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Agency
Agency: the fiduciary relationship that arises when one person (a principal) manifests assent to another person (an agent) that the agent shall act on the principal’s behalf and subject to the principal’s control, and the agent manifests assent or otherwise consents so to act

· Elements:
· (1) Mutual assent to the relationship

· Formal agreement not necessary: agency can arise absent the intent to create an agency
· Mutual assent may be implied

· Can be concurrent with a contract between parties (can allege breach of K + breach of fiduciary duties)

· Agents can act gratuitously (friend doing another friend a favor can be agency relationship)
· (2) Control by the principal

· Is the principal in charge? Power and right to direct the relationship

· Principal gave directions/approval, provided financing; agent acted under name of principal
· (3) Agent acting on behalf of the principal

· Furthering the interest of the principal
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
· A. Gay Jenson Farms v. Cargill (1981): Cargill started loaning money to Warren, who racked up more and more debt to others. P (farmers) eventually sued both Cargill and Warren to recover debts
· Court determined Cargill was the ultimate principal, even though the K with famers only named Warren as the counterparty for grain purchases

· A mere creditor is not a principal (not liable for the financial obligations of debtors)

· However, Cargill was doing more than simply lending money to Warren/doing things that a creditor typically enforces on a debtor (usual: required financial statements; Warren couldn’t make approvals without Cargill’s consent; Warren couldn’t declare dividends)
· Unusual: Cargill’s people came to grain elevator and made inspections, suggested improvements; recommended “strong paternal guidance” ( in essence became the owner of the operation
Rights and Duties between Principal & Agent
1. P’s obligations to A: main obligations of principal will be contractual (if contract exists) and can be bargained for by agent

a. Duty to cooperate: P should not unreasonably interfere with A’s performance of its duties

b. Duty to reimburse/indemnify: P should reimburse/indemnify A for

i. Any promised payments

ii. Payments the A makes within the scope of actual authority; and

iii. Any loss suffered by the A that should fairly be borne by the P in light of the relationship

2. A’s obligations to P (as fiduciary)
Fiduciary: party that stands in a special relation of trust, confidence, or responsibility in certain obligations to others ( A has fiduciary duties to P
a. Duty of Care: duty of competence and diligence; must perform claimed special skill with the reasonable ability of a party that has it
b. Duty of Loyalty: fiduciary cannot put its own interests ahead of other’s interests when acting within the scope of their relationship

i. A cannot compete with the P (e.g., take business that belongs to P)

ii. A cannot abuse its position by taking bribes or earning unauthorized side profits 

iii. Scope: duty of loyalty extends beyond immediate business in relationship, also includes tangential business (e.g., General Automotive v. Singer)
c. Duty of Information: duty to provide information it knows or reasonably should know that P would wish to have + provide facts that are material to the A’s duties to P
d. Duty of Confidentiality: duty not to disclose confidential information

i. Unlike other duties, continues to remain in force after termination of the agency relationship

e. For A’s breach, judgment may require action for accounting (profits) or specific performance

i. Some duties may be waived via K

3. General Automotive v. Singer (1963): D was general manager for P. When customers came to the company, D himself determined that the company wouldn’t be a good match and matched the customer with another company and kept some of the profit (basically acting as a broker). Then set up his own company calling himself manufacturer’s agent and consultant, all while still employed by P
a. D violated duty of information/loyalty by personally contracting out inquiries P received but could not fill. D should have told P so business owners could have invested in machinery necessary to fulfill jobs. 

b. D violated duty of loyalty by setting up his own consulting business. P hired him to route them business, not perform the same function for others. 

c. D required to pay GAM profits from side activity
d. Note:
i. Even though there was an employee K, P sued in agency law because they likely wouldn’t have been able to prove damages (can’t show that they would’ve been able to perform the business they lost). As a result, P is allowed the equitable remedy of accounting of profits
ii. An agent may compete with its principal when it is disclosed and the competition is authorized (D should’ve asked P if he could take these customers first)
Contract Liability for Principal
Ps generally have more resources than A. P may be held liable for the contracts/actions under K of its agent:
· Authority
· Actual
· Express

· Implied

· Apparent
· Undisclosed principal liability
· Ratification
· Estoppel
1. Actual Authority: authority the A reasonably believes she has based on the P’s manifestations, expressed through words or other conduct (express or implied)
a. Express: reasonable belief is based on P’s express communication

b. Implied: reasonable belief is based on what a reasonable person in A’s shoes would understand P wants
2. Apparent Authority: arises when a 3rd party reasonably believes the actor/purported A has authority to act on behalf of the P and that belief is traceable to the P’s manifestations
Requires manifestation by purported P
a. There might not even be an actual principal, but only an apparent principal from the 3rd party’s perspective
b. Ophthalmic Surgeons v. Paychex: P’s office manager was an express agent, with scope of agency extending to processing payroll. Outside of agency to disburse herself extra paychecks
i. P sued Paychex (also an agent of P), claiming P shouldn’t be liable to pay office manager the extra money because P didn’t authorize D to pay office manager
ii. Manager had apparent authority such that D could have reasonably relied on her authority to issue her additional paychecks in her name

iii. P put manager in a position where it appeared she had the power to authorize additional paychecks

iv. P failed to review the reports D sent over and never told D to stop

Actual authority = agent’s reasonable beliefs vs. apparent authority = 3rd party’s reasonable beliefs
Reasonableness Standard:

· 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 list 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 authority may vary
· Limited based on specific boundaries set by P
· Reasonable to be within scope based on natural next steps of duties

· 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
· Mill St Church v. Hogan: church had hired Bill to do odd jobs in past, on past occasions Bill hired his brother, Sam, to help. Not previously been an issue, church paid Bill and Bill 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 ends up hiring Sam. Sam falls from ladder while painting, breaks arm, and files workers comp claim against church. Church does not pay (Sam needs to establish he’s an employee to have valid claim)
· 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, based on implied
· 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
· Hypo: church said to Bill not to hire Sam, but could hire anyone else. Bill definitely wouldn’t have actual authority. Then Bill goes and hires Sam. Sam can still go sue church on theory of apparent authority (based on past course of conduct, to believe Bill had the authority, even though this time, he didn’t) [so long as church (or Bill) has not communicated scope of authority change to Sam]
3. Undisclosed principal liability: 3P doesn’t have notice that the person with whom they are dealing is an agent of another

a. If A was acting within the scope of authority when dealing with 3P, the undisclosed P can be held liable on the basis of actual authority

b. If A wasn’t acting within scope of actual authority, P liable if (i) a 3P detrimentally relies on the agent and (ii) the principal has notice and (iii) does not take reasonable steps to notify the third party of the facts
c. When an agent doesn’t disclose the existence of the agent’s principal, both undisclosed principal and agent are bound

i. Ex: bar owner who has bar in his own name sells bar, but it keeps the name, and ex-owner stays on as manager and keeps the license in his name. Then goes on to buy supplies for bar. Seller wouldn’t know that ex-owner is just an agent now, and new owner should have liability for bought items
4. Unidentified principal liability: takes place when 3rd party knows agent is acting on behalf of a principal but doesn’t know what the principal’s identity is
a. Principal, the agent, and 3rd party are all parties to the contract, unless agent and 3rd party agree otherwise
5. Ratification: doctrine that allows a person to retroactively bind himself to a contract entered into purportedly on his behalf, even though the agent or purported agent was not acting with authority at the time he entered into the contract

a. All or nothing, no partial ratification. Can’t cherry pick parts of an act

b. Would be ineffective if inequitable to a 3rd party
6. Estoppel: equitable doctrine that can prevent a principal or purported principal from avoiding an obligation by arguing that no authority existed at the time the agent or actor entered into the contract

a. 2 ways different than apparent authority:

i. Estoppel requires a showing that the 3rd party detrimentally changed position in reliance on the principal/purported principal

ii. Estoppel is a one-way street: allows 3rd party to hold the principal liable, but doesn’t give the principal any rights against the 3rd party
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

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

If agent wants to avoid liability, agent must disclose existence and identity of principal

Tort Liability for Principal
3rd Parties holding principals liable:

· When agent acts with actual authority to commit a tort or when the principal ratifies the conduct

· If the activity engaged in by the agent is inherently dangerous

· Vicarious liability: requires a showing that the agent was an “employee” who committed a tort while acting “within the scope of employment”

· Employee if the principal controls/has right to control the manner and means by which the agent performs his duties

· Scope of employment evaluated by motive/purpose test or foreseeability test

· Motive/purpose of serving the employer

· Foreseeability test: within scope of employment because it was foreseeable for an employee of that type in that situation might cause that kind of harm
1. Clover v. Snowbird Ski Resort: P suing ski resort because she got injured when an employee collided with her. The employee was a chef who was skiing between restaurants (resort preferred employees knew how to ski). After checking on a restaurant, on the way back skied 4x more and did dangerous jump, and injured P
a. Doctrine of frolic and detour:

i. A deviation from the narrow pursuit of employer’s interest is called a detour ( employer liability

ii. The deviation may become so substantial that the employee is no longer considered to be on a detour, but rather, a frolic ( employer not liable
b. Court determines jury may believe chef was returning to his duties and resumed employment or may believe him skiing 4 more times was an abandonment of employment. Reasonable question, MSJ denied
2. Patterson v. Dominos: P suing Dominos corporate for being sexually harassed by a coworker. Manager (franchisee of Dominos) clearly had liability, but the question is whether Dominos corporate would too
a. Dominos argued it wasn’t an employer or principal and couldn’t be held vicariously liable for the sexual harassment. Separate business run by the store franchisee. Didn’t have sufficient control for employment/agency relationship

i. Didn’t have access to the bank account, filed separate taxes, just received a royalty fee but no other profit sharing

ii. Franchisee was solely responsible for hiring and firing employees at the store

iii. Dominos provided training handbooks

b. K didn’t have anything about being a principal-agent relationship

i. Aside from training, the store acted as an independent contractor

ii. Not sufficient control. Especially since no control over hiring, supervision, discipline, etc.

c. Dominos not vicariously liable based on these facts

d. Dissent: store manager was basically told by corporate to fire someone or it wouldn’t look good for him. Good evidence of control. Majority puts too much focus on the franchise agreement

e. Would have been a different case entirely if the tortfeasor was the franchisee himself
Termination of Agency Relationship
1. Ways a principal-agent relationship may be terminated:

a. One of the two parties communicates that the relationship is over
i. “Renunciation” by agent

ii. “Revocation” by principal

iii. Effective when other party has notice of it

b. Death of A or P

c. Loss of capacity of P (and A)

d. Expiration of a specified term, if there was one, for the agency relationship

e. Circumstances where A can reasonably conclude P no longer assents to A taking action on P’s behalf

Note: when relationship is terminated, even though A doesn’t have actual authority anymore, still has apparent authority. Need to communicate to 3rd party that agency relationship is over
· Agency can be terminated any time without liability under principal-agency law, but may still have liability under contract law
Partnership
1. Partnership: an association of 2 or more people to carry on as co-owners of a business for profit

a. Do not have limited liability

i. Each partner is jointly and severally liable for the debts of the partnership—unlimited personal liability

ii. Partners share profits equally, and allocate losses in the same proportion

b. Formation:
i. Doesn’t require written agreement

ii. Must be voluntary

iii. Doesn’t need to be with the partners’ knowledge or intent to form a partnership as such

iv. Presumption: person receiving share of business profit is presumed to be a partner, UNLESS payment is for other specified purpose (e.g., debt installment, rent etc.)
2. Each partner is an agent of the partnership for conducting the partnership’s business
a. Every partner bound by actions of another partner

b. Every partner bound by actions of agent

i. The agents are agents of all principals
ii. Note: partnership v. agency – partnership is more about joint involvement; agency is more about principal controlling agent
3. Rights and Duties of Partners
a. Duty of care: to refrain from engaging in grossly negligent or reckless conduct, willful or intentional misconduct, or a knowing violation of law

b. Duty of loyalty:

i. To account to the partnership for any property, profit, or benefit derived by the partner from using or appropriating partnership property

ii. To refrain from dealing with the partnership on behalf of a person having an interest adverse to the partnership

iii. To refrain from competing with the partnership

1. 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

a. Default rule: authorization/ratification requires vote by majority of partners, unless otherwise specified in partnership agreement
c. Books and Records: partnership is required to keep books and records at its principal office

i. All partners must have access and partnership must comply with reasonable records requests from partners

1. WHY: partners need information to fulfill their duty of loyalty & perform management activities in fulfilling their duty of care
4. Martin v. Peyton: Peyton loaned KN&K (partnership) $2.5mil worth of securities in exchange for speculative securities to hold + 40% of partnership profits until the return was made
a. KNK can use as collateral for business loans. Peyton also got an option to take over half of the firm if they want
b. Martin was a creditor to KN&K, sued Peyton under the theory that a partnership had formed
c. Here, not enough to form a partnership between KN&K and Peyton, Peyton not jointly and severally liable for debts
i. Agreement terms explicitly said “no partnership” (not dispositive, but a factor)
ii. Peyton receiving 40% of profits was included in the loan agreement, normal for lender to be compensated for loan
iii. Peyton not involved in management decisions
iv. Option to join was unusual, but not indicative of partnership considering other factors
5. Meinhard v. Salmon: Salmon got a hold of a project to lease and manage a building, got funds from Meinhard. The two would share profits from the project. Upon its conclusion, landlord offered Salmon another opportunity and he took it on without Meinhard. Meinhard sued for breach of the joint venture agreement
a. Court said Meinhard was owed profits because the two were in a partnership
b. Note: likely a bad example of a case, because the two basically only worked on 1 project together, not a business, no effort in pursuit of a continuing business
i. 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.
ii. Also, since funds were specifically related to lease improvements, could say relationship terminated after lease expired
6. NABISCO v. Stroud: Stroud and Freeman have general partnership, for the sale of groceries; would order bread from Nabisco as part of ordinary business. Stroud told Nabisco that he wouldn’t personally be responsible for any bread sold to partnership. Freeman ordered bread afterwards

a. Each partner has same duties and obligations equally. Freeman ordering bread, he was representing partnership. So the partnership was bound

b. If Stroud’s intention was to shield himself from liability for Freeman’s orders:

i. If agreement expressly limited Freeman’s agency to act on behalf of partnership

