereliction of duty to monitor ongoings of corp. operations

	Types of decisions

· Decisions in the ordinary course of business (incl. dividend policy)

· Self-dealing

· Corporate Opportunity Doctrine

· Executive comp.
	Types of decisions
· Oversight & monitoring

	BJR tie in 
· If court concludes BoD action was (1) informed; and (2) good faith
· Court will respect action substance
	BJR tie in 
· If court concludes board implementing a monitoring system in good faith
· Court will respect level of monitoring the board chooses


Business Judgement Rule

· BJR – rebuttable presumption insulating directors’ decisions from judicial scrutiny if they act:

· On an informed basis

· In good faith

· In belief action was in the best interest of the corporation
· What the BJR is:

· A presumption that a director did not breach its fiduciary duties
· Also, a recognition that judges cannot make decisions better than directors
Challenging Director Decision – Defeating BJR

	Presumption - BJR creates rebuttable presumption that directors exercised reasonable diligence (i.e., were informed) and acted in good faith

To challenge 
· P bears the burden of rebutting the presumption = demonstrate directors: 
· (1) Did not adequately inform themselves prior to rendering a decision

· (2) Engaged in self-dealing 
· (3) Acted in bad faith (i.e., interested or not independent)
· Timing – director action must be reviewed pre-decision; not post hoc speculation

	Standard of review = gross negligence
· More than non-fraudulent is required of a director – i.e., insufficient for the director to defend by asserting the absence of fraud 
· Directors have an affirmative duty to protect the interest of the corp. & SHs

· Director decisions should be rational – to pass BJR, board decision must be coherently explained

	What does it mean to be informed?

· Informed = directors avail themselves of all material information reasonably available

· NOTE – the amount of material collected for review is subject to BJR

· “Informed” does not mean a formal, well presented report – what matters is that all material information reasonably available has been presented

· Example – (Smith v. Van Gorkom) for mergers, informed means: 

· (i) Conducted independent valuation study (not required, but “required”)

· (ii) Thoroughly and actually explored alternatives

· (iii) Directors did not blindly rely on management’s judgement – i.e., did independent analysis

· Informed largely depends on Director meeting minutes – i.e., do minutes and discussion reflect a fully informed decision reach in good faith?

	Other notes
· No requirement that the director’s decision results in profits

· No requirement that directors follow trend (even if their decisions result in losses)
· Standard is not based on “reasonableness” – i.e., how an ordinarily competent director would have acted, it is based on if directors’ decision was grossly negligent
· e.g., Shlensky v. Wrigley – lights at Wrigley when all other teams had them

· Adequate results do not excuse a failure to be informed 
· e.g., Smith v. Van Gorkom – tender offer including substantial premium over market was insufficient to defend against not being informed
· Threat of lawsuit does not excuse an uninformed decision 
· e.g., Smith v. Van Gorkom – tender offer expiring and potential for director liability if they fail to accept does not excuse rushed / non-informed decision
· Experience of directors does not excuse an uninformed decision

· e.g., Smith v. Van Gorkom – just because the directors have experience and can likely reach a suitable result with a finger in the wind test, this does not excuse obligation to be well informed 


Decisions in the Ordinary Course

· Directors are required to respect duty of loyalty and duty of care

· BJR applies to director decisions to insulate the substance of the decisions from scrutiny

· Types of decisions covered

· General decisions in the ordinary course of business

· Issuance of dividends
Shlensky v. Wrigley – demonstrated deferential nature of BJR in the ordinary course
· HELD that no liability resulted from decision of Wrigley, Cubs majority shareholder, to forgo lights at Wrigley field despite (i) the Cubs losing money; and (ii) 19/20 other teams having lights. 
· Rationally explainable that Wrigley felt the need not to disturb the neighborhood with lights to support Wrigley field in future years.

Kamin v. Amex – decisions regarding dividends are generally subject to BJR
· Amex purchases 2m shares of stock for $29.9m. Three years later, the stock had declined to $4m. Amex’s BoDs announces it will distribute the shares. Kamin sues to enjoin distribution, would prefer that Amex sell the shares to take a tax loss equal to $8m based on its ETR. 
· Due to accounting principles at the time, a distribution of the stock would not require Amex to write the asset down for its financial statement purposes, but a stock sale would. Four directors were also officers. Amex’s comp. package tied officer comp. to health of financials.
· HELD – decisions related to distributions are exclusively a matter of business judgement. 

· Amex BoDs held a meeting to specifically consider the tax loss. They heard from tax advisors about taking the loss. 
· The board decided that it would be better for financial statement purposes to avoid write down. 
· Regarding the four interested directors, it is true that their decision alone would indicate self-interested dealing and bad faith which would be grounds for suit. However, Amex has 16 directors and there is no record to indicate other 12 were influenced by the four. 

SH Voting Post Director Decision

	DGCL requires SHs vote to ratify Director decisions related to certain actions

	· Law - An uninformed Director decision cannot be ratified by SH vote where BoDs fail to submit all material information reasonable available to SHs pre-vote

	Example

· DGCL 251 – Mergers or Consolidations
· § 251(b) – for mergers or consolidations, BoD shall adopt a resolution approving an agreement and declaring its advisability

· § 251(c) – agreement approved in (b) shall be submitted to the SHs with information relied on by BoDs for purposes of SHs acting on the agreement

· Smith v. Van Gorkom
· Directors were not fully informed. Submitted the same information they relied on to SHs to approve a merger. 

· HELD – where directors fail to fully inform SHs, SH vote does not ratify director decision; however, if BoDs cure defects in information pre-SH vote it could


Self-dealing (Director Conflicts)
**Approval / ratification applies to director conflict transactions & executive compensation**
***
· Duty of loyalty - duty to act in the best interest of the corporation and avoid harmful self-dealing
· Corp. interests > directors own interests
· Applies when director transacts with the corp. = “self-dealing”
	Key point - Nothing inherently wrong with a director conflict
· May even be to the advantage of the corp. – i.e., a part of a Director’s value is their connections / opportunities they are aware of 

	Old CL rule
	Self-dealing transactions between directors and corp. were voidable by corp. or SHs
· Reason – courts doubted ability of directors to put corp. interest above their own

	Modern rule now codified 
	Self-dealing transactions are valid if:
· Approved by a disinterested majority of BoDs

· Not unfair to the corp. or fraudulent


Key terms – Interested & Independent
	Interested
	Interested occurs where director:

· (1) Personally benefit (financial or otherwise) 
· (2) As a result of, or from, the challenged transaction
· (3) In a way not shared by the corp. SHs; and
· (4) Options
· (a) The benefit is so material to the director that there is reason to question their objective judgement

· (b) The director stands on both sides of the challenged transaction
NOTE
· Personal benefit could be the avoidance of detriment

	Independent
	Is the director “controlled” by another such that there exists a substantial reason to questions the impartiality and objectivity of their vote
Explained
· Director is dominated by a familial or personal relationship

· Director is beholden to another by virtue of the other wielding unilateral power to decide if the director receives some benefit (financial or otherwise) that is so material to the director that there is reason to question their objective judgement
· e.g., Director C wants a merger to go through. Director C is a member of a highly prestigious golf club that is invite only. Director A very badly wants to be a member, and this is publicly knowledge. Director A’s independence may be in question given his want to please Director C; however, the golf club would need to be of the utmost importance to Director A. 
NOTE
· Substantial reason fluctuates according to decision directors are being called on to make
· Large decisions with “permanent” consequences, less proof is needed to demonstrate a lack of independence
· Smaller decisions where other party is left with other available options, specific allegations that are serious are necessary


In re Oracle Corp. Derivative Litigation
· HELD – for assessing decision of “special litigation committee” on dismissal of an insider trading suit, i.e., would conclude the action, social involvement and tangential financial connection was sufficient to question independence.
· Directors were not independent where they were both Stanford professors and other BoD members had significant ties to Stanford. Specifically, one director was also a professor and was one of the questioned directors Ph.D. advisor when he was a Stanford student; the company CEO had donated vast sums to fund the research center where one of the questioned directors worked.
Beam ex. rel. Martha Stewart Living Omnimedia, Inc. v. Stwart
· HELD – for assessing demand futility, i.e., something that could result in a non-prejudicial dismissal, more than just friendship was required to be alleged to demonstrate lack of independence. 
· P attempted to defend motion to dismiss for failure to make demand of board by asserting all directors ran in the same social and business circles. Court said there needed to be a specific showing negating independence – friendship accompanied by substantive allegations serious in nature. 
DGCL § 144 – Self-dealing statute
	DGCL § 144 – Interested Directors
	Self-dealing transactions are ok IF:
· (1) All material facts related to self-dealing are disclosed / known; AND
· Majority of disinterested directors authorizes the transaction; or
· SH vote approves the transaction

· (2) The transaction is fair to the corp. when authorized or approved
Transactions covered 

· (i) Between corp. and 1 or more Directors; 

· (ii) between corp. and any other entity in which 1 or more Directors has a financial interest

	Situational review
	DGCL § 144 – Only matters if there was not prior approval by directors or shareholders

	Courts involvement
	Benihana of Tokyo, Inc. v. Benihana, Inc. – Court gets involved with review of director self-dealing transactions to ensure process was followed appropriately

· i.e., disinterested directors / shareholders had all material information necessary to adequately fulfill their approval function; includes information about the interested director’s involvement
· Essentially – Del. S.C. uses BJR to review disinterested, independent director decisions once it determines the decision was adequately informed


Bayer v. Beran – Fairness to corp.
· HELD – BoD approving $1m radio advertising program (in 1942) was not a breach of the duty of loyalty despite one of the director’s wives being a performer on the program that ran the advertising. 
· Decision to engage in advertising is covered under BJR, P did not show directors were uninformed in making decision.
· Decision to advertise with program wife was on was not an issue because (1) an outside advertising co. picked the program, and (2) the wife was under standard contract with the radio station and did not personally profit from advertising. 
Benihana of Tokyo, Inc. v. Benihana, Inc. – court considering process
· Benihana U.S. is owned and operated by Benihana of Tokyo, owned by Aoki. Benihana U.S. needed to renovate all its restaurants for $55m-ish. Working with an investment bank to help raise capital. Bank recommends issuing convertible preferred shares. 
· Feb. 17, investment bank makes a board presentation to Benihana U.S. with its recommendation for Benihana U.S.’s “wish list” for the terms of its shares. Post meeting, Abdo, one of the directors who worked as a principal for BFC Financial Corp. called investment bank and said BFC wanted to purchase the shares. Abdo and investment bank then negotiate terms. 
· May 6, Abdo presents offer to Benihana U.S. board on behalf of BFC then leaves. Investment bank then distributes materials that explain BFC had approached them, never said that Abdo was the one who negotiated on behalf of BFC. Board ultimately approves the deal.
· HELD – Del. S.C. reviewed transaction, concluded that it was a valid exercise of § 144 as Benihana U.S. BoDs were adequately informed to make decision to approve deal.
· Did not matter that they were unaware Abdo specifically negotiated, they knew Abdo worked for BFC and would have signed off on the deal as principal, so they were aware he was involved at some level.

Common themes across self-dealing statutes

· Three factors cut across statutory tests for determining validity of director self-dealing transactions:
· (i) Fairness
· (ii) Disinterested, independent board approval

· (iii) Shareholder approval

Fairness

	Court is called on to assess fairness in two situations:  
· (i) there was not approval from disinterested, independent directors or SHs; or 
· (ii) there was approval, but statute still requires judicial fairness assessment

	Two parts to fairness
· Procedural – (parallel to Del.) focus on internal corp. process followed to obtain approval
· e.g., was all material information provided, could directors be objective given the situation
· Substantive – (deviation from Del.) comparison of FMV to the price the corp. paid considering the corp.’s needs to consummate the transaction
· e.g., would a totally independent corporate have agreed to the deal

· Two parts:

· (1) Price within an arm’s-length range; and

· (2) Benefit the corporation (i.e., does it make sense for a corp. to have transacted in its situation; I can get a Ferrari at an arm’s-length price, but I have no business buying a Ferrari so no bene fit to me)?


