Law 745 Corps & Partnerships-Professor Fishman-Spring 2005

OUTLINE

Types of Corps:

Public Corps- Listed on the exchange & the OTC market, typically large corps. 

Close Corps- corp that is not listed on exchange or the OTC market, similar to partnerships. 

Sole Proprietorship- a biz org that is owned by an individual, & isn't cast in a special legal form of organization, 
such as a corpn, that can be utilized only by filing an organic document w/ the state pursuant to an authorizing 
statute.  Sole proprietorship has no separate identity from its owner, thus if no special legal step such as incorp 
takes place, an individual has unlimited personal liability for obligations incurred in the conduct of biz. 

THE NATURE OF BIZ ORGANIZATIONS

1. Agency & Authority  pp. 1-2, 6-13


Agent- person who by mutual assent acts on behalf of another & subject to the other’s control.


-Parties must be in an agreement, but not necessarily a K.



General Agent-agent who is authorized to conduct a series of transactions involving continuity of service 



Special Agent- agent who is authorized to conduct only a single transaction, or only a series of 
transactions not involving continuity of service. 


Principal- a person on whose behalf & subject to whose control an agent acts.



Disclosed Principal- if at the time of a transaction between the agent & 3rd person, the 3rd person 
knows that the agent is acting on behalf of a principal & knows the principal’s identity. 



Partially Disclosed Principal- if at the time of the transaction the 3rd person knows that the agent is 
acting on behalf of a principal but is unaware of the principal’s identity. 



Undisclosed Principal- if the agent in dealing w/ the 3rd person purports to be acting on his own 
behalf. Undisclosed principal is liable for her agent’s authorized activities that she set in motion & stood 
to gain from it. Even if the undisclosed principal would not be directly liable to the 3rd person, the agent 
would be. Undisclosed principal can protect himself from being bound to a 3rd party by insuring the 3rd 
party has knowledge of the limitation of authority of the agent.


-A principal becomes liable to a 3rd person as a result of an act or a transaction the agent who acted on the principal’s behalf.


Morris Oil-Where principal retains benefits of process of its biz relations w/ an agent w/ knowledge of material facts, principal is deemed to have ratified the method employed by the agent in generating the proceeds.


Actual Authority – is either:



Express- principal specifically asks for a certain action form agent



Implied-from customs in the industry/relationship of agent/princp/is this in agents job description




-implied includes incidental authority-acts rzbly necs to accomplish actually authrzd acts

Apparent Authority(agency by estoppel)- conduct/manifestation by principal that appears to give agent 


authority to a 3rd person

Ratification-principal bound to 3rd person if agent purported to act on the principal’s behalf & the principal w/ knowledge of the material facts, either 1. Affirms agent’s conduct by manifesting an intention to treat the agent’s conduct as authorized, or 2. Engages in conduct that is justifiable only if he has such an intention.  A ratification must occur before 1) 3rd person has w/drawn; 2) agreement has otherwise terminated; 3) the situation has so materially changed that it would be inequitable to bind the 3rd person, & the 3rd person elects not to be bound.

Inherent Agency Power-princp liab for agents acts which r similar or expected from acts agent is authorized 2 do

Termination of Agent’s Authority- principal has the power to terminate an agent’s authority at any time, even if doing so violates K between the principal & agent, & even if it was agreed that agent’s authority was irrevocable. 

Liability of Agent to Third Person- Where agent has authority, principal is bound to the 3rd person, & the agent’s liab. to the 3rd person depends on whether the principal was disclosed, partially disclosed, or undisclosed.

o
Undisclosed Principal- agent is bound even though the principal is bound too.

o
Partially Disclosed Principal-agent as well is the principal is bound to the 3rd party.

o
Disclosed Principal-Agent not bound to the 3rd person. 


Liability of Agent to Principal-If agent takes action that he has no actual authority to perform, but principal is nevertheless bound b/c the agent had apparent authority, the agent is liable to the principal for any resulting damage.


Liability of Principal to Agent- If agent has acted w/in actual authority, principal is under a duty to indemnify agent for payments authorized or made necessary in executing the principal’s affairs. 

Jensen v Gay Farms-grain operator borrowed lots of $ from Cargill, eventually Cargill was running his biz 


for him & making day to day decisions


-ct said Cargill was responsible for Warren’s debts b/c they had a princp/agent relationship


-doesn’t matter if the parties don’t intend that kind of relationship


-ct looks at all surrounding circumstances, not just one factor

2. The Agent's Duty of Loyalty  (p. 13-17,  Statutory Supplement, p. 4, 11-14)


RS Agency §13 XXXXXXXXXXXXXXXXXXXXXXXX


Tarnowski-jukebox, D made false representation & got kickbacks as agent of P



-prinicple owns all profits made in agency relationship (including kickbacks)


Reading-agent is fiduciary & obliged to act unselfishly, they must give the principle the benefit of their skill & 


knowledge

3. Intro to Financial Statements (p. 17-22)


Income Statement- statement for a period of time, giving a summary of earnings between balance sheet dates. 
Incomes statements cover a period of time between successive balance sheet dates. Presents a picture of a result of 
a firm’s operations during successive balance sheets. Purpose is to report net income or loss for a period. 


Revenues Realized- Expenses Incurred, reflecting earnings, profits, or loss from the operation.


Assets = Liabilities + Net Worth (Owner’s Equity) OR Assets- Liabilities = Owner’s Equity 


-assets are listed on balance sheets in order by which they can be converted to cash 



Annual Reports-often include 2 or 10 year income statement reports to show progress

PARTNERSHIPS

general partnerships-since hunter gather times--all partners liable for all debts

limited partnerships-certain members have no or limited liability-designed to avoid usery

1. Partnership Formation (p. 23-31, 243-245, Statutory Supp, p. 16-17, Problem I)


-can be a partnership agreement or can be implied


Partnerships-a relationship will be considered a partnership where there are no express partnership agreements 


only if 4 elements are present


1)An agreement to share profits (profit sharing)


2)An agreement to share losses


3)A mutual right of control or management of the biz


4)A community of interest in the venture


-No formalities are required to form a general partnership. 


-UPA or a form of it has been adopted in every state


UPA§ 6 defines partnership


UPA§ 7 provides rules for determining the existence of a partnership


Lupien-D, lender, actively ran a biz when owner disappeared, but said he wasn't liable for owners Ks



-ct said since loan had no interest & D activley ran biz & enojyed profits he was a partner, thus liable



-you cna become a pertner even if you don't intend it, ct looks to all actions/facts


Partnership Factors:
-sharing of profits is prima facie evidence (unless paying debt/rent/wages/widow)




-intent, written agreement, amt of financing, control of day to day ops, capital contributions




-ability ot cancel loan at any time, management decisions, title of real property




-amt of sales to creditor as a buyer, whether SS or workers comp taxes paid




-how they hold themselves out to each other & others


Not a Partnership:-creditor can provide counseling on discreet matters, recommend financial consultants 



& give some advice w/o becoming a principle




-UPA §7-joint propery alone is not enough




-trustees in bankruptcy w/ only veto, 'negative' power (Martin)

2. Legal Nature of a Partnership (p. 31-33, Statutory Sup, p. 16)


Contribution -trying to collect from other partners


Indemnification- trying to collect from the partnership 


UPA§ 13-makes a partnership liable to a partner’s wrongful act whether act is w/in authority or in the ordinary 
course of biz, basically can't sue a partner, but can dissolve


UPA 21(1)-Partner Accountable as a Fiduciary-every partner must account for any benefit- duty to act towards 
one partner as good faith & fairness, you cannot prefer you own economic benefit over that of your partner. This  
section of the UPA cannot be altered in a agreement between partners, it is always applicable to all partnerships

-in NY law you can sue a partnership as an entity, under common law you can sue a partners individually. 

-a 3rd party may collect from any partner on a debt

3. Ongoing Operation of Partnerships (pp. 33-38, Statutory Supp. 20-21, 2004 Supp 1-2)


UPA§ 18-the default rules, can be modified by partnership agreement


UPA§ 18(a)-if boz flops, each must contribute same % of the total capital investment


UPA§ 18(g) no person can become the partner w/out the consent of all the partners. Neither the heirs nor the 
administrator of the deceased partners in a firm will become his replacement w/out full consent. 


UPA§ 18(e)- all partners have equal rights in the partnership biz


UPA§ 18(h)- differences between ordinary matters connected w/ the partnership must be decided w/ a 
majority vote-however, w/ major decisions w/in the partnerships all partners must consent.


UPA§ 19- each partner has access to partnership books


UPA§ 20- fiduciary provisions- partners have a duty to report on all issues involving in the partnership. 


Summers v. Dooley-Partner1 hired an employee against wishes of Partner2



-ct said even though P2 benefitted from employee, P2 has equal management rights & need a majority to 


conduct ordinary biz (51%), otherwise dissolve


Sanchez-all partners have equal rights in the partnership, neither can impose his will on another


4. Authority of a Partner (pg. 38-40, StatSupp 16-19, 2004 Sup 7-9)


UPA§ 9(1)-every partner is an agent of the partnership for purpose of the partnership, unless partner so acting has 
no authority to act for the partnership & the 3rd party knows the partner has no authority. Partner is an agent 
unless absence to state the contrary. Partner is like a GM of a biz.  Every partner has the agency powers of a 
GM but left to the ct to determine on a case-by-case basis the extent of those powers. 


UPA§ 10-any partner may convey real property in the partnership name


UPA§ 11-partnership bound by admission of partner


UPA§ 12-notice to partner=notice to whole partnership


UPA§ 13-makes a partnership liable to a partner’s wrongful act whether act is w/in authority or in the ordinary 
course of biz.


UPA§ 14-Partnership Bound by partner’s breach of trust


Burns v. Gonzales-one partner refuses to pay a note the other partner executed b/c wasn't ordinary course of biz so 

other partner had no authority



-ct says look to dealings of this particular partnership or industry st&ards


North-lease is usually ordinary course of biz which only needs majority of partnership, but a 99 yr lease id 


extraordinary so it needs unanimous vote

5. Liability for Partnership Obligations (pp. 40-42, Stat Sup 17-20, 26)


UPA- Partnership is liable for defined acts of the partners. Partners are jointly & severally liable for wrongful 

acts & omissions of the partnership.


NY Civil Practice- 2 or more ppl conducting a biz as a partnership may sue or be sued in the partnership name 
& judgment is then binding on the partnership property & individual property of all partners served.


RUPA- Aggregate approach to liability, entity approach to collecting judgments. Partnership may both sue & be 

sued in its own name. Partners are jointly & severally liable for all obligations of the partnership. A judgment against a partner based on a claim against the partnership normally cannot be satisfied against the partner’s individual assets. Exhaustion Rule is applicable under which partnership assets must be exhausted before a partner’s individual assets can be reached.


2 types of partners: 
income-no voting rights, must make 10K contribution, don't share profits/losses




equity-

Test-ct looks to substance over form


-no voting power, fixed salary, no interest in the firm


UPA§40(d)-All partners shall contribute as provided under 18(a) (rights & duties of partners)the amt 
necessary to satisfy liabilities-however-insolvency, refusal etc. partners shall contribute share of liabilities in the 
relative
proportions in which they share profits, the additional amt necessary to pay the liabilities. 

-generally losses are shared equally, unless bylaws-cert say otherwise

-Cts have held that personal services can qualify as capital contributions to the partnership. If a service partner is working on a daily basis & that is his asset to the partnership-he won't have to contribute. But w/out day-to-day participation 18(a) is applicable. 


UPA§ 9-(see above)


UPA§13-makes a partnership liable to a partner’s wrongful act whether act is w/in authority or in the ordinary 
course of biz.


UPA§ 14-Partnership Bound by partner’s breach of trust


UPA§15-all partner liable:



(a)jointly/severally for everything chargeable to partnership under §13 & §14(can sue any or all partners)



(b) jointly for all other debts & obligation (must sue all partners)


UPA§16-partner by estoppel-if you act like a partner, you are liable like one (see rule for more info)


UPA§ 17-new partner liable for all obligation that occured prior to his entry into the partnerhsip, but only out of 
partnership property


UPA§ 36-effect of dissolution on partner's existing liability (see rule for more info)

6. Partnership Interests & Partnership Property (p. 42-45, State Supp 17, 20-23)


UPA§8-recognizes the concept of real property to be held in partnership name, but no normal property rights like 
assignment, devisement 


UPA§18-set out rules determining rights & duties of partners


UPA§ 24-a partners property rights are: 1-his rights in specific partnership property, 2-his interest in the 
partnership & 3-his right to participate in the management


UPA§ 25-nature of partners right in specific partnership property


1)- property owned by partners it is a tenancy owned by the partners-the rest of § 25 strips away the idea 


of a tenancy in partnerships. Partners really don’t own the property individually


UPA§ 26-nature of partners interest in the partnership


UPA§ 27-assignment of partner's interest-can't transfer/assign membership in the partnership, nor can creditor 
be substituted as a partner. But, partnership interest is assignable. You have to give a percentage or all the
partnership interest to the creditor, but creditor is not a partner. Assignee has no right to info of partnership, but 
has right to receive profits, which the partner would be entitled 
to. If partnership is dissolved, upon dissolution 
assignee can receive assigning partner’s interest. 


charging order-judidcial assignment of a partners interest to a creditor


UPA§ 28-a creditor can get a charging order, allowing the creditor to get a share of the partner’s profits. The 
partner still remains a partner in the partnership except when profits are distributed it must go to the creditor. 
When someone gets a charging order, the creditor is not in a position as assignee of partnership interest. If the 
creditor gets a charging order & forecloses, partnership interest can be purchased. A partner can voluntarily 
assign partnership or creditor can go to court & get a charging order ordering partners interest to be sold.

Who has the power to transfer the property?

-Prop. owned by partnership can be transferred by partnership. Prop loaned to the partnership can't b transferred

What happens to the property if the partnership dissolves?

-Property used by the partnership is partnership property on dissolution the property must be sold along w/ other

partnership assets & the proceeds of the sale must be distributed among the partners.


-If property used by the partnership is the individual prop of a partner, property must be returned to the individual.

7. The Partners' Duty of Loyalty (p. 45-50, Stat Supp 21)


UPA§ 20-duty of partners to render info


UPA§ 21-partner accountaible as a fiduciary


UTMOST GOOD FATH-


Meinhard-D did a dirty deal w/o telling P, they were partners



-ct said Ps don't have to tell each other about unrelated transactions


8. Dissolution by Rightful Election (p. 51-60, State Supp. 23-24, 26-29)



Winding up- 2nd  part of the dissolution process. This is the process of settling partnership affairs after 



dissolution has been decreed, often referred to as liquidation. 


Liquidation- assets broken down into cash to pay creditors & distribute left overs to partners.


Termination- Completion of the winding up & the end of the partnership. 


-Under the UPA partners remain partners even after one of the partners leaves the partnership. 


UPA§ 29-dissolution is merely a change in relationship of the partners. The partnership continues until the affairs 
are wound up & terminated. 


UPA§ 30-partnership terminated upon completion of winding up


UPA§ 31(1)-dissolution by any partner (see rule for more info)


UPA§ 38(1)-dissolution must be in cash unlesss otherwise agree upon-if dissolution caused by any reason except 
violation of partnership agreement, partners can use the partnership property to pay off thier liabilities, & if 
extra to pay off the rest of the partners,-if dissolution caused by expulsion of a partner for violation of the 
partnership agreement, & he's discharged from partnership liab, he shall only receive the amt due to him in cash


 UPA§ 40(b)- rules for distribution in settling accounts between the partners after dissolution-the ranking of 
liabilities of the partnership.

a.
Creditors- other than partners

b.
Partners- other than capital & profits

c.
Partners- capital

d.
Partners- Profits


Haley-D sent letter terminating at will partnership




-ct said you don't need a justification for terminatng/dissoving at will partnerships


Latta-partner can't keep secret profits to himself

9. Dissolution by Judicial Decree & Wrongful Dissolution (pg. 60-64, State Supp 24, 26-27, Problem II)


UPA § 31(2)-dissolution can be caused by a partner even if the partnership agreement says otherwise


UPA § 32(1)-cts will order dissolution when:



(a) partner is a lunatic/unsound mind



(b) partner is uncapable of performing his part of the agreement



(c) a partner is found guilty of conduct that prejudicially effects the carrying on of hte biz



(d) partner willfully breaches agreement, or conducts himself in such a way as to prevent carrying on biz


UPA§32(2)-cts will dissolve when someone has purchased a partner's interest & wished to dissolve


UPA § 38(2)(c)- applies when a partner has wrongfully dissolved


Page v Page-there was an oral partnership for a term



-one partner used improper influence of his economic power to dissolve the partnersehip b4 term over



-partnerships at will can't be dissolved in bad faith, thus other partner could sue

ALT. FORMS OF BIZ ORGS:

1. Limited Partnerships (p342-354, Whitebook 701-702, 709-710, 715-717, 719)


ULPA§ 101-definitions


ULPA§ 201-certificate of limited partnership


ULPA§ 303-liability to third parties


ULPA§ 403-general powers & liabilities


Statutory creature- limited liability means you're only liable for amt of yr investment-exceptions are present.


Modern use of limited partnerships starts w/ 2 types of capital intensive biz- theatrical plays/oil wells


Risk. Limited partnership combined limited liability w/ the pass through tax advantages of a partnership. 


