Business Associations Outline
· BA – gov. largely by stat.
· Other than Supreme Ct., DE is the most impt. ct. in corp. law arena and incorp. there is impt. because:

      -     DE law governs the internal affairs of all DE corps., even if co. is sued in NY

      -     Corp. can also be sued in DE
UNINCORPORATED BUS. FORMS
I.  Partnerships
· Establishing a Partnership:

      -     Can be done orally (governed by applicable partnership stat.) or by written agreement/contract

· Many partnerships, particularly law firms, don’t have written agreements because: 

-     The Partnership Act does a good job of clarifying the default rules anyhow

-     Oftentimes a written agreement is worse (too complex, doesn’t make sense)

      -     Sometimes hard to determine whether 2 people are in a partnership

· Stated purpose doesn’t matter as much as the bus. created 

· Sharing of profits is a prima facie indicator that 2 people are in bus. together

      -     However, receiving profit as repayment of a loan (properly structured and memorialized) shouldn’t be construed as a partnership.  These creditors can even have some veto power over the bus. as a protection of their investment.
· Sharing of Profits and Losses:

· Richert:  one partner invests while the other contributes services
· Default maj. rule:  partners do NOT get any compensation for their services, unless such an agreement was put in writing

      -     Rationale:  any partner can manage the bus., which is just part and parcel to what partners are supposed to do anyhow 

· Profits/losses are split evenly, but 1st you must repay the partners for their $ contributions because they are creditors
-     Min. CA rule:  services are deemed to be valued at the same amt. of the $.  However, if a partner receives compensation for services, the default rule kicks back in.
· Management and Authority:
· Agency rel. between partners – “a fiduciary rel. that arises when 1 person (principal) manifests assent to another person (agent) that the agent shall act on the principal’s behalf and subject to the principal’s control, and the agent manifests assent or otherwise consents so to act” (R. 3rd Agency)

· Being a partner does NOT automatically give partner authority

· To bind partnership, partner’s authority MUST derive from 1 or both of the following sources:

1) Actual authority (strongest) – authority agent believes he has (impression principal’s manifestations created in agent’s mind)

      a)   Indications of actual authority:

-     Express:

· Agreement

           -     Implied:

· Nature of bus. 
                       -     Ex.:  cashier believing she can accept $ from customers

· Course of dealings with other partners

· Job title

      b)   Scope of authority:

-     Ex. partner acting within the scope of his actual authority, and thus partnership bound:
· National Biscuit Co. v. Stroud:  partner of grocery store buys bread
-     Ex. partner acting outside scope of his actual authority, and thus partnership not bound:
Partner of grocery store buying used cars, because it is unreasonable for the partner to think he can do this 
· Meinhard:  unreasonable for agent to think he has the authority to extend a lease that was supposed to end on a certain date, esp. when the new lease is 9x more costly than old and agent personally guaranteed lessee’s performance 

-     Ex. debatable whether partner acting within the scope of his actual authority, and thus debatable whether partnership bound:
· Partner of grocery store purchasing toys likely depends on how big the toy is and whether it would be reasonable for partner to think they’d sell it at the store

c) Change/release/termination of authority:  by maj. vote of the partnership

      -     If there are only 2 partners: 

· 1 cannot destroy actual authority to do something within that partner’s scope

· Only way to resolve deadlock is to dissolve partnership 

-     Mere illegality does NOT negate actual authority 

-     CAN have actual authority after the fact (acquiescence)
2) Apparent authority  – authority others believe agent has (impression the partnership/
      principal’s manifestations (and NOT the agent) creates in 3rd parties’ minds)

      a)   Indications of actual authority:

            -     Express:

· Ex.:  announcing to store that you’ve hired cashier

            -     Implied:

· Partnership’s course of dealing 
      -     Strongest form, as it establishes a pattern for this partnership 
· Trumps custom

                                          -     Ex. course of dealing creating apparent authority:
· Smith:  managing partner reneges on deal to sell land for $200k, saying other partners authorized him to sell for $225k

      -     Concerned with objective 3rd party impressions, and here managing partner had transacted similar bus. affairs for partnership before
-     Ex. no course of dealing and no creation of apparent authority:
· Rouse:  client gives law firm partner $ to invest in good mortgages

      -     1 renegade partner doing this with 3 other clients isn’t enough to establish course of dealing

· Custom in the field (not as strong as course of dealing, as it is what similar bus. have done)
                       -     Ex:  putting cashier behind a register wearing a smock and name tag, without saying anything to customers
· Job title
      b)   Scope of authority:

-     Cts. consider 3rd party impressions under BOTH objective and subjective standards

-     Ex. partner acting outside scope of his apparent authority, and thus partnership not bound:

· Partner selling several acres of good land for $2k, as no 3rd party would reasonably believe he had authority to drastically reduce the price he could get for the land

· Rouse:  3rd party wouldn’t reasonably believe lawyer could act as investment advisor since firm doesn’t deal in securities and this wasn’t part of the practice of NJ law (objective standard)
· Meinhard:  investing partner did not participate in running venture, so 3rd party couldn’t for any impression, let alone a reasonable one of his authority

-     Ex. partner acting within scope of his apparent authority, and thus partnership bound:

· Roach:  partnership liable for law partner who gets a loan from a client that partner also rep. before partnership formation
                  -     Diff. from Rouse because:

· Lawyer conducted these activities for client before, and was not challenged on that when he joined the partnership

· Concerned with subjective 3rd party impression, and here client reasonably thought a law firm would give investment advice/engage in this activity
            c)   Change/release/termination of authority:  notice 

                  -     Must be immediate, or otherwise partnership can be bound for acts occurring before 3rd party knows of change in authority 
                  -     Notice from even 1 partner is enough
                  -     Partner recording on partnership’s records can be enough to give other partners notice

· Presumed they check it and know what’s in it 
· Duties of Partners to Each Other:
      -     Meinhard:  at end of 20 year lease, managing partner signed new lease for bldg. with lessor without telling investing partner, who eventually finds out and wants in on the deal
· Fiduciary (rel. founded on trust and confidence) duty – to think 1st of the partnership/other partners, subordinating your own interest 

            -     Partnership duties are the highest you can have in a bus. rel.

· Needed since partners can be held responsible for acts of other partners even when they aren’t authorized and aren’t known

-     Duty raised even higher here because:

· He is managing partner

· Partnership is about to end

                  -     CANNOT be waived in its entirety, though agreements about certain actions not being a violation of the duty and partners going their separate ways can be made

-     OVERRIDES authority 

· Ct. requires managing partner share this profitable opp. because:

      -     It arose through the partnership = partnership opp.
· Without investing partner, nobody would have wanted to deal with managing partner because they wouldn’t know he could be successful

· Opp. doesn’t have to be contemplated by the partnership, it just has to be plausible

      -     It concerns the same line of bus.

· Here, lease concerned the same lots

· However, even the lease of diff. lots far away is an extension of the same line of bus.

      -     Managing partner didn’t inform investing partner about it

· Price of denial is extension of the trust at the option/for the benefit of the 1 excluded

· However, even if managing partner informed investing partner about the deal, this wouldn’t have been enough here since investing partner wouldn’t really have been able to compete for it because the lessor didn’t know of his existence
      -     Whereas informing can affect authority, it doesn’t have much affect/bite to duty

· If ct. cites case, side trying to get out of their duty will lose
· Dissolution:

· 3 steps:
1) Form of dissolution caused by some act of a partner

      -     Withdrawal

      -     Bankruptcy

      -     Death

      -     Ct. order – gen. partner always has the power to dissolve, but this is about the right to (without further consequences for breach of contract)

· Collins v. Lewis:  investing gen. partner in losing cafeteria partnership seeks ct. ordered dissolution 
· Ct. has the ability to dissolve a partnership that isn’t making $, but won’t unless gen. partner seeking dissolution proves that the reason it is failing isn’t his interference
2) Winding up of partnership affairs – satisfying all debts

                  -     Already high fiduciary duties heightened here
            3)   Formal termination
                  -    Includes:

· Accounting – paying a partner everything owed to him

      -     Valuation – takes into account both profits and losses
· Based on market value – what assets are worth now, taking into acct. intangibles such as bus. goodwill 

· NOT based on cash/book value – cost of assets

      -     Decision-making process (Cauble):
· 1st choice:

1) Force liquidation – immediate accounting and receipt of the value of interest at the day of dissolution 

2) Do nothing and permit bus. to continue – delayed accounting not upon dissolution
      -     Outgoing partner/his rep. receives:

· Still claims as creditor the value of the interest at day of dissolution +

      -     Unaffected by later changes 
· 2nd choice:
            -     Either:

                        a)   Portion of interest attributable to use of outgoing partner’s assets – select if bus. experienced subsequent losses
                        b)   Portion of profits attributable to use of outgoing partner’s assets – elect if bus. subsequently did well
            -     Protects against losses

      -     Unlike splitting partnership opp. 50/50, here split isn’t 50/50 because you are just using assets contributed by outgoing partner

            -     Can choose which to take at time of actual dissolution of partnership

-     Designed so that partnerships take 1st choice and account at pt. of dissolution
· Distribution of remaining assets to partners

                  -    Pt. in which partnership no longer has legal existence:
· Terminates all actual authority, but there could still be apparent authority if 3rd parties aren’t put on notice
· Does NOT completely discharge liability, as gen. partners can still be personally liable for the time they were partners after the partnership is dissolved
II.  Other Unincorp. Bus. Forms

· Limited liability partnership (LLP): 
      -     Outgrowth of collapse of real estate and energy prices in late 1980s, and concomitant disaster of TX saving and loans assoc.

