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 Business Organizations

Types of Business Organizations

· Sole proprietorships

· Limited Liability Corporations (LLC)

· Hybrid between corporations and partnerships

· Corporations

· Partnerships

Reasons for Business Organizations

· Need to limit liability (risk)

· Specialization. A sole proprietor doesn’t have all the skills or knowledge that a large corporation might.

· Investment (capital)

· Efficiency reasons (productivity)

· Default provisions. Laws are standardized among all corporations, unless otherwise agreed by the corporation.

Choosing A Form Of Organization Checklist

A. Choosing A Form Of Organization

1. Partnership VS Corporation:
2. Partnerships: Two kinds of partnerships: general and limited partnerships.
a. General: An association of two or more people who carry on a business as co-owners. A general partnership can come into existence by operation of law, with no formal papers signed or filed. Any partnership is a “general” one unless the special requirements for limited partnerships are complied with.
b. Limited: Can only be created where: there is a written agreement among the partners, and a formal document is filed with state officials. 
i. Two Types of Partners: Limited partnerships have two types of partners: “general” partners who are each liable for all the debts of the partnership, and one or more “limited” partners, who are not liable for the debts of the partnership beyond the amount they have contributed.
3. Limited Liability: Corporations and partnerships differ sharply with respect to limited liability:
a. Corporation: In the case of a corporation, a shareholder’s liability is normally limited to the amount he has invested.
b. Partnership: The liability of partners in a partnership depends on whether the partnership is “general” or “limited.”
i. General: In a general partnership, all partners are individually liable for the obligations of the partnership.
ii. Limited: In a limited partnership, the general partners are personally liable, but the limited partners are liable only up to the amount of their capital contribution. A limited partner will lose this liability if he actively participates in the management of the partnership.
iii. Limited Liability Partnership (LLP): Most states now allow a third type of partnership, the LLP. In an LLP, each partner may participate fully in the business’ affairs, without thereby becoming liable for the entity’s debts.
4. Management:

a. Corporation: Corporations follow the principle of centralized management. The shareholders participate only by electing the board of directors. The board supervises the corporation’s affairs, with day-to-day control resting with the “officers.”
b. Partnership: In partnerships, management is usually not centralized. In a general partnership, all partners have an equal voice (unless they otherwise agree). In a limited partnership, all general partners have an equal voice unless they otherwise agree, but the limited partners may not participate in management.
5. Continuity of Existence: A corporation has “perpetual existence.” In contrast, a general partnership is dissolved by the death (or even the withdrawal). A limited partnership is dissolved by the withdrawal or death of a general partner, but not a limited partner.
6. Transferability: Ownership interests in a corporation are readily transferable (just sell the stock). A partnership interest, by contrast, is not readily transferable (all partners must consent to the admission of a new partner).
7. Federal Income Tax: 
a. Corporations: A corporation is taxed as a separate entity. It files its own tax return showing its profits and losses, and pays its own taxes independently of the tax position of the shareholders. This may lead to “double taxation” of dividends.
b. Partnership: Partnerships, by contrast, are not separately taxable entities. The partnership files an information return, but the actual tax is paid by each individual. Therefore, double taxation is avoided. 
c. Subchapter S Corporation: If the owner/stockholders of a corporation would like to be taxed approximately as if they were partners in a partnership, they can often do this by having their corporation elect to be treated as a Subchapter S corporation. An “S” corporation does not get taxed at the corporate level; instead, each shareholder pays a tax on the portion of the corporation’s profits.
8. Summary: 
a. Corporation Superior: A corporate form is superior where:
i. The owners want to limit their liability.
ii. Free transferability of interests is important.
iii. Centralized management is important.

iv. Continuity of existence in the face of withdrawal or death of an owner is important.

b. Partnership Superior: A partnership will be superior where:

i. Simplicity and inexpensiveness of creating and operating the enterprise are important.

ii. Tax advantages are important, such as avoiding double taxation and/or sheltering other income.

B. Limited Liability Companies (LLCs): All states have enacted special statues recognizing and regulating LLCs. The LLC is neither a corporation, nor a partnership, though it has aspects of each. Many people think that LLCs incorporate the best features of both corporations and partnerships.
1. Advantages VS Standard Partnership as to Liability: The biggest advantage of the LLC compared with either a general or limited partnership is that in the LLC, a “member” is liable only for the amount of his or her capital contribution, even if the member actively participates in the business.
2. Taxed as Partnership: The LLC’s biggest advantage compared with a standard “C” corporation is that the LLC’s members can elect whether to have the entity treated as a partnership or as a corporation. If they elect partnership treatment, the entity becomes a “pass-through” entity, and thus avoids the double-taxation of dividends that shareholders of a standard corporation suffer from.
3. Operating Agreement: Owner of the LLC must agree among themselves how the business will operate. The members do this by an “operating agreement” to which they are all parties.
a. LLC is Bound: Most decisions hold that the LLC is bound by the operating agreement, even if only the members, and not the LLC itself, signed the agreement. This means that if one member sues the LLC, the operating agreement will control on matters with which it deals (i.e. the forum in which suits by or against the LLC may be brought).
b. Piercing the veil: Just a corporation’s veil may be “pierced,” some decisions hold that the veil of the LLC may sometimes be pierced, so as to make the members liable for the LLC’s debts.
Agency

Introduction

Agency is defined as the fiduciary relationship that results from the manifestation of consent that the agent shall act on behalf of, and be subject to the control of, the principal. This is an objective test.

Burden is on the person asserting that there is an agency principal relationship. Intent is not the question. Must have an agreement that the agent will do something for the principal, but that the principal will still retain control.

Creation

Agency-Principal relationship created by:

1. Agreement

2. Ratification (principal affirms agent’s conduct)

3. Estoppel (3rd person believes someone is principal’s agent based on principal’s conduct)

Gorton v. Doty (Creation of Agency)

· Gorton injured in an auto accident after Doty loaned her vehicle to Garst to transport Gorton and others to a football game.

· Agency relationship results from one person’s consent that another will act on his behalf and subject to his control, and the other person’s consent to so act.
· Agency can take on 3 forms:

· Principal-agent

· Master-servant

· Employer-employee, or independent contractor

· Such a relationship arises not only when one transacts business for another, but also when one is generally authorized to manage some affair for another (in this case, to drive someone else’s car)

Gay Jenson Farms v. Cargill

· Plaintiffs entered into grain contracts with Warren Grain, which was financed and controlled by Cargill, a separate entity.
· A creditor that assumes control of its debtor’s business may become liable as principal for the debtor’s acts in connection with the business.

· Can create an agent-principal relationship proved by circumstantial evidence that shows a course of dealing between the parties.

· A creditor who assumes control of his debtor’s business may become liable as principal for the acts of the debtor in connection with the business.

· By directing Warren Grain’s activities, Cargill consented to an agency.

Restatement (Second) of Agency – S. 1-4, 144, 194, 219, 220

S. 1: Agency; Principal; Agent: Definitions

S. 2: Master; Servant; Independent Contract: Definitions

S. 3: General Agent; Special Agent

S. 4: Disclosed Principal; Partially Disclosed Principal; Undisclosed Principal

S. 144: Disclosed or Partially Disclosed Principal

S. 194: Acts of General Agents

S. 219: When Master is Liable for Torts of His Servants

S. 220: Definition of Servant

Limitation of Principal to 3rd Parties in Contract

After establishing that agency exists, the 3rd party must show scope of agent’s authority to act:

1. Actual Authority: expressly conferred or reasonably implied by custom, usage or by the conduct of the principal to the agent.

2. Express Authority: by agreement.

3. Implied Authority: by words or by conduct:

a. Incidental to express authority.

b. Implied from conduct.

c. Implied from custom and usage.

d. Implied through emergency.

Liability of Principal to 3rd Parties in Contract

Authority

Mill Street Church of Christ v. Hogan (Continuous Past Acts)

· Hogan injured after he was hired by a church employee to paint the inside of the church. 

· Continuous past authorized acts sufficiently confer implied authority on an agent
· Implied authority is actual authority that the principal intended the agent to possess and includes such powers are practically necessary to carry out the delegated duties.

· Consider the prior dealings and the nature of the task

· Church had usually allowed Hogan to hire an assistant, and they never told him to hire a specific person. Church liable for injuries suffered by Hogan.

Apparent Authority

Lind v. Schenley Industries

· Lind sued for commissions owed to him under an agreement made with the defendant’s sales manager.

· Sales manager has apparent authority to offer pay increases when charged with transferring information among executives

· Apparent authority need not be authority actually given to an agent as long as the principal’s manifestations lead 3rd parties to reasonably believe that the agent possesses authority to act on the principal’s behalf

· Although the VP had no authority to offer raises, nor did the sales manager, the VP caused Lind to believe that the sales manager could give him a higher wage.
Three-Seventy Leading Corp. v. Ampex Corp. (Usual and Proper Conduct)

· Three-Seventy Leasing executed a document provided by an Ampex representative for the purchase of computer leasing equipment, but Ampex never executed the document.

· Absent contrary knowledge, a salesperson has apparent authority to bind his principal to sell its products.

· An agent has apparent authority sufficient to bind the principal when the principal’s acts would lead a reasonably prudent person to suppose that the agent had the authority he purports to exercise. 

· An agent has apparent authority to do those things which are usually and proper to the conduct of the business he is employed to conduct.

Inherent Agency (Ordinary Course of Business)

Watteau v. Fenwick (Undisclosed Principal)

· Humble operated Fenwick’s tavern under Humble’s name and credit, and purchased goods from Watteau without Fenwick’s express authority.

· Undisclosed tavern owner is liable for his agent’s debts owed to an unknowing cigar vendor

· When a principal is undisclosed to third parties, the actions taken by an agent in furtherance of the principal’s usual and ordinary business binds the principal.
· Normally liable for any goods purchased by your manager, even if they exceeded their authority to buy.

· Principal liable for all acts of the agent that are within the authority usually confided to an agent of that character, regardless of the limits.

Kidd v. Thomas A. Edison, Inc. (Industry Custom)

· Kidd entered into a singing contract with Fuller, as was typical in the industry, although Fuller had no actual authority to bind his principal.

· Entertainment recital customs apply to advertising recitals, absent knowledge of the distinctions.

· If a conduct custom is established in an industry, an agent acting within that industry possesses inherent authority to act on all such matters.
· Look to all circumstances, including the customary powers of such agents

· Limitations imposed by TAE were not customary in the industry

· No reason a singer would be aware of such an unusual procedure

Nogales Service Center v. Atlantic Richfield Co.

· Atlantic Richfield refused to extend a per-gallon fuel discount to NSC, even though the defendant’s truck-stop financing manager orally agreed to it.

· An agent with actual authority to extend various discounts has inherent authority to offer per-gallon discounts.

· Inherent authority exists if a general agent, such as the one authorized to conduct a series of transactions involving a continuity of services, does something similar to what he is authorized to do, even if he was not actually authorized to do it.
Restatement (Second) of Agency – S. 7, 8, 26, 27, 33-35, 145, 159
S. 7: Authority

S. 8: Apparent Authority

S. 8A: Inherent Agency Power

S. 26: Creation of Authority

S. 27: Creation of Apparent Authority

S. 33: General Principle of Interpretation

S. 34: Circumstances Considered In Interpreting Authority

S. 35: When Incidental Authority Is Inferred

S. 145: Authorized Representations

S. 159: Apparent Authority

Duties During Agency

Reading v. Regem (Acts Outside The Scope)

· Reading obtained payments for accompanying unlawful contraband pas civilian police checkpoints while employed by the British army

· A servant is accountable to his master for profits he obtains because of his position, if the servant takes advantage of that position, and violates his duty of good faith and honesty to make the profit for himself
· Plaintiff entitled to recover money he made outside the scope of his employment.

· Masters are entitled to the unauthorized gains of their servants.

· It is a principle of law that, if a servant takes advantage of his service and violates his duty of honesty and good faith, then he is accountable for it to his master

· It matters not that the master has not lost any profit, nor suffered any damage, nor does it matter that the master could not have done the act himself

· If the servant has unjustly enriched himself by virtue of his service without his master’s sanction, the law says that he ought not be allowed to keep the money

Fiduciary Obligation of Agents

General Automotive Manufacturing v. Singer

· Defendant is liable to his employer for profits derived from an undisclosed competing business

· An agent owes his principal the duty of good faith and loyalty not to act adversely to his principal’s business interests in the furtherance of his own
· In essence, Singer was acting as a broker for himself where, by contract, he had a duty to work only for GAM

· Singer had a fiduciary duty to be loyal

· Singer acted in own self-interest, but also acted adversely to GAM

· Singer needed to disclose to GAM who could accept, reject or sub-contract

· The profit therefore belongs to GAM

· By failing to disclose the secret orders, Singer violated his fiduciary duty and is liable to GAM

Restatement (Second) of Agency – S. 13, 376-396, 404

S. 13: Agent as Fiduciary
S. 376: General Rule, Duties of Agent to Principal

S. 377: Contractual Duties

S. 378: Gratuitous Undertakings

S. 379: Duty of Care and Skill

S. 380: Duty of Good Conduct

S. 381: Duty to Give Information 

S. 382: Duty to Keep and Render Accounts

S. 383: Duty to Act Only as Authorized

S. 384: Duty Not to Attempt the Impossible or Impracticable

S. 385: Duty to Obey

S. 386: Duties After Termination of Authority

S. 387: General Rule, Duty of Loyalty

S. 388: Duty to Account for Profits Arising Out of Employment

S. 389: Acting as Adverse Party Without Principal’s Consent

S. 390: Acting as Adverse Party With Principal’s Consent

S. 391: Acting For Adverse Party Without Principal’s Consent

S. 392: Acting For Adverse Party With Principal’s Consent

S. 393: Competition As To Subject Matter of Agency

S. 394: Acting For One With Conflicting Interests

S. 395: Using or Disclosing Confidential Information

S. 396: Using Confidential Information After Termination of Agency

S. 404: Liability for Use of Principal’s Assets

Partnerships

Introduction

A partnership is an association of two or more persons to carry on a business as co-owners for profit. 

A partnership is a separate and distinct entity from the partners, despite the fact that the partners have very broad and general authority to act for the partnership. For tax reasons, it’s as if the partnership doesn’t exist. It’s a legal entity, not a taxable entity. The income of a partnership is not taxed at the partnership level; it is passed through to each of the partners. Each of the partners are individual people who share in the net income of the partnership. They pay tax on their % of the interest in the profits of the partnership, as if they were individuals working together. If there are losses, the losses can be allocated to the partners, and the partners can then apply the losses to their income (reduces tax bill). Partnership required to file a return showing the gross and the aggregate net income.

Profit is distributed to the partners via a dividend. That dividend is taxed again. Taxed as income to the corporation, and then taxed as a dividend in the hands of the partners. 

There are also issues with respect to limited liability. A partner is essentially jointly and severally liable personally for the debts of the partnership. 

Partnerships Generally, Subject to Agreement

1. A partnership may be for a term, or at will. The default rule is for at will; however, a court may imply a term.

2. Partners are entitled to share and control. Must have access to information, and must be consulted, and allowed to vote. This rule can be changed by agreement.

3. When the majority denies the minority a share in the control process, it violates the partnership agreement.

4. Upon dissolution, there is supposed to be a winding up of some sort. The partnership continues for the purpose of winding up. 

5. In some circumstances, such as in the death of a partner, the partners who are still left will accomplish the winding up. If they can’t figure it out, the court will step in. Court has wide discretion.

6. Partners may bid for the assets of a partnership, including the goodwill. Can buy the partnership in parts, or as a going concern. Can use “phantom interest” to buy out. Partners still owe each other a fiduciary duty. Can’t dissolve in bad faith (without paying damages).

7. When you get a dissolution, partners must pay a fair price for the assets of the partnership.

Duty of Care

Agents have a duty of care (fiduciary duty). This is the principle duty of officers of a corporation. Officers of a corporation cannot conflict their obligations at all. They must use reasonable efforts to obtain information.

Duty of Loyalty 

For example, conflict of interest. Where you put your own interests above, or in the place of your principal (the person to whom you owe a fiduciary duty). 

Duties to Partnership

Obligations of a partnership shall be subject to any agreement between the parties (18(e)). 

Fenwick v. Unemployment Compensation Commission (Evidence of Partnership)
· Cheshire and Fenwick entered into a partnership agreement, pursuant to which Fenwick contributed all capital investments, possessed exclusive control over the management of the business, and bore the risk of all business losses.

· A partnership is an association of two or more persons to carry on as co-owners of a business for profit.
· In order to determine if there is a partnership, as opposed to an employer-employee relationship, consider the intent of the parties. 

· If one party is in complete control of management, and responsible for all of the debts, ten there is no partnership.

Note: S. 18 UPA: “The rights and duties of the partners in relation to the partnership shall be determined subject to any agreement by the them . . . (e) All partners shall have equal rights in the management and conduct of the partnership business.”  No equal control in Fenwick. 

Partners Compared With Lenders

Note: Sharing of profits is not necessarily conclusive evidence of partnership.

Martin v. Peyton (Profit Sharing Is Not Necessarily Partnership)

· Martin sued Peyton, Perkins and Freeman, as alleged partners of a firm that owed Martin money when the defendants entered into an elaborate loan agreement with the firm.

· A loan agreement that allows for sharing of profits as repayment does not establish a partnership absent intent

· A partnership is created by an express or implied contract between two persons with the intention to form a partnership.
· Look at all the circumstances of the case

· Profit sharing is considered an element of a partnership, but not all profit sharing creates a partnership.

· However, language saying “no partnership” is also not conclusive.

· All of the features here are consistent with a loan agreement. No partnership has been formed.

Southex Exhibitions v. Rhode Island Builders Assoc.

· Rhode Island Builders Association replaced Southex Exhibitions as the promoter of its home show after terminating a contract it had entered into with the plaintiff’s predecessor.

· Two promoters’ mutual sharing of profits and intellectual property does not establish a partnership

· Sharing profits is prima facie evidence of a partnership, which can be rebutted by evidence sufficiently demonstrating that the parties did not intend to create a partnership
· Look to the totality of the circumstances. 

· Southex is solely in charge of the finances and losses.

· Southex is making the majority of the management decisions.

· No partnership tax return. 

· Therefore, no partnership here.

Partnership by Estoppel

Partnership by estoppel is created where one party holds themselves out as a partner, or where there is express or implied consent to such representations, is a partner. 

Young v. Jones

· Young and others invested money in reliance upon a fraudulent audit statement prepared by Price Waterhouse-Bahamas.

· Price Waterhouse-US is not a partner by estoppel with Price Waterhouse-Bahamas.

· A person who represents himself, or permits another to represent him, as a partner in an existing partnership or with others not actual partners, is liable to any person to whom such a representation is made who has, in reliance, given credit to the actual or apparent partnership. 

Uniform Partnership Act 1914 – S. 2, 3, 6-8

S. 2: Definition of Terms

S. 3: Interpretation of Knowledge and Notice 

S. 6: Partnership Defined

S. 7: Rules for Determining the Existence of a Partnership

S. 8: Partnership Property

The Fiduciary Obligations of Partners

Meinhard v. Salmon (Duty of Loyalty)

· Salmon terminated a lease belonging to his joint venture with Meinhard to enter into a new lease on behalf of his solely owned business.

· A joint venturer’s seizure of a joint venture’s opportunity breaches his duty of loyalty to the other joint adventurers.

· Like partners, adventurers owe one another the duty of loyalty.
· Cardozo J.: A trustee is held to something stricter than the morals of the market place. Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior. Uncompromising rigidity has been the attitude of courts of equity when petitioned to undermine the rule of undivided loyalty by the disintegrating erosion of particular exceptions. 

· Only thus has the level of conduct for fiduciaries been kept at a level higher than that trodden by the crowd.

· Cannot usurp opportunities that are incidents of the joint venture.

· Close nexus between the projects.

· Essentially an enlargement of the prior one.

Note: Joint ventures are essentially partnerships, which are governed by the Partnership Act.

Duties After Dissolution

Bane v. Ferguson (No Fiduciary Duty After Dissolution)

· Bane’s pension payments were terminated when his former firm’s management council decided to merge with another law firm, ultimately resulting in dissolution.