-Reasons for growth result of increasing use of tax shelter


-Limited partners are often strangers to one another & the general partner. Limited partnership interest are characterized as securities for state & federal regulations & must adhere to securities act of 1933. 


-Tax Shelters usually do not involve active biz- Today a limited partnership venture is likely to be organized by someone associated w/ the biz whose assets are going to be financed. 


-MUST HAVE AT LEAST ONE GENERAL PARTNER



-General Partners conduct biz as in a general partnership & are personally liable to creditors, reflecting the rule that there has to be liability some place. However, if the corp is the general partner, liability rests on the corp rather than individuals. 


Limited partner is not to take part in control & ordinarily no authority to bind the firm. 


Advantage of a limited partnership it allows the enabling of a dream to be fulfilled w/out the requirement of $ 

2. Limited Liability Companies-LLC (pp. 354-359, State Supp 56-59, 61-66, 68-70)


Uniform Limited Liability Company Act § 101-definitions


ULLCA§103-effect of operating agreement; non-waivable provisions


ULLCA§ 201-LLC is a legal entity distinct fom its members


ULLCA§ 203-articles of organization must set forth.......


ULLCA§ 301-agency of member & managers


ULLCA§ 302-LLC liable for members of manager's actionable conduct


ULLCA§ 303-liability of members & managers


ULLCA§ 404-management of LLC


ULLCA§ 405-sharing & right to distribution


ULLCA§ 408-member's rights to info


ULLCA§ 409-general st&ards of member's & managers conduct



-dates only to 1976


-only liable for the amount you’ve invested & no more


Operating Agreement-is key-generally requires majority vote unless operating agreement states otherwise 


-LLCs are non-corporate entities created under special statues that combine elements of corp & partnership law 


-Under Corporate law LLCs have limited liability; Under Partnership law LLC has great freedom to structure its internal governance by agreement. LLC is an entity like Corporate law & can hold property, be sued, & sued in its own name. LLC’s can be member managed- managed by their members; or Manager-managed- managed by managers who may not be members.


-LLC- can be used any kind of firm, usually used in corps w/ a small number of SH, advantage of pass through tax status & you get LL. 

3. Limited Liability Partnerships  (pp. 371-372, 2004 Supp 66-69)


-used in NY only for professional firms


-a general partnerships w/ one core differences & several ancillary differences. LLP is not personally liable for all partnership obligations, but only for obligations arising from her own activities, w/ the exception that she is also liable for activities closely related to her, for K obligations or both, pass through tax status advantage


-In most jurisdictions (but not NY) still liable for Kual obligations of partners. Existing partnerships in NY can elect limitations of partners & limits all liabilities of partners including K liability. 


-NY does not follow UPA, follows rules in NY for LLP’s.

4.  Sole Proprietorship- org w/ its own ID, but person owns the property & debts


-in NY register w/ county clerk & use a d/b/a/ form


-person is compensated for their work product & for their management, 


-persons equity in the biz is the value of the biz minus debts


-can bring in outside invesotrs by issuing stock

Taxation of Unincorporated Biz Organizations

o
Firm Taxation-biz firm is taxable on its income. (remember double taxation on dividends)

o
Flow Through- a firm is not subject to taxation, all the firm’s income & expenses, gains & losses are taxable directly to the firms’ owners, distributions are not taxed. 

o
Master Limited Partnership- is a limited partnership whose limited partnership interests are publicly traded (securities market) or readily tradable (secondary market). W/ certain exceptions under the IRC, publicly traded limited partnerships are taxed as corps & can't elect partnership taxation. 

o
Subchapter S of the Code permits the owners qualifying corp to elect a special tax status under which the corp & its SHs receive flow-though taxation that is comparable to partnership taxation.

o
The TI of an S corp is computed as if the corp were an individual. 

o
to qualify: number of SH limited to 75, only one class of stock, must be resident alien to be a SH

THE CORPORATE FORM

1. Characteristics of the Corp  (p. 65-75)


-can conduct biz in its own name, be sued, own property, enter Ks, files its own tax return


-power to create a corp is granted by state law


-usually must file a certificate of incorp/articles of assn/charter w/ secty of state


-most common form in the world


-sometimes cts will avoid corp fiction & go to real ppl to find liability


prospectus-outlook used to obtain funds from investors


piercing the corp veil’-if something is horribly unfair can’t hide behind it


private/close corp-has stock but not listed on exhange or OTC, closer to partnership than it is to a public corp


public corp-listed on exchange or OTC-feds recently got more involved in reg of larger corps b/c states did a bad 
job & corps cross state boundaries so easily & often, this was a response to the great depression


4 Main Advantages of Corps:

1.
Limited Liability investors- SHs loss is limited to amount paid for stock. Limited liability shifts risk to a better risk bearer-bank or financial institution rather than an investor. Bank’s purpose is to assess risk, percentage of interest the corp pays is for the risk of the corp going bankrupt. If a firm goes bankrupt it is not the same disaster it would be for the individual. 

2.
Easy transferability of investors interest-in a public corp the shares are freely transferable on OTC or exchange 

3.
Corps have a legal personality- powers are attributable. Corp has a indefinite existence- no renewal or reorganization necessary. Only bd can dissolve the corp.

4.
Centralized management- hierarchical structure of management thus facilitates roles. 

Other advantages of corporate forum- things run more smoothly- easier to set up a bank account, more case law in corps.Serves the function of facilitating aggregation of capital, from numerous investors & efficient operation of numerous biz.

2. Selecting State of Incorpor & Organizing the Corp

race to the bottom-competition between states for lax laws to encourage corps to come to their jurisdiction

-1/2 of the Fortune 500 is incorporated in DE b/c good corp judges & lax laws & lots of stable case law, predictability, often cited, has an anti-takeover statute & it is much less pro-managerial than in other states.

bond/venture holders- loan $ to corps

managers-work for corps & have the most control


-bd of dir rarely intervenes w/ managers unless stock flops, leads to most sc&als


-conventional wisdom is that bd of dir is run by managers, managers don’t have a lot of stock




-To Incorporate- Must protect the name desired against name peddlers. 


-Articles of Incorp-purposes, requirements, options 


BCL§ 201-a corp can be formed for any lawful purpose (some require special permission to form)


BCL§ 401-one or more ppl over 18 can incorporate


BCL § 402- Certificate of Incorp-Contents


BCL§ 403-Cert of Incorp-Effect


BCL§ 404-Organization meeting


BCL§ 601-initial bylaws to be adopted at organizational meeting, thereafter altered by majority of SH (cert can 
raise voting requirement)


BCL§ 615(c)-SHs can take action by writing, if not by a meeting w/ a vote so long as majority (or whatever cert 
requires) agrees 

3. Preincorp Transactions By Promoters  (p. 76-78)

Promoter -transforms idea into biz by forming corp & takes % of the shares as a reward.

Rule-can't be an agent for the non-existent principle-corp isn't liable for any acts promoter makes for it unless the corp assumes that liability by its own act.

Novation- corp formally adopts particular commitment & discharges promoter, only way promoter can get off the hook for liabilities

Liability of the Promoter- when a promoter makes a K for the benefit of the contemplated corp, the promoter is personally liable on the K & remains liable even after the corp is formed. Justification-b/c if you want to incorporate it is simple & quick & if you don’t incorporate you are being reckless.


Illinois v. Langham-pg. 78- ct held promoter is liable under a K 



-under the law of promoter’s liability & the fact that the corp also becomes liable on the K by adopting 


it, does not relieve the promoter of liability



-Promoter & Corp are jointly & severally liable 


Goodman v. DDS-once corp formed promoter still liable unless novation was signed

4. Classical Ultra Vires Doctrine  (pp. 85-91)


BCL§203-st&ard ultra vires clause- SH can sue to enjoin the enforcement of a K 
-At one time a corps powers were regulated stringently. Today, it is sufficient that a corp is organized to engaged in any activity which it can be organized- almost anything that is not illegal. 

Old Ultra Vires- corp acting outside of what it is empowered to do by state.Originally, if a corp was authorized to manufacture railway cars & entered into K to build railway, either party could render the K null & void. 


Modern Ultra Vires exists to provide protection to SHs-investing SHs $ for specified purposes & 
provides state 
w/ some control over corps. SH can sue corp for not engaging in the biz for which the SH invested in

5. Objective & Conduct of the Corp  (pp. 98-107)


BCL § 202(a)(12)-corps can make donations irrespective of corp benefit, for the public welfare/community 
fund/hospital/ charitable/educational/scientific/civic/similar purposes, & in time of war or other national 
emergency in aid thereof


BCL § 717-duty of directors-good faith & degree of care ordinary prudent person would use


BCL§ 717 is NY's Constituency Statute: Bd may in certain circumstances consider the impact of corp decision on 
constituents other than SHs, but ultimately must consider the SHs as paramount. 


-when faced w/ decisions, a director can consider w/out limitation the long & short term interests of the corp, the 
SHs & effects that corps actions may have in the short/long term on current/retired employees, customers, 
creditors, ability to provide goods/services in communities where it does biz, prospects for growth, etc.

-DE does not have a constituency statute. DE Supreme Ct- decisions from tender offer or takeover-offeror goes over the head of management & tells the SHs if you tender your stock to me ill give you X more per share. In DE most decisions relating to constituencies are from tender offer cases blocking a takeover. It provides devices management can use to prevent a takeover. 

-DE ct says corp directors have a fiduciary duty to act in the best interest of SHs. If the defensive measure is to come w/in the ambit of the biz judgment rule must be balanced to the threat posed. Directors can consider other factors but the real bottom line is that the bd has to consider the financial interests of the SHs. 

CORPORATE FINANCE

Ownership:
1.
Power to Exercise Control over the Management



2.
Right to Receive Income from Operations



3.
To Share in the Assets at a Preferred Rate Upon Dissolution- Safety

The terms of the K (SH agreement) can be modified. Corp interest is expressed through stock.


Common Stock-------------------------------------------------------Bonds


(Greatest Risk





Least Risk)


(Greatest Possible Gain




Fixed Interest)


(Voting Rights





no voting rights)


(Last Priority in case of Liquidation


Priority in case of liquidation)

Ways to Raise Captial

Buyers-purchases stock & sells it to you at a marked up price

Brokers-no mark up, but changes commision for service

Private Offer- Corp wants to raise $1M & can go to the pension funds or insurance company to sell more stock, the terms are negotiated between pension fund/insurance company & the corp

Public Offering-stock sold public-terms & conditions r what the market finds attractive-done by investmnt banker 

Bond Holder- Debt-fixed obligation to pay a principle amount of security at a future date

Bonds-backed by mortgage of corp & generally have a longer maturity than debentures


-come w/ indenture (complex K) indenture trustee is usually a large bank that administers payments


-indentures often say dividends can't be paid unles certain financial conditions are met

Debentures-backed by general credit of corp, but otherwise sams as bonds
Stock-Equity-derives from real estate. Owners of the property are subject to a mortgage & have a right to residual after payment of principle owed to the mortgage. Common stock is what is left over.

Common Stock are in the forms of dividends & can only be paid after bonds are paid-income left is the SHs. Most corps do not distribute all of their funds that would be available, they retain most Common stock is last in line for income & liquidation.  At least 1 class of common stokc must have voting rights.


Preferred Stock-Preferred stock is the least senior of all senior securities-represents permanent investment in the 
corp b/c you can't required corp to buy back yr stock. Generally, is redeemable at the option of the corp-are 
entitled to same voting rights of common stock. Universal practice is to not give preferred stock voting rights 
except if corp doesn't pay dividends on preferred stock. If the corp has sufficient earnings it will declare a 
dividend to the preferred SHs, which is entirely at discretion of the bd. Riskier than bonds. Called preferred stock 
b/c it is 
preferred instead of dividends to common SHs. Preferred stock is paid before common stock. If the K 
says it is cumulative preferred stock, in year 2 SHs did not get 1 dollar in year 1 they can get 2 dollars b4 common 
stock SHs got anything. Upon dissolution preferred stockholders has preference over common SHs. Usally can 
only vote for director election, mergers, anything effecting K, if they don't get dividends for several yrs

-Unless cert says otherwise, common & preferred have same rights

Authorization & Issuance of Common Stock & Security


Authorized share- Shares of stock created by an appropriate clause in the cert



Auth & outst&ing- shares issued & still owned bySH. 



Auth & issued but not outst&ing- previously issued to SHs & corp has repurchased (treasury shares) 



Auth but unissued- shares never issued or if they were, a procedure has been followed to restore 



them to their original state. 

-Power to issue shares once they have been authorized lies w/ the bd of directors. 

-Corps listed on the NYSE have their own K w/ corps listed on the exchange; they required that if a corp is issuing over 20% more stock SHs must authorize. 

-When a bond is issued it is subject to indenture- which is a complex K to create security. 

-Bonds set out the promise to pay that runs to the holders of the bonds (usually denominations of 1k & promise to pay certain percentage of interest) indenture is a bundle of additional promises- back up promise to pay that runs to the trustee. The holder of bonds are really 3rd party beneficiaries. The restrictions in the indenture agreements are more important than the statute regulating payment of dividends. 

Intitutional Investors: pension plans, insurance corps, investment corps, banks, foundations, the % of assets have 
greatly increased for the institutional investors. A substantial part of the stock of many or most of the 
countries corp held by a limited number of investors. 

Berle & Means’- as corp ownership became widely dispersed control was divorced from ownership. In most 
cases no single SH owned more than a tiny %.Control shifts to management when SH SHs are widely 
dispersed. This raises a problem between relationship of the principal & the agent. 


CALPERS- Cal public e'ees retirement savings-invests & buys lots of stock-plays very active role. 


-But most institutional investors have not played an active role. 

-has investments in 1000's of corps & 80% of the money it invests is invested in an index. If you're invested in an index you don’t have the same interest in the particular company. The nature of ownership by a large institution which index’s much of its investments differs from a individual who has a varied portfolio but invests in less companies where there is an interest in the company.
Estimated Return:  
40% chance of $15 profit




40% chance of $1 profit



          +
20% chance of $13 loss



total value of investment = 3.8 = expected return 

CONTROL & MANAGEMENT OF THE CORP

1. SHs in Publicly Corps (p. 115-123)



Powers of SHs:

-Inherent right to amend bylaws

-Right to remove directors for cause w/ DP like hearing

-Is act of the independent directors cause? Probably not under typical st&ards.


-SHs right to vote in statute- Supermajority provision-§616(b), Issuance of Stock to Employees-§
505(b)


BCL§505(d)-if corp going to issue stock to employees, must put to vote of existing SH


Organic Changes-SH always have a right to vote on these: mergers, consolidation, dissolution, sale of all/most 
assets, amending cert., alteration of stock K (no more dividends ever)


2. Allocation of Power Between Management & SHs (pp. 123-146)

BCL§ 601-SH can always amend by-laws, bd can if cert allows it


BCL§ 602(b)-meeting of SH shall be held annually, but failure to meet doesn't cause dissolution unless deadlock


BCL§ 616(b)-if you have a supermajority vote requirement-it takes a supermajority to amend it


BCL§ 701-biz of the corp shall be managed by bd of directors


BCL§ 702-number of directors



(a)shall be 1 or more members, can b specified by nylaws, action of SH, or bd if authorized by SH



(b)can be increased/descreased by bylaws, SHs, action of bd authorized by SH, but




(1)if done by bd, must be majority of the entire bd




(2) no decrease shall shorten the term of an incumbent bd member




 
BCL§ 703-election & term of directors


BCL§ 704-classification of directors


BCL§ 705-newly created bd positions & vacancies



(a)-vacancies may b filled 4 remainder of term by bd, unless it a removal w/o cause, but doesn't preclde 


SHs(depends on cert/bylaws)


BCL§ 706-removal of directors



(b)-removal w/o cause- only by majority of of SH & must be in by-laws or cert



removal w/ cause by SH (doesn't have to be in bylaws/cert) or by bd of dir. if in cert or by-laws



-cause=legit reason w/ hearing (like DP)-dishonesty, disloyalty, competing w/ corp, disruption


BCL§ 712-executive committees & other committees

 
BCL§ 801-right to amend cert of incorp-can amend almost anything so long as lawful


BCL§ 803-authorization of amendment or change


BCL§ 804-class voting on amendment


BCL§ 903-authorization by SHs


BCL §908-guarantees of bonds


BCL§ 909-sale, lease, exchange or other disposition of assets

Quickturn:-Quickturn made poison pill that says even if takeover, new bd can't revoke poison pill 


-ct said invalid b/c it prevents new bd from fulfilling its responsibilities 

-FN2-SHs can't directly manage biz/affairs of corp unless specified under statue or by cert. 

-Bd has the job of overseeing the management, if you have the chief person who is the Prez of the corp & is primarily responsible for management the corp & also Chairman of the bd, it’s a conflict

-bd is an independent institution & the bd doesn’t really set policy or manage the corp. 

