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I. Business Forms



A. Agency (§9 UPA) 



1. Agent acts on behalf of and under the control of principle




a. In a partnership, each partner is both a principle and an agent



2. Actual Authority




a. principle’s actions/conduct leads an agent to believe they are acting w/  


authority [can be express or implied]





i. Can only be destroyed by a Vote






I. Very problematic in 2 person partnerships, creates  




deadlock, can only remove the actual authority of one  




partner through dissolution (Nabisco v. Stroud)



3. Apparent Authority




a. principle creates an impression on a 3rd party to reasonably believe the  


agent has full ability/authority to act





i. Can only be destroyed by NOTICE



4. Scope of Authority




a. expectations of scope of business must be based on a reasonable 
 


standard (non-UPA standard)




b. Under all circumstances, if 3rd party reasonably believes the act is w/in  


the scope of business, then it is authorized (UPA standard)


B. Sole Proprietorship



1. One owner, (noted as Inc., Ltd. etc) 



2. single tax system (taxed on revenue minus expenses)



3. proprietor is responsible for all liabilities


C. Partnership



1. Default form of business




a. No formal requirements, anytime two or more individuals in business  


together as co-owners for profit





i. If A loans B money for business, and B runs business, but A gets  



30% of profits, then A and B are partners.  If B just pays A interest  



on the loan, they aren’t partners (see §7 of UPA)





ii. Absent any agreement, a Partner will not be paid for services and 



all partners will be paid equally




b. Capital contributions of a partnership is a liability and must be 
 


reimbursed before any profits are distributed (Richert v. Handly)



2. Ownership Structure




a. There is an assumed equal share of profits (absent any K to the contrary)





i. This means losses should be split equally also




b. Transfer of ownership interests are permitted only w/ consent of other  


partners



3. Liability




a. Everyone is completely personally liable (and some juris. say jointly and  


severally liable)





i. Under 1994 act, you must exhaust all resources of the 
 



partnership before attacking the individuals



4. Tax




a. reported only on personal income, single layer





i. partnership is never taxed as an entity



5. Fiduciary Duties




a. Duty to act in good faith, w/ trust, care and selflessness (§404 UPA)





i. Managing partners are generally held to a heightened standard of  



duty over passive investor/partners





ii. if one partner takes partnership funds (w/o consent) and uses it  



outside the scope of business, but makes money, the fruits of that  



action must return to the partnership




b.  Can fiduciary duty be contracted out?





i.  It may be limited, but not eliminated completely (§103 UPA)




c.  Meinhard v.  Salmon: duty to share opportunities





i.  if an opportunity is offered to one partner that is incidental to  



the partnership, then the partner is under the duty to share that  



opportunity



6.  Dissolution (Part VI UPA)




a.  Generally, absent an agreement, all assets are liquidated




b.  Continuation agreements allow the Pship to continue when one Partner  


leaves, w/o dissolution




c.  Formal cause





i.  death, withdrawal, court order






I.  Ct.  won’t order a dissolution unless there is no chance  




of breaking the deadlock, or if the Pship continues to  




operate at a loss (§32 UPA)






II.  partners always have the power to dissolve, but may be  




held liable for breach of contract (Collins v.  Lewis)




d.  Winding up





i.  settling of affairs and accounts




e.  Termination





i.  the partnership is no longer an entity





ii.  Partnership lasts until dissolution (by death, by choice), but even 



after dissolution, if the business continues, former partners may  



have claims to future profits (based on good will, etc)




f.  Fiduciary duties are heightened during this period (UPA §21)




g.  Dissolution destroys actual authority, but apparent authority still needs  


to be destroyed by giving notice to all creditors





i.  publishing is considered effective notice


C.  Limited Partnerships



1.  One or more General partners PLUS a limited partner




a.  Has formal filing requirements





i.  (§11 ULPA) a person erroneously, but in good faith, believing  



to be a limited partner, can be shielded (otherwise, default form is a  



general partner)



2.  General Partner




a.  has control over the management of the business, but may still be held  


personally liable



3.  Limited Partner




a.  so long as the partner retains little or no control over the business, but  


acts only as a “silent” partner, they are shielded from liability




b.  shield can be lost by controlling any of the business operations



4.  Taxed the same way as a general partner



5.  Corporations as General Partners




a.  offers some limited liability


D.  Limited Liability Partnerships



1.  Has formal formation requirements



2.  Any general Partners who weren’t involved in misconduct will not be held liable 

for tortuous claims




3.  everything else (authority, duty, dissolution) is the same 


E.  Limited Liability Company



1.  Taxed only once, like a partnership, but all members are shielded like a corp.




a.  minimizes taxes, and maximizes liability shield



2.  Management Structure




a.  No rules, can be structured like a corp.  or a partnership



3.  Since it’s so new, people don’t know what format to follow, also, it may cost  

more to file, and usually needs a tax specialist to form it




a.  no uniform nationally adopted act, so state laws vary greatly


F.  S Corporations



1.  Way to Opt Out of the double tax



2.  Must meet certain requirements, and then must indicate it on filing form




a.  No more than 75 shareholders, who are all  individuals, w/ only one  


class of stock

II.  Corporations


A.  Statutorily Created Entities



1.  W/o correct filing and creation of the document there is no corporation



2.  Requirements:




a.  Choose the state to incorporate in




b.  Create articles of incorporation, including:





1. Name (must be unique)





2.  Resident Agent





3.  Share authorization






i.  Don’t need to indicate how many shares will be 
 




issued, just describe the different types of shares





4.  Names of Incorporators or Directors




c.  Include Permissive Provisions





1.  Opt In






i. unless its included in the articles, it doesn’t apply





2.  Opt Out






i.  Unless its put in the articles, it is assumed to apply




d.  Call 1st Meeting




e.  Adopt By-laws





1.  by-laws do not have to be public record





2.  Ultra Vires Doctrine (purpose clause – now outdated)


B.  Characteristics of Corporations



1.  Limited Liability (almost guaranteed)



2.  Double Tax System




a.  corporate form must be taxed as an entity, on any profits it 
 


makes






1.  tax rate is generally lower than that of individuals
 


b.  Shareholders then are taxed when they receive dividends



3.  Three Tiered  Management




a.  Shareholders





1.  owners, but with no management rights





2.  can vote on specific issues, ie: electing board members





3.  All changes to Articles of Incorporation must be voted 
 



on and approved by the shareholders




b.  Board of Directors





1.  charged w/ overseeing the management





2.  has ability to choose how/when to issue shares (thus 
 



allows Directors to pass “poison pills” w/o shareholder 
 



approval)






3.  Can change the by-laws w/o shareholder approval




c.  Management





1.  charged w/ the day to day operations of the corporation


C.  Ways in which Corporations may lose their Liability Shield



1.  Promoter (the organizer, who builds the business)




a.  Has a fiduciary duty to keep everything up-front w/ people




b.  this is aimed at protecting creditor/investors, co-promoters, and  


the integrity of the corp.  for future shareholders




c.  4 ways to construe an agreement b/w a Promoter and a 3rd party





1.  3rd party is making a revokable offer to a non-existent 
 



corp.  which will become a K IF the corp.  is formed and 
 



accepts the offer





2.  Promoter is making an irrevokable offer that he will use 
 



his best efforts to bring the corp.  into existence, therefore 
 



performing the K






3.  Promoter enters K w/ 3rd party, but will relinquish ALL 
 



liability when corp.  is formed, and corp.  will assume all 
 



liability (NOVATION)





4.  Promoter and 3rd party enter K and promoter remains 
 



liable for the corporation



2.  Defective Filing




a.  Corp.  is actually a Partnership



3.  Piercing the Corporate Veil




a.  can be applied to any corp.  at any time





1. done more often in tort cases than K (it’s more 

 



equitable)




b.  Mere Instrumentality/Alter Ego Theory





1.  if the corp.  is a front for personal use, just a corp.  b/c of  



the shield, the ct.  will pierce






i.  This would be a one time pierce that can reach 
 




only one specific shareholder or director






ii.  No fraud is necessary





c.  Enterprise Liability





1.  to the extent that you have different corps.  operated as 
 



one, or w/ mixed assets, they are seen as one enterprise






i.  generally happens only to close corps.






ii.  This is a question of CONTROL







I.  “Cash Management Systems” don’t count








A.  When parent co.  pools all $ from subs  






and distributes as needed to get a better  






interest rate









B.  Sla there is adequate bookkeeping, this is 






fine, b/c it’s a common business practice







II.  if parent is using the assets for its own purposes,  





even if good records are kept, the ct.  will be more  





likely to pierce b/c parent has total control over the  





sub, so it should bear the liability







III.  other factors of control incl: domination of the  





board, use of finances, etc.






iii.  cts.  are more hesitant to pierce in parent/sub cases




d.  Factors Ct.  looks at before piercing





1.  lack of corp.  formalities






i.  absence of minutes, 






ii.  undercapitalization







I. if the corp.  is consistently operating at a loss, for  





no reasonably explanation, this suggests the 
 





syphoning off of funds 






iii.  misrepresentations, anything else suspicious

III. Financial Matters


A.  Stocks



1.  Common Stocks




a.  all stocks are presumed to be common, unless otherwise noted




b. At bare minimum, you must have one class of stocks w/:





1.  voting rights






i.  1 vote per share for any issue put to vote





2.  liquidation rights





3.  Distribution






i.  c/s holders get a pro rata distribution of dividends, w/ last 




priority




c.  all other types of stocks are w/in corp.  discretion





1.  but everything must be put in the articles



2.  Preferred Stocks




a.  must give notice to what kinds of rights are associated w/ them (this is a 


contractual relationship)




b.  generally they have no voting power at all




c.  Distribution





1.  most give higher priority for dividends (higher dividend right)




d. Other types of rights





1.  Conversion Rights






i.  The right to change to common stock, ie





2.  anti-dilution protection (Pre-emptive Rights)






i.  If the corp.  is issuing shares to others, will allow 
 



preferred s/hers the right to buy in proportion to what they 
 



already have





3.  Redemption Rights






i.  Corp.  has the right to buy back these shares







I.  Either by “calls”, where corp.  asks for them







II.  Or by “puts”, s/h gives them back






4.  Cumulative Rights






i.  Even if preferred stock don’t get dividends, whenever the 




dividend is paid they are entitled to the dividends from each  




year, before everyone else





5.  Participating Rights






i.  Receive their preset amount of dividends, plus a 
 




percentage from the common stock





6. Stock buy-back: 






i. A buy-back right is given to the corporation to enable it  




to buy back a holder's shares on the happening of certain  




events, whether the holder wants to sell or not. (Example:  




The corporation might be given the right to buy back shares 




of a holder/employee upon that person's retirement or  




termination of employment.) The corporation is not 
 




obligated to exercise a buy-back right.