Disinterested, independent board approval
· For vote of Directors to count, must assess that directors are disinterested and independent, see “Key terms” above
Shareholder approval

· Situation – SH approval may be necessary where all directors are interested
· Key point – SH approval / ratification can insulate director self-dealing from judicial review IF AND ONLY IF:
· The material facts as to the transaction and the director’s interest were disclosed to the SHs
· Meaning - SHs must be well informed
· Operation 
· (1) SH approval / ratification is a complete defense to breach of duty by interested director

· (2) SH approval shifts the judicial inquiry from fairness to waste
· Tricky situations
· Where majority SH is also an interested director, two options: 
· (a) SH approval / ratification is insufficient and the decision is still subject to judicial fairness inquiry
· (b) SH approval / ratification should be left to a majority of the minority approach

· NOTE – situation does not relieve well informed requirement 
Comparing and contracting Judicial, BoD, and SH approval

· BoD
· BoDs likely better understand interest of self-dealing Director compared to pool of SHs or a judge
· BoDs should be well versed in the industry / have a reason to seek counsel – as such, they may be better able to handle complex facts as opposed to SHs or a judge. 
· SHs will be unlikely to hire an outside advisor and just assess the nature facially. 
· A judge will have two advisors in the adversarial parties; however, all information they get in briefs will be biased.
· Original CL rule was that self-dealing was unallowed as courts doubted Director ability to be unbiased, there may be an inherent reason to require SH or judicial approval.
· SH
· Necessary as there may be an instance where all directors are interested

· SHs are in a better position to decide than judiciary since it is ultimately their assets that will suffer consequences – i.e., those who lie in the bed need to make it
· SHs are in no worse position than to assess fairness than judiciary considering they are required to be adequately informed as the judiciary would be through briefing
· Judicial fairness inquiry
· Assume all directors are interested (e.g., director stock comp. decision) – SHs suffer from a collective action problem, i.e., hard to get agreement all working in the same direction, as such, like the framers granted the federal government some enumerated powers in the Constitution, it may make sense to invest the judiciary with the power to rule on fairness
· SH ratification is essentially a rubber stamp as directors already have duty of loyalty – as such, it is more the reaffirming of director power to act as opposed to the ratification of the lack of legal authority like is seen with agency
Corporate Opportunities Doctrine

· Corporate opportunity doctrine – director officer, or managerial employee is forbidden from diverting to itself a business opportunity that “belongs” to the corp. – i.e., breach of the duty of loyalty
· Corporate opportunity doctrine is a type of director conflict under duty of loyalty
	Corporate fiduciary may not take a business opportunity without considering the corp. IF:

· (1) The opportunity is one the corp. can financially undertake;
· (2) The opportunity is within the corp.’s line of business (as well as tangential lines of business) AND advantageous to the corp.; AND

· (3) The opportunity is one in which the corp. has an interest or a “reasonable expectancy” – i.e., allows for corp. to take on a tangential dealing that is a thing of unique value to the beneficiary
NOTE

· (From Broz v. CIS) Fiduciary is not required to formally present the opportunity to the board. Fiduciary is only required to assess the pieces above on its own.
· HOWEVER – formal presentation would preclude any questions

	Remedies

· Corporate opportunity doctrine is a guard against “potential harm” because:
· (1) no guarantee corp. would have undertaken the opportunity; 
· (2) had the corp. taken on the opportunity, no guarantee it would have been profitable
· REMEDY = profits corp. fiduciary was able to derive from opportunity

	Waiver – DGCL § 122(17)

· Corp. is not required to agree to protections from corporate opportunities doctrine
· Can be waived in the certificate of incorporation

· Corp. can also specify waive in certain “classes and categories of business opportunities” - examples
· Line or type of business

· Geographical location

· Identity of the originator

· NOTE – waiver or specific classes and categories is frequently required by venture capital BoDs


Broz v. Cellular Information Systems (Del. 1996)
· Broz was the President and sole stockholder of RFB Cellular and a director at Cellular Information System (CIS). RFB and CIS were competitors, CIS fully knew who Broz was.
· The company that held the operating license for the Michigan-2 cellular area. Mackinac, sought to sell its operating license. Mackinac contacted Broz to see if RFB wanted to purchase the license. Mackinac did no consider CIS a viable purchase due to a recent emergence from Ch. 11 bankruptcy.
· Broz spoke with various CIS board members about the opportunity. All said CIS lacked the cash to purchase the license. 

· In Sept. 1994, another company Pri-Cellular entered an option purchase agreement for Michigan-2 with Mckinac. The option stated that if another bidder beat the price by $500k, they could have it.
· Nov. 14, 1994, Broz, through RFB, agreed to pay $500k more and purchased the Michigan-2 license. Nov. 23, 1994, Pri-Celluar completed its tender offer to purchase CIS. 

· Pri-Cellular brings a breach of duty of loyalty action against Broz as a director of CIS. 

· HELD

· Broz did not breach duty of loyalty by violating corp. opportunity doctrine.
· (1) CIS could not have financially undertaken the opportunity when it was on the table.

· (2) While Michigan-2 would have fit within CIS’s legacy business offering, CIS was in the process of divesting its cellular business post-bankruptcy
· (3) CIS had no interest or expectancy – Broz spoke with other BoD members and they turned it down.

Executive Compensation
	Overview – area of business judgement courts prefer to stay out of

	Places law seeks to regulate

· Form of compensation

· Disclosure requirements

· Liability surrounding executive pay

	Law overview
· State

· Boards are allowed to set comp.

· Courts use BJR to defer to board decisions

· Federal

· Securities law – requires disclosure of exec. comp.; prohibits loans to execs.
· Tax law – deductibility of executive comp. is limited to $1m


Policy review
· Pre-1990s – comp. was tied to company size, so executives focused on M&A
· Post 1990s – “tie to the mast” – comp. is focused on stock options, so CEOs focus on stock price

	Arguments for why option comp. is a poor form of comp.

	Expensive
	CEO already has salary, benefits, retirement, reputation, etc. tied to the company. As such, CEO would rather have diverse stock portfolio. 

Result – for CEO to get $1m of value from stock options, really needs to be granted $2m of options.

	Poor alignment w/ SHs
	Options only grant ability to purchase – meaning options will only be exercised if it makes sense & no downside right since they don’t actually own stock yet. 

Result – managers are more willing to gamble on things that “might” make stock price increase

	Poor design, rising tide floats all boats
	No requirement for company to succeed independent of the market
Result - options can be valuable if exec. stays in office during time of rising stock prices, generally

	Distorted incentives from SHs
	Dividends are not paid on options

Result – CEOs have incentive not to pay dividends and reinvest company funds in a way that increases share price.

Practical result – post 1990s when options became a thing, dividends paid did decrease dramatically.

	Encourages fraud
	Induces greed – creates perverse incentive to increase share price at all cost then sell prior to the price falling.


Pay setting process

· Executive pay is a business decision – determined by the BoDs

· BoDs usually delegate to a “compensation committee” 
· NYSE / NASDAQ suggestions for the committee:

· (1) 3+ independent directors
· (2) Committee’s authority and duties should be defined in the corp. charter
· Documentation – best practice is to keep records of how comp. decisions are made (e.g., meeting minutes that demonstrate procedures defined by charter were followed)
· Compensation consultants – independent consultants who are hired by the company to advise on structuring executive comp. (however, more likely than not represent the CEOs interest)
Law on Exec. Comp.

	Federal law
	Focused on disclosure – increasing SH involvement (trend in executive governance)
· SEC Rules – specify how exec. comp. has to be reported in annual report
· Dodd-Frank - required inclusion of golden parachute info. with M&A approvals; added regulations related to executive incentive clawbacks where financials had to be restated

	State law (*main area for exec. comp)
	Focused on boardroom procedure

IF - BoDs acts with: 
· (i) due care; and 
· (ii) in good faith 
THEN - Courts: 
· (a) use BJR to respect decisions; and 
· (b) will only consider a waste claim 

	Meaning of due care for exec. comp.
	Well informed – for exec. pay, means:

· (1) Use a compensation consultant

· (2) Considered pay scales from comparable companies

· (3) Presented information in a format easily readable (i.e., summary amounts in addition to details)

· (4) Board deliberated in good faith

	Good faith
	Three categories of “bad faith” (most severe to least)
· (1) Subjective bad faith – fiduciary conduct motivated by actual intent to do harm
· (2) Intentional dereliction of duty – intentional conduct that does not advance the best interest of the corp., but is also not necessarily harm
· (3) Lack of due care – acting with gross negligence (i.e., more than not fraud, but rationally explainable reason for action)

	Self-dealing & SH approval
	For exec. or director comp. – if there is informed SH approval, courts are highly unlikely to review for fairness or declare waste

For interested director comp. – duty of loyalty is implicated, and SH approval may be necessary


In re The Walt Disney Co. Derivative Litigation (Del. 2006)

· Disney needed to hire a successor to run its operations. Ended up hiring Michael Ovitz from Creative Artists Agency. Ovitz’s comp. package had an option where if his employment was severed, he would walk away with $130m - $40m cash + accelerated stock options. Ovitz was terminated. SHs filed a derivative suit alleging Ovitz’s comp. package was either (1) a lack of due care and good faith; or (2) constituted waste.
· Procedure – Comp. Committee
· It was ok for the full board not to make the decision. Disney’s certificate of incorporation stated authority for comp. decisions could be delegated to a compensation committee.
· Due Care
· Court stated “best practice” includes information for comp. committee decision that includes details and also a figure showing total comp. – i.e., total amount possible. 

· Further, each package should be explained by the comp. consultant / person who designed it.
· Here, when comp. committee met, they had a term sheet that summarized the high points – it did say under severance comp. could be $40m cash + stock options – so they were not unaware of how large it could be.
· Conclusion – directors on comp. committee were not uninformed.
· Good faith
· There was no subjective bad faith or intentional dereliction of duty. No intentional dereliction as Disney knew it needed to hire an executive, also knew they needed to pay top dollar for someone good.
· No gross negligence since comp. committee operated on an informed basis.

· Conclusion – directors on comp. committee acted in good faith with information they were presented.
· Waste – see below.

Waste Claims

· To succeed, the directors must have given something away for little or no value or used corp. assets with no conceivable benefit to the corp.

· Waste is essentially a gift

	Waste claim – a claim that a board decision or transaction was a waste, i.e., a spoilation of corporate assets

· “Waste” could be assessed by a court post SH ratification / approval of a director self-dealing transaction

	Arguing waste

· Standard of review – no businessperson of ordinary sound judgement could consider the transaction appropriate

· Claim almost never succeeds

· To succeed, P must show directors have:

· Given something away for little to no value; or

· Used corp. assets with no conceivable benefit to the corp.

· Essentially – P must show Directors made a gift 

· To defend, Directors should present evidence:

· (i) Any substantial consideration was received

· (ii) A good faith judgement shows the circumstances surrounding the transaction were worthwhile

· NOTE – presentation of these should dispel waste even if ex post analysis shows the director approved transaction was incredibly risky

· Directors should also argue the inference of finding waste – if waste is found post SH approval, this means fully informed, uncoerced electorate were all people that lacked ordinary sound business judgement

	Deciding waste (from Lewis v. Vogelstein) 

· Court should review transaction ex ante – how did it prospectively look by the directors who decided to move forward
· Ex post analysis may look bad, but not judging hindsight
· Courts should not: 
· Weigh adequacy of consideration

· Review assumptions of risk

· Courts should:

· Assess if consideration of some substance was received – more than a peppercorn

· Ensure there was adequate reason for the transaction


Where there would be waste
· Directors issue stock without consideration; directors use personal funds to discharge a personal obligation

Lewis v. Vogelstein (Del. Ch. 1997)
· Case concerned director stock option comp. plan for directors of Mattel. All directors, i.e., those who would benefit from the plan approved it. BoDs then submitted the plan for SH approval at the 1996 annual meeting. There was no estimate of the PV of the options being granted in the proxy materials – i.e., SHs could see number of options, pricing, etc., but had no big, bold number to consider.

· HELD

· SH ratification was sufficiently informed despite not including a headline number.

· Court held that judicial inquiry after SH approval shifted from one of fairness to one of waste. 

· Kicked back to lower court for review of waste.

· REPRESENTING THE DIRECTORS

· No waste should be found as compensating directors is a valid use of corp. assets.

· Directors provide a valuable service so something of substance was received.

· There is an adequate reason to compensate directors as they perform a critical role

· Waste should be found

· No value was exchanged as directors already have a duty to act – as such, the corp. gave away value and received nothing additional in exchange (note, only works if directors are on a term contract). 

In re The Walt Disney Co. Derivative Litigation (Del. 2006)

· Disney needed to hire a successor to run its operations. Ended up hiring Michael Ovitz from Creative Artists Agency. Ovitz’s comp. package had an option where if his employment was severed, he would walk away with $130m - $40m cash + accelerated stock options. Ovitz was terminated. SHs filed a derivative suit alleging Ovitz’s comp. package was either (1) a lack of due care and good faith; or (2) constituted waste.

· Waste
· Court stated claim rooted in the idea that transaction was “so one sided that no businessperson of ordinary, sound judgement could conclude the corp. had received adequate consideration.”

· Correct inquiry is not about result, but about terms of contract – terms were not wasteful considering the opportunity Disney was asking Ovitz to walk away from & what they otherwise needed to pay to lure in a top exec.
Oversight & Monitoring
	Key question
	How much involvement is required of directors after they pass responsibility onto officers?

	State law
	BoDs is required to use good faith to implement a monitoring system to bring to light information about ordinary operations such that BoDs can ensure compliance with all regulatory laws 
· I.e., prevent Caremark Claim

	Federal law
	Post financial accounting scandals of early 2000’s, Congress passed “Public Company Accounting Reform and Investor Protection Act of 2002” (a/k/a Sarbanes Oxley Act) 

· Sec. 404 – requires public companies to establish and maintain adequate internal control structures and procedures for financial reporting AND to include assessment of their controls in their annual report 


Caremark Claims – Oversight & Monitoring Systems
· Requirements on board – from In re Caremark International, Inc.:
· (1) Use good faith (2) to implement a monitoring system (3) to bring to light information about ordinary operations such that BoDs can ensure compliance with all regulatory laws

	Standard of review

· Liability exists for a lack of good faith in establishing a monitoring or information reporting system
· Lack of good faith where there is a sustained and systematic failure of the board to exercise oversight
· (Stone v. Ritter) Sustained and systematic failure comes from two sources:

· (1) Directors utterly fail to implement any reporting or information systems or controls
· (2) Directors do implement a monitoring or information reporting system; however, they consciously fail to use the system such that they are uninformed of risks that require their attention 
· (Marchand v. Barnhill) Directors must actually be involved in oversight through information review, not enough that government regulators produce reports or that employees follow a specific process 

	Where there is no liability
· Liability does not result from the monitoring or information reporting system failing to work
· What matters is a good faith attempt at setting the system up

	NOTE

· Old standard - required red flags first 
· I.e., BoDs had to be on actual or constructive notice of a potential issue, then fail to take action to prevent the problem they were on notice of for there to be liability
· See no evil; take no action
· New standard – proactive monitoring for issues is required
· I.e., BoDs cannot wait for red flags, need to try and suss out problems
· Exculpation – see “Avoiding Liability” below; no exculpation for bad faith 