-in large corps the management function is in the Executive

Manice v. Powell-bd powers are original & undelegated, no agency relationship w/ SH, they are agents of hte corp, they 
aren't mere employees, they are trustees to SHs
Schnell v Criscraft-bd can't change date of annual meetng w/ improper motivation, when SHs rely on that date

Atlas-B wanted to do leverage capitalization so gave notice it was going to make SH proposal to add 18 ppl to bd


-bd added 2 new members in emegency meeting, but ct thew it out b/c thwarted SH vote even if good for corp

Tender offer- Offeror goes over head of management & tries to get SHs to tender their shares

-regulated by the Williams Act (whenever (individual, entity, corp) acquires 5% of stock of public comp w/in 10 days of acquisition it must send to the corp, the stock exchanges,&  SEC certain info(ID/backgrnd of purchaser, source of $, # & % of shares held & state the purpose of holding the shares (plans to takeowver/liquidate/change corp structure) 

Staggered bd-in certain yr only % of bd is up for election (commonly used defensive tactic) If someone makes tender offer & there's a staggered bd it can take a few yrs 2 gain control & bd can make many alterations. 

Biz Judgment Rule- If dir exercises due care, is informed about the decision, has no conflicts & acts in good faith, ct will not challenge the dir decision even if disastrous to the corp 

Leveraged Capitalization-selling off parts of corp & giving SH large dividends (see a piritization-common in 1980's)

Amendment of Cert-directors recommend to SHs & SHs get to vote

Amendment of By-laws-SH have an inherhent right to amend in NY & DE, but cert can allow directors to amend bylaws

3. Legal Structure of Management  (p. 146-147) 


inside dir.-dir who is also employed by corp


outside dir.-'independnet' but tend to have linkages w/ corp (attny from companies law firm, accoutnant)


-Directors have wide powers of delegation & delegate many powers to committees. 

-Corps often have management Ks w/ outsiders & are typically used by smaller corps (insurance companies, who are able to secure PT experts that may be more competent then the staff of the corp) 

-Outside Ks are terminable at the will of the bd


BCL§ 715(b)-cert can say officers elected by SH rather than by bd



(c) annual election of officers

4. Legal Structure of Management: Officers & Committees of the Bd in Publicly Held Corps

BCL§ 707-majority of the bd is a quorum unless cert says otherwise, but must be at least 1/3 of bd



-majority means of total directors if there were no vacancies



-a directors cannot give a proxy to anyother director


BCL§ 708-action by bd, can consent in writing or by conference call to action if no meeting, votes are valid so 
long as quorum & a majority of the members are present (unless cert says otherwise)


BCL§ 709-greater requirement as to quorum & vote of directors can be included in cert


BCL§ 712-executive & other committees can be created if cert or by-laws say so



(c) committes serve at the pleaseure of the bd-bd can dissolve or ignore committee


BCL§ 715-officers elected by bd, unless cert says SH can elect them



(c)-annual election of officers


BCL§ 716-removal of officers-any officer may be removed w/ or w/out cause



-bd can make long term employment Ks w/ officers, but be can still remove them (they'd still get $ unless 


removal was for cause)


Executive Committee- solves problems that would come to the bd in between the bd meetings. Often deal 
w/ 
admin matters not important enough to call entire bd for a meeting. 

Finance Committee / Compensation Committee- Salaries of senior executive. 

BCL§ 712- By-laws or cert can authorize directors by resolution to appoint committees. 

-Committees of the bd have no authority 2 submit to the SHs matters requiring their authorization-take over, filing a vacancy, compensation of the bd & committees, amending the by-laws, repeal of any bd resolution.  

-DE has no limitations on the committees, this is one area where DE is more favorable to management then NY. 

-No committee has the power to declare a dividend. 

-Bd may override a committee decision & the bd can be liable b/c of committee actions. 


Audit Committees-required by statute to be an independent member of the bd. These directors are not 
permitted to accept, compensatory or advisory fees from the bd, nor can they be affiliated w/ any subsidiary

5. Collapse of Enron (2004 Supp, Appendix I The Collapse of Enron, pp. 289-324)

-inflated revenues, gave false numbers, thus inflating stock price 

CEO=Chairman of the Bd of Directors

COO=President

Hedging- arranging to try & safeguard oneself when investing/speculating/betting to insure against unfavorable price change-payment to an outside speculator to accept the risk that the investment may fall in price. Enron created fake hedges to cover up company’s financial situation. 

Leverage- using borrowed money for purpose of receiving a higher return. Problem: borrow money & can't pay it back you go into bankruptcy.

Lock Up Agreement-Enron had an interest in an internet co. that hadn't gone public but was going to. Under lock up agreement investors who are involved w/ a co & get shares of stock that is going to go public can't sell shares right away-they're usually locked up 4 180 days, b/c underwriters do not want to be in competition w/ insiders. 

Mark to Market-accounting tool that describes how individual/institution calculates gains/losses & how they are reported on tax returns. Used at the end of the yr 2 value securities. Convert capital gains/losses into ordinary. 

Derivative Instrument- financial instrument whose value depends upon or is derived from some underlying stock commodity, basically artificial like material used for hedging to reduce your risk. 

Financial Intermediary- Traditionally a commercial bank that would transfer funds between buyers &sellers, investors & savers. Enron tried to turn itself into this from an energy company.


What Enron Did: began w/ piplnes & evolved into internet trader of NRG derivitives(finanical intermediary)


-commodities, matching up producers, carriers, users, & selling to buyers, sellers, users risk management 
products, Enron would cover the exposure of risk. 


How did Enron get into trouble? -inflated profits, manipulated accting statements to make the corp look more 
profitable than it really was, caused price of stock to rise, fake transactions, general partners in Enron acted as 
investors in special purpose entities which is a conflict, bd had conflicts (most directors had linkage to Enron)


-Enron’s internet trading model was easily duplicated by competitors


-Many asset dealings turned out to be losers. Special purpose entities were used to take apart pieces of the balance 
sheet that were unfavorable- special transactions go off the books & would appear in the income statement.


Discipline of the stock markets-one of the reasons Enron went down is that banks would no longer lend it any $  

Contributing Factors:

Pleva-SC eliminated aiding & abetting for securities fraud, lead to decreased risks for accountants

Private Securities Reform Act of 1995-raised pleadings requiremens for alledging secuurities fraud, made class acitons really hard, shortened the SOL

Sarbanes Oxley-mandates audit committees, chair to be totally independent


-CEO/CFO has to personally sign off on financials


-requries attny/accts to report illegal conduct to certain corp officers


-requires corps to have ways for whistelblowers to go to a disinterested source


-1st big case violating-HealthSouth, punishment for over 20 big corps already


-NYSE no has definitions for "independent dir"


-compliance very pricey, good for law firms


6. Formalities Required for Action By the Bd  (pp. 149-152)


602(b)-failure to hold annual mtg doesn't invalidate bd actions-each dir holds office until replaced by vote


     (c)-any person auth by board/bylaws/cert can call a special mtg


BCL§ 708-action by the bd


BCL§ 709-greater requirement as to quorum & vote of directors


BCL§ 710-place/time of meetings of the bd


BCL§ 711-notice of meetings of the bd


Annual meetings -held 3-4 months after the close of a corp’s fiscal year- typically April (can be fixed in bylaws)



-no notice needed by statute, don't have to specify purpose unless bylaws or cert require it

Special meetings-unless statute, cert or bylas say so, can only be called by the bd


-the only course of biz that can be addressed is the reason for calling the special meeting 

-often it is made as difficult as possible for SHs to call a meeting, often limited to the Prez

-Notice must be given saying 'special meeting, who called it & the purpose'. 

-a  meeting of just the bd is a special mtg requireing notice

Record Date-For Purposes of determining who is entitled to notice & who is entitled to vote at 

the meeting, the bd will set a record date & SHs of that date will receive notice & be entitled to vote. 

-if stock is transferred between the record date & SHs meetings, the purchasers have to track down 
original owners to get a proxy, which is only done when millions of shares are being traded


Quorum-one holder of the majoriyt of shares can be a quorom




-leaving the room doesn't end quorum (Robert's Rules)


Directions Election-don't need majority, just plurality of the vote



7. Authority of Corp Officers (pp. 152-157, Problem IV)


BCL § 715-officers

-Corporate officers have authority in management as provided by the bylaws or the bd of directors.

-Corporate Officers are agents of the corp. 

-Corporate Liability is dependent upon the authority of the officer or other corporate representative.

BCL§ 716 specifies the various officers. 

-authority of the officer to act often rests upon the position of the officer & his or her title.  

-Apparent authority will rest on the position, & is accompanied by assumption of position in question. 

-Cases have said that where a president is also the GM, he had implied authority to make a K or to do any act that is appropriate in the ordinary context of biz.

-GM now called CEO

Lee v. Jenkins (153) Prez only has authority to bind his company in acts arising in the ordinary & usual 

course of biz, not extraordinary-its a fact specific inquiry.

Extraordinary- economic action, extent of risk involved, time span of effect, cost of reversing the action 


Examples: beyond the power of the president to enter into him/her self, acquisition of debt, significant cash 
investments, disposition of significant bizes, entry into new lines of biz. Basically, decisions that would make 
significant change in the structure of the enterprise. 

-An individual can have extraordinary authority if the bd passes a resolution, or if it in the bylaws or cert, 
or if the 
bd acquiesces in a particular action.

8. Formalities Required for SH Action  (p. 157-162, Problems V & VI)


Straight Voting-if you have 100 shares and there are 7 seats on board, you can only apply 100 towards each seat



-majority stockholder always wins all


Cumulative Voting-if you have 100 shares and there are 7 seats on board you get 700 votes to go to anyone
-in cumulative voting a SH can cast her votes as she chooses, the number of votes equal to the number of shares she holds times the number of directors to be elected

Formula 2- number of directors that can be elected.

N = X (D +1)   +1


 S

N= number of directors that can be elected

X= number of shares controlled

D= Total number of directors to be elected

S= Total number of shares that will be voted at meeting.

Formula 1- Minimum number of shares needed to elect a particular number of directors.

X= S x N      + 1

      D + 1

X= minimum number of shares needed

S=total number of shares that will be voted at meeting

N=Number od directors desired to elect

D=Total number of directors to be elected.

-In larger corp cumulative voting givies SHs a voice in the corp 

Arguments against cumulative voting:
-it promotes partisanship.

-disharmony of the bd can destroy energy of management.

-divided bd may have leaks, use for selfish narrow purposes.

-In NY & DE cumulative voting is permissible


-In states w/ m&atory cum. voting, corps will try to dilute through classifying the bd, limiting election of 
dirs per 
yr & reduce size of the bd requiring more shares to elect a dir 


BCL§ 602-meetings of the SH


BCL§ 609-proxies


BCL§ 612-qualification of voters


BCL§ 613-limitations on the right ot vote


BCL§ 614-vote of SH


BCL§ 615-written consent of SH w/out a meeting


BCL§ 616-greater requirement as to quorom & vote of SH


BCL§ 617-voting by class or classes of shares


BCL§ 618-cumulaitve voting (cert can provide for it)


BCL§ 704-classification of directors


BCL§ 706(c)-removal of directors w/o cause subject to .....................

Stroud v. Grace- bd can do whatever it wants to maintain control  so long as SH have notice & approve it

Weighted Voting in Publicly Held Corps

-In most corps only the common SHs have voting rights

-voting rights can be conferred on preferred stock & bonds

-corps can have 2 or more classes on common stock each w/ differing rights

-a class of stock may have voting power out of proportion to its equity interest

-managers in control of the corp issue the weighted voting stock which gives them control

Stroah v. Blackhawk- ct upheld 2 classes of stock for corp b/c it was permitted by state statute
Providence-1 vote/1st 50 shares, 1 vote/ every 20 shares over 50-ct upheld b/c §212 doesn't limit/create restrictions.

Williams v. Geier- SHs can vote in favor of something not in their best interest if they had full notice

Compelling Justifictn St&ard-applied when primary purpose of bd’s action is to interfere/impede w/ the SHs franchise 

-SHs have the right to vote in favor of something that harms them drastically. 

Test-whether SH vote was valid: SHs must know what they are voting about-no fraud or inequitable conduct

General Datacomm Industries v. Wisconsin Investment Bd -bd reduced price 4 management to exercise options to 
current stock price- D pushed bylaw amend 2 prevent bd from repricing options 

-bd argues that to give the SHs right to forbid repricing of options w/o bd approval would restrict bd power to set salaries, therefore invalid.


-ct said XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

9. Limited Liability (p. 162-177, 184-187. 2004 Supp 57-60, Problem VII, Taxi Reading)


Piercing the Corporate Veil- hold a SHs personally liable (has never happened in a public corp)


-Disregard of the corp fiction is an equitable issue


-if there is a close corp that goes bankrupt & employees are owed wages, the 10 largest SH are personally liable to 
pay wages.  


-a corp is a fictional entity distinct from SHs 


-if corp form is abused, the corp will be ignored


-if the corp is considered a mere agent of the SHs, you do not need to pierce the corporate veil-the principal is 
liable b/c the corp is acting as the agent. 


-if you have entered into a K in the absence of deception, you have assumed the risk the corp will go under 


-if you lend money to the corp you charge interest reflecting the default risk


-in a tort case you have not assumed the risk. 


-there are no cases where publicly held corps have had the corp veil pierced


-if veil is pierced only those active in the management of biz are held liable


Two Prong Situation where a ct may pierce:


-Disregard for corporate formality (not holding SHs meetings, annual meetings) 


-if the acts are treated as those as a corp, an inequitable result will follow 


-piercing occurs frequently in close corps b/c they don’t follow formalities 


Alter Ego Theory-they are the same thing


Instrumentality Theory-one using another


Subsidiary/Parent-sub is a corp that is whollyor majority owned by parent corp, more likley to be pierced than SH

-Parents & Sub’s are distinct legal entities

-K under one, is not K of both

-if subsidiary is a division of the parent it is not separate


Fletcher v. Atex-P filed suit to recover for repetitive stress injuries caused by computer keybds manufactured 


by Atex. Kodak is the Parent, Atex is a wholly owned sub, & Kodak owns all the shares of Atex. 


-P claims: -Atex is an alter ego of Kodak (they’re inseparable) / Atex was agent of Kodak

-Atex was Kodak’s instrument / Kodak completely dominated Atex 

-bds overlapped / Atex could not spend money w/ Kodak’s OK

-public relations & press releases that Atex was a division of Kodak


Rule: If one corp is dominant, alter ego or there is fraud, then you can pierce the veil

 
-You don't have to show fraud, just have to show the corps are operating together 


-P lost b/c actions by Kodak are normally done by parent-sub relationships 

-Sub’s are created to operate in separate in geographical areas, operate biz that is not related to the core biz of the parent, provide service to other subs, to take assets of the books, or to operate in a biz area that the parent will be more efficiently operated as a sub 

-parent corp may operate the biz as a separate sub or as a division of the parent

-w/ a division of the parent there is not legal separation whatsoever

-if the company is operated as a sub you have a legal separation, most likely parent wont be held liable for liabilities incurred by the sub 

-Routine legal services are usually provided by the parent for the sub, & the sub is charged for those services. 

-Sub’s are usually not permitted to borrow from a bank or from a 3rd party b/c parent by combining all the capital needs of all the subs can borrow a larger amt at lower rate & parent will allocate capital among subs in order to maximize overall return. 

Walkovszky v. Carlton-P claims assets of the corp were intermingled, 10 cab corps were really a single entity

-Each corp was a fragment of larger enterprise & they were all under-capitalized-a fraud on the public  

-If the corp is a larger entity, the veil is pierced & the larger entity is held liable

-If it’s a dummy corp for the individual SHs to carry on, the SHs are liable 

-If the SHs are not carrying on biz in their capacity then the corp is liable  

-corporate form can't be disregarded merely b/c the assets of the corp are insufficient to assure P recovery

-there is no state in the US that has a minimum capital requirement in order to incorporate-ct says look to Legisltr

Pro Rata liability- if you own 5% of the corp you would be liable for 5% of the debt  

-arg. in favor-if there was pro-rata liability corp would take out adequate insurance 

-arg. against-it would undermine efficiency of market & it's likely wealthy people would have to pay & then no incentive to have a large amt of stock in 1 corp 

Minton v. Cavaney-basis for piercing the corp veil is b/c insufficient assets or capital based on the nature of biz combined 
w/ blatant disregard of corp formalities 

-later CA cases have backed away stating that undercapitalization is not enough. 

Arnold-Evid of inadequate capitalization is at best, merely a factor to b construed 2 determine whether or not to pierce

Slottow v. Fidelity Federal Bank-Parent & Sub, easier to pierce since an individual person is not being held liable 

Radaszewski v. Telecom Corp-ct found that there was undercapitalization but there was insurance 

-Ct found sub was properly capitalized was financially responsible whether by insurance or otherwise

-It wasn't the fault of the parent that the insurance company who wrote the policy went bankrupt 

Sea-l& Services v. Pepper Source-In terms of when 1 corp is so controlled by another so as to disregard their separate 
identities, consider:
-failure to maintain adequate corporate records 

-co-mingling of assets






-inadequate capitalization 
-1 corp treating the other corp’s assets as its own. 


-Just b/c you have an unsatisfied ct judgment, not enough to pierce. 


-States go every which way in their application of piercing. 

U.S. v. BestFoods-parent is held liable w/o piercing b/c the parent is considered a principle & the sub is an agent 

-ct stated that parent would not be considered the owner of its sub’s plant but a parent could have direct liability for its own actions in operating a plant owned by its sub 

-ct looks to the normal biz practices between the parent & sub. 