7. Buy-sell agreement: A buy-sell agreement is similar to a buy- 



back right, except that the corporation is obligated to go through  



with the purchase upon the happening of the specified event.  



(Example: The corporation agrees in advance that it will repurchase 



the shares at a fixed price upon the death of a 

 



shareholder/employee.)

B. Dividends for Different Types of Preferred Stock

	
	Year 1: no dividends go out, but what would they have gotten?
	Year 2: Dividends go out, what’s each group entitled to?

	Type A: cumulative stock
	3
	$6.00 (3 from last year, 3 from this year)

	Type B: non-cumulative preferred stock
	2
	2

	Type C: participating right stock
	1
	$1.00 PLUS some of the dividends the c/s get

	Type D: Comon Stock
	0.5
	?  a pro-rata amount of whatever is left over, so if there isn’t any more money, they get nothing



C.  Debt Financing



1.  Advantages to carrying debt




a.  Interest payments on debt are tax deductible




b.  if interest rate is better than profits, the corp. may still make more $


D. Dividends



1. a cash payment made by a corporation to its common shareholders pro rata. It is 

usually paid out of the current earnings of the corporation, and thus represents a  

partial distribution of profits. 



2. Stated capital: 



a. the stockholder's permanent investment in the corporation. 



3. Par stock: 




a. If the stock has "par value," stated capital is equal to the number of  


shares outstanding times the par value of each share.



4. No-par:




a. If the stock is "no-par" stock (now permitted in most states), stated  


capital is an arbitrary amount that the board assigns to the stated capital  


account. (This amount is never more than the shareholders paid for their  


stock when they originally bought it, but is otherwise whatever the  


directors decide it should be when the stock is issued.)



5.  Payment of Dividends




a.  w/in the directors’ discretion




b.  why would a corp.  not want to pay dividends?





1.  to avoid the double taxation




c.  Ct.  will compel directors to pay dividends only if they find really bad  
faith or fraud


IV.  Fiduciary Duties of Officers, Directors and Controlling S/H


A.  Shareholder Derivative Suits



1.  brought on behalf of all shareholders, alleging injury to the corp.




a.  damages received flow back to the corp.






2.  Direct Suits are brought by shareholders who are personally injured, and  
the shareholder receives damages


B.  Duty of Care (MBCA §8.03)



1.  directors have a duty to act in the best interest of its shareholders, but  
absent any egregious conduct the court won’t interfere


C.  Business Judgment Rule



1.  defers to directors, sla they act on a rational basis, w/ no showing of  
fraud or bad faith, the court will not interfere



2.  Smith v.  Van Gorkom (Delaware case)




a.  ”’s board voted and decided to carry through w/ merger after  

relying on a 2hour info.  meeting and the chairman’s lawyer’s  

recommendation. Shareholder’s brought a derivative suit against  

this action




b.  Ct.  held all the directors liable, not just the chairman who  

started it





1.  was it just the speed of the transaction that was wrong?






i.  No, you can do it quickly, but you have to invest  



some thought into it; you have a duty to the 
 



shareholders to make an educated decision in the  



best interest of the corp.





2.  what about that the board relied on the atty?






i.  The Reliance Must be Reasonable





3.  were active directors treated differently than passive  


ones?






i.  Some cts.  will be more lenient w/ outside  



directors, b/c they don’t have as much relative  



knowledge of the day to day business, but generally  



all will be held to the same standard




c.  The real issue in this case was PROCEDURE must be followed

	DUTY OF CARE
	BUSINESS JUDGEMENT RULE

	Directors have a duty to use reasonable care
	sla they use rational business judgement, the directors will be protected

	Standard Negligence
	Gross Negligence Standard

	Affirmative Duty
	Defensive term


             D.  Demand Requirements  






1.  In order to bring a derivative suit, yo must bring a demand on the corp,  

unless it is excused




a.  done to prevent frivolous law suits (“strike suits”)



2.  once you bring a demand you have conceded that demand is required,  

and therefore, if the corp.  dismisses the suit it is protected by the BJR



3.  What about when it is the board who is causing the problem so there is  

no chance that they’ll permit the suit?



4.  Zapata Corp.  v.  Maldona




a.  In order for the demand to be required:





1.  Board that is investigating the validity of the suit must be  



independent and operate in good faith





2.  judges may use their own business judgement



5.  When is demand excused?




a.  “Demand can be excused where facts are alleged w/ particularity  


which creates a reasonable doubt that the director’s action was  


entitled to the protection of the business judgement rule” (Aronson  


v.  Lewis)




b.  once the majority of the board is found to be interested, there is  


an assumed taint





1.  prove that board is interested by showing they received  



financial gain from the act, or if they are being controlled by  



one person dominating the board




c.  Test:





1.  Are the committee members disinterested, independent  



and acting in good faith?  If there’s a reasonable doubt that  



they aren’t: Excused





2.  Whether or not the action was a sound business  



judgement



6.  Delaware’s Demand System                                                                                                                   a.  Demand isn’t made but was Required (not  


excused)





1.  Apply Aronson standard to disputed TRANSACTION              



2.  S/H must prove reasonable doubt that:






i.  Directors are disinterested and independent






ii.  Transaction was valid under BJR 



3.  If they don’t do that: automatic dismissal






i.  BJR must be applied to decision




b.  If demand isn’t Required (excused)