· Former partner is not owed a fiduciary duty to maintain a pension plan upon termination of the partnership.

· The fiduciary duties owed by one partner to another terminate when the partnership is dissolved.
· B was owed a fiduciary duty while a partner in the partnership

· Also, no cause of action, because business judgment rule protects defendants from liability for mere negligence. Need fraud or deliberate misconduct.

Withdrawing Partners Removing Clients from Firm (Grabbing and Leaving)

Meehan v. Shaughnessy (Duty to Disclose Information)

· One-sided solicitations to a partnership’s clients breach the duty of good faith and fair dealing.

· Meehan, Boyle and Cohen separated from Parker Coulter, their former law firm, to form a new law firm with cases removed from Parker Coulter.

· A partner must render on demand true and full information of all things affecting the partnership to any partner.
· A fiduciary duty to the firm does not stop a partner from secretly preparing to start another firm.

· Breach came in the way they acted to take clients.

· M&B acted unfairly by secretly communicating with clients by denying they were leaving and by thus denying the firm a chance to retain their clients.

Expulsion of a Partner

Lawlis v. Kightlinger & Gray (Expulsion According to Partnership Agreement)

· Involuntary expulsion from a partnership without bad faith does not give rise to damages for wrongful dissolution.

· Lawlis was expeled from the law partnership of K&G, despite complying with all conditions for his continued relationship.

· When a partner is involuntarily expelled from a business, his expulsion must be in good faith for a dissolution to occur without violating the partnership agreement.
· The decision to terminate Lawlis did not constitute an expulsion in contravention of the terms of the partnership agreement.

· L’s expulsion occurred according to the Partnership Agreement

· Firm acted in good faith

Uniform Partnership Act 1914 – S. 9, 18, 20, 21

S. 8: Partnership Property

S. 18: Rules Determining Rights and Duties of Partners

S. 20: Duty of Partners to Render Information

S. 21: Partner Accountable as a Fiduciary
The Rights of Partners in Management

The right to participate can be implicit in the Partnership Agreement.

S. 18(e) UPA: “All partners have equal rights in the management and conduct of the partnership business.” 

S. 18(h) UPA: leaves decision making with the majority. If suppliers are given notice of the vote, an action by the minority shareholders will not bind the partnership.

National Biscuit Company v. Stroud (Actions Bind Equal Partners)

· Freeman purchased bread from National Biscuit Company, although his partner, Stroud, had informed Freeman and the plaintiff that he would no longer be responsible for any bread purchases.

· An objecting partner is responsible for the debt resulting from his partner’s bread purchase.

· Every partner is an agent of the partnership for the purpose of its business, and every partner’s acts for apparently carrying on in the usual way the partnership’s business binds the partnership, unless the acting partner has in fact no authority to act for the partnership and the person with whom he is dealing knows that he has no such authority.
· If there are no restrictions in the partnership agreement as to a partners’ authority, an equal partner cannot escape responsibility for partnership obligations by notifying a creditor that he will not be responsible for debts incurred with that creditor.

· The acts of a partner within the scope of the partnership business bind all partners.

· If the partnership had been dissolved and NBC given notice prior to the order, then Stroud would not have been liable.

Summers v. Dooley (No Action Where No Majority Decision)

· Summers incurred expenses when he hired a partnership employee despite Dooley’s objection

· A partner is not liable for expenses incurred by another partner’s unilateral decision to hire an additional employee.

· Absent a contrary agreement, each partner possesses equal rights to manage the partnership’s affairs, and no partner is responsible for expenses incurred without majority approval.
· In a 2-person partnership, one partner cannot, over the objection of the other, take action that will bind the partnership.

· Where equal partners, differences must be resolved by a majority vote.

· One of the partners objected, and did not acquiesce to the decision.

Principles to take from National Biscuit and Summers

1. All partners are agents of the partnership with power to bind the partnership

2. Versus the concept that all partners have equal rights to participate in management, unless otherwise stated in the partnership agreement

3. As between the partnership and a 3rd party, National Biscuit controls

4. As between the partners, Summers controls

Moren ex rel Moren v. JAX Restaurant (Partnership Liable For Injury)

· Nicole Moren is one of the partners in JAX. Son injured in the kitchen of the restaurant. Son sued JAX in negligence.

· JAX served a 3rd party complaint (through its insurance company’s subrogation clause) on Nicole Moren saying the partnership was entitled to indemnity or contribution if son successful.

· JAX does not have an indemnity right as against Nicole Moren.

· A partnership is distinct from its partners (UPA ss. 201 and 307)

· Partnership liable for loss or injury caused by a partner acting in the ordinary course of business (UPA s. 305(a))

· Partner has the indemnity right, not vice versa

· Nicole Moren’s acts were in the ordinary course of business (one way to establish liability)

· Therefore, indemnity to the partnership not appropriate

· Authorization is an alternative basis to establish liability

Day v. Sidley & Austin (No Fiduciary Duty Where No Wrongdoing)

· Day sued Sidley & Austin for breach of contract, fraud and breach of fiduciary duty after he resigned due to the defendant’s decision to merge with another law firm.

· Managing partners need not disclose management decisions to partners with no right to control business operations.

· Managing partners have no fiduciary duty to disclose changes in the partnership’s internal structure if the changes do not generate a profit or loss for the partnership.

· Day says no S&A partner would be worse off as a result of the merger. Says this entitles him to be the sole Washington office chairman.

· Said the firm made misrepresentations which voided approval of the merger.

· Day claims S&A breached its fiduciary duty because merger discussions began without notifying all partners.
· Partnership law allows people to make any agreement that suits them, without concern for “partnership theory.”

· No fiduciary duty where no gain to wrongdoers, and no loss to partnership.

The Right to Dissolve and Wind-Up

Owen v. Cohen (Court Can Order Dissolution)

· Court dissolved Cohen’s and Owen’s partnership upon finding that the parties could not practicably continue in business together.

· Mutual disharmony and disrespect are bases for a judicial dissolution of a partnership.
· Courts of equity may order the dissolution of a partnership if the partners’ quarrels and disagreements are of such a nature and to such an extent that all confidence and cooperation between the parties has been destroyed or if a partner’s misbehaviour materially hinders the proper conduct of the partnership’s business.
· Dissolution permitted by S. 32 of the UPA.

Collins v. Lewis (Can Dissolve, But Must Pay Damages)

· Collins and Lewis entered into a partnership to operate a cafeteria, with Collins providing the financial backing and Lewis devoting his experience and management ability.

· A partner’s interference in a partnership’s proper management may not create a right to dissolution.
· A partner may not obtain a judicial dissolution of the partnership if his own interference causes the partnership to be unprofitable.
· One partner may unilaterally dissolve the partnership, but not the right to do so without paying damages, since his conduct is the source of the problems (and the breach of the P.A.)

Note: One easy solution in Collins would have been for Collins to insert a clause in the P.A. saying, “I agree to spend a maximum of $X.” Could have inserted a buy/sell agreement into the P.A. (AKA a Russian Roulette Clause). Each partner has the option to buy or sell at a specified price.

Page v. Page (Dissolution Upon Express Notice)

· Absent bad faith or a breach of fiduciary duty, a partner may dissolve a partnership at will by express notice to his partner.
· A partnership may be dissolved by the express will of any partner if the partnership agreement specifies no definite term of particular undertaking.
· Partnerships can be at will or for a term

· If plaintiff acting in bad faith, then there may be a breach of fiduciary duty. Dissolution must be in good faith.
· However, a partner is not obligated to continue just because business is profitable.

Consequences of Dissolution

Prentiss v. Sheffel (Majority Partner Can Buy Out Minority Partner)

· Upon dissolution of a partnership, the former partners purchased the partnership assets at a judicial sale.

· Former partners may purchase the partnership assets.
· Upon dissolution of a partnership, a former partner may bid on the partnership assets at a judicial sale.
· Defendant's exclusion from the partnership was not done in bad faith (i.e. just to get his assets). Defendant excluded because of a lack of harmony.

· Defendant benefited by sale, as plaintiffs’ bid was much higher than any of the others.

Disotell v. Stiltner (Mandatory Liquidation Unnecessary, Accountable For Personal Use of Assets)

· No need for the court to adopt mandatory liquidation of a partnership. 

· Court can permit one of the partners to buy out the other’s interest so as to avoid waste on the property.

· Buy out should be determined based on FMV of the property, not based on tax appraisals.

· Where neither party is at fault for the dissolution, it is not necessary to award damages.

· Partners are accountable to the partnership for any benefit derived from the personal use of the partnership’s assets.

Pav-Saver Corp. v. Vasso Corp. (Partner Can Continue The Business)

· Vasso Corporation alleged Pav-Saver Corporation wrongfully dissolved the partnership, seeking to continue the partnership business.

· Upon a wrongful dissolution of a partnership in violation of the partnership agreement, each partner who has not wrongfully dissolved the partnership is entitled to damages for breach of contract and may continue the partnership business for the term required under the partnership agreement with the right to possess the partnership property upon posting a bond.
· The terms of the P.A. do not control at dissolution, if the result of following them would likely run afoul of the purpose of a UPA provision.

· S. 38 UPA: grants the partner who has not wrongfully terminated the right to continue the business, in the same name, and to possess partnership property
· Business could not be continued without the patents.

· Meersman allowed the patents and to continue the business

· Only value of the patents is goodwill. S. 38 of the UPA says goodwill shall not be considered.

Uniform Partnership Act 1914 – S. 29-38

S. 29 UPA: dissolution defined: dissolution of a partnership is the change in the relation of the partners caused by any partner ceasing to be associated in the carrying on as distinguished from the winding up of the business

· Not the winding up of the partnership. However, upon dissolution, a partnership can be terminated.

· After dissolution, the remaining partners can, if they wish, continue on with the partnership.


S. 30: Partnership not Terminated by Dissolution: on dissolution, the partnership is not terminated, but continues until the winding up of partnership affairs is completed.

S. 31: Causes of Dissolution: 
· Without violation of the partnership agreement:

· Fixed term, or after a particular undertaking is completed

· A term can be express, or implied

· By express will of any partner

· By express will of all partners

· By expulsion of any partner from the business

· In contravention of the agreement between the partners:

· By any unlawful act carried on by the partnership or partners

· Death of a partner

· Bankruptcy of any partner

· Decree of court

S. 32: Dissolution by Decree of Court: Permissible where a partner wilfully or persistently commits a breach of the P.A., or otherwise so conducts himself in matters relating to the partnership business that it is not reasonably practicable to carry on the business in partnership with him
S. 33: General Effect of Dissolution on Authority of Partner

S. 34: Right of Partner to Contribution from Co-partners after Dissolution
S. 35: Power of Partner to Bind Partnership to Third Persons after Dissolution

S. 36: Effect of Dissolution on Partner’s Existing Liability

S. 37: Right to Wind up

S. 38(2)(b): Rights of Partners to Application of Partnership Property: The partners who have not caused the dissolution wrongfully, if they all desire to continue the business in the same name, either by themselves or jointly with others, may do so . . . provided they . . . pay to any partner who has caused the dissolution wrongfully, the value of his interest in the partnership at dissolution, less any damages recoverable under clause (2a II) of this section.

The Sharing of Losses

Kovacik v. Reed (Partners Share In Profit and Loss)

· Kovacik sought recovery from Reed of one-half of the money capital he invested in a losing business venture.

· Investor is not entitled to recover lost capital from a joint venturer who had invested only his labor.
· If one partner or joint venturer contributes the money capital and the other contributes the skill and labor necessary for the venture, neither party is entitled to contribution from the other.
· Generally presumed that partners share profits and losses equally.

· Where one contributes money and the other contributes his services, neither is liable to the other for losses.

· Theory is that each party loses the value of his own capital or contribution. 

· Party who contributed only services, does not get any gain.

· Party who contributed only capital, loses that capital.

Buy-Out Agreements

A buy-out, or buy-sell, agreement is an agreement that allows a partner to end his or her relationship with the other partners and receive a cash payment, or series of payments, or some assets of the firm, in return for his or her interest in the firm. These agreements can be quite varied:

I. Trigger Events

a. Death

b.
Disability
c.
Will of Any Partner
II. Obligation to Buy Versus Option

a. Firm

b. Other Investors

c. Consequences of Refusal to Buy

i. If there is an Obligation

ii. If there is no Obligation

III. 
Price

a. 
Book Value

b. 
Appraisal

c.
Formula (e.g., five times earnings)

d. Set Price Each Year

e. Relation to Duration

IV. Method of Payment

a.
Cash

b. 
Instalments (with interest?)

V.
Protection against Debts of Partnership

VI. Procedure for Offering, Either to Buy or Sell

a.
First Mover Sets Price to Buy or Sell

b.
First Mover Forces Others to Set Price

G&S Investments v. Belman (Continuation After Death, Buyout Less Than FMV)

· G&S Investments’ partner died while suit for dissolution was pending, triggering the partnership agreement’s buy out provisions.

· The court must honor a partnership agreement’s term providing for the buy-out of a partner upon death.
· Under the UPA, a court may dissolve a partnership when a partner becomes incapable of performing, or when a partner’s conduct tends to affect the business prejudicially, or when a partner wilfully breaches the partnership agreement’s terms.
· Art. 19 of their P.A. allowed the remaining general partners to carry on upon the death of a general partner.

· A partnership buy-out agreement is valid, even if the agreed-upon purchase price is less, or more than the actual value of the interest at the time of the buy-out.

Law Partnership Dissolutions

Absent an Agreement

Jewel v. Boxer (Partnership Continues If Unfinished Business)

· After dissolution of a law firm partnership, the former partners sought to recover their respective partnership shares in the legal fees generated after dissolution on cases that originated with the former partnership.

· Post-dissolution income on unfinished business must be allocated to each former partner.

· In the absence of a partnership agreement, the UPA requires that attorneys’ fees received on cases in progress upon dissolution of a law partnership are to be shared by the former partners according to their right to fees in the former partnership, regardless of which former partner provides legal services in the case after the dissolution.

· UPA says that the partnership continues until unfinished partnership business is wound up.
· No partner can receive more than the value of his partnership interest, regardless of his level of participation in winding up the unfinished business.
Meehan v. Shaughnessy (Accounting of Profits)

· Meehan, Boyle and Cohen separated from Parker Coulter, their former law firm, to form a new law firm with cases removed from Parker Coulter.

· Wrongfully retained profits are placed in a constructive trust for the partnership’s benefit.
· Every partner must account to the partnership and hold as trustee for the partnership any profits he derives, without the other partners’ consent, from any transaction connected with the partnership’s formation, conduct or liquidation.
· Partnership agreement places the burden of proof on the defendants to show that the clients who left would have consented to leave if there had not been a breach of fiduciary duty.

· If the burden is not met, the defendants owe profits from these cases, plus the “fair charge” provided for in the P.A. to remove.

Uniform Partnership Act 1914 – S. 18, 40

S. 18: Rules Determining Rights and Duties of Partners

S. 40: Rules for Distribution

Limited Liability Partnership

Introduction

Partnership with 1 or more general partners, and 1 or more limited partners.

General partner has management control and full personal liability. The general partner can be an individual, a partner, or a corporation. 

The limited partner contributes cash or other property. They are not active in the management, and are limited in liability for partnership debt (up to the amount invested in the partnership). If the limited partner becomes active in management, they become a general partner.

Creation

Certain requirements to create a limited partnership:

1. Execute a certificate setting forth the name, character of the business, location of the office, capital contributions of partners, and which ones are general or limited.

2. Certificate must be recorded in the county of the principal place of business.

Holzman v. de Escamilla (Limited Partner Becoming General Partner)

· Holzman, as bankruptcy trustee, sued the limited partners of a bankrupt partnership to establish them as general partners liable for their creditors’ debts.

· Control over limited partnership’s crop selection and bank transactions establishes limited partners as general partners.

· A limited partner is not liable as a general partner unless, in addition to exercising his rights and powers as a limited partner, he takes part in the control of the business.
Limited Liability Company

Introduction

LLC has many of the characteristics of a corporation, with even more flexibility:

· Articles of association

· Centralized management

· Board of directors

· Free transferability

LLC has some characteristics of a partnership, such as pass through taxation, and some characteristics of a corporation. Can have separate manager-members from that of the investment base.

LLC is designed for groups seeking:

1. Partnership flow through tax treatment

2. Management participation

3. Limited liability

An LLC cannot exist where:

1. 35+ shareholders

2. Corporate shareholder

3. Non-resident, alien shareholder

4. More than one class of stock

Water, Waste & Land, Inc. d/b/a Westec v. Lanham and Preferred Income Investors, LLC (LLC Must Be Included In Corporate Name)

· Westec negotiated with Larry Clark, believing Clark was Lanham’s agent, but Lanham and Clark were both members of Preferred Income Investors, a limited liability company.

· Company must include LLC in their name. THAT gives notice of the LLC status.
· A member-manager of an LLC is personally liable on a contract entered into by another member-manager and a 3rd party if the 3rd party lacks knowledge of the entity and believes that the member-manager he dealt with was an agent for the other member-manager.

· If a third party is not aware that an agent is acting for a principal, the agent may be liable to the third party.

· LLC cannot be permitted to mislead a 3rd party into believing that the agent would make good on a contract.

The LLC Operating Agreement

Elf Atochem North America v. Jaffari and Malek LLC (LLC Act Default Unless Modified)

· A limited liability company’s operating agreement governs its members acts.

· A limited liability company is bound by the terms of an operating agreement that is signed by some of its members and that defines the LLC’s governance and operation, even if the LLC did not execute the agreement.
· The members of a LLC, through the use of a forum-selection clause, may vest jurisdiction in a particular forum.

· Delaware LLC Act is default, unless modified.

· Delaware LLC Act designed to protect freedom of K, and enforceability of agreements. Only when inconsistent with the Act will an agreement be invalid.

Piercing the LLC Veil

Kaycee Land and Livestock v. Flahive

· In the absence of fraud, a court may pierce the LLC veil in the same manner as the court can pierce the corporate veil.

· No reason to treat LLC’s different than corporations.

· Piercing is an equitable doctrine. Lack of statutory authority isn’t a barrier.

· See generally, S. 303(b).

Fiduciary Obligation

McConnell v. Hunt Sports Enterprises (LLC Agreement Can Limit Duty)

· Several individuals formed a LLC to try to attract an NHL team to Columbus, but when the company’s principal did not enter into the necessary agreements in time, a subgroup of the company secured the needed facilities and was awarded the franchise by the NHL.

· If an operating agreement permits competition, LLC members may engage in a competing venture.
· LLC members are bound by the terms of their operating agreement, and if the agreement expressly allows them to engage in “any other business venture of any nature,” they are not prohibited from participating in a competing venture.
· An operating agreement of a LLC can limit or define the scope of the fiduciary duties imposed upon its members.

· S. 3.3 of the LLC agreement expressly permits competition, even with the LLC itself. Therefore, no breach of fiduciary duty.

Dissolution

1. Upon expiration of a term in the articles

2. Consent of all members

3. Death, retirement, bankruptcy, etc., unless remaining members vote to continue

4. Judicial decree dissolving the LLC for violation of law.

New Horizons Supply Cooperative v. Haack (Must Take Proper Steps After Dissolution)

· Kickapoo obtained a credit card for gasoline purchases from New Horizons Supply Cooperative, and when Kickapoo was no longer able to make payments, Horizons sought payment from Haack, one of Kickapoo’s members.

· A LLC member may be liable for the company’s debts if the manager fails to take the appropriate steps to dissolve the company when it winds up its operations.
· Could not produce articles of organization or an operating agreement.

· H produced some documents that suggested Kickapoo was taxed as a partnership.

· H did not file for dissolution, or notify creditors of such.

· H can be held personally liable for Kickapoo’s debt, as H failed to take the proper measures to shield herself from liability upon dissolution.

Professional Limited Liability Company

PLLC (professional limited liability company) is a variant for doctors, architects, lawyers, etc. Generally such professionals were not permitted to form corporations. PLLC’s fill this void

Uniform Limited Liability Company Act – S. 101-103, 105, 112, 201-203, 301, 303, 401-409, 601-603, 801-808

S. 101: Definitions.

S. 102: Knowledge and Notice.
S. 103: Effect of Operating Agreement; Non-waivable Provisions. It sets forth how the operating agreement works, and what it can have. Also spells out what an operating agreement may not waive. Some of these provisions are similar to how a partnership would work. 