-individual who was the employee of the parent & not the sub, apparently participated & exerted control over all or variety of sub’s environmental activities

Equitable Subordination

-if a corp is in bankruptcy the claim of a controlling SH may be subordinated to the claims of others, including the claims of preferred SH, on various equitable grounds. 

-Arises when corp is in bankruptcy

-Debt may be reclassified as common stock

-Not like piercing b/c SHs not individually liable, he just has lower priority then he wants 

SH's INFO RIGHTS & PROXY VOTING

1. SH Info Rights Under State Law

a) SH Rights to Inspect Books & Records (198-202, 2004 Sup 35-40)



BCL§ 624-books/records & right to inspect




(a) requires corps to keep books, records of accounts, mintues, etc.




(b) SH/his attny/his agent can dem& to see books if requrest in writing w/ 5 days notice & can 



'make extracts' of anyting reasonably related to a SHs purpose




(c) inspection can be denied if SH refuses to submit affidvit saying its not for innaproproate 



purpose & that he has not sold SH info to 3rd parties w/in last 5 years



BCL§1315-records of SHs




(a)how SHs can get SH lists




(b) request can be denied if SH refuses to submit affidvit saying its not for innaproproate 




purpose & that he has not sold SH list to 3rd parties w/in last 5 years


-SHs don't have to state a reason they wan to inspect unless corp asks


-can't prevent incpection theu bylaws b/c its a statutoyr right


-method of evaluating management stewardship of the corp, enables SHs to protect their investment


-includes corp Ks, loans, records effecting SHs interest, things relating to financial condition


-can’t get confidential info or to get inside info in order to invest or sell SH contact info


-SHs in DE & other states enjoy qualified common law & statutory right to inspect books & records 


-under agency law SH principle have a right to know how the agent is conducting biz  


Improper purposes-Selling SH list, idle curiosity, soliciting to take control or effect management


Proper purposes- rzbly related to the seekers status as a SH, to communicate w/ SH about corp policy (env harm)

-it's a proper purpose to communicate w/ other SHs about corp policy


-Once a SH establishes proper purpose, 2nd purpose that is not proper is irrelevant 


-scope of the SHs right of inspection is limited to those books/records required to satisfy the proper purpose


-public corps must file monthly, quarterly, & yearly reports w/ SEC  


-Most important disclosure rules-Proxy Statement w/ respect to corp & its nominees for the bd 


-info that is available to a SH for a non-publicly traded corp not subject to SEC regulations


-SH has a right to inspect books & records, provided made in good faith, proper time & proper purpose  


-BCL provides limited direction 4 SHs, corp must keep correct books & records, minutes of SH & dirs. meetings 


-corps must keep the name of the SHs & number of shares held by each  


-Any SH no matter the period of ownership or percentage has the right to inspect


-SH may be required to furnish an affidavit that inspection is not desired for any purpose other than for the corp & 
that person has also not offered to sell any list of SHs in the past 5 years. 


-SH may request annual balance sheet & profit list for the past year. 


-list of directors & officers may also be requested.


-ct will grant access to SHs list more readily than confidential financial info  


-corps can’t prevent SHs inspection of books/records thru bylaw amendment, but can limit inspection so long as 
it does not undermine statutory rules in favor of SHs inspection


Inspection by Directors: they have wide ranging rights to info of the corp via inspection of books & records



-in NY dirs. intention is irrelevant on the theory dir. must have access to all info to adequately perform his 

duties, but must have proper purpose 


Saito v. McKesson HBOC-HBOC had to restate its earnings showing a loss of $ after merger w/ McKesson


-ct says use §220 to sue derivatively (suit on behalf of the corp, $ to corp)


-you have to be a SH at the time
you bring a derivative suit.  


-if there is a continuing wrong from before the SH purchased the stock, then you can still get books & 
records if the wrong has continued until the time you have ownership 


-P still must show a proper purpose for every book & record they want 


-Documents obtained from 3rd parties may be the most important documents of all, & the test-are these 
documents necessary & essential to satisfy the SHs proper purpose 



-Appeals ct said Saito cannot look at HBOC’s books, b/c they are a separate legal identity & he is 


not a SH of HBOC, unless he can show fraud, but he can get the documents provided by HBOC to 


McKesson before & after the merger if the documents can show that McKesson should have known or 


did know there was something wrong w/ the merger.

2. SH Info Rights Under Fed Law & Stock Exchange Rules (p. 202-208, Stat Supp 240-243)



SEA § 12-Registration Requirements for Securities



(a)-unlawful to trade an unregistered security on a national securities exchage 



(b) resitration application shall contain....................

 

(g) corps w/ assets over $12M (10M?) & common stock held by > 500 ppl must register w/ the SEC 


SEA Rule 12g-1-An issuer shall be exempt from the requirement to register any class of equity securities pursuant 

to §12(g)(1) if on the last day of its most recent fiscal year the issuer had total assets not exceeding $10M 


& w/ respect to a foreign private issuer, such securities were not quoted in an automated inter-dealer 


quotation system.


SEA §13(a)-requires issuers to file info in accordance w/ SEC rules (SEC ulimate investigatory power!!!!)



(1)-reg. corps must file Form 10-K, has to included audited financial statement, management 



discussion of financial status and legal proceedings



(11)Form 8-K-requires timely reports for certain events (changing of directors, delisting, resignation)



Quarterly Reports-Form 10-Q: legal issues, proxy results, etc.


How Securities are Trade:
-Primary market: buying directly from the corp





-secondary market: how 99% of stock is traded (NYSE, NASDAQ, etc.)


Securities Act 1933-to protect investors by requiring full/fair disclosure of materials, particularly at IPO



-Rigorous enforcement of disclosure reports, if you are wrong-not good-5 yrd in camp fed


SEC Act 1934 covers securities markets, broker dealers & to counteract fraud, requiring additional disclosure 


for corps



-establishes continual disclosure system if the assets of the corp is over $10M & over 500 SHs



-requiring annual reports, tenure offer solicitation. 

-deals w/ insider trading, margin trading(borrowing $ to buy stock)market surveillance of exchanges & 


OTC, rules for manipulation of the market, deals w/ registration of exchanges & rules of association

-self regulated, requires broker dealer registration, investigation, & enforcement  

-Primary source of disclosure requires proxy statement & annual reports to SHs

-Schedules-SEC directives on how corps should draft certain documents. 

-Every proxy statement that registered corps distribute to SHs have the same format

-12(g)(1) trumps 12(g) 



-SHs receive: audit financial reports,annual management discussion of financial situation



-IPO- requires additional disclosure 


NYSE FILINGS- requires timely disclosure in response to rumors, otherwise can stop trading on a certain stock

3. Proxy Rules: Intro (208-212, Stat Supp 259-263, 267-273)


SEA §14(a)-cannot solicit proxy in ways not permitted by §14 (excepmts solicitations of less than 10ppl)



-§14 leaves solution of proxy procedures to the SEC



-gives SH an implied right to sue b/c SEC is too small to enforce everything


SEA Rule 14a-1-defines 'record date', proxy, proxy statement


SEA Rule 14a-2-specifies what proxy solicitations this applies to


SEA Rule 14a-4-those soliciting proxies msut disclose for whom they intend to vote for



SEA Rule 14a-6-filing requirements-corp must file proxy statment w/ SEC at least 10 days before mailing to SH


BCL§ 609-Proxies


BCL§ 610 & 611-election provisions


-after SEC puts it on file, company > depositors > brokers (legal title owners) > shareholders (beneficial owners)

-violation of proxy rules only enforceable in fed ct, can be enforced by private action

-broker can vote shares w/o permission of beneficial owner

-SEC can seek injunctions for threat of violation of any SEC act 

-SEC's philosophy is disclosure 

-Management can present a plan that really screws SHs, so long as the plan is fully disclosed

-SEC isn’t passing on the fairness or merits that is being presented to the SHs. 

Schedule A-proxy statment that elaboratly discloses proxy info, msu be sent w/ proxy materials 

Annual Meeting-usually the date is fixed in the bylaws, the bd selects a record date,then nominees for election of 
dirs are selected-on the dirs behalf proxies are made-no one is nominated until meeting is convened

-SHs select proxies for who they want to vote for-Solicitation proxies must tell SHs who they intend to vote for

-proxy = power of attorney.  

-materials must then be filed w/ SEC- performed by management & inside counsel pursuant to rule 14(a)(6 ), then reviewed by SEC
4.  Proxy Rules: Private Actions Under the Proxy Rules (212-225, Stat Supp 280)


SEA Rule 14a-9-no false or misleading statments



"..at the time in light of the circ under which it was made, is false or misleading w/ repsect to any material 

fact, or which omits to state any material fact necessary in order to make the statements therein not false 


or misleading or necessary to correct any statement in any earlier communication..."



-just b/c SEC OKs Schedule A doesn't mean its OK


Borak-SH can bring a direct or derivative suit under the proxy rules 


Shaev v. Saper-SH brings a derivative suit against the corp & dirs alleging proxy was false/misleading & there 


were material omissions

Test for materiality-substantial likelihod that reznable SH would consider it important in deciding how to vote 


Dupont-the proxy rules insure that SHs receive adequate disclosure of info, which is very important 


Examples of false/misleading statements: predicting value or outcome of meeting, one side ommission not cured 
by other sides disclosure or earlier disclosure---a little puffing is allowed 


-statement can't be so complex that only investment advisors can understand it


Mills-violation of 14a9 b/c omission in proxy materials, directors recommended merger but never disclosed they 


had been hired by new corp -the defect must have a'significant propensity' to effect vote, but don't have to 


prove it would have changed vote


TSC-proxy statment omissions are material is there's a substantial likelihood that disclosure of an omiited fact 

        would have been viewed by a reasonable investor to change total mix on info, doens't mean would have to 

       show vote would have been different 


Virginia Bank-statements of reasons, opinions, beliefs can be material mistatements 



-when no indicia of reliablitiy (Prez puffing future sales to press) then opinions, etc aren't actionable



-no implied rightof action if SH wasn't entitled to votein the 1st place



-if just allowing proxies to be nice, the no implied right to sue, but if by voting SHs lose a state remedy ct 


may be flexible



-in most states if frozen out you have a right appriasal day b4 merger is announced mand you'll get that 


price, but usually can't have voted on the merger to claim this right



5. Proxy Rules: SH Proposals (226-234, 200 Supp 40-42)


SEA Rules 14a-7-obligation of corp to provide SH list to another SH


SEA Rules 14a-8-SH proposals-a Q & A Guide



-lets SHs freride on corps proxy statments


-any SH who owns 1% or $2k of stock for 1 yr can introduce 1 proposal


-3 months notice to corp b4 meeting


-bd can repsond w/ 500 words or less


-if management intends to exclude proposal, must tell SEC & if SEC agrees they send a no-action ltr


-SH can then sue SEC or corp if they fail to include a proper proposal


Public Interest SH Proposals-first after WW2(Gilbert Brothers) there prposals are standards now 




-exploded in 1950's, but most never passed



-1980's focus on corp responsobility




-divestment from South Africa, reduce biz w/ commies, environment, affitrmative action



-1990's focus on corp governance (tobacco/environment still popular)



-be 1985 only 2 passed, not labor unions very strong, caps on exec pay


Exclusion of SH Proposals 



1) can exclude his proposal if the proposal isn't a proper subject for action by a SH under laws of the 


jurisdiction company is incorporated in (improper under state law)



2) not significantly related to corps biz (must relate to operation that account for 5% of biz or otherwisee 


significantly related-in 1970's ethical issues were broadly considered significant (foie gras geese) 



3) Management can exclude proposal that would interfere w/ duties exclusive to bd (ordinary biz)




-nuke plants are not ordinary biz


4) Management can also exclude proposals that directly conflict w/ management’s own proposals or 
duplicate another SHs proposal. 



5) Management can exclude recidivist proposals- if a proposal does not get 3% on its first try, 6% on its 


second try, & 10% on its third try- proposal can be thrown out. 



-Greyhound-corp excluded SH proposal to stop segregated seating in South b/c integration illegal in 



the south



-SEC threw out "corp should treat women fairly", "shouldn't invest in liquor stock"



Dow-SH proposal to stop making napalm during Vietman War




-managers couldn't exclude such a proposal if decision to make napalm was political not financial




-CEO said they weren't making money, just being patriotic



1992-EO/AA plans can be refused b/c its ordinary biz



1998-SEC reverses, not its a case by case determination on employee related SH proposals





-if its a significant social policy issue it should be included

CLOSE CORPS & DEVICES FOR CONTROL

1. Intro to Close Corps (p. 243-256)


DE- not more than 30 SH


NY- not on open market


-Different than publicly held corps, similar to partnerships, less continuity, not necessarily limited liability

-Less freedom to move & sell your shares, may not be perpetual, centralized management is often adjusted, 
limited liability to creditors, tax Savings, always litigated in state cts

-SHs in a close corp have a source of protection unavailable to SHs in public corp- can limit by private K 
preventing SHs from unilateral agreement. Can draft around abuse of minority SHs. 


Donahue v. Rodd Electrotype-Rodd sells shares back to the corp where his sons are in control

 

-Donahue was not permitted to sell back shares to the corp


-Donahue argues breach of fiduciary duty-either rescind offer to Rodd or purchase her shares for the same 
price Rodd’s were purchased at


-ct grants Donahue’s request by comparing it to a partnership


-SHs in a close corp owe one another some fiduciary duty in the operation of the enterprise


Utmost Good Faith- as in a partnership. 


-Substantial majority SH participation in the management of the corp.  


-this case only applies to close corps

Devices for Control in Close Corps: 1)restrict transferibility of shares






2) limit/control powers of bd






3) dissolution K if deadlock occurs






4) voting agreements  

2. Special Voting Arrangements at for SHs (pp. 256-264, Ringling & §620, TWEN)


BCL§ 609-proxies


BCL§ 620-agreements as to voting; provision in cert as to control of directors



(b)-close corps can eliminate bd of directors if htey wish


Ringling Bros-Barnum & BaileyCombined Shows v. Ringling


-the issue was a SH agreement covering the voting rights of Mrs. Ringling & Mrs. Haley. 


-Each lady had 315 votes, & Mr. North had 370 votes. 


-lwer ct determined the vote in accordance w/ director, Mr. Loos-it was valid stock pooling K


-SC determined the parties were bound to each other-no explicit proxy provision


-One party could not exercise the voting rights of the other


-SC says arbitrator can only decide based on K, can't enforce, can't force vote


-SC does not count Mrs. Haley’s vote b/c she was in breach of K for not acting in accordance w/ her 
agreement w/ Mrs. Ringling. 


-Parties should have given each other an irrevocable proxy of the other’s votes or created a voting trust

Irrevocable Proxy-Power given by a SH to another through a proxy to exercise voters rights independent of owner

-Power given as a security or power-must be coupled w/ some interest, otherwise not irrevocable


-interest can be in the stock itself or in the corp generally.


-person who holds an irrevocable proxy can invoke the power on his own behalf as well as on the power 
givers behalf. See §212(e) 


-typical situation is as a means of securing a debt 



-Examples of irrevocable proxy BCL §609(f)

3. Voting Trusts & Classified Stock  (pp. 264-267)


BCL§ 617-voting by class or classes of shares


BCL§ 621-voting trust agreements-new purchaser must be told if a trust is in place b/c he gets no vote


Voting Trust- under §621 ownership retained, someone voting on owner’s behalf (think Howard Hughes) 


usually requires:1) execution of written trust agreement




2) transfer of legal title to trustee for a period of time (max 10 yrs)


-SHs separate voting rights & legal title to the shares from beneficial ownership (dividends)

-SHs retain the rights of dividends & appreciation in the value of their stock. 

-trustee gets dividends & gives to beneficial owner, either party can transfer his interest

-2 or more SHs can be involved which is a pooling agreement where they turn over their shares to a trustee, this enforces an agreement they have entered into.  

-Trustee’s give SHs voting trust certificates of beneficial ownership, stating they have beneficial interest in the stock, & trustee’s have legal interest.

-beneficial interests (dividends/appreciation) can be transferred, but the voting rights can’t be b/c this belongs to the trustee 

-allows creditors to elect the bd until the debt is paid 

-used to preserve control-similar to how a SH’s agreement is used 

-used to ensure professional management of a corp when a kid has shares

-common law was hostile to seperation of voting rights & ownership


Difference between Proxy & Voting Trust: w/ a proxy, there’s no formal separation of ownership & control, the
 

separation is only temporary. Holder of the proxy is not a trustee-he’s an agent. Even w/ an irrevocable 


proxy, it’s not as formal as a voting trust



Different Classifications of Stock


-may have different voting rights in terms of electing the bd. 



-close corp SHs assume a role in decisions that the law would not normally permit SHs to be allowed in


Agreements to Maintain Control in Close Corp:




1-Restrict transferability of shares




2-Limit or Control the power of the bd of directors




3-Agreements relating to dissolution- buy sell arrangement is there is deadlock- one party can 



buy out the other




4-Voting Agreements- SHs will vote together on all sorts of things


McQuade v. Stoneham


-McQuade’s complaint was that the parties of the SHs K did not use their best efforts to elect him 

-Legal to have SHs uniting on certain issues but you can't limit election of directors or make limitations on management by directors of the corp(electing officers & creating salaries) 

-public policy that SHs by agreement amongst themselves can’t control the directors exercise of judgment 

-isn’t in the corps best interest b/c it would cause liability on the part of the directors if they make a decision that is not good for the corp in order to keep from breaching the K

-reason for this is supposedly concern for minority SHs

-Had the K simply guaranteed McQuade a seat on the bd of directors it would have been upheld b/c this does not limit the power/judgment of the directors 

-agreements will usually be upheld so long as they don't intrude upon powers of the bd


Clark v. Dodge -SHs K sought to keep Clark as GM of a corp so long as faithful efficient & competent

-K provided that Dodge would vote for Clark as director, Clark would continue as GM so long as faithful, efficient, & competent, Clark would received salary or dividends of 1/4 corp. net income, no salaries to other officers would be unreasonable. 