1.  Apply Zapata to the decision to Dismiss





2.  Corp.  must show directors are disinterested and  



independent





3.  Ct.  must decide if motion should be granted




c.  If Demand is Made





1.S/H has conceded that it is required





2.  Business Judgement Rule applies to dismissal decision               

7.  Pennsylvania has a universal demand system, but today, in most  

jurisdictions, no one bothers to demand at all anymore


D.  Duty of Loyalty (self-dealing transactions)



1.  How do you prove self-dealing?




a.  Ct.  will give more deference to an act passed by a majority of s/hers  


than an act past by a majority of directors




b.  when the parent/director is on both sides of a transaction and is  


receiving benefits to the exclusion of the sub/minority s/hers



2.  old c/l rule, any self-dealing transaction was automatically voidable by a  

shareholder at any time







a.  Not a good idea b/c some transactions could still be a good idea 



3.  New rule requires:




a.  full disclosure of all material facts




b.  transaction must be “intrinsically fair”





1.  Intrinsic fairness is not just fair dealing, but fair economics also




c.  Must fulfill BOTH requirements






1.  Ct.  used to use Business Purpose test (need to show a business  



purpose for the act), but that has since been killed



4.  Are these issues from Sinclair Oil v.  Levien self-dealing?:




a.  Excessive Dividends





1.  no, b/c minority s/hers are receiving benefit as well





2.  use the BJR and defer to the corp




b.  Corporate Opportunity





1.  no proof of self-dealing




c.  Breach of Contract





1.  parent entered into K w/ sub, and was receiving money w/o  



fulfilling its obligation (to the exclusion of the sub) – Self-dealing





2.  Intrinsic Fairness Test, parent is at fault



5.  Safe Harbor Provisions




a.  if you comply w/ certain statutory provisions, you can’t be held  


responsible




b.  Not an absolute shield from liability, but helps a lot



6.  Corporate Opportunity Doctrine/ Conflict of Interest Doctrine




a.  does the right belong to the corp or to the individual?




b.  Expectation Test





1.  Does the corp.  have an interest/expectation in the transaction?




c.  Business Line Test





1.  You can’t take an opportunity that is in the same line of business 



as the corp.  (you can’t compete w/ the corp.)




d.  Fairness Test





1.  Is it fair to say the corp.  should have it, or should the director?   



(did the director originally give the corp.  an opportunity?)




e.  DeBaun v.  1st National Bank & Trust Co.





1.  Bank was trustee of 70% shares, then sold them to M, who had  



a very bad history w/ $.  Trust was irresponsible for selling to M,  



b/c he destroyed the company





2.  the case was facially suspect: failure to disclose, etc.





3.  It was not an intrinsically fair act





4.  you can always sell your stock, but when you’re the majority,  



leaving the minority shareholders v.  vulnerable, you have a  



responsibility not to sell to someone you know/should know will  



most likely destroy the company

 
E.  Insurance and Indemnification



1.  Many states now allow corp.  to limit the liability of directors



2.  protects against breaches of fiduciary duty (usually, general sloppiness)




a.  does not protect against duty of loyalty




b.  director receives personal benefits, so shouldn’t be protected

V.  Shareholder Authority


A.  ability to elect directors



1.  generally by a plurality of quorum


B.  ability to remove directors




1.  same process, with or without cause


C.  ability to amend Articles of Incorporation (and by-laws – although you don’t have to  
get s/h approval)






D.  Right to vote for Fundamental Decisions which Change the Corporation


E.  Conflict of Interest Transactions b/w directors or majority s/h, require s/h approval


F.  Is a contract saying that no business or activity will be conducted w/o consent of min.   
s/h legitimate?




1.  Ct.  ruled i was enforceable


G.  McQuade v.  Stoneham



1.  Issue:  sued for specific performance to take control of corp., after a voting  

agreement failed.  ” did not use best effort to elect each other into office.



2.  Held: Voting agreement re: electing directors was fine (only way minority s/h  

can ever have power) BUT the agreement re: officers and salaries was against  

public policy by taking away discretion/power of board



3.  Reasoning: point of corp.  is to have separate steps of power and formality



Ct.  used BJR to uphold board’s decision


H.  Galler v.  Galler



1.  Distinguish from McQuade b/c it is about close corp.  where the interest of  

minority s/h need to be protected more


I.  Matter of Auer v.  Dressel



1.  Issue: By-laws said whenever 55% of s/h call a meeting, it must be held,  

directors ignored the call for a meeting though, b/c it had to do w/ something not  

w/in the s/h power (changing derivative policies)




a.  Under McQuade, this would have been fine



2.  Held: it should have been held, b/c it would also s/h to voice opinions and put  

directors on notice.



3.  Acc.  to this court, there is an inherent power of s/h to remove directors for  

cause




a.  Can s/h remove a director w/ a proxy statement?