S. 105: Name. This is essentially a corporate characteristic. Must include some language in your name that shows you are limited liability (i.e. LLC). Provides notice of the limited liability status. 

S. 112: Nature of Business and Powers. Essentially corporate characteristics. 

S. 201: LLC as Legal Entity.

S. 202: Organization.
S. 203: Articles of Organization. LLC is formed by filing articles with the Secretary of State. Usually, names of members are required, along with who is involved in management, and who is liable for debts. This is similar to a corporation’s articles of incorporation. 

S. 301: Agency of Members and Managers. The relationships of members in LLC’s is very similar to principles of partnership and agency. However, where there is a centralized management, then these LLC’s are more similar to corporations with officers/directors.

S. 303(b): LLC Liable for Member’s and Manager’s Actionable Conduct. Says you can’t pierce the LLC veil; however, there are cases below that say otherwise. Failing to follow the corporate formalities here is not a ground for holding members personally liable. 

S. 401: Form of Contribution. Cash or property, etc.

S. 402: Member’s Liability for Contributions. Contractual provision. Similar to a corporate structure. 

S. 403: Member’s and Manager’s Rights to Payment and Reimbursement.

S. 404: Management of LLC. Deals with the difference between member managed LLC’s and manager managed LLC’s. 

S. 405: Sharing of and Right to Distributions.

S. 406: Limitations on Distributions. Similar to how corporations can pay dividends. Improper distributions is governed by S. 407.

S. 407: Liability for Unlawful Distributions.

S. 408: Member’s Right to Information.

S. 409: General Standards of Member’s and Manager’s Conduct. In a sense sets forth the standard of duty of care, and duty of loyalty. While these provisions can be amended, they can only be limited amendments.

S. 601: Events Causing Member’s Dissociation. Similar to partnership entities. 

S. 602: Member’s Power to Dissociate; Wrongful Dissociation.

S. 603: Effect of Member’s Dissociation.
S. 801: Events Causing Dissolution and Winding up of Company’s Business.

S. 802: LLC Continues After Dissolution.

S. 803: Right to Wind up LLC’s Business. 

S. 804: Member’s or Manager’s Power and Liability as Agent After Dissolution.

S. 805: Articles of Termination.

S. 806: Distribution of Assets in Winding up LLC’s Business.

S. 807: Known Claims Against Dissolved LLC.

S. 808: Other Claims Against Dissolved LLC.
Corporations

Introduction

Note: state law of a state where a corporation is incorporated controls, not the state in which the majority of operations occur.

Corporations also have the benefit of centralized management, as well as the benefit of unlimited duration. Directors are elected by the shareholders. Generally speaking, directors are elected by plurality vote (not by majority votes). All investors in the corporation are liable for debts and obligations of the corporation, but only to the extent of their investment.

Investors are also afforded the freedom of transfer (liquidity of shares). Does not exist in partnerships. However, in some closely held corporations (particularly family owned companies), there can be significant restrictions on transferability. The articles can only be amended by a vote of the shareholders.

Corporation is taxed as a separate entity, as if it were an individual person. Investors get returns in the form of dividends, or in the form of an increase in their share value. However, the corporation cannot reduce its earnings by passing through income in the form of a dividend. Additionally, the investor will also be taxed on the dividend in their hands. Double taxation. Investors will also be liable for capital gains in their hands.

Can have a “C” corporation and a “S” corporation. These are tax terms. Corporations can elect whether to be taxed as a pass-through corporation (“S” corporation), or they can elect to be taxed as a corporation (“C” corporation). To be a “S” corporation, can’t have more than 100 shareholders, can’t have two classes of shares, shareholders must be individuals, etc. Very tricky. There are also ways for a partnership to elect to be taxed as a “C” corporation.

Reasons for disclosing the number of authorized shares (2.02(b)(2)(iv)):

1. Allows you to determine the rights as among different shareholders or different classes of shareholders.

2. Authorized number of shares does not necessarily correspond to the number of outstanding shares

3. Limited liability

Limited liability in certain circumstances must be limited within the articles of incorporation. See 2.02(b)(4) MBCA and 102(b)(7) Delaware. This gives notice to people both prior to and after breaches may occur.

Differences between Private (Closely Held Corporations) and Public Corporations

Closely held corporations have a limited number of investors; public corporations seek capital from the broader public. 

Investors, employees and managers may be extremely closely aligned in a closely held corporation (i.e. family); public corporations may have no relationship between investors and employees at all.

Low liquidity, and much higher risk in closely held corporations; large public corporations usually have high liquidity, which helps to lower the risk of investing in that company.

Nature of the Corporation

Incorporators: One or more persons may act as the incorporator or incorporators of a corporation by delivering articles of incorporation to the secretary of state for filing. S. 2.01 MCBA.

Promoter: Person who identifies a business opportunity and puts together a deal, forming a corporation as the vehicle for investment by other people.

General rule for promoters: If the promoter K’s in the name of, and solely on behalf of the corporation to be, the promoter cannot be held liable if the corporation is never formed. If the promoter K’s in his own name, then there is potential liability. The corporation is liable if it ratifies or accepts the K’s after incorporation. Can be express/implied ratification.

These are different concepts. An incorporator can be someone as simple as an associate in a law firm, drawing up the articles of incorporation. 

Southern-Gulf Marine Co. No. 9 v. Camcraft, Inc. (Lack of Formal Status Does Not Excuse Non-Performance)
· Southern-Gulf Marine signed an agreement as a corporation to purchase a 156-foot supply vessel from Camcraft, but it did not incorporate until later.

· Lack of formal status does not excuse non-performance.
· A defendant may not use as a defense to a breach of contract the fact that a plaintiff corporation lacked the capacity to contract because it was not incorporated at the time it executed the contract, unless the failure to incorporate harmed the defendant somehow.
· If a party contracts with an entity it acknowledges to be, and treats as, a corporation, and incurs obligations, and is later sued for performance, it is estopped from arguing lack of corporate existence as a defense.

· SGM had de facto status: corporation has not complied with all mandatory requirements to obtain de jure status. However, enough compliance to be given corporation status vis-à-vis 3rd parties.

De jure corporation

A corporation that has complied strictly with all of the mandatory provisions for incorporation cannot be attacked by any party (even the state).

De facto corporation

Even if a corporation has not complied with all of the mandatory requirements to obtain de jure status, it may have complied sufficiently to be given corporate status vis-à-vis 3rd parties (although not against the state). Must show good faith. 

Corporation by estoppel

When a corporation is not given de jure or de facto status, its existence as a corporation may be attacked by any 3rd party. However, there may be situations where the attacking party is estopped to treat the entity as other than a corporation. Must show reliance.

Model Business Corporations Act – S. 2.01-2.06

S. 2.01: Incorporators.

S. 2.02: Articles of Incorporation.

S. 2.03: Incorporation.

S. 2.04: Liability for Pre-Incorporation Transactions.

S. 2.05: Organization of Corporation.

S. 2.06: By-Laws.

Corporate Entity and Limited Liability

A corporation is a separate legal entity apart from the individuals that own or manage it. 

Shareholders are limited to only what they actually have invested in the company.

Possible ways to recover from a corporation:

1. Piercing the corporate veil (going after the owner). Corporate veil can be pierced where it is fair that the corporate form be disregarded (i.e. where there is no difference between the corporation and the individual). One of the requirements to do this is that the companies have not followed corporate form (i.e. commingling of funds, lack of records, etc.). 

2. Enterprise liability (going after sister/mirror companies). Holds the sister companies to be a part of one large corporation. 

3. Reverse-piercing. 

Walkovszky v. Carlton (Court May Disregard Corporate Form)

· A pedestrian struck by a taxicab sued the corporation in whose name the taxi was registered, the cabdriver, nine corporations in whose names other taxicabs were registered, two additional corporations, and three individuals.

· A court may disregard corporate form to prevent fraud, or to achieve equity.
· Absent an allegation that the defendant was conducting business in his individual capacity, a complaint charging that an individual defendant organized a fleet of taxicabs in a fragmented manner solely to limit his liability for personal injury claims is insufficient to hold the individual liable for the claim.
· Courts will pierce the corporate veil when necessary to prevent fraud, or to achieve equity.

· Nothing wrong with one corporation being part of a larger corporate enterprise.

· The issue is whether the business is really carried on in a corporate form, but by and for another entity or person with a disregard for corporate formalities.

· If the minimum insurance is inadequate, take it up with the legislature.

· Veil cannot be pierced due to fraud in under-capitalization.

Sea-Land Services, Inc. v. Pepper Source (Test For Piercing)

· Pepper Source owed Sea-Land Services for the cost of shipping peppers; however, Pepper Source was dissolved before Sea-Land could enforce a judgment against it.

· In order to pierce the corporate veil, and impose individual liability, a creditor must show 2 requirements:
· There must be such unity of interest and ownership that the separate personalities of the corporation and the individual no longer exist

· Adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice.
· In determining whether a corporation is so controlled, look to 4 factors:

· Failure to comply with corporate formalities

· Commingling of corporate assets

· Under-capitalization

· One corporation’s treatment of another corporation’s assets as its own

· Failure to pierce would result in some wrong that lies beyond a failure to recover.

Model Business Corporations Act – S. 6.22

S. 6.22: Liability of Shareholders. Shareholder not liable for more than is invested in the corporation.

The Roles and Purposes of Corporations

Dodge v. Ford Motor Co. (Obligation To Pay Dividends)
· Ford Motor Company made extraordinary profits and its founder, Henry Ford, intended to use those profits to lower the price of its cars and expand its factories’ capabilities by adding a steel plant, but Ford Motor’s shareholders objected to these policies claiming that the company’s first obligation was to make profits for its shareholders.

· A for-profit corporation must pay dividends absent a justifiable business reason.
· Although a corporation’s directors have discretion in the means they choose to make profits and earn a profit, the directors may not reduce profits or withhold dividends from the corporation’s shareholders in order to benefit the public.
· Corporations are organized for the benefit of shareholders. Directors are to use their powers primarily for that end.

· Directors have reasonable discretion if used in good faith.

· Directors have discretion to expand the business and to lower prices. Part of a long-term business plan.

· Directors also have responsibility to declare dividends. Discretion won’t be interfered with so long as there isn’t fraud, misappropriation, or (when adequate money) bad faith.

A.P. Smith Mfg. Co. v. Barlow (Corporate Donations)

· Corporation gave a $1,500 gift to Princeton University, which was challenged by a shareholder.

· A corporation may make reasonable charitable contributions, even in the absence of statutory provisions.
· Donations can reasonably promote corporate objectives.

· No wrongdoing by officers (i.e. no personal benefit)

· No suggestion that the donation was made indiscriminately or to a pet charity of the corporate directors in furtherance of personal, rather than corporate ends.

Shlensky v. Wrigley (Business Judgment Rule)

· Shlensky, a shareholder in the Chicago Cubs, brought a derivative suit against the Cubs and its directors for negligence and mismanagement and for an order that the defendant install lights for night games.

· A derivative suit is instituted by one or more shareholders on behalf of the other shareholders against the company for the directors’ damage to the company to all the shareholders, and not just the ones suing. Used to remedy harm for breach of duty or breach of loyalty.

· Court will not disturb the business judgment of a majority of the directors absent fraud, illegality or a conflict of interest.

· Appear to be valid reasons for refusing to install lights (i.e. effects on neighbourhood).

· Corporations are not obliged to follow other corporations. 

· Directors are elected to lead, not follow.

McQuade v. Stoneham (Shareholders Cannot Control Board’s Judgment)

· McQuade, who was employed as corporate treasurer, pursuant to a shareholder’s agreement, was discharged.

· A shareholder agreement may not control a board of directors’ exercise of judgment. 
· Agreements among shareholders, which restrict, impact and direct the directors of the corporation as to how to exercise their judgment are void as a matter of public policy and are unenforceable.

· Shareholders may agree to elect directors, but must allow directors to manage the business. 
Clark v. Dodge (Shareholder Agreements Regarding Employment)

· Clark, who was employed as treasurer and general manager of a corporation, pursuant to a shareholder’s agreement, was discharged.

· Shareholder agreements regarding officers’ employment may be unenforceable.

· A shareholder agreement regarding employment of certain individuals as officers is enforceable if the directors are the sole shareholders.

· Where a close corporation is involved, it is essentially a partnership. Close corporations are not always held to the strict formalities of corporate law.
Model Business Corporations Act – S. 7.30-7.32, 8.01-8.08, 8.24, 8.30-8.33

S. 7.28: Voting for Directors; Cumulative Voting.

S. 7.30: Voting Trust.

S. 7.31: Voting Agreements.

S. 7.32: Shareholder Agreements.

S. 8.01: Requirement for and Functions of Board of Directors.

S. 8.03: Number and Election of Directors.

S. 8.04: Election of Directors by Certain Classes of Shareholders.

S. 8.05: Terms of Directors Generally.

S. 8.06: Staggered Terms for Directors.

S. 8.08: Removal of Directors by Shareholders.
S. 8.24: Quorum and Voting.

S. 8.30: Standards of Conduct for Directors (Fiduciary Duties)

S. 8.31: Standards of Liability for Directors.

S. 8.33: Liability for Unlawful Distributions.
Delaware General Corporation Law – S. 141

S. 141: Board of directors; powers; number; qualifications; terms and quorum; committees; classes of directors; not-for-profit corporations; reliance upon books; action without meeting; removal.

Duties of Officers, Directors and Other Insiders

Duty of Care

Kamin v. American Express Company (Business Judgment Rule)

· Stockholders brought a derivative action, asking for a declaration that a certain dividend in kind was a waste of corporate assets.

· A corporation’s directors are not liable merely because a better course of action existed.
· A complaint alleging that some course of action other than that taken by the board would have been more advantageous does not give risk to a cause of action for damages.
· Minus a showing of bad faith, fraud, oppression, arbitrary action, or breach of trust, the business judgment decisions of corporate directors are not judicially rescindable for alleged imprudence or mistaken judgment.

· Mere errors in judgment are not sufficient as grounds for interference. 

· Powers of management are largely discretionary.

· More than imprudence of mistaken judgment must be shown.

Smith v. Van Gorkom (Decision Making Process; Business Judgment Rule Presumes Informed Decisions)

· Trans Union’s stockholders brought a class action suit against the company’s board of directors for negligent decision making.

· The business judgment rule presumes that, when making business decisions, directors act on an informed basis, in good faith and in the company’s best interests.
· All relevant material must be reviewed prior to a decision. This is the duty of care.

· Directors are liable if they were grossly negligent in failing to inform themselves.

· Shareholder vote accepting the deal does not clear defendant board members because it was not based on full information. 

· Directors must go through a process when making a decision.

In Re Walk Disney Co. Derivative Litigation (Test For Waste)

· Shareholders of Walt Disney Co. brought a derivative action against the board of directors after the board authorized a $130 million severance package for the president.

· Court found that the president didn’t breach his fiduciary duties when he negotiated the employment contract, nor when he accepted the severance payout.

· Plaintiffs have the burden of proving waste by showing that the exchange was “so one sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration.”

· Claim of waste arises when “directors irrational squander or give away corporation assets.”

· Onerous standard for waste. Action must be shown that the actions were not attributable to any rational business purpose.”
Duty of Loyalty

Interests of the corporation must be placed ahead of personal gains. Most courts require a self-dealing director to fully disclose the conflict and interest. Must be “fair” to the corporation.

Bayer v. Beran

· Shareholders brought a derivative suit against the Celanese Corporation of America’s directors for breach of fiduciary duty for approving and extending a $1 million per year radio advertising program.

· Rule requiring directors’ undivided loyalty avoids possibility of fraud and the temptation of self-interest.
· A director does not breach his or her fiduciary duty by approving a radio advertising program in which the wife of the corporation president, who was also a member of the board of directors, was one of the featured performers.
· Burden on the board of directors to show good faith and fairness. 

· As long as the actions serve an useful purpose, the board’s decision will be allowed to stand.

Lewis v. S.L. & E., Inc. (Action Must Be Fair If Self-Dealing Involved)
· Donald, Carol and Margaret Lewis brought a shareholder derivative action against Richard, Alan and Leon Lewis, alleging waste.

· Directors may not engage in self-dealing.
· A transaction in which a director has an interest, other than as the corporation’s director, is automatically suspect and subject to further review.
· Directors have the burden of proof to show that the transaction was fair and reasonable.

Corporate Opportunities

Director may not assume interests that the corporation is interested in, or that the corporation might have a “tangible expectancy” in.

Defenses:

1. Obtained opportunity in an individual capacity

2. Corporation unable to take advantage of the opportunity

3. Corporation refuses the opportunity

Broz v. Cellular Information Systems, Inc. (Corporation Interests First)
· Cellular Information Systems filed suit against Broz for breach of fiduciary duty, alleging he put his own interests before that of the corporation.

· Directors must put a corporation’s interests before their own.
· Under the doctrine of corporate opportunity, a corporate fiduciary must place the corporation’s interests before his or her own interests in appropriate circumstances, but a corporate fiduciary does not breach his or her fiduciary duty by not considering the interests of another corporation proposing to acquire the corporation in deciding to make a corporate purchase.
· A corporate opportunity is different than self-dealing. The classic statement of what a corporate opportunity is comes from Guth v. Loft:

· If there is presented to a corporate officer or director a business opportunity which the corporation is financially able to undertake, is, from its nature, in the line of the corporation’s business and is of practical advantage to it, is one in which the corporation has an interest or a reasonable expectancy, and, by embracing the opportunity, the self-interest of the officer or director will be brought into conflict with that of the corporation, the law will not permit him to seize the opportunity for himself.

In Re eBay, Inc. Shareholder Litigation

Facts:

· Shareholders filed 3 derivative actions against eBay directors and officers for usurping corporate opportunities. Shareholders alleged that eBay’s investment banker engaged in “spinning,” a practice that involves allocating shares of lucrative IPOs to favored clients. Shareholders say these opportunities should have gone to eBay, not the insiders.

· Court holds that these were opportunities usurped by insiders.

· eBay was able to financially exploit these opportunities. eBay often invested in securities ($500mm worth). Therefore, this was a line of eBay’s business.

· eBay suggests that investments were too risky, but these IPOs increased by 2X-3X in hours after they were released.

· These were essentially corporate discounts for future investment banking business (i.e. future consideration).

Dominant Shareholders

Sinclair Oil Corporation v. Levien (Intrinsic Fairness Test)

· Shareholders brought a derivative action against Sinclair Oil to require an accounting for damages sustained by its subsidiary, Sinclair Venezuelan Oil Company.

· A transaction between a parent and its subsidiary must be intrinsically fair.
· If, in a transaction involving a parent company and its subsidiary, the parent company controls the transaction and fixes the terms, the transaction must meet the intrinsic fairness test.
· Applied where benefit to parent at the expense of subsidiary. Must have self-dealing in the transaction.

Familiarity With Operations

Francis v. United Jersey Bank (Director Must Be Aware Of Operations)

· The bankruptcy trustee of various creditors brought suit against Pritchard’s estate to recover misappropriated funds.

· Directors must diligently discharge their duties.
· Directors have the duty to act honestly and in good faith and with the same degree of diligence, care, and skills that a reasonably prudent person would use in similar circumstances.
· Directors are under a statutory duty to act in good faith as people in similar situations would. 

· Depends on the kind of corporation, role of the director and the circumstances.

· A director should have a basic understanding of the corporation’s business and activities. Must monitor ongoing behaviour. Must attend meetings and review financial statements.

· If there is illegal conduct, the director must speak out, or take reasonable action to prevent conduct. Failing that, they must resign. Mrs. Pritchard did none of that.

· The failure of Mrs. Pritchard to act resulted in harm. Her inaction encouraged the illegal activity. She is proximately responsible. 

· In order for the business judgment rule to apply, there has to be action. 

· Mrs. Pritchard did not act at all, so the rule does not apply. Also, in order for the rule to apply, it must also be a business decision. 