Graham v. Allis-Chalmers Manufacturing Co. (Del. 1963) – Old standard
· Allis-Chalmers delegated price setting to the lowest level of management reasonably responsible for it. In 1937, four non-director employees were indicted on price fixing charges. In the early 1960s, price fixing was again an issue at Allis-Chalmers. SHs brought derivative suit for failure of BoDs to fulfill its oversight function.
· HELD – no director liability as BoDs in the 1960s were unaware of 1937 price fixing scheme. Given that no director knew to be “on notice” for price fixing, no liability for failure to oversee activity.
In re Caremark International, Inc. (Del. Ch. 1996) – Establishing new standard

· In ’94, Caremark pleads guilty to mail fraud and agreed to pay civil and criminal fines of $250m. In ’96, SH derivative suit follows.
· HELD – reject Allis-Chalmers analysis; new standard implemented.
· On the facts of the case, no liability as BoDs were advised by lawyers and accountants related to the conduct that resulted in the fines.
Stone v. Ritter (Del. 2006) – Defining sustained and systematic failure
· AmSouth, a bank in the southeast U.S., paid $40m in fines and $10m in civil penalties to resolve regulatory investigations that resulted from failure to file suspicious activity reports as required by the Bank Securities Act Anti-money Laundering regs. (“BSA AML”). Investigations found AmSouth compliance procedures lacked adequate board and management oversight and that their reporting procedures were materially deficient. 
· Three months prior to investigations, KPMG was hired to assess compliance systems and produced a report summarizing what was in place and suggesting improvements.
· AmSouth SH Stone filed a derivative complaint against AmSouth’s BoDs. 
· HELD – no bad faith in this instance; regulatory fines themselves are insufficient alone to promulgate director liability.
· (a) Utter failure - AmSouth had a monitoring or information reporting system reporting program in place (see KPMG report and that by finding the information reporting system lacked adequate oversight there has to be a reporting system in place to evaluate) 

· (b) Conscious failure to use reporting system - Stone (SH-P) failed to plead facts indicating BoDs knew / should have known internal controls were adequate. For liability, would need to demonstrate (i) they knew of inadequacy; and (ii) choose to do nothing.
· KPMG report indicates BoDs had some role in monitoring system – they updated their report 3 months pre-investigation; and shows that there were no obvious red marks to be fixed.
Marchand v. Barnhill (Del. 2019)

· Blue Bell (ice cream co.) suffered a listeria outbreak. It had to shutdown its production facilities and recall all its products. It also had to layoff 1/3 of its workforce. After the shutdown, Blue Bell had a liquidity crisis and it had to accept a dilutive private equity investment to the detriment of its existing SHs.
· Stockholders bring a derivative suit against Blue Bell directors alleging failure to act in good faith related to implementing and monitoring an information reporting system for food safety.
· HELD – Caremark claim can proceed to trial as a basis exists to find lack of good faith.
· P alleged facts that indicate information reporting systems were not in place. 
· There was no board subcomm. specifically charged with food safety

· The full board never spent time reviewing food safety report

· BoDs never asked for / received reports from mgmt. that showed a comprehensive picture of food safety.
· Directors attempted to challenge asserting that:
· Management (not directors) commissioned food safety audits from time to time and management (not directors) frequently got reports from government inspections.
· Court says this is inadequate as it does not indicate BoD involvement.

· It frequently discussed “operational issues”
· Court says this is insufficient because they lack a systematic policy to consider operations and food safety, they just discuss on an ad hoc basis
[POTENTIAL EXAM QUESTION – what is the difference between breach of fiduciary duty in director action v. breach of duty in director monitoring?]
[POTENTIAL EXAM QUESTION – evaluate a fact pattern / discuss where some corp. actors would be liable v. others not liable; can you think of a situation where no party would be spared from liability?]
Avoiding Director Liability

	Three ways a director can avoid personal liability

	(1) Exculpation
	State statutes enacted to reduce risk of directors’ personal liability for monetary damages

· Corp. includes “exculpation” provision in its charter to reduce or eliminate personal liability for directors for monetary damages
	Legislation focuses on decision making context

· Also applies more broadly – i.e., corporate comp. decisions; oversight of legal compliance

	(2) Indemnification
	State statutes permit corporation to indemnify directors, officers, employees, or agents for:

· Liability; and

· Expenses incurred in defending against lawsuits
	Generally - indemnification statutes allow a corp. to protect directors in an even broader context than exculpation

	(3) Insurance
	Corp. may insure directors, officers employees and agents against liability

· Director and officer insurance (“D&O insurance”)
	Sometimes - this insurance goes even beyond situations where corp. is allowed to indemnify director


Exculpation – DGCL 102(b)(7)
· Exculpation – corp. could bring a claim against a director for breach of fiduciary duty, but will agree to categorically renounce its claim
	DGCL § 102 – Contents of Cert. of Incorp. - Director Exculpation Provision
(b) Cert. of incorp. may also contain:
· (7) Provision eliminating or limiting the personal liability of a director to the corp. or its stockholders for monetary damages for breach of fiduciary duty as a director
· EXCEPTIONS – provision shall not eliminate or limit director liability:
· (i) For breach of the duty of loyalty to corp. or SHs

· (ii) For acts or omissions not in good faith, which involve intentional misconduct, or are a knowing violation of law
· (iii) For unlawful payment of dividends
· (iv) For any transaction from which the director derives an improper personal benefit


The importance of self-dealing / breach of the duty of loyalty
· Subparas. (i) & (iv) do not allow exculpation for self-dealing – as such, Ps attorneys frequently frame the issue as one of director self-dealing
No Exculpation for Breaking Legal Capital

· Subpara. (iii) prohibits exculpation for improper dividends – dividends are improper if they violate the requirements of legal capital
Should exculpation exist?
· Reason for exculpation – exculpation encourages risk taking (i.e., return creation) and allows for detachment in decision making (i.e., detached from everyday operations—same reason a lawyer does not represent themselves)
· NOTE – exculpation only exists for Directors, Corp. Officers and Agents are not covered

· Reason – officers should not be detached; corp. federalism also needs them to be more risk averse since they are closer to operations
Indemnification

· Indemnification – corp. agrees to pay (some of all) of the claims against directors, officers, etc. brought by third parties against the actor related to their action in their official corporate capacity
· e.g., SH bringing a claim against director or officer

· NOTE – most Del. corp.’s indemnify to attract director talent
	DGCL § 145 – Indemnification of Officers, Directors, Employees and Agents - Statutory summary

	Before the fact

· Permissive advancement
· 145(e) – Directors and officers only – litigation expenses may be advanced so long as director / officer promises to pay them back if adjudged undeserving of them

	After the fact 

· Permissive indemnification
· 145(a) – 3P direct actions – indemnification includes class action judgements, expenses and judgements, fines, etc.

· 145(b) – derivative actions – indemnification includes expenses only

· Mandatory indemnification
· 145(c) - Directors and officers only – if successful in action under (a) / (b), corp. must repay expenses only

· Operation of 145
· 145(f) – operative statute related to mixing corp. bylaws and other actions with 145(a) / (b)


§ 145(f) – Operative statute

· Section text – “. . . subsections of [145] shall not be deemed exclusive of any other right to which those seeking indemnification or advancement of expenses may be entitled under any bylaw, agreement, vote of stockholders or disinterested directors or otherwise . . .”
· Meaning – 145 are minimums, the corp. can exceed the minimum rules
§ 145(a), (b) – Permissive indemnification (ATF)
· 145(a) – 3P direct actions

· 145(b) – derivative actions
· NOTE – see distinction below from Tooley v. DJL, Inc.
	Corp. power
	Corp. shall have power to indemnify – i.e., not shall indemnify, but shall have power = permissive

	Who can power be exercised for
	Person who was party or person threatened to be made a party to a suit or proceeding (no limit on type of suit or proceeding)

· Where person was a director, officer, employee, or agent of the corp., or was serving at the request of the corp.

	Coverage
	Against: 

· 145(a) - (i) expenses (including attorney’s fees); and (ii) judgements, fines, etc.

· 145(b) - only expenses (including attorney’s fees)

	Requirements
	IF – person:

· (i) acted in good faith; and

· (ii) in a manner the person reasonably believed to be in or not opposed to the best interest of the corp

	Special rules
	145(b) – Exception

· EXCEPT – no indemnification for persons adjudged liable to the corp.

· UNLESS – on application by person, court determines, w/r/t all facts and circumstances, person is fairly and reasonably entitled to indemnification 

145(a) – Criminal rule

· (Additional requirement) IF – person had no reasonable cause to believe conduct was wrongful


Why doesn’t 145(b) include judgements?

· IF – director is found liable in a derivative suit; THEN – they owe the corp. a remedy
· SO – if director could seek indemnification from the corp. for the judgement, there would be no judgement . . . director would pay corp.’s left pocket and get indemnified from the right
§ 145(c) – Mandatory indemnification (ATF)
	Corp. requirement
	Corp. shall indemnify – i.e., mandatory, this is a shall

	Who can power be exercised for
	Present or former director or officer in suit or action covered by (a) / (b) – IF successful:

· On merits

· Or otherwise – includes dismissal with prejudice (does not include dismissal w/o prejudice as action could come back and person may not be successful)

	Coverage
	Against: 

· Only expenses (including attorney’s fees)

	Note
	No good faith requirement 
· Could have won on a technicality and still receive mandatory indemnification (“on merits”) 


§ 145(e) – Director and Officer Litigation Expenses (BTF)

	Corp. power
	Corp. may pay

	Who can power be exercised for
	Director or officer defending in suit or action (also former directors and officers on terms corp. deems necessary)

	Coverage
	Expenses (including attorney’s fees) incurred pre-final disposition

	Requirement
	So long as director or officer agrees to repay such amount if they are found not to be entitled to indemnification


Policy

· Director and officer advancement exists to avoid wealth disparity issues

· Adequate representation – representation is expenses, corp. wants all levels of personal wealth from BoDs to be equally adequately represented
· Forced settlement – prevents a less wealthy director from settling early to avoid high legal fees when they really were not at fault
Insurance

	DGCL § 145(g) – Insurance (a/k/a “D&O Insurance”)

	· Corp. can purchase and maintain insurance to cover persons who are or were directors, officers, employees, or agents of the corp., or were serving at the request of the corp. against their actions taken in a corp. capacity

· No requirement that insurable actions be indemnifiable

	Two part to D&O insurance

· Part 1 - Reimburses the corp. for indemnifying the actor
· Part 2 - Reimburses the actor for any expenses, judgements, etc. the corp. did not indemnify

	Exclusions

· Dishonest, fraudulent, or criminal conduct

· Insider trading or other conduct for personal profits

· Claims by the corp. itself against its D&O


Zone of danger – Exculpation & Permissive Indemnification

· NO exculpation / NO permissive indemnification for (i) bad faith; (ii) duty of loyalty breach

· Exculpation is prohibited for “breach of the duty of loyalty” or “acts or omissions not in good faith”

· Indemnification is requires person “acted in good faith” and “in a manner the person reasonable believed to be in or not opposed to the best interest of the corp.”

· NOTE – no good faith requirement for mandatory indemnification
[EXAM QUESTION – compare and contrast ways director can avoid liability]
FOLLOW UP NOTES ON DIRECTOR LIABILITY

· (TO GO LATER WITH FORD CASE) See Equity-Linked Investors v. Adams – 09/13 notes; example of BJR in terms of whose rights to prioritize

· BJR related to preference of common v. preferred

1. Corporate insolvency

· “At the point of insolvency” – Chancellor from case above notes that at the point of insolvency, board may shift from maximizing interests of common stockholders to protecting creditor’s interests. 

· For this to be the case, corp. must have reached the “point of insolvency” – not merely be in the “zone of insolvency”

· See that this decision is a may – corp. board of directors could choose to protect interest of shareholders or creditors within the purview of business judgement
· Corp. governance for later (from 09/13)

2. Fiduciary duties in startups

· Startups typically end up with preferred and common stock because venture capital funds like preferred stock

· Venture capital funds typically also negotiate for board seats – i.e., constituency directors
· ISSUE – can a constituency director favor the interests of the preferred shareholders over the common shareholders?

· In re Trados, Inc. Sh. Littig. (2013) – HELD no, constituency directors must act like any other board member

· “Standard of conduct for directors requires that they strive in good faith and on an informed basis to maximize the value of the corporation for the benefit of its residual claimants, the ultimate beneficiaries of the firm’s value, not for the benefits of its contractual claimants.”

· Highlighted this point in class – mentioned in class that if you spoke with people who are on boards, the constituency directors really ride for their own interests
Controlling Shareholder Liability
· In corp. law – with great power comes great responsibility
· Controlling SHs also have fiduciary duties to minority SHs

· Controlling SH liability exists in three setting (in this class)
· (1) Intra-group transactions – i.e., parent subsidiary transactions
· (2) “Freeze-out” transactions – i.e., merger where minority SHs are forced to take a certain price
· (3) Close corp. oppression
Overview

· Standard of review for Controlling SH transactions = fairness
· Controlling SH transactions are not subject to the BJR 
· EVEN WHEN approved by disinterested directors / the majority of the minority of SHs
Types of Controlling Shareholder Control

	De jure control
	Owner of more than 50% of shares effectively controls corp.
· Can elect majority of Board 

· Decides all matter submitted to SH vote

· NOTE – there can be special rules in place for board election of SH voting to alleviate issues

	De facto control
	One large block SH (but less than majority) has effective control because all other SHs are decentralized such that they cannot mobilize together
· Large block effectively has great weight of influence

· NOTE – when alleging de facto control, P must factually demonstrate


Intragroup Transactions

	Review of fairness in parent-subsidiary transactions, potentially use Test of Intrinsic Fairness

Test of Intrinsic Fairness is used where:
· (1) The parent owes the subsidiary a fiduciary duty resulting from their parent-subsidiary relationship
· (2) The parent is self-dealing in a transaction with the subsidiary
Applying Test of Intrinsic Fairness

· (a) BoP shifts to the parent to demonstrate fairness
· (b) Fairness of a “high degree” must be demonstrated
NOTE – where elements for Test of Intrinsic Fairness do not apply, use BJR to review transaction


Sinclair Oil Corp. v. Levien (Del. 1971)
· Sinclair Oil Corp. is a hold co., it owns 97% of Sinven’s stock. Sinven is Sinclair Oil’s Venezuelan subsidiary engaged in the exploration and production of oil. As 97% owner, Sinclair nominates all of Sinven’s BoDs – in fact, not a single director was independent (i.e., personally benefit as a result of a transaction (in this case overall setup) in a way not shared by other SHs and they stand on both sides of the transaction). 
· Levien is a minority SH of Sinven, owns 3,000 of 120,000 publicly trade shares outstanding. 
· Related to operations, Sinclair also established Sinclair International Oil Corp. (“SIOC”). SIOC’s purpose was the purchase of all oil from foreign subsidiaries. SIOC had a contract with Sinven that called for payment 30 days after delivery and had a minimum purchase quantity. SIOC repeatedly failed to pay within 30 days and failed to meet its minimum purchase quantity.
· Levien alleges: 
· (1) from 1960-1966 Sinclair cause Sinven to pay out excessive dividends solely at times where Sinclair needed cash; 
· (2) Sinclair denied Sinven international industrial development opportunities. 
· (3) Sinclair cause SIOC to breach its contract with Sinven.