· Limited partnership (LP):
· Exclusively a creature of stat.

· No CL of LPs as there is with gen. partnerships

· LP with a corp. gen. partner:

· Officers/directors of corp.’s Board manage affairs of LP

      -     Only requirement of wearing more than 1 hat is that people can distinguish which role person is acting in at any given time
· In re USACafes:  gen. partner corp. had shareholders, unlike most that are created for the sole purpose of being a corp. gen. partner (without shareholders)
-     Corp. gen. partner has duty to:

· Gen. partner itself and its shareholders – always the case
· Limited partners also 

      -     A lot of people disagree with this part because it could raise potential conflict between groups corp. owes duty to

      -     However, this case is easy since Wylys were the Board members and only shareholders of the gen. partner and owned 47% of the LP units = thinking only of themselves 
-     Combat problem by requiring partners to clarify duties at formation in agreements 

· Limited liability co. (LLC):
      -     Combines the tax adv. of a partnership with the limited liability protection for all members of a corp.

CORPORATIONS
· Formation:
· Process of incorporation:
· Usually either DE or state of bus. for local bus.

· Docs.:

      1)   Articles/certificate of incorp./charter:

· Mandatory provisions:

-     Name of corp. and indication that this is a corp. (inc., co.)

-     # of shares authorized, and diff. classes if more than 1

                  -     Name of reg. agent upon whom legal process may be served and address of initial reg. office

· Incorp. creates a new legal entity, albeit an artificial one

                  -     Name and address of each incorporator
· Optional provisions (varies by state):
      -     Opt in provisions – if this isn’t done in the charter, they don’t apply to the corp.

· Ex. Martha Stewart:  directors/officers can’t be held liable for breach of fiduciary duty

      -     Opt out – if this isn’t done in the charter, these provisions apply to the corp. as defaults

      -     Statement of bus. purpose (see ultra vires below)

· Public doc. on file

· Brings corp. into existence

                  -     Most states say corps. don’t come into existence until filing is accepted, but some allow corp. to come into existence at the moment of filing

2)   Bylaws – operating agreement gov. internal affairs of corp. once in existence

                        -     Also on file if co. is public, but don’t have to be otherwise
                        -     Meetings:

                        1)   Meeting of the shareholders that elect directors

                        2)   Meeting of the directors – most by unanimous consent rather than an actual meeting 

                        -     By resolution:

· Adopt bylaws

· Adopt seal
· Set up bank acct.

· Ultra vires (“beyond the powers”) doctrine:

· At CL:
· Otherwise legal contracts were void and not enforceable if beyond the competency/power of the corp. to enter into 
      -     Rationale:  since charter with purpose clause is on public file (required at CL), everyone is on notice of the powers a corp. does/doesn’t possess 
      -     Ex. ultra vires:

· Ashbury:  bus. purpose was to sell/lend railway plant, but corp. repudiated contract to construct/operate a railway after partial performance
· Corp. shareholders can’t agree to contract because you can’t do something that charter prohibits
      -     Have to change the authority in the charter in order for the contract to be valid, but if all shareholders would assent to the contract they would also vote to change the charter

      -     Changes to charter not allowed in England, so would really have to create a new corp. with same membership and mgmt.
-     Today:

· Cts. avoid doctrine by presuming corp. is formed for “any lawful bus.” unless a narrower purpose is provided

· Now ultra vires is NOT a defense for the corp.

      -     Corp. can’t avoid an otherwise lawful contract with innocent 3rd parties 
· Ex. ultra vires defense not allowed:

      -     711 Kings Highway:  corp. with purpose limited to marine activities can’t get out of lease of bldg. for movie theater
· 3 exceptions in which ultra vires nature of an act may still be raised :
1) Shareholder suing the corp. to enjoin proposed ultra vires act
-     Doctrine still has life in charitable contribution cases:
· Ex. settlement reached:
                                                -     Sullivan:  corp. mails proxy statement to stockholders about plan to construct a new museum and allow it free rent for 30 years, who argue this would be waste
· Test for contribution:  reasonableness
-     Size of the bus. matters – can’t make a contribution for 1/5 net worth of corp.

-     Most, however, aren’t even for 1% of net worth

· Settlement OK because corp. gets goodwill from the contribution:

                                                      -     Corp.’s name is on bldg. and museum is a public place where many will see it and assoc. it with corp.

2) Corp. suing an officer/director for damages arising from commission of an ultra vires act he authorized

3) State/AG suing corp. to have it dissolved for committing an ultra vires act
· Breaking the Corp. Shield of Liability:

      -     3 ways to hold individuals liable:
· Pre-formation stage:
                  1)   Promoter liability  
                        -     Promoter/founder/organizer – person who directly/indirectly helps start us a bus., but doesn’t engage in the bus. itself
· Promoter can be a prospective officer, director, shareholder, of new corp., or an outsider
-     Fiduciary duty – of full disclosure
· Includes (Post v. US):
      -     Making known all facts which might influence prospective members

      -     Refraining from misrepresenting material facts

      -     Make known any personal interest promoter has in transaction – no secret profit-making

· Owed to:  corp. as a sep. legal entity and to its’ members  

· CANNOT get around obligations by:

      -     Getting full knowledge and consent of the investors, as new investors could hold her liable

      -     Contracting out of the obligations, as contracts never trump fiduciary duties

-     Default rule: 

· Though promoter assumes to act on behalf of the prospective corp., he is personally liable on his contract …

-     Ex. promoter personally liable:
· Stanley:  promoter ambiguously signed contract “by:  Boss, agent for a MN corp. to be formed who will be obligor” 

-     Ct. finds that promoter intended to be personally liable because provisions called for payment before corp. was to be formed

· … Unless an agreement was made to look to some other person 

      -     If corp. is supposed to be liable, the corp. appears first on signature line, followed by promoter on corp.’s behalf

                        -     Alternative understandings/intent of the parties:

                              1)   Revocable offer (usual understanding) – results in a contract if the corp. is formed and accepts prior to withdrawal 
-     Promoter and non-existent corp. that has yet to accept not liable 

-     Clearly anticipates that no performance will be started

· If 3rd party pushes for immediate action, corp. still isn’t liable but promoter might be under default rule

2)   Irrevocable offer/best efforts – for a limited time

-     Promoter first sets up corp. and then tries to get it to accept terms of contract

-     Promoter liable:

· ONLY if he doesn’t use best efforts to get corp. to accept terms of contract

· NOT liable if he uses best efforts, but corp. doesn’t accept terms (under no obligation to)

3)   Novation – promoter is bound under present contract, but with understanding that his liability ends if corp. is formed and manifests a willingness to become a party to the contract

-     Allows for performance before corp. existence

-     Corp. must affirmatively manifest intention to become a party to the contract:

· Explicit – in writing

                                                -     Onus on promoter and person in contract to get consent this way

· Implicit – by action or acquiescence 

                                                -     Corps. creating reasonable impression in the 3rd party’s mind
-     Promoter liable:
· Until corp. is formed

· If he doesn’t use his best efforts to get corp. to accept terms of contract
4)   Dual liability – promoter liable on present contract and remains liable either primarily or as surety (2ndarily) even if corp. becomes a party to the contract
      2)   Defective incorp.
            -     Diff. from promoter liability because here 3rd party actually thinks he is dealing with a formed corp.
-     Bright-line rule as to when there is a corp:  
· ONLY de jure corp. (“by law”) count – all requirements are satisfied and articles of incorp. were filed and accepted
                  -     Bus. is a sole proprietorship or partnership, with  proprietor/partners are have unlimited, personal liability for anything before articles are accepted (even if a contract for services spills over into time when bus. is a corp.)
· Eliminates defenses:

      -     De facto corp.:

· Requirements:

      -     Must be a valid law under which corp. could be org.

      -     Attempt to org. under that law

      -     Carrying on the bus. – user of the corp. franchise

      -     Good faith 

· NOT good faith for active party responsible for incorp. to begin bus. until he has the certificate of incorp.

      -     Thus, really only liability shield for inactive parties

· Rationale for this being a defense in the past:  incorp. took a long time because it involved extensive substantive review

      -     Incorp. is now much more simplified and doesn’t take nearly as long

      -     Corp. by estoppel – not attempt to comply with incorp. stat., but because parties think they are dealing with a corp. (even though they aren’t) they can’t bring a suit for personal liability
· Receiving payments is evidence of corp. acknowledgement
· Ex. application of bright-line rule to hold individual personally liable:

-     Robertson (DC rule):  D agrees to form corp. to purchase P’s bus., articles filed, lease signed, articles rejected, D executes note anyhow, certificate of incorp. issued, only 1 payment to P on note

· D liable since he executed note before certificate of incorp. issued
· Not all states follow rule, retaining 3 types of corp. (MD)
-     Ex. no corp. so individuals aren’t personally liable:
· Kunkel’s:  investors aren’t aware that Kunkel has started to operate gas station they planned as a corp., but fuel supplier tries to hold them liable for 

      -     Not de jure or de facto corp. because no articles of incorp. filed or accepted

      -     Not a corp. by estoppel because fuel supplier couldn’t reasonably think it was dealing with a corp. when everything was signed only by Kunkel

      -     Not a partnership because:

· There is no sharing of profit, as any $ investors receive would be more like loan repayment of the $11k fronted
· There is no evidence that interaction/doing bus. together between Kunkel and 2 investors (who weren’t even aware he started doing bus.)
· After formation:

      3)   Piercing the corp. veil/disregard of the corp. entity
-     Contrary to gen. rule, here shareholders or officers/directors (in parent/sub. corp. rel.) are held personally liable for the debts of a corp.
-     Valid corp. existence is ignored in equity to serve the ends of justice
· Counterbalances de facto corp. and corp. by estoppel above

-     Cts. are very reluctant to pierce because people incorp. for the very purpose of shielding themselves of liability

· Places burden on person trying to pierce
-     Doctrine mostly applicable to closely-held corps.