1.its okay if they just have to vote in or out (w/o cause), but it  



wouldn’t be fair if they had to hear evidence (w/ cause)

VI.  Voting


A.  Straight Voting



1.  each director is voted for one at a time, w/ each person casting votes each time



2.  each seat can be elected if it gets more votes than anyone else



3.  If there are 5 directors to vote for and X has 20 votes, X votes 20 for each spot


B.  Cumulative Voting



1.  Allows minority s/h to exercise a little more power, by putting all their votes  

towards one candidate



2.  If there are 5 directors and X has 20 votes, instead of voting 20, 5 times, X can  

vote 100 (5×20) for one director



3.  Some states have made cumulative voting an opt in ability



4.  No matter what, you must give notice to the corp.


C.  Pooling Agreements



1.  S/H can enter agreements to vote a certain way (each will vote for each other),  

and can also agree to use an arbitrator to settle disputes on which way to vote




a.  arbitrator isn’t going to necessarily have a proxy to vote, in the case of a 


disagreement, (see Ringling Bros.  v.  Ringling)


D.  Voting Trusts



1.  Gives an irrevocable voting proxy



2.  Transfers legal title to shares to trustee, allowing them to vote, while dividends, 

etc.  go to owner.



3.  Corp.  must have notice of this




a.  this is the only way to give debentures votes, 





1.  if they agree to loan corp money, they get to become trustees




b.  generally can’t last more than ten years



4.  Trustees have a fiduciary duty to the owners of the shares




a.  can’t take complete control b/c they would be in no way accountable




b.  trustee can’t vote to take control out of the owners hands permanently





1.  Brown v.  McLanahan


E.  Right of 1st Refusal



1.  s/h can create agreements binding them to offer their stocks to each other first


F.  Equal Treatment Rule



1.  Each class of stock must be treated the same w/in that class, regardless of  

difference of payments w/in the class (Brown v.  McLanahan)

VII.  Public Offerings (1933 Securities Act)


A.  Purpose:



1.  to protect investors from scams, by ensuring Full Disclosure


B.  Structure:



1. §5: General Prohibition against Sale or Offering of Securities w/o Registering




a.  Registration: disclosure statement to SEC w/ prospectus that is given to 


investors



2.  Difference b/w  IPO (Initial Public Offering) and Public Offering




a.  Differs re: the amount of disclosure required





1.  IPOs require a lot more disclosure, b/c they are riskier





2.  After that, you’ve can refer to the original filing info.



3.  What about option rights (right to buy the stocks later)?




a.  still need to be registered





1.  “Y stock, which can be converted to X stock later”






i.  Don’t have to register X until it can be converted


C.  Pre-Filing Period



1.  if you know or think you know you will register, you can NOT have ANY type  

of communication even slightly hinting that an offer will be made




a.  this includes no prospectus




b.  but if you are already public, there are exceptions


D.  Waiting Period



1.  After filing but before it’s effective




a.  Ensures investors time to think about the idea





1.  prevents undue pressure





2.  Also allows SEC a chance to go through the file




b.  Road Shows





1.  co.  is allowed to offer info to prospective investors (indications  



of interests) and can give a preliminary prospectus





2.  Oral offers based on preliminary prospectus are okay






a.  NO written offers


E.  Effective Period



1.  Only way to be effective is to be declared effective by SEC



2.  Once you are declared, everything is fair game




a.  Underwriters





1.  Corp.  issues shares to underwriters 1st, at a discounted rate





2.  underwriters then sell to the public (for a profit)


F.  Liability



1.  If you don’t follow SEC you and everyone who signed registration statement  

may be held jointly and severally liable




a.  there is a “due diligence” defense and a sliding scale based on your  


expertise




b.  Directors have a fiduciary duty not only to shareholders, but potential  


shareholders as well




2.  What do you need to show to be liable?




a.  no need to show causation or reliance




b.  NEED a Material Omission and Damages (losses)



3.  Exceptions to Liability




a.  Jurisdictional Approach 





1.  If a closely held corp.  doesn’t engage in interstate commerce,  



the SEC has no jurisdiction over them




b. Gov’t Institutions, educational and charitable institutions




c.  Private Placement Exemption





1.  private offerings of securities to a select group of business savvy 



investors (ie: Upper Mgmt.)




d.  Regulation D: Net Worth





1.  Usually investors w/ net worth over 1 million (?)  are exempt b/c 



it is presumed that they can afford financial advice




e.  Regulation A: Small Business Exception





1.  Must do business locally and sell shares ONLY to local residents






i.  Very Strictly interpreted rule






ii.  Sale to one non-exempt person ruins all the transactions




f.  Rule 505





1.  when aggregate offering is less than $5 million and there are no  



more than 35 purchases (exemptees (ie: millionaires) don’t count  



towards that 35 purchasers, can have 100 exempted and still have  



35 non-exempt)






i.  Must give a private placement memo of disclosure to  




unsophisticated purchasers




g.  Off-shore Sales





1.  All transactions taking place outside the US are exempt




Rule 144(A): 1 Year Holding Requirement





When you are issued shares under an agreement, you can’t reissue  



your stock unless the 2nd issuer is also exempt for one year 



Knowledge





Biggest determination of exemption is the purchaser’s knowledge

VIII.  Securities Act of 1934


A.  Regulates all other aspects of public trading of securities



1.  Who Needs to Register under ‘34 Act? 




a.  anyone trading on a national securities exchange (NASDAQ, NYSE)