Note: Officers and directors have a duty to act lawfully. If the knowingly cause their corporations to violate law, they have violated this duty. Must have internal controls to prevent illegal activity.

See: MBCA S. 8.31(a)(2)(iii).

Prevention of Illegal Activity

In re Caremark International Inc. Derivative Litigation (Internal Monitoring)

· Caremark International’s shareholders brought a derivative action against Caremark’s board members alleging breach of fiduciary duty related to allegations of violations of federal and state laws by Caremark’s employees.

· Directors need not ferret out wrongdoings at every level of the business.
· Although directors have a duty to monitor a corporation’s ongoing operation, they are not liable for wrongdoings of which they had no real or constructive knowledge.
· Members of the board did not actually commit the actions that exposed Caremark to liability.

· Director have duties to monitor corporate operations in two ways:

· Directorial decisions (decisions made by the board): errors of co-mission.

· Failure to monitor: errors of omission
· To show that they breached their duty to monitor, plaintiffs would have to show:

· Directors knew, or

· Should have known that the violations were occurring, and

· Directors took no steps in good faith to prevent or remedy, and

· That failure proximately resulted in loss
· Directors can face liability if they fail to exercise reasonable oversight. However, only a sustained or systematic failure to exercise reasonable oversight will establish the necessary lack of good faith. 

Corporate Form Checklist

A. Where and How to Incorporate: 
1. Delaware VS Headquarter State: Incorporators must choose between incorporating in their headquarter state, or incorporating somewhere else (i.e. Delaware). For a closely held corporation, incorporation should take place where the principal place of business is located. For a publicly held corporation, incorporation in Delaware is usually preferred.
2. Mechanics of Incorporating:
a. Articles of Incorporation: To form a corporation, the incorporators file a document with the Secretary of State. This is usually called “articles of incorporation” or the “charter.”
i. Amending: The articles can be amended at any time after filing. However, any class of stockholders who would be adversely affected by the amendment must approve the amendment by majority vote (MBCA S. 10.04).
b. Bylaws: After the corporation has been formed, it adopts bylaws. The corporation’s bylaws are rules governing the corporation’s internal affairs (e.g. date, time and place for AGM, etc.). Bylaws may be amended by either the board or the shareholders.
B. Ultra Vires and Corporate Powers

1. Ultra Vires:
a. Classic Doctrine: Traditionally, acts beyond the corporation’s articles of incorporation were held to be “ultra vires,” and were unenforceable against the corporation or by it. 
b. Modern Abolition: Modern corporation statutes have generally eliminated this doctrine. See MBCA S. 3.04(a).
2. Corporation Powers Today: Most modern corporations are formed with articles that allow the corporation to take any lawful action.
a. Charitable Contribution: Even if the articles of incorporation are silent on the subject, corporations are generally held to have an implied power to make reasonable charitable contributions. See MBCA S. 3.02(13).
b. Other: Similarly, corporations can generally give bonuses, stock options, or other fringe benefits to their employees. See MBCA S. 3.02(12).
C. Pre-Incorporation Transactions By Promoters: 
1. Liability of Promoter: A promoter is one who takes initiative in founding and organizing a corporation. A promoter may occasionally be liable for debts he contracts on behalf of the to-be formed corporation.
a. Promoter Aware, Other Party Not: If the provider enters into a contract in the corporation’s name, and the promoter knows that the corporation has not yet been formed (but the other party does not know this), the promoter will be liable under the contract. See MBCA S. 2.04.
i. Adoption: If the corporation is later formed and “adopts” the contract, then the promoter may escape liability.
b. Contract Says Corporation Not Formed: If the contract entered into by the promoter on behalf of the corporation recites that the corporation has not yet been formed, the liability of the promoter depends on what the court finds to be the parties’ intent.
i. Never Formed, or Immediately Defaults: If the corporation is never formed, or is formed but then immediately defaults, the promoter will probably be liable.
ii. Formed and then Adopts: But if the corporation is formed, and then shows its intent to take over the contract, then the court may find that both parties intended that the promoter be released from liability (a “novation”).
2. Liability of Corporation: If the corporation did not exist at the time the promoter signed a contract on its behalf, the corporation will not become liable unless it adopts the contract. Adoption may be implied.
3. Promoter’s Fiduciary Obligation: During the pre-incorporation period, the promoter has a fiduciary obligation to the to-be-formed corporation. He therefore may not pursue his own profit at the corporation’s ultimate expense. 
D. Defective Incorporation:
1. Common Law “De Facto” Doctrine: At common law, if a person made a “colorable” attempt to incorporate, a “de facto” corporation would be formed to have been formed. This would be enough to shelter the would-be incorporator from the personal liability that would otherwise result.
a. Modern View: Most states have abolished the de facto doctrine, and impose personal liability on anyone who purports to do business as a corporation, while knowing that incorporation has not occurred. See MCBA S. 2.04.
2. Corporation by Estoppel: The common law also applies to the “corporation by estoppel” doctrine, whereby a creditor who deals with the business as a corporation, and who agrees to look to the corporation’s assets rather than the shareholder’s assets will be estopped from denying the corporation’s existence. 
a. May Survive: The “corporation by estoppel” doctrine probably survives.
E. Piercing the Corporate Veil: In a few very extreme cases, courts may “pierce the corporate veil” and hold some or all of the shareholders personally liable for the corporation’s debts.
1. Individual Shareholders: If the corporation’s shares are held by individuals, here are some factors that the court looks to in deciding whether to pierce the corporate veil:
a. Tort VS Contract: Courts are more likely to pierce the veil in a tort case where the creditor is “involuntary” than in a contract case where the creditor is “voluntary.”
b. Fraud: Veil piercing is more likely where there has been a grievous fraud or wrongdoing by the shareholders.
c. Inadequate Capitalization: Whether due to zero capitalization or siphoning off of corporate assets.
d. Failure of Formalities: Court is likely to pierce the veil if the shareholders failed to follow corporate formalities in running the business.
2. Parent/Subsidiary: If shares are held by a parent corporation, the court may pierce the veil and make the parent corporation liable for the debts of the subsidiary. Depends on the following factors:
a. Failure to Follow Separate Formalities

b. Operating in the Same Business

c. Public Misled As To Which Entity Is Controlling

d. Assets Intermingled

e. Subsidiary Operated In An Unfair Manner

F. Corporate Structure:
1. General Allocation of Powers:
a. Shareholders: Shareholders act principally by: electing and removing directors, and by approving or disapproving fundamental or non-ordinary changes.
b. Directors: Manage the corporation’s business. Appoint officers to carry out corporate policy.
c. Officers: Corporation’s officers administer the day-to-day affairs of the corporation.
2. Power of Shareholders: 
a. Directors: They have the power to elect and remove directors.
i. Election: Shareholders normally elect the directors at the annual meeting of shareholders. Directors usually serve a one year term. See MBCA S. 8.05(b).
ii. Vacancies: Shareholders usually have the right to elect directors to fill vacancies on the board, but the board also usually has this power.
iii. Removal: At common law, shareholders had little power to remove a director during his term of office. See MBCA S. 8.08(a).
b. Articles and Bylaws: The shareholders can amend the articles of incorporation or the bylaws.
c. Fundamental Changes: The shareholders get to approve or disapprove of fundamental changes not in the ordinary course of business.
3. Power of Directors: Directors manage the affairs of the corporation.
a. Shareholders Can’t Give Orders: Shareholders usually cannot order the board to take any particular action.
b. Supervisory Role: Te board does not operate the corporation day-to-day. Instead, it appoints officers, and supervises the manner in which the officers conduct the day-to-day affairs.
4. Power of Officers: The corporation’s officers are appointed by the board and can be removed by the board. Officers carry out the day-to-day affairs of the corporation.
G. Board of Directors:
1. Election: As noted, members of the board of directors are always elected by the shareholders.
a. Straight VS Cumulative: Vote for directors may either be “straight” or “cumulative.” 
i. Cumulative: In cumulative voting, a shareholder may aggregate his votes in favor of fewer candidates than there are slots available. This makes it more likely that a minority shareholder will be able to obtain at least one seat on the board.
2. Number of Directors: Usually fixed in either the articles of incorporation or in the bylaws. Most statutes require at least three directors.
3. Filling Vacancies: Most statutes allow vacancies on the board to be filled either by the shareholders or by the board.
4. Removal of Directors: Most statutes provide that directors may be removed by a majority vote of shareholders, either with or without cause. In most states a director may not be removed by his fellow directors, even for cause.
5. Act of Board: Board may normally take action only by a vote of a majority of the directors present at the meeting.
a. Objection By Director: A director may disassociate herself board action by filing a written dissent, or by making an oral dissent that is entered in the minutes of the meeting. This will shield the director from any possible liability for the corporate action. 
H. Officers: Officer describes only the more important executives of the corporation. Officers can be both hired and fired by the board. Firing can be with or without cause. 
1. Authority to Act for Corporation: The officer is an agent of the corporation, and his authority is therefore analyzed under agency principles. An officer does not have the automatic right to bring the corporation. Instead, one of 4 doctrines must usually be used to find that the officer could bind the corporation:
a. Express Actual Authority: Express actual authority can be given to an officer either by the corporation’s bylaws, or by a resolution adopted by the board.
b. Implied Actual Authority: Implied actual authority is authority that is inherent in the office. Usually it is authority that is inherent in the particular post occupied by the officer.
c. Apparent Authority: An officer has “apparent authority” if the corporation gives observers the appearance that the agent is authorized to act as he is acting. There are two requirements: the corporation, by acts other than those of the officer, must indicate to the world that the officer has the authority to do the act in question, and the plaintiff must be aware of those corporate indications and rely on them.
d. Ratification: Under the doctrine of “ratification” if a person with actual authority to enter into the transaction learns of a transaction by an officer, and either expressly affirms it or fails to disavow it, the corporation may be bound. 
Duty of Care and Business Judgment Rule Checklist

A. Duty Generally: Directors and officers have a duty of care with respect to the corporation’s business. The director or officer must behave with that level of care which a reasonable person in similar circumstances would use.
B. Standard of Care: Director or officer must behave as a reasonably prudent person would behave in similar circumstances.
C. Objective Standard: The standard of care here is an objective one. A director who is less smart, or less knowledgeable about business than the “ordinary” reasonable director nonetheless must meet this higher objective standard. However, if the director has special skills (i.e. doctor, lawyer, accountant, etc.), they must use those skills.
D. Reliance on Experts: Directors are entitled to rely on experts, but such reliance is allowed only if it is reasonable under the circumstances.
E. Passive Negligence: A director will not be liable merely for failing to detect wrongdoing by officers or employees. However, if the director is on notice of facts suggesting wrongdoing, he cannot close his eyes to these facts. It may also constitute a violation of due care if the directors fail to implement monitoring mechanisms to detect wrongdoing.
F. Causation: Even if the duty of due care is violated, the director is usually only liable for damages that are the proximate result of his conduct. 
G. Business Judgment Rule: Business judgment rule saves many actions from being held to be violations of the duty of due care. The duty of due care imposes a fairly stern set of procedural requirements for directors’ actions. Once these procedural requirements are satisfied, the business judgment rule then supplies a much easier-to-satisfy standard with respect to the substance of the decision.
H. Requirements of the Business Judgment Rule: Provides that a substantively unwise decision by a director or officer will not by itself constitute a lack of due care. However, there are three requirements which a decision by a director or officer must meet before it will be upheld by the business judgment rule:
1. No Self-Dealing: Does not qualify for the business judgment rule if the director or officer has an “interest” in the transaction. Any self-dealing by the director or officer will deprive him of the rule’s protection. 
2. Informed Decision: Decision must have been an informed one. Director or officer must have gathered at least a reasonable amount of information about the decision before he makes it. Smith v. Van Gorkum.
3. “Rational” decision: Director or officer must have “rationally believed” that his business judgment was in the corporation’s best interest. Court will not consider the merits of the decision, but will focus on the process used. 
Duty of Loyalty, Self-Dealing, Corporate Opportunities, and Sale of Control Checklist

A. Self-Dealing Transactions: A self-dealing transaction is one which three conditions are met:
1. Key Player and the corporation are on opposite sides of a transaction.
2. Key Player has helped influence the corporation’s decision to enter the transaction.
3. Key Player’s personal financial interests are at least potentially in conflict with the financial interests of the corporation.
B. Modern Self-Dealing Rules:
1. Fairness: If the transaction is found to be fair to the corporation, the court will uphold it.
2. Waste/Fraud: If the transaction is so unfair that it amounts to “waste” or “fraud” against the corporation, the court will usually void it at the request of a stockholder. The typical definition of waste is a very restricted one. The definition of waste is, “an exchange that is so one sided that no business person of ordinary sound judgment could conclude that the corporation has received adequate consideration.” 
3. Middle Ground: If the transaction is neither unfair, nor wasteful, then shareholder/director approval will often make the difference. If a majority of disinterested and knowledgeable directors have approved the transaction, the court will probably approve the transaction. Under MBCA S. 8.63, a majority of the disinterested shareholders must approve the transaction.
C. Corporate Opportunity Doctrine: A director or senior executive may not compete with the corporation, where the competition is likely to harm the corporation.
1. Approval or Ratification: Conduct that would otherwise be prohibited as disloyal competition may be validated as being approved by disinterested directors, or by being ratified by the shareholders, after full disclosure about the conflict and the competition that he proposes to engage in. 
2. Use of Corporate Assets: A key player may not use corporate assets if this use either: harms the corporation, or gives the key player a financial benefit. Use of assets will not be a violation of the duty of loyalty if it is approved by disinterested directors (after full disclosure), if it is ratified by shareholders (after full disclosure), or if the key player pays the fair value for any benefit received.
3. Corporate Opportunity: A director or senior executive may not usurp for himself a business opportunity that is found to “belong” to the corporation. Such an opportunity is said to be a “corporate opportunity.”
a. Effect: If the key player is found to have taken a “corporate opportunity,” the taking is per se wrongful to the corporation, and the corporation may recover damages equal to the loss it has suffered or even the profits it would have made had it been given the chance to pursue the opportunity.
b. Four Tests: 
i. Interest or Expectancy: The corporation has an interest in an opportunity if it already has some contractual right regarding the opportunity. A corporation has an expectancy concerning an opportunity if its existing business arrangements have led it to reasonably anticipate being able to take advantage of that opportunity.
ii. Line of Business: An opportunity is a “corporate” one if it is closely related to the corporation’s existing or prospective activities.
iii. Fairness: Court measures the overall unfairness on the particular facts, that would result if the insider took the opportunity for himself.
iv. Combination: Some courts adopt a two-step test, under which they combine the “line of business” and “fairness” tests.
c. Other Factors:
i. Whether the opportunity was offered to the insider as an individual or as a corporate manager.
ii. Whether the corporation had the ability to take advantage of the opportunity.

iii. Whether the insider learned of the opportunity while acting in his role as the corporation’s agent.

iv. Whether the insider used corporate resources to take advantage of the opportunity. 

v. Whether the parties had a reasonable expectation that such opportunities would be regarded as corporate ones.

vi. Whether the corporation is closely or publicly held (better case for corporate opportunity in a publicly held situation).

vii. Whether the person is an outside director or a full-time executive.

d. Rejection By Corporation: If the insider offers the corporation the chance to pursue the opportunity and the corporation rejects the opportunity, the insider may pursue the opportunity himself. Must still make full disclosure that he intends to pursue the opportunity himself.
D. Sale of Control: A controlling shareholder is usually permitted to sell a controlling interest at a premium price.
1. Control Block: A person owns a controlling interest if he has the power to use the assets of the corporation however he chooses. A majority owner will always have a controlling interest. However, a less than majority interest may also be controlling. 
2. Exceptions: Subject to exceptions, a controlling shareholder may sell his control block for a premium and may keep the premium for himself:
a. Looting: The controlling shareholder may not sell his control block if he knows or suspects that the buyer intends to loot the corporation by unlawfully diverting its assets.
b. Sale of Vote: The controlling shareholder may not sell for a premium where the sale amounts to a sale of his vote. However, can sell a controlling interest and get the resignations of directors. Just can’t be resignation on its own.
c. Diversion of Collective Opportunity: A court may find that the corporation had a business opportunity and that the controlling shareholder has constructed the sale of his control block in such a way as to deprive the corporation of this business opportunity. If so, the seller will not be allowed to keep the control premium (Perlmann v. Feldmann).
3. Remedies: The corporation may be allowed to recover, or the court may award a pro rata recovery under which the seller repays to the minority shareholders their pro rata part of the control premium.
Derivative Actions

Introduction

Corporations are, in effect, legal people. This has implications in litigation. Most obviously, a corporation can sue, and be sued. Sometimes, the corporation must file a cause of action, or it cannot be sued at all. This is known as a derivative suit. This is an equitable concept. At law, a shareholder would not have standing. The corporation is a nominal party along with the directors, or corporate officers. This is essentially to compel the corporation to sue the directors, or corporate officers on its own. Any benefits from the suit go to the corporation, which would indirectly benefit the shareholders.

A direct action is a direction where the individual shareholder has been damaged. If, for example, a preferred shareholder is entitled to certain distributions, and the distributions have not been paid, the shareholder can file a direct action against the corporation and the directors for failure to meet contractual obligations. Additionally, this shareholder could also file a class action suit on behalf of all the other preferred shareholders.

Distinction between a derivative suit and a direct suit: it is direct if there is a direct loss to the shareholder, it is derivative if there is a loss that is derived from the loss to the corporation itself. 

Derivative Action Test

Test to apply:

1. Who is harmed by the action? A shareholder? The company?

2. Who will benefit from the sought for remedy?

Demand Requirement

Shareholders are usually first required to make a demand on the board, asking them to change their course of behaviour. Usually only then could a derivative action be filed. If the demand failed, then a suit could be filed. In some jurisdictions, unsuccessful plaintiffs in derivative suits would be forced to pay the costs of the litigation. The purpose of the demand is to at least give the board the first chance to rectify their behaviour. Where the directors are not, or cannot, make a decision. The demand is therefore futile, and is excused if the plaintiff does not make one on the board. Under Delaware law, where demand is made, then the plaintiff is deemed to have concluded and conceded that demand was required. Then the question as to whether to dismiss or pursue makes it a business judgment issue. If the board refuses, after going through the appropriate process, then the plaintiff will always lose. Plaintiff must demonstrate that the corporation violated the BJR. Demands usually lead to plaintiffs losing. Must usually show the futility of making a demand. 

Defenses to Derivative Actions

1. If demand made ( Business Judgment Rule 

2. If demand not made ( Business Judgment Rule or disinterested parties

Cohen v. Beneficial Industrial Loan Corporation (Posting of Security)

· David Cohen brought a shareholder’s derivative suit against Beneficial and others, and Beneficial brought a motion seeking to have Hannah Cohen, David’s executrix, post security for the expenses associated with prosecuting the lawsuit.

· A court may require a plaintiff to post a bond in a derivative suit.
· A federal court sitting in diversity must apply a statute of the forum state providing for the posting of security for the corporation.

· Stockholder becomes a fiduciary of sorts. He is representing a class that did not elect him as a representative.

· Such a representative can, therefore, have standards of accountability, responsibility and liability imposed upon him.

Eisenberg v. Flying Tiger Line, Inc.

· A stockholder in a corporation that ceased to exist post-merger, brought an action on behalf of himself and all other stockholders of the dissolved corporation, to enjoin the plan of reorganization and merger.

· An action to reverse corporate actions that deprived shareholders of a voice in operations is not derivative.
· An action seeking to overturn a reorganization and merger that deprived an acquired corporation’s shareholders from having a voice in the surviving corporation’s business operations is a personal action rather than a derivative action under the NY statute, requiring the posting of security for the corporation’s costs.
· Plaintiff claims he and other shareholders were deprived of any voice in the operation of the air freight company.

· He is not challenging management on behalf of the corporation. This is a personal cause of action (because it was a voting right), and not derivative.

· Therefore, no security required.

Note: The effect of this reorganization was to permit FTL to move into other areas of business, without being regulated. The airfreight industry was highly regulated, and such companies were only permitted to engage in certain activities at certain regulated prices. Since all airfreight activities were confined to the subsidiary, the holding company could diversity. 