1. Would not have actual authority

2. Would have apparent authority ( 3rd party would have to be aware of such a provision

ii. Terminate the partnership

1. Note: wouldn’t be dissociation here because only 2 partners

c. Hypo: Stroud says to Freeman, “I don’t want you ordering bread from Nabisco”

i. Freeman doesn’t have to comply. He doesn’t work for Stroud, he works for the partnership

ii. Stroud doesn’t have any power to mandate anything for another partner. They don’t have to agree

1. Any duty Freeman owes, he owes to the partnership, not to Stroud

iii. If there is a 3rd partner, the majority can make the decision
Partnership Logistics

1. Partnership Management: each partner has equal voting rights regardless of capital contribution
a. Even if each partner contributes a different amount of capital, each partner has equal voting rights

b. Disagreements may be resolved with a majority vote (> 50%)

c. An amendment to partnership agreement only works with the affirmative vote or consent of all the partners
2. Partnership Property: a partner may use or possess partnership property only on behalf of the partnership, not for personal uses

a. Partnership owns all property; partners have “interest” in property, but do not “own” it separately

b. Once partner gives property to partnership, partnership owns it
i. Includes capital contributed by partners

ii. Includes property contributed in kind by partners
iii. Includes subsequently acquired property

iv. Includes retained earnings

c. Personal use = violation of duty of loyalty

3. Partnership Liability: all partners jointly and severally liable to outside creditors for the partnership’s obligations

a. Creditors must first seek to recover from partnership assets before proceeding against an individual partner’s assets

b. Each partner is only responsible for his share of the partnership obligation

i. A partner can pay off a partnership obligation to get indemnification from the partnership

ii. If partnership lacks funds to indemnify, partners are required to contribute according to their loss shares
c. Partners not liable for debts of other partners, only for partnership debts
i. Creditor of indebted partner can seize partner’s partnership interest (personal property)
1. Bank wouldn’t become a partner per se (no management/information rights), but can foreclose on financial expectations associated with partner’s interest

2. If partnership were to lose everything, bank wouldn’t lose more than everything (wouldn’t have to put in more money to account for losses)
	External view
	Internal view

	Partnership property

Partnership isn’t born with property, property initially comes from partners

· Need to gather capital to conduct business: capital contributions (from partners)

· Stuff purchased for the business is not the property of partner A or B (no legal interest in the property). It is now partnership property 

· Creditors have prior claim to partnership property over partners who contributed to purchase that property

Hypo: lawsuit for 350k and partnership has 200k in reserve

· Partners jointly and severally liable for remaining 150k

· Internally, they can decide how they want to allocate the loss

Using property:

· Not allowed to use it as if it were your own, belongs to the partnership

· Can’t use it for personal business, can use for partnership business
	Partnership capital accounts: reflect what each partner’s claim is on the residual (after all creditors are satisfied)

Default rules:

· Divide profits equally among partners, even if partners originally put in differing number of contributions

· Allocate losses equally among partners, even if they originally put in differing contributions

· Have differing claims based proportionate to capital contributions at dissolution


4. Partnership Dissociation & Dissolution
a. Dissociation: a partner ceasing association with partnership (i.e., leaves the partnership)
i. Partnership keeps running as long as there are 2 or more partners

ii. Events, when one partner:

1. Dies
2. Leaves term partnership pre-term

3. Is expelled per vote of other partners 

4. Is expelled pursuant to judicial order

iii. Dissociated partner entitled to buy out of partnership interest

1. Note: dissociating partner may be violating the partnership K by dissociating, but that’s up to K law and may result in damages

2. Buyout price is greater of pro rata share of (1) going concern value [based on value of business] or (2) liquidation value [value of assets]
iv. In common law, if someone wanted to dissociate, the prior partnership would dissolve, and a new partnership would effectively form

v. Modern: dissociation doesn’t dissolve partnership (unless only 2 partners)

b. Dissolution: termination of partnership
i. Partnership would need to wind down its affairs, pay off its debts, and settle partners’ accounts
ii. Events:

1. If partnership is at-will, each partner can dissolve the partnership

2. If partnership is for a set term

3. Contingent on particularly defined event

4. If in business that is no longer legal

5. Court can use equitable powers to dissolve partnership

5. Other Partnership Forms:
a. General partnership: default, all partners jointly and severally liable
i. All other forms require filing appropriate forms with secretary of state
b. Limited partnership (LP): composed of one or more general partners and one or more limited partners

i. Limited partners = silent partner who doesn’t participate in the management of the business, just invests money

ii. Liability limited to amount of their investment
c. Liability Partnerships (LLPs) / Limited Liability Limited Partnerships (LLLPs): shields partners from personal liability for all partnership debts

i. Partners remain liable for their own actions, but other partners cannot be held personally liable for any short-fall

Corporations
1. Corporation: legal entity that can own property, enter into contracts, sue, and be sued

a. To create: must first file the articles or certificate of incorporation with a designated state office and pay required fees

i. Articles/certificate of incorporation allocate rights and responsibilities among the shareholders and directors (like the constitution of the corporation)
b. “For-profit” vs. “nonprofit”
i. For-profit: established to generate financial wealth which it can distribute to shareholders

ii. Nonprofit: doesn’t have shareholders (charities, universities, etc.)
c. “Public” vs. “close”
i. Public: corporations whose shares are publicly traded on stock exchanges

1. Shareholders typically do not play a management role

ii. Close/private: without publicly traded stock

1. Usually substantial overlap among some or all of the participants in how they govern the corporation’s business (ex: those with most ownership in leadership position)

d. Perpetual Existence: corporations have unlimited existence
e. Limited liability: shareholders cannot lose more money than they invested

i. Corporation is the one that owns the assets of the business and is liable for business debts

f. Bylaws: corporations’ founders draft and adopt bylaws (not filed with state)

i. Bylaws include items such as:

1. The powers of directors and officers

2. Procedures for electing directors and filling director vacancies

3. Required notice periods and details for calling and holding meetings of shareholders and directors

g. Corporation stakeholders:

i. Formal: shareholders, directors, officers

ii. Informal: creditors, employees, customers & suppliers, community

2. Shareholder: owns equity in the company; entitled to residual claim on company once all other claimants have been satisfied
a. Rights of shareholders: vote, sue, and sell

i. Can collectively vote to throw people from the board out of power
ii. Can sue (derivative suit): an action in equity brought by a shareholder on behalf of the corporation for corporation to follow their will/correct wrong action
1. Plaintiff-shareholder v. corporation

iii. Can sell their shares and exit the company
3. Corporate Fiduciary Duties
a. Corporations have duty of care and loyalty
b. Business judgment rule: courts defer to the judgment of the board of directors absent a conflict of interest, bad faith, or gross inattention

i. BJR presumes that director decisions

1. Are informed

2. Made in good faith, and

3. In the honest belief that the action taken is in the best interests of the corporation

ii. For plaintiff to shift the burden to the directors (for directors to establish their decision was fair to the corporation), P must show that a decision:

1. Was grossly uninformed

2. Didn’t have a rational business purpose

3. Was made by directors with a personal or financial interest in the decision, or

4. Was made by directors who were not independent

iii. Hypo: Elon trying to claim that Twitter’s decision to use ad revenue model instead of subscription model is improper. Court will not intervene and will defer to the board of Twitter, unless P shifts the burden to directors
c. Liability to the corporation and shareholders: managers who breach their fiduciary duties can be held liable for any losses they cause to the corporation

i. Shareholders are not authorized to act directly for the corporation

ii. Can file a derivative suit
1. Any recovery belongs to the corporation for whose benefit the suit has been brought
4. Internal Affairs Doctrine: any internal affairs based exclusively on the laws of the state where corporation is incorporated [conflict of law rule]
a. Note: doesn’t impact jurisdiction of court. Can sue in California so long as there is personal jurisdiction, but judge would have to apply Delaware law

b. Anything involving corporation as a legal person is going to be governed by what would be relevant law based on conflict of law rules

i. Ex: the ski resort case was a tort case, Delaware state law wouldn’t matter. Would take place in Utah since that’s where the tort took place

c. Some states have their own corporate rules to govern corporations that are incorporated outside the state, but conduct most of their business and have most of their shareholders in the state

i. California has statute to govern internal affairs of corporations based on California laws, notwithstanding internal affairs doctrine

5. Defective Incorporation: technically, corporation comes into life only when the articles are filed – unless a delayed date is specified. Parties may enter into a business transaction before corporation exists – used to be common when the process was longer than a simple filing. Question whether third parties could sue personally the “promoter” who got the money
a. Both parties know there is no corporation: when a promotor contracts for the benefit of a corporation that is contemplated but not yet organized, the promoter is personally liable on the contract in the absence of an agreement otherwise. Promoter not discharged from liability simply because the corporation is later organized and receives the benefit of the contract, even where the corporation adopts the contract

i. Parties must agree to discharge the promoter’s liability (novation once the corporation is formed and fully accepts the contract)

b. Both parties mistakenly believe corporation exists: courts have developed equitable doctrines that give limited liability to the party purporting to act for the nonexistent corporation

i. De facto corporation: courts infer limited liability if (1) the promoters in the would-be corporation 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 3rd party

ii. Corporation by estoppel: courts prevent a contracting party from asserting the promoter’s personal liability when the contracting party assumed the only recourse would be against the business assets

iii. Some states have statutory resolutions to this

c. Reinstatement after administrative dissolution: states have statutory solutions for contracts with a corporation that had been dissolved by administrative order for failure to pay franchise taxes, to report a change in registered agent, or to file annual reports

i. Typically allowed to pay back taxes then file for reinstatement; retroactive recognition of corporation 

d. Moneywatch v. Wilbers [promoter liability]: D signed lease agreement with his name but told P he intended on creating a corporation and needed the space for the business he wanted to open. P requested personal financial statements from D and told him he’d remain personally liable on the lease even if the corporation was subsequently created
i. Months later, after incorporation, D asked for name on lease to be changed to corporation’s name. Corporation eventually defaulted and vacated
ii. P brought suit against D personally for the lease amount; D claimed he wasn’t personally liable because there was a novation when the name of the lease was substituted
iii. Holding: D personally liable. No evidence of mutual intent to change liability. Consideration is required for valid novation (no discharge of D from his original obligations under the lease)

1. D considered a promoter. Doing business on behalf of the would-be corporation

2. But original lease was not made in the name and solely on the credit of the future corporation. Corporation did not formally adopt the contract after formation

3. P requested personal financial statements. That should have put D on notice that he would be the one bound. Otherwise, personal financial statements would be irrelevant

4. D is a shareholder. As a corporation, he would have limited liability. Those financial statements would be irrelevant if the landlord didn’t expect D to be personally liable
e. Southern-Gulf Marine v. Camcraft [corporation by estoppel]: P (as “Southern-Gulf Marine, a company to be formed”) contracted to buy a boat from D. P signed by president of the corporation (individually and as president of the corporation)

i. One provision in the K was that the P was a citizen of the US. But the corporation was incorporated in the Cayman Islands. D defaulted

ii. P sued for specific performance and damages for D’s failure to deliver on time

iii. Court estopped D’s denial of the corporate existence of P. Both parties relied on the contract; P secured financing; D began building the boat
6. Delaware Statutes

a. Why do people incorporate in Delaware:

i. Delaware code is friendly to businesses/directors
ii. Access to Delaware’s court of chancery, leading in corporate law decisions (lots of caselaw)
iii. Doesn’t place meaningful limits on incorporation by out-of-state promoters

b. Full faith and credit clause: states must recognize laws and decisions of other states; states may have their own corporate laws but must accept existence of a Delaware corporation
c. Examples:

i. Anyone can incorporate in Delaware, regardless of residence, domicile for any lawful business or purposes

ii. Certificate of incorporation has to name the corporation and include a word like association, company, corporation, etc.

iii. Don’t need to be doing business in Delaware, just need an agent in Delaware

1. An agent for the purpose of receiving process (serve lawsuits at this agent location)

iv. Permits director’s liability to be limited

1. But can’t limit liability to breach of duty of loyalty (but not duty of care)

v. Officers: can have officers with any titles/duties as stated in the bylaws. General corporate practice: CEO, CFO, COO, etc.