-ct upholds this K b/c any invasion of the power of the directors was negligible

-could only get net income which is after all creditors would be paid so the creditors are not hurt by this K

-Also, there was a limitation on Clark’s ability to remain as GM-requirement of efficiency & competency 

-reflects a policy against secret SH agreements that effect role of board


Longpark -even where all SHs agree, if the infringement on the powers of the bd is too great, the K will not be 


upheld b/c the state has an interest in the upkeeping of the statutory norm.

4. Agreements Controlling Matters w/in the Bd's Discretion (267-280)


BCL§ 620-covers all agreements as to voting; provision in cert as to control of directors-SHs can bind themselves 
in advance by K to vote for extraordinary corp matters such as dissolution-620 comprehends exercise of any 
voting rights



(a) available to SH of any corp



(b) available only to SH of close corps-allows SH to alter normal structure of corp form



(f) directors aren't liable for things SH did as managers


BCL§ 715(b)-officers


-SH (10%) or AG can bring an action to remove for cause.


Galler v. Galler (Illinois case)- ct found K was void -it restrictrf bd of directors & contained indefinite time 


period, which was against law & public policy

-ct found that the K was valid for the life expectancy of Emma Galler-26.9 yrs determined by an actuary 

-purpose of the K was to provide financial security for the widow of one of the founders & the ct finds this to be a valid reason for this K.  

-In close corps SHs may have large sums of money invested in the biz & depend on the corp & the capital generated in order to live. 

-SHs can’t sell shares of a close corp b/c no market

-ct says Ks like these are needed to protect the SHs of the close corp

-ct says the principal factors to look at in determining whether a SHs agreement is valid is:



-objecting minority interest



-apparent public detriment to creditors or third parties


-should have had a buyout agreement in case of major disagreement


How to implement an agreement under § 620(a)


-usually an irrevocable proxy pursuant to 609(f)(5) (expressly authorizes irrevocable proxies)


-K must be in writing & signed by both parties. 


Conditions that must be followed to bring §620(b) into effect:


-620(g) requires cert of any corp to contain a provision authorized by (b) 


-must be auhtorized by all SH


-provision must be noted conspicuously on every certificate for shares 


-share can't be listed or OTC


To Alter an Agreement under 620



-can amend cert (need 2/3 unless cert says more) (if corp formed after 1998 only need majority)



-will be held invalid if harmful tto creditors


Berezofsky Clause- a clause, which says that if any clause in the bylaws of the certificate is going to be 



struck down, the rest of the agreement is ok. 


-If any clause can be cured by action of the SHs the parties agree to do it immediately & will go to ct 
to prove it. 


Adler v. Svingos-3 SHs, provision requirement stated that there had to be unanimity


-2 wanted to sell, 1 did not. 


-ct upholds the agreement relying on Zion v. Kurtz, there were no 3rd parties who were injured so upheld 
even though they didn’t adhere to the statutory formalities (they failed to put the provision in the 
certificate of incorp)



-ct was concerned about fairness b/c there was an agreement 

5. Supermajority Voting & Quorum Requirements at the SH & Bd Levels (280-283)


BCL§ 608-quorom of SH


BCL§ 616-greater requirement as to quorom & vote of SHs



(b) supermajority provisions in the certificate can be amended by 2/3rd vote 



-To amend such a provision, if not 2/3, certificate must provide otherwise


BCL§ 617-voting by class or classes of shares


BCL§ 704(a) may be able to get a buyout if deadlocked b/c of unanimity provision


BCL§ 705-newly created directorships & vacancies


BCL§ 708-action by the bd


BCL§ 709(a)-deals w/ directors & quorum for directors


BCL §§ 616 & 709(a)- allow for high voting & quorum 


-Deadlock can happen very easily causing paralysis w/in the corp


-Modern statute allows supermajority voting (cert can require up to 100% to elect a director to protect small SHs)


-High Quorum-biz cannot be conducted at bd or SHs level w/out majority of bd or SHs


-In high voting situations, when deadlock occurs-ct less likely to ignore formalities, looks for reason to thow out


Sutton v. Sutton

-Cert provided that unanimous vote or consent of holders of all outstanding stock is necessary for transaction of biz including the cert. 

-P argues 2/3 is sufficient under the statute to amend the unanimity provision unless the cert. says otherwise

-ct stated the cert was specific enough therefore amendment was not valid-it lacked unanimous SH approval as cert said it must have. 

-If corp is deadlocked b/c of a unanimity provision then make a motion to dissolve the corp under §1104(a). 


Gearing-if directors stay away to paralyze corp long enough the ct may validate action taken w/o them

6. Fiduciary Obligations of SHs in Close Corps
(p. 284-295)


Rosenthal v. Rosenthal-4 specific fiduciary duties of biz associated in closee corps to each other (b/c so close)

(1) fiduciary duty to act w/ due diligence, care & skill as others under similar circ.

(2) 2 discharge duties affecting their relationship in good faith and furthering interest of one another

(3) to disclose & not to w/hold relevant info affecting status & affairs of relationship

(4) to not use their position, influence or knowledge respecting the affairs & organization


-No ready market for the shares, nature of the biz w/in the close corp receive their return on investments through 
salary & retirements benefits, & relationship is similar to a partnership. 


General Principals Involving Close Corps



-cts prefer to remain out of the internal affairs of a corp, unless a clear abuse of discretion or bad faith



-In the absence of the SH agreement or employment K there is no way a minority SH can force the 


majority to hire or retain her as an employee, there has to be an agreement



-Employment Ks are personal service Ks so remedies are very limited, cts will not order specific 



performance 


Wilkes v. Springside Nursing Home


-each participant invested $1K & was given 10 shares at $100, each participated actively in management

-falling out between Quinn & Wilkes, Wilkes gave notice to sell shares, Wilkes salary was not raised at the directors meeting, he was not reelected as a director or an officer. 

-Wilkes was “freezed out”- minority SH who can't sell his share but also cannot participate in the corp 

-the corp was declaring de facto dividends by giving salaries for tax advantage

-Wilkes alleges that D’s breached their fiduciary duty, & is seeking damages-salary he would have received, damages for alleged breach of K & damages for breach to him as a minority SH

-ct stated that there had to be a legitimate biz purpose for terminating Wilkes, which there was not. 

-ct in Wilkes is concerned w/ good faith action & the limitation of the majority’s rights to selfish ownership. 

-ct announces an intermediate level of fiduciary duty to SH
-duty is less strict than partners (utmost good faith, more strict then the large corp standard of the biz judgment rule 

-Majority right of selfish ownership has to be balanced against the minority SH’s interests

-burden on majority group to show there is a legitimate biz purpose for their action, & then the burden shifts to the minority SH

-test in terms of right of majority to do what they will w/ their control-is there another way to accomplish goal that is less harmful to minority stockholder. 


Better Approach- adopted in NY & other areas- look to reasonable expectations of parties when they 
entered the ventured & as those expectations have changed over time 


-If this situation was a partnership( Participation in biz is right of partner absence agreement to 
contrary, thus Wilkes could not be fired w/out dissolving the partnership.


Smith v. Atlantic Properties-minority SH handcuffing majority, b/c vote required supermajority 80% voting


-Wolfson refused to vote for dividends b/c he wanted to use the companies earnings for repairs 

-IRC if you accumulate earnings by to much of an amount & be called a holding company & be forced to pay tax penalties.

-What Wolfson was doing was economically irrational & as a result the corp was forced to pay penalty tax 

-ct found that Wolfson’s conduct was beyond reasonable & was charged w/ out of pocket expenditures of penalty taxes & attorney’s fees


Roberts- minority SH liable for breach fiduciary duty to majority. 


Merola v. Exergen Corp-D, majority SH & in charge promised P that if he accepts employment he can become a 


majority SH if he invests in the corp

-P is fired as a result of a personal conflict w/ D

-P alleges D violated fid. duty owned to him as minority SH, b/c he was not able to become major SH 

-ct says employment was at will, purchasing stock not a condition to employment. 

-different than Wilkes, b/c there is no evidence P was receiving dividends in the form of salary & stock investment was not tied to employment

-ct steps back from Donahue- controlling group in close corp must have some move to manuver to establish biz policy of the corp. 


-No biz purpose for termination nor was the termination for reasons of financial gain of majority SH 
nor was it against public policy. Not every termination of employee who happens to own stock gives rise 
to a breach of fiduciary duty of one towards another 

7. The Value of a Biz (p. 297-303)

BCL§623-provides more flexible approach to fair value

-subjective-depends on who is doing it, point of view making the valuation, depends on the context

-Value is what other people will pay for it, which depends on circ. @ the time of valuation & the method used

-Value-depends on nature of the biz, history of enterprise, economic outlook, outlook of specific industry

-Analysts will look to book value, earning capacity, dividends paying capacity, good will, publicly listed, market   

 value of stock- compared to others in the same industry--No fixed rules! 

-Cts that have valuation cases do compare companies to others in the same field 

-Financial situation of the corp is very important (liquidity, debt)

-In NY cs focus heavily on markey value for public corps
-close corps-any valuation generally upheld unless there is fraud

-no objective standards for close corps- no stock market, earnings are usually disguised as salary 

-there may sweetheart leases to the corp by SHs- a way of taking money out of the corp 


-If there is a young close corp, maybe few earnings, or success may be the result of one person 

Capitalization Rate- priced based on stream of profits expected-return rate required based on risk

Capitalized Earnings-subtract costs form revenues-the value of X from a yearly earnings perspective

Salvage/Liquidation Value-lowest price

Book Value-looks to historical price, usually low

Market Value-doesn't consider future value

Present Value-value of $X in the future (reverse of interest) ($926 if the present value of $1000 in the future)

Interest factors-rate of interest charged, amt borrowed, length of time

8. Restrictions on the Transferability of Shares & Mandatory Sale Provisions (p. 307-319)

-Belief property should be alienable (sellable) long history in corp law

Compromise: reasonable restrictions on transferability are permitted, SH must voluntarily agree & have notice at the time of stock purchase. Any method of setting the purchase price will be upheld in the absence of fraud b/c of the difficulty in determining value of stock in a close corp


Goals: prevent unwanted outsider from getting in, prevent shift in control when transfers to outsiders, provide a 
market for SH stock, to permit corp to eliminate SH in order to give remaining SH larger share of future growth. 


Allen v. Biltmore Tissue Corp- By-laws had a provision giving the corp option to repurchase a SHs stock in the 


event of death of SH. Corp had 90 days. If Corp passed on the option then executor could sell it



-executors did not want to sell shares back to estate arguing agreement unreasonable & void



-Ct determined agreement was reasonable b/c restriction was only for 90 days & if they passed then 


executor could do whatever he wanted. 



-Test- is restraint reasonable? did purchaser have notice? 



-Primary purpose of this type of restriction is to restrict admission of new
SH. Agreement is not void if 


option price differs from buy back price, the ct will not look at price, cts only look at price when 



considering unconscionability. 


Evangelista v. Holl&-Argument that duty of good faith & loyalty was violated- goodness has nothing to do w/ 


when you have buy/sell K. When you enter into a K you are making a bet at the price at which you buy or 

sell it will be good for you, which the other party is also doing. Mutuality of risk present w/ buy/sell Ks. 



-cts will not interfere w/ consideration unless fraud or outrageous unconscionability 


Restrictions On Alienability- cts modern rule that reasonable restrictions are valid & enforceable.

First Refusals-prohibit sale of stock unless shares 1st offered to corp, other SH, or both, on terms offered by 3rd party. Most liberal. 

First Options-prohibit transfer of stock unless shares 1st offered to corp, other SH, or both at a price fixed
under 
terms of option. Corp sets price & purpose for restriction is relevant. Prevents outsiders from obtaining 
ownership & maintains interests of SH. 

Consent Restraints-prohibit transfer of stock w/out permission of the corp’s bd or SH. Very restrictive but not 
in co-op apartments. 


Contingency-Buy/sell arrangement upon death. Estate obligation to sell, corp obligated to buy. Stock redeemable 
when corp wants to call it- common w/ preferred stock. 


Mandatory Sales- give the corp or other SHs option to purchase SHs stock upon the occurrence of designated 
contingencies, even if the SH wants to retain the stock


Pricing Provisions- pricing clause in 1st options, repurchases, & buy/sell arrangements

a. Book Value- historical

b. Capitalized Earnings- subjective

c. Periodic Revisions- price agreed upon when stock adopted- revisions to be done at short intervals- problem must revise or adopted price stays. 

d. Appraisal- triggered when one party wants to sell, procedure to pick impartial appraisers. 


Gallagher v. Lambert (NY Ct of App)

Merola involved corp duty to P as an employee, Gallagher looked at corps duty to minority SH

-Corp could buy back stock @ book value if e’ee no longer employed prior to certain date for any reason. 

-After that date, buy back price is the current value of the stock

-Gallagher alleges breach of fiduciary duty- he argues he's being squeezed out as minority SH 

-Gallagher wants higher price & he was terminated in bad faith b/ccorp wants stock back at the lower rate  

-ct determined that the Gallagher got what he bargained for 

-ct says Ks themselves defined the scope of fiduciary duty & supplied certainty of obligation to each side. 

-in NY K superceds fiduciary duties

-P could have brought an action under 1104(a) dissolve corp or get fair value of shares

-Gallagher differs from Donahue v. Rodd b/c no buy back K in Donahue. Gallagher could protect himself. Donahue inherited shares from husband 


Jensen v. Christiansen-ct found breach of fiduciary duty by corp when they wrongfully discharged Jensen 
9. Dissolution for Deadlock or Oppression (p.320-333, 336-341, Problem IIIV)


BCL§ 1001-voluntary dissolution if authorized for approved by 2/3rds of outstanding majority

BCL§ 1002(a)- If SH’s wish they can have a clause that makes the corp almost like a partnership, if dissolved at 
will or upon occurrence of an event 


1001 & 1002- limited to majority of the SH’s


BCL§ 1104(a) (CLOSE CORPS) Petition for judicial dissolution under special circumstances-50% of SH required 
to present a petition, but if no mtg for 2 yrs anyone can petition, if you have supermajority clause then you need 
1/3 to bring petition


620(b) (CLOSE CORPS) the ct shall take into account if liquidation is only feasible means investors can 


expect a return on their investment. Generally minority SH of close corp would have an equitable right if 


majority SH guilty of fraud or illegal or wasteful conduct. Minority SH that were just abused did not get 


much sympathy for reliving that. Legislature adopted 1104-a- b/c it was concerned that a minority 


SH at odds w/ management policy had no voice to protect its investment.


-620(b) & 1104(a) are the only 2 laws that defined close corps in NY


1111- Judgment or final order of dissolution. NY cts generally won't order dissolution if corp is profitable even 
though cts permit it. 


1118- Purchase of petitioner’s shares; valuation- 


Wollman v. Littman

-Ds are suing the Ps for taking biz away from the corp w/  50/50 ownership between P & D

-P countered saying Ds suit makes corporate management impossible

-ct says irreconcilable differences doen't mandante dissolution- dissolution was P’s request 

-If corp is dissolved, D’s separate action against P for stealing customers would fail, then in dissolution D’s would be squeezed out of the biz.  

-Receiver appointed to held function the regular conduct of biz until ct determines otherwise 

-Cts reluctant to dissolve a growing biz. 

-Alternative to SH- judicial death of corp, traditionally cts have not ordered dissolution particularly if corp is earning $ 


Smith & Jordan cases-Smith & Jordan resigned from small close corp righ b4 merger & gave their shares bakc to 


corp for 23K, after merger worth over 400K, there is a duty to tell about mergers in close corps



-in public corps don't have to tell about merger, but can't lie if asked

Matter of Kemp & Beatley, Inc.-Unhappy retirement



-Corp changed method of retireration-extra comp through bonuses & other things were cut off 



-This excluded Ps from gaining any return on their investment & they claim they have been treated 


oppressively 


-§1104-a: protects minority SH whose reasonable expectations when they entered venture was frustrated 
& they couldn’t get out of corp


-ct says this statute is not to be used by minority SH to stick it to the majority 


-a buy/sell agreement should have been in the agreement between corp & employees. 


-Statute doesn’t define oppression, so it’s been left up to the cts


Cts define Oppressive w/ Objective tests:


1) Matter of Kemp & Beatly, Inc.-Oppression is when the majority’s conduct substantially defeats 
expectations & when viewed objectively minority’s expectations are reasonable under the 
circumstances, & central to P’s decision to join the venture. 