· Review of Test of Intrinsic Fairness
· Does Sinclair owe Sinven a fiduciary duty as a result of its parent-subsidiary relationship?
· Yes. No real question here. As the de jure Controlling SH the duty is owed. 

· Was there self-dealing related to the dividends?
· No self-dealing. Self-dealing related to dividends would be a situation where majority SH chooses to pay itself a dividend and minority SH does not receive a dividend. 
· BJR would be applied – Levien cannot demonstrate gross negligence, i.e., that Sinclair was uninformed or that it acted in bad faith. Additionally, the dividends are not shown to be waste so no liability.
· Was there self-dealing related to the international industrial development opportunities?
· No self-dealing. Standard corporate practice for Sinclair was to have a separate subsidiary engage in expansion in a different country. As such, Sinven was never denied an opportunity it had a reasonable expectancy of taking.
· BJR applied – presumption cannot be refuted.
· Was there self-dealing related to the breach of contract?
· Yes! Sinclair cause Sinven to contract with SIOC and Sinclair controlled SIOC’s operations. Minority SH was wholly uninvolved in this arrangement. It was solely for the benefit of Sinclair. 
· Compare what Sinven would have done had this been a transaction with a 3P. Sinven would have sought redress for breach of contract. Since they did not, there is liability on these grounds.
Freeze-out Transactions

	Freeze-out – the elimination of minority SHs

	Cash-out merger (common form of freeze out)

· Controlling SH transfers its shares in the subsidiary to Newco.

· Controlling SH causes the subsidiaries BoDs to approve a merger with Newco.

· The terms specify minority will receive cash for its shares

· Minority who does not want to accept the deal can seek judicial appraisal of its shares

· I.e., judicial appraisal is the hammer that ensures majority offers a fair price to minority


· NOTE – litigation frequently follows a cash-out merger because of the inherent ability for abuse – i.e., controlling SH parent using its non-independent or interested directors to make decisions
	Del. Legal standard – “entire fairness”
· (a) Confirm fiduciary duty exists (HINT – it always will as a result of majority SH having control)
· Where there is fiduciary duty - BoP shifts and controlling SH is responsible for demonstrating “entire fairness”
· (b) Review transaction for “entire fairness” 
· Two components of entire fairness:
· (1) Fair dealing – when the transaction was timed; how it was initiated, structured, and negotiated; how approvals from directors and stockholders were obtained
· (2) Fair price – economic and financial considerations

Focus on process
· Determining price in a minority shares situation is tough due to appropriately valuing 
· As such, courts focus on process to determine fairness – a fair price is likely to result from fair process

· e.g., did those that voted to approve the transaction have adequate information to do so (such as valuation reports from independent parties); were reasonably available alternatives considered
NOTE – no requirement for “equality” between controlling group and minority group


Close Corporation Oppression

	Situation – a minority SH may only invest in a closely held corp. for the “privileges and powers” that come with ownership – e.g., employment and corresponding salary 
Close corp. oppression – majority uses control to frustrate the purpose the minority SH invested
· Vote the minority out of its BoDs position; relieve (fire) minority SH from its employment
· Essentially, whatever it takes to prevent minority SH from receiving its “reasonable expectations” of ownership 

	Legal standards

· Del. – “entire fairness”

· Massachusetts – “equal treatment”


	Mass. Legal Standard – “equal treatment”

· Balancing of interest between majority’s right to “selfish ownership” v. fiduciary duties of good faith and loyalty to minority SH
· Analysis court should apply:

· (*) Can controlling group (majority) can demonstrate a legitimate business reason for its actions?
· (1) If not & there is harm to minority – Fs & Cs review to assess breach of fiduciary duties based on if majority would have accepted equal value for its shares (“equal treatment”)
· (2) If not & there is no harm to minority – no breach of fiduciary duties

· (3) If there is a legitimate business purpose – minority is not entitled to relief
· Demonstrating legitimate business purpose
· Controlling groups have a right to “selfish ownership” – should have a large measure of discretion in making business decisions (e.g., declaring dividends, deciding on mergers, salaries, firings for cause, etc.)


Wilkes v. Springside Nursing Home, Inc. (Mass. 1976) – Mass. “equal treatment” rule
Wilkes, Richie, Quinn, and Connor all purchased $1k in a corp. and received ten shares each. Corp. purchased a building and started a nursing home. It was understood at the outset that all parties would (1) be directors; and (2) operate the business resulting in equal salaries. At some point, relationships get strained between Wilkes and Quinn. 
· Jan. 1967 - Wilkes gives notice to sell his shares at their appraised value. 
· Feb. / Mar. 1967 – Two directors meetings – the first, Wilkes is not assigned a salary; the second, Wilkes is not voted to be a director. Essentially told he is no longer welcome. 
· The corp. charter did provide the right for a director to be removed for cause. 

Applying equal treatment

· (*) Majority cannot demonstrate it has a legitimate business interest for cutting Wilkes out. Records pre-choosing not to assign Wilkes a salary show that Wilkes always did what was asked of him.
· (1) Wilkes has been harmed – Wilkes invested on the premise that there would be employment opportunities. The Corp. never paid a dividend, so Wilkes has no way to get a return on investment. Since Wilkes’ employment was taken away, Mass. S.C. remands to trial court to determine if $100 a week salary that Wilkes was being paid pre-firing is an appropriate remedy.
Nixon v. Blackwell (Del. 1993) – Del. “entire fairness” rule in close corp. setting

Corp. in question is a closely-held lumber mill. Ps are descendants of founder, Barton. Ds are BoDs from corp. On Barton’s death, left all Class A stock (25% of value; voting stock) to company employees and most of Class B stock (75% of value; non-voting stock) to family with small remainder to employees. Employee Class B shareholders were allowed to receive cash for their shares when they left the company under the Employee Stock Ownership Plan (“ESOP”). The same option did not exist for family Class B shareholders. Ps (family SHs) bring claim alleging breach of fiduciary duty and lack of fairness over ESOP cash out option for employee SHs only. See that without liquidity option, there was no ready market for their Class B shares.
· (a) Confirm fiduciary duty exists
· It does, always does where there is controlling v. non-controlling interest. See that here, despite owning the majority of the stock, family SHs had no vote.
· RESULT – BoP shift to Ds to demonstrate fairness.

· (b) Two components of fairness with “entire fairness”

· Fair dealing – was process appropriately followed?
· Process was fair. ESOP was only available to employees. That had always been the case, even from when before Barton had died. As such, as non-employees, family was not entitled to a liquidity option.
· Fair price – given economics and circumstances, value is fair?
· In this case, given fair dealing, zero liquidity option is fair. 

· NOTE – during review, Del. S.C. found that Ch. of Chancery did not appropriately apply entire fairness standard as there is no requirement for equality.
Remedies for Oppression

	Involuntary dissolution – statutory basis that allows court to order the dissolution of a closely-held corp. in certain circumstances, including oppression of majority SHs

	What occurs on dissolution?
· (1) Corp. ceases to exist;

· (2) corp. sells its assets, pays its creditors; and 
· (3) distributes whatever remains to its SHs


	Test for dissolution

· The court may dissolve a closely-held corp. as a result of a proceeding by a SH if it establishes:
· (*) Directors are acting / will act in a manner that is illegal, oppressive, or fraudulent
· Majority must have been aware of the reasonable expectations of minority SH that it was oppressing for dissolution to be granted.

Alternative option

· Where dissolution is triggered, the majority can elect to purchase the minority shares at FMV to keep the corp. alive

NOTE

· Minority SHs should not use oppression as a coercive tool – court will not order involuntary dissolution where this is the case


Should a minority SH seek an involuntary dissolution?
· Corp. has significant tangible asset – minority SH should seek dissolution because the value of the corp. is accurately reflected in its assets, i.e., after sale of the assets, it will be able to recoup. its return on investment
· Corp. is driven by goodwill – minority SH will prefer a buy-out. Tangible asset sale will undervalue the going concern of business. In a buy-out, the intangible goodwill value will be included in the per share price the minority SH receives.
Equitable remedy – is buyout appropriate?

· Judicial dissolution can occur in the case of oppression – i.e., Controlling SHs failing to allow minority SH to realize reasonable expectations of ownership
· IF - judicial dissolution is ordered, THEN - majority can choose to buyout the aggrieved minority SHs shares
· HOWEVER – buyout does not necessarily allow for realization of reasonable expectation
· Consider
· Minority SH invested in order to receive continued employment and salary – i.e., essentially an indefinite annuity income stream
· Buyout compensates them based on current value of corp. (and may be discounted for minority position) – i.e., a lump sum payment
· Where the lump sum payment does not equal the present value of the annuity, minority SH may be getting the shaft

· So . . .
· Should court’s order an alternative equitable remedy – i.e., enjoin majority to allow minority back into employment role?
· My response – no. If parties have reached the stage where dissolution has been triggered and majority has chosen to buy out minority, there are clearly problems. A court should not force people to work things out as this is no resolution but a continuance of issues – instead court should attempt have minority SH’s shares valued. 

· If value of shares exceeds the present value of the annuity that essentially comes from their continued employment, court should consider (1) allowing minority to keep value; (2) discounting minorities shares for their minority position. The answer could depend on the conduct of the parties.

· If value of shares is less than the present value of the annuity – court could offer majority a choice of (1) let them back in to realize full value; (2) pay a premium on shares to reflect their expectancy interest. 
· NOTE – in considering this analysis, should also consider what jurisdiction you are in.
· Mass. – “equal treatment” must be equal (no minority discounting)

· Del. – “entire fairness” does not have to be equal (i.e., could include minority discounting)
Shareholder Rights

· Shareholders - Owners of the corp.; control voting; elect directors
	Overview of SH Rights

	Vote, sue, sell

· Vote – voice views on various corp. issues and events

· Sue – SHs could sue corp., directors, officers, and / or controlling SHs

· Sell – SHs can exit by selling shares

	Overview of exercising SH rights

· Sell is lowest transaction cost way to express dissatisfaction with management

· HOWEVER – in close corp., may not have a readily available market, gives rise to minority SH cause of action against controlling SH 

· Sue – could be a direct action / derivative action


Overview - Shareholders & Corp. Governance
· Corporations operate in a centralized management structure

· SHs ability to exercise power – i.e., control corp. - is limited by virtue of ceding oversight power to directors 

· As such, SHs have two options to exercise control:

· (1) Passive action – instances where directors initiate and SHs are called to approve or ratify

· (a) vote on fundamental transactions 
· (b) vote on amendments to articles of incorporation

· (2) Active action – instances where SHs can initiate the action
· (a) Propose recommendations for SH vote

· (b) Election, remove or replace directors (requires voting)
· (c) Amend bylaws (requires voting)
Shareholder Voting

· Two aspects

· (a) What gets voted on
· (b) Procedural aspects of voting
· BoD interference with SH voting

What gets voted on
· Active actions - election of directors, removal of directors; amendments to the bylaws (not articles of incorp.; article of incorp. amendments must be director initiated)

· Passive actions - amendments to the articles of incorporation or bylaws (note, directors can also propose bylaw amendments); fundamental transaction (e.g., (i) mergers, (ii) sale of corp.’s significant assets, (iii) voluntary dissolution)
Voting procedure

· How voting takes place 
· Procedural aspects of voting

How voting takes place

	Meeting
	Annual meeting - where SHs elect directors

· Meetings are often statutorily required
· Even in close corps. where it is clear how majority will vote, the meeting needs to be held for procedural compliance 

Special meeting – meetings called for a particular purpose

· Usually called by BoDs or by a SH in accordance with procedure specified in articles of incorporation or bylaws 

· Note, articles / bylaws specifications will either (i) comply with mandatory minimum requirements in corp. law; (ii) advance minimums set by law

	Written consent
	Alt. option to meeting and voting
· Often, SH statutes will require written consent to be unanimous (effectively limiting it to close corps.)
· Del. Rules – SHs in Del. corp. have power to take certain action by written consent of a majority of the corp.’s voting shares
· Del. director election by written consent must be unanimous


Procedural aspects of voting

	Actual voting
	Record date – date on which shares that are entitled to a vote are fixed, i.e., only SHs on corp. books and records as of record date are entitled to vote
· If you sell between record date and meeting date = you can still vote

· If you buy between record date and meeting date = no vote

Quorum – generally, SH meeting must have a quorum equal to majority of shares entitled to vote

· SH statutes allow for articles / bylaws to alteration the quorum rules 
· e.g., in Del., quorum can be as low of 1/3 of SHs entitled to vote