1. Officers = agents of the corporation

2. Corporation = principal

Capital Structure
1. Capital Structure: right side of the balance sheet; how the corporation has been financed
a. Ex: issued stocks, debt, stock options

2. Securities: claims against the corporation; (i) equity, (2) debt
a. Debt securities: represents corporation’s liabilities to lenders

i. Least risky, lowest expected return. A holder of debt typically expects to receive only fixed payments of interest over time. If corporation becomes insolvent and all assets must be sold for cash, debt securities get first dibs

ii. BOD have authority to issue debt securities without SH approval

iii. Indenture: contract that outlines the terms of a bond, which specifies the rights and obligations of the bondholder and the corporation

1. If corporation fails to pay specified interest payment on bond when due, it will be deemed in default and result in entire principal amount of the bond to become due immediately

iv. Some corporations may give the bondholder the right to convert bonds into common shares (convertible debentures)
b. Equity securities:

i. Common shares: have a claim to the residual financial rights to the corporation’s income and assets. Can receive payments through dividends

1. Greatest exposure to loss; greatest upside
2. If insolvent, last to receive proceeds (after paying creditors and holders of preferred shares)

3. Holders usually have the exclusive power to elect a corporation’s BOD

ii. Preferred shares: like common stock but have priorities; right to receive dividends before common shares do, priority if corporation becomes insolvent

1. Less risk than common shares, more risk than debt

c. Authorized shares: articles of incorporation specify how many shares of common and preferred stock the corporation is authorized to issue

i. Issued shares: authorized shares that are issued to shareholders; available for purchase

ii. Unissued shares: authorized shares not currently available for purchase

iii. Outstanding shares: portion of authorized stock that has been sold and remains in the hands of stockholders

iv. Treasury shares: authorized and issued shares repurchased by corporation

3. Taxes: IRS allows corporations to deduct from their taxable income all interest paid on bonds they have issued (makes it more incentive to issue debt than equity)

a. Can’t deduct dividends paid on preferred/common shares

b. Preferred stock sometimes preferred over bonds because corporation can choose to forgo dividend payment, but can’t forgo interest payment to debtholder
4. Options: right to buy securities, typically common shares, at a specified time and price

a. Have the right to buy, but don’t have the obligation to do so when the time comes

b. Other SHs bear the burden of the reduced price (their stocks get diluted)

i. Present value to the directors to have the options
ii. Present cost for existing SHs, such that their upside is reduced

c. Ex: may give employee stock options that mature in 10 years. Purchase price would be the market price when options were awarded
5. Bankruptcy and Leverage
a. Bankruptcy is a disincentive for corporations to issue debt

b. Leverage: ratio of debt to equity

i. When a corporation finds it more profitable to finance business activities with borrowed money whenever it can earn more income from those activities than it will pay in interest on the borrowed money

ii. BOD choice of preference, subject to BJR
iii. Ex:

1. 100% equity: low risk

2. 50% equity/50% debt: medium risk, as soon as it hits 51% debt, company no longer in business

3. 10% equity/90% debt: high risk

c. Equity-Linked Investors v. Adams (Del. 1997): Genta was bleeding cash and preferred stock owners (VC firm) wanted company to dissolve so they could cut their losses and get some of their money back

i. Common stock owners wanted company to try to secure additional funding to try to stay alive

ii. Court said preferred stock owners don’t have a right to demand that from the company, company wouldn’t be breaching any duties owed to them if they decide to pursue additional funding
6. Legal capital: a cushion of capital designed to ensure there is enough money to protect the interests of debtholders. Law prohibited corporation to eat into this cushion by paying out too much money to SH in dividends (setting a floor below which board cannot approve distributions to SHs)
a. Legal capital = outstanding shares x par value

i. Outstanding shares: issued shares held by corporation’s shareholders

ii. Par value set in articles of incorporation
b. Hypo: company sets par value at $5 per share and sells 5000 shares
i. Legal capital = 25k; company equity cannot fall below 25k when issuing dividends
1. If so, directors may be liable to creditors for deficiency 

c. Reality: today, if par value required, it will be set so low that it will be impossible to violate statutory provision

Sample Balance Sheet: 50% shareholder financed corporation
	Assets
	Liabilities

	Equipment: 80k

Cash on hand: 20k

Y1: additional 20k cash

Y2: loss 30k

Y3: returned earnings 50k (total assets 140k)
	Capital: $100k

50k debt (borrowed from bank)

50k shareholder equity (would be difference between assets and bank getting 50k)

Shareholder equity goes up to 70k

Shareholder equity down to 40k

Shareholder equity up to 90k

Shareholders may want a dividend payment of 30k. Creditors wouldn’t want this because effectively removing 30k from assets. Creditors would want assets to be as large as possible to ensure they will eventually get paid


Assets – Liabilities = Equity (shareholder claim) [includes both common and preferred shares]

Liabilities > assets ( company is insolvent

Piercing the Corporate Veil
1. Piercing the corporate veil (“PCV”): when courts disregard the corporate entity and allow creditors to recover directly from shareholders (reaching SHs to pay debts)
a. Default rule: SHs have limited liability; PCV is the exception (equitable remedy)

2. Situations where court may pierce:
a. Corporation is closely-held (private)

i. 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
ii. PCV almost never occurs in public corporations

b. D (shareholder) actively participated in the business (e.g., shareholder is a manger)

c. Insiders failed to observe corporate formalities (e.g., annual board meetings)

d. Insiders commingled business and personal assets

i. Sign that insider didn’t respect corporate form
e. Insiders didn’t adequately capitalize the business

i. Undercapitalization: when a company doesn’t have sufficient capital to conduct normal business operations and pay creditors (failure to maintain adequate financial cushion)
ii. Especially important in tort cases; to cover the risk of business activities
iii. Ex: carrying proper insurance

f. Insiders deceived creditors
i. Especially important in K cases

3. PCV Tort Examples:
a. Walkovszky v. Carlton (NY 1966): P was injured by taxicab. Sued cab company, driver, and majority SH (who owned stock for 10 corporations, including this cab company, each of which has 2 cabs registered in its name and has limited $10k amount of liability insurance)

i. Claim is they set up this multi-corporation operation to pay less insurance

ii. Court says there isn’t enough evidence to prove that this is a fraudulent operation, just looks like the cab company may be operated by a larger corporate entity

1. D wasn’t conducting business in his individual capacity; just because P didn’t get enough judgment, that doesn’t justify piercing the corporate veil
b. Radaszewski v. Telecom Corp (1992): P was hit by truck driver, an employee of Contrux, which has a parent corporation of Telecom Corp. Question is whether Telecom should also be held liable

i. Claim was that Contrux was undercapitalized, most of the money for its operation was from Telecom in the form of loans, not equity

ii. Regardless, Contrux had insurance liability, so Telecom shouldn’t be held liable too. No evidence of fraud/setting up Contrux as a shell corporation
1. Insurance indicates no bad faith because it was trying to cover its bases. 

2. Not Telecom or Contrux’s fault the insurer could not pay out the claim

4. PCV Contract Examples:

a. Key distinction from tort cases: contract creditors voluntarily entered a relationship with breaching party (vs. involuntary in tort); THUS, stricter standard applied to PCV
b. Theberge v. Darbro (1996): Theberge sold properties to Horton [solely] (owned by Darbo/Small), knowing Horton was thinly capitalized. Assumed Darbo/Small would help pay off debt if Horton can’t make it based on statements like “I’m standing behind Horton”
i. When shit hit the fan and Horton could no longer pay mortgages, court declined to PCV

1. Reasons P gave to support PCV: Horton didn’t have its own offices, personnel, books, bank accounts
2. Court: too bad, should’ve asked for a guarantee from Darbo/Small on the mortgage; statement made by Small is not enough of a binding contractual guaranree
5. Parent/Subsidiary context: ordinary presumption of limited liability applies
a. Parent not responsible for obligations of subsidiary (absent independent guarantees)

i. Even if parent and subsidiary share names, offices, etc., so long as corporate formalities are respected, parent company likely won’t have liability

b. Parent may be liable to subsidiary’s obligations where:
i. Subsidiary is mere alter ego of parent

1. Allows imposition of liability on a corporation for the acts of another corporation when the subject corporation is organized or operated as a mere tool or business conduit
ii. Parent and subsidiary operate as a single business [single business enterprise doctrine]
1. When corporations are not operated as separate entities, but integrate their resources to achieve a common business purpose, each constituent corporation may be held liable for the debts incurred in pursuit of that business purpose
6. Piercing in corporate groups: when there are a group of linked corporations, question of who the plaintiff can go after. May go after the parent corporation as well as the subsidiary
a. Gardemal v. Westin Hotel Co: P sued Westin and Westin Mexico (sole shareholder is the US parent) in TX (so she could get PJ) ( trying to pierce the corporate veil to access a forum that otherwise wouldn’t be available to her
i. Alleged D was liable for the drowning death of her husband. Concierge at the Mexico hotel directed group to dangerous beach and didn’t warm them of the conditions

ii. Westin dismissed because it is a separate corporate entity and couldn’t be held liable for acts committed by its subsidiary
1. No evidence of Westin Mexico being Westin’s alter ego. Westin Mexico operated autonomously and no evidence of undercapitalization
2. No evidence of single business enterprise doctrine, such that the operations of the two were NOT so integrated to result in a blending of the two corporate identities
iii. Westin Mexico dismissed for lack of PJ

b. OTR Associates v. IBC Services: OTR leased a commercial space to IBC, which subleased to Samyrna. Blimpie was the owner of subsidiary named IBC—created for single purpose of holding the lease on premises occupied by a Blimpie franchisee
i. Why this sort of arrangement:

1. OTR likely prefers IBC/Blimpie subsidiary to be the lessee since they are a known corporation, wouldn’t have to worry about the solvency or creditworthiness of operator (Samyrna)

2. Blimpie likely wants this arrangement to keep control and if franchisee goes insolvent, they’d be able to replace with someone else to keep operating

3. Samyrna might not have been able to get the lease on their own
ii. Samyrna failed, unpaid rent to OTR, and OTR wanted to pierce the corporate veil to get payment from the shareholder. Sued and got judgment against Blimpie (instead of just IBC)
1. IBC had no assets aside from lease

2. No business premises of its own (shared office with Blimpie)

3. No income other than rents

4. No employees or staff

5. Blimpie managed all the leases itself

6. Blimpie dominated IBC

7. All communication looked like it was coming from Blimpie directly (no independent IBC involvement) 

8. IBC seemingly set up to shield liability from parent

iii. Note: if OTR wanted Blimpie to be held liable, they should’ve just gotten their guarantee on the IBC lease
Board Decision Making

1. Director actions:
a. Approvals and ratifications

b. Authorizations of material and extraordinary transactions (e.g., sale or merger; also requires shareholder approval)

c. Appointment of executive officers

d. General oversight: managing financial and regulatory risks
i. Directors are required to have rudimentary knowledge such that they can participate in corp. management (no “dummy director”)
1. Not required to be independently knowledgeable; could be well-advised

2. Ignorance of business is not a defense
e. Duty of care: duty to act honestly, in good faith, and in an informed manner
i. Requires directors to use the amount of care and skill that a reasonably prudent person would reasonably be expected to exercise in a like position and under similar circumstances
ii. Assisted by business judgment rule
f. Duty of loyalty: duty to act in the best interests of the corporation and avoid self-dealing
2. Business judgment rule: rebuttable presumption insulating directors’ decisions from judicial scrutiny if they acted:

a. (1) On an informed basis

b. (2) In good faith, and

c. (3) In belief that the action was in best interests of corporation

d. To challenge: P bears the burden of rebutting the presumption by demonstrating that the directors:

i. (1) Did not adequately inform themselves prior to rendering a decision

ii. (2) Acted in bad faith (interested or not independent)

iii. (3) Engaged in self-dealing

3. What the BJR is:
a. A presumption that a director did not breach its fiduciary duties

b. A recognition that judges cannot make decisions better than directors

4. Standard of review: gross negligence or recklessness (not mere negligence)
a. More than non-fraudulent is required of a director; i.e., insufficient for the director to defend by asserting the absence of fraud 

b. Directors have an affirmative duty to protect the interest of the corp. & SHs

c. Director decisions should be rational – to pass BJR, board decision must be coherently explained
5. Shlensky v. Wrigley: stockholder’s derivative suit against directors for negligence and mismanagement

a. Cubs were having losses, and P contends it’s because they refuse to install lights at the stadium and schedule night games. P alleges D won’t do it because of his personal opinion that he doesn’t think games should be played at night

b. Court says no showing of fraud, illegality, or conflict of interest. Board might be considering the impact lights will have on neighborhood; regardless, it’s up to their discretion

i. No negligence to not follow the rest of the league in scheduling night games. Up to the board to make those business decisions
ii. To minority shareholders who are pissed off that they can’t influence policy: too bad!