2) Meiselman v. Meiselman- oppression refers to reasonable expectations referring to parties expectation 
that they will participate in the management of the biz or be employed by the company. Reasonable 
expectations change over life of corp 


3) breach of a general fiduciary duty of good faith & fair dealing that majority owe to the minority


4) Donahue v. Rodd- conduct that constitutes a violation of the strict fiduciary duty of utmost good faith 
& loyalty owed by partners. Analogy used for close corps


5) English case law- conduct that frustrates the reasonable expectations of the investors 


Chesterton

-S corp is the godfather of LLCs, gives tax advantages. 

-S corp- can't have any SH who themselves are corps- thus, the proposed tax transfer would have resulted in a loss of tax treatment. 

-ct held expectations/understanding of SH relevant 2 determine breach of fiduciary duty under MA law 


McCallum v. Rosen’s Diversified Inc.

-Corp gave shares to e’ees w/out providing a price or mechanism to get the shares back 

-McCallum wants to redeem his shares for 5 million, & Ds offered 600K (book value)

-McCallum alleges that that majority SH’s acted unfairly prejudicial towards him- when he was an officer of the corp he was undermined. 

-McCallum’s expectation was that he would have an active role in management as an CEO.

-ct suggests that b/c he was a CEO he has a right to get fair value of shares. Stock was issued to him in part as an effort to have him remain at the company, which triggers the Minnesota Statute. 


-Most States have statutes to grant involuntary dissolution. Cts basically look at particular facts.  


-Dissolution has changed over time-1st only for cases of deadlock, then conversion, then mandatory buy outs 


-easier to convert an order mandatory dissolution for a buy out- costs less money 


-If dissolving corp NY sometimes gives a minority discount, b/c control is worth something & a marketability 
discount (cannot sell shares). 


-Arbitration widely used in NY for any kind of close corp dispute.


-Modern cts have said you can’t get around arbitration agreement by dissolving corp. 
THE DUTY OF CARE

1. Basic Standard of Care: Duty to Monitor (p. 373-384, 385)


BCL§ 402(b)-cert of incorp may limit/eliminate liability of directors to SH & to corp for breach of duty, except:



(1)bad faith/intentional or knowing violation of law/taking financial gain for himself 


BCL§ 717-duty of directors


BCL 719- directors who vote or concur joint & several liability is found- director is considered concurring if he 
says nothing unless a dissent is present in the minutes. If director is not a the meeting he is considered to concur 
unless he sends 
by registered mail requesting his dissent to be registered in the minutes. 


BCL§ 720-permits an action for neglect (see below)


Francis v. United Jersey Bank-Whether a corporate director is personally liable in negligence for the failure to 




prevent the misappropriation of funds by other directors who were also officers & SH’s in the corp? 




-W made director after Hs' death, knew nothing of the corp, its affairs & its financials. Corp went 





bankrupt as the result of her son’s actions of misappropriating funds, biz was run on the basis of trust 



-Duty owed to SH’s, creditors (usually only recognized in bankruptcy setting or in reference to a bank 




where loaning occurs), & the corp 



-Director has a duty of care of a reasonable person in similar circumstances.



-Duty to have knowledge of biz, informed- some kind of supervisory role, to attend meetings, be familiar 
w/



corporate finances, duty to assure bookkeeping methods conform to industry custom & usage. At certain 




points directors should also seek counsel- specifically when they 
suspect illegal conduct 



-Ct finds W breached her duty b/c she was put on notice of capital deficiencies, nature of biz was based 


on trust & she should've known the corp annually received millions & should have prevented illegal acts. 


-when nature of the corp has an aura of trust- dealings w/ firms like this expect a higher standard.



-Dirs should expect ppl will be tempted by $ available & will commit fraud.



-Ct finds she has a greater duty then just objecting to the fraud but to hire an attorney & bring suit. 


Assumption negligence led to insolvency. 



-Directors are not investigators, but if your suspicions are raised you have a duty to ask questions. 


Provide early warning to directors that there are problems. 

Aronson v. Lewis- Duty of directors to inform themselves all material info, act w/ requisite care in discharging 



duties. Under the biz judgment rule-director liability based on concepts of gross negligence. 

Gross negligence standard is still used although it is an imprecise standard. Although there is a breach of duty of care-breach must have caused the loss to find liability. 

2. Biz Judgment Rule  (p. 386-414, Problem IX)


Kamin v. Amex



-Amex bought 2M shares of DLJ stock for $29.9M in 70’s when DLJ stock sunk to $4M. Instead of selling it, Amex declared special dividends. If Amex sold, loss of 20 million which could have been deducted from income saving 8 million. Declaring special dividend no tax benefit.  P alleges Amex did not want to sell b/c Amex’s net earnings were kept high, if sold at a loss then earnings would have declined- possibly causing stock to decline & make senior management look bad.



-Problem w/ American biz, pressure of management to show increased in quarterly biz- a reason why management is tempted to play w/ the books.



-There was no fraud- 4 of 20 directors may have been effected by decline of earnings. 



-Ct dismisses b/c of biz judgment of the bd of directors. Ct won't interfere for mere errors in judgment. 



-Directors room rather than ctroom is the proper place to trash out biz judgment.


Divergence of standard of care & standard of liability.


Standard of review applied to performance of duty care less stringent than standard of conduct on which 
performance is based.  


Biz Judgement Rule--if conditions are satisfied, the lower standard of review applies-was the decision rational 



(any justification for it whatsoever will suffice).  The condiitons are:

1) Directors made a decision (attentiveness)

2) Decision must be made in way the director reasonably believes is appropriate (informed-process)

-bd member can rely on reports/committes, must have read them & must be in good faith & rzbl

-bd can rely on attnys in NY, but not DE

3) Decision made in good faith (no illegality/fraud)

4) Director can have no financial interest in subject matter of the decision (no conflict of interest) 

             If these factors not met, a higher standard applies, ct looks to fairness & reasonableness of the decsion


Perlman -Technicolor’s bd failed to reach an informed decision therefore biz judgment rule did not apply 


-BOP switched to the bd & bd must show their decision was fair to the corp & to other SHs 

-If conditions of the biz judgment rule were followed. then directors decision would be reviewed as whether the decision was based on any rational basis 

Unreasonable v. Irrational test-. When biz judgment rule is the defense, to over come the biz judgment rule decision 



must be irrational.  This standard is b/c there's fear of imposing liability for decisions that turned out badly 



which may not have been a bad decision. Biz decisions are always made on incomplete info in the face of 



obvious risk. Under the reasonableness standard of review, fact-finders may determine decisions that turned 
out badly as bad decisions-Hindsight Bias! 

Purpose of Biz judgment rule- protect directors from imposition of liability b/c of the hindsight bias. SH’s may be held if managers & directors are risk averse 

Cash out Merger= when there's a merger-bds of both corps have to recommend it & SH’s have to prove it DE-NY(if incorp b4 1998-2/3rds) majority.  One corp mergers into another, the corp which is merged receives cash & SH’s no longer have stock in the merged company.

-If there is a class of stock that doesn't normally vote you only need a majority of that class.

-even if SH of both corp approve the plan, the bd can abandon the plan 

-if stock not listed on exhange, each SH entitled to an appraisal if they disagree w/ ther merger

-if listed on an exchange all you can do is take $ or sell your stock on the market (910(a)(3))

Difference between Leverage buyout & ordinary sale- amount of debt incurred from a leverage buy out can be difficult to pay out. A management buyout is a leverage buyout when incumbent managers of biz have some equity participation. Managers will know where some insufficiencies are. 

Intrinsic Value-lower or greater than stock value, not yet recognized by public 


  Intrinsic Info-what insiders know that will boost value (Apple's next big thing)



 Smith v. Van Gorkom- Class action challenging cash out merger, allegding harm to SHs  

-CEO said leverage buyout at $50 was doable, but $60 was difficult b/c will be hard ot pay back loans

-VG told bd about $55 offer but didn't tell them it was his idea or how it was calculated

-VG hires attny who tells bd they could B sued if don't accept offer & fairness opinion not needed by law

-corps are always sued & not everything you should do is mandated by law (CYA!)

-bd approved merge w/ 2 conditions: 



1) TransUnion (TU) reserved right to accept better offer during market test period



2) TU could share its proprietary info w/ other bidders

-then bd approved final merger agreement which had amendments bd never looked at  ?????

-SC said bd had no rational basis for agreeing to amendments, there were no "reports"

-can't say "experience guided us" even if a really experienced board

-VG was in violation of his duty  of care/good faith (went behinds boards back, didn't tell them how he valuated, never read agreement or amendment b4 signing it, spoke to bd about things he didn't understand, sabotaged market test w/ KKR)

-ct says bd has duty to get a fair price thru and informed process

-independent outside dir opinions given greater defference, 

-now indeps hire a seperate firm to value corp & corp hire investment bankers to jsutify their decision 


Legislative reaction to Van Gorkum-now directors can K out portions of the duty of care, but can't K away duty of 
loyalty, acts/omisions in bad faith, knowing violations, illegal payment of dividends, conflicts of interest


BCL§ 402(b)-NY allows corp to indemnify bd

BCL § 720 provides for action against the bd for neglect- you can sue under that section for malfeasance (neglect) or nonfeasance (no action)- not misjudgment 


§719-direcors liable for giving out dividends in contravention to §510 (when corp is broke)



-If dirs negligence is proximate cause of harm to corp, dir can be held personally liable-VERY RARE!

-Dirs are responsible to know by-laws

3. The Duty to Ensure that the Corp has Effective Internal Controls  (414-426)

Codes of Conduct are implemented in corps :

· Legal Ethics

· Legal Compliance- antitrust laws, foreign corrupt practice act

· Corporate codes of insider trading

· St&ards relating to conflict of interest, gifts, contributions (i.e. political).

Caremark-did the bd meet its responsibility in creating a monitoring system so the corp acted w/in the law?

-Corp knew behavior of bd was questionable, not known it was taking part in illegal acts (referring patients in exchange for $-the action being using consultants, researching, other management getting around the law), but the corp was taking part in questionable acts. Corp found taking kickbacks & held crim. liable.  

-corp hadn't put adequate system to monitor employees, causing harm to SHs.  

-ct says it is unlikely the bd would be found to have violated fiduciary duty to SHs, b/c the bd has tried to assure that Caremark was following the law.  Here, this is a large corp & dishonest people can be present which can hurt the company, this cannot be blamed on the bd of directors. 

-Directors are not investigators- absence suspicion no duty for directors to install a system of corporate enterprise. Bd is expected to put into place some kind reporting system so that they can get info, & people who want to be whistleblowers can be.  This allows senior management & the bd to reach informed judgments. The nature of the system is a question of biz judgment. 


        -No liability for directors b/c bd didn't know actions were illegal, advice by counsel that activities were 

         contestable. You can't expect dirs. to have detailed info about all aspects of corp. If liability was imposed on 
     
         directors- no one would be directors, it is not worth legal fees & aggravation that can occur. 

4. Limits on Liability: Directors' & Officers' Liability Insurance (p. 426-430)


BCL § 719 - Liabilities of directors in certain cases.

BCL 402(b)- Certificate of incorp provision to limit liability of directors



-Federal Securities Law- high st&ard of due diligence, significant degree of individual inquiry. 


D&O Insurance usually has 2 parts:



1-reimburses corp



2-reinburses directors/officer for personal liability expenses


-D&O cost increased 1000% after Van Gorkum-won't even insure higher risk corps

5. Duty to Act Lawfully (p. 430-433)

Miller v. AT&T--SH derivative suit, failure of AT&T to collect $1.5M debt from DNC was breach of duty to 


exercise w/ due diligence.

-AT&T says biz judgement rule

-ct says it was a violation of fed election laws

-any violation of law is a direct violation of fiduciary duty

-Now FCC says cut off phone service for political candidates who don't pay bill in time

-Corp Managers can be held criminally liable if they cause or perform a criminal act

-managers also can be found crim liab for actions of ppl under their supervision even if they don't authorize the

violation-anyone who had a repsonsible share of the activity


ERSSA-extra duty for directors in pension funds


National Bank Act-dirs of national banks are personally liable for knowing violations


-Dirs can be held liiablee for tortious acts he committed as corp officer


American Airlines-AA frequent flier application prohibited sale of miles



-brokers bought & sold miles



-AA sued them individually & the corp



-ct said bd participated actiley so liable

DUTY OF LOYALTY-can't serve 2 masters
1. Self Interested Transactions (p.434-454)


BCL§ 713(a) interested transaction not void for conflict alone



(c) interested directors counted & present for quorum of board



-interested dirs have to tell material facts to as to their interest in the transaction to rest of bd/SHs


-material facts must be disclosed in good faith or known to voters


After Compliance w/ §713-BOP on P to show unfairness


Failure to Comply w/ §713-BOP shifts to dir to show its fair/reasonable


§708(b)-majority of thise present is required

BCL§ 714-loans to directors
Uninterested=if dir has no significant relations w/ interested party or significinat interest in the transaction himself

ALI 1.23-only if there's a material pecuniary interest in the transaction

DUTY OF LOYALTY-Dir can't use position to obtain benefit for herself or advantage that belongs to corp. The fact that a transaction occurs where director has personal interest- must look to fairness to corp & made in impartial bd environment- nothing wrong w/ conflict of interest so long as procudre followed 


Two issues:  
1)Transaction fair to corp at time it was entered into 




AND 




2) was there disclosure of potential conflict of interest 


Smith v VanGorkum-even though a duty a care case, also an element of loyalty



-director can't appropriate benefit to himself

Lewis v. SLE.-P in a SH derivative suit alleges his that dirs & officers wasted SLE’s assets when SLE lease biz to LGT from 1966-1972 at to low a rental. LGT is the biz, SLE is a corp that owns a building.  

-K provided that in 1972 children were to sell all stock of SLE at book value of SLE stock. P, SH of SLE, never a director or SH of LGT.  The lease expired w/out renewal or increase b/c SLE existed only for the benefit of LGT & to limit liability. No SLE directors who were not also directors of LGT, thus there was a conflict of interest b/c there were SHs of SLE w/out connection to LGT.  Complaint limited to 1966-1973 b/c Donald was a SH for this period of time.(§626(b)).


BOP-Directors had to demonstrate fairness of transaction w/ SLE & reasonableness of conduct of LGT in transaction w/ SLE.  Biz judgment rule does not apply when there is a conflict of interest- rule presupposes there is not interested party. 

CONCLUSION: Ds did not carry BOP that rental price of LGT paid to the corp was fair, no appraisal. The court found that a fair rental value was substantially higher than what LGT paid. As for Donald, he may be able to get more money & will not have to tender his shares until he does. Rem&ed for upward evaluation. 

Talbot v. James-Ks between J & T for James to build apartments on property owned by Tt.  Typical problem of close corp. The value of land contributed was 44k.  J got the financing.  Issue of conflict was that James made himself the general contractor using his own construction corp to build the apartments, was compensated 25k w/out disclosing to T.  Tt argues J received 25k for something he was already required to do, no consideration pre-existing duty rule.  Under 624(b) right to records of SH meeting (e) right to balance sheet of profit & loss; 1104(a)-(c) sections deal w/ oppression- right to books & records for three years.  In NY cannot be refused to access to books & records as J did to Talbot.  Js mistake was not disclosing to T his interest, & the record reflected it was never in the minutes of the corp. Js responsibility supervisory already required for this.


Pre-Existing Duty Rule-can't get extra $ for something yr already supposed to do anyways under a K 

VGS v. Castiel-3 Corps in LLC agreement on % to split.  Castiel had the majority to hold control of 2 of 3 bd of managers, power to prevent bd decision.  On the bd was Castiel, Quinn, & Sahagen. Castiel & Sahagen disagreed on how the LLC should have been run. Castiel argued Sahagen wanted control of LLC.  Sahagen argues Castiel ran LLC poorly hurting capital & turning away managers & LLC assets were transferred to Ellipso to prevent failing of Ellipso.  Sahagen convinced Quinn they should ditch Castiel. Quinn & Sahagen w/ written consent merged LLC into VGS, VGS took on LLC assets naming themselves to the bd of the directors of VGS, the entire time Castiel was not given notice. 


-Sahagen & Quinn breached duty of loyalty to Castiel & LLC, by not giving notice to Castiel.  As a result of breaching duty of loyalty Defendants were not permitted the protected of the biz judgment rule. 

Cookies Food Products v. Lakes Warehouse-SH derivative suit by minority SH of Cookies alleging Majority SH Herrig & 2 corps of his Lakes & Speeds breached fiduciary duty to company by fraudulently misappropriating funds & converted corporate funds by gaining control of cookies & entering in self-dealing.  Herrig acquired majority control of Cookies (53% owner) & changed 5 members of the bd-extended the term of exclusive distributorship w/ Lakes, acquired more money, took additional role of product development- which bd then approved royalty fee for development of taco sauce.  Herrig was benefited substantially.  The objection is that Sh’s are not getting dividends (no return on investment) & as a result of having shares in a close corp there is no market to sell.  SH’s cannot bring suit that bd is not declaring dividends b/c that is a decision of the bd- the declaration of dividends is particularly w/in the biz judgment of the bd.  Plaintiff’s legal allegation breach of fiduciary duty by self dealing.  Plaintiff’s argues that the bd gave to much money to Herrig- Herrig controlled the bd, he breached his fiduciary duty, received to much money for his services, resulting in corporate waste.  The majority disagreed.  The stock has increased in value- even though stock cannot be sold.  Herrig admits as a majority SH same duty as if director or officer.  Prior to obtaining majority control, as a SH he has not duty to Cookies or other SH. 