1.  you can be a ‘34 Act corp.  and not have to use ‘33 Act, but if  



you fall under the ‘33 Act, you MUST follow ‘34




b.  any corp.  whose assets exceed $10 million, w/ 500 s/h





1.  must file w/in 120 days after end of fiscal year





2.  can only terminate registration if:






i. # of s/h falls beneath 300






ii.  OR less than 500 s/h and less than $10 million for 3  




years in a row




c.  you can also voluntarily register





1.  good idea if you’re thinking about getting bigger



2.  What do you have to do under ‘34 Act?




a.  abide by all rules




b.  File 10k – annual report




c.  File 10Q – quarterly report


B.  Proxies



1.  grants authority to vote on your behalf




a.  only s/h can grant proxies, directors may not




b.  s/h can give proxy, but how they do it (revokable, irrevokable, etc) is  


governed by state law



2.  Rule 14(A): Can’t Solicit proxies in violation of ‘34 Act




a.  Solicitation: when the intent is to get votes, not just educate





1.  votes must be necessary to the success of a vote






i.  A s/h w/ 51% of votes doesn’t need votes, so can’t solicit



3.What is the Proxy Disclosure Policy?




a.  Proxy Card





1.  says what and how the proxy will vote




b.  Mgmt.  soliciting proxies must disclose info re: the company




c.  non-mgmt solicitations must give info about whoever would hold the  


proxy, who/what the vote is about, and if the proxy is interested in the  


action



4.  (14A cont) All proxy info must be material and must be included if it is  

material; it must not be misleading




a.  false or misleading statements or material omissions are unlawful




b.  but what kind of action can a s/h bring?




c. §27 allows a private right to sue for s/h (sort of – ct.  wanted it to)





1.  ct can grant monetary damages b/c declaratory relief would be  



empty, and place too much burden on SEC, also monetary damages 



could have a deterring effect (J.J. Case Co.  v.  Borak)



5.  Rule: 




a.  Look to the materiality [of the misstatement or omission] and  


whether the misrepresentation had a substantial likelihood of effecting 


the decisions of reasonable shareholders




1.  what kind of misstatement was it?  what effect did it have on the 



s/h’s decisions?  was it an essential link to their decision?




b.  Should this be an intrinsic fairness standard?





1.  no, even if the transaction was still fair, everything hinges on full 



disclosure – otherwise it is too slippery of a slope



6.  What is Material?




a.  what would effect a reasonable s/h’s decision





1.  not what “might” effect – too broad a standard





2.  not what “actually” effected – too narrow a standard




b.  Opinions





1.  materially misleading opinions are actionable 






i.  If the person knew they were lying: obvious violation






ii.  If the person believed their opinion to be true: use a  




reasonable standard [if it was reasonable for the director to  




believe the opinion was true, no violation]


C.  Exclusions from Proxy Proposal Rules



1.  thing which will not directly effect business



2.  things which are based on political/social matters



3.  things related to the power of directors




a.  If s/h are owners of corp., why can their power be limited at all?





1.  interest of efficiency



4.  Examples: Rauchman v.  Mobil Corp.




a.  proposal re: no member of an OPEC country could sit on Mobil board





1.  one member of the board, up for re-election, was from Arabia





2.  this was directly preventing the board member from re-election




b.  S/H have the ability to elect/remove directors, but in the interest of  


efficiency, they cannot nominate

IX.  Rule 10(b)(5): Securities Fraud


A. Text: SEC Rule 10b-5 makes it unlawful: (1) to "employ any device, scheme, or artifice 
to defraud"; (2) to make any "untrue statement of a material fact or to omit to state a  
material fact. . . ."; or (3) to engage in any "act, practice, or course of business which  
operates or would operate as a fraud or deceit upon any person." All three of these types  
of conduct are forbidden only if they occur "in connection with the purchase or sale of any 
security."



1.  What it gives s/h:




a.  implied right of action (like Proxy rule), that allows private parties to  


bring suits – SEC can always bring an action, regardless of right for private 


parties




2.  Statute of Limitation




a.  1 year after discovery or 3 years after occurrence



3.  applies to anyone who uses the mail or interstate commerce or any  


facility of national securities exchanges




a.  pretty much touches everyone, even those exempted from  


registering


B.  Prevents Fraudulent or Deceptive Practices



1.  must be the primary actor in the deceit to be held in violation




a.  can’t just assist and be collateral, must be primary



2.  Not just insider trading, but relates to any deceptive or misleading statements


C.  Misleading or Deceptive Statements



1.  Intent to Manipulate/Deceive




a.  Scienter is required (Ernst & Ernst v.  Hochfelder)





1.  Negligence is not enough, nor is aiding and abetting





2.  Must want or intend to cause harm





3.  Some lower cts say Recklessness is enough, S.Ct.   




hasn’t said either way



2.  Use of Manipulative or Deceptive Devices




a.  Silence in the face of a duty to disclose




b.  Material Misstatements & Half-truths





1.  More than just a breach of fiduciary duty




c.  Non-public





1.  must give the public time to digest the info before trading on it 

3.  Materiality




a.  substantial likelihood to sway a reasonable investor





1.  Do not need to show reliance 





2.  if someone traded based on that information, it is by definition  



material




4.  Causation




a.  must actually buy or sell in order to bring a suit





1.  can’t say you would’ve bought or would’ve sold, too  



difficult to calculate damages



5.  Reliance




a.  Fraud on the Market Theory
 






1.  Rebuttable presumption that investors rely on info b/c  



they rely on the integrity/accuracy of the market price



6.  Corp bears burden of these, b/c they have the resources and made the  

misrepresentation


E.  Insider Trading



1.  Very fact specific



2.  Prohibits trading based on insider information (info not known to general public 

and intended to be used for business purposes, and not personal benefit)