· NO case has ever held individual shareholders of a public corp. liable

-     Examined on a transaction by transaction basis 
· Factors considered to show complete domination, but NO 1 factor is determinative:

      1)   Ownership
            -     Most impt. factor
            -     NOT necessary/sufficient to show complete domination that: 
· All/almost all corp. stock is owned by 1 or a few people
· Parent elected board of its subsidiaries as sub.’s shareholders – most often the case

-     Likely sufficient to show complete domination that:
· All/most of the parent’s directors/officers are the sub.’s too because:

-     They might act for the benefit of the parent – BUT could be just for info. purposes so make sure of this

-     They might cause confusion to 3rd parties about which corp. is acting
· If parent has authority over day-to-day transactions

      2)   Undercapitalization 
            -     2nd most impt. factor
            -     Proper capitalization:

· Meet obligations/debts
· Maintain a cushion – enough ins. to cover foreseeable tort claims given nature/type of the bus.
      -     Ex. cushion adequate:

· Radaszewski:  sign. risk of accidents for trucking co.
      -     Good faith effort to be capitalized by purchasing ins., but ins. co. went bankrupt 5 months before tort claim was filed
· Arrow Bar:  liability ins. necessary, but not dram shop liability ins. because risk wasn’t reasonably conn. to running bar (required in most states today)

· Borrowing and personally guaranteeing funds to set up corp. – in contrast to corp. paying an individual’s obligations, this is individual paying the corp.’s obligation
      -     Ex. cushion might be inadequate:

· Not getting ins.

· Failing to pay ins. premiums so that coverage lapses

· Paying out additional salary/bonuses and leaving no $ to corp.
· Inability to pay dividends – persuasive proof of want of cushion
-     Undercap. for a limited pd. of time (at inception, or after growth):
· Most cts. will likely hold that as a bus. grows/expands, cap. obligation also grows/expands
      3)   Ignoring corp. formalities (alter ego/instrumentality theory) – records, minutes, meetings, etc.
      4)   Siphoning
            -     Unlike undercap., the $ is there but is all drained away as it comes in

      5)   Commingling of funds

-     Ex. commingling:

· Parent keeping only 1 bank acct. for them and subs.

· Parent keeping sep. but linked bank accts. for subs. at the same bank, where the bank can take $ from 1 acct. to not let a check written on another bounce
      6)   Fraud/misrep./illegality
-     Fraud is NOT a necessary element
· Bartle is extreme in refusing to pierce without it
-     Illegality IS enough to pierce if corp. is set up to do an illegitimate thing (sell drugs)
· If corp. is seemingly legitimate and only 1 part is illegal, ct. will pierce as to that one part, holding only those people liable

-     Types of claims where argument is raised:
· Tort – most often

      -     Rationale: 

· For:  pierce in favor of tort victim because corp. bore the risk
· Against:  people incorp. specifically to get away from liability to tort victims which can’t be foreseen  

   -     Exs.:

· Arrow Bar and Radaszewski
· Contract – much less often, and more debate about propriety of piercing here 

                       -     Rationale:

· For:  a contract victim suing for breach is foreseeable, so piercing should be allowed

· Against:  parties to contracts have the ability to investigate the corp.’s cap. and voluntarily contract on that basis
-     Liability offshoots:

· Reverse piercing – parent engages in wrongdoing, and the subsidiary is held liable
· Sibling liability – piercing hor./across to another corp. dominated by a parent co. with no assets, even though corp. formalities were observed

     -     Equitability theory that parent is really just trying to get around ins. liability since if this were only 1 larger instead of 30 smaller corps., they would have had enough cushion

-     Piercing still a potential issue when corp. separates a failing component from the rest if corp. was sued prior to separation

· Financial Matters:

· Debt and equity capital:
· Debt – think borrowing (obligations fixed by contract)
      -     Fixed claims – debt holder has a right to receive payment

· Equity – think ownership (market value of prop. – market value of debts/liens against prop.)

            -     Residual claims – equity holder does NOT have a right to receive payment

            -     Equity securities:
· Shares/stock gen.:

      -     Par value:

· Used to be equivalent to stated value (actual value shares were bought for), but NOT anymore

                  -     Makes this virtually worthless now
· CANNOT issue shares for less than par value (so set very low, at $.01 or just have none at all)

      -     Can’t issue any more stock than authorized by charter (so way overestimate to avoid amending charter)

      -     Board sets a fair price for stock, and they can be sued if they get it wrong

· Watered stock problem – if consideration paid by shareholders < what they are worth, shareholders have an obligation to pay the diff.

      -     Can be paid for in $, stock, property, and past services

· CANNOT be paid for in future services

      -     Everyone in the same class of shares MUST have same/equal rights

· 2 types:

1) Common shares:

      -     Fundamental rights:

· Entitled to (MBCA §6.01(b)):
                  a)   Voting rights – to elect directors and on other matters coming before shareholders

-     Corollary preemptive rights – protects against vote dilution
· Can’t block corp. from issuing new shares, but shareholder does get the right to purchase the amt. of new shares that maintains his % of control 

      -     Ex. new common shares issued:  if you owned 5% of the shares out of 100, you need to buy 5 more if the # is expanded to 200 shares
      -     Ex. new preferred shares issued:  common shareholders get preemptive right if preferred shares:
· Have voting rights – classic vote dilution

· Are convertible into common shares – potential vote dilution

· Opt-in provision

      -     If charter is silent, there are NO preemptive rights (likely today)

· Does NOT apply to shares issued for compensation or in exchange for prop.
· Right can be waived 
      -     Ex. waiver:  
· Stokes:  shareholders vote to allow the corp. to issue all new shares to Blair co.
      -     Unlike P here, shareholders who voted to approve issuance 
· Failure to object when impact of issuance is fully appreciated

-     Ex. no waiver:
· Katzowitz:  2 stockholders try to push 3rd out by offering all the option to purchase stock at a discounted rate, knowing he wouldn’t do it

      -     3rd didn’t realize impact that not buying would have 
· If shareholder doesn’t buy when shares at offered at a discounted rate, he holds less % for a lesser $ amt.

-     Reverse corollary to preemptive right:  if shares are offered for less than their fair value, shareholders have a cause of action, regardless of whether this right is bestowed upon them in charter, UNLESS corp. has a bus. rationale 

· Raise $ works

· Cutting prices to sell more is iffy
· Remedy for denial of right – diff. between sale and market price
                  b)   Dividend/liquidating distribution – entitled to portion of net assets – debts if anything is left upon dissolution
· Other rights:

      -     Inspect books and fin. info.

      -     To sue on behalf of corp. to right a wrong committed against it

· Usually held by same class, but doesn’t have to be

· Must always have 1 share of each class with these basic attributes outstanding/ issued to someone (MBCA §6.03)
2) Preferred shares:

                        -     “Preferred” because of payment priority over common shareholders: 

· Dividends – payments of cash, prop. (liquor), or stock out of corp.’s current/retained earnings

      -     Paid at Board’s discretion, but if paid, they have to at least meet this preferred fixed level

      -     Can’t be issued if this leaves the corp. with no $ (must leave a cushion)

      -     Types:

· Noncumulative – if the board doesn’t pay in a given year, they go away
· Cumulative – if board doesn’t pay in a given year, they are added to those due the next year
-     Corp. must pay this at liquidation, but if it hasn’t been paid in many years shareholders usually have to bargain down price they receive
· Participating (either noncom. or cum.) – preferred shareholders get their dividend and then also participate with the common shareholders’ dividend     

	
	Year 1
	Year 2

	$4 Cum.
	$0
	$8

	$4 Noncum.
	$0
	$4

	$4 Participating cum.
	$0
	$8 + $.25 (fraction/% of common payout)

	$4 Participating noncom.
	$0
	$4 + $.25

	Common
	$0
	$1


-     Compelling dividend payments in closely held corps.:

· Cts. reluctant to compel because of BJR and doing so would require them to figure out how much should be paid

· To compel payment, must show that there:
1) Has been a continuous surplus, and
      -     Can’t demand dividends every year when they are discretionary 
2) Track record of usually giving dividends

3) Has been bad faith linked to the dividend/distribution policy
· Ex. no bad faith:

-     Gottfried:  surplus in corp. very recent, and following indicators of bad faith insufficiently linked to dividend payment policy:
· Excessive salary for officers/directors – wouldn’t even be sufficient link if Ps used to be directors, were fired, and then exorbitant salaries were paid
      -     Clear winning case:  dividends paid along with reasonable salaries for years, Ps fired as directors, dividends stop and salaries increase dramatically

· Withholding dividends to avoid neg. tax liability that would be incurred – suggests that corp. cares about shareholders, esp. those in high tax bracket and thus pays them in compensation instead
· Allegations of hostility
· Freeze out – when maj. shareholders gang up on min. shareholders through a concerted policy to squeeze them out of all transactions/benefits of a closely held corp. 