Requirement of Demand on the Directors

Grimes v. Donald (Futility of Demand)

· Grimes, who learned of the extremely generous compensation package DSC Communications had extended to Donald, demanded DSC cancel Donald’s contract.

· A shareholder must demand the board bring an action before he or she brings a derivative suit.
· A shareholder need not make a demand that a company’s board institute a lawsuit before bringing a derivative suit on behalf of the corporation on a showing the demand would be futile, and if a demand is made and rejected, a shareholder may still proceed by establishing that the board’s refusal was wrongful.
· Whether a claim proceeds as a direct or a derivative action depends on the nature of the wrong alleged, and the relief sought.

· Claims seeking injunctive relief are usually direct.

· This case shows the futility of demand.

Marx v. Akers (Exception to Futility Requirement)

· A shareholder brought a derivative action charging breach of fiduciary duty and corporate waste by IBM’s board of directors for excessive compensation of IBM’s executives and outside directors.

· The plaintiff must provide more than conclusory statements to establish that a demand would be futile.
· A plaintiff establishing that a demand on a company’s board would have been futile must show:
· That a majority of the board is self-interested or there is control by a self-interested director, or

· That the board did not fully inform themselves of the transaction, or

· The demand requirement gives directors and opportunity to correct alleged abuses.

· Futility exceptions applies when it is evident that the directors will wrongfully refuse to bring such claims.
In Re Oracle Corporation Derivative Litigation (Special Litigation Committees)

· Oracle Corporation’s special litigation committee moved to terminate a derivative action brought on Oracle’s behalf, claiming it was an independent committee.

· A special litigation committee does not meet its burden of demonstrating the absence of a material dispute of fact about its independence where its members are professors at a university that has ties to the corporation and to the defendants that are the subject of the derivative action that the committee is investigating.
· The question of independence turns on whether a director is, for any substantial reason, incapable of making a decision with only the best interests of the corporation in mind.

· The committee has the burden of showing they are independent, which they did not discharge.

Shareholders’ Suits Checklist

A. Derivative Suit: When a person who owes the corporation a fiduciary duty breaches that duty, the main remedy is the shareholder’s derivative suit. In a derivative suit, an individual shareholder (typically an outsider) brings suit in the name of the corporation against the individual wrongdoer. 
B. Distinguish from Direct Suit: Not all suits by shareholders are derivative. In some situations, a shareholder may sue the corporation, or insiders, directly.
C. Examples:
1. Derivative Suits: breaches of fiduciary duties of care or loyalty, suits against officers for self-dealing, suits to recover excessive compensation, and suits to reacquire corporate opportunities.
2. Direct Suits: Action to enforce the holder’s voting rights, an action to compel the payment of dividends, an action to prevent management from improperly entrenching itself, suit to prevent oppression of minority shareholders, etc.
D. Consequence of Distinction: Usually the plaintiff will want his action to be direct, rather than derivative. Plaintiff gets the following benefits in a direct action: procedural requirements are much simpler, no demand requirement, etc.
E. Requirements for a Derivative Suit: There are 3 main requirements that plaintiff must generally meet for a derivative suit: he must have been a shareholder at the time the acts complained of occurred (contemporaneous ownership rule), he must still be a shareholder at the time of suit, and he must make a demand (unless excused or futile) upon the board.
1. Demand Excused: Where the demand is futile, no demand is required. Usually the board must have been involved in the wrongdoing. 
a. Delaware: Demand will not be excused unless plaintiff carries the burden of showing a reasonable doubt about whether the board either: was disinterested and independent, or was entitled to the protections of the business judgment rule. 
b. New York: Demand will be excused if, and only if: majority of the board is interested in the challenged transaction, board did not fully inform themselves about the challenged transaction to the extent reasonably appropriate, or that the challenged transaction was so egregious on its face that it could not have been the product of sound business judgment (Marx v. Akers).
2. Independent Committee: The corporation usually responds to plaintiff’s demand by appointing an independent committee of directors to study whether or not the suit should be pursued. See MBCA S. 7.44(a). Court must dismiss the action if the committee of independent directors votes to discontinue the action in good faith after conducting a reasonable inquiry.
Introduction to Federal Securities Laws

Introduction

Trading takes place in 2 markets:

1. Primary

2. Secondary

Securities Act of 1933 is principally concerned with the primary market. Congress focussed on disclosure of material information to investors and fraud prevention. 

Securities Exchanges Act of 1934 is principally concerned with the secondary market. Congress attempted to safeguard against insider trading, profit taking, and disclosure of information. SE Act also created the SEC.

Definition of a Security

Definition of a security is found in s. 2(1) of the Securities Act is divided into 2 categories:

1. Specific instruments (stocks, bonds, notes, etc.)

2. Catch-all (evidence of indebtedness, investment K’s, anything generally known as a security)

Modern Test:

1. Is the property interest one that is specifically mentioned in the Act?

2. Is it the type of interest that is commonly thought to be a security?

3. Is it an investment K, or a participation in a profit-making venture?

a. Does the investor derive some something of substantial benefit?

b. Is the management provided by a 3rd party other than the investors? Or, does it involve raising capital, the control of which is in the hands of a 3rd party?

4. Is there a need for the protection of the Act? Is there an investment so that investors need the protection of full disclosure?

Robinson v. Glynn (Look to Economic Reality, Not Form of Investment)

· Plaintiff filed suit against Glynn, Glynn Scientific and GeoPhone Company LLC alleging that Glynn committed securities fraud when he sold R a partial interest in GeoPhone. 

· R loaned G $1mm so that G could field-test the GP.

· R signed a letter of intent pledging to invest up to $25mm if the field test was successful. The $25mm was to consist of a $1mm loan, plus $14mm immediately afterwards, and another $10mm later.

· R executed an “Agreement to Purchase Membership Interests in GeoPhone” document.

· R received 33,333 of 133,333 shares

· Said “shares” and “securities” on them. Said they were exempt from the Securities Act on the back.

· R’s membership interest does not constitute an investment contract or stock under the Securities Act. To do so would treat an ordinary commercial venture as an investment K, thereby unjustifiably expanding the scope of the securities laws.

· More than the form of the investment, the economic reality is what matters. Substance over form.

· Question is whether the investor can exercise any meaningful control of his money.

· Characteristics of a stock are:

· Right to receive dividends if appropriate

· Negotiability

· Ability to be pledged

· Conferring of voting rights

· Capacity to increase in value
· Therefore, since 1, 2 and possibly 3 are not satisfied, these are not securities within the meaning of the Act.

· R was no passive investor. He was very active in GP’s business.

· Lack of technical expertise was no barrier to R.

Registration Process

Securities Act (S. 5) prohibits the sale of securities unless the company has registered their securities. 

3 basic rules:

1. Security may not be offered for sale through the mail or any means of interstate commerce, unless registered with the SEC

2. Securities may not be sold until the registration statement has become effective

3. A prospectus must be delivered prior to sale

Must give the SEC extensive information about its finances and business. Helps determine quality of an investment. 

SEC does not determine the quality of an investment. Only asks if the reasonable investor could determine the quality of the investment from the material disclosed.
2 exemptions to the registration process (S. 4):

1. Some certain exempt securities (i.e. bank notes, government notes, private offerings, etc.).

2. Some transactions in non-exempt securities

Doran v. Petroleum Management Corp. (Factors to Determine Private Offering)

· Doran sued Petroleum Management for breach of contract and rescission of contract based on violations of Securities Acts of 1933 and 1934.

· Violation to sell a security unless a registration statement has been filed.

· PMC says private offering exempt from registration in S. 4(2) of the 1934 Act.

· Private offering not defined in either of the Acts.

· The status of private offerings rests on the offeree’s knowledge.
· In determining whether an offer to participate in a limited partnership was a private offer, the court must consider 4 factors:
· Number of offerees and relationship to the issuer

· Number of units offered

· Size of the financial stakes

· Whether the offering was characterized by personal contact between the issuer and the offerees free of public advertising or intermediaries, such as investment bankers.
States Securities Act

Might be possible to issue an intrastate security, making it exempt from federal regulation. 

Other Exceptions: Regulation D

Regulation D generally applies to small investors raising less than $1 million in an offering. Can sell to an unlimited number of people. If raising more than $5 million, the issuer cannot sell to more than 35 investors. Additionally, these investors must meet certain tests for financial sophistication.

This exception usually only applies to the 1st sale, but not to subsequent sales. Issuers should try to limit their sales to only those people who intend to hold the shares themselves. Investors may be able to re-sell after a year, and to a limited number of people.

Civil Liabilities

Must generally show a material misrepresentation or omission in the prospectus or other corporate filing. The damages would be the difference between the value of the shares in the prospectus, and what the value of the shares would actually be the date the action is filed.
Under the Securities Act, s. 11, indicates that the following people may be liable:

· Every person who signs the registration statement (issuer, executive officers, CFO, accounting officer, board of directors, etc.)

· Every person who was a director of the issuer

· Every person who is named as about to become a director

· Every expert

· Every underwriter

· Control persons

Privity of contract is not required to hold the above persons liable (which is extremely useful in the secondary market). No need to prove reliance on the misstatement or omission to recover.

Issuer has the following defenses to a S. 11 action:

1. Issuer can show that the statements made were true

2. Statements not material

3. Investor knew of the misstatement/omission and still invested anyway.

Escott v. BarChris Construction Corp. (False Statements Must Be Material)

· Purchasers of convertible, subordinated debentures of BarChris Construction sued BarChris, claiming the filed registration statement contained material false statements and omissions.

· If false statements are made in a registration statement, or there are omitted facts that should have been included, and these facts are material, the registration statement is misleading.
· Non-experts must, after reasonable investigation, have reasonable grounds to believe (and actually believe) that the statements are true. Must also believe there were no omissions.

· Non-experts, for the expert portions, must show no reasonable ground to believe they were untrue.

· President and VP were men of limited education, but they are still liable for signing the registration. They knew of their financial condition. They could not have believed the registration to be true. Plus, they did not investigate anything they didn’t understand.

· Treasurer knew all relevant facts, worked on registration, lied about investigating the company. No due diligence. No reasonable belief in accuracy.

· Secretary met the burden for the expert position, but not the non-expert portion, as he had access to the company’s K’s. Did not know of the misstatements, but didn’t do his own investigation.

· Outside director same as secretary. No investigation.

· Grant, outside lawyer, director and drafter of the registration statement was in a unique position. No investigation. Should not have accepted management’s word. Could rely on expert, but not the non-expert portions.

· Coleman, director and representative of the underwriter, met with BC management, and asked several important questions, but didn’t do his own investigation. Liable for non-expert portion.

· Underwriters made a cursory review of questions, but took management’s word, rather than conducting an independent investigation. Underwriter must be responsible to public and investigate. Liable for non-expert portion.

· Accountants are responsible for the expert portion. They failed to meet the standards of their profession. Even the junior accountant should have found out more. He basically accepted management’s word. Burden of proof on accountants, and did not meet it.

Disclosures

1. Specific transactions (release of stock, etc.)

2. Periodic disclosure (financial statements, etc.)

All publicly traded companies and some large corporations must file. 

Securities Act of 1933 – S. 2-5, 7, 10-11

S. 2: Definitions.

S. 3: Exempted Securities.

S. 4: Exempted Transactions. Transactions by any person other than an issuer, or any non-public offering.

S. 5: Prohibitions Relating to Interstate Commerce and the Mails. 

S. 7: Information Required in Registration Statement.

S. 10: Information Required in Prospectus.

S. 11: Civil Liabilities on Account of False Registration Statement.

Securities Exchange Act of 1934 – S. 12-14, 16

S. 12: Registration Requirements for Securities.

S. 13: Periodical and Other Reporting Requirements.

S. 14: Proxies.

S. 16: Disclosures; Directors, Officers and Principal Shareholders.

Reporting Requirements Checklist

A. Reporting Requirements for Publicly Held Companies:
1. What companies are “publicly held”: Certain reporting requirements are imposed on publicly held companies. Basically, these are companies which either: have stock that is traded on a securities exchange, have assets of more than $5 million and a class of stock held of record by 500+ people. These companies must make continuous disclosures to the SEC under S. 12 of the 1934 Act.
2. Proxy Rules Generally: Any company covered by S. 12 of the 1934 Act fall within the SEC’s proxy solicitation rules. If a company is covered, any proxy solicitation by either management or non-management must comply with detailed SEC rules. Basically, this means that whenever management or a 3rd party wants to persuade a shareholder to vote in a certain way, the solicitation must comply with the SEC proxy rules.
3. Private Actions Under Proxy Rules: United States Supreme Court recognized an implied private right of action on behalf of individuals who have been injured by a violation of proxy rules. There are 3 requirements: materiality, causation and fault. If plaintiff can show all 3, he may obtain an injunction, damages or have the transaction set aside.
B. Proxy Contests: A proxy contest is a competition between management and a group of outside insurgents to obtain shareholder votes on a proposal. 
C. Improved Public Disclosure by the Corporation: 
1. Sarbanes-Oxley: Company’s CEO and CFO must each certify the accuracy of each quarterly and annual filing with the SEC.  Also provides greater protection for whistleblowers. Members of the audit committee must be more independent than in the past.
Issuance of Securities Checklist

A. Public Offerings: Public offerings are extensively regulated by the 1933 Act. The key provision is S. 5, which makes it unlawful to sell any security by the use of mails or other facilities of interstate commerce, unless a registration statement is in effect for that security. This statement must contain a large amount of information about the security being sold. Additionally, a prospectus must also be delivered to the buyer.
B. Disclosure: SEC does not review the substantive merits of the security, and cannot bar an offering merely because it is too risky, overpriced or valueless.
C. Security: The 1933 Act applies to sales of “securities.” Security is defined very broadly. It includes stocks, bonds, investment contracts and many other devices. 
D. Filing Process: No one may sell, or even offer to sell, the stock during the pre-filing period. During the waiting period (after filing, but before the effective date), no offer to buy or “acceptance” will be deemed binding. 

E. Exemptions to Public Offerings: There are two key exemptions to the general rule that securities can only be issued if a registration statement is in force:  sales by other than issuer, underwriter or dealer, and where non-public offerings. Additionally, the 1933 Act does not apply to secondary market sales.
F. Private Offerings: An offering will not be private unless: there are not very many offerees, the offerees have a significant level of sophistication, and a significant degree of knowledge about the company’s affairs.
1. Rule 506: Rule 506 allows an issuer to sell an unlimited amount of securities to: any number of “accredited” investors, and up to 35 non-accredited investors (accredited means someone who is worth more than $1 million, or who earns $200,000 plus per year). Non-accredited investors must be sophisticated, and have such knowledge and experience in financial and business matters that he is capable of evaluating the merits of the investment. Additionally, no soliciting or advertising is allowed.
2. Rule 504: “Small” versus private. Allows an issuer to sell up to $1 million of securities. No limit on the number of investors.
3. Rule 505: “Small” versus private. Allows and issuer to sell up to $5 million of securities in a 12-month period. Limited to 35 non-accredited investors and any number of accredited investors.
G. Civil Liabilities: There are 4 liability provisions under the 1933 Act, at least 3 of which impose civil liability in favor of an injured investor:
1. Section 11: Imposes liability for any material errors or omissions in a registration statement. Action may be brought by anyone who buys the stock covered by the registration statement (IPO or otherwise). No need to show reliance on the statement. A wide range of people may be sued under S. 11, including: everyone who signed the registration statement, everyone who is a director at the time of filing, every expert who consented to being named in the statement, and every underwriter. Liability here is absolute, even if it was non-negligent. 
a. Standard of Conduct: For experts portions, the expert can use a due diligence defense by showing that they conducted a reasonable investigation that left them with reasonable grounds to believe (and actual belief) that the statement was accurate. For expert portions,  non-experts, merely have to show no reasonable ground to believe, and no belief, that there was a material misstatement or omission. For non-expert portions, must show reasonable investigation, and reasonable ground to believe, and actual belief, that there was no material misstatement or omission.
2. Section 12(1): Liability for anyone who sells a security that should have been registered but was not. Liability even for an honest mistake. Can only sue the immediate seller.
3. Section 12(2): Liability for untrue statements of material fact and omission of material fact. Unlike S. 11, it is not limited to misstatements made in the registration statement. Includes oral misstatements, and statements in a writing other than the registration statement. Negligence standard used.
4. Section 17(a): Imposes a general anti-fraud provision. Generally does not support a private right of action.
H. Public Offerings: State Regulation:
1. State “Blue Sky” Laws: Every state regulates some aspects of securities transactions through regulations collectively known as “blue sky” laws. Congress has taken away a large portion of these powers in the National Securities Improvement Act of 1996. State regulation of securities issuance is now largely pre-empted by federal regulation.
Rule 10B-5

Introduction

Note: There must be a purchase or sale for 10B-5 to apply.
S. 10B-5 of the Exchange Act provides that “It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange, to use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.”

10B-5 (as opposed to common law fraud) deals with the failure to disclose. Common law fraud requires a statement. An omission is not common law fraud.

10B-5 applies to all securities, including securities owned by closely held corporations.

Elements of 10B-5

Main elements of liability under 10B-5:

1. Intent or reckless disregard

2. Causation

3. Would a reasonable investor have found the information material

4. Reliance

Basic, Inc. v. Levinson (Reasonable Shareholder Perspective)

· Former Basic, Inc. shareholders brought a class action against Basic, Inc. and its directors, claiming the directors issued three false statements and forced the former shareholders to sell their shares at depressed prices based on their reliance on Basic’s statements that it was not engaged in merger discussions.

· Shareholders determine which omitted facts are material.
· An omitted fact is material if there is a substantial likelihood that the average, reasonable shareholder would have considered it important knowledge to have before deciding how to vote.
· With contingent events, the probability that it will occur, and the magnitude of the event, is looked at.

· Must be a misleading statement regarding a material fact. If a fact is immaterial, it makes no difference that misrepresentations are made about it.

· Reliance is necessary for 10B-5. Provides a causal connection. In the case of exchanges, the dissemination or withholding of information affects price and investors rely on price to assess value.

· Burden of proof properly allocated to the defendants.

· Can rebut by showing the misrepresentation or omission did not distort the price. Or, could show that the plaintiff sold their shares for a different reason.

Fraud on the Market Theory

Fraud on the market theory is intended to get around reliance issues, relating to the fraud provisions. In an open market situation it is very difficult to prove that a seller of securities sold into the marketplace with an argument that they lacked information. Also, it’s hard to identify an exact buyer or seller on an exchange. Therefore, the fraud on the market theory is designed to protect the integrity of the market. Prices should reflect a market with integrity with full information. If insiders make material misstatements, or omit to make material statements, and this affects the price up or down, then they have committed a fraud on the market.

West v. Prudential Securities, Inc. (Must Be Public Statements)

· West brought a class action suit against Prudential Securities for securities fraud, alleging that a stockbroker had falsely told several clients that a corporation’s stock was certain to be acquired at a premium, thereby artificially inflating its price.

· Fraud on the market doesn’t apply to non-public statements.
· Fraud on the market theory requires public information reaching professional investors.

· Oral frauds have not been allowed to proceed as class actions because information can differ from person to person.

· No causal link between statements, and stock prices where non-public information is involved.

· Even if the information did affect the price, it would be short-term, as professional investors would eventually correct the error.

Santa Fe Industries v. Green (No 10B-5 If No Misrepresentation)

· Desiring to eliminate the minority shareholders, SFI used a short-form merger statute that allowed a corporation holding 90% of the shares to merge the corporation and pay cash to the minority shareholders.

· Only remedy is an appraisal action in state court if dissatisfied with the price.

· A number of shareholders sued in federal court to enjoin the merger, or for damages for violating 10B-5. Minority shareholders alleged that:

· Grossly inadequate share price

· No purpose, except to freeze out the minority

· 10B-5 does not provide a remedy for breach of a fiduciary duty by officers and directors and majority shareholders in connection with the sale of the corporation’s securities, if full disclosure, no misrepresentation, and if the transaction is permitted by state law.

· 10B-5 is designed to ensure that there is full disclosure to protect investors.

· Where no manipulation or deceit, 10B-5 is inapplicable.