6. Smith v. Van Gorkom: Van Gorkom, chairman and CEO of Trans Union Corp, sued (along with corp) by shareholders for violating duty of care and not exercising proper business judgment rule
a. Company was not doing well, considered a leveraged buyout, and made some rough estimates of what price it would be feasible to sell company at ($55/share)

i. Van Gorkom then meets with Pritzker, informs him company is for sale at $55/share

b. VG calls board meeting, informs them he basically sold the company, and needs them to approve the transaction. Board pushed back and said will only approve if company has 90-day period to solicit a better offer

i. During 90-day period, 2 companies came forward but neither company ended up making a bit. Pritzker’s buyout eventually goes through

c. Generally, shareholders only sue if director violates fiduciary duty and shareholders lose money

i. Here, shareholders were getting more money with the buyout. Maybe they thought the purchase price was undervalued?

d. With respect to M&A, directors have a duty to act in an informed and deliberate manner prior to submitting a merger to shareholders

i. Here, board did not reach an informed business judgment on the day of the board meeting Acted in the absence of being informed, and do not enjoy the protection of business judgment rule

e. Holding: board was uninformed about the intrinsic value of the whole company. Note: price per share not a good indicator of what the overall company for sale is, because if you buy all the shares, you have control over the whole company. Buying shares doesn’t get you that

f. Rule: director’s duty to exercise an informed business judgment is in the nature of a duty of care (distinguished from a duty of loyalty)
g. Reasoning: (1) board wasn’t aware of D’s role in the sale and how the $ came up, (2) board was uninformed on intrinsic value of the company, and (3) board was grossly negligent in approving the sale of the company upon 2 hours’ consideration without prior notice absent an emergency

i. $55 was based on previously high market value

ii. Board didn’t call for a valuation study

iii. Board rushed to get to an answer

h. Board breached their fiduciary duty to their stockholders:

i. By their failure to inform themselves of all information reasonably available to them and relevant to their decision to recommend the merger

ii. By their failure to disclose all material information such as a reasonable stockholder would consider important in deciding whether to approve the offer

i. Court will determine the fair value of the shares and if it exceeds $55, will enter an award of damages

j. Notes:

i. Case basically saying even if you make your shareholders a ton of money, there are still formalities that the board must follow
ii. Threat of lawsuit cannot justify rushed or incomplete consideration (“if you don’t accept this offer, you might get sued” = bad rationale)

iii. Best practices with respect to acquisitions:

1. Valuation study; explore alternative transactions; no blind reliance on judgment of management

Dividends

1. Directors usually decide if cash not needed for current operations be reinvested in the business or distributed to shareholders as dividends. Governed by business judgment rule, unless it can be shown there was fraud, illegality, or a conflict of interest

a. A dividend declaration that impacts corporation solvency may expose directors to liability

2. Kamin v. American Express Co: AE bought 29.9mil worth of DLJ stock, that dropped to a value of 4mil 3 years later. Board decided to distribute the stock as a dividend, but shareholders argued AE would be better off selling the DLJ stock

a. Shareholders argued there’d be tax advantages to selling the stock (being able to write off the loss of 25.9mil to offset future income taxes)

i. If AE sold the shares, would still have the proceeds from the sale. Rather than given those proceeds to shareholders directly as dividend, company would retain the equivalent cash value

ii. But if AE sold, would have to report their earnings to be 25.9mil loss

b. Court didn’t want to intervene. Noted that the board considered the proposition but unanimously voted against it (because it would tank AE stock and would have to report earnings -25.9mil)

Avoiding Director Personal Liability

Exculpation
1. Exculpation: limiting director’s personal liability for certain breaches of duty

2. DE § 102(b)(7):

a. (b) the certificate of incorporation may also contain any or all of the following matters; 

b. (7) provision eliminating or limiting the personal liability of a director to the corporation or its officers for breach of fiduciary duties, EXCEPT:

i. (i) for any breach of the director’s/officer’s duty of loyalty 

1. Issue is that conduct can be reframed as involving self-interest rather than gross negligence, e.g., Van Gorkom acting out of desire to maximize personal gain

ii. (ii) for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law
1. Not in good faith: director consciously disregarding duties

iii. (iii) Under § 174 [unlawful payment of dividends]

iv. (iv) Transaction from which the director derived an improper personal benefit

3. Can exculpate for monetary damages, cannot for equitable relief

Indemnification

1. Corporation agrees to pay (some or all) of the claims against directors, officers, etc. brought by 3rd parties against the actor related to their action in their official corporate capacity

2. DGCL §145(a) and (b): Permissive indemnification
a. (a) Lawsuits brought by 3rd parties, including class actions [direct actions]
i. Covers fees, judgments, fines, settlements
ii. Have to have acted in good faith

iii. Criminal actions: had no reasonable cause to believe the person’s conduct was unlawful

b. (b) Derivative actions brought on behalf of the corporation

i. Only covers expenses (including attorney’s fees)

1. If directors judged to be liable, will not be indemnified for expenses

2. Note: directors less covered/more exposed here than in direct actions

ii. Have to have acted in good faith

3. §145(c): Mandatory indemnification when director/officer prevails

a. Directors and officers only: if successful in action under (a) / (b), corp. must repay expenses only
b. No good faith requirement, could’ve won on a technicality and still receive mandatory indemnification

4. §145(e): expenses in defending a suit may be paid by the corporation in advance, to be repaid if they are found not to be entitled to indemnification

5. §145(f): indemnification and expenses paid in this statute aren’t the only way. Can have additional safeguards in bylaws, agreements, votes of stockholders

6. Policy Questions:

a. Impact to people wanting to serve as directors if they have to deal with upfront cost of litigation down the line

b. Why help directors who intentionally harm corporation

c. Aren’t laws there to deter bad behavior anyway?

Insurance

1. §145(g): corporations permitted to purchase insurance policies that cover their directors and officers (D&O insurance)

2. 2 Parts to D&O Insurance

a. Reimburses the corporation for indemnifying the directors and officers

b. Reimburses the actor for any expenses, judgements, etc. the corp. did not indemnify
3. Exclusions: insurance companies typically deny coverage for criminal acts, fraudulent acts, insider trading, and by any claim corporation makes against its own officer

4. Policy questions:

a. Why is this allowed for conduct outside scope of indemnification

b. Can be expensive and paid by the corporation

c. Counter:

i. Question of insurance law, not corporate law

ii. If corporation doesn’t buy, expected that directors would demand additional compensation to buy it for themselves

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 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

Self-Dealing Transactions (Director Conflicts)
Old CL used to have flat prohibition against director self-dealing transactions ( modern rule (DGCL § 144(a): Self-dealing transactions are valid if: 
· (1) There has been informed, disinterested board approval
· Demands disclosure before approval

· Safe harbor/BJR

· (2) There has been informed shareholder approval, or 
· (3) The transaction is fair to the corporation as of the time it is authorized, approved or ratified, by the board of directors, a committee, or SHs
Types of self-dealing transaction: (1) executive compensation, (2) conflict transactions

· Ex: a director proposes to sell land to the corporation
· High price will benefit director, low price will benefit corporation
· But not necessarily unfair ( may be beneficial since directors have various backgrounds and can help corporation

1. Bayer v. Beran: 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
a. Self-dealing issue: decision to advertise with program wife of CEO was on was not an issue because (1) wife was paid fair market value, (2) argument that participation gave her more prestige doesn’t hold as long as it’s serving a legit and useful corporate purpose
b. BJR issue: decision to engage in advertising is covered under BJR, P did not show directors were uninformed in making decision; expenditures were approved and authorized by BOD after extensive research was put into deciding advertising budget
2. Benihana of Tokyo v. Benihana: issue of whether Benihana (subsidiary of BOT) was authorized to issue $20mil in preferred stock and whether Benihana’s board of directors acted properly in approving the transaction ( yes to both
a. Aoki founded Benihana of Tokyo (BOT), and subsidiary Benihana, transferred 100% of BOT stock to trust, with children and family attorney as trustees.

b. Benihanas needed remodeling ($56mil). Board of directors recommended issuing convertible preferred stock. One member of BoD offered to take the deal through his own company. Aoki, through BOT, argued:
i. 144(a)(1) inapplicable because when the board approved transaction, the disinterested directors didn’t know Abdo negotiated the terms for BFC

1. Court: even though they didn’t know at the time, they were informed after the fact. Board understood Abdo was BFC’s representative in the transaction

ii. Abdo breach of duty of loyalty

1. Court: no, didn’t deceive the board, didn’t dominate or control other directors’ approval

iii. Board’s primary purpose in approving transaction was to dilute BOT’s voting control

1. Court: no, primary purpose was for funding, this was best financing option

c. Bottom line: don’t need to look at 144(3) if 144(1) or (2) is satisfied – don’t care about fairness if approved by disinterested directors/shareholders, unless there’s a valid waste claim
Burden shifting: generally, the challenger of a director self-dealing transaction bears the initial burden to show that a director had a conflicting interest in a corporate transaction, and then the burden shifts to the director to show the transaction was fair to the corporation
§144(a)(3) “Fairness”
· Procedural fairness: focuses on the internal corporate processed followed in obtaining approval by directors or shareholders

· How the transaction was approved

· The disclosure given decision makers

· Ability of directors to be objective

· Effect of shareholder ratification

· Substantive fairness: focuses on a comparison of the fair market value of the transaction to the price the corporation actually paid + corporation’s need for and ability to consummate the transaction

· Looking at what the range for price would’ve been in the market (not necessarily 1 exact price that is right)

· Whether transaction was one that was reasonably likely to yield favorable results

Looking at fairness of:

· Terms of the transaction

· Benefit to the corporation

· Process of decision making

Approval by Informed, Disinterested, and Independent Directors
1. Interest: depends on the particular transaction

a. A director personally receives a benefit (or suffers a detriment)
b. As a result of, or from, the challenged transaction
c. Which is not generally shared with (or suffered by) the other shareholders of his corporation, and
d. That benefit (or detriment) is of such subjective material significance to that particular director that it is reasonable to question whether that director objectively considered the advisability of the challenged transaction to the corporation and its shareholders
2. Independence: involves an inquiry into whether the director’s decisions resulted from the director being controlled by another
a. Controlled if dominated by that other party (personal, familial relationship or through force of will)
b. Controlled if challenged director is beholden to the allegedly controlling entity
i. Other party has unilateral power to decide whether the challenged director is so independent or is of such subjective material importance to him that the threatened loss of that benefit might create a reason to question whether the controlled director is able to consider the corporate merits of the challenged transaction objectively
c. In re Oracle Corp. Derivative Litigation: shareholders sued for insider trading, board formed a special litigation committee (SLC) to investigate and act on the allegations

i. SLC team was not sufficiently independent of D to decide to terminate the derivative suit

1. Both profs at Stanford; one of the directors also a Stanford prof, another director Stanford alum, another has donated large sums to Stanford

d. Martha Stewart: derivative suit claiming D breached her duties of loyalty and care by selling stock of another company and making misleading statements to the media. Court dismisses
i. Just because people are friends, attend same weddings, developed business relationships before joining the board, doesn’t mean people are beholden to Stewart

ii. Need to show that because people are friends/have a relationship, disinterested director would rather risk his reputation than risk the relationship with the interested director
Disinterested Shareholder Approval
1. Shareholders can approve/ratify a director’s self-dealing transaction, provided that the material facts as to the transaction and the director’s interest were disclosed to the shareholders

a. Shareholders must have full disclosure of transaction and must not be coerced in approving
b. If shareholders approve, no further judicial inquiry into farness of transaction, unless there is an allegation of waste
c. Some statutes require “majority of the minority” shareholder approval, so that interested directors who vote with their shares won’t invalidate the outcome

2. Difference between disinterested director and shareholder approval:

a. Directors have the capability to push back/improve on aspects of the transaction and work for a better deal

b. Shareholders don’t have capability to push back. Can just approve or reject (even though they have same information disinterested directors may have)

3. Lewis v. Vogelstein: Challenge to a stock option compensation plan for directors which was approved by shareholders

a. Lewis (P) brought a shareholders’ suit against Mattel and its directors (D). P asserted that the option grants represented self-dealing and thus had to be proven entirely fair to the corporation ( directors didn’t disclose current value of the options. Also, this was so excessive that it would constitute waste
i. Court said no issue with the disclosure, but wanted to look closer into the waste claim

ii. Rule: shareholders can’t ratify a waste except by a unanimous vote
Waste
1. Waste: business decision is so devoid of business purpose that they exceed the directors’ authority, therefore, directors are liable for it
a. No rational businessperson could conclude the corporation received fair value in the transaction
b. An exchange of corporate assets for consideration so disproportionately small as to lie beyond the range at which any reasonable person might be willing to trade

c. Uncoerced, informed approval by disinterested shareholders precludes fairness inquiry (BJR) – outside of claim for waste 

d. Waste can only be approved/ratified by unanimous action of shareholders
2. Harbor Finance Partners v. Huizenga: derivative suit claiming merger of Republic with AutoNation was wasteful because directors owned substantial amount of AN shares
a. Court says the vote on the merger was informed and uncoerced, and disinterested shares constituted a majority of the votes ( invokes BJR/no evidence of waste
b. If shareholders approve a transaction, doesn’t really make sense for a court to reexamine it as a waste claim. The people have spoken

Corporate Opportunity Doctrine
1. Forbids a director, officer, or managerial employee from diverting to himself any business opportunity that “belongs” to the corporation

a. Remedy: corporation receives the profits the manager derived from the opportunity

2. A corporate fiduciary cannot take a business opportunity if:

a. It is one that the corporation can financially undertake

b. It is within the line of the corporation's business and advantageous to the corporation, and

c. It is one in which the corporation has an interest or a reasonable expectancy

3. Delaware allows for this to be waived in certificate of incorporation. Otherwise, directors expected to share corporate opportunities with corporation
4. Broz v. Cellular Information Systems: Broz is president of RFBC and board member of CIS (same industry). Presented with opportunity to buy business expansion, which wasn’t offered to CIS

a. Broz was wearing two hats, but he conducted himself properly by providing everyone with info and not usurping the opportunity from CIS

i. No misappropriation of CIS’s proprietary information
ii. CIS wasn’t financially capable of buying Michigan-2

iii. Didn’t seem like CIS had a cognizable interest or expectancy in it, even though in same line of business

iv. Informally asked CEO and board members if CIS would be interested and they said no
1. No requirement to formally present the matter to the board under corporate opportunity doctrine
b. Bottom line: Broz was the one approached with the offer, not approached with the request to pass the offer onto CIS

Executive Compensation
1. Executive pay ultimately determined by BOD
a. In public corporations, delegated to compensation committee of the board, generally made up of 3 or more independent directors

b. Best practice: use of compensation consultants; comparisons with pay at other firms