RULE:  test for allowing an interested transaction is that there has to be full disclosure & approval by bd members, must be fair to corp & SHs. 


-common still applies-Even if directors followed statute must show they acted in good faith, w/ honesty & fairness, all of these factors must be satisfied. 


-Plaintiffs argument for applicable standard of law:  There is no issue that Cookies is a success, issue is Herrig is being paid to much, b/c the bd is agreeing to everything he wants.  Not only fair price, but fairness of bargain to the corp. In other words, Cookies could have gotten some of its services at lower prices.


Ct:  All agreements w/ Herrig benefited cookies, there was full disclosure & that is the end of the matter. 


Dissent: SH did prove FMV of D services & Herrig was overpaid- not an arm length transaction.  Herrig skimmed of profit, corp could be more valuable, & Herrig ignored fiduciary duty. 


-other cases say minority SH do have a duty to each other




2. Statutory Approaches (p. 455-463, Problem X)


3.Compensation, Doctrine of Waste & Effect of SH Ratification (2004 Supp 97-112) 




BCL§ 202(a)(10)-general powers of corp include electing/appointing officers/employees/agents of corp, define 




their duties, fix their compensation & compensation of directors & to indemify corp personel


BCL§ 202(a)(13)-general powers of corp include paying pensions, profit sharing, bonuses, retirement plans, etc.


BCL§ 712(a)(3)-committees can't decide the compensation of directors, entire bd must do that


BCL§ 714-loans to directors generally not allowed, exceptions found in (1) & (2)


BCL§ 720-action against directors & officers for misconduct


Executive Compensation-critics say pay not linked to performance, execs have to big a role in detemrining their 


salaries, overlapping compensation committees



-the more dirs are paid, the more likely they are to not want to piss off CEO

Lewis v. Vogelstein- SH suit alleging that the proxy statement in favor of adopting stock option plan was incomplete & misleading & the value of the stock option grants which directors could be entitled were not included.  Standard of care that Ps allege is 'entire fairness' b/c the entire bd has a conflict of interest.  P alleges proxy statement was incomplete b/c directors did not disclose value of what the options were & Ps said this was corp waste & breach of fiduciary duty to SHs.  The present value was 180K each dir, & this was never disclosed to the SHs.  SHs may have determined otherwise if they knew.  Plaintiff states value of the options should have been disclosed to SHs prior to voting on the plan. 


-ct finds no legal obligation for dirs who seek SH ratification to disclose present value of these options. 


-duty of disclosure is satisfied by fair summary of the terms & conditions of option plan.  Ct doesn't dismiss complaint b/c there could be corporate waste.  Ct then looks to issue of SH ratification of DE law, which differs from NY law.   Basically, ratification gives ex-post-facto legal authority to an agent. 


-Ct also says there may be waste-giving away of corporate assets- it’s a gift, no consideration.  Ct looks at development of law ratifying options in DE.  Options will be approved in De unless absence of  consideration. 


-This decision says that there has to be full disclosure. 



Zupnick v. Goizueta-Options granted to Goizueta could not be exercised for 12 months from the grant to prevent Goizueta from retiring.  Coke made mistake of compensating for past services- past consideration is not consideration.  -ct found there was no waste & there is an exception that reasonable disinterested dirs could have & did conclude Goizueta’s past services were unusual & character & therefore allow compensation for past services.  

Sanders v. CA-CA has lavishly awarded its CEO over the years.  A key employee stock ownership plan was permitted to participants.  Original grant of options did not have standard clause stating adjustment for stock splits.  Bd decided to issue another 20.25M shares, P sued to set aside extra shares, bd defends on exercise biz judgment. Ct denies motion to dismiss finding compensation committee awarded extra options w/out justification. Test: No person of normal judgment, ordinary biz judgment would believe this is fair to the corp.  The court denies the motion to dismiss on the basis that the bd exceeded its authority. 

Disney -Ps allege Dirs breached fiduciary duty by blindly approving employment K for Ovitz & his termination w/out any review or determination-costing corp $140M.  Also, dirs failed to exercise biz judgment, made no good faith attempt to fulfill fiduciary duties Summary incomplete- excludes exercise price of the stock- no compensation experts used, no supporting data.  Compensation committee approves but does not condition approval on examining final K.  Eisner given authority for final approval. 

How does the final version of the employment agreement differ from the drafts to the compensation committee? 

i. Change in non-fault termination clause- original version Ovitz collects only of wrongful termination, death, or disability.  Final version - full benefits of non-fault termination even if negligent or unable to perform his duties. W/ non-fault termination w/ final version, discounted salary for rest of term of K, 7.5 mil bonus, stock options invested, & lump sum 10 million. 

ii. Backdating options- options were exercisable immediately- time of preliminary K & the time agreement is signed. 

Ovitz & Eisner agreed that Ovitz should leave, but Ovitz could not just resign he would not get benefits. Non-fault termination he could get all benefits listed in agreement.  New Bd, compensation committee not consulted, no approval-

Derivative Suit- suit on behalf of the corp by a SH.

Requirements: must make a demand on the bd to correct action complained of.  Under DE law & most other states, there are situations where the plaintiff can be excused from making a demand on the bd if it will be futile.  It will be considered futile to make a dem& on the bd:


1) When the directors are not independent, but interested.


2) Challenged transaction wasn't the product of bd interaction- bd never exercised their duty of 


 
care on the issue. 

-Ps must allege facts that raise doubts that action was taken in good faith or to show whether the bd was adequately informed to rebut defense of biz judgment rule.


Ct Says:Complaint is not dismissed, Ps satisfied 2nd prong of Aronson decision- they don’t have to make 



demand on bd to bring a derivative suit


Ovitz’s duty- duty to negotiate in good faith & not put himself in an advantage over the other SHs.  Ovitz had a fiduciary duty. 

4. Corporate Opportunity Doctrine  (p. 481-494, Stat Supp 11))


Restatement Agency § 388-XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

· Deals w/ duties of directors in connection w/ their biz dealings outside the corp.  

· Biz dealings outside corp subject executive to conflicts of interest- may require exercise of discretion not in best interest of corp. 

· Tests cts apply whether there is a corporate opportunity.

· Oldest test is that corporate opportunity is a biz opportunity where corp has interest or expectancy, which is necessary or essential to corporate operation. 

Tests:

1) Line of Biz Test (Guth v. Loft ) Whether oppty was in the corp’s line of biz (any subject w/in the line of biz).

2) Fairness Test (Durfee v. Durfee & Canning)

3) Two-Step Test (Miller v. Miller)

Northeast Harbor Golf Club v. Harris


-under the principles of corporate governance bd member must bring opportunity to attention of the bd, the corp is to reject the opportunity- rejection is fair to the corp. Or, a situation where the opportunity is rejected in advance, following a procedure, which the corp sets up. ALI approach- opportunity is disclosed to the bd, & opportunity be rejected by the bd. Key of ALI test is disclosure.  


-fiduciary duty always applies until you've disclosed & gotten approval from bd or SHs
Lagarde v. Annison Lime & Stone-corp oppty doctrine applies only when the dir/officer has acquired property in which the corp has an interest already existing or in which it has an expectancy growing out of an existing right or his interference will in some degree balk the corp in effecting the purposes of its creation 


-If someone is involved in several corp & receives notice of an opportunity, it does not automatically mean person 
has to turn over info to all corps or to any one corp

Parent/Sub Corporate Opportuniy Problems


-multiple sources of conflict exist- executive of parents serve on bd of subs.  Parent company dictates directly & indirectly subs operational policies & decisions.  When sub is totally owned by the parent & there are no minority SH- parent can do whatever it chooses w/ the sub.  Dealings between parent & sub only partially owned by parent- runs several risks of controlled abuse by parent against sub



1) dividends-sub declares dividend to cash strapped parent- Sinclair oil 



2) sub could adopt no dividend policy- forcing SH to sell stock to parent- probably at low price 



3) sub issues shares to parent at less than fair value, thus diluting 
minority SH interest 



4) Sub can purchase shares from parent at greater than fair value, increasing parent value 



5) Unfair transactions-sub enter Ks w/ parent, which are unfair to sub 



6) Situation where parent takes opportunities away from sub for themselves-Sinclair oil  


-Conflict of interest statutes are helpful- Most cts including DE accept argument that a parent should be able to exercise its control position.  Parent-sub dealings in ordinary course of biz are subject to fairness review only if minority can show parent preferred itself at sub’s expense, if so cts will presume that parent dominates sub’s bd, placing burden on parent to prove transaction fair to sub.  Just as SH ratification may insulate directors self-dealing as in 713- approval by majority of disinterested SH in sub may insulate parent. 

Sinclair Oil Corp. v. Levien-Sinven- Sinclair oil operation in Venuzula, sub of parent company Sinclair.  


-Sinclair owns 97%, 3% publicly owned. Sinclair controls Sinven bd.  Lower ct finds that Sinven’s directors are not independent of Sinclair.  All of directors of Sinven also happen to be directors, officers of Sinclair.  Clear that Sinclair owns some fiduciary duty by reason of domination of company & control of Sinven’s bd. 

-P alleges that bd of Sinven gave an upstream dividend & Sinclair breached K w/ which Sinven never sued for & Sinclair took opportunities from Sinven. 

Tests:

· Fairness- test used when there's self dealing-requirement of intrinsic fairness & BOP on D to show there was a fair deal  Whenever there is a situation involving parent & sub, & the parent has received a benefit of the sub to the exclusion & expense of the sub or minority SH, that’s when self-dealing occurs.  Parent gains something- sub or minority SH loses something.  

· Biz Judgment-BOP on P-parent may have lost something, but parent hasn't gained at loss of sub or outside SH. 

-SH alleging that b/c of upstream dividends, Sinven had no money left.  No way that Sinven could prosper- no cash.  D claims b/c biz judgment rule applies, cannot show that Sinclair is overreaching. 

Analysis- Biz judgment rule is applied b/c 3% minority SH got their 3%, proportionate share of income. If corp paid dividends only to itself that would be self-dealing.  Even if dividends were in excess of dealing, decision of the bd, & the corp statute of the state permit declaration of dividends, therefore no violation of law of DE the court will not step in.  Situations where ct may step in: if there is no biz objective- Smith & Atlantic Properties case.  The court ignores the fact that these huge upstream dividends, even though minority got is proportionate share, it crippled Sinven b/c no money for development- but ct looks at impact of dividend policy on SH.  Ct states motives are immaterial unless you are trying to show waste.  

-P argued Sinven had opportunities to expand, which Sinclair took for itself. P failed at this argument b/c P didn't provide specific instances & no self-dealing so biz judgment rule.  P doesn't allege there were opportunities in Venezula that Sinven lost. Biz judgment rule allows Sinclair to take all that money of Sinven & use it for its own expansion.  

RULE: First step under Delaware law- to find self dealing advantage & disadvantage test- Advantage to Parent & Majority SH, disadvantage to sub & minority SH- probably self dealing use intrinsic fairness test, where burden is on the defendant.  If no self-dealing the biz judgment rule applies. The burden shifts back to plaintiff even if there is self-dealing if there is an independent committee approving transaction. 

Presumption of propriety- biz judgment rule assume transaction is OK.  Whether ct will approach transaction skeptically, BOP on controlling SH.  Outside of DE, cts adhere to dichotomy of presumption of propriety, imposing burden of proving fairness which is the intrinsic fairness test- but not the same rigorous test as in DE of self-dealing b/c cts don’t follow requirement that controlling SH produce benefit to itself but detriment to minority SH. 

5. Duties of Controlling SHs  (p. 495-500, 515-523, 2004 Supp 118-135)


BCL§ 903-mergers-authorization by SHs



(a)(1)-all SHs, even if they can't vote, must have notice of proposed merger


-Controlling SH is someone whose power gives them the power to control the bd elect a majority of directors.  
-What has happened is that controlling SH in public companies have a fiduciary duty to corp & SH.  



-Controlling SHs have certain rights of control & duties to minority SH.  If 2 ppl have 100 Shares of Stock in GM 
they don’t owe each other anything, unless one has control of the bd then there is a duty owed. 

-Cts have divided fairness test into components- if questions arise what is a court supposed to look at to see if a transaction is fair?

Weinberger (DE-1983)- developed a standard of fair dealing as one component, & fair price as another component.  Fair dealing (like procedural uncongenability) embraces the question of how the transaction was initiated & treated.  How were approvals of SH obtained.  Fair price-deals w/ all factors in relation to price- all aspects of issue of fairness issue of fairness, if intrinsic fairness test applies, b/c the court is looking at entire fairness of transaction.   One way to demonstrate entire fairness is for the bd of directors of a corp that is dealing w/ a controlling SH that the independent members of the bd would form a special independent negotiating committee of outside directors that deal w/ controlling SH.  In aftermath of this case, virtually all transactions between controlling SH & corp will use an independent committee. The question arose that if a corp formed an independent committee of the bd, does that automatically shift burden of proof to biz judgment rule- was that enough?  

Kahn v. Lynch Communications-DE Supreme Court said that in context of Parent/Sub approval of informed vote by minority & majority SH, will shift burden on fairness of merger entirely to Ps. ct said they will not go to biz judgment rule, entire fairness standard will still apply but burden is on the P.   Ct decided not to go to biz judgment rule, b/c controlling SH controlled corp & can influence vote of minority SH. 

Sinclair- whether there was a conflict of interest at all. Minority SH received proportionate share no conflict, therefore biz judgment rule applied.  Ct looked only to impact on SH.  Controlling or dominating SH stands on both sides of the transaction- intrinsic fairness test. 

Weinberger & Smith v. VanGorkam- one of the ways of dealing w/ these types of transactions is to set up an independent committee to negotiate w/ controlling SH, then the burden of proof would shift to the plaintiff.  Ps BOP would be to show that the transaction would be unfair, the intrinsic fairness standard would apply. 


-NY has adopted Weinberger st&ard in terms of fairness. 
Kahn v. Tremont-P alleged Simmons controlled his companies NL, Valhi- & purchased NL stock benefiting himself but injuring Tremont Corp- alleging process unfair.  Simmons was trying to get rid of NL stock to Tremont b/c NL was a company in trouble, & sell stock at above market prices.  Prior to this NL issued a stock reissue plan- where the company buys back its own share, less shares on the market making the price go up.  Dutch auction is where the sellers (in this situation) are offering a bid at the price they will sell at the NL stock, purchaser will accept the lowest bid.  In this situation, Vali bid $16, the NL sold approximately 11 million shares.  Why did the stock of the purchasing company decline? There was less in the treasury of the company, the companies assets was less.  NL spent 180M to purchase stock the money came out of the treasury.  Vali ownership dropped 62%, wanted to sell more shares- if ownership dropped under 50% tax savings  & separate balance sheet would benefit Vali.  Simmons controlled these shares which were unregistered- where now people do now what to be a minority sh- stock not easily sold.  There is a discount as to the value of the shares of stock b/c it is not a liquid stock.  Tremont sets up a special committee to look at the transaction.  


Problem w/ the special committee- directors & officers were all retainers of Simmons. They have worked w/ Simmons in a proxy contest to take over Lockhey, lawfirms had worked for Simmons, & consultants of Simmons.  Situation where all of the parties, including financial advisor have strong linkages to Simmons, thus an impartial decision cannot be reached.


Deliberations of the committee- only Mr. Stein attended all the meetings- who had the most linkages to Simmons, probably least independent of the whole group.  As for financial info, relied on linkage to Simmons.


Applicable Legal Standard: Intrinsic Fairness test- Simmons on every side of the transaction. Biz judgment rule not applicable b/c you cannot erase fact that Simmons dominates the corp.


-SC found that special committee was not independent, burden should shift back to the Defendant. 

Fairness- Fair Dealing- procedural aspect, & Fair price- how much is paid. 

Plaintiff made several allegations of no fair dealing:

1) Initiation timing of transaction was unfair- Court found that timing & initiation was fair. 

2) Special committee performance deficient compromising negotiation process. No Failure to      disclose Salamon Bros. Determination of liquidity discount b/c Vali private info, but did the special committee fail in recognizing liquidity discount

3) Vali failed to make material disclosures to Tremont. St&ard of disclosure, controlling SH must disclose all material facts.  

Concurrence- It is clear that independence of the special committee, not enough to shift the burden to the plaintiff. Judge also notes that failure to shift burden to P does not mean transaction was unfair, all it means that defendant is going to have to prove at trial that transaction was fair.  Important Point: Just b/c you shift burden does not mean the result of the transaction is determined- all it deals w/ is who has the burden of proof. 

Jones v. H.F. Ahamanson & Co.- CA approach differs from DE approach.


-Savings & Loan had few shares & shares had a large book value, little trading & investor interest exp&ed & developed in Savings & loan.  Group of Ds who controlled 87% created a holding company.  P is one of the remainder persons who controlled a block of stock.  The shares in United, which is the holding company, were sold to the public in two offers. They give the public stock & bonds.  Each United SH received $925 as a return of capital, on each derived lot.  Interest must be paid & the principal must be paid back to the holder.  The money to pay the interest was taken from the original bank, the association was controlled by them & association had to pay out cash through selling assets to pay deventure holders.  This case is also a taking of corporate opportunity, association could have gone public & resulted in great profit to the association.  Derivate suit recovery goes to corp, Plaintiff wants to share in profits that the holders in United received. 


