BUSINESS ASSOCIATION OUTLINE
PART 1: WHAT CORPORATIONS DO?

     


A.
 WHY DO PEOPLE FORM CORPORATIONS?

Milton Friedman- the one and only social responsibility of businesses is to use its resources and engage in activities designed to increase profits

Ben & Jerry’s approach- use a percentage of profits to encourage social change.

      

This case introduces themes that we will revisit later. This case also represents the “clash” between views of corporation roles, and the dilemmas:

1) While corporations are a separate entity, it is people who make the decisions for the corporation. In this case the corporation (i.e. the shareholders) sued the corporation own board of directors

2) We learned that it is the Board’s job to make business decisions (MR 8.01)
3) We saw that shareholders can sue. It is called a derivative action, i.e. shareholders sue on behalf of the corporation

4) The Board of directors (agent of the corp.) owe a fiduciary duty to the Corporation (the principal).
5) Today, it is settled that corporations can make donations. What is not settled, however, is whether it is appropriate. 

6) A corporation-organizing document (article of incorporation) can limit the power of the board to donate. Had we have such express language in our case (there the article of incorporations was silent), the judge would have enforced it. 
7) If shareholders don’t like it, they can:

a) Sell their stock, if publicly traded (i.e. liquidize their investment). 

b) Shareholders CAN ALSO elect a new board of directors. 

c) Buy more shares, i.e. becoming more powerful so they will have enough power to change the company’s rules/charter. 

8) This case also demonstrates that separating ownership and managing creates problems and tensions. Owners are “divorced” or control, b/c the corporation is a separate legal entity. We can see this phenomenon IN EVERY TYPE OF AGENCY RELATIONSHIP. Economists call it the “agency cost”:
a) People do it b/c it is the only way to grow/increase profit

B. 
CORPORATE LAWYERING:

1) Corporate lawyer take part in the forming and planning of businesses. They are involved in transactions and even litigation

2) They work in big firms, as “in-house”, and even in non-profit organizations.

3) Usually have a different mindset than other lawyers.

C. 
FINANCIAL STATEMENTS:

Purposes of financial statements:

1) Help tracking where the business’s money is. Shareholders/owners want to know this and it also helps them hold managers accountable for problems

2) Investors can make informed decisions whether to invest or not. So do lenders. 

3) Prospective employees can benefit from this information.

    

INCOME STATEMENT:

Formula: REVENUES (-) EXPANSES = PROFITS BEFORE TAX

What if we paid for a plant in the year it was built, but the plant will actually provide benefit for the next five years (this is called “capital expenditure”)?  

A) We “depreciate” the expanse over the expected period of benefit.

B) Ex.: building the plant cost us $5,000 and is expected to last for 5 years. We will put a $1000 as depreciated expanse for each and every one of the five years, instead of putting an expanse of $5,000 in the first year and nothing in the following four. 

CASH FLOW STATEMENTS:

We don’t really need to know much about it. The important thing for our purpose is that the cash flow statement reconciles the capital expenditures through the process of depreciation. When we have a large $5,000 capital expenditure, even though we depreciated it, in terms of cash flow, our cash flow statement for the first year will reflect an investment of $5,000. In the following years though, we will have much more cash flow. In cash flow statements, we also deal with profit after taxes. Here is an example:

	Year
	2004
	2005

	PBT (profit before tax)
	7,400
	7,400

	Profit after tax
	3,700
	3,700

	+ Deprecation
	1,000
	1,000

	- Investment
	5,000
	0

	CASH FLOW
	- 300
	4,7000


So, while the income statement of the two years would have looked the same, in 2004 we had a “crunch” in our cash flow because of the one time investment of $5,000.