2. Arguments for why stock options are a poor form of compensation
a. Expensive: CEO already has salary, benefits, retirement, reputation, etc. tied to the company
b. Poor alignment with SH: no downside unless choosing to buy; result is that managers are more willing to gamble on things that might make stock price increase
c. Poor design: no requirement for company to succeed independent of the market. If market is going up, it will pay off for officer to stay in office
d. Distorted incentives from SH: dividends not paid on options, so CEOs have incentive not to pay dividends and reinvest company funds in a way to increase stock price
e. Encourages fraud: induces greed; incentive to increase share price at all costs and sell before price falling
3. Law on Executive Compensation

a. Federal: focused on disclosure
i. SEC rules require the company’s annual proxy statement to disclose the compensation of the CEO, the CFO, and the three highest paid executives for the current and two preceding fiscal years
ii. Dodd-Frank required inclusion of golden parachute (severance) info. with M&A approvals; added regulations related to executive incentive clawbacks (recovery of money already disbursed) where financials had to be restated; disclosure of pay ratio (CEO’s total comp divided by median comp of company’s other employees)
b. State: focus on decision making, as long as there’s (1) due care (a legit committee, comparable pay scales), and (2) in good faith
i. Courts typically use BJR in absence of conflict of interest

ii. May look into waste if directors irrationally squandered corporate assets

iii. 3 categories of bad faith (most severe to least)

1. Subjective bad faith: fiduciary conduct motivated by intent to do actual harm
2. Intentional dereliction of duty: conscious disregard for one’s responsibilities; doesn’t advance the best interest of corporation but is also not necessarily harm
3. Lack of due care: action taken solely by gross negligence without any malevolent intent (without more ≠ bad faith)
4. In re Walt Disney Co. Derivative Litigation (Del. 2006): Disney hired Ovitz with comp. package that 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
a. No lack of due care: directors were fully informed of all material facts (knew Ovitz’s skill and value and were informed on key terms of original agreement). Compensation committee rightfully considered and approved the agreement
b. Bad faith: conduct didn’t fall into any of the 3 categories of bad faith. Disney knew it needed to hire an executive, also knew they needed to pay top dollar for someone good
c. Waste: 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 (rational business purpose)
d. Note: board likely wasn’t expecting value of options to be so high at time of issuance/payout

Oversight & Monitoring

1. BOD is required to:
a. (1) use good faith 
b. (2) to implement a monitoring system
c. (3) to bring to light information about ordinary operations such that BoDs can ensure compliance with all regulatory laws
2. Liability exists for a lack of good faith in establishing a monitoring or information reporting system

a. Lack of good faith where there is a sustained and systematic failure of the board to exercise oversight

b. Sustained and systematic failure comes from two sources:

i. (a) Directors utterly fail to implement any reporting or information systems/controls, or
ii. (b) 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 

3. Liability does not result from the monitoring or information reporting system failing to work

a. What matters is a good faith attempt at setting the system up
b. Note: no exculpation for conduct in bad faith
4. Francis v. United Jersey Bank (1981): husband passed away and left business to wife and 2 sons. Sons would “borrow” money out of the business accounts, and business eventually went bankrupt. Wife (in her capacity as director) sued by trustees, claiming wife had been negligent in her conduct of her duties as director of the corporation

a. Holding: even though wife was old and didn’t know business, she had a duty as a director to look at financial statements, see the boys were milking the company, and put a stop to it. OR resigned and given up her director position

i. Directors can’t defend by claiming lack of knowledge or shut their eyes to corporate misconduct then claim because they didn’t see the misconduct, they didn’t have a duty to look

ii. Only way such an assertion can work if director can demonstrate that she had exercised sufficient duty of care (inquiring, understanding, reviewing)
b. Note: maybe didn’t sue sons because they were broke
5. Grahams v. Allis-Chalmers (Del. 1963) [old standard]: P alleging directors were liable for failing to institute a monitoring system that would’ve allowed directors to learn of and prevent the antitrust violations. D had delegated price setting to the lowest level of management reasonably responsible for it
a. Court held directors are entitled to rely on the honesty and integrity of their subordinates until something occurs to put them on suspicion that something is wrong (responding to red flags)
6. Caremark (Del. 1996) [establishing new standard]: directors have duty to attempt in good faith to assure that a corporate information and reporting system, which the board concludes is adequate, exists, and that failure to do so under some circumstances may, in theory at least, render a director liable for losses caused by non-compliance with applicable legal standards
a. Change: rejected Allis-Chalmers, going from red flag system (as long as nothing pops up) ( directors must adequately implement systems that would force up awareness of things, and failure to implement those systems may result in “not in good faith” trigger to director liability
b. Has to be some sustained or systematic failure of the board to exercise oversight (e.g., utter failure to attempt to assure a reasonable information and reporting system exists)

i. The test is a lack of good faith, very high bar
7. Stone v. Ritter (Del. 2006) [defining systemic & sustained failure]: SHs filing derivative suit against 15 present and former directors of AmSouth because company had to pay 50mil in fines and penalties bc bank employees weren’t filing “Suspicious Activity Reports” as required by regulations. No fines had been imposed on the directors
a. Holding: no bad faith; regulatory fines themselves are insufficient alone to promulgate director liability
i. (a) Utter failure: AmSouth dedicated considerable resources to the compliance program and put numerous procedures and systems to attempt to ensure compliance
ii. (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
b. Can satisfy Caremark obligations even if it’s not 100% effective at preventing issues
c. Rule: only breach of duty of care or loyalty may directly result in director liability. Failure to act in good faith MAY but does so indirectly
i. Fiduciary duty of loyalty encompasses cases where the fiduciary fails to act in good faith
8. Marchand v. Barnhill (Del. 2019): ice cream company had massive contamination, resulting in 3 deaths and stock plunging. SH 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 (breached duty of loyalty under Caremark)
a. Holding: Caremark claim can proceed to trial as a basis exists to find lack of good faith. P alleged sufficient facts indicating information reporting systems were not in place:
i. No board committee charged with monitoring food safety

ii. Board didn’t have a process for board meetings to address food safety compliance

iii. Board didn’t have protocol/expectation that management would inform them with reports about food safety compliance

b. Court noted the monoline nature of company (just ice cream) has higher burden of food safety—reasonable to expect that safety should be a top concern
i. Even though management gave the board favorable reports & not the unfavorable ones, court tacked it onto the board’s wrongdoing
ii. Even though the company was in FDA compliance, it doesn’t relieve the board of its Caremark obligations ( meant to be a SH protection, not a consumer protection (which is what FDA obligations would target)

Controlling Shareholder Liability

In corporate law, with great power comes great responsibility
· Controlling SHs also have fiduciary duties to minority SHs

· Liability exists in 3 settings (in this class):
· Intra-group transactions (i.e., parent-subsidiary transactions)

· Freeze-out transactions (i.e., merger where minority SHs are forced to take a certain price)
· Close corporation oppression

Intra-Group Transactions

1. Standard of review for controlling SH transactions = fairness
a. Controlling SH transactions not subject to the BJR
b. Where parent owes the subsidiary a fiduciary duty resulting from their parent-subsidiary relationship & engages in a self-dealing transaction, parent has burden of proof that conduct was intrinsically fair to minority SHs
2. Types of Controlling SH Control

a. De Jure Control: owner of more than 50% shares effectively controls corporation

i. Can elect majority of board

ii. Decides all matters submitted to SH vote

b. De Facto Control: owner of less than 50% but a significant enough block of shares effectively has control because can mobilize sufficient votes to elect a board majority
3. Sinclair Oil Corp. v. Levien (Del. 1971): Sinclair owned 97% of Sinven’s stock (Venezuelan subsidiary). Sinclair nominated all members of Sinven’s board and they were all officers, directors, or employees of Sinclair. So Sinclair owed Sinven a fiduciary duty (de jure control)
a. Sinclair argued its transactions with Sinven should be governed by BJR (vs. argument that its transactions are based on intra-group transactions and should be judged based on fairness)
b. P argues that Sinclair caused Sinven to pay out too much excessive dividends that it messed up Sinven big time

i. If a dividend declaration is in essence self-dealing by the parent, then the intrinsic fairness standard is the proper standard

ii. But the dividends were not self-dealing because the minority shareholders got their proportionate share of dividends ( BJR applied, no gross negligence/waste
1. Not like Sinclair was the only one getting dividends, no disproportionate advantage

2. Example of a transaction that wouldn’t be kosher/screw over minority shareholder: Sinclair gets a loan from Sinven, then gets loan relieved. Inequitable extraction of value
c. P argues Sinclair breached K because it caused Sinven to contract with Sinclair International (100% owned by Sinclair), for which minority shareholders of Sinven didn’t get benefit from ( intrinsic fairness standard governs because this was self-dealing

i. Parent can’t cause breaches in K because that would unfairly affect minority shareholders of the subsidiary corporation

ii. Confirmed that it was breach of K and Sinclair must account to Sinven

Freeze-Out Transactions
Freeze-out Transactions: parent corporations eliminating minority shareholders. Can do so by

1. Cash-out merger: parent corporation arranges for a merger between partially owned subsidiary and wholly owned corporation of the parent. Shareholders get cash for their shares

2. Tender offer followed by merger: bidder corporation makes a tender offer conditioned on acquiring a specified % of the corporation’s stock from a corporations SHs with the purpose of gaining control of the corporation
3. Sale to outside buyer: parent corporation arranges for subsidiary to be merged with an outside buyer

Cash-out Mergers
1. Mechanics: parent corporation organizes a new shell corporation (N) to which it transfers all its stock in the partially owned subsidiary (S) 

a. Next, P has the board of S and N enter into a merger agreement providing that upon the merger of N into S, all the shareholders of S will receive cash for their S stock

b. P then votes all the stock of N in favor of the merger

c. P also votes its S stock for the merger and, if necessary, uses its control over the S proxy machinery to obtain the support of any additional shares needed to approve the merger 

d. Under most statutes S shareholders who are dissatisfied with the merger terms can dissent and seek appraisal for the fair value of the stock payable in cash

2. Conflicts of Interest: SHs may be powerless to retain their equity interest/alter terms of the merger. And requesting appraisals may not be worth it because SHs will incur out-of-pocket costs
a. Singer v. Magnavox (1977): established that a shareholder dissatisfied with the terms of a cash out merger could avoid appraisal by challenging the merger’s purpose
i. An aggrieved shareholder could simply allege that the merger had been effectuated solely to cash out minority shareholders at an adequate price thus creating a factual issue as to whether the merger had a proper purpose and shifting the burden to the controlling shareholder to prove the merger was entirely fair

b. Weinberger v. UOP (1983): merger was subject to an “entire fairness” test. Fairness test had 2 basic aspects: fair dealing and fair price

i. Fair dealing: when the transaction was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and stockholders were obtained
ii. Fair price: the economic and financial considerations of the proposed merger, including all relevant factors:

1. Assets, market value, earnings, future prospects, and any other elements that affect the intrinsic or inherent value a company stock
iii. Not bifurcated/compartmentalized, depends on an examination of all aspects of the transaction to figure out if the deal in its entirety is fair
c. After Weinberger, boards of subsidiary corporations involved in cash-out mergers started creating independent negotiating committees of outside directors to negotiate with the controlling shareholder and to condition such mergers on the approval of a majority of the minority shareholders

Oppression in Close Corporations & Judicial Protections of Minority Owners

1. Equal treatment (Massachusetts)

a. Selfish ownership recognized: “legitimate sphere in which [control] can act in their own interest even if the minority suffers”

b. Partnership fiduciary principles apply in close corporation

i. Principle of equal treatment

ii. Control may demonstrate legitimate business purpose for action

iii. Minority may demonstrate objective could be achieved through alternative means
c. MA an advocate for SHs: in close corporations, SHs owe each other substantially same fiduciary duties that partners owe each other
2. Fair treatment (Delaware)

a. Distinction between fair treatment and equal treatment
i. Equal treatment not required unless parties have negotiated for it
b. Entire fairness standard applies to dealings between control and minority SHs
3. Oppression of Minority SHs

a. In close corporation minority SHs expect “privileges and powers” that accompany ownership
i. Oppressive actions defeat these expectations

ii. Minority must demonstrate majority was aware of these expectations
iii. Expectations may be stipulated in SH agreement
b. Appropriateness of dissolution as a remedy [harsh outcome]
i. Availability of a feasible alternative remedy
ii. Other SHs must be given opportunity to purchase minority shares prior to dissolution
iii. Comes with financing challenges
iv. Dissolution should not be used as a coercive tool (but how can it not be…)
1. Minority SH cannot simply assert oppression to coerce other SHs to buy shares
4. Wilkes v. Springside Nursing Home (1976) [MA]: P entered into partnership agreement with 3 Ds in 1951, but his salary was terminated and he was voted out as an officer and director of the corporation in 1967. Suing for damages for salary he would’ve gotten through those years
a. 1 of the Ds wanted to buy a portion of the property. P was able to secure a higher bid from someone else. Strained relationship between 3 Ds and P. Eventually iced him out, didn’t reelect him as director or officer of corporation, and cut his salary
b. Court says majority shareholders don’t show a legitimate business purpose for cutting P from payroll or refusing to reelect him
i. No misconduct by P; no unwillingness by P to continue doing his duties
ii. They were looking to freeze out P for no legitimate business purpose
1. They didn’t even choose to give out dividends, so they were profiting through salaries and bonuses while P was left in the dust
2. Offered to buy out P at share prices lower than what they would have accepted for their own shares
iii. Majority breached its fiduciary duties to the minority owner (even though this is a corporation, not a partnership)
5. Nixon v. Blackwell (1993) [DE]: 

a. Issue/Holding: whether the board in a close corporation breached its fiduciary duties by failing to provide liquidity rights to non-employee minority shareholders, while providing such rights to employee-shareholders ( No breach
i. 2 classes of stock: (1) class A for employees, with voting rights (2) class B for family, without voting rights. Company allowed buyback of class A employee stocks when employees left company, but didn’t buy back family class B shares
ii. Corporation intended class A stock to go to employees and class B stock go to his family. Class B stock didn’t have voting rights. Corporation benefits from buying employee shares back, wouldn’t benefit from class B shares
b. Court says entire fairness test applies to this case
i. Doesn’t make sense to include non-employees in company’s employee stock ownership plan

ii. Too bad, this is what the father intended when setting up the company this way. There’s a business reason why one group can sell their shares and another can’t

c. Notes: 
i. Not even clear if company would’ve had enough cash to buyout all class B stock should they all want to sell

ii. Under DE law, a close corporation is a particular election under DE statute; this company had not elected to be treated as a close corporation. Had it done so, result may have been different
6. Choice of law in close corporation disputes: unlike internal affairs doctrine, where internal disputes were governed by state of incorporation law, not always the case for close corporation disputes. May be state of incorporation or state law where business is conducted