	Proxy voting
	SHs can choose not to attend a meeting and “vote by proxy”
· Allusion – proxy is like power of attorney for voting

Proxy – signed appointment in writing allowing an agent to appear and vote on behalf of SHs

· SHs can (i) cede voting decision to proxy; (ii) direct proxy on how to vote

· For proxy voting, “last in time” counts – so person could technically send more than one proxy in for the same election
NOTE – most voting occurs by proxy


Board of Director Interference with Shareholder Voting
	How to review BoD action that interferes with SH franchise
· Equitable principles – should be employed as a result of power structure – i.e., BoDs only have power because SHs invested them with such power
· BoDs have heavy burden of demonstrating justification for action given importance of SH voting – i.e., BoDs need a “compelling circumstance” to interfere with SH voting


Blasius Industries, Inc. v. Atlas Corp. (Del. Ch. 1988)
Just pre-1987, Atlas finishes a restructuring. December 1987, Blasius Industries (a 9.1% stockholder) tries to encourage Atlas to restructure again. Blasius delivers Atlas a form stating that as a SH, it was going to seek approval from other SHs to (1) adopt a SH recommendation that the Atlas BoDs use the Blasius restructuring plan; (2) amend the bylaws to increase the size of the BoDs; (3) elect 8 directors friendly to the Blasius plan. Despite a SH meeting set to take place on Jan. 6, 1988, an Atlas director calls an emergency director meeting and appoints and seats two new BoD members in hopes of keeping the board majority.
· HELD – Atlas’s late stage move essentially interferes with SH voting mechanism. As such, Atlas has the heavy burden of demonstrating a compelling purpose with interfering.
· If they cannot, recent action of the BoDs will be set aside and SH vote will continue. 
Shareholder Proposals – Raising Items Up for Vote

· Situation – to bring something up for a vote, SHs or BoDs needs to use the proxy machinery – i.e., the process of getting appropriate materials onto proxy statement and sent to SHs so SHs can cast their proxies
· Frequently an issue where disgruntled SH wants to challenge incumbent BoDs
· NOTE – SHs can, if they want to pay, send out proxy materials sua sponte – requires access to the Shareholder List
· Issue – using proxy materials is incredibly expensive!
· Solution – state law = proxy reimbursement rule; federal law = SEC Prop. Rule 14a-8
State law – Proxy Reimbursement Rule
	Law on financing proxy materials

· Incumbent BoDs - can use corporate funds to solicit proxies
· Insurgent SHs – must finance proxy contest upfront; if they win, they can use corporate funds to reimburse themselves

	Normative analysis – should this be the law?
· Yes
· Law prevents wasteful spending by corporation on SH initiatives as SHs need to be serious and have a valid idea before brining one forward

· Also, it is right to reimburse the winners are they arguably have a mandate from SH majority that their action is the right one

· No 
· Voting is one of the few power mechanisms SHs have considering the centralized management structure, by limiting the financing, it prevents SHs from making proposals and entrenches current management.


Federal law – SEC Prop. Reg. 14a-8
· Overview – a SH meeting certain ownership requirements can submit a proposal that meets certain timing and form requirements to have their proposal included in the proxy materials for vote at an annual meeting at the expense of the corp.
Shareholder Eligibility & Procedural Requirements
	SH eligibility
	A proposing SH must:
· (1) Threshold & Timing - Hold 1% of corp. voting shares OR $2k worth of corp. voting shares AND have held its shares for at least on year
· (2) Continuity – Continue to hold its shares and present its proposal at the annual meeting

	Procedural requirements
	· A proponent can submit one proposal per SH’s meeting
· The proposal and accompanying statement cannot exceed 500 words
· The proposal must be submitted 120 days before the day the proxy materials are sent out


Corporate Review of Proposals
	If corp. allows proposal to be included
	Corp. has three options related to included proposals

· (1) Recommend SHs vote against the proposal and give reasons for its opposition
· (2) Recommend SHs vote in favor

· (3) Be silent
Where corp. recommends against

· SH-Proponent has no formal rebuttal opportunity

· However – can challenge corp.’s recommendation with the SEC if it believes it includes false or misleading statements

	If corp. does not include the proposal
	Corp. must file the SH proposal with the SEC and give reasons for its decision not to include to the SEC
SEC staff will respond in one of two ways:

· (1) Tell corp. it plans to recommend the SEC take action to enforce an inclusion
· (2) Issue a “no action” letter – i.e., SEC will take no action, not that they agree with exclusion, just that they are not going to fight corp.

	Judicial options where corp. excludes
	Injunctive relief
· Proponent can seek injunctive relief

· SEC can also seek injunctive relief

Injunction = rare

· Corps. typically acquiesce to SEC’s viewpoint to avoid confrontation 

· If they don’t, fighting is expensive so proponents rarely spend money to do so

	NOTES

· “No action” letters are not a safe harbour

· The letters are not binding in court (also means SHs can sue SEC over decision)
· The SH can still challenge exclusion if corp. has a “no action” letter


Analytical Framework for “Proper Proposals”

· (1) Consider if the proposal is a “proper subject”

· (2) Determine if it meets one of 13 substantive exclusion grounds

	Proper subject

	From SEC v. Transamerica Corp.
· “Proper subject” is one the S/H may properly bring to vote under the law of the corp.’s state of incorporation

· Meaning – federal-state tag team - SEC rules related to S/H proposals are federal; state rules related to what can be brought for vote are state

	Substantive exclusion grounds

	From SEC Rule 14a-8(i) – Proposals that are any of the following can be rightly excluded:

Protect centralized mgmt.

Prevent interfere. w/ mgmt. solicit. of proxies

Prevent misguided proposals

(1) Are improper under state law

X

(2) Would cause company to violate law – state, federal, or foreign law to which corp. is subject

X

(3) Would cause violation of proxy rules

X

(4) Are personal grievances or special interests – i.e., redress of personal claim against corp. or proposal that results in benefit to proposer that is not shared by other S/Hs at large

X

(5) Relevance – related to less than 5% of company’s (i) total assets; (ii) net earnings; and (iii) gross sales for most recent year; AND is not otherwise significantly related to company’s business

· There are two tests here, see below
X

(6) Could not be implemented due to lack of power or authority

X

(7) Are management functions – i.e., those that deal with ordinary business ops.

X

(8) Are related to specific individual’s participation or disqualification in Director Elections

X

(9) Conflict with company’s proposals – only those company proposals to be submitted at the same meeting

X

(10) Have been substantially implemented – this includes proposals that seek to include advisory votes in future

X

(11) Are Duplicates – note this only covers proposals submitted for the same meeting

X

(12) Are resubmissions – substantially the same subject matter as other proposals previously included in the last 5 years

X

(13) Specify a dividend amount

X



	Most Frequently Used

	· (1) – Not proper subjects under state law, (5) – Not significantly related to business, (7) – Ordinary business ops.


(1) Not “proper subjects” under state law
· Resolutions that are binding on BoDs are not “proper subjects” for S/H voting

· Meaning – S/H resolutions must:

· (1) Be “precatory” – expressing a wish or request
· (2) Address fundamental business strategies or matters of “public policy”

(5) Relevance
	To properly exclude on the basis of relevance, Corp. must demonstrate both:
· (1) Economic threshold – relates to less than 5% of the company’s (i) total assets; (ii) net earnings; and (iii) gross sales for the most recent fiscal year
AND

· (2) Significant relation - is not significantly related to the company’s business

	Demonstrating “significantly related”
· Significantly related proposals are those that are important public policy questions – i.e., those of ethical or social significance

	NOTE

· Proposal that is not excludable under (5) – Relevant could be excludable under (7) – Ordinary business


Lovenheim v. Iroquois Brands (D.D.C. 1985)

Lovenheim owns more than $2k worth of Iroquois Brands, a food distribution company, and had for more than one year. Lovenheim submitted a proposal that Iroquois excluded under Rule 14-8(i)(5) – relevance, related to considering a study concerning how the Iroquois suppliers produce foie gras. Foie gras was 0.4% of Iroquois’s assets, it was less than 5% of revenue, and the company had a net loss on the product. 
· ISSUE – does the “not significantly related” portion of (5) relate to the economic threshold, or is it a separate analysis point?

· HELD – it is a separate analysis point. Pre-1983, the rule just said “not significantly related.” 
· SEC added objective economic standard to make the rule easier to implement for corps. – i.e., if more than 5%, no arguing about less than 5% being irrelevant. 
· Practical result - despite not meeting the economic threshold; foie gras was related to a moral or ethical issue. As such, the proposal for study could not be excluded for relevance. 
· NOTE – had the proposal said “Board will conduct a study” – this would have been excluded under (i)(1) as it is a demand for board activity.
(7) Management function – ordinary business policy
	“Ordinary business” / management functions 

· Things mundane in nature that do not involve significant policy issues
Analysis framework

· (1) Discern subject matter of the proposal – substance over form analysis
· (2) Determine if the subject matter relates to ordinary business ops.

· (3) Even if it does, does it raise a significant policy issue such that it “transcend the nuts and bolts of ordinary business”
Decisions that involve significant policy issues: 
· DO NOT transcend “ordinary business” where they affect day-to-day decisions
· DO transcend “ordinary business” where they target the corp.’s very existence 


Trinity Wall Street v. Wal-Mart (3rd Cir. 2015)
Trinity purchased enough shares and held them long enough to submit a proposal. Trinity requests Wal-Mart include a SH proposal in its proxy materials for Wal-Mart BoDs to develop and implement standards for management to use in deciding whether to tell products that: (1) especially endanger public safety; (2) have the potential to impair the reputation of Wal-Mart; and (3) would reasonably be considered by many offensive to the family and community values integral to Wal-Mart’s brand. Their proposal specified they wanted Wal-Mart to stop selling high capacity firearms. Trinity argued that Wal-Mart had stopped selling handguns in stores near cities and had stopped carrying explicit lyric CDs, yet still sold high capacity firearms at some locations.
Trinity sent Wal-Mart the proposal. Wal-Mart rejected its inclusion on grounds it was seeking to regulate an “ordinary business” function. SEC staff issued a no action letter.
· HELD – the proposal is excludable because it relates to Wal-Mart’s ordinary business operations, i.e., it relates to the product mix that a big box retailer decides to carry on its shelves in a variety of locations. 
· (1) The substance of Trinity’s proposal is they want to make recommendation related to channel management or merchandising – i.e., what product mix is going on the shelves across Wal-Mart’s locations
·  (2) Channel management / merchandising falls squarely within Wal-Mart’s day-to-day business operations. It is a fairly mundane decision for a retailer. 
· (3) Guns are clearly a significant policy issue – however, they do not transcend the nuts and bolts of ordinary business. 

· Had this been a Philip Morris shareholder asking the company to study the effects of selling products linked to cancer or Sturm Ruger saying study to decide on stop making guns, these questions would have struck the very existence of those companies. 
· This is different because it is a decision about the core function of the business – i.e., which products to put on store shelves. 
Active Action – Shareholder recommendations

· Governs issues over which SHs lack authority to take independent action – i.e., actual action would need to be taken by the BoDs

· Generally – no limits on SHs voting to express a requestion for action by the BoDs

· Certain timing requirements would need to be followed to allow materials to be included in proxy materials

· So long as these are met SHs can essentially picket through recommendations

Auer v. Dressel

Ps owned a majority of Class A stock. As part of a broader action, Ps wanted to vote on proposing a recommendation for the BoDs to fire the current president and “demand” reinstatement of the past president (Auer was the past president). 

· HELD – there is no reason not to allow SHs to express themselves, i.e., vote on making their recommendation
Active Action – Removal or replacement of directors

	DGCL 141 - Removal of directors

· SHs can remove directors with or without cause
· However, articles of incorporation can specify that removal has to be for cause
· Articles of incorporation cannot limit, restrict, or remove SH power to remove a director for cause

	Removal for cause

· Three requirements for removal for cause

· (1) Specific charges (i.e., demonstration of cause)
· (2) Adequate notice

· (3) An opportunity for the director to defend itself

· NOTE – nor requirement of court-level formality

	Opportunity to defend itself
· Can take two forms:
· (1) Inclusion of defense information in proxy materials 

· (2) Verbal presentation at in-person SH meeting
· NOTE – if no defense information is included in proxy materials, no proxy votes can count towards removal


Issues with director removal

· Removal of directors can result in board discontinuity

· Removal can also affect director independence – i.e., director would not be independent of the SHs as they feel forced to make an unpopular decision
Judging Cause
	What is cause
	What is not cause

	· Harassing or destructive behavior – e.g., sending so many records requests that corp. employees cannot fulfill their day-to-day roles
	· Actions related to director desire to control corp. – e.g., general desire and lack of cooperation with corp. officers


Filling vacancies

	DGCL 223 – Vacancies and newly created directorships
· SHs have ‘inherent right’ to fill a newly created directorship between annual meetings
· Directors can also fill newly created vacancy


Campbell v. Loew’s Inc. (Del. Ch. 1957)

Two factions in Loew’s corp. governance emerge – one under Pres. Vogel (also a director), the other under Direct Tomlinson. A few directors quit the board. Tomlinson calls a BoDs’ meeting (in accordance with bylaws) and only his BoD cronies attend. They vote to fill the open BoDs seats. Pres. Vogel then calls a special SH meeting for the purpose of (1) removing all Tomlinson directors; and (2) replacing them by SH vote. 
· HELD – Directors can fill vacancies on the board, so the directors elected by Tomlinson and cronies are properly seated. Pres. Vogel can hold a board meeting to challenge Tomlinson and his cronies BoD behavior and potentially vote them out of office related to that behavior – i.e., the for cause aspects described above. 
Active Action – Bylaw Amendments

	Importance

· A proper bylaw is binding on the BoDs; a SH recommendation is just that 

· I.e., SHs can exercise power over limiting director action with bylaw amendments.