· Once full and fair disclosure is made, the fairness of the transaction is irrelevant. 

· Investors had an adequate remedy (appraisal) for the alleged wrong.

Securities Exchange Act of 1934 – S. 10(b)

S. 10(b): Regulation of the Use of Manipulative and Deceptive Devices. 

Securities and Exchanges Commission – R. 10b-5

R. 10b-5: Employment of Manipulative and Deceptive Devices.

Insider Trading

Goodwin v. Agassiz (Director Need Not Disclose All Information When Trading)

· Goodwin, a shareholder in Cliff Mining Company, filed suit against a director, Agassiz, for damages suffered during the sale of his stock.

· Directors’ direct stock sales or purchases must be fair.
· A director’s knowledge of the corporation’s condition requires that he engage in fair dealing when directly buying or selling the corporation’s stock.
· In some circumstances, a director with superior knowledge must act as a fiduciary to shareholders in buying and selling stock (i.e. if a director specifically seeks out a particular shareholder) and does not disclose material facts, within his knowledge, but outside the investor’s knowledge.

· Here, there was no such situation. Geologist’s theory was unproven when he was buying up the stock. G sold on his own theory.

S.E.C. v. Texas Gulf Sulphur Co. (Insiders May Not Use Information For Personal Trading)

· SEC filed suit against TGS for violation of the insider-trading provisions of 10b-5.

· Insiders may not use business information for their personal trading.
· A person who is trading a corporation’s securities for his own benefit, and who has access to information intended to be available for business use only, may not take advantage of the information, knowing it is not available to those with whom he is dealing.
· The test of materiality is whether a reasonable person would attach importance to the information in making choices about the transaction.

· Test encompasses any fact that in any objective contemplation might affect the value of the securities.

· Whether facts are material when they relate to a particular event will depend at any given time upon a balancing of probabilities that the event will occur, and of the anticipated magnitude of the event.

· The information here about the mineral find was material, and any trades made by insiders based on that information constitutes a 10b-5 violation.

Duty to Disclose or Refrain

The “equal access” position that the S.E.C. advocated for is unrealistic. It’s difficult to implement such a decision in practice. Doesn’t advance an efficient market.

However, the court in Texas Gulf advances a rule of “disclose or refrain.” In other words, the insiders have a fiduciary duty to their shareholders to not engage in the purchase of securities while in possession of inside, non-public, material information. Insiders can re-enter the marketplace once all elements of the material event have been disclosed and disseminated. 

Essentially, the insiders in this case were not trading on an even playing field as other investors. They had information that other people didn’t. They altered the risks involved with stock ownership. 

Chiarella v. U.S. (Not All Unfair Activity Encompassed Under 10b-5)

· Chiarella obtained information about a tender offer because he worked in a printing company that was preparing the tender documents.

· The acquiring corporation made every effort to keep the information a secret.

· Chiarella purchased the stock based on this inside information.

· Although Chiarella was in possession of inside information, he was not held liable for inside trading because he did not have a fiduciary duty to the shareholders of the target corporation.

· He may have misappropriated information, but no violation of fiduciary duty

· Not every instance of financial unfairness constitutes fraudulent activity under s. 10(b)

Dirks v. S.E.C. (Duties of Tippees)

· The SEC accused Dirks of violating the anti-fraud provisions of the federal securities laws for disclosing to investors material non-public information he received from insiders.

· Dirks received information from a former officer of Equity Financing that their assets were fraudulently overstated.

· Dirks encouraged the Wall Street Journal to run a story, but they declined.

· Dirks then told his clients to sell the stock.

· Tippees do not inherit a duty to disclose material non-public information merely because he knowingly received the information.
· Tippees inherit the insider’s duty to shareholders to disclose material, non-public information before trading only when the information has been improperly disclosed to them.

· Analysts are necessary to the healthy functioning of the market. Forcing them to not trade on material, non-public information could have an inhibiting influence.

· Purpose of the tips is important. Determine whether the insider will receive a direct or indirect personal benefit from the disclosure.

· If the insider does not stand to gain, he has not breached his duty to shareholders, and there can be no derivative breach by the tippee. 

U.S. v. O’Hagan (Attorneys Misappropriating Insider Information)

· The SEC indicted O’Hagan, an attorney, on 57 counts, including 17 counts of securities fraud and 17 counts of fraudulent trading in connection with a tender offer, for his trading on non-public information in breach of the duty of trust and confidence he owed to his law firm and its clients.

· An attorney breaches his duty of loyalty if he uses non-public information to trade securities. 
· At attorney who, based on inside information he acquired as an attorney representing an offeror, purchased stock in a target corporation before the corporation was purchased in a tender offer is guilty of securities fraud in violation of Rule 10b-5 under the misappropriation theory.
· A person commits fraud in connection with a securities transaction and thereby violates 10b-5 when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information

· Not a fiduciary duty, but rather on a theory of misappropriation of information.

· 10b requires deceptive conduct.

· S. 14e-3(a) prohibits fraudulent, deceptive or manipulative acts with a tender offer. Prohibits trading on the basis of material, non-public information concerning a pending tender offer that he knows or ought to know has been acquired directly or indirectly from an insider.

Classical and Misappropriation Theory

Two theories of liability:

1. Classical theory

2. Misappropriation theory

Under the “traditional” or “classical theory” of insider trading liability, § 10(b) and Rule 10b-5 are violated when a corporate insider trades in the securities of his corporation on the basis of material, non-public information. Trading on such information qualifies as a “deceptive device” under § 10(b), because “a relationship of trust and confidence [exists] between the shareholders of a corporation and those insiders who have obtained confidential information by reason of their position with that corporation.” See Chiarella. That relationship “gives rise to a duty to disclose [or to abstain from trading] because of the ‘necessity of preventing a corporate insider from ... taking unfair advantage of ... uninformed ... stockholders.’ ” The classical theory applies not only to officers, directors, and other permanent insiders of a corporation, but also to attorneys, accountants, consultants, and others who temporarily become fiduciaries of a corporation. See Dirks.

The “misappropriation theory” holds that a person commits fraud “in connection with” a securities transaction, and thereby violates § 10(b) and Rule 10b-5, when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information. Under this theory, a fiduciary's undisclosed, self-serving use of a principal's information to purchase or sell securities, in breach of a duty of loyalty and confidentiality, defrauds the principal of the exclusive use of that information. In lieu of premising liability on a fiduciary relationship between company insider and purchaser or seller of the company's stock, the misappropriation theory premises liability on a fiduciary-turned-trader's deception of those who entrusted him with access to confidential information.

The two theories are complementary, each addressing efforts to capitalize on non-public information through the purchase or sale of securities. The classical theory targets a corporate insider's breach of duty to shareholders with whom the insider transacts; the misappropriation theory outlaws trading on the basis of non-public information by a corporate “outsider” in breach of a duty owed not to a trading party, but to the source of the information. The misappropriation theory is thus designed to “protect the integrity of the securities markets against abuses by ‘outsiders' to a corporation who have access to confidential information that will affect the corporation's security price when revealed, but who owe no fiduciary or other duty to that corporation's shareholders.”

Securities Exchange Act of 1934 – S. 20-21

S. 20A: Liability to Contemporaneous Traders for Insider Trading; Private Rights of Action; Limits on Liability.

S. 21A: Civil Penalties for Insider Trading; Limits on Liability.

Securities and Exchanges Commission – R. 10b5-1, 10b5-2

R. 10b5-1: Trading “on the basis of” material non-public information in insider trading cases.
R. 10b5-2: Duties of trust or confidence in misappropriation insider trading cases.

Insider Trading Checklist

A. Insider Trading: Refers to the buying or selling of stock in a publicly traded company based on material, non-public information. Not all insider trading is illegal. In general, only insider trading that occurs as a result of someone’s wilful breach of a fiduciary duty will be illegal.
B. Harms: Possible harms from insider trading include: harm to the reputation of the corporation whose stock is being insider-traded, harm to market efficiency, because insiders will delay disclosing their information and prices will be wrong, harm to the capital markets because investors will be less likely to invest, and harm to company efficiency, because managers may be induced to run their companies in an inefficient manner.
C. Bodies of Law: There are three bodies of law which may be violated:
1. State Common Law

2. 10b-5: Prohibits any fraudulent or manipulative device in connection with the purchase or sale of securities. 
3. Short-swing profits: S. 16(b) of the 1934 Act makes insiders liable to repay any short swing trading profits, whether based on inside information or not.
D. 10b-5: 1934 Act makes it unlawful to “employ any device, scheme or artifice to defraud” and to make any “untrue statement of a material fact or to omit to state a material fact” and to engage in “any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person” so long as they occur “in connection with the purchase or sale of any security.”
1. Disclose or Abstain: Must choose between disclosure or abstaining from trading.
2. Misrepresentation: If there is an affirmative misrepresentation, the maker of the statement can be liable under 10b-5, even if he does not buy or sell the stock.
3. Requirements for private right of action: An outsider injured by insider trading has a right of action for damages under Rule 10b-5, even if he can meet certain procedural requirements:
a. Purchaser or Seller: Plaintiff must have been a purchaser or seller of the company’s stock during the time of non-disclosure.
b. Traded on material, non-public information: Defendant must have misstated or omitted a material fact.
c. Scienter: Defendant must be shown to have acted with scienter (i.e. intent to deceive, manipulate or defraud).
d. Reliance and Causation: Plaintiff must show that he relied on defendant’s misstatement or omission, and that the misstatement or omission was the proximate cause of his loss. 
e. Jurisdiction: Defendant must be shown to have done the fraud or manipulation by the use of any means of instrumentality of interstate commerce, the mails, or on an exchange. 
4. Purchaser or Seller: Plaintiff must have been either a purchaser or seller of stock.
5. Material Non-Public Fact: Defendant must be shown to have made a misstatement or omission of a material fact. A fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding whether to buy, hold or sell the stock. 
6. Defendant as insider, knowing tippee or misappropriator: In the case of silent insider trading, defendant will not be liable unless he was either an insider, a tippee or a misappropriator. In other words, mere trading while in possession of material, non-public information is not, by itself, enough to make defendant civilly liable under 10b-5.
a. Insider: An insider is one who obtains information by virtue of his employment with the company whose stock he trades in.
b. Knowing Tippee: A person will be a tippee, and will be liable for insider trading, if he knows that the source of his tip has violated a fiduciary obligation to the issuer.
c. Misappropriator: Is one who takes information from anyone, especially from a person who is not the issuer, in violation of an express or implied obligation of confidentiality (U.S. v. O’Hagan).
7. SEC Civil Penalties: The SEC may recover civil penalties against an insider trader. The SEC may recover a civil penalty of up to 3X the profit gained or loss avoided by the insider trader. See 1934 Act, SS. 21A(a)(3) and 21A(b).
8. Who is an Insider or Tippee?

a. Insider: An insider is a person who has some sort of fiduciary relationship with the issuer that requires him to keep the non-public information confidential.
b. Tippee: A person is a tippee only if he receives information given to him in breach of the insider’s fiduciary responsibility, and he knows that the breach has occurred, and that the insider/tipper has received some benefit from the breach.
c. Acquired by Chance: Thus, if an outsider acquires information totally by chance, without anyone violating any fiduciary obligation of confidentiality, the outsider may trade with impunity.
9. Rule 14e-3: SEC Rule 14e-3 prohibits trading on non-public information about a tender offer, even if the information comes from the acquirer, rather than the target, and even if the information is not obtained in violation of any fiduciary duty. 
10. Rule 10b-5 Misrepresentations or Omissions Not Involving Insider Trading:
a. Breach of Fiduciary Duty: The fact that an insider has breached his state-law fiduciary duties may occasionally constitute a violation of 10b-5. For instance, if an insider lies to the board of directors, and thereby induces them to sell their stock to him.
b. Misrepresentation Without Trading: If a corporation or one of its insiders makes a misrepresentation, he will be liable, even though he does not trade in the company’s stock. Must have scienter, however.
Shareholder Voting Control

Introduction

Several ways to accomplish allocate votes and assets:

1. Stroh type of situation

a. Class A: all the rights of stock

b. Class B: just voting rights

2. Common stock

a. Issue stock at the same price (at the level required for the lowest investor)

b. Then, to achieve the level of asset allocation, you can issue debt to the other investors (i.e. bonds, preferred stock, etc.)

3. X number of classes of stock, based on the number of investors

4. Voting trust

a. Person you want to have the most control will hold certain votes “in trust” from the other investors who have invested more

b. 10 year statutory limit

c. Can terminate based on other provisions, as decided by the shareholders

5. Voting pooling agreement

6. Irrevocable proxy (in contrast to the usual revocable proxies)
a. The proxy must be “coupled” with an interest (i.e. consideration other than the proxy agreement, such as employment, etc.)

Stroh v. Blackhawk Holding Corp. (Shares Need Not Receive Dividends; Can’t Limit Voting Rights)

· Stroh purchased shares of Blackhawk Holding’s Class B stock, which permitted voting rights in corporate matters, but did not receive dividends or other corporate assets.

· Shares may represent a proprietary interest even if they do not entitle the holder to dividends or other property.
· A corporation’s shares of class B stock, which permit voting rights, are valid shares of stock, notwithstanding the fact that the stock is not entitled to dividends.
· Shares of stock may be divided into classes, such as preferences, limitations and restrictions as shall be stated in the articles of incorporation.

· Cannot limit or deny voting power, however.

· Proprietary interest can be participation in management, dividends or assets.

Note: The underlying issue in Stroh was control over the corporation. The class B shares were a cheap way to retain control of the corporation. The plaintiff obviously didn’t want the corporation to retain control in this way. 

Wisconsin Inv. Bd. v. Peerless Sys. Corp. (Interference With Shareholder Franchise)

· Peerless sought shareholder approval of three measures at its AGM, and the board had hoped all three resolutions would pass, but when the votes cast would have defeated one of the measures addressing stock options, the board adjourned the meeting and continued the voting.

· A court will not uphold a board’s action that interferes with a shareholders’ vote, absent a compelling justification.
· If a board takes an action designed to “interfere with or impede exercise of the shareholder franchise,” the action is not protected under the business judgment rule without a compelling justification for the board’s actions.
· Wisconsin argues for “Blasius Standard.” Plaintiff must prove two things, based on a duty of loyalty to the corporation:

· First, that the board acted for the primary purpose of thwarting the exercise of a shareholder vote. 

· Second, the board must then justify their action on a “compelling justification” standard.

· Standard only applies when the board’s primary purpose was to interfere with a shareholder vote, and when there is no full and fair opportunity to vote.

· Also note that inequitable conduct will not pass muster, simply because it is legally permissible (Schnell v. Crisscrass)

· Peerless did not inform voters that the polls were still open. Real purpose was to obtain more favourable votes.

· Court speculates that the board cannot show compelling justification.

Control in Closely Held Corporations

Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling (Voting Pooling Agreements Are Valid)

· Ringling agreed to vote her stock in agreement with Haley, but then refused to do so.

· Stockholders may make binding agreements on how to vote their stock.
· Pooling agreements are valid. Not against public policy.

Note: Cumulative Voting: Also, there was cumulative voting in this case. Each lady was entitled to cast one vote per vacancy per share (ie. 100 shares X 7 vacancies = 700 votes). Gives a minority a chance to get people onto the board.

Galler v. Galler (Shareholder Agreements in Close Corporations)

· Isadore Galler entered into  shareholders’ agreement with his brother, Benjamin Galler, and later refused to abide by the agreement.

· When substantially all of the shareholders of a close corporation enter into a shareholders’ agreement that provides for actions to be taken by the corporation, the court will sustain such an agreement, although it deviates from state corporation law practice.

· Courts have allowed close corporations to deviate from corporation norms in order to give full effect to intentions of parties.

· Valid because:

· Here, almost all of the shareholders agreed, and the minority shareholder did not disagree

· Salary only paid where there was enough in the accumulated surplus

· Salary was not so much that it would injure the corporation

· Additionally, the agreement did not injure creditors, shareholders or the public. 

Note: It would have been better to provide for a buy-out in this situation, and to valuate the widow’s shares in a better way.

Ramos v. Estrada (Shareholder Agreements in Non-Close Corporations)

· Estrada did not vote her stock in accordance with a shareholders’ agreement, and Ramos brought suit for breach of contract.

· A court may enforce shareholder voting agreements, even in corporations that are not close corporations.
· Shareholders entered into the agreement for purposes of limiting the transferability of their stock, ensuring that the company does not pass into control of persons with interests incompatible to theirs, establishing their mutual rights and obligations in the event of death, and establishing a mechanism for determining how the voting rights of the company shall be exercised. 

· This is known as a shareholders’ voting agreement. Such agreements are not illegal. This agreement was valid, enforceable and supported by consideration.

· Failure to comply with the majority would result in a forced sale of the shares. Here, there was full and fair consideration of the agreement, and had the opportunity to meet with an attorney, and their consent was not obtained through fraud, duress or wrongful conduct. 

· Defendants breached the agreement, and this breach constituted an election to sell their shares in accordance with the agreement.

Model Business Corporations Act – S. 1.40(22), 6.01-6.03, 7.01-7.05, 7.08, 7.22, 7.28, 7.30-7.32

S. 1.40(22): Definition of “Shares.”

S. 6.01: Authorized Shares.

S. 6.02: Terms of Class or Series Determined by Board of Directors.

S. 6.03: Issued and Outstanding Shares.

S. 7.01: Annual Meeting.

S. 7.02: Special Meeting.

S. 7.04: Action Without Meeting.

S. 7.05: Notice of Meeting.

S. 7.08: Conduct of the Meeting

S. 7.22: Proxies.

S. 7.28: Voting for Directors; Cumulative Voting.

S. 7.30: Voting Trust.

S. 7.31: Voting Agreements.

S. 7.32: Shareholder Agreements.

Close Corporations Checklist

A. Close Corporation: A close corporation is one with the following traits: a small number of stockholders, the lack of any ready market for the corporation’s stock, and substantial participation by the majority stockholders in the management, direction and operations of the corporation.
B. Voting Agreements: Voting agreements are agreements in which 2+ shareholders agree to vote together as a unit on certain or all matters. Some voting agreements expressly provide how votes will be cast. Other agreements merely commit the parties to vote together. Such agreements are generally valid.
C. Voting Trust: In a voting trust, the shareholders who are part of the arrangement convey legal title to their shares to one or more voting trustees, under the terms of a voting trust agreement. The shareholders become “beneficial owners.” 
D. Agreements Restricting the Board’s Discretion: If the shareholders agree to restrict their discretion as directors, there is a risk that the agreement will violate the principle that the business shall be managed by the board of directors. If a court finds that the board’s discretion has been unduly fettered, it may refuse to enforce the agreement. 
1. Present Law: Most courts will uphold such an agreement restricting the board’s discretion, so long as the agreement: does not injure any minority shareholder, does not injure creditors or the public, and does not violate any express statutory provision.
E. Share Transfer Restrictions: Shareholders of a close corporation will often agree to limit the transferability of shares in the corporation. This lets shareholders veto the admission of new colleagues and helps preserve the existing balance of control. Share transfer restrictions will generally be enforced, so long as they are reasonable. Methods of transfer restrictions:
1. First Refusal: Under a right of first refusal, a shareholder may not sell his shares to an outsider without first offering the corporation or the other shareholders a right to buy those shares at the same price and terms as those at which the outsider is proposing to buy.
2. First Option: Similar to first refusal, except that the price is determined by the agreement creating the option.
3. Consent

4. Stock buy-back: Such a right is given to the corporation to enable it to buy back a holder’s shares on the happening of certain events, whether the holder wants to sell or not. Corporation is not obligated to exercise a buy-back right.
5. Buy-Sell Agreement: A buy-sell agreement is similar to a buy-back right, except that the corporation is obligated to go through with the purchase upon the happening of the specified event.
F. Valuation: Most transfer restrictions require some valuation to be placed on the stock at some point. There are four common techniques:
1. Book value: The value may be based upon the book value. This is the corporation’s assets minus its liabilities. 
2. Capitalized Earnings Method: If the capitalized earnings method is used, the parties use a formula that attempts to estimate the future earnings of the business, and they then discount those earnings to present value.
3. Mutual Agreement Method: The parties agree upon an initial fixed valuation and also agree that from time-to-time they will mutually agree upon an adjusted number to reflect changes in market value.
4. Appraisal: Use of a neutral third-party appraiser.
Abuse of Control, Oppression, Buy-Out Agreements

Introduction

In every close corporation, there should be some agreement at the front end that defines how shareholders can get out. 