BALANCE SHEET:

The most important financial statement of all

Formula:

ASSETS (-) LIABILITIES = OWNER’S EQUITY

Or in other words

ASSETS = OWNER’S EQUITY + LIABILITIES

Hypo 1:  company has a $1,000 in cash, and no liabilities. Therefore, the owner’s equity is a $1,000. Our balance sheet will look this way:



Assets

liabilities

Cash: $1,000


0






Owner’s equity





$1,000


Total: 1,000

Total: 1,000


Hypo 2: What if we buy $100 shares of goggle? Well, we will have less cash, but still the same amount of assets and everything balances out


Assets

Liabilities

   

Cash: $900

0


Shares: $100




Owners’ equity





$1,000


Total: $1,000

Total: $1,000

Hypo 3:

What if we borrow a $1,000? Well, we’ll add a 1,000 to both our cash and liabilities so everything will balance out

Assets

    Liabilities


Cash: $1,900
   Loan: $1,000

Shares: $100

     
                Owner’s equity



   Assets (-) liabilities = $1,000

Total: $2,000
   Total: 2,000


Hypo 4: Company buys equipment for $500. Owner also takes $200 for himself. While cash flow will decrease by $200, so will the owner equity so it will all balances out

Assets


Liabilities


 












Cash: $1,200
      Loan: 1,000

Equipment: $500

Stock: $100
      owner’s equity




$800

Total: $1,800
      Total: $1,800

BALANCE SHEET V. VALUE OF THE COMPANY

1) There is a thing call “book value” of a company. For example, “book value of assets” (-) “book value of liabilities” =  “book value” of equity

2) BUT, while balance sheet gives us a lot of information, this is just a starting point in figuring out the “real value” of a business. What it means is that when we are willing to buy a business, the amount we are willing to pay depends not only on the equity of the business today (assets-liabilities) but also on how much profit we think we can make out of it (which depends of some intangible attributes as number of customers, reputation and etc.) 

PART II: THE SOLE PROPRIETORSHIP 
· This is the most common form of business.

· In sole proprietorship the business and its owner are the same

a) Actual person

b) Same legal person. 

c) The business profits are taxed through the owner
SOLE PROPRIETORSHIP AND “AGENCY RELATIONSHIP”:

Remember that agency relationship is,

(A) Fiduciary

(B) Created through conduct, i.e. not based on words

(C) Manifestation of consent by principal that agent will act on his behalf

(D) Agent’s consent to do so

Hypo: Propp establishes a business called “Babba’s burritos.” This is a sole proprietorship type of business. Propp however can’t do everything himself, so he hires Agee.

· Agee is therefore the agent

·  Propp is the principal
· According to the elements of agency relationship by hiring Agee, and in turn Agee’s agreeing to work, we have MUTUAL CONSENT, i.e. conduct created the agency relationship between the two.
A.
 LIABILITY:

· One of the most important aspects of agency relationship is the ability of an agent to bind the principal for the agent’s action.

· When we deal with sole proprietorship, if the agent can indeed bind the business, the money will come directly from the principal’s pocket. 

1. LIABILITY OF THE SOLE PROPRIETOR FOR THE CONTRACTS OF HIS EMPLOYEE:

Question 1: When Propp hires Agee as a cook, he tells her that part of her job will be to order food for the restaurant. Agee orders greets and the other essential ingredients from TeePee (TP). Is Propp liable to pay for the food Agee ordered and TP delivered?

YES, because Agee has EXPRESS ACTUAL AUTHORITY (which can be created by written or spoken words of the principal- Rest. § 26) Rest. 140(a) says that a principal (Bubbas Burritos- Propp) is liable to a third person upon a transaction conducted by an agent (Agee) if the agent was authorized. Here, he expressly told her that she has the authority to order food.    

a) Propp’s personal assets are exposed because this is a sole proprietorship.

b)  Agee is not personally liable because she was acting within the scope of her responsibility. Agee was acting on behalf of a “disclosed principal” which is Bubba’s Burritos (which is Propp). An agent has no personal liability when acting for a disclosed principal within the scope of authority. 
Question 2: Propp tells Agee to make a $1,000 food purchase, but she makes a $2,000 one. Is Propp liable? Is Agee liable?

a) Now, we don’t have actual authority, b/c the actual/express authority was limited.

b) What about APPARENT AUTHORITY: apparent authority occurs when the principal manifests to a 3rd party that the agent is acting within authority