What defendants did- formed a holding company w/out allowing minority SH to participate in holding company- causing minority SH market to wash up, turning association into Sub w/out a market.  This was done to the minority Sh w/out compelling biz purpose.  Defendants respondent is that absence fraud, using corporate assets, & insider info, they do not have any duty to another SH.


Limitations CA court formulated on a SH ability to do what they want w/ stock they own-- St&ard of good faith & fair dealing to minority SH.  Suggests that SH’s have the same duty in a corp that is now publicly held to SH in a close corp.   In California the burden of proof is on the majority SH- no shifting.  The power to control the corp b/c of SH ownership should be treated as the power is given to the official in the corp such as a director as officer.  This power is to be used as a benefit for the corp entity, for all SH, not as a disproportionate benefit.  


CA RULE- Inherent fairness from viewpoint of corp & those interested in it.  


What could or should have the majority SHs have done?

1)  Allow minority SHs to participate

2)  The assn stock could have been split up- minority SH would have participated- get new stock w/ exchange of old stock, hold it, or sell it to the corp for fmv. 

6. Sale of Control (p. 523-524, 529-534)

Zeitlin v. Hanson-D majority SH owned 44% who sold their interest for $15 per share, FMV $7 per share.  


P owned 2% & wants to also sell their stock at $15 per share.  The court said that absent a tender offer, or 


situation of eluding asets, conversion, fraud- right to sell control & have someone buy it.  A minority SH 


can't inhibit legitmate rights of other SHs.  Buyer gave $15 a share, are paying a control premium- extra 


money b/c control of company is part of the bargain.  Court acknowledges to adopt Zeitlin’s views would

profoundly effect the way control is transferred, a legislative issue.  Purchaser likely to pay more for stock

that is likely to give control- control is something of value.  

Purchaser can gain control of corp:

1) Can  induce holders of a certain number of shares to make requisite majority to vote for statute sale for assets of corp. BCL 909. 

a. Example: Corp owns apartment houses- apartment houses sold, corp has 2M in treasury but no assets- corp may dissolve & distribute proceeds to SH. 

2) Can induce holders of a sufficient number of share to make a requisite majority vote to vote for a merger.  Corporate action- then SHs approve

3) Get sufficient number of SH to tender share to you, so you now control the corp or just approach SH w/ large blocks of stock & buy those shares from those few SH.  Tender offer requires compliance w/ Federal Williams act- offer made to all SH. 

4) Those who combined have a majority of stock will receive a premium- SH not under duty to other SH to arrange w/ SH that selling stock at same price as other. 


Exceptions of when duty to another SH:

a. Selling to someone you know will loot corp-.

b. Purchase will harm corp.

Perlman v. Feldmann-Korean war- shortage of steel-Newport small steel maker. Feldmann plan-would improve Newport which normally could not compete w/ major steel companies at the time.  Purchaser of Newport wants majority interest in corp to guaranteed steel for themselves. Purchaser bought Newport through buying a majority interest at premium from Feldmann-dominant SH, Director & officer


-Feldmann’s breach of duty to the corp is that Feldmann took a corporate opportunity that belonged to the corp, & he siphoned the opportunity the ability to control the corp, in time of short supply, & the good will that Newport could build w/ new customers, which Feldmann took for himself.  Ct says, Feldmann a fiduciary to the corp had a duty to the corp & minority SH to act solely for the corp.  According to the majority, he siphoned off this corporate opportunity warding off customers & allocating control steel in time of shortage. 


-Ct assumes taking of control premium for himself was a breach of trust.  Court places an impossible burden of rebuttal on Feldmann.


Remedy: Feldmann account for biz value of stock, which is the corporate assets( valuation of ability to control in time of shortage.  Normally in derivative suit the corp recovers. But in this case, recovery is to P & other minority SHs b/c if it went to the corp Wilport the purchasers would then receive then benefit.


Narrow View- you can sell control but if you hurt the corp through selling then minority SH can recover, not the corp b/c they will benefit wrongfully.
INSIDER TRADING
1. Common Law  (544-569)


Majority-dirs fiduciary to corp/ group, didn't have to act as fiduciary to individual SHs in individual transactions

Minority- Kansas rule-officer fiduciary to each individual SH, disclose every material fact to SH

Intermediate- Strong- Special Circumstances Rule-officer not usually fiduciary to selling SH, must make a disclosure of all facts that may have a material effect

Common law-special circs. duty to disclosure, when insider occupies position of trust to SH, fiduciary duty not to use nonpublic corp info for his personal benefit to detriment SH & corp 


Outsider Trading-insider knows his corp will do something that will effect another corps stock & he trades on it

2. Securities Exchange Act § 10(b) & Rule 10(b)(5)  (Stat Sup 240, 256-258, Bainbridge 1-124, 174-181)

SEA §10(b)-it shall be unlawful for any person to use inconnection w/ purchase of a security any manipulative or 
deceptive device or contrivance in contravention to SEC rules

SEA Rule 10b-5-unlawful to employ scheme, make material false statments or ommission, to engage in fraud or 
deciet in connection w/ a purchase or sale of securities  -10b5 also applies to close corps

SEA Rule 10b-5-1-defines when a purchase or sale constitues insider trading

SEA Rule 10b-5-2-duties of trust or confidence in misappopriation insider trading cases


(b)-recipient of non-material public infor is deemed to owe a duty to source of info when ppl involved in 
info share have a history of confidneces, where recipeint had reason to know the tipoir had reason to 
belive tipee would keep it confidential (husb&/wife, etc.)


SEA §14(e)-its unlawful for any person to make an untrue statment of material fact or to omit a material fact 


necesary in order to make the statements made not misleading, or to engage in any fradulent/deceptive 


acts or practices in connection w/ tender offers or solicications to SHs for/against such offers


SEA Rule 14e-3-tender offers on the basis of material non-public info


SEA §16-disclosures required by officers, directors & anyone who owns more than 10% of a corps stock

1-Insiders who obtain material nonpublic info b/c of their corp position have the clearest 10b-5 duty not to trade-Chiarela

2-Constructive Insiders-temporarily retained by corp whose securities they trade-under Dirks FN14-viewed as having same 10b-5 duties as corp insiders

3-Outsiders w/ no relationship to the corp whose securities they trade have an abstain or disclose duty when they are aware of material nonpublic info obtained in relationship of trust or confidence for example employer-O’Hagan

4-Tippers insiders & outsiders w/out confidential duty who knowingly make improper tip are liable of insider trading, if tipper anticipates reciprocal benefit such as selling, giving to away, expect return in favor. Liabilities extend to subtippers who know or should know the tip is confidential who came from someone who tipped improperly. Tipper or sub can be held liable even if he does not trade, so long as someone down the line does.  Sub-tippers will be liable if tipper is benefiting someone down the line. 

5-Stranger w/ no relationship to material nonpublic info has no 10-b5 duty to disclose or abstain-Chiarella & Schwitzer. 


Efficient Capital Markets Hypothesis-market price reflects all publically available info, doesn't work if insider 


trading 
is allowed-you can trust the stock price



-if corp issues false info, it effects the whole market & there is a "fraud on the market"


-thus, a rebuttable presumption that false statments can defraud even purchasers who didn't know of the 
statement (reliance)


-corp can try to prove mistatement didn't lead to loss-you cashed out to pay tuition, not b/c of mistatment


Weakform test-history of price doesn't offer good info/market has no memory/market dosn't lag behind news

-1960-1975-fed cts expanded reach of rule 10b5 & upgrading standards of conduct eaffected by rule, in 1980's w/ conservatives on bench plaintifss always lost!!!!

--MATERIALITY--

Cady Roberts-bd decided to cut dividens in 1/2, dir though it had been made public, then called friend & told him



-SEC says there is a duy to disclose matieral non-public info



-dividend cut is always 'material'



DISCLOSE or ABSTAIN RULE-if insider can't disclose, must wait until its generally known to public



-ct says inherent unfairness when you trade w/o disclosure to prevent exploitation of uninformed



-info is a corporate asset (see missaprop theory below)



-material info=if a reasonable investor would end to consider the fact important in deciding to 


purchase or sell stock, depends on balancing probability and magnitude of the event
Texas Gulf-in possession of material non-public info & has a desire to trade


-materiality is something to be determined on basis of facts of each case


-material if it would be imporant ot a reasonable investor


-can have experts in certain kinds of stock testify to what they would have done

-duty to disclose or abostain only applies to situations that are extrodinary in nature & reasonably certain to have an effect on the value of the stock when the market


-you don't have to disclose educated predictions


-knowledge of the drill hole would be important to reasonable investors


-insiders can only act when info has been disseminated & market has had chance to act on it


-senior officers violated the law

-corp violated §10b/10b5 even if it didn't trade itself b/c it was a device used to defraud investors (press release)

Basic v Levinson-omitted fact is 'material statment' if there is a substantial likelihood that disclosure would XXXXXXX


-corp denied there was no merger negotiotians taking place


-there had been meetings for 2 years


-Ps were ppl who sold their stock before merger & after first public denial of negotiations


-Ps claimed the false press release denying negotiations were vioaltions of 10b5


-materialy depends on the probability & significance/magnitude of the merger
 
-corp doesn't have to say anything, but if it does it can tell material lies
-no affirmative duty to disclose under fed law, but NYSE usually calls up corp when stock starts going up to make them disclose, they have to issue statment b/c of K w/ NYSE

-presumption that SHs did rely on any public statements b/c of efficient capital markets 


-SEC can seek more than injunctive relief inforder to effectuate purposes of act


-ct required restituion of insiders profits-difference of price between stock on purchase date & day info had 
actually been dissemeinated-made them set up a fuind for 5 yrs, remainder back to corp


-there was damage to corp name


-once a private right of action (out of the common law fraud/deceit) was allowed ct had to determine other things:


Who has standing? and How to measure damages?


-reason why insider trading is illegal: causes public to distrust market & invest less money, impedes flow of info


-agaisnt general principles of fairness, protects info property rights (using info that isn't yours is a form of 
theft)

--STANDING UNDER 10(b)(5)--


Blue Chip Stamps: -corp agreed w/ DOJ in anti-trust decree to sell its stock to victims of thier trust crime

-2 yrs later 1 of the retailers who hadn't purchased stock brought suit by itself & on behalf of others says that prospectus was intenitonally pessemistic to avoid having to sell to victims

-SC said P not entitled to sue b/c persons who are not actual purchaseers/sellers in fraudulent transaction don't have the right to sue under 10(b)(5)

Birnbaum v Newport Steel-minority SH brought action for violation of 10b5



-2nd cir. said no fraud b/c no purchase or sale by minotiy SH or corp


Texas Gulf-a D 
doesn't have to purchase or sell stock, only has to be part of the fraudulent scheme

Ernst & Ernst v Hochfelder-requirement for scienter



-D induced P to invest in phoney escrot accounts



-P says accountants abetted Ds scheme & thus they are negligent & liable under 10b5



-7th Cir said accountants liable in damages but SC says no



-SC says no private cause of action in the abscence of scienter under 10B/10b5(intent to decieve or 


defraud)


-ct adopted plain meaning analysis of statute


Aron v. SEC-injunciton can only be obtained if there is scienter by D


-§21 of SEA-recklessness not sufficient scienter for a forward-looking statement under 10(b)5

SanteFe Industries-can't use 10b5 for regular breach of fiduciary duty, b/c would eliminate state corp law


-merger of long term affiliated corps (Kirby Lumber)



-Morgan Stanley appriased stock as worth $125 per share, minorty objected to $150/share offer



-2 claims under 10b5:




1) valuation of shares -ct said no b/c no ommision/fraud

-transaction was consumated w/o notice to minortiy-SC said 10b5 didn't encompass all breaches of fiduciary duty in securities transactions, there has to be ommission, deception, manipulation, fraud, they says its corp mismanagement & unfair but too bad-go to state court




2) manipulation-tactics to alter price of stock




-10b5 is aimed at deception & manupilation not substantive unfairness


After SantaFe.....


Goldberg-Judge Friendly showed how SantaFe could be limited

-recognized cause of action under 10b5 for a deritivate action brought on belahf of sub where parent corp used its control to cause sub to issue shares to parent at unfair price

-unfair self dealing w/ deception can lead to an action under 10b5

1995-private securities reform act



-to stop professional Ps from suing whenever there was a price swing in a corps profits

-this law established procedures for appointment of lead P & lead counsel in securities class actions


-SC says under 10b5 there must be causation between ommision/deception & the loss

--FIDUCIARY PRINCIPLE & 10(b)(5)--

Chirella-employee at printer store used inside info he found on print jobs, cracked a code to figure it out


-he bought stock in the target company & then sell his stock after merger


-civil case -entered consent decree w/ SEC & returned profits


-criminal case-indicted for violating 10b5


-SC says these acts weren't fraud under 10b5 b/c he didn't have a fiduciary duty to anybody


-can only be fraud based on inside info when there is a duty to diclose


-other party's right to know is based on a fiduciary duty or similar relationship


-mere possession of non-public info isn't enough

-he wasn't insider or a target so he has no duty to disclose


-not every incident of financial unfairness is unlawful under 10b5


-reintroduced the fiduciary principle underlying 10b & 10b5


-after Chairella, P has to alledget that there was some duty owed to the public, the employer


-since Chiarells receive info by his own smarts, it isn't inside info
Rule 14(e)(3) -reverses Chiarella, rule issued under SEC authority to regulate tender offer


-this rule prohibits trading when you have any inside info, except for party making tender offer


-a tipper doesn't have to breach a fiduciary duty under this rule

--MISAPPROPRIATION THEORY--


-SEC developed alt basis for finding liability in insider trading


-that you 'stole' info/reputation owned by the corp, the duty it not to investors under this theory, but to the 
corp 
itself


-under this theory 10b5 liab arises when using confidential info trading occurs XXXXXXXXXXXX


-if there is an estbalished biz relationship one can get liability under missapprop theory

Wall Street Journal Reporter-reporter used publicly available info to report on companies, many ppl relied on this


-reporter was found liable under 10b5 when he tipped ppl of b4 column was printed

US v O'Hagen-1997-upheld on misapproriation theory


-O'Hagen used info from merger talks to purchase call options & sells after merger-maked millions


-DOJ prosecutes on the grounds that he misppriaoted non-public info under Rule 14e3 & that he harmed his law 
firm, SC upholds 14e3

Diamond  -CEO & Prez know earning will fall drasticlaly & they sell


-SH bring a derivitive suit on behalf of suit based on harm to corp image & violation of fiduciaries


-NY Ct of App found a violation of state law & P recoved profits for the corp

Chestman-son-in-law who is told to keep it a secret that Waldbaums family is selling it interest in corp, found liable under 
10b52b-recipient of non-material public infor is deemed to owe a duty to source of info when ppl involved in 
info share have a history of confidneces, where recipeint had reason to know the tipoir had reason to belive 
tipee would keep it confidential (husb& telling wife/ patient/shrink/lawyer)

Dircks-Dircks is a whistler blower in Equity Funding scandal


-a former insider at Equity tipped off Dirks to 100M of phoney insurance policies


-Wall Street Journal & SEC ignore him


-he tells investment bankers to sell their Equity stock


-SEC this is insider info


-ALJ said Dirks aided & abetted insider trading


-SC says Dirks owned no duty to the public at large


-Footnote14-under certain circ an outside becomes a temporary insider (ex: accoutnants doing audits)


-reaffirms Chiarella-the existance of a relationship afforidng access inteded only to be availble for a corp purpose


-SC says to determine whether insider disclosure of non-public info violates fiduciary duty, depends whether 
insider personally will benefit directly/indirectly---thus if no personal benefit, there is no duty

-even freidship/sexual benefits are enough to create a duty


-tipees-if the recipeint of this inside info has no pre-existing fiduary duty to the SH the tipees duty is inherited 
from the tipor(tipee has to know or have reason to know that tipor was breachhing a fiduciary duty)


-one could argue that this wasn't material b/c the average investor wouldn't believe Dirks


-traditionaly insiders-officers/dir/controling SH/fiducuaries


-they owe a duty to SH & corp


-the basis of the duty of temp insiders is privy to confidential info meant for corp purposes only

US v McDermott-1st insider trading case involcing CEO if investment banking house


-CEO was having affair w/ porn star & porn star told her boyfriend inside info from CEO

Publiic Disclosure= long enough time that the market has had a chance to react to the info

--SEA RULE 16--

Rule 16a-requires insiders to file reports w/ SEC when they change their stock holdings


-purpose was to create absolut liab b/c b4 1934 act was passed this was such a common problem


-criticized b/c its the unwary

Rule 16b-only applies to corps under §12 of 1934 SEA (on exchange or OTC market)


-any profit relaized by insider from any purchase/sale w/in a period of less than 6 months must be turned over 
to the corp, only applies to common/convertible stock


-this meaning insiders must hold stock for longer than 6 months-ABSOLUTE LIABILITY

-lots of litigation on this


Who is insider? beneficial owners of more than 10% of the stock (or 10% by any spouse/child/household 
combined), officers (those that have duties similar to officer of corp, look beyond the title, access to very 
imporant info), directors


-the first transaction where you become a 10% owner or more doesn't count


-SEC has no enformcent role here, its the SH who bring the lawsuit


-this rule tries to squeeze out the profits, the profits will be
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