NOTE – DGCL 109 – Bylaws – Confers amendment ability on SHs; however, allows for directors to also be given ability to amend the bylaws
Shareholder Inspection Rights

· ​Situation – SHs need access to corp.’s information in order to exercise their power
· Vote (and raise proposals to vote on) – to raise proposals, SHs need to understand how corp. is currently functioning or decision making process it engaged in such that it can target specifics in SH proposal
· Sue – to allege facts in a complaint to avoid motion to dismiss for failure to state a claim, SHs need facts about (i) if directors were informed; (ii) what kind of BoDs information reporting systems are in place, etc.
· Solution – state corporations law codifies the right of SHs to inspect books and records, SH lists, and stock ledgers
· Books and records - includes articles of incorporation, bylaws, minutes from SH meetings, minutes from board meetings, accounting records, etc.
	IMPORTANCE

· Del. courts have started to chastise and are more likely to dismiss complaints where the SHs bringing suit have failed to request inspect books and records 


Inspection Process Overview

	Shareholder makes request
	· (i) State purpose of making request; 

· (ii) demonstrate there is a “proper purpose;” and

· (iii) demonstrate records sought are connected to the purpose

	Corporation action
	Two options

· Approve – SH will be granted access

· Deny – Corp. can deny

	Judicial challenge to denial
	A denied shareholder can seek a remedy in equity to access the records it wants


Del. Inspection Statutes
· Overview – BoP related to demonstrating “proper purpose” depends on the records sought
· Books and records – SH has the burden to show “proper purpose” for each item sought
· Stock ledger and shareholder list – Corporation has the burden to show the SH’s inspection request is for an improper purpose

	DGCL 219 – List of stockholders entitled to vote, penalty for refusal to produce, stock ledger

	(a) – List of voting SHs at meetings
· 10 days before a meeting, the corporation shall prepare a complete list of stockholders entitled to vote
· List should include (i) names; (ii) physical address; (iii) shares owned

· The list shall be available for SH examination “for any purpose germane to the meeting for a period of at least 10 days prior to the meeting”
· List should also be available for SHs at the meeting

	(b)  - Options when corporation refuses examination by SHs
· SH refused access can apply to the Ct of Chancery to compel access to the list for examination
· If the SH applies, the BoP is one the corp. to show the SH seeks the list “for a purpose not germane to the meeting”

· Chancery can take action it deems appropriate – e.g., setting terms by which SH can view list; postponing meeting; voiding the results of the meeting

	(c) – “Stock ledger” meaning
· Record of (i) names; (ii) physical address; (iii) number of shares registered in the name of each SH; and (iv) all issuance and transfers of stock of the corp.
· To examine the list or vote, have to be included on the “stock ledger”


	DGCL 220 – Inspection of books and records

	(b) – Information demand

· Any shareholder – in person, or by attorney or agent
· Upon written demand under oat stating the purpose thereof

· Shall have the right (during the usual hours for the business) to inspect for proper purpose, and to make copies and extracts from:
· (1) Corp.’s stock ledger, a list of SHs, and its other books and records; AND
· (2) A subsidiary’s books and records (under certain conditions)

**

· Proper purpose – purpose reasonably related to such person’s interest as a stockholder

	(c) – Option for Shareholder in the case of denial / no response
· After 5 days of silence, SH has right to apply to Del. Ct. of Chancery for order to compel inspection
· For books and records (i.e., no stock ledger or shareholder list)

· Must demonstration: (a) they are a shareholder; (b) they have otherwise complied with this section; (c) their inspection is for proper purpose

	(d) – Director’s Rights
· Director has the right to examine the corporation’s books and records, stock ledger, and shareholder list for any purpose reasonably related to its position as director
· BoP is always on corp. to show director’s purpose is not proper


Proper Purpose

	Proper purpose

· A “purpose reasonably related to such person’s interest at a stockholder” – i.e., “credible basis”
· Credible basis must be demonstrated with each individual items sought 
· Has been called the lowest burden of proof known in law
· Where a specific harm is being investigated, purpose should be supported with an evidentiary showing that demonstrated specific harm
· Requires very little evidence

	NOTE

· Right to access cannot be limited for an improper secondary purpose

· Right includes inspection of books and records pre-SH held stock 
· I.e., could request all relevant years related to current scandal affecting current share price, even if all relevant years extend back to before SH was a SH

· Right includes materials produced by third party advisors – what is significant is that they were produced for the corp. an in the corp.’s possession.


State ex rel. Pillbury v. Honeywell (Minn. 1971, applying DGCL 220)

Pillsbury wishes to stop Honeywell’s production of fragmentation bombs used in Vietnam. Pillsbury purchased 100 shares through his broker and 1 share himself to have a voice in the corp. Pillsbury then requests the SH list to solicit proxies for the election of a new director who shares his fragmentation bomb view. Honeywell denies.
· HELD – Honeywell’s denial was appropriate as Pillsbury’s motive was not reasonably related to its interests as a stockholder, but rather its social policy interests.
· Reasons related to interest as a SH must be an economic interests

· Social or political concerns are fine so long as they are couched in concerns about economic interest.
Saito v. McKesson HBOC (Del. 2002)

McKesson and HBOC enter a stock-for-stock merger on Oct. 17, 1998. Oct. 20, 1998 Saito purchases McKesson stock. In Q2, 1999, McKesson HBOC issues a series of financial restatements which result in derivative litigation. Saito is one of the four named plaintiffs in the derivative litigation. As part of discovery for derivative litigation, Saito made a books and records request. Specifically, wanted information relating to the merger and wanted reports prepared by Arthur Anderson related to the FDD on the merger.
· HELD – Saito’s requestion was proper as it was related to its economic interest as a stockholder.

· It did not matter that Saito was asking about books and records from before he was a SH, what matters is that there was harm to his current economic interests that he wanted to rectify.
· It did not matter that the FDD reports were prepared by Arthur Anderson, a third party. What mattered is that the McKesson HBOC was in possession of them as part of the merger documents. 
In re Facebook Section 220 Litigation (Del. Ch. 2019)

FB knew it had been hacked, it knew it had to comply with the FTC regulations, and the board largely failed to take action to prevent future hacks. Upon second hacking, Local No. 79 (institutional investor pension fund) made a records request for all board meeting minutes from 2017 through the middle of 2019 in order to assess a Caremark claim. Stated that its purpose was to investigation the BoDs actions related to discharging their duty to establish an information reporting system.
· HELD – Given the facts that transpired with two hackings, Local No. 79 met its minimum “credible burden” evidentiary request to support its request for board meeting minutes. They should be turned over.
Shareholder Litigation

· Overview topics

· Derivative v. direct action

· Demand requirement

	Policy – Is SH litigation beneficial or harmful?

	Beneficial
	Threat of litigation results in director / officer conduct that is more beneficial to SHs
· One of the few real checks on directors

	Harmful
	Imposes great cost on the corporation with little benefit
· Individual SHs are not incentivized to bring suit because their person damages will be small

· Plaintiff’s counsel is the real winner – Court will generally award P’s counsel fees when they bring a claim that results in a settlement of damages

· However, see that P’s counsel being incentivized may be necessary given that individual SHs are not 

	Additional considerations
	Without litigation – besides vote or sell, the corporate form breaks down.
· The decentralized management structure would not work as SHs would need to spend more time actively managing their investment / be intimately involved

· Would not be able to diversify – puts us back in the same place as pre-corp.


Derivative v. Direct Action
· Key difference – direct actions are not subject to derivative procedure
	Derivative action

	Definition
	Action brought by SHs on behalf of the corporation in which they hold stock

	Notes
	SHs assert rights that belong the corp. because the BoDs has failed to do so

· Hence why there is a demand requirement – BoDs need chance to ask first

Corporation will be a named defendant – however, action is for the benefit of the corp.
Any remedy flows to the corp., not the SH plaintiff
Court must approve settlements – this avoids attorneys settling on terms valuable to them but not valuable to SHs or the corp.
Issue / claim preclusion – a settlement / judgement is the corporation’s global interest in the claim (i.e., can only be asserted by one SH)

	Parties
	Defendants
· Theoretically – could be any party that harmed the corp.

· Practically – it will be a corp. insider (i.e., director or controlling SH)
· Litigation against outsider defendants usually falls within purview of BJR and decisions from BoDs will be respected
Plaintiff

· Individual SH(s) will represent corp. and attempt to vindicate the interest of all SHs

· SH must maintain shareholding throughout suit

Plaintiff’s counsel

· Attorney can apply to court for fees based on all money that goes back to the corp., not just the SH they represent

	Direct action

	Definition
	Action brought by SHs on their own behalf to vindicate their individual rights, not the corporation’s rights

	Notes
	Frequently brought act class action lawsuits
No demand requirements with direct suits since P is pursuing its own rights, not seeking to pursue the rights of the corp.
Board has no ability to take over and seek dismissal before trial

	Parties
	Defendants
· Corp. insiders who’s actions have harmed SHs

Plaintiffs

· Individual SHs representing their own rights
Plaintiffs’ counsel

· Fees can still be quite large considering it will likely be a class action


	Actions that are thought of as direct (i.e., not subject to derivative procedure)

	Protection of financial rights
	· Compel dividends / protect accrued dividend arrearages

· Compel dissolution, etc.

	Protection of voting rights
	· Enforce right to vote

· Prevent dissolution of voting rights

· Enjoin improper voting

	Protection of corp. governance
	· Enjoin unauthorized acts

· Challenge use of corp. machinery or stock issuance for wrongful purpose (i.e., anything that vests management with more control)

· Demand notice or holding of SHs’ meeting

	Protection of minority rights
	· SH challenge to:

· Improper expulsion (i.e., through M&A, redemption, etc.)

· Prevent oppression or fraud

· Hold controlling SHs liable for acts that depress minority SH value

	Protection of informational rights
	· Inspection of corp. books and records


Deciding between derivative and direction action
	Two question framework (from Tooley v. DLJ, Inc.)
· (1) Who suffered the alleged harm?
· Corp. or the suing SH – i.e., has P demonstrated they can prevail without showing injury to the corp.?
· (2) Who would receive the benefit of any recovery or other remedy?
· Corp. generally or SHs individually

	Other notes for direct action

· Direct injury must be independent from an alleged in jury to the corp.
· SH must demonstrate the duty breached was owed to the SHs directly

	Decision waterfall
· (1) Harm to corp. / remedy to corp. = derivative action

· (2) Harm to SH / remedy to individual SH = direction action

· (3) No cognizable harm = no action


Tooley v. DLJ, Inc. (Del. 2004)
Spring 2000, DLJ, Inc. was 71% owned by AXA Financial. Fall 2000, Credit Suisse agreed to acquire DLJ. Something happened with tender offer, DLJ BoDs and Credit Suisse agreed to postpone accepting the DLJ stock tendered by the minority SHs for a period. Eventually, the acquisition closes.
· (1) Prior DLJ minority SHs bring a derivative action against prior DLJ BoDs alleging harm to the corp. over delay which resulted in a time value of money loss to the minority SHs but a gain to AXA Financial.
· Ct. of Chancery dismissed complaint for lack of standing – i.e., since acquisition closed, no longer SHs so they have no interest in protecting the corp.’s interest.
· (2) Ct. of Chancery considered a direct action

· Agreed that in this instance, if there was harm, it would be to the minority SHs individually without any harm flowing to the corp. 

· Any injury suffered would be the loss in value of the direct SHs shares.

· Thus, if there was a claim, it would be a direct action.
· (3) Ct. of Chancery finally concluded that there was no harm to be demonstrated as of the date of the suit – as such, no action. 
Derivative Suit 
· Two separately litigated phases in a derivative action:

	(1)
	Compelling corporation to sue
	Demand requirement

	(2)
	Suit-in-chief
	Where corp. (sometimes through an SLC) can take over the action for the SHs


Demand requirement

· In bringing a derivative suit, SH plaintiff must either:

· Demand requirement - make a pre-suit demand of the BoDs to assert the corporation’s rights
· Demand futility – allege reasons as to why a demand would be futile – i.e., why they did not make one
· Practically
· Since the derivative suit will be against a corporate insider, the SH will almost always forgo making a demand and allege demand futility – e.g., SH will not allow director to decide about pursuing the corporation’s rights against itself
· IF – SH does make a demand; THEN – courts treat the BoDs decision on whether to take action under the BJR
	DEMAND REQUIREMENT ONLY WITH DERIVATIVE ACTION

· A derivative action arises b/c BoDs has decided not to / failed to assert the corporation’s rights 
· DGCL 141 - BoDs are responsible for corporate operational management decisions – i.e., business affairs of corp. (per their election by the SHs)
· Thus, before a SH can bring suit attempting to assert those rights – must ask BoDs to perform their DGCL 141 function
· A direct action arises b/c SH individually has been harmed

· There is no reason a SH would need to ask the BoDs before asserting its own rights


Demand futility

	SH-P must allege particularized facts creating:

· (1) Doubt as to whether the directors are disinterested / independent; or

· (2) Doubt as to whether the underlying transaction is the product of a valid exercise of business judgement

· So long as P can demonstrate either, it can survive a motion to dismiss

	Doubt as to disinterested / independent 
· Threat of personal liability is insufficient standing along to make a director disinterested
· I.e., just because claim will require them to sue themselves, does not make them interested / not independent

· Premised on fact that BoDs owe fiduciary duties to SHs

· Must demonstrate that a majority of the BoDs are disinterested / independent such that they could group and vote against asserting corporation’s rights
· E.g., Marchand v. Barnhill – P was only able to show 7 of the 15 directors were interested, as such, no demand futility
Doubt as to valid exercise of BJR
· Demonstrate that directors failed to act on an informed basis / transaction constituted waste
· Per BJR, transaction will not be presumed wrong, SH must allege facts that creates doubt as to if exercise of business judgement was valid


Aronson v. Lewis (Del. 1984)
Lewis is a shareholder of Meyers Parking Systems, Inc. Defendants are Meyers Parking, Director Aronson, and 9 of the corporation’s other directors. Suit challenges a transaction between Meyers Parking and one of its directors who is also the majority SH, Fink. The transaction was BoDs voting to approve a “consulting agreement” that seems more like a sweet retirement package for Fink. Fink, as majority SH, had used his voting power to select every seat on the BoDs. 
· Lewis files derivative action alleging transaction was a waste, alleges demand futility on grounds that all directors were involved in approving “consulting agreement” and were voted in by Fink. 
· BoDs move to dismiss on grounds (i) no demand was made; and (ii) the allegations concerning demand futility are inadequate.
· HELD

· (1) Doubt as to director interest / non-independence

· Demand is not futile simply because directors were involved in approving consulting agreement – just because bringing suit would require they assert the corporation’s rights against themselves is not enough.
· BoDs owe duty of loyalty to SHs to put SH’s rights ahead of their own

· Demand is not futile from a general allegation that all directors were in effect approved by the person benefitting from the transaction.