3.  Persons with a fiduciary relationship to the issuer (director, officer, or other  

person w/ confidential business relationship) MUST:




a.  Either  ABSTAIN from trading on this info or DISCLOSE the info to  


the public





1.  Can’t disclose the info.  if there is a confidentiality duty





2.  can’t buy the options





3.  Should disclose to upper mgmt



4.  Must show a breach of duty 




a.  to the corp




b.  to someone else





1.  but then need to show an expectation of confidentiality by both  



parties 



5. Tipper/Tippee




a.  Tippees have no independent duty





1.  Tippee must know or should’ve known that the info was in  



violation of a duty




b.  Tipper must tip in order for some sort of personal benefit (not nec.   


monetary)





1.  Eavesdropping is okay under 10(b)(5) – Switzer Case






i. might not be under Williams Act though




c.  Duty not to disclose





1.  S/H ordinarily do not have a duty to the corporation, so if the  



info was not the result of an insider tipping the s/h, but instead the  



s/h found out some other way, not a violation





2.  Is there a familial duty?






i.  No, there is no presumed familial duty of confidentiality


 E.  Misappropriations Theory



1.  liable for trading on market info Misappropriated from ANY source in breach  

of a fiduciary duty



2.  there is a breach of duty to the source of information from whence the inside tip 

came




 a. Confidential information from other than issuer (the "misappropriation"  


problem): Where an outsider receives confidential information but not from 


the issuer, the situation is trickier.



3.  deprives person w/ info of the exclusive right to use the info




a.  duty to disclose or abstain still applies





1.  disclosure should be to the source of info




b.  does not actually require fraud

X.  Take Overs


A.  Definitions



1.  Saturday Night Special




a.  A pre-Williams Act surprise tender offer which expires in one week.   


Designed to capitalize on panic and haste, such an offer may be made on  


Friday afternoon to take advantage of the fact that most everyone is not  


working over the weekend.



2.  Bear Hug




a.  a take over attempt that consists of a proposal made to the directors.   


The proposal may be for a merger or for a cash tender or exchange offer  


not opposed by the mgmt.  Though the approach may be friendly, there is  


a veiled or explicit threat that if the target chooses not to negotiate, an  


unfriendly offer may result.



3.  White Knight




a.  a friendly suitor solicited by the target



4.  Gray Knight




a.  a bidder not solicited by the target who opportunistically tries to take  


advantage of the resistance of the target



5.  Smoking Gun




a.  a mistake by the aggressor that may be used to gain additional time



6.  Shark Repellent




a.  Originally the state tender offer statutes described below; more  


generally amendments to articles of incorporation or other defensive  


preparation in advance of a tender offer to make them more difficult



7.  Lock Ups




a.  the setting aside of securities for purchase by friendly interests in order  


to defeat or make more difficult a takeover attempt.  An option giving  


friendly interests the right to buy a “crown jewel” at a favorable price is  


also referred to as a lockup.  





1.  These are now considered a breach of fiduciary duty, unless  



done only to jack up the bidding (see Revlon)



8.  Golden Parachutes




a.  Lucrative employment and fringe benefit contracts given to top  


management in target corporations.  The purpose may be to assure the  


continued loyalty of the management in stressful situations and in part to  


increase the cost of a successful takeover by increasing the cost  


chargeable to the target after it is taken over.



9.  Crown Jewel




a.  The most prized asset of the corp.  That which makes it attractive for a 


takeover.  




10.  Poison Pill




a.  a class of securities of the target convertible upon consummation of  


any merger or similar transaction into more valuable rights or interests; it  


may be neutralized by the board if the transaction is approved.



11.  Bridge Loans




a.  financing provided by investment bankers, usually from their own  


resources, that is viewed as temporary loans to be refinanced at a later  


date, usually by the issuance of junk bonds



12.  Junk




a.  junk bonds or other securities that are below investment grade


B.  The Williams Act



1.  Governs ALL tender offers in a manner similar to1934 Act



2.  Tender Offer
 (made by Henry and KKR in the movie)




a.  Offeror approaches shareholders directly rather than attempting to  


negotiate w/ directors




b.  typically the offer is a price higher than market value




c.  it can either be a cash-for-share offer, or a share-for-share offer



3.  Disclosure Requirements




a.  Must disclose the nature of the consideration; why you are trying to  


take over the corporation, and the source/form of payment




b.  Rule 14(a)(3): Can’t disclose material non-public info to someone who  


will trade on it if the trader knows or reasonably should know it is insider




 info




c.  If offer is accepted by more s/h than needed to gain control, then the  


offerer must pay each s/h on a pro rata basis; if the price is raised at any  


point, the offerer must pay the same increased rate to everyone, including  


those who previously accepted the lower rate




d.  Also includes the same prohibitions against manipulative deceptive  


devices, but only as related to once an offer has been tendered



4.  Offer Period




a.  Requires the board to sit on the offer for 10 days, and also requires the  


board to make a reasonable position (for, against, neutral) re: the offer




b.  then the s/h get the boards position and may vote however they want,  


but it will almost always be with the board


C.  Leveraged Buy Outs 

(what Ross proposed)



1.  Management or interested party is the acquirer




a.  Not subject to the Williams Act



2.  Mgmt approaches board and makes an offer



3.  Transaction is structured so that the repayment of the debt becomes the  

obligation of the target. [rather than cash-for-share or share-for-share]


D.  Defensive Tactics



1.  State Legislation




a.  many states have created legislation making it more difficult to take  


over a corp




b. some statutes allow the corp to take into account other interests  


(besides the s/hs) when mounting a defensive attack, such as employees,  


public, etc




c.  CTS Corp v.  Dynamics Corp of America





1.  State created an opt out statute that whenever an entity  



acquired control shares of the corp, the s/h may vote whether or  



not to grant that entity voting rights






i.  Purpose of act was to prevent hostile takeovers





2.  Ct.  ruled statute was not preempted by the Williams Act



2.  Corporate Tactics




a.  Should corp.  do this?  Or should they remain passive?