· Ex. bad faith:

-    Withholding to harm a min. shareholder 
-     Dodge v. Ford:  large, consistent surplus and dividends usually given (track record), but instead of paying dividend this year, corp. begins a long-term expansion plan with the $ 
· Bad faith in being motivated for reasons other than fin. gain (here charity to comm. by reducing price of cars) since “bus. is org./carried on primarily for profit of the shareholders” and thus is the appropriate bus. concern
· Perhaps ceasing dividends was to prevent Dodge from using $ to start his own car co., which is what happened

· Cited for proposition that fid. duty is to shareholders ONLY (Wrigley holds to the contrary)

                        -     Rights discretionarily granted:

· Voting rights – unusual, but can be triggered upon a default (nonpayment of dividends, etc.)
      -     IF preferred shareholders have voting rights, they also have corollary preemptive rights (see above)

· Liquidation preference 
· Redemption rights – ways corp. get shares back
· Conversion rights – ways to change shares for diff. type

· Anti-dilution rights
· Fiduciary Duties of Officers and Directors:
· Board of Directors gen.:
· Types of directors:

                  -     Indep. director – NO rel. WHATSOEVER with corp.

· No emp. rel. with corp., owns no stocks in corp., and isn’t an officer of another corp. that has a rel. to this corp.

· Board must consist of a maj. of indep. directors

                  -     Outside director – NO emp. rel. with corp. other than being a director

· Overlap:  every indep. director is an outside director, but every outside director is not indep.

                  -     Inside director – DOES have emp. rel. with the corp. other than being a director

· Decision making usually done by committees

      -     Decision is binding on Board as a whole

      -     Sarbanes-Oxley act reforms for public corps., including:

· Required committees (though last 2 can be combined) that must be made up completely of indep. directors:
      -     Auditing – oversight over fin.
      -     Compensation – sets salaries, approves option plans, etc.

      -     Nomination – considers directors nominated to Board for next year
· Public shares must be listed on an exchange

-     Fiduciary duties are the same for directors on the Board and officers (MBCA §8.30):
· Still must consider:
      -     Greater access to info. that officers likely have
      -     The lower down in officer rank you go, the less of a duty that officer owes
· Duties:
1)   Duty of care and BJR:
      -     Duty:  officer/director should manage in the best interests of the corp. to the best of their ability
· Must exercise this duty by:

      a)   Acting on a well-informed basis (full disclosure) – exercising care that ordinary prudent person in a like position would

      b)   In good faith

      c)   In the honest belief that decision/action is in the best interests of the corp. 

            -     Objective standard – was belief reasonable/plausible
· Owed to:  the corp.
      -     Remedy for fiduciary duty suits is redress to the corp., so they are all derivative

· Arises ONLY in ordinary bus. transactions

· Applies ONLY to disinterested transactions
· Very broad, deferential standard granting officers/directors tremendous discretion
      -     If these criteria are met, directors/officers are NOT liable even if decision turned out to be poor in hindsight

-     BJR defense:
· Presumption/deference that the directors/officers met their duty – as long as director/officer’s action is a reasonable bus. judgment, they are shielded from liability
· Makes duty of care claims RARELY successful
· Rationale:  judges aren’t businessmen, so cts. feel they shouldn’t 2nd guess directors elected by shareholders as the people to best run the corp. unless action/decision is egregiously wrongful
· Party challenging bus. decision/action has burden of proving that BJR was violated and duty was breached 
      -     Failing to act ALMOST ALWAYS a breach

      -     Done by examining:

            a)   Process of making decision 
                  -     Well-informed prong of fiduciary duty:

· Nature of decision:  impt. decisions (end-of-life or potential to be so) require more thought and knowledge of the details than less impt./
      daily/routine decisions (hiring/EE rel.)

· Flaws include:
      -     Van Gorkom:  merger/takeover deal by CEO and other high officers done in secret, and then approved in rapid time
· Not giving notice to Board as to what meeting is about
            -     Members couldn’t have been prepared to discuss merger/
takeover
· Not supplying merger agreement to Board during meeting
      -     Directors argue they wouldn’t have read more than bullet pts. on front anyhow
· Not deliberating for long enough/quick speed of transaction 
            -     Meeting was only 2 hours 
      -     Cts. recognize that Boards must make decisions with best info. available at the time, so as long as they tried to be informed within whatever timeframe they have (here 3 days), they didn’t breach duty
· Unreasonable reliance on expert 

      -     Although reliance on expert with knowledge in area an ordinary person doesn’t have is reasonable, not knowing how they formed their opinion is unreasonable
· Must still be some process though, so it wouldn’t be enough to rely on person saying “I’ve been with bus. since it started, and arrived as number based on holistic understanding of enterprise instead of a study”
      -     Atty is an expert, but here he was hired only 1 day before meeting and thus wasn’t informed himself and couldn’t advise them well
      -     Contrast to reasonable reliance on compensation expert in Eisner because Board knew what severance package was 

· Not asking questions
      -     Never asked about the formula behind $55/share # (there was none – it was plucked out of the sky by Van Gorkom) and that own mgmt. didn’t agree with it
· Not being well-informed wasn’t cured by later actions
      -     Auction to get better offers was a sham
      -     Eisner:  suit against Board for approving emp. agreement that gave Pres. of Disney $140 million severance when he was terminated 

· Irrational process

      -     Corps. can hire in any way they want, but must follow it up

· CEO calling someone he knew is rationale here, because they followed it up by having expert examine contract

· Couldn’t just say that person who submits first resume by 12 noon gets the job without confirming education, work exp., refs., etc.

· Not performing calculations
            -     Unlike Van Gorkom, formula was known here but nobody calculated that Pres. would get $140 million in severance
· However, Board would have to do infinite calculations for each day Pres. could have quit, so not knowing final # isn’t so bad

            -     Bigger problem is that nobody found out that Pres. got more by leaving than staying
-     Good faith prong of duty:
· Flaws include:

      -     Decision made under threat – only reason director went along with decision was because he felt he had to
· Ex.:  In Eisner, if Disney had issued a press release about hiring Pres. before Board agreed to hire him, and then they felt they had to so corp. wouldn’t lose face with public

b)   Substance of decision – waste 
      -     Extremely hard to establish since standard is so high

      -     Process piece is fine, but decisions seems irrational so questions still arise

· Exs.:  
      -     Selling corp. for $20/share when it is worth $38/share
-     Disproportionate salary

· Naturally, must offer a bit more than last person hired, but can’t be way off

· Absent in Eisner, but argument that a corp. is putting the future of bus. solely in 1 person by paying him so much won’t likely succeed, because inducement to stake reputation on the future success of a sinking ship has to be great

-     Promising salary for life to individual that can’t perform job tasks because person is in a vegetative state

· Absent in Aronson, but Fink did have massive heart attack before emp. agreement was final and ct. still bent over backward to find that directors had a reasonable belief that Fink could work

-     $20 million interest-free loan to director with no repayment schedule

· Doesn’t happen much now, so would have to ask more questions such as whether loan was ever repaid (mitigates no repayment schedule)

· Market term norms NOT considered under BJR

-     What everyone else is doing is NOT impt.

· Wrigley:  fact that other 19 baseball teams installed lights for night baseball games doesn’t mean that D acted in bad faith by not following along

      -     Cited for proposition that fid. duty can be to more than just shareholders, here that lights might have deteriorating impact on neighborhood around stadium (Dodge holds contrary)
-     Shareholders can’t remove a breach of directors/officers’ duty by sanctioning/

      approving decision
· Response to Van Gorkom in DE Gen. Corp. Law §102(b)(7):
      -     Allows for opt-in provision in charter that eliminates/limits personal liability of a director to corp. and shareholders for breach of fiduciary duty of care if only $ damages are sought

· After Enron, DE cts. make amends by giving Ps day in ct. for these claims too (Eisner) 
      -     No shield for breaches of:

· Duty of loyalty

· Good faith or intentional misconduct

· Illegal transfer of funds

· Transactions where director derived an improper personal benefit
2)   Duty of loyalty:
-     Duty:  directors/officers must be loyal to corp.
· Contrast to duty of care, where director/officer has NO interest

-     Breach of duty: 
· Involves:

      -     Conflict of interest/self-dealing/interested transactions – transaction between either the corp./director or officer or a corp./a corp. where same director/officer sits on both Boards in which director gets some benefit that nobody else does because he’s the one who approved the transaction 

· Claims:
      -     Easier to bring than duty of care because ct. is much less deferential 

-     DE Gen. Corp. Law §144(a) framework for analyzing (DO IN ORDER, falling back on next only if 1st ones don’t work):  
· Taint of voidability for these types of transactions and for director/officer participating in Board/committee meeting to vote and authorize these transactions can be removed if:

            (1)  Maj. of disinterested directors (even if only 1) on Board approved transaction in good faith after full disclosure

                  -     Further analysis – BJR, which requires that transaction be approved:
· In good faith

      -     If the interested members manhandled disinterested members, it takes away good faith but not disinterested status of members