· SH is required to allege specific facts that demonstrate directors are interested or not independent

· (2) Doubt as to valid exercise of BJR
· On facts alleged, no showing of failure to validly exercise BJR (i.e., informed and in good faith)

· Also, no facts to meet the high standard for the waste claim
· RESULT – complain dismissed

Special litigation committee (“SLC”)
	Special litigation committee – committee of BoDs formed in response to a derivative action for the purpose of investigating the claims in the complaint
· SLC is assembled to make a recommendation to the court on if litigation should proceed
· SLC will hire its own lawyers

· If the SLC concludes the case should be dismissed or corp. as defendant should move for SJ (practically what they always do)

· SLC will file a pre-trial motion based on an extensive written report detailing its findings and recommendations
· SLC will be composed of independent directors

Essentially, this is BoDs saying “hey, SH. Thanks for starting this suit on behalf of the corp. We want to take back over now.”

	Judicial review of SLC decisions
· SLC’s independence and disinterestedness can always be challenged

· Review framework
· N.Y. – decision of SLC is subject to true BJR; however, P can challenge (1) SLC’s independence and disinterestedness; and (2) methods of review
· Del. – two step: (1) corp. is required to demonstrate SLC members are independent and disinterested AND have a basis for reaching their conclusion; (2) court independently reviews decision of SLC to determine if they would conclude the same


N.Y. – SLC deference

	P can challenge:

· (1) Director independence and disinterestedness
· (2) Methods of review undertaken by SLC
P cannot judicially challenge:

· Decision of SLC – decision is within the purview of the BJR


Auerbach v. Bennett (N.Y. 1979)
General Telephone and Electric Corp. (“GTE”) acknowledged in a brief it filed with the SEC that it had paid $11m in bribes and kickbacks. SHs bring a derivative action against directors. GTE appoints 3 new directors to serve as an SLC. SLC concludes that it is not in the best interest of the GTE to proceed with the litigation as it will be harmful to reveal who they paid bribes to. Based on SLC recommendation, the corp. moved for SJ and the court granted.
· SHs sought judicial review of SLC decision.
· HELD – court should not probe what factors the SLC used or what weight they assigned to each factor in determining dismissal, this is within purview of BJR. 
· Court can review (1) independence and disinterestedness of SLC; and (2) if the SLC undertook an appropriate review of the matter. 
· Since Ps did not challenge either of those in this case, not reviewed and motion to dismiss upheld.
Del. – Two step framework
	Two steps in judicial review – from Zapata v. Maldonado (Del. 1981):
· (1) Corp. is responsible for demonstrating both of the following: 
· (a) the SLC’s independence and good faith
· No presumption of independence, must be shown

· (b) the SLC’s basis for supporting its conclusions

· (2) If corp. is able to demonstrate (1), court independently reviews decision of SLC = “judicial BJR”

Operation of steps

· Court can determine that SLC is not disinterested or independent – if this is the case, inquiry stops, motion to dismiss will be denied
· Step (2) is included in case corp. can demonstrate (1) but it just does not feel right – fails smell test
· In these situations (pass (1) but fail (2)), SLC is allowed to continue managing the litigation on behalf of the corp.


Which is the rights method – N.Y. or Del.?

	Criticism of Del.
	The whole point of the business judgement rules is that the court does not have to assess the adequacy of the BoDs decisions – having them do so is defeatist. 
· Courts should stick to reviewing what they are capable of reviewing – i.e., if process if appropriate

	Criticism of N.Y. Method
	If an independent and disinterested SLC can always independently conclude to kill a derivative suit, then what is the point of having a derivative suit?
· True that strike suits exist and that they tie up the corp.’s decision making power and assets in fighting them
· But . . . just because there are bad apples does not mean asserting the rights of the corporation should be taken from the SHs
· Without derivative actions, a SHs tools for policing BoD and officer behavior are slim given costs of direct action
· Hence why judicial involvement in decision is key


Other SLC Notes

	Zapata v. Maldonado (Del. 1981) - Court decided several other points about SLC’s during this case

Do BoDs have the option to get re-involved in SH litigation?

· Yes. See that derivative suit is the assertion of the corporation’s rights. The BoDs are ultimately responsible for choosing to assert those rights per their delegation of operational decisions.

· Pre-demand by SHs – BoDs could independently choose to pursue the corporation’s rights

· During demand – BoDs can choose to take the action the SHs request

· Post demand – if BoDs later decide that the corporation’s rights are worth pursuing, they could assert them

· THUS – BoDs retain management power to decide about the suit and can remain involved. 

Does a committee of the BoDs hold the operating power of the board?

· Yes. DGCL 141(c) allows a board to delegate is authority to a committee. As such, the committee has the power to move for dismissal or SJ just like the full board would.

Can the interested / non-independent directors appoint the directors then form the SLC?

· Not an issue. It is theoretically possible for the SLC to be independent and disinterested despite the directors being appointed by the interested or non-independent directors who left the corp. in a tough spot.


Shareholder Litigation – Policy Implications
· Topics:
· (1) Attorney’s fees
· (2) Remedies in SH litigation
Attorney’s fees
· Issue with SH litigation – the individual SH who “champions” the litigation has to financial reward for doing so; real winner is the plaintiff’s attorney
· Individual

· Direct action (usually a class action) – individual SH-class representative only receives their pro rata share of the class recovery
· Derivative action – individual SH only receives their pro rata share of any resulting value increase as a result of the litigation

· Plaintiff’s attorney
· Settlement is usually a contingency portion of class wide relief in direct action or recovery on behalf of corp. in a derivative action
· Backwards incentives
· Attorney wants quick settlement – attorney will be incentivized to take a deal, i.e., no trial for large recovery on this party. 
· This may leave SHs in a place with little to no individual benefit. 

· Nuisance (a/k/a strike) suits – since the attorney really wants a quick settlement, they may be willing to take a claim they feel shakey about going to trial with as they know corp. also does not want to spend the money to fully litigate
Fees in SH litigation

· American rule – in U.S. litigation, everyone pays their own costs
· SH litigation exception – in SH litigation, a prevailing plaintiff’s attorney can apply to the court to award fees

	Lodestar method
	Step 1 – rate x hour

· Court determined rates will be based on the attorney’s experience and skill

· Court will ensure hours are reasonable

Step 2 – use “multiplier” on result from S1

· “Multiplier” is how case specific facts come into play – i.e., complexity, chances of success, etc.
	Issues
· Encourages driving up hours
· e.g., excess discovery, going to trial
· Can incentivize settling for less due to there being no incentive to drive up settlement for attorney

	Percentage recovery method
	Break points are used to avoid recovery getting out of control

· $100m and under – between 20% to 35% will be awarded

· Over $100m – fee percentages starts to decrease
	Issues
· Incentivizes maximizing rate per hour – so settle quick

· Disincentivizes non-pecuniary relief

· Incentivizes pulling more attorneys in to “case split”
· With more hands in the pot, want to settle increases so some return is had


Remedies in SH litigation
Settlements

· Per reasoning above – settlements are very, very common in SH litigation
· Safeguards in place – FRCP 23 & state procedural rules require the judge to approve settlements in order to ensure fairness
Non-pecuniary relief

· Arguably, this is what actually will provide the most value to the SH-Plaintiffs in a derivative suit
· e.g., add an outside director, create an independent audit committee, require an additional disclosure pre-transaction, etc.

· Issue – non-pecuniary relief is hard to value. As such, the P’s attorney may not as vigorously argue for it as their compensation is not dependent on it
Purpose of the Corp. – Who does corp. serve?

· Two views:
· Shareholder primacy

· Corporate social responsibility (“CSR”)
CSR

· A/k/a – “entity model” – corp. is an entity that exists within its community
	Directive
	Corp. is an economic institution which has a social service as well as profit making function

	Operational result
	· Directors owe duties to corp. as an entity, not just SHs only

· Corp. should invest to earn a return for its SHs, but should also attempt to better its community
· Environmental, social, governance (“ESG”) should play a role in decisions 


Shareholder Primacy

· A/k/a – “property model” – corp. is a form of private property held by the SHs
	Directive
	Corp. powers are held in trust for the ratable benefit of the SHs

	Operational result
	· Directors owe duties to SHs only
· Only responsibility of the corp. is to use resources and engage in activities to increase profits within laws and regulations


Considering the two views
· Which model gets picked dictates what laws need to be in place

· Shareholder primacy – need more laws about information reporting so SHs can protect their investments; also need laws about free and open competition

· CSR – laws should regulate the actions of the corp. and limit things like working conditions, CEO pay, etc.
· Which model dictates operating decisions

· e.g., a retailer can make a wild markup on guns. Should the retailer sell guns in a city that has a high crime rate?
· Which model dictates shareholder expectations

· If corp. states its purpose in its articles of incorporation is to aid in helping a certain cause, it may not come as a surprise to the SHs that the corp. forgoes certain business opportunities to preserve capital to invest in that cause. 
· Investment decisions are usually subject to BJR – however, this doesn’t stop SH suit over them
Charitable Giving
· NOTE – old rule = corp. charitable giving was ultra vires (beyond ones power)
	DGCL § 122 – corp. shall have power to make donations for the public welfare or for charitable purposes, and in times of war or other national emergency in aid thereof

	Judicial review of corp. gifts - Test is “reasonableness”
· Purpose - not reasonable if to an illegitimate foundation, i.e., should probably be a cause recognized as tax exempt by the IRS
· Amount – within reasonable limits; IRS limitations on tax deductibility are indicative, but not a cap.


Theodora Holding Corp. v. Henderson (Dec. Ch. 1969)
Girard Henderson was the dominant SH of Alexander Dawson, Inc. As part of a separation agreement with former spouse, transferred $11k of shares to Theodora Henderson who already owned $37k. Theodora’s daughter, Theodora Ives, was also a SH. One year where corp. profits were $20m (when IRS limitation was 5%), Girard asked the board to approve a $500k stock gift to a foundation he had set up. The Theos attempted to redirect the gift to their own foundation. Girard voted Theo Ives off the board and got his gift approved.
· HELD – Girard’s foundation was a recognized IRS charity, so it is a reasonable purpose; further the $500k was well inside the IRS cap. of $1m for deductibility so the amount is reasonable. 
· As such, direction of gift cannot be sued over. Gift stands. 
Securities Fraud

· “Security” – financial instrument that represents some type of value, e.g., stock or bond
· Governed by federal law – primarily involves public companies
Overview of Law

	Federal law
	Overview
· Law is not merit based – law is entirely about appropriate disclosure 

Securities Act of 1933 (“33 Act”)
· Regulated the sale of securities

· Laws about “registering” stocks and providing public information about corp. management, plans, financials, etc.
Securities Act of 1934 (“34 Act”)
· Regulated the market for sale of securities

· Created the SEC to administer the 33 Act

	State law
	Federal law preempted pretty much all state law in the ‘90s over concern from corporations that it was too costly to comply with several local requirements
· States can bring antifraud proceedings

· Some states has reporting requirements and issuing fees for securities that are not governed by federal law


Market Efficiency

· Securities law is based on idea that everyone has the same or similar information AND that everyone is using that information to make informed decisions about pricing transactions

· “Market efficiency” – idea that all available information is currently reflected in the market price for a security
· I.e., law makes it illegal to trade with non-public information as this give you an advantage on the market
Securities Fraud – Reporting Failure
· § 10(b), 34 Act – authorized SEC to make unlawful “any manipulative device or contrivance” used or employed “in connection with the purchase or sale” of a security
· Rule 10b-5 – compels honest and full disclosure is all securities-related communications
· Interrelation of laws – SEC promulgated 10b-5 under is rulemaking power in § 10(b), i.e., to violate 10b-5 is to violate § 10(b). 
**

· Typically applies in a securities fraud class action (“SFCA”) – same with direct action, individual damages won’t be high enough, need the group to make litigation worth it

10b-5 Elements

· (1) Makes materially false or misleading statement

· (2) with intent to deceive (in connection with the purchase and sale of securities)
· (3) upon which plaintiff relied

· (4) causing loss to the plaintiff. 