Statutory Remedies for Oppression
1. Involuntary dissolution statutes: provide broad protections for minority shareholders who complain of “oppression” by majority shareholders

a. MBCA §14.30: Court may order dissolving a corporation if 

i. The directors are in a deadlock, shareholders are unable to break the deadlock, and there’s irreparable injury to the corporation

ii. Directors/those in control of corporation acted/are acting/will act in an illegal, oppressive, or fraudulent manner

iii. Shareholders are deadlocked in voting power and have failed for 2 consecutive annual meetings to elect successors to directors whose terms have expired, or

iv. Corporate assets are being misapplied or wasted

b. MBCA §14.34: specifies a procedure for Ds to buyout Ps when a claim of oppression is made
2. Matter of Kemp & Beatley (1984): court orders dissolution of corp, unless Ds agree to buy out Ps
a. 2 longtime employees resigned/got terminated and no longer received any distribution of the company’s earnings even though they still had shares of the company (20% of stock), even though in the past distributions had been based on shareholding

i. Proof that there was a change in policy right before termination that stopped paying out based on stock ownership but rather services rendered to corporation

b. NY Statute allows for dissolution when a corporation’s controlling faction is found guilty of oppressive action toward the complaining shareholder
i. Oppressive conduct defined as conduct that substantially defeats reasonable expectations held by minority shareholders in committing their capital to the particular enterprise

c. Note: when court orders dissolution, minority SH can ask for as much money as they want (not just FMV) to prevent the dissolution

i. This is the issue with this remedy, because it gives lots of leverage to the minority SH
3. Brodie v. Jordan (2006) [MA]: 1 of 3 founding members of corporation wasn’t seeing eye to eye with the other 2 and made multiple requests that he be bought out, but those requests were rejected

a. P’s husband passed away. P went to meeting and elected herself as a director but was rejected by other 2. Asked the other 2 to perform valuation of the company so she could value her shares, but never happened
b. Freezing out: majority frustrates the minority’s reasonable expectations of benefit from their ownership of shares
i. The proper remedy for a freeze out is to restore to the minority shareholder the benefits from the corporation that she reasonably expected, but did not receive due to the breach of fiduciary duty
c. Lower court had ordered a buyout of P’s shares
i. BUT a forced buyout would put her in a better position than that she would have enjoyed had there been no wrongdoing & exceeds reasonable expectations (nothing in articles of incorporation saying there would be buyouts available; no market value for it)
4. Things to consider regarding a minority share’s market value:

a. Lack of control: minority share likely won’t be worth a proportional value to the majority shares

b. Non-marketability: close corporation has less of a ready market (makes it harder to sell)

c. Ex: Even if company is worth 10mil and minority SH wants to sell 20% share, wouldn’t necessarily get 2mil. An external buyer may not be inclined to pay that much to get a minority position since it’s not coming with control
Shareholder Rights

Shareholder Voting Rights

1. Shareholders have the right to:
a. Annually elect the corporation’s directors, and they can remove and replace directors in some circumstances

i. Annually, all directors may be up for replacement, or articles may allow for staggered cycles for directors

b. Decide whether to approve certain fundamental transactions—mergers, sale of the corporation’s significant business assets, voluntary dissolution of the corporation and amendments to the articles of incorporation

c. Have power to amend the bylaws
2. Shareholder meetings: if no annual meeting held in the past 15mo (13 for DE), any holder of voting stock can require corporation to have a meeting, at which new directors can be elected
a. Shareholders can also act by means of written consent instead of a meeting
i. Gives shareholders power to act without waiting for a meeting

3. Shareholder voting procedures: voting SHs must receive written notice of the meeting at least 10-60 days before meeting with time and location
a. Most statutes require SH meetings have a quorum equal to a majority of shares entitled to vote
i. Protects from minority faction calling meeting and acting without majority around
b. SH can vote by proxy (agent)

c. Only SH who owned stock on the record date can vote

i. Sell between record date and meeting date = can vote

ii. Buy between record date and meeting date = can’t vote

4. Shareholder voting rights: one share/one vote, unless articles specify otherwise

a. Simple majority vs. absolute majority: corporation has 100 outstanding shares, with 60 shares present/represented at SHs’ meeting. Simple majority required = 31 votes sufficient. Absolute majority = requires 51 votes

b. All directors up for election at the annual meeting, unless articles provide for staggered terms, where SHs elect directors for 2-3 year terms

i. Electing directors exclusively up to SH, unless there’s a vacant spot where either SH or remaining directors can vote on it

5. Board Interference with SH Voting Rights: board’s actions typically cannot interfere with SH’s voting rights
a. Blasius Industries v. Atlas Corp (Del. 1988): SH (9.1% stockholder) wanted to increase # of board members and pack the board with his own nominees. SH meeting was set to take place; board called emergency meeting before and added 2 seats and appointed 2 of their own guys to maintain board majority
i. Holding: although board acted in good faith to protect its incumbency and try to protect corporation, the board’s action interfered with the SH voting mechanism. Board has a heavy burden of demonstrating a compelling justification for such action
ii. Didn’t have the right to act this way to prevent SHs from electing a majority of new directors. Board violated its duty of loyalty it owed to SHs

6. Shareholder power to initiate actions

a. To make recommendations

i. Auer v. Dressel (NY 1954): Ps owned a majority of Class A stock. Brought action for an order to compel the president of the corporation to call special SH’s meeting (which was allowed by bylaws when requested by a majority of SHs). 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). President refused to call meeting

1. Holding: no reason not to allow SHs to express themselves, i.e., vote on making their recommendation
2. SH generally can’t tell/mandate the directors to do anything. What they can do is express their views. Special SH meeting would be a forum for SH to express their views (there, strongly urge directors to do something, and if they don’t, won’t be reelected)
b. To remove/replace directors:
i. DGCL § 141(k): majority SHs can remove directors with or without cause at an election
1. Unless board is classified – removal for cause only

2. Articles of incorporation can specify that removal must be for cause; articles can’t limit SH power to remove a director

ii. Removal for cause: requires specific charges. Adequate notice, and an opportunity for the director to defend himself
iii. What is cause: harassing or destructive behavior

1. Not cause: merely disagreeing with management or seeking to take control
iv. Vacancies: may be filled by SHs or remaining directors
v. Campbell v. Loew’s (Del. 1957): president (and board member) attempted to call special SH meeting to fill board vacancies, amend bylaws to increase number of board members, and to remove 2 directors and fill vacancies. Held:
1. SH have the power between annual meetings to fill newly created spots on board
a. Good thing for corporations to be able to have special meetings to remove directors who aren’t cooperating. Otherwise, things would be messier ( have to take to court and prove that the director isn’t being fair, tough to get around BJR
2. SH have the power to remove directors
3. Potentially removed director must be given adequate notice of charges and afforded an opportunity to be heard; proxy statements sufficient
4. Actions of removed directors were sufficiently for cause: in addition to failing to cooperate with president, made baseless accusations against him, attempted to divert him from normal duties by bombarding him with correspondences containing unfounded charges, moved into company’s building and proceeded upon a planned scheme of harassment—called for many records going back 20 years and sent president daily letters making serious charges
c. To amend bylaws
i. DGCL § 109: power to adopt, amend or repeal bylaws may rest in both SH and director. Board having power can’t divest SH power
7. Proxy reimbursement:
a. Contest between old and new directors

i. Can old board spend out of company’s money to defend their incumbency? Yes

ii. Can new board reimburse old board for their expenses? Yes

iii. Can new board reimburse themselves for their expenses? Yes, only if SH vote yes

b. If insurgents lost and SHs voted to keep old board

i. Old board gets reimbursed

ii. Insurgents would not be reimbursed, out of pocket expenses

c. Policy: uncertainty of reimbursement might discourage positive insurgents
Shareholder Proposals
Any SH who meets the ownership requirements of the rule and submits a proposal in a timely fashion and in proper form can have the proposal included in the company's proxy materials for a vote at the shareholders annual meeting
· Would otherwise be extremely expensive and difficult
· SEC Rule 14a-8 compels companies to subsidize proper SH proposals

· SH proposal is an agenda item that a SH is proposing to place in a meeting before other SHs. Would be added to the proxy statement that managers send anyway, including management’s recommendation
· Almost always even when management includes SH proposals, they will oppose proposals (may be a lot of crazy people submitting proposals)
1. SH Eligibility & Procedural Requirements:
a. SH must have continuously held at least 1% or $2000 worth of voting shares for at least 1 year
b. Continue to hold its shares and present its proposal at the annual meeting
c. A proponent can submit one proposal per SH’s meeting

i. The proposal and accompanying statement cannot exceed 500 words

ii. The proposal must be submitted 120 days before the day the proxy materials are sent out
2. Management has choice to include or exclude proposal

a. When management refuses to include, corporation must notify SEC and explain why it denied inclusion of proposal

i. Can’t just arbitrarily say no. If rejection doesn’t fit in one of the exclusions, SH will prevail and have proposal included

b. Most times, SEC will conclude with a no-action letter (we reviewed and conclude no action needs to be taken)
3. Exclusions of SH proposals:

a. (1) Improper under state law*
b. (2) Violation of law

c. (3) Violation of proxy rules

d. (4) Personal grievance; special interest

e. (5) Relevance*: proposal relates to operations which account for less than 5% of company’s total assets, less than 5% of company’s net earnings and gross sales, and is not otherwise significantly related to the company’s business

f. (6) Absence of power/authority: company lacks power to implement proposal
g. (7) Management functions*: proposal deals with a matter relating to company’s ordinary business operations

h. (8) Director elections 

i. (9) Proposal conflicts with company’s proposals at the same meeting
j. (10) Company has already substantially implemented proposal
k. (11) Duplication of another proposal
l. (12) Resubmission: substantially same subject matter as other proposal prev. included in last 5yrs
m. (13) Specific amount of dividends

*most frequent
4. Relevance: to properly exclude on the basis of relevance, Corp. must demonstrate both:

a. (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
b. (2) Lack of significant relation: not significantly related to the company’s business
i. Significantly related proposals can include those that are important public policy questions (i.e., those of ethical or social concerns)
c. Note: proposal that is not excludable under (5) Relevance could be excludable under (7) Ordinary business
d. Lovenheim v. Iroquois Brands (1985): P submitted proposal for company to form a committee to study foie gras and if making it causes undue stress to animals, and if so, whether to stop distribution until more humane method available. 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
i. Even though the $ impact of foie gras on company was minuscule, it was still significantly related because it presents ethical and social significance
ii. Language of the proposal sufficiently well written to NOT make it seem like SH telling board what to do
iii. Note: is Lovenheim’s motive to protect the corporation or the geese? Using corporate democracy to change behavior of corporation not to maximize profit/prevent harm to corporation, but other values important to that SH individually?
5. Management/Ordinary Business: proposal excluded if it deals with a matter relating to company’s ordinary business operations ( may still be accepted if it raises a significant policy issue such that it transcends the nuts and bolts of ordinary business
a. Do NOT transcend ordinary business where they affect just day-to-day decisions

b. Medical Committee (Napalm) case: public interest group summitted a SH proposal requesting company to amend certificate of incorporation to stop the sale of napalm unless buyer assured it won’t be used on humans. Company refused. Court said nah you have to. Fine line between ordinary business matter (excluded from SH proposals) and significantly related to business (based on public policy)

c. Trinity Wall Street v. Wal-Mart (2015): church (SH of WM) submitted proposal to stop sale of guns, WM sought to exclude because it related to ordinary business operations. Court said that the proposal targets day to day decision-making (what products to sell), and this proposal properly excluded

i. Trinity saying it’s a public policy issue, concern for safety and welfare of the communities served by Walmart stores

ii. Decisions on what products to sell is a day-to-day business decision (excludable proposal)