· After full disclosure

            (2)  Maj. of shareholders approved transaction with full disclosure
                  -     Process for determining which rule applies:
· Sep. out vote of interested shareholders and discard

· Considering only disinterested shareholders left:

-     If maj. approve transaction with full disclosure = BJR applies as above
-     If maj. did NOT approve transaction = cts. split
· NY = BJR analysis as above

· Maj. = intrinsic fairness test (see below)

      -     If ONLY maj. of interested shareholders approved while maj. of disinterested did NOT = split in authority
      (3)  Transaction had CL intrinsic fairness at time it was approved
            -     Heightened scrutiny over BJR, so bus. is likely to lose here

            -     Encompasses both:

· Process – fair dealing
            -     Includes:

· Full disclosure – so required in all steps

· Good faith 

            -     Ex. fair process:

· Marciano v. Nakash:  deadlock between 2 groups of directors (also the shareholders) about a whether loans made by 1 group to corp. were enforceable debts

                        -     Does NOT matter that they didn’t seek anyone else who would offer loan for these terms, as under process corp. can get the $ in any way they want  

                        -     Good faith because there was a legitimate bus. reason for corp. to take the loan since it needed the $
· Substance – fair terms

            -     ONLY required in this step

            -     Ex. fair substance:

· Marciano:  loan met market term norms
· Derivative Suits and the Demand System:

      -     Steps in ct. analysis:
            1)   2 things instigate assessment:

                  a)   Shareholders bring a derivative action

                  b)   Board brings a motion to dismiss – since harm is to corp. OR its shareholders, power really belongs to them
                        -     If NO motion to dismiss is brought, proceed right to the merits of the duty claim

2)   Demand – formal request by a shareholder that the Board bring some action on behalf of the corp., allowing enough time for Board to respond

      -     Cts. construe demand STRICTLY – protects shareholders because make demand takes away a lot of the analysis

      -     Ex. not likely to count as a formal demand:

· Shareholders converging on Board members and saying “You have to do something”

· Email communication 

      -     At this pt.:

· All about process
· Questions to ask (A to Z; shareholders’ actions to SLC comm.’s actions):

      -     Was demand made?
                        a)   If yes – shareholder concedes that demand was required and BJR applies to Board’s dismissal decision to virtually block ct. from examining underlying claims of the suit
                        b)   If no – Was demand required or excused?
                              -     If required – automatic dismissal
· If shareholders make a demand after dismissal of claim in ct., BJR applies to Board’s dismissal decision if shareholders bring suit again
                              -     If excused –Zapata analysis applies to Board’s dismissal decision
· Under Aronson analysis, shareholders must prove demand was futile and thus excused by raising a reasonable presumption of 1 of the following:
     (1)  Maj. of directors are interested – maj. directors get fin. benefits others don’t, and min. disinterested directors isn’t enough to cleanse transaction
            -     Ex. likely enough to prove self-interest and excuse demand:

· Zapata:  all 10 directors are named in suit and benefited personally from transaction to accelerate date to exercise options (now before  tender offer) through tax savings, because they won’t agree to sue themselves
· Director is spouse of person Board is considering hiring – prop. is joint, including salary received

-     If director is parent and person to be hired is their kid, would have to prove that parent lives with kid and kid contributes fin. to parent’s wellbeing

            -     Ex. likely not enough to prove self-interest or excuse demand:  

· Zapata:  mere fact that all directors are named in suit

      -     If it were this easy, every P would just name all directors and circumvent demand requirement 
· Aronson:  emp. agreement for 75 year old Fink with provision to pay him for the rest of his life regardless of ability to perform job, because he is the only 1 interested
· If action benefits everyone, or the vast maj. with only a min. not benefiting (99 to 1)

· Gen. desire to save job and thus keep receiving salary

           (2)  Maj. of directors are NOT independent – directors feel beholden to person who is interested for some reason, and thus lack objectivity
            -     Ex. likely enough to prove lack of independence and excuse demand:

· Mere stock ownership 

· Owing job/emp. status to person interested in transaction 

      -     Although ct. presumes that directors can be objective and desire to protect their rep. as a good director for their other positions, 3 directors sitting on a Board for a corp. controlled by a sole shareholders fits this description
· Family ties – usually causes director to vote in family member’s favor or abstain/not vote in family member’s favor to prove objectivity, but either was director wasn’t independent

      -     Director not saying that family member was one to be hired is recognition that she can’t be impartial

-     Ex. likely not enough to prove lack of independence or excuse demand:

· Inside directors do NOT automatically lack indep.
· Aronson:  mere fact that nobody but someone beholden to Fink would likely approve emp. contract

· Social ties – NOT that impt. here, and never been held enough

     (3)  Transaction invalid under BJR
-     Van Gorkom process and substance/waste flaws from above, but just raise flaws and don’t talk about in depth
-     Remember that before you get to this, if this is a self-interested transaction and there aren’t enough Board members to sanitize it, the corp. doesn’t get the benefit of the BJR
· Zapata analysis of Board’s dismissal decision:
-     Promised land – shareholders have already raised a reasonable doubt that something is amiss in Aronson, so cts. are much more skeptical from here on out
-    Factors:  

      (1)  Burden shifts to corp. to prove:
            (a)  Directors who approved dismissal are disinterested – NO fin. benefit
            (b)  Directors who approved dismissal are independent – NOT beholden and objective
                  -     Special litigation committee (SLC) – committee of indep. directors created by corp. to conduct a reasonable investigation in good faith (based on extent) and make a report documenting decision on whether to motion to dismiss shareholder’s suit

· Oracle:  insider trading of 4 directors on Board, and 2 tenured Profs. from Stanford, to which corp. made sign. donations, are elected to SLC
      -     Ex. factors indicating SLC’s independence:

· Pre-screening potential SLC members about whether they could make an informed conclusion about this situation

· Interested Board members appointed SLC
· SLC members’ fees more than other directors
-     They’re doing a lot more work than just going to occasional meetings

-     Said they’d give it all back, and they could have gotten double the $250/hour fee they received

· Teacher-student rel. in past 
      -     Ex. totality of factors that ct. found indicated SLC’s lack of independence:
· Pre-screening potential SLC members about the what conclusion they would make in this situation, and selecting those most sympathetic to corp.
· Absent here, but if Profs. didn’t have tenure they might just vote to dismiss so they don’t piss off Stanford by making the wrong decision and would have a chance to get tenure in the future
· Absent here, but if tenured Profs. were in fund-raising positions (i.e. – director of bus. law center) or very involved in this activity
· Social ties ARE impt. here
      -     A teacher-student rel. kept up over time
      -     2 SLC Profs. traveling in same circles at same school suggests that others could influence their decision 
· Same for traveling in same circle but working for diff. schools, but not as tight as above
-     Absent here, but in Stewart, friendship of a bias-producing nature
· Best friends

-     Absent here, but in Stewart, wedding was a close call

      (2)  Ct.’s own analysis of whether corp.’s motion to dismiss suit should be granted (veto power of Board’s decision)
            -     Cts. thinks shareholders should have their day in ct. because they’ve already raised suspicion that something is amiss in Aronson analysis so that corp. doesn’t deserve deferential BJR standard and that 1+ people on SLC are questionable as well under (1) here, so homefree
3)   Substance of claim is addressed as shareholders finally get their day in ct. – duty of care or loyalty analysis from above
· Fiduciary Duties of Shareholders:

      -     Gen. rule:  shareholders may act in their own personal interest and owe NO fiduciary duty to the corp. of other shareholders
· Concern arises whenever power is shift away from directors/officers and toward shareholders because there is no way to hold them accountable
· Exceptions for controlling shareholders:  
                  1)   Equal opportunity to have corp. purchase shares – controlling shareholder must cause corp. to offer min. shareholders opp. to sell ratable # of shares as same price controlling shareholder got 

                        -     Applies ONLY in context of closely held corps.:

· Char. of closely held corps.:
                        a)   Small number of shareholders

b)   No ready market for the stock – impt. because hard to get rid of interest, except here when corp. purchase has created the benefit of a market
      -     No easy dissolution either (must have ≥ 51%), unlike partnership

c)   Substantial shareholder participation in mgmt.