1.  some people argue that corps should remain passive b/c  



takeovers are ultimately going to get more money for the s/h





2.  Others say that the board has a duty at least to determine when  



an offer really is a good idea, and make sure there is adequate  



financing.





3.  also, it is permitted by the courts, generally b/c of the coercive  



factor; a buyer will often tender for one price and then buy out  



everyone left over for a much lower price – this often made  



everyone sell right away, in fear of missing out





4.  board needs to act w/ due diligence to ensure it’s the best offer






i.  This is in part due to the responsibility placed on the  




board by the Williams Act, to make a recommendation to  




the s/h




b.  Old provisions used in a new way





1.  staggering of directors, voting requirements, etc 




c.  New techniques





1.  Poison Pills [Shareholders Rights Plan]






i.  Flip Over Provisions







I.  You grant s/h the right to buy shares at a very  





low price, but its shares of the new, taken over  





company






ii.  Flip In Provisions







I.  When a tender offer is made for less than 50%  





(but a large block), the other s/h can buy shares at a 





discounted rice (which dilutes the % of theperson  





trying to take over)






iii.  Usually, whoever triggers the plan can’t participate






iv.  How can the board of one corp allow s/h to buy shares  




in another corp for a lower price?  (Moran v.  Household  




Int’l)







I.  It becomes part of the terms of the takeover,  





when you takeover a corp, you assume all of its  





obligations





2.  Dead Hand Provision (presumably DE ct would strike it down)






i.  Prevents any board member who wasn’t on the board  




originally to deactivate the poison pill





3.  No Hand Provision (Struck Down by DE Ct)






i.  You have to wait six months before deactivating






ii.  Ct said that once you’re on the board, your power can’t 




be restricted like that






4.  Blank Check Provision






i.  Similar to rights plan, allows board to issue any type of  




stock, w/ any kind of preference





5.  Self-Tender






i.  Target buys its own shares, w/o allowing attacker to do  




so, which places the corp in huge debt



3.  Judicial Review of Corporate Tactics




a.  UNOCAL TEST – how should we analyze defensive tactics?  (DE)





1.  Board must show that when they adopted the measure there  



was a reasonable threat to welfare of the corp and the shareholders





2.  Response must be reasonable in relation to the threat




b.  REVLON STANDARD – 





1.  Once the board agrees there will be a takeover, the duty shifts  



from protecting the corp to getting the best price for s/h






i.  This usually means that lockups are wrong






ii.  This is an Intrinsically Fair Standard





2.  When is the duty triggered?






i.  It is a reactive response to acquiescing to sell, has to be  




open to competitive bidding





3.  What about being in the midst of sale to another co?





(Time/Warner/Paramount ex)






i.  This is not acquiescence, the corp isn’t up to best offer

XI. Mergers


A. Cash Merger



1. target company merges into buy, who pays out cash to shareholders who lose  

their status



2. buy takes on all of target’s liabilities



3. shareholders and directors of both parties must vote and agree


B. Triangular Merger



1. target merges into the acquisition sub, and target disappears



2.  buyer (parent) has no responsibilities of target’s liabilities (unless you pierce)



3. Only the acquisition sub and target have to agree to this (no vote for buyer)


C. Leveraged Buyout



1. uses debt and little equity to finance the deal


D.  Appraisal Rights



1.  available for any fundamental transaction



2.  when a corp is bought out and is completely changed in stature, the s/h may be 

entitled to market value of their shares bought by the corp




a.  if the corp is publicly traded, then there usually is no right to appraisal  


rights, b/c the s/h has the ability to sell on the market



3. give a dissatisfied shareholder in certain circumstances a way to be "cashed  

out" of his investment at a price determined by a court to be fair.


a.  Mergers: In nearly every state, a shareholder of either company involved 
in a merger has appraisal rights if he had the right to vote on the merger.  
(Example: Little Corp merges into Big Corp. Any shareholder of either Big 
Corp or Little Corp who had the right to vote on the merger will in most  
states have appraisal rights.) 



4. Publicly-traded exception: Some states deny the appraisal remedy to  

shareholders of a company whose stock is publicly traded. (But the MBCA does  

give appraisal rights even in this situation.) 


E. FREEZEOUTS


1. Meaning of "freezeout": A "freezeout" is a transaction in which those in control  
of a corporation eliminate the equity ownership of the non-controlling 
 shareholders. 

2. General rule: In evaluating a freezeout, the court will usually: 


a. try to verify that the transaction is basically fair; and 


b. scrutinize the transaction especially closely in view of the fact that the  
minority holders are being cashed out (as opposed to being given stock in a 
different entity, such as the acquirer).


3. Techniques for carrying out a freezeout:


a. Cash-out merger: 



1. The leading freezeout technique today is the simple "cash-out"  

merger. The insider causes the corporation to merge into a well- 

funded shell, and the minority holders are paid cash in exchange for  

their shares, in an amount determined by the insiders. 