1. Not excludable: a proposal raising the impropriety of a supermarket’s discriminatory hiring or compensation practices generally is not excludable because, even though human resources management is a core business function, it is disengaged from the essence of a supermarket’s business

iii. Even if Trinity’s proposal raises sufficiently significant social and corporate policy issues, those policies do not transcend the ordinary business operations of WM. For a policy issue here to transcend WM’s business operations, it must target something more than the choosing of one among tens of thousands of products it sells
Shareholder Inspection Rights
1. SH have right to inspect corporation’s books and records: includes articles of incorporation, bylaws, minutes from SH meetings, minutes from board meetings, accounting records, etc.
a. Significance: important to gather information to make factual statements before filing lawsuit
b. Incentive for corporations to keep honest books and records knowing they’re subject to SH inspection

2. DGCL § 220: SH may make a written demand for any proper purpose to inspect and make copies from the corporation’s stock ledger, list of SHs, and books and records
a. May access subsidiary’s books and records under certain circumstances (if corporation has actual possession/control of those records)
b. Proper purpose: a purpose reasonably related to such person’s interest as a stockholder
i. Burdon on SH seeking access to show proper purpose; credible basis must be demonstrated with each individual item sought
ii. Where a specific harm is being investigated, purpose should be supported with an evidentiary showing that demonstrated specific harm
c. Remedy for exclusion is judicial order to compel

d. Note: some states used to limit inspection to SHs owning a certain % of corporation. Over time, inspection right has been democratized, only ensuring there is a proper purpose
3. State ex rel. Pillbury v. Honeywell (Minn. 1971, applying DGCL 220): P wanted to stop production by D of bombs used in Vietnam. Purchased 100 shares then requested a SH’s list to solicit proxies for the election of new directors. D denied request. P argued proper purpose, since disagreed with management and has a right to inspect corporate records to solicit proxies

a. D argues proper purpose contemplates concern with investment return ( court agreed

b. “Because the power to inspect may be the power to destroy, it is important that only those with a bona fide interest in the corporation enjoy that power”

c. P’s intent was to put himself in a position to influence other SH’s opinions and change how the company’s course of business, not for the business purpose of protecting his investment

i. Proper purpose should have economic benefit for SH or corporation
ii. Court believed that P bought shares specifically to have standing to demand books and records to be able to initiate action to change board

1. Policy question: different outcome if P was a longstanding SH?

2. If management can tell another story other than economic purpose, may be able to overcome SH’s request

3. Court assuming P had political motive. What if someone has BOTH economic and political motive? Wouldn’t it be a proper purpose if a longtime shareholder was concerned about the corporation?

4. Saito v. McKesson HBOC (Del. 2002): P purchased McKesson stock a few months before McKesson merged with HBOC. Few months later, new corp (D) announced reduced revenues, likely because of HBOC’s accounting errors in previous years. P made record request but was denied in 3 categories of documents
a. Before stock purchase: date of purchase shouldn’t be used as cutoff date in a §220 action

i. Wrongdoing may predate and postdate SH’s purchase

ii. Post-purchase wrongs may have foundation in events that transpired earlier

b. 3rd Parties: question is whether those documents are necessary and essential to satisfy the SH’s proper purpose

i. 3rd party reports were financial documents (financial and accounting advisors), which would definitely be related here

ii. Agents acting on behalf of principals

c. HBOC: SHs of a parent corporation aren’t entitled to inspect a subsidiary’s books and records (unless it’s an alter ego of parent)

i. But if subsidiary gave relevant documents to parent before or after merger, those are relevant

ii. Ex: HBOC providing financial and accounting information for proposed merger

iii. Note: looking into subsidiary’s books and records later added into §220
Shareholder Litigation
1. Policy: is SH litigation beneficial or harmful
a. Beneficial: threat of litigation results in director/officer conduct that is more beneficial to SHs

i. One of the few real checks on directors

b. Harmful: imposes great cost on the corporation with little benefit

i. Individual SH not incentivized to bring suit since their personal damages will be small
ii. P’s counsel is the real winner: court will award attorneys’ fees when there’s a settlement

2. Derivative vs. Direct actions
a. Derivative: action brought by SHs on behalf of the corporation in which they hold stock, asserting rights belonging to the corporation because the board has failed to do so
i. Corporation named as the defendant, but action is for the benefit of corporation
1. SH effectively compelling the board to take action against a 3rd party (the board)
2. 3rd party is board and not some other party because the board has the power to initiate suit. And failure to sue is under the BJR
3. Ends up looking like Corporation v. board

ii. Any amount recovered belongs to the corporation (not the SH plaintiff)
iii. Demand requirement: demand from board to take a certain action first before being able to sue, unless demand requirement is excused as futile
b. Direct: action brought by SHs on their own behalf to vindicate their individual rights, not the corporation’s rights
i. Often brought as class actions

ii. Types of actions brought to protect SH:
1. Financial rights: compel dividends, dissolution
2. Voting rights

3. Governance rights: challenge issuance of stock, require meeting notice
4. Minority rights: holding majority SH liable for acts to dilute
5. Informational rights: inspect books and records
3. How to determine whether derivative or direct:
a. (1) Who suffered the alleged harm ( the corporation or the suing SHs
b. (2) Who would receive the benefit of any recovery/remedy ( corporation or SH individually
4. Tooley v. DLJ (Del. 2004): Ps brought class action lawsuit, alleging members on board breached fiduciary duty by agreeing to delay merger for 22 days, resulting in harm due to lost time-value of the cash paid for their shares
a. Not derivative ( no injury to corporation and no relief that would go to corporation due to delay
b. Not direct claim either ( SHs did not have any rights that had ripened before the merger completed. Contractual claim is nonexistent until it is ripe/until terms of merger are fulfilled

i. SH wouldn’t have right to sue until merger completed (hadn’t completed yet)
5. Demand Requirement: in bringing a derivative suit, SH plaintiff must:
a. Demand requirement: make a pre-suit demand of the BoDs to assert the corporation’s rights
b. Demand futility: allege reasons as to why a demand would be futile; i.e., why they did not make one. Ps must allege particularized facts creating

i. (1) Reasonable doubt that the directors are disinterested and independent, or 

ii. (2) Doubt as to whether the underlying transaction is the product of a valid exercise of business judgment
P can survive motion to dismiss by alleging either
c. Aronson v. Lewis (Del. 1984): Fink was a director who got a sweet retirement package set up for him by board voting to approve it. Lewis (SH) filed derivative suit alleging no valid business purpose/waste without making a demand first. Claimed demand would be futile
i. (1) doubt about director interest: demand not futile simply because directors were involved in approving consulting agreement or because Lewis selected all the directors
ii. (2) no showing that this wasn’t proper business judgment
iii. P failed to allege facts with particularity indicating Meyers directors were tainted by interest, lacked independence, or took action contrary to Meyers’ best interests

1. Policy: court raising the bar for bringing a shareholder derivative suit
2. Old workaround for the demand requirement was just to name all the directors as Ds and tell the court it’s common sense that all these directors wouldn’t want to sue themselves ( doesn’t work anymore since need particularized facts
6. Special Litigation Committees: committee of BoDs formed in response to a derivative action for the purpose of investigating the claims in the complaint

a. SLC is assembled to make a recommendation to the court on if litigation should proceed

i. SLC will hire its own lawyers

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

iii. SLC will be composed of independent directors

1. Board may add number of directors just to ensure the new directors are sufficiently independent/disinterested
iv. Essentially, this is BoDs saying “hey, SH. Thanks for starting this suit on behalf of the corp. We want to take back over now.”
b. SLC’s independence and disinterestedness can always be challenged
i. Auerbach v. Bennett (NY 1979): decision of SLC is subject to true BJR; however, P can challenge (1) SLC’s independence and disinterestedness; and (2) SLC’s methods of review
ii. Zapata v. Maldonado (Del. 1981): P filed suit against all board members alleging breach of fiduciary duty. SLC formed and decided to dismiss claim
1. Any motion to dismiss presented by SLC must be scrutinized by the court than ordinary BJR:

a. (1) Inquire as to independence and good faith of committee, with limited discovery. Burden on corporation to prove this (regardless of if opposing party pleads that; unlike Auerbach)
b. (2) Court should apply its own independent judgment to see if motion to dismiss should be granted: the committee can establish independence and sound bases for decisions (meet requirement 1) and motion can still be denied
2. Policy: courts usually kept their hands off BJR. In this specific circumstance, court decided to use its own “business judgment” to look into the dismiss-ability of the suit. 
a. Court wants to find a balance: SLCs can just consistently choose to dismiss derivative suits and that SH power would be useless; on the other hand, boards can just be bombarded by frivolous suits
iii. In re Oracle Corp. Derivative Litigation (2003): derivative suit alleging insider trading. Court reviewing Oracle’s SLC’s motion to dismiss the derivative suit
1. Holding: SLC fails to demonstrate that there is no material issue of fact when it comes to their independence ( SLC’s motion to terminate denied
2. SLC couldn’t establish that its members were independent (deep connections with Stanford among SLC directors and Ds accused of insider trading) ( reasonable doubt about the SLC’s ability to impartially consider whether the Trading Defendants should face suit
3. Judge based his decision on “human nature.” Even though nothing explicitly screamed corruption/lack of independence, he just saw the Stanford connection to be way too strong
7. Cost of Litigation: SH bears the cost of litigation, as well as the risk that no wrongdoing will be found

a. Even if SH wins, would only be recovering a prorated share of whatever is recovered in a class action/increase in value from a successful derivate suit

b. P’s attorney is who wins attorney’s fees

i. Attorney may hurt SHs by agreeing on a settlement instead of going to trial (to guarantee income) or file suit that has little merit

ii. Attorneys may be looking for quick settling cases whereas SHs look for realizing the largest recovery the suit has potential to generate

1. Attorneys may also file claims which they know doesn’t have a high likelihood of success just for money
iii. Court must approve the settlement and decide what fee should be awards to P’s attorneys

iv. Courts may also be incentivized to approve settlement to get stuff out of their dockets

c. Who is plaintiff for suits: which SH has the largest financial interest in the litigation
d. Attorneys’ Fees: American rule, each aprt pays for their own costs
i. Exception: for SH litigation (both direct and derivative) a prevailing plaintiff’s attorney can apply to the court to award fees
1. Lodestar method: rate x hours
a. Court determined reasonable rate will be based on the attorney’s experience and skill
b. Encourages driving up hours/settling for less since no incentive for big settlement payout
2. Percentage of recovery: contingency fee
a. Incentivizes settling early to make most for time spent
Purpose of the Corporation: Whom Does the Corporation Serve?
1. Corporation as Private Property

a. Shareholder primacy: corporation’s goal is to benefit shareholder and maximize SH wealth

b. Corporation is viewed as privately held property

c. Directors owe duties to SHs only

d. Benefits SH rather than employees

2. Corporation as Social Institution

a. Corporate social responsibility (CSR): corporation seen as economic institution which has a social service as well as a profit-making function

b. Directors owe duties to the corporation itself as an entity, not merely to the SHs

c. CSR questions recently reframed as environmental, social, and governance (ESG) questions 

3. Dodge v. Ford Motor Co (1919) [SH Primacy]: Minority SHs brought against Ford (1) to compel payment of special dividends (which Ford stopped to reinvest in business) and (2) to stop expansion of business by buying iron ore mines and constructing steel manufacturing plants

a. Ford wanted to keep reinvesting in business to have a social benefit of offering cheaper cars to the public and employing more people (should’ve framed argument as vertical integration/making more money for corporation)
b. Court didn’t buy Ford’s story, affirmed decision to pay special dividend of 19mil, but deferred to Ford regarding business decision for expansion
i. “A business corporation is organized and carried on primarily for the profit of the stockholders”

ii. Dodge brothers’ concern wasn’t as much about the dividends. More concerned about being put out of business since they would supply steel

iii. Policy issue: maximizing employment vs. maximizing profits
4. Charitable Giving: 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
a. Judicial review of corp. gifts: test is “reasonableness.” Must be within reasonable:
i. Purpose: not reasonable if to an illegitimate foundation, i.e., should probably be a cause recognized as tax exempt by the IRS

ii. Amount: within reasonable limits; IRS limitations on tax deductibility are indicative, but not a cap
b. Theodora Holding Corp v. Henderson (Del. 1969): Ex-wife and husband owned shares in Alexander Dawson. Husband had controlling interest and dominated corporate affairs ( caused company to make charitable donations to charity of his choice, to finance a camp for under-privileged boys

i. Daughter was a board member who rejected proposal, so in response, husband reduced number of board members and got it approved

ii. Test to determine validity of gifts: reasonableness

1. Here, small cost of loss of income (below 5% federal tax deduction limitation) outweighs benefit of the charity. Gift was reasonable
c. Corporate gifts as self-dealing: DE, charitable donations approved by independent directors are subject to review under BJR

i. SH generally can’t challenge corporate gifts, under BJR
Securities
Security: financial instrument that represents some type of value, e.g., stock or bond

Governed by federal law, primarily involves public companies
Securities Markets Background
· Securities Act of 1933: required issuers of securities to register their stock issuance and provide investors with detailed information about the company, its management, its plans and finances

· Regulates sale of shares

· Requires disclosure

· Securities Exchange Act of 1934: created Securities and Exchange Commission (SEC) to administer 1933 Securities Act

· Imposes continuing obligations on traded corporations, quarterly and annual disclosures
· Outlaws securities fraud
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 (price and information correlated together)
· Hypo: you hear that there is shortage of lumber. By the time you want to buy stocks in lumber company, price would’ve already shot up (information is built into the price)
Securities Fraud