· Shareholders here owe same duty of loyalty and good faith that partners owe each other
                        -     Treat closely held corps. diff. because they are like partnerships clothed in corp. label (no sep. between ownership and control)

-     Remember Meinhard
-     Applies ONLY if corp. purchased controlling shareholder’s shares at a premium

· Family may qualify collectively as controlling shareholder:

-     Exs.:  

· Donahue:  Board of 2 sons and a lawyer vote to have corp. repurchase most of father’s shares at $800/share, but when min. shareholder offers hers they will only do so for a much lower price
      -     Father and sons acting as one, so can’t separate their interests

      -     Kids needs to act together to defeat father’s mgmt. interest

· Family not close and fighting – still has appearance of impropriety because family members benefited from transaction

· Donahue suggests equal opp. doesn’t apply if corp. repurchases min. shareholder’s shares

-     Like a reverse preemptive right

-     Contracting out of rule is valid if:
· Advance consent:  unequal treatment is provided for in charter or bylaws (stockholder agreement)
After the fact and not in charter/bylaws:  need 100% of shareholders to sign off
-     If corp. doesn’t have enough $ to repurchase min. shareholders’ shares too, it CANNOT go through with transaction 
2)   Obligation to investigate when selling controlling interest to individual – maj./controlling shareholder CANNOT sell to an individual when possessed of facts establishing a reasonable likelihood that purchaser intends to loot the corp.
      -     Applies ONLY when corp. will be looted

· Does NOT apply to treating min. shareholders poorly

· Indications that corp. will be looted:

      -     DeBaun:  after death of controlling shareholder, maj. shares left to trustee bank who decides to sell the shares to shady char. outside corp. and not tell anyone involved
· Although this was an LBO, purchaser had no $ to pay off loan obtained to purchase the shares since asset stream of corp. wasn’t enough
      -     If reasonable investigation reveals this, can’t sell to purchaser unless he gets guarantors/backers to secure transaction

· Bad history – purchaser’s prior investments are bad, and ended in litigation
      -     Purchaser counters that this is expected since he buys failing corps., but look to whether or not they succeed/turn around after he buys them

-     Applies to publicly held and closely held corps. ALIKE
-     Applies ONLY to controlling shareholders

· Even if min. shareholders did investigate, they don’t have power to stop controlling shareholder from selling to looter
3)   NOT to sell corp. opp. when selling controlling interest – controlling shareholder CAN freely sell interest, but CANNOT sell corp. opp. attached to controlling shares and thus CANNOT keep the premium portion of the purchase price that accounts for corp. opp.
                  -     Corp. opps. are attached to controlling shares ONLY in special market shortage situations because only here did controlling shareholder bargain away corp.’s ability to exploit its market adv.

· Perlman:  selling controlling interest in steel corp. to another corp. in need of steel during war when it is in limited supply, and the new directors they elect divest all steel to purchasing corp.
-     Ct. in its discretion allows recovery to min. shareholders instead of to corp. like in normal derivative action since controlling shareholder who committed wrong shouldn’t share in judgment 
-     Dissent pts. out that there was nothing really wrong with transaction (no conflict of interest, no looting, etc.)
· Key here is that it doesn’t seem fair that corp. should be able to control assets of steel corp. without paying for that power and giving $ to everyone (transaction was an end-run around participatory opp. of min. shareholders to get slice of the action)
· Sale of flags after 09/11
· Mngt. and Control of the Corp.:
      -     Officers:

· Roles/powers (in gen.):
      -     Pres.:  

Supervise and control all bus. and affairs of corp. 

Preside at all meetings

Hire/discharge EEs and set their compensation

      -     Secretary:

· Keep minutes

· Custodian of corp. records and corp. seal

· Ensure that all notices are given

      -     Treasurer:

· Charge/custody of and responsible for all corp. funds and securities
· Authority to act:  
-     Board:

· Delegates maj. of power to officers
· For retained powers, Board acts through maj. vote of a quorum of directors 

      -     If 7 directors, quorum = 4 and maj. of quorum for vote to carry = 3

                  -     Authority MUST ALWAYS be present whether dealing with corp. or partnership
· ALWAYS consider issue when lone officer acts for corp.

· Officer can ONLY bind corp. to acts arising from usual/reg. course of bus., NOT to extraordinary acts
· Types (agency law applies because officers are EEs of the corp.):

      -     Actual:  authority officer feels he has been given by corp.
· Indications:

            -     Express – charter, bylaws, Board minutes and resolutions
· Ex. shaky, but could make argument that officer had actual authority:

                        -     CEO just came from Board meeting where he was told he had to “do something” to save failing corp., so he hired 25 year old takeover specialist he met at bar immediately afterward

            -     Implied:
· Action is inherent to the officer’s position
· Quorum of Board directors agreeing/acquiescing to act
                        -     Officer’s pattern of past decisions

· Scope:
            -     Ex. questionable scope:

· Jenkins Bros.:  Pres. of purchasing corp. successfully induced EE from selling corp. to stay on with them by promising to pay pension 
      -     Hiring manager who rapidly advanced and eventually became VP, when Pres. had only hired managers in past
· Change/release/termination of authority:  maj. vote or after the fact, acquiescence

-     Apparent:  impression corp. creates in 3rd party about authority of officer
· Indications:

-     Express – corp. telling 3rd party officer has this authority
-     Implied:

· Course of dealing
· Custom

· Scope:  
      -     Ex. likely extraordinary act outside scope:

· Permanent/lifetime emp. contracts

      -     Because they:

· Unduly restrict power of shareholders and future Boards on mgmt. policy issues

· Subject corp. to inordinately substantial amt. of liability 

· Run for long and indefinite pds. of time

· Very exorbitant salary – even though EEs can be fired (thus, corp. can get out of act), no reasonable 3rd party would think officer could offer it

      -     However, an extraordinary salary to a normal person would seem ordinary to a hot shot who is badly needed by a failing corp. and needs a lot of incentive to help corp. avert disaster

· 1 officer enters into an emp. agreement at a bar in the middle of the night that might result in corp. being sold

      -     Ex. act likely not extraordinary and thus not outside scope:
· Jenkins:  pension agreement because even though corp. had never hired for this position or given this benefit, they really needed EE, he worked out well, and amt. of liability corp. was exposed to was small
      -     Extraordinary act can be ordinary depending on the circs.
      -     Similar to permanent emp. contract only in running for long/indefinite pd.
-     NOTE:  weird setting (bar, golf course) does NOT automatically override acts

· Change/release/termination of authority:  notice 
-     CAN find that there was authority to enter into agreement, but that fiduciary duty was breached (presuming corp. approved underlying agreement here)
-     Shareholders:
· Limited roles/trad. sphere of power:
1)   Election and removal of directors on Board (who then elect officers)
      -     Election:

· Vote ONLY for or withheld, NOT against

· Rules:

      -     Default:  by plurality
      -     Maj. today:  maj. vote
· Proxies
      -     Removal:  
· NOT always granted, so check charter/bylaws

· Usually have to hold a certain % of shares to receive power 

2) Vote to amend charter and sometimes bylaws
      -     Shareholders are getting maj. instead of plurality vote above by proposing bylaw A.
      -     Bylaw A. proposals usually approved by Board today after shareholders vote for it
3) Vote to approve fundamental, end-of-life transactions – but NOT to propose changes in them
4) Vote in duty of loyalty/conflict of interest cases to cleanse transaction
· Authority:

-     Gen. shareholder agreements:
· McQuade:  maj. and 2 min. shareholders agreement to elect themselves as directors (with maj. electing other 4 directors), and then also to appoint themselves officers at set salaries; min. shareholder who was treasurer is pushed out 
-     Elect directors – this part of agreement fine

· Shareholders possess power to elect directors, and combining votes is the only way for min. shareholders to have any say

-     Appoint officers at set salaries – this part of agreement void as against public policy that corp. by law/stat. is run by its Board and not shareholders

· Shareholders can’t take away power of Board to elect officers, and also can’t bind themselves to do something as a director (2 sep. roles)

· Didn’t matter here:

            -     What motive (potential bad faith) was for deciding for/against officer 

            -     That no min. shareholders objected 

· Exception to McQuade rule:

      -     Galler:  2 brothers/equal shareholders agreed care for families in event 1 died, but widow of 1 brother sued when other brother/his wife didn’t honor it
· Agreements are OK as long as they don’t impinge too much on powers of Board

      -     Requirements for application of this altered rule:

· Must be a closely held corp. – more akin to partnership than corp.
· Transaction can’t harm:

      -     Min. shareholders 

· Presumption that there is no harm if:

      -     No complaints/objections – even if shareholder doesn’t sign

      -     All shareholders signing agreement

      -     Creditors 

      -     Provisions in agreement:

· Bylaw must include 4 directors – OK under both McQuade, so can stop here (would also be under Galler though)
· Election of certain officers – not within shareholder’s power under McQuade so proceed to Galler where it is OK because it doesn’t harm anyone and doesn’t take that much discretion away from the board

      -     If agreement provided that “officer X would be hired for 5 years and only shareholders can remove him” would be invalid under Galler too because a lot of discretion of the Board to fire X is taken away, and creditors are hurt since X could be stealing from corp. and driving it into bankruptcy so they can’t recover anything and can’t sue either Board or shareholders about decision
      -     If same agreement was silent on removal, it is OK under Galler because Board is presumed to have this power if X isn’t doing his job in good faith (safety)
· Dividends – not OK under McQuade because this is entirely in Board’s discretion, and also problematic under Galler as hurting creditors, esp. as here where they must be paid every year

      -     Safety provision that dividends must be paid only if there is a surplus over a certain amt. – unlike officers where presumptions apply, ct. won’t presume the surplus here 

      -     Aftermath:

· Gen. corp. stats. amended to allow shareholders to intrude on trad. Board powers so long as they made an agreement/put it in Charter
· States passed closely held corp. stats. where anything goes (even not having a Board at all) – must opt-in for this treatment
· Voting and voting agreements:
-     Methods of voting:
      1)   Straight voting:

-     One vote/share for as many candidates as there are slots on Board = maj. shareholder always win
      2)   Cumulative voting (CV):
-     # shares x # candidates = total amt. of votes each shareholder may cast 
-     Shareholders may cumulate/aggregate votes in any way they want = min. shareholder can elect at least 1 candidate to Board

· Might not have any effect, but it could since today meetings aren’t held often and decisions thus require unanimous consent (though hold-out director could be a disruptive force)

-     Opt-in stat., except in CA where its opt-out

-     Notification that shareholder plans to use CV must be provided to other shareholders

-     Types of voting agreements:
· Pooling agreement:

      -     Char.:

· No sep. between  ownership and control/voting of shares (same person)
· Open-ended

      -     Ringling Bros.:  agreement of 2 groups of 2 shareholders each, which allowed them to elect 5 of 7 directors; they elected themselves, but couldn’t agree on 5th even with arbitrator
· Pooling agreement are presumptively valid on their face because they don’t do anything that shareholders could not otherwise do themselves (unlike gen. shareholder agreements)
      -     Agreement also valid as applied because it is like a contract here
      -     However, agreement needed some type of enforcement mechanism
· Ct. wouldn’t choose which of several could have been chosen (specific performance, damages, arbitrator voting by proxy) and thus doesn’t recognize arbitrator’s vote

      -     Ironically, giving proxy right to arbitrator results in a sep. of ownership and control/voting of shares

· If only temp. = not enough to create a voting trust

· If arbitrator casts votes by proxy in successive elections = could possible transform pooling agreement into voting trust

· Agreement here to act jointly in electing directors was an all-or-nothing deal, so deal was null despite partial compliance of 1 group in electing themselves to Board

      -     Invalid votes are taken out of consideration

· Voting trust 
      -     Char.:

· Sep. between ownership and control/voting of shares done by trustee
                  -   Why they are viewed with more suspicion than pooling agreements

· Must be in writing

· Trust runs for a limited time of 10 years, and then is terminated or renewed
· Trustee has a fiduciary duty
-     Deadlocks:
· 2 levels:

      1)   Shareholder – 2 shareholders/groups of shareholders so vote is split 50/50

                  -     Maj. vote is thus impossible to achieve
· CV resolves problem, but only for narrow circ. of electing directors
-     Holdover rule:  directors in office wait out the deadlock by continuing in that position until new directors are elected
· Can go on for years, and remember that vacancy created by a director who resigns is filled by Board and NOT elected by shareholders
2)   Director – even # of directors
-     Worst of the 2

-     Gearing:  4 directors with 1 vacancy, so 1 director on the outs must appear at meetings to satisfy quorum rule (should be 2 here, but 3 required in bylaws) but then has no say because other 2 are a maj.; she fails to appear at meeting, and the other 2 elect a director without her
· Shareholder is responsible for director’s misbehavior/bad act because they are in cahoots, and director’s election stands 
-     Outcome might have been diff. if this weren’t the case, but the remedy of a new election (either on shareholder level and director level) theoretically wouldn’t change election result, though it might in reality because sides might be more willing to neg.
· Doesn’t mean that bus. can’t be conducted because officers mostly handle this
· Equitable remedies (so ct. tries to do what is fair):
· Involuntary jud. dissolution:
· Viewed as a drastic remedy

      -     Corp. is dissolution isn’t worth as much, so shareholders end up getting less

· 2 ways to go about this:

1) Shareholder(s) must possess at least 50% stock to ask ct. for this remedy

2) Shareholder’s agreement can specify some % under 50% as long as it has been incorp. into Charter

      -     Board must also recommend dissolution (though shareholders can try to get them to consider it), and shareholders then have to agree to it
· Radom & Neidorff:  brother brings suit for involuntary jud. dissolution because he and sister are deadlocked and she refused to pay him his Pres. salary even though he runs bus. alone

-     Ct. awarding involuntary dissolution:

· Isn’t likely for solvent and profitable corps. like this one unless there has been some illegality (not present here)
· May be imposed where it can be shown that 1 party is interfering with the other’s ability to perform his duties in effectively running the corp.

-     Buyout:
· Price includes the FMV of the corp. as a going concern

· Buyout is for petitioner’s shares ONLY – can’t bring suit and then seek to buy other party’s shares

· Most likely when party asks for involuntary jud. dissolution 

· Types:
      1)   Cross purchase – binds purchaser (another shareholder) to buy in the event of death and the deceased’s estate to sell

      -     Issue:  must have some certainty that purchaser will have the cash when death occurs

2)   Stock redemption – binds corp. to repurchase/redeem stares and the deceased’s estate to sell
· Davis v. Sheerin:  P owned 55% of stock and D 45%; P denied D right to access corp. books
-     Ct. will typically award a buyout where 1 party has engaged in oppressive conduct that will continue into the future – not necessarily bad, but frustrates shareholder’s legitimate expectations
· Ex. oppressive conduct:

      -     Squeeze out - 1 party tries to get rid of the other 

      -     Deprivation of shareholder’s ownership rights – inspecting records, having shareholders meetings in secret, etc. as here

      -     Lack of dividend payments – must show same factors that would cause ct. to compel dividends if this were the only issue in the case
· Ex. likely not oppressive conduct:
      -     Corp. starting under an implicit agreement to give 30% of profits to charity, but after 6 years controlling director on Board refuses
· More a bus. judgment than oppressive conduct, but case is stronger than Dodge because charitable intent was there from the start and perhaps is enough to constitute a legitimate expectation that has now been frustrated
· Arbitration 

· Advanced planning – use odd # of directors and include some that are independent of either side
· Securities Fraud:
· Securities Exchange Act (1934):

· In gen.:

      -      Permits civil (SEC) and criminal (DOJ) suits, and creates a private right of action

      -      Stat. of limitations:

· Fed. law matter

· After Sarbanes Oxley, 2 years after discovery or 5 years after cause of action accrues

      -     Applies to both public and private offerings, regardless to registration requirements 

      -     MUST be in interstate commerce – jurisdictional hook, but even a phone call or mail will do

· 2 types:

      1)   Classic fraudulent misstatement/omission

      2)   Insider trading
            -     If you blackmail someone with info., this is NOT insider trading because no trade had been executed

            -     Rule 10b-5 for ALL contexts:

· Elements:

a) Material fact/info. – if there is a substantial likelihood that a reasonable investor would have viewed it as having sign. altered the total mix of info. made available (TSC Industries)

      -     Must have an impact, but would NOT have to cause investor to change his behavior

                  -     For contingent/speculative events:
· Balancing test (one really strong prong can make up for a weaker one) to finding a fact material:
      (1) Magnitude of the event 

-     Ex. magnitude high:
· Basic:  Ps sold stock after misstatements that no merger was planned, but before merger happened (lower price)

      -     Merger is a major event in life of corp. and usually results in increased premiums for both corp.’s involved

· Texas Gulf:  exploratory search for minerals hits it big, and corp. tries to keep it a secret while they buy land, but the high officers/EEs trade on it

-     Size of mineral anomaly thought huge after air survey, ground survey, and chemical test
      (2) Prob. that the event will occur

            -     Look at Board res., instructions to investment bankers, actual neg. between parties
            -     Ex. prob. high:

· Basic:  contacted bank, so transaction must have been pretty far along and its more likely than not that merger will happen

· Texas Gulf:  
      -     After ground test, because geologists have confirmed what they thought and this is when everyone started trading/

            purchasing calls

      -     After chemical test, because prob. is now 100% confirmed

· O’Hagan:  meeting with lawyers suggests transaction is pretty far along, but not 100% as it could be just a rare bus. meeting on strategy
            -     Ex. prob. low:
· Texas Gulf:  existence of mineral anomaly after air survey

· Neg. failed at last min. 3x before

· Like Texas Gulf, consider diff. phases/times when event could become material

· Factors that don’t make info. material in themselves (must be more), but that play a role in analysis here:

      -     A lot of people trading

      -     Rise in share price

      -     Investor in question has never traded/traded in this corp. before and then suddenly bought a considerable amt.

-     For non-contingent events:
· TSC Industries formulation from above
· Ex. not material:

· An obvious lie – because a reasonable person would confirm the fact/info. rather than rely on someone’s say-so
b) Non-public/inside info.:
-     Ex. non-public info.:

· Chiarella:  printer discovered info. about a takeover at his job and make $30k buying stock of target corp.
      -     Had to do research of public info. about likely targets, but info. that steered him in this direction was non-public so whole transaction is (fruit of the poisonous tree)
· Making a deduction that is then confirmed by a corp. insider 
-     Ex. public info.:

· If rumors steered Chiarella in direction to search about likely targets
· Making a deduction on your own, without more

-     If info. is non-public, there is no way to hold anyone liable under trad. theory 

c) Duty owed to:  rel. of trust and confidence exists
      (1)  Trad. insider theory – to corp. that employs insider, and by extension to the corp.’s shareholders 

            -     Includes:  anyone with an EE rel., including temp./summer EEs
· Continual obligation/duty even after person quits working with corp., years pass, or both because he received info. while working there under a duty
· Ex. no duty because:

      -     No EE rel. at all

· Thief who steals docs. and then buys stock in bidder, target, or both corps.
· Wife of CEO of bidder

      -     EE rel., but not with right corp.:
· Chiarella:  duty owed to bidder, not target that he bought shares in 

· CEO or anyone else in bidder corp. buying shares in target

      (2)  Misapp. theory – much broader than trad. theory (catches more people)

            -     Deceptive to:

· Misappropriate confidential info. that you get from a source that you owe a duty to, and then

· Trade on the basis of it – trading while aware of the material inside info.
      -     If you are going to tell your broker to buy X stock, and your friend tells you material, non-public info. on the way to go call him, you can’t trade even though you were going to buy anyhow
-    From case law: 