Wilkes v. Springside Nursing Home, Inc. (Shareholders In A Close Corporation Are Like Partners)

· Wilkes, who formed a real estate investment business with three other men who shared equally in the business, created disharmony and was fired when he struck a particularly hard bargain with one of the other shareholders in the sale of some corporate property.

· A close corporation’s shareholders need a legitimate business purpose to terminate another shareholder’s employment.
· Majority shareholders acting to “freeze out” a minority shareholder by terminating his employment without a valid business purpose have breached their duty to act as fiduciaries.
· Shareholders in a close corporation have the same duty towards each other that partners have. They owe a duty of strict good faith and loyalty to one another.

· When a minority shareholder is frozen out of decision-making and denied any return on investment, this is a breach of fiduciary duty.

· However, the rights of the control group must be balanced against the rights of minority shareholders. If they can show a legitimate business purpose, then no breach.

Ingle v. Glamore Motor Sales, Inc. (Share Ownership Is Not A Guarantee of Employment)

· Ingle was a sales manager at, and a shareholder of, Glamore Motor Sales, and when the company terminated his employment, his shares were bought back under a shareholders’ agreement.

· Share ownership is not a guarantee of continued employment, absent an agreement providing lifetime employment.
· If a shareholders’ agreement provides for the right to repurchase shares upon the termination of a shareholder’s employment with the issuing company, the employment is treated as employment at will and the shareholder has no claim for damages upon termination.
· An at-will employee does not acquire fiduciary protection against being fired, simply because he is a minority shareholder in a close corporation.

· Must keep separate the duty a corporation owes to a minority shareholder as a shareholder from any duty as an employee. 

Sugarman v. Sugarman (Test For Minority Freeze Out)

· Descendants of a corporation’s original founders filed a claim for breach of fiduciary duty after the majority shareholder exercised his position to direct profits to himself and his father, rather than pay dividends or employ other family members, resulting in a freeze-out.

· A majority shareholder’s action is evaluated against his fiduciary duties and may be viewed as a freeze-out.
· If a controlling shareholder uses corporate assets for his own personal benefit, an offer to purchase minority shareholders’ stock at an inadequate price will be viewed as part of a plan to freeze-out the minority shareholders.
· Shareholders in a close corporation owe one another a fiduciary duty of utmost good faith and loyalty

· However, in attempting to prove a freeze out, a plaintiff must show more than just excessive compensation, or inadequate buy-out price for shares.

· Must show that the actions of the defendants are part of a majority shareholder plan to freeze out the minority.

· Plaintiff must show that they were frozen out of any financial benefits, such as employment or dividends.

· Necessary ingredients present here. 

Smith v. Atlantic Properties, Inc. (Minority Shareholder May Breach His Fiduciary Duty To Other Shareholders)

· Wolfson, who owned part of a corporation that purchased property for investment, blocked dividend payments to other shareholders, leading to substantial IRS penalties, and limiting the others’ returns from their investments.

· A minority shareholder may act in a manner that breaches his fiduciary duty to the other shareholders.
· A minority shareholder may abuse his position by using measures designed to safeguard his position in a manner that fails to take into consideration his duty to act in the “utmost good faith and loyalty” toward the company and his fellow shareholders.
· W breached his fiduciary duty to the other shareholders by repeatedly exercising his veto power.

· 80% vote requirement provision adequately protected the minority shareholders here. However, sometimes this veto power can breach the fiduciary duty owed by the minority shareholder to the corporation.

· W’s refusal to issue dividends was not consistent with the duty of good faith and loyalty he owed to the corporation.

· W aware of the IRS penalty, but refused anyway.

· W’s reason for vetoing was outweighed by the plaintiff's reasons for issuing dividends.

Jordan v. Duff and Phelps, Inc. (Close Corporations Must Disclose Material Information)

· Jordan, an employee of, and stockholder in, Duff & Phelps left the closely held company and cashed in his stock according to his stockholder agreement. A pending sale of the defendant firm would have made his stock far more valuable.

· A former employee may recover damages for increased stock value after selling stock back to a closely held corporation.
· If a closely held company withholds from an employee-stockholder material information about possible increases in stock value in breach of its fiduciary duty, the employee-stockholder may be entitled to damages if he or she can show that the non-disclosure caused the employee-stockholder to act to his or her financial detriment.

· Close corporations that purchase their own stock must disclose to all sellers information that meets the standard of materiality in TSC Industries v. Northway, Inc.
Deadlocks

Introduction

There are grounds for judicial dissolution, and indeed, the court has broad powers, in the event of certain showings. See, for example, S. 14.32 of the Model Business Corporations Act. The court can step in where the shareholders are deadlocked, or where there is fraud or oppression. 

If the court has power to order dissolution under the statute, then there are other assumed powers. Dissolution is an extreme remedy. Even though the statute does not confer other powers, the court may order other remedies (i.e. buyout, etc.). See Alaska Plastics, Inc. v. Coppock.

Two competing issues:

1. Does a shareholder-employee have significant rights in addition to the shareholder rights?

2. If the statute provides for dissolution powers, then can the court order other less severe remedies?

The general trend is that in close corporations, where a minority owner is deprived of a “reasonable expectation” incident to ownership (i.e. dividends or employment), then he has the power to bring an action under the statute. See Meiselman v. Meiselman, page 671, about reasonable expectations.

In Franchino (handout), incidents of ownership do not include employee rights for shareholder-employees. The Michigan Supreme Court has taken a very textual approach to the statute. No employee rights are written into the statute, therefore none will be implied.

However, most of these shareholder disputes can be avoided by careful drafting. What kinds of exit strategies are there?

1. Write an employment contract indicating that the employment is an incident of ownership, and the employee-shareholder cannot be fired for any reason, short of the commission of a felony or act of moral turpitude

2. Write a provision obligating the majority shareholders to buy out the minority shareholder at a fair, agreed price

Alaska Plastics, Inc. v. Coppock

· Muir received half her husband’s shares in Alaska Plastics in a divorce. The company offered to buy her shares at a price she believed was too low.

· A shareholder may not require a company to purchase its stock for fair value if the company has not done so for others.
· A shareholder may require a corporation to repurchase its own shares upon the company’s breach of fiduciary duty, but the remedy should be less than liquidation, if possible, and a fair price may be less than the appraised value.
· In a publicly traded company, a shareholder can usually sell his or her stock when desired. In close corporations, there is no ready market for the shares, and majority shareholders can often squeeze out minority shareholders at low prices. 

· Muir must establish that the defendants’ actions do not deserve protection under the business judgment rule.

Haley v. Talcott (Judicially Mandated Dissolution)

· The court may dissolve a LLC, even where there is a contractually provided exit mechanism in the LLC agreement.

· S. 273 of the Delaware General Corporate Act sets forth 3 requirements for dissolution:

· Must have 2 50% shareholders

· Must be engaged in a joint venture

· Must be unable to agree

· All three present

· However, the LLC act is founded on the idea of freedom of contract. Very detailed contract here.

· Problem is that the exit mechanism here does not relieve one of the parties of his personal guarantee on the mortgage. LLC agreement is silent as to a release provision.

· Since they can’t agree, and there is no better contractually provided alternative, the court may order dissolution of the LLC.

Pedro v. Pedro

· Members of a family-run business terminated one of the shareholder’s employment when he refused to ignore a substantial accounting discrepancy.

· A shareholder may obtain value for shares in excess of that provided for in a valid stock redemption agreement.
· A shareholder-employee of a closely held corporation, who was fired by other shareholders in a breach of fiduciary duty, is entitled to damages equal to the total of the different between his stock’s fair value and any lesser amount required by a stock retirement agreement, in addition to the damages arising from his loss of lifetime employment.
· Plaintiff had a reasonable expectation of lifetime employment. Recovering for both lost wages and damages based on ownership is appropriate.

· Shareholders in a close corporation owe each other a fiduciary duty that includes dealing openly, honestly and fairly.

Note: Having a buy-out provision stating value in terms of book value is likely a penal provision. Book value tends to be much lower than the market value of a share. 

Stuparich v. Harbor Furniture Manufacturing, Inc. (Dissolution A Drastic Remedy)

· Stuparich and Tuttleton, minority shareholders in Harbor Furniture Manufacturing, received regular dividends, but wanted to be bought out because they were not on good terms with the other shareholders and their family members.

· Minority owners are not granted judicial dissolution without evidence of preferential treatment in favor of the majority shareholders.
· A court will not order dissolution of a close corporation if the plaintiffs fail to show the dissolution was reasonably necessary to protect their rights.
· Involuntary dissolution is a very drastic remedy. There is a high potential for abuse.

· Malcolm Sr. (old president) was free to sell his shares to whomever he wanted (i.e. Malcolm Jr.), at whatever price he wanted. No evidence of bad faith in the sale.

· Plaintiffs were not denied dividends, and were not denied a role in the company (i.e. they are still sent corporation documents to review)

· Business judgment rule protects defendant here.

Model Business Corporations Act – S. 14.30-14.34

S. 14.30: Grounds for Judicial Dissolution.

S. 14.32: Receivership or Custodianship.

S. 14.34: Election to Purchase in Lieu of Dissolution.

Deadlock Checklist

A. Dissention and Deadlock: Courts often have to deal with dissention and deadlock among the stockholders. Dissention refers to squabbles or disagreements among them. Deadlock refers to a situation where the corporation is paralyzed and prevented from acting.
B. Dissolution: Major judicial remedy for deadlock is an involuntary dissolution. Dissolution means that the corporation ceases to exist as a legal entity. The assets are sold off, the debts are paid, and any surplus is distributed to the shareholders.
1. MBCA: Under S. 14.30(2), a shareholder must show one of 4 things to get dissolution:
a. Directors are deadlocked.
b. That those in control have acted in a manner that is “illegal, oppressive or fraudulent.”

c. That the shareholders are deadlocked and have failed to elect new directors for at least two consecutive annual meetings.

d. That corporation’s assets are being wasted.

2. Judge’s Discretion: Most states hold that even if the statutory criteria are met, the judge still has discretion to refuse to order dissolution.
3. Remedy for Oppression: Most states allow dissolution to be granted as a remedy for oppression of a minority stockholder. 
4. Buy-Out in Lieu of Dissolution: Under many statutes, the party opposing dissolution has the right to buy-out the shares of the party seeking dissolution at a judicially supervised fair sale.
Transfer of Control

Introduction

The general rule is that a shareholder may sell his stock to whomever he wants at the best price he can get.

Frandsen v. Jensen-Sundquist Agency, Inc.

· Majority block of shares in Jensen-Sundquist was owned by a group of individuals that entered into a shareholders’ agreement providing them with protection in the event of a sale of the corporation’s stock, and when the company attempted to transfer its primary asset, one of the shareholders demanded to exercise his right of first refusal. 

· Mergers do not trigger the right of first refusal upon sale provided in a shareholder agreement.
· A minority shareholder’s right of first refusal that is triggered by the majority shareholders’ sale of their stock does not apply to a transaction in which an acquiring entity purchases the corporation’s principal asset, after which the corporation is liquidated.
· In a merger, the shareholders offer up all the assets, and then the firm dissolves. 

· The shares are not bought and sold, thereby triggering the 1st right of refusal. The shares are extinguished by the merger.

· 1st right of refusal to be interpreted narrowly. This right is designed to prevent F from being faced with a new majority bloc of strangers.

· No protection against sale of company, only against sale of shares.

Zetlin v. Hanson Holdings, Inc. (Control Premium)

· Zetlin owned 2% of Gable Industries when Hanson Holdings and Sylvestri, which owned a controlling interest in Gable Industries, sold their shares at $15/share when the common stock was trading at $7/share.

· Absent fraud, looting, conversion of a corporate opportunity, or other acts of bad faith, a controlling shareholder can sell a controlling block of shares for a premium price.

· Control has a value.

Perlmann v. Feldmann (When Control Premium Inappropriate)

· Feldmann, a majority shareholder in a steel mill business, sold a controlling interest in the mill to a company that required steel in the fabrication of its products, and the minority shareholders brought a derivative action against Feldmann to recover the amounts he received in excess of the shares’ market price.

· A control premium must be shared among all stockholders if it represents the transfer of a corporate asset.
· There has been a breach of fiduciary duty by Feldmann, the officer, director and majority shareholder when he sold his effective control of Newport Steel.

· Premium paid for Feldmann’s shares should be disgorged from Feldmann, and distributed among all shareholders.

· Shareholders are normally free to sell to whomever they want to, even to competitors.

· However, here there was an element of corporate goodwill that belonged to all shareholders.

· Where a product commands an unusually large premium, a fiduciary may not appropriate to himself the premium. 

· Newport was not competitive with other steel mills because of its old facilities. Could have used its corporate advantage to turn the company around (i.e. get better loans, expand operations, etc.).

Note: Somewhat of an outlier case.

Essex Universal Corporation v. Yates ()

· Yates agreed to sell a controlling block of shares in Republic Pictures to Essex Universal Corporation, and the sale agreement required Yates to deliver a board of directors filled with members nominated by Essex Universal. 

· A contract for sale of control that provides for resignation and election of new officers is valid.

· If the transfer of shares is sufficient to constitute the transfer of a controlling interest, a seller may lawfully agree to assist the buyer in installing a favorable board of directors.
· It is illegal to sell a corporate office or management control by itself.

· A majority of the stock may be sold with an agreement to replace directors, even at a premium over market price.

· Cannot be done if sellers reasonably know that buyers will loot the company, or if there is a unique corporate asset (Feldmann).

Note: There are ways to protect from this, however:

1. Classified directors: different classes elect different directors

2. Staggered directors: groups elected every few years

Mergers and Acquisitions

Introduction

Acquiring company generally believes that adding the acquired company to their corporate constellation will enhance the overall value of the acquiring company. Companies may provide value through:

1. Economies of scale (i.e. reduction of overhead, other costs, etc.)

2. Economies of scope (i.e. adding a new product, etc.)

There’s some speculation as to whether the acquiring company ever really gets a positive return on investment. Usually acquiring companies tend to overpay. 

Ways to Gain Control of a Corporation

The way mergers and takeovers are conducted are largely driven by the tax laws. There are also issues of local laws, which may impact decision-making. It can be more expensive, for example, to purchase assets, as it will often involve title searches and due diligence.

1. Buy stock of company A from shareholders of A for cash (cash tender offer)

2. Buy stock of company A from shareholders with stock or debt of company B (stock tender offer)

3. Statutory merger based on state law

a. Company A takes title to company B’s assets and liabilities. Company B dissolves and company B’s shareholders get company A’s stock (called share exchange agreement).

b. Consolidation into a new company (A+B=C)

4. Buy assets of company A with cash

5. Buy assets of company A with stock of company B

6. Gain voting control in proxy war

Target shareholders must approve of the purchase of company stock or assets. The shareholders of the acquirer need not approve, unless you’re dealing with a merger situation.

Note: In order to complete share tender deals, you must have a sufficient amount of authorized, but un-issued shares. Otherwise, you will have to go to your shareholders for approval.

Note: In the Model Business Corporation Act, there is no appraisal right for asset deals; however, there is an appraisal right for stock deals and mergers. Depends on the state law.

Triangular Mergers

Target merges into a wholly owned subsidiary of Acquirer. This avoids having the shareholders of Acquirer from having to agree to the merger, since the Acquirer owns all the shares of the wholly owned subsidiary. It’s also possible to do a reverse triangular merger. The wholly owned subsidiary merges into the Target. The Target shares then get converted into Acquirer shares. This avoids having to re-qualify the company to do business in all the states in which it operates.

De Facto Merger Doctrine

Many mergers are accomplished using a procedure prescribed in the state corporation laws. However, requirements under state law can be quite stringent, and minority shareholders receive greater protection in a merger. Companies may try to get around these rules, although courts may treat these “practical mergers” as a merger because of the result (i.e. substance over form). Called the “de facto” merger doctrine.

Farris v. Glen Alden Corporation (De Facto Merger)

· List Industries, which purchased almost 40% of the outstanding shares of Glen Alden and characterized its purchase as an asset purchase rather than a merger, proposed a reorganization whereby List would operate Glen Alden. 

· Shareholders have dissenters’ rights in a de facto merger that is disguised as an asset sale.
· If a contemplated transaction’s result is the same as a merger, the transaction is a de facto merger, the transaction is de facto merger, and the target corporation’s shareholders have the right to dissent and receive fair value for their shares.
· Farris would have had dissenter’s rights in a merger, but not in a sale of assets deal. In order to get dissenter’s rights, usually need to vote against the deal, and file notice within a certain period of time.

· The transaction here was a de facto merger, and therefore GAC must comply with the state law applicable to mergers, which includes giving dissenting shareholders the right of appraisal of their shares.

· Agreement will be examined, as well as the consequences of the transaction, and the purpose behind state corporate laws.

· Dissenter’s rights are not given in situations where there is a purchase of assets without the incidents of a merger.

Hariton v. Arco Electronics, Inc.

· Arco Electronics and Loral Electronics negotiated to integrate their companies.

· Reorganization required Arco to sell its assets to Loral in exchange for shares of Loral stock.

· The sale of Arco’s assets to Loral Electronics, in exchange for Loral’s stock, followed by the dissolution or Arco has the effect of a merger. However, Arco is really just getting absorbed by Loral.

· This is not a de facto merger, so no appraisal right.

· Form over substance here.

Freeze Out Mergers

Controlling shareholders may find it advantageous to “freeze out” minority holders through a merger in which the holders accept cash for their shares.

Some states give this same right to shareholders who vote against the sale of all or most of their corporation’s assets.

Weinberger v. UOP, Inc. (Approval Of Merger Void If Inadequate Information)

· Signal acquired 50.5% of UOP. 

· Later, Signal wanted to acquire the rest of the stock. Signal directors on UOP’s board said anywhere between $21-24 would be a fair price for the remaining UOP stock. 

· W brought a class action asking for $26, not $21.

· Signal (acquirer) bears the burden of showing that the merger was fair to the minority shareholders.

· Signal had to show that the transaction was fair to the minority shareholders (i.e. that they received what an independent board would have secured for them). 
· This is especially true given that there were joint directors involved in the feasibility study and that material information was withheld.
· Shareholders’ approval of a merger is void if inadequate information was disclosed to the minority shareholders. 

· In evaluating the fairness of the price that signal paid for UOP’s shares, the court does not need to use the Delaware block (a.k.a. weighted average method) of valuation, which assigns a particular weight to assets, market price, earnings and other elements of value.

· Court can use any valuation technique acceptable in the financial community, otherwise admissible in court and consistent with law.

· Value = all relevant factors less the speculative elements of value that arise from the expectation of a merger.

· When minority shareholders challenge a freeze out merger, the controlling shareholders do not need to demonstrate that the merger serves a legitimate business purpose. The fairness inquiry is sufficient.

Coggins v. New England Patriots Football Club (Damages If No Valid Corporate Objective For A Merger)

· Original founder of the New England Patriots, wanting to reclaim full ownership of the team, structured a merger requiring other shareholders to exchange their stock for cash, and Coggins challenged the merger.

· “Frozen Out” minority shareholders are entitled to damages if there is no valid corporate objective for a merger.
· If a company cannot show that a freeze-out merger served a valid corporate objective beyond advancing the majority shareholder’s personal interests, the minority shareholders who were frozen out by the merger are entitled to relief.
· High danger of abuse of fiduciary duties where a controlling shareholder chooses to eliminate public ownership.

· Corporate directors must demonstrate how the merger furthers the legitimate goals of the corporation.

· Defendant has the burden of showing that the elimination of public ownership was in furtherance of a business purpose and that the transaction was fair, considering all the circumstances.

· Normal remedy for an impermissible freeze out merger is rescission. However, the merger here is 10 years old now.

· Plaintiffs entitled to damages based on present value of Patriots, not the 1976 value of Patriots. Awarded what their stock worth today ($80/share).