1. §10 of Securities Exchange Act of 1934: authorized SEC to make unlawful “any manipulative device or contrivance” used or employed “in connection with the purchase or sale” of a security
2. Rule 10b-5: compels honest and full disclosure in all securities-related communications
a. 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)

b. Any purchaser or seller of a security can sue any person (including a corporation) that

i. (1) makes materially false or misleading statements

ii. (2) with an intent to deceive

iii. (3) upon which the plaintiff relies

iv. (4) causing losses to the plaintiff
3. Note:
a. 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
i. Potential class = everyone who sold/bought during the period of when material statement was made
ii. SFCAs rarely go to trial, resolved on motion to dismiss or are settled

b. Securities fraud not premised on violation of fiduciary duty (that’s state law). Premised on federal law
i. Directors typically more concerned about 10b5 action than breach of fiduciary duty because larger magnitude of liability (since lots of shares being bought/sold)

ii. Ex: unfair business practices (ex: squeezing out minority SH and paying him less than FMV for shares) not covered by 10b5. That would be a state action

4. Materiality: whether a reasonable investor would have considered the omitted information significant at the time 

a. Materiality = (probability of event) x magnitude
b. Basic v. Levinson (1988): D engaged in merger conversations concerning potential merger and in the following 2 years issued public statements denying it was engaged in such negotiations. Sometime after statements were made, P sold shares, then merger announcement went public
i. P brought action saying they sold based on Basic’s statements that it wasn’t engaged in merger and missed out on money due to stock price dipping
ii. Merger was a high magnitude event, SH would likely want to know about it (remanded)

iii. Note: To be actionable, a statement must be misleading. Silence, absent a duty to disclose, is not misleading
1. “No comment” statements are generally okay/not misleading

2. Ex: Steve Jobs asked if he was dying of cancer, and if he says no, would be lying. Would be material information to the value of Apple (vs. if no reporter asked [no obligation], or saying “no comment”)
5. Intent/Scienter: P must show that D was aware of the truth and appreciated that their statement might mislead
a. Heightened pleading standard: state facts with particularity that give rise to a strong inference that P acted with intent

b. Courts must:

i. (1) accept all factual allegations in the complaint as true

ii. (2) consider the complaint in its entirety to inquire if ALL the facts taken collectively give rise to a strong inference of scienter

iii. (3) take into account plausible opposing inferences

1. Consider plausible explanations for the D’s conduct (i.e., didn’t intend to deceive)
iv. Complaint will survive only if a reasonable person would deem the inference of scienter cogent and at least as compelling as any opposing inference one could draw from the facts alleged [any other inference ( inference of scienter]
1. Demonstrate that it was MORE LIKELY than not that the D acted with scienter
2. If multiple statements, need to show scienter for each
c. Tellabs v. Makor Issues (2007): 
6. Reliance: due to Fraud on the Market Theory, Ps don’t have to demonstrate individual reliance on the statement itself. Because the law is based on everyone acting with the publicly available information, P’s reliance is presumed as they bought/sold at market price

a. I.e., the fraud was baked into the market price, so P relied on price reflecting honest information in purchasing
b. Why use fraud on the market theory: otherwise would be impossible to show every single class member’s reliance

c. How to rebut presumption: any showing that severs the link between the alleged misrepresentation and either the price received (or paid) by the plaintiff, or his decision to trade at a fair market price
i. Price: show that market makers (i.e., institutional investors) were privy to the truth, so market did not reflect the fraudulent information
ii. Decision: demonstrate that Ps would have traded anyway regardless of what’s going on in the market (ex: SH #324 had to sell shares bc needed money for heart surgery)
Insider Trading
1. Insider trading: a “manipulative or deceptive device” employed in connection with the purchase and sale of securities
a. Arguments for insider trading:

i. Insider trading signals information to stock markets, smoother price movements before inside information is ultimately disclosed [less spikes in response to news]

1. Buy more ( drive price up; sell more ( price down

2. Information would get to market more quickly

ii. Can be a form of executive compensation, which creates incentives for managers to take risks

b. Arguments against insider trading:

i. Insider trading is unfair

ii. Distorts company disclosures: insiders can screw with disclosures to time their own trades

iii. Theft of company information: can be seen as protection of intellectual property

iv. Increases firms’ cost of capital: knowing there is insider trading going on, investors would take precautions and discount the company’s stock price, thereby raising the company’s cost of capital (price at which company can borrow money or sell securities)

2. Courts rely on 10b-5 to regulate intentional misuse of inside information/trading
a. Doesn’t have direct language on insider trading, but SCOTUS has interpreted to contain a general prohibition against insider trading in open-market transactions, as well as in face-to-face dealings
3 Theories of Insider Trading

1. Classical Theory: violation occurs when there’s a duty to disclose arising from a relationship of trust and confidence (fiduciary duty) between the parties to the transaction
a. An insider who owes a duty cannot trade on material nonpublic information

i. Have duty to disclose their possession of material nonpublic information to counterparties to whom they owe duty (SHs) before purchasing/selling shares
b. Key question: does the party using the insider information owe a fiduciary duty to the party with whom they are transacting?
c. Chiarella (1980): guy printing documents for a corporation found out there’s going to be a merger before information was public and bought shares/sold of the target company. 
i. Holding: D wasn’t a party of either corporation and a duty to disclose under §10(b) does not arise from the mere possession of nonpublic market information (has to be a corporate insider)
d. Note: may have been decided differently if buying shares in acquiring company instead ( would be considered principal/agent relationship since acquiring company is hiring printing company to do a job for them. Chiarella would be a sub-agent (agent of an agent) & owe fiduciary duty to acquiring company
i. Doesn’t owe duty to target company (3rd party)

1. If D owed a duty, to whom does Chiarella owe a duty to: would owe duty to particular SH Chiarella buys shares from

2. But here, didn’t owe duty to targeted company

ii. May have been a breach under misappropriation theory (wasn’t argued)
e. Policy: court allowing room to be left to give people incentive/reward for price discovery

2. Tipper-Tippee Liability: tipping by an insider can be a breach of fiduciary duty if the insider will benefit, directly or indirectly, from his disclosure and that a tippee violates rule 10b-5 if she knows or should know that there has been a breach

a. Tipper: person who discloses material nonpublic information

i. Liable when they breach fiduciary duty by disclosing material nonpublic information to tippee

ii. Existence of breach depends on whether insider will personally benefit

b. Tippee: person who receives material nonpublic information from tipper

i. Liable when tippee knows tipper will benefit from disclosure (tippee assumes insider’s duty to SHs)
c. Sub-tippee: person who receives material nonpublic information from a party who was originally a tippee (original tippee would become a tipper)
d. Dirks (1983): D got info from insider of a corporation which he had no connection to that there was fraud going on internally, then he gave that info to investors who relied on it in trading the shares of the corporation. Led to massive drop in stock value ( neither D, nor the insider he got info from violated any duty. Insiders didn’t gain any personal or monetary benefit from disclosing (motivated by desire to expose fraud)
i. D told institutional investor friends about fraud (sub-tippees). Investor friends sold a ton of securities based on D’s tip prior to the public finding out about the fraud
ii. D wasn’t an insider himself, so classical theory doesn’t apply
iii. Tipper was an insider, but he didn’t derive any benefit from disclosing to D

1. Could argue there was reputational benefit; however, tipper was not trying to claim he was responsible for exposing the fraud
iv. Tippee’s liability depends on tipper’s

1. If tipper gives info to tippee for investigative purposes (reveal fraud) but tippee chooses just to trade with that info, would either be liable ( likely neither liable under tipper-tippee
a. If tipper discloses info in good faith with no expectation of benefit, no tipper liability

b. No tippee liability under THIS theory
e. Notes:

i. Benefits could be monetary gain, reputational benefit, or a benefit expected in the future (doesn’t have to be tangible benefit at time of case)
ii. An outsider (such as accountant, attorney, consultant who receives nonpublic corporate information with the expectation that it will be kept confidential) is considered a temporary insider and cannot trade on the basis of that information
3. Misappropriation Theory: trading on material non-public information is a breach of a duty owed to the source of the information (misappropriating confidential information)
a. A principal-insider who tells fiduciary-outsider material non-public information presumably wishes to keep that information for their own benefit

i. Fiduciary-outsider is in breach where they break trust of principal-insider by using confidential information without disclosure
ii. Breach does not occur on receipt of information, but use for trading purposes

iii. The source of information is the party deceived

iv. The transaction counterparty—and the market—are the parties harmed

b. O’Hagan (1997): D was a partner for a law firm that was retained by Grand Met interested in doing merger to acquire Pillsbury; D wasn’t working on the case. Started buying call options in Pillsbury, the targeted company, price skyrocketed after merger announcement, and he made a big profit
i. Even though D wasn’t working on the case, as a partner at the firm, would still be liable to the client based on fiduciary duty (but he didn’t trade Grand Met’s shares, so same reasoning as Chiarella)
ii. But, D harmed Grand Met under misappropriation theory because the price of Pillsbury’s stock starts going up (the company that firm’s client is trying to buy). Client obviously wants to buy it for cheaper and D is hurting that opportunity
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)

· Members of Congress or their staff may be liable on misappropriation theory pursuant to the 2012 Stop Trading on Congressional Knowledge Act
· 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
Corporate Governance and the Feminization of Capital
· The feminization of capital: the transformation of public-company stockholders from majority male to majority female

· Arguing that the feminization of shareholding encouraged corporate law experts to view shareholders as “passive” actors, and justified laws and practices that shifted power away from shareholders toward corporate managers

· One reason why women may have been entering the stock market was because they were left out of the labor market. With stocks, they would get dividends regardless of gender

· Also, women’s wage labor was poorly compensated relative to that of men

· Women had won the right to vote in shareholder elections before they were granted the right to vote in political elections.

· Writers tended to assume that women came to stock ownership mainly through inheritance, or that men were putting stock in their wives’ names for tax reasons

· End of the Feminization of Capital

· By the 1960s, the major story in business was the growing power of institutional investors
· Current day shift away from owning individual stocks to mutual/index funds

· Intermediation eliminated importance of private individual SH in public companies

· 80-90% of shares owned by institutions

· Managers of modern investment management companies are predominantly male
· As the number of companies in their stock portfolios grew—and in the absence of mechanisms that would have made collective action possible—the average investor did eventually hold a portfolio of stock in too many companies to participate actively in shareholder governance in all of them. Thus, inattentiveness to company-level governance did eventually become a feature of modern investment.

· Berle and Means believed that shareholders’ passivity justified a move away from treating shareholders’ interests as primary, opening up the possibility that shareholders’ interests would be subordinated to those of other groups, such as labor and consumers.

· Shifting from shareholder to stakeholders
· Separation of ownership (SHs) and control (management)
· In the middle of the twentieth century, women were able to gain representation on corporate boards only by leveraging their shareholding power; contests for corporate control were an opening for women, but only through the decisions of male business leaders to nominate women to board slates in the first place. Outside these circumstances, women’s demands for representation were met with resistance rooted in gender bias.
· Current practice:

· When management goes bad, remedy isn’t SHs throwing the bums out. Only effective way to throw them out is for someone buy out the company (Twitter model)

· Protection for manager abuse is the prospect of managerial control

Twitter v. Elon

Timeline:

· January 2022: Elon started buying Twitter stock

· If goal was to become owner of Twitter

· Elon doesn’t tell anyone he’s buying stock

· Doesn’t buy stock in his own name, using an intermediary/agent acting on his behalf to begin the acquisition

· 3/14/22: has bought 5% of shares

· Federal law says once you’re past 5% threshold, have to publicly disclose that you have bought 5% and must declare intentions

· Elon doesn’t disclose and continues to buy silently

· 4/1/22: has accumulated 9.1% of shares

· 4/4/22: declared position

· Stock jumps 27%

· Elon’s options he wants to pursue: join board, buy the company, or start a rival company

· Offered a board position, then changes mind and wants to offer to buy the company

· Can a shareholder ask to be on the board?

· No. Just because a shareholder, have no inherent right to be named onto the board

· Why was Twitter compliant in letting Elon join?

· Maybe hoped to contain him and prevent him from starting a competitor

· 4/25/22: signs agreement to buy

· 7/8/22: Elon terminates deal

· 7/12/22: Twitter sues, asking for specific performance

· 10/27/22: Elon decides to proceed with purchase, becomes Twitter’s owner and CEO

· Elon acquires majority % of shares. After majority, goes through process to merge with his own corporation to own full corporation and elimination of minority shares (at that point, cash-out merger)

Poison pill: causes automatic dilution of stock in the event that there is a takeover that doesn’t meet with management’s approval

Twitter certificate of incorporation

· Board of directors set up into 3 classes. Can’t get rid of all at once, need to wait 3 separate election cycles to phase out everyone

· Or pay them off to quit

Twitter: Elon in breach of merger agreement

· Remedy: specific performance to compel Elon to proceed with acquisition

Elon: 

· Other companies use MAU (monthly active users) to measure, whereas Twitter uses mDAU

· Saying Twitter doesn’t have a handle on the bots and an ad-based model not effective for Twitter, should be subscription-based model

· 3 days after merger agreement, Twitter revealed it misstated mDAU numbers

· Shareholders and advertisers each interested in the measuring metric

· Advertisers interested because they want to know if it’s worth spending money on ads on Twitter

· Argument that this metric is unconventional, not the industry standard

· Is using an unconventional method on its own problematic?

· Twitter didn’t respond to his requests for information (Twitter says he waived his right for diligence)

· Elon points to Twitter’s SEC disclosures, which he says he relied on, which have falsehoods in them

· Basically accusing Twitter in securities fraud (Elon doesn’t see himself moving forward with deal, otherwise wouldn’t be trashing the would-be company he’d own)
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