      (a)  Emp. rel. – closing Chiarella loophole
-     O’Hagan:  partner in law firm rep. bidder in tender offer buys stock for target even though he didn’t work on case
· Duties owed to law firm and the bidder as firm’s client
-     From Rule 10b-5-2 – presumes rel. unless facts indicate otherwise:
(b)  Mutual agreement to keep info. confidential

      -     Chestman:  unilateral assertion of “don’t tell” wasn’t enough, as there must be an affirmative agreement  

                              (c)  History/pattern/practice of sharing confidences – such that recipient knows/reasonably should know that person comm. expects confidentiality will be maintained

                                    -     MUST be consistent with pattern – for confidential bus. info., pattern of confidential family info. won’t be enough (Chestman)
                                    -     Facts indicating otherwise, so no duty owed:

· Person is a gossip – person comm. to them couldn’t reasonably trust that confidentiality would be maintained by them
                              (d)  Bright-line family rel. rule – spouses, parents, kids, siblings
-     Does NOT include unmarried domestic partners, step-parents, step-kids
-     Overrules Chestman (BUT NOT EXCLUSIVELY, so rely on it if you can’t meet any of 3 categories):  corp.’s maj. shareholder tells sister, who tells daughter, who tells husband, who tells broker
· Husband’s duty to family:

-     Not in inner circle of family that routinely discloses confidential bus. info., so no duty this way
-     Status as husband not enough in itself to establish duty
d) Breach:  involves deception/fraud
      -     Primary liability – breach by person who owes duty by:
            (1)  Trade without disclosing back to person to whom duty is owed – basically gaining no-risk profits because you know share price will go up when nobody else does
                  -     Bkgd. rule – disclose or abstain from trading

-     Process deceptive unless:

· Disclosure:

      -     If duty owed to:

· Corp. (under trad. and tipper/tippee theory) = disclose to public, since duty is to corp. and its public shareholders 

      -     Can’t “beat the market” – public must have time to digest info. before insiders can trade
· Individual (under tipper/tippee theory) = disclose to this person

      -     Notification not just that you know about material, non-public info., but that you are going to trade on it (do something with it)
      -     Don’t have to give detailed analysis (Texas Gulf)

· Info. wasn’t confidential and was intended to be used

            -     Dirks:  Dirks owes Secrist no duty because Secrist told him the info. expecting him to use it and tell others

-     Trade is judged at time order is placed/changed, rather than ultimate execution when it goes through
            (2)  Passing for personal benefit – done by tipper
      -     NOT necessary that a personal benefit is received, just that it was the intention in the act of passing
      -     Passing IS the breach, so don’t necessarily need tippees down the line to trade

      -     Even if not liable under (1) because of disclosure, CAN still be liable here
      -     Ex. personal benefit and thus breach:
· Financial – strong argument
      -     Dirks:  if Secrist wanted to get on Oprah/write a book for her book club
      -     Finding someone to take $5k SuperBowl ticket CEO couldn’t use because of neg. with Tiger Woods 

· Reputational – rel. weak argument
            -     Excuse to get out of going to the SuperBowl (CEO could have just said he couldn’t go) because either he doesn’t want to seem like a flake or he wants to seem like a big shot to best friend

· Gifting info. to a friend
            -     Dirks:  if Secrist had been liable, Dirks telling clients to make himself look better and gain stature in broker field

· Quid pro quo – in exchange for something, like sporting event tix or other info. (“I’ll tell you if you tell me”)
      -     Ex. no personal benefit and thus no breach:
· CEO saying something where it it overheard, because he didn’t intentionally tell anyone the info. and thus couldn’t have intended to benefit personally from relaying it
· Dirks:  Dirks of NY broker firm investigates corp. at insistence of corp.’s former EE Secrist, but also urges his client to dump stock in the corp. and they save a ton
      -     Tipper Secrist motivated by a desire to expose fraud
· Mixed motives – usually viewed as helping the market rather than a personal benefit
· Dirks:  if Secrist wanted to harm corp. because he didn’t like former coworkers
      -     Derivative liability – tippee being tacked on to liability 

· MUST be primary liability of tipper first, and then everyone else down line is liable who knew/reasonable should have known that info. was confidential/came to them as a result of a breach (tainted)
-     Rule 14e-3 ONLY for takeover/tender offer context (Rule 10b-5 still applicable here as well):

· Takeover/tender offers – a public invitation to shareholders to tender/sell their shares
-     Types:

· Hostile – launched without Board knowing about it first

· Friendly – launched after discussing it with Board

-     Often 2 steps:

      1)   Buying shares

            -     If you/your affiliates acquire 5% or more of the shares, you have to file a disclosure statement with the SEC and give notice to corp. of your intention to purchase

      2)   Effectuating a merger – requires more than 50% control, and sometimes supermaj. (ex. of defensive repellent added into bylaws)
-     Williams Act:

· Board has to make recommendation to shareholders on the offer – usually carries tremendous weight

· Must keep offer open for 20 days – no more Sat. Night Specials

· Must offer same price to everyone and offer on a pro rata basis (no more first come, first serve)

-     Effects on parties creates tension:

· For shareholders:  great, because bidding war drives up price they get per share

      -     Only situation where it might not be a good idea is if they are tendering shares for other shares which might not be worth as much as purported

· For everyone else:

      -     Mgmt. and Board usually get fired

      -     EEs lose jobs

      -     Creditors lose out – LBOs that take too much debt can’t pay 

· Elements:

      a)   Material – as above 

      b)   Non-public – as above
      c)   Breach: 

            -     When person knew/reasonably should have known that info. came to them from the offeror as a result of a breach (tainted), it is unlawful to 

                  1)   Trade on it – gets Liz Arden lady in movie

                  2)   Pass it when it is foreseeable that someone down line will trade on it – gets:

                        -     Wife who passed to Liz Arden lady in movie

                        -     Johnson who passed to wife who can’t keep her mouth shut
· While telling a gossip relieves you of liability under Rule 10b-5, it makes you liable here
· Duties of Officers/Managers During a Takeover:
-     Standard for assessing whether Board’s actions comport with their fid. duties:

· BJR NOT applicable – Boards in takeover situations are inherently interested/conflicted – they want to keep their jobs, but also want to get the shareholders as much $ as possible

· Until Board recognizes that takeover is inevitable – preservation of the corp. enterprise (Unocal)
      -     2 step process:  

            1)  Board has reasonable ground to believe there is some threat

      -     CAN take into acct. not only interests of shareholders, but also of others involved in the corp. enterprise (creditors, EEs, customers, gen. public, etc.)

· CANNOT be about mgmt. though

      -     Ex. threat:

· Unocal:  Mesa offers $54/share until they get enough shares to force a merger, and the rest get that amt. in junk bonds; corp. responds defensively by saying that the rest can trade in for $72/share but excluded Mesa

      -     Coercive tender offer

      -     Quality of securities offered in exchange

      -     Inadequacy of price offered

      -     Mesa was a known greenmailer

· Bidder was going to carve/sell off assets of corp. – because this hurts EEs

      -     Ex. no threat:

· If ONLY mgmt. would lose their jobs

      2)  Prop. test – whether response is reasonable in light of the threat

      -     Directors bear burden of proof (unlike BJR where shareholders have to prove presumption doesn’t apply) 

· Have quite a bit of wiggle room to respond if threat has not been removed

      -     Ex. prop.:

· Unocal:  Mesa exclusion prop. because otherwise corp. would be subsidizing Mesa’s continuing effort to buy the corp. and Mesa doesn’t fit def. of class needing protection from its own coercive and inadequate tender offer  

· After Board recognizes that sale and breakup of corp. is inevitable – duty shifts to maximization of value (NOT price) shareholders receive (Revlon)
      -     Triggered when Board agrees to put corp. up for sale

· Ex. sale and breakup inevitable so in Revlon:

      -     Revlon:  PP makes offer and Revlon implements defense measures; PP increases offer and Revlon gets a white knight with a lockup; PP increases again on condition that defenses are removed but Revlon goes ahead with white knight deal

· Sale and breakup inevitable at pt. when white knight with lockup comes in

      -     Sale: 

· From white knight, even though Board wants this person

      -     Breakup:

· Lockup – agrees to sell some division of co. even if deal falls though

· Ex. sale and breakup not inevitable, so back in Unocal:

      -     Poison pill – defensive measure 
-     Time Warner:  bidder agreeing to culture maintenance is lower than other bidder; corp. went with culture bidder

· Sale – still inevitable since there are 2 bidders

· Breakup – not inevitable since Board was concerned with maintaining complete corp. culture from the beginning 

      -     Focus SOLELY on shareholders here, so corps. want to stay out of this category

· Can’t justify any actions that help out others (EEs, creditors, etc.) in short-term as beneficial for shareholders in long-term anymore because with impending takeover there is no more long-term

· Maximization of value to shareholders:

                  -     Board CAN keep defensive mechanisms even here if offer doesn’t maximize value to shareholders in attempt to get more

· Can’t reject offer outright, as shareholders do this

· Ex.:

                  -     Refuse to redeem poison pill

-     Lockups – designed to start bidding process and get bidding war to increase price

      -     Selectively disclosing info.

-     Taking a deal worth less than another

· Not legitimate if reason is that:

      -     They don’t like offeror (Johnson in movie)

· Legitimate if reason is that:
-     IF offer is a combination of cash and securities (instead of both being only cash): 

· Board believes securities aren’t worth as much as offeror says they are – judgment call

· Offeror is wasteful so securities might not be paid
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