Rabkin v. Philip A. Hunt Chemical Corporation

· Shareholders brought an action to enjoin a proposed merger, arguing that the acquiring company, which was already a majority shareholder in the targeted company, purposely timed the transaction to avoid paying a higher, contractually mandated price (if all the shares bought out a year after the merger).

· Majority shareholders owe a fiduciary duty to minority shareholders and may not unfairly manipulate the timing of a merger to avoid paying the minority shareholders the price agreed upon as part of an earlier transaction.
· Weinberger requires fair dealing, which includes questions about timing, initiation, structure, negotiations, disclosure, etc.

· No deception here, but there is procedural unfairness.

· Conscious intent to deprive minority of $25/share.

De Facto Non-Merger

Rauch v. RCA Corporation (No De Facto Non-Merger Doctrine)

· Rauch, an acquired corporation’s shareholder, challenged the propriety of a merger accomplished through the conversion of shares to cash. 

· General Electric entered into a merger agreement with RCA Corporation under which all common shares of RCA would be converted to cash.

· Under the agreement, preferred stockholders would receive $40/share

· R, a holder of preferred, filed a class action arguing that the transaction constituted a liquidation or winding up, and, as a result, holders of preferred were entitled to $100/share, in accordance with redemption provisions in the Articles of Incorporation.

· A conversion of shares to cash in order to carry out a merger is legally distinct from a redemption of shares by a corporation.

· Shares converted, not redeemed.

· Therefore, there is no de facto non-merger doctrine.

Model Business Corporations Act – S. 11.01-11.07, 12.01-12.02, 13.01-13.02

S. 11.01: Mergers and Share Exchanges; Definitions.

S. 11.02: Merger.

S. 11.03: Share Exchange.

S. 11.04: Action on a Plan of Merger or Share Exchange.

S. 11.05: Merger Between Parent and Subsidiary or Between Subsidiaries.

S. 11.06: Articles of Merger or Share Exchange.

S. 11.07: Effect of Merger or Share Exchange.

S. 12.01: Disposition of Assets not Requiring Shareholder Approval. No shareholder approval required for asset deals.

S. 12.02: Shareholder Approval of Certain Disposition.

S. 13.01: Appraisal Rights; Definitions.

S. 13.02: Right to Appraisal.

Mergers and Acquisitions Checklist

A. Merger-Type Deals: A merger-type transaction is one in which the shareholders will end up mainly with stock in the acquirer as their payment for surrendering control of the target and its assets. 
1. Statutory: Traditional merger. Follow the procedures in the state corporation statute, one corporation can merge with another, and the target disappears.
2. Stock-for-stock Exchange: The second method is the stock-for-stock exchange. The acquirer makes a separate deal with each target company shareholder, giving the shareholder stock in the acquirer instead.
3. Stock for Assets: The third form is the stock for assets exchange. In step one, the acquirer gives stock to the target company, and the target transfers substantially all of its assets to the acquirer. The target then dissolves and distributes the acquirer’s stock to its own shareholders.
4. Triangular or Subsidiary Mergers: In the conventional triangular merger, the acquirer creates a subsidiary for the purpose of the transaction. Usually, the subsidiary has no assets except shares of stock in the parent. A reverse merger is similar, except that the acquirer’s subsidiary mergers into the target, rather than having the target merge into the subsidiary.
a. Advantages: Reverse triangular form is better than a stock-for-stock swap because it automatically eliminates all of the target’s shareholders, which the stock-for-stock swap does not. It is also better because the acquirer does not assume the target’s liabilities, and the acquirer’s shareholders need not approve the deal. May also protect tax advantages of the target.
B. Sale-Type Transactions: A sale-type transaction is one in which the target shareholders receive cash or bonds, rather than stock. 
1. Asset Sale and Liquidation: The target board approves a sale of all or substantially all of the target’s assets to the acquirer. Target receives cash, then dissolves, paying a dividend to its shareholders.
2. Stock Sale: Acquirer buys stock from each of the target corporation’s shareholders for cash or debt. After a majority interest is acquired, the corporation can be dissolved or merged into the acquirer. One common form of stock sale is the tender offer.
C. Differences: Asset sale requires corporate action by the target corporation, but the stock sale does not. Also, an asset sale will eliminate all of the target’s shareholders. In a stock sale, the acquirer may be left with minority shareholders. In an asset sale, the acquirer also has a good chance of avoiding any liabilities of the target company. 
D. Appraisal Rights: Appraisal rights give a dissatisfied shareholder a way to be “cashed out” of his investment at a court determined by a court to be fair. Most shareholders have these rights in mergers. In most states (but not Delaware), shareholders have these rights in asset sales, as well. Appraisal rights are often the exclusive remedy available to an unhappy shareholder. 
E. De Facto Merger: Under the de facto merger doctrine, the court treats a transaction which is not literally a merger, but which is the functional equivalent of one, as if it were one. The most common result being that unhappy shareholders get appraisal rights. Only a few courts have accepted the de facto merger theory, and even then, only in specialized circumstances (Farris v. Glen Alden Corporation). Delaware rejects the doctrine. 
F. Judicial Review of Substantive Fairness: Courts will sometimes review the substantive fairness of a proposed acquisition or merger. This is much more likely when there is a strong self-dealing aspect to the transaction. Usually this question arises where there is self-dealing.
1. Self-Dealing: If the transaction involves self-dealing, the court will scrutinize the transaction closely. For instance, the proponents must demonstrate its “entire fairness” especially in two-step acquisitions. 
G. Freeze Outs: A freeze out is a transaction in which those in control of a corporation eliminate the equity ownership of the non-controlling shareholders. Freeze out describes those techniques whereby the controlling shareholders legally compel the non-controlling holders to give up their ownership. The term “squeeze out” describes methods that do not legally compel outsiders to give up their shares.
1. Three Contexts: Usually arise in three contexts: second step of a two-step acquisition, where two long-term affiliates merge, and where the company “goes private.” 
2. General Rule: Court will usually: try to verify that the transaction is basically fair, and scrutinize the transaction closely in view of the fact that minority holders are being cashed out.
3. Techniques:

a. Cash-out Merger: Insider causes the corporation to merge into a well-funded shell, and the minority holders are paid cash in exchange for their shares, in an amount determined by the insiders.
b. Short-form Merger: If a corporation owns 90% or more of another corporation, then in most states, the majority shareholder can cash out the minority shareholders.
c. Reverse Stock Split: Use, for example, a 600:1 reverse stock split, causing all minority holders to end up with a fractional share. The corporation can then cash those fractional shares.
4. Federal Law:
a. 10b-5: Minority shareholder can attack a freeze out if there has not been full disclosure, or any unfairness. 
b. 13e-3: SEC requires extensive disclosure in any “going private” transaction. 
5. State Law: State courts will closely scrutinize the fairness of the transaction. Must be basically fair, and the transaction must be for some valid business purpose. Usually fairness requires a fair price, fair procedures and adequate disclosures. 
Takeovers

Introduction

An individual can gain control of a target by:

1. Purchasing the target’s assets

2. Merging with it

3. Purchasing a controlling block of shares

#3 is preferred as #1 and #2 require board approval. A tenderer makes a conditional public offer, which is open for a short time at a price above market value. Usually certain conditions:

1. Minimum tender

2. No material change for the worse in business or financial structure.

Accept by depositing shares with a depository bank, serving as the bidder’s agent. Offerer can offer cash or its own securities for the stock sought.

1968 Williams Act limits tender offers by:

1. Prescribing the minimum period during which stockholders may tender

2. Disclosures that must be made

3. Withdrawal and “equal treatment” rights of tendering shareholders

Development

Two-Tiered Front Loaded Cash Tender Offer

Example:

· Offer to buy 51% at $65 (front end)

· Thereafter, purchase the remaining 49% at $55 (back end)

· If bid fails, raiders will pay $70

Options:

1. Tender, and deal goes through: $65 for 51% of your shares (pro rata) and $55 for rest.

2. Do not tender and deal goes through: $55 for 100%.

3. Deal does not go through: $70.

#1 is better than #2, and #3 is better than #1. You will likely tender, hoping the deal fails. Court calls this “coercive.”

One-Tiered Cash Tender Offer

Example:

· Offer to buy at $60 ($10 premium over M.V.)

· You think corporation will benefit from new management and stock will go up to $70

Options:

1. Tender, and deal goes through: You get $60 for 100%.

2. Do not tender, and deal goes through: Free ride to $70.

3. Deal does not go through: No gain or loss.

Strong incentive to not tender if you think the price will rise, because of new management.

Cheff v. Mathes (Buyout Of Dissident Minority Shareholder)

· Stockholders brought a derivative suit against the company’s directors after the board authorized a series of expensive actions to ward off an outside shareholder’s attempts to take over the company.

· A board may stop shareholders’ efforts to change the company’s character.
· If a company’s board sincerely believes that buying out a dissident stockholder is necessary to maintain proper business practices, the board is not liable for the decision, even if, in hindsight, the decision may not have been the best course.
· When directors face the threat of takeover and they buy-back stock, there is a conflict of interest. When this occurs, the burden of proof is on the board to show they have acted in good faith, in the interests of the corporation and shareholders.

· Directors who are invested in the corporation, or who receive salaries, are held to a higher standard than other directors.

· Defendants have shown a proper business motive for the purchases. Therefore, there is good faith.

· Reasonable grounds to believe that a threat existed to corporate policy (threat to distribution network).

Unocal Corp. v. Mesa Petroleum Co. (Disallowance of Take-Over Bidder’s Participation In A Self-Tender)

· Mesa, a minority shareholder, made a hostile tender offer for Unocal’s stock and filed a complaint to challenge Unocal’s board’s decision to affect a self-tender for its own shares because, pursuant to the offer’s terms, Mesa could not participate.

· A self-tender offer may disallow a take-over bidder’s participation.
· A board may use corporate funs to purchase its own shares to remove a threat to corporate policy and may deny the dissident shareholder the right to participate in the self-tender offer provided the actions are motivated by a genuine concern for the company and its shareholders and provided that the proposed defensive measures are not out of balance with the threat’s significance.
· Board has the power to oppose a tender offer. Board has a fundamental duty and obligation to protect the corporation, including the stockholders, from reasonably perceived harm.

· As the board is not acting solely to keep their jobs, a self-tender is valid.

· If the board is disinterested and have acted in good faith and with due care, their decision will be upheld as business judgment rule.

· Directors must show that they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed because of another person’s stock ownership.

· Defensive measure must be reasonable in relation to the threat posed.

SEC Rule 13e-4 prohibits selective self-tenders. Rule does not ban poison pills.
Unocal Rule: Can put in place defensive measures, but the measures must be reasonable in relation to the threat posed. Different than the business judgment rule. Court has enhanced scrutiny. 

Williams Act

1968 Williams Act limits tender offers by:

4. Prescribing the minimum period during which stockholders may tender (and withdraw – 15 days later)

5. Disclosures that must be made

6. Withdrawal and “equal treatment” rights of tendering shareholders

7. Acquirers of 5% or more of a corporation’s common stock must identify him or herself to the SEC within a certain period of time after the acquisition. Prevents “creeping tender.”

Rule 14e-3 says that once the process of a tender has been commenced, you can’t use material information that you either know or have reason to know is not public information. Broader than Rule 10b-5. 

Poison Pills

Financial instrument that, upon a triggering event, will create great financial detriment to the issuing entity, or someone else. 

A flip in pill is a financial instrument that is issued to the shareholders of the issuing company. The financial instrument is a dividend in the form of a right to purchase more shares. The nominal right to purchase that creates the valid obligation was the right to buy stock at some point in the future, at some price in excess of the market value. However, whenever the triggering event occurred, the right would become immensely more affordable. For example, normally, you could buy 1 share for say double the current market value pre-triggering event. However, post-triggering event, that same right may entitle the holder to purchase 1,000 shares for $1/each. 

These warrants trade separately from the common stock. The board also has the right to redeem the warrants for an extremely nominal amount prior to the triggering event. If the board deems it appropriate, they can issue an antidote. 

Prior to the flip in pill, there were flip over pills, which allows the holder to purchase the shares of the acquiring company at a great discount. 

If these pills are adopted in response to a specific threat, they are harder to defend. However, if they are put in place in advance, there is a greater defense available to the company. 

Deal Protection Provisions

Usually apply to deals negotiated on a friendly basis. They are also quite common where a white knight comes in to save a company from an unfriendly tender. 

Leveraged Buyout: using the assets of the acquiring company to secure the debt that is being used to take the shareholder out. 

Crown Jewel: option for the white knight that, if the deal does not go through, the white knight gets the best asset owned by the company. May be close to or below market value.

Option on Shares: option for the white knight to get a large chunk of authorized but unissued shares at a significant discount. Provides immediate profit to the detriment of the acquiring company.

Bust up Fee: agreement with the successful bidder or friendly negotiator or white knight that, assuming the deal is set to go through at $60/share, if the deal fails, in recognition of legal fees and loss of potential profit, the unsuccessful bidder will get a substantial monetary bonus. 

No Shop Agreement: successful friendly bidder forces the company to agree not to negotiate or sell to anyone else. Generally the agreement specifies that the company will not “solicit” new offers, although the company can entertain offers that may come forward. Usually provide for this fiduciary out (i.e. we will entertain offers that, if we don’t entertain the deal, will subject us to a derivative suit from our shareholders). 

Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc. (Board Must Maximize Value When Break-Up Inevitable)

· The board of an acquired company must maximize the company’s value for the benefit of its shareholders.

· Delaware law permits agreements to forestall or prohibit hostile forces from acquiring a company, but the methods may not breach a director’s fiduciary duty, so that once the sale appears inevitable, the board must work to maximize the company’s value to ensure the highest possible price.

· Once the break-up of the company is inevitable, the board has a duty to maximize the sale value.

· Directors of a corporation owe fiduciary duties of care and loyalty to the corporation and shareholders.

· When a board implements anti-takeover measures there is a possibility that the board is acting primarily in their own self-interest

· Directors must prove that they had reasonable grounds for believing there was a danger to corporation policy and effectiveness

· A lock-up action and a no-shop agreement ended the auction for Revlon’s assets. Board had a duty to get the highest price possible.

Unocal: proportionality test permits defensive tactics.

Revlon: price maximization plan does not permit defensive tactics. 

Note: Target management should never admit that a sale has become inevitable.

Paramount Communications, Inc. v. Time, Inc. (Board Can Decline A Higher Bid If Merger More Than Asset Sale)

· Shortly before a merger Time and Warner Communications was to be put to a shareholder vote, Paramount Communications launched a takeover effort against Time, and when Paramount’s efforts were rejected, it filed suit seeking an injunction to halt the Time-Warner merger.

· Time Warner deal did not put up Time up for sale, as there was to be no change of control at Time.

· Deal did not dissolve or break-up the corporation

· Revlon duties not triggered.

· When a board exercises defensive measures (as Time did in response to Paramount’s offer), the board must prove two things for the business judgment rule to apply:

· Board must prove that there were reasonable grounds to believe that there was a danger to corporation policy and effectiveness

· Defensive measures used where reasonably related to the threat (Unocal rule)

· No sale per se.

Paramount Communications v. QVC Network (Must Treat Competing Bidders Equally)

· Viacom and Paramount formed an alliance, even though QVC Network proposed a more valuable offer.

· In a corporate sale, a board must optimize the price for its shareholders and must treat competing bidders equally.
· A board selling its corporation has a duty to obtain the best value for its shareholders and cannot give preference to one of the competing bidders.
· The directors of a corporation targeted by 2 or more suitors cannot institute tactics that favor one suitor in such a manner as to allow the favored suitor to offer less than it otherwise would have.

· Cannot act to cut off bidding.

· Must get the best price possible if a sale is inevitable.

Takeover Checklist

A. Tender Offer: A tender offer is an offer to stockholders of a publicly-held corporation to exchange their shares for cash or securities at a higher price than market. They are typically used in hostile takeovers, which is the acquisition of a publicly-held company by a buyer over the opposition of the target’s management. No exact definition, however there are indicia of tenders: active and widespread solicitation, solicitation for a substantial percentage of stock, offer to purchase at a premium, firm rather than negotiable terms, offer contingent on receipt of a fixed minimum number of shares, limited time period, pressuring people to sell, and public announcement of acquisition.
1. Williams Act: Generally regulated by the 1964 Williams act.
B. Disclosure by 5% Owner: Any person who directly or indirectly acquires more than 5% of any class of stock in a publicly-held corporation must disclose that fact on a statement filed with the SEC. Someone who is already a 5% owner must refile a 13D anytime he acquires additional stock. 
C. Rules: 
1. Disclosure: Any tender offeror must make extensive disclosures. He must disclose his identity, funding and purpose.
2. Withdrawal Rights: Any shareholder who tenders to a bidder has the right to withdraw his stock form the tender offer at any time while the offer remains open. If the tender offer is extended for any reason, the withdrawal rights are similarly extended.
3. Pro Rata Rule: If a bidder offers to buy only a portion of the outstanding shares of the target, and the holders tender more than the number the bidder has offered to buy, the bidder must buy in the same proportion from each shareholder.
4. Best Price Rule: If the bidder increases his price before the offer has expired, he must pay the increased price to each stockholder whose shares are tendered.
5. 20-day Minimum: A tender offer must be kept open for at least 20 days, and at least another 10 days after the bidder changes the price or number of shares desired.
6. Two-tier front-loaded tender offers: None of the rules prevent such a tender. However, such a tender has a coercive effect on shareholders. 
D. Private Actions Under S. 14e: Section 14(e) of the 1934 Act makes it unlawful to make an untrue statement of a material fact, to omit or state any material fact or to engage in any deceptive or manipulative act in connection with a tender offer. Does not prohibit substantively unfair behavior, just misrepresentations. Must show that the misrepresentations were material, and that there was reliance on them. 
E. Defensive Measures: 
1. Pre-offer Techniques: Known as “shark repellents.” 
a. Super-majority provision: Requires that a super majority of the shareholders approve any merger or sale of assets. 
b. Staggered Board: Only a portion of the board comes up for election in any given year.
c. Anti-Greenmail Amendment

d. New Class of Stock

e. Poison Pills:
i. Call Plans: A call plan gives stockholders the right to buy cheap stock in certain situations. Most contain a “flip over” provision, which is triggered when an outsider buys, for example, 20% of stock. When the flip over is triggered, the holder of the right can acquire shares of the bidder at a cheap price.
ii. Put Plans: A put plan allows each target shareholder the right to sell back his remaining shares in the target at a pre-determined “fair” price.
2. Post-offer Techniques:
a. Defensive Lawsuits

b. White Knight Defense: Often the white knight is given a “lock up” – a special inducement to enter the bidding process, such as a “crown jewel” option.
c. Defensive Acquisition: Take on another company, thereby adding a lot of debt to the balance sheet.
d. Corporate Restructuring: Target may restructure itself in a way that raises short-term stockholder value (i.e. taking out huge loans, issuing a shareholder dividend, then selling off assets to repay the loans)
e. Greenmail

f. Sale to Friendly Party

g. Share Repurchase

h. Pac Man: The target may tender for the bidder
F. State Response to Takeovers: Not much chance of overturning the target’s defensive measures under federal laws. As a result, state law is usually more helpful:
1. Delaware:
a. Business Judgment Rule: Target and management will get the protection of the business judgment rule under the following circumstances (See Unocal Corporation v. Mesa Petroleum Company):
i. Reasonable Grounds: Board and management must show they had reasonable grounds for believing there was a danger to the corporation’s welfare from the takeover attempt. Insiders may not use anti-takeover measures merely to entrench themselves in power. Must believe they are protecting shareholders’ interests. Such dangers can include: threats to existing business practices, takeover is unfair and coercive, or that harm will come to the target.
ii. Proportional Response: Directors and management must show that the defensive measures were reasonable in relation to the threat posed.
G. Decision to Sell the Company (Level Playing Field Rule): Once the management decides that it is willing to sell the company, then the management and board must make every attempt to obtain the highest price for the shareholders. All would-be bidders must be treated equally (Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc.). Therefore, lockups and no shop provisions tend to be disfavored by the courts.
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