**

· The plaintiff is a party who has lost something of value due to the false or misleading information
· Seller-P – P would not have sold or would have sold for a higher price

· Buyer-P – P would not have purchased or would have purchased at a lower price

Plaintiff’s reliance
· NOT AT ISSUE – “fraud on the market” – because the law is based on everyone acting with the publicly available information, P’s reliance is assumed as they bought at market price.
· I.e., the fraud was baked into the market price, so P relied on price reflecting honest information in purchasing
· Why use fraud on the market?
· In a class action, common claims must predominate – if reliance had to be shown for each in a SFCA, it would be impossible to show predomination.
· How to defeat claim
·  The link between the price and the fraud or the decision to trade and the fraud needs to be severed
· Price – show that market makers (i.e., institutional investors) were privy to the trust, so market did not reflect the fraudulent information

· Trading – demonstrate that Ps would have traded anyway
Materiality

	Materiality – whether a reasonable investor would have considered the omitted information significant at the time
Forward looking information; contingent events or speculative events 
· No specific date information becomes material

· Balancing test; when considering materiality balance the probability the event will occur with its anticipated magnitude

	“No comment” (Basic v. Levinson, n. 17)
· To be actionable, statement must be misleading
· Silence in the absence of a duty to disclosure is not misleading

· “No comment” is the functional equivalent of silence 


Basic v. Levinson (1988)
Sept. 1976, Combustion meets with Basic officers and directors concerning a potential merger. In 1977 & 1978, Basic issued three public statements denying it was engaged in merger negotiations. Between Oct. 1977 and Nov. 30, 1978, Levinson et al. sold their stock after Basic’s first statement saying no merger. Dec. 20, 1978, Basic sells to Combustion per their tender offer of $46 / share. 
· Court established the rule above about materiality based on this case. 

· TYING TOPICS – consider all SHs have access to books and records and can make books and records requests. Could an investor re-purchase securities in order to have access to a books and records request? 
Intent to deceive

	Intent to deceive – P is required to show that D was aware of the truth and appreciated that their statement might mislead

	Heightened pleading standard 

· P must state facts with particularity giving rise to a strong inference that the defendant acted with the required state of mind

· Private Securities Litigation Reform Act, 21D(b)(2)

· Point of standard is to avoid nuisance suits
Applying heightened standard

· Consider other possible inferences
· Determine if a reasonable person would deem the inference of intent to deceive at least as compelling as any other inference that could be drawn
· Inference of intent to deceive must be at least as likely as other viable options to a reasonable person

· NOTE – lack of motive does not kill the case; however, case is stronger where false statement maker personally profits


Other

	Issue
	Holding

	Who is a plaintiff
	Only actual purchasers and sellers have standing – no standing to sue where fraud cause investor to hold shares

	Who is a defendant
	Defendant must be a “primary violator” whose statements induced investor to trade (aiding and abetting does not create private liability)

	
	No “scheme liability”

· To be liable, party must be visible to the investor

	
	“Ultimate control”

· To be liable for false statements, must have ultimate control over statement

	
	“Disseminator”

· Person who disseminates false statement with intent to defraud (even if they did not make the statement) can be liable

	What constitutes a false or deceptive statement
	R10b-5 only regulates deceptive practices 

Unfair corp. transactions, breaches of fiduciary duties, claims of unfair merger price are not actionable under R10b-5

	E1 – when is information “material”
	Material = substantial likelihood that a reasonable investor would consider it important in deciding to buy or sell

	
	Future material information = information about future only when the balancing of probability event will occur with its magnitude affects company

	E2 – what level of culpability must be shown
	Must be intent to deceive, manipulate, or defraud - negligence if not actionable 

	
	Pleading standard is met where inference of bad intent is just as strong as opposing inference

	E3 - How P shows reliance
	Reliance in developed securities markets = presumed when publicly available information is reflected in market price

	
	When P seeks class certification based on alleged false information in public stock market – D can defeat presumption of reliance on grounds alleged misrepresentation did not actually affect market price

	E4 – How do Ps show causation
	Actual economic loss proximately caused must be alleged and proved – e.g., show drop in market price post truth reveal

	SoL
	Federal statute period (see above) applies instead of state statutes

	Must action be in federal court?
	If SH was induced not to sell, SH can proceed in state court. 

· SH induced not to sell has no standing in federal court under 10b-5


	Private Securities Litigation Reform Act of 1995
· Congress sought to tighten some of the procedures and pleading standards in securities fraud actions

· Affected elements are summarized below

	Issue
	Holding

	Plaintiff
	Lead plaintiff must be “most adequate plaintiff”

· Investor with largest financial stake in the action

	Defendant
	SEC can bring enforcement actions that impose aiding and abetting liability 

· I.e., no aiding and abetting liability for private plaintiffs

	E1 - materiality
	Forward looking statements that are (i) identified as forward looking; and (ii) accompanied by meaningful cautionary statements” are not actionable

	E1 – false and misleading statements
	Complaints alleging omission of material information must specify which statements were misleading and why

	E2 – intent to deceive
	For each false or misleading statement, P must state with particularity facts giving rise to a strong inference that the defendant acted with the requisite intent

	
	“Knowing” defendants can be held J&S liable; “unknowing” defendants (i.e., those that were only reckless) are subject to proportionate liability

	E4 - causation
	P has burden to demonstrate false or misleading statements caused loss

	Damages
	Damages are capped at the difference between trading price and average daily price during the 90-day period after corrective disclosure

	SoL
	2 years after the discovery of facts constituting the violation, but not later than 5 years after violation

	Federal Court
	All SFCAs alleging fraud “in connection with purchase or sale must be brought in federal court


Insider Trading
· A “manipulative or deceptive device” employed in connection with the purchase and sale of securities
Source of Insider Trading Law

· Main sources of insider trading regulation are federal law
· 34 Act – Created Securities and Exchange Commission (“SEC”) to enforce 33 Act and oversee securities markets
· § 10(b) of 34 Act – SEC authorized to male unlawful “any manipulative device or contrivance” used or employed “in connection with the purchase or sale” of a security

· Rule 10b-5 - compels honest and full disclosure is all securities-related communications

· NOTE – 10b-5 does not specifically mention insider trading

· SEC & Supreme Court Interpretation
· Rule 10b-5 incorporates a general prohibition against insider trading
· Foundation of law – insider trading is deceptive, fiduciaries should not deceive those they owe duties to

· IF – person trading with inside information owes a fiduciary duty to the source of that information

· THEN – by trading on that insider information they deceive the source in breach of their fiduciary duty
The Triumvirate – Three Theories of Insider Trading
	Theory
	S.C. Case law
	Explained

	Classic theory
	Chiarella (1980)
	Violation occurs where there is a duty to disclose arising from a fiduciary relationship – i.e., relationship of trust and confidence – between transacting parties

	Tipper, tippee
	Dirks (1983)
	Where tippees receives material non-public information with expectation it will be kept confidential, they become “temporary insiders”
Tipper – violation occurs where an insider-tipper benefits directly or indirectly from disclosure
Tippee – violation occurs where tippee knows tipper will benefit from disclosure

	Misappropriation
	O’Hagan (1997)
	Trading on material non-public information is a breach of a duty owed to the source of the information
· Source of information is deceived party
· The transacting party and market are the parties harmed


Classic Theory – Chiarella

	Violation occurs where there is a duty to disclose arising from fiduciary relationship – i.e., relationship of trust and confidence – between transacting parties

	Key question
· Does the party using the insider information owe a fiduciary duty to the party with whom they are transacting?

	Reasoning for why fiduciary must disclose
· (1) By virtue of being an insider, fiduciary-insider has access to certain information that should only be available for corporate purposes
· (2) It would be unfair to allow the fiduciary-insider to abuse their privileged access as a result of their role that is intended to be for the benefit of others

· RESULT – fiduciary-insider has an affirmative duty of disclosure
· NOTE – silence can be fraud where relationship of trust and confidence exists such that the party transacting with the fiduciary-insider expects the fiduciary-insider to put their interests ahead of its own


Chiarella v. United States (1980)

Chiarella works for a financial printer – received documents related to merger activity with the names of the companies missing. Chiarella is able to determine which companies are involved based on the other information included. He uses this information to buy stock in the target and sells at a gain after the merger is announced and the price goes up.
· HELD – Chiarella is not guilty of insider trading as he owed no duty to the party with whom he was transacting as he was not an “insider.”
· NOTE – had government attempted to advance the theory that Chiarella owed a duty based on his employer having a duty related to the information and that duty extending to Chiarella based on being an agent of the employer, Chiarella would likely have been liable. 
· However, this is not how the government argued the case.
Tipper, Tippee – Dirks
· Vocabulary

· Tipper – person who discloses material nonpublic information
· Tippee – person who receives material nonpublic information from tipper
· Subtippee – person who receives material nonpublic information from a party who was originally a tippee (i.e., original tipper would become a tipper)
	Expansion of classic theory

· Where tippees receives material non-public information with expectation it will be kept confidential, they become “temporary insiders”

Tipper – violation occurs where a fiduciary-insider benefits directly or indirectly from disclosure

Tippee – violation occurs where tippee knows tipper will benefit from disclosure

	Determining if Tipper benefits

· Fs & Cs review – benefit could be pecuniary gain; reputational benefit; quid pro quo exchange
· No tangible, cognizable benefit is required at time of case – could be expected future benefit

· Gifts of material non-public information count as benefit


Dirks v SEC (1983)
Dirks was on officer at a N.Y. broker-dealer. Secrist was a former Equity of America officer. Secrist told Dirks Equity of America’s assets were overvalued due to fraudulent corporate practices. After investigation, Dirks corroborates Secrist’s story. Dirks then tells institutional investor friends about fraud. Investor friends sell a ton of securities based on Dirks’ tip prior to the public finding out about the fraud.
· HELD – Dirks is not liable for insider trading.
· Dirks was not an insider in his own right so Classic Theory does not apply.

· Secrist was an insider; however, Secrist did not derive any benefit from disclosing to Dirks. 

· Could argue there was reputational benefit; however, Secrist was not trying to claim he was responsible for exposing the fraud. 
· Since Secrist derived no benefit, Dirks was not a temporary insider; thus, Dirks owed no duty to disclose. 
Misappropriate Theory – O’Hagan

	Trading on material non-public information is a breach of a duty owed to the source of the information

· Source of information is deceived party

· The transacting party and market are the parties harmed

	Misappropriation theory explained
· Person commits fraud in connection with the purchase and sale of securities WHEN:
· (1) Person misappropriates confidential information for securities trading purposes
· (2) Person breaches fiduciary duty owed to the source of the information from whom they received the information

Establishing duty
· A principal-insider who tells fiduciary-outsider material non-public information presumably wishes to keep that information for their own benefit
· Fiduciary-outsider is in breach where they break trust of principal insider by using confidential information
· Breach does not occur on receipt of information, but use for trading purposes

· Breach is specifically use of information principal-insider wished to control for themself

Key tip off

· Use of information by outsider for “no risk” profits in the purchase and sale of securities


United States v. O’Hagan (1997)
O’Hagan was a partner at Dorsey & Whitney, a Minneapolis law firm. Grand Met retains D&W as local counsel to represent them as part of a tender offer to acquire Pillsbury. O’Hagan was uninvolved yet could access all information through files. O’Hagan purchases Pillsbury common stock and call options then sells for a $4.3m gain after tender offer is announced.
· HELD – O’Hagan owed Grand Met a duty of non-disclosure as a result of his status as a partner at D&W. 
· O’Hagan breached this duty when he used the material non-public information to trade.

· The parties harmed by O’Hagan’s breach were those who sold to O’Hagan at a lower price without knowledge of pending tender offer.

· See that O’Hagan was relatively certain tender offer would occur which made his profits “no risk”

Congressional Misappropriation

· Members of Congress or their staff may be liable on misappropriation theory pursuant to the 2012 Stop Trading on Congressional Knowledge Act
Non-use of “Level Playing Field” Principle
· Why are only “insiders” precluded from use of material non-public information?

· It would be incorrect to exclude all instances of information asymmetry

· Some asymmetry comes from a person exercising market knowledge or expertise
· We want people to develop expertise – as such, should not disincentivize developing and using it

Other Insider Trading Rules

· Rule 10b5-1 provides safe harbor for insiders who trade pursuant to an established plan (and not on the basis of material nonpublic information)
· Section 16(b) provides for disgorgement of short-swing profits by insiders

· Strict liability

· Applies to directors, officers, and owners of more than 10%

· SEC requires insiders to file periodic reports of holdings
Insider Trading Policy – Normative questions
· Normative question – is insider trading necessarily a bad thing and should it be prohibited?
	Summary
	Argument
	Counter

	Insider trading signals information to stock market
	Trading (regardless of what information used) signals critical and difficult-to-communicate information to the stock market so pricing is smoother when information is released to public. 
	Wouldn’t investors prefer full disclosure instead of smoother trading?

Isn’t actual disclosure more effective than signals through share price movement?

Finally, there is evidence to suggest share price does not respond to trading volume in a meaningful way.

	Insider trading compensates management
	Insider trading is a way to compensate management and incentive them to take risks that may be healthy for company (i.e., for return of other investors) – i.e., will make management less risk averse.
	Management could use their knowledge for evil – sell early; get out before a risk that did not pan out hit. 


	Summary
	Argument
	Counter

	Insider trading is unfair
	Use of insider information allows insiders to exploit other shareholders who otherwise trusted insiders were working for corp. best interest. 

Concerns about insider information affecting market price may harm market overall by eroding confidence. 
	No counter.

	Insider trading distorts company disclosures
	Ability to use insider information results in incentives to withhold information till trading can occur, then release it as fast as possible after. 

Releasing quickly may be bad for corp. – i.e., patent might not be far enough along to be protected giving corp. LT benefit, but insider released anyway to get quick return on share price. 
	Insiders would not want to toy with information release as they have a vested interest in maintaining integrity of the company. Hard to argue this is true considering class actions largely result from false or misleading information.

	Insider trading is theft of company information
	Insider information is essentially IP – the company will want to protect its IP to profit off of it. 

· e.g., a mining corp. will want to keep information about a new resource pool secret so it can buy the surrounding properties at competitive prices
	If insider information was IP – companies would seek private enforcement against those who use it.

	Insider trading increases firms’ cost of capital
	If investors do not trust information disclosed by company, investors will seek discount on share price – i.e., firm will be able to get less per share and have a lower market valuation.
	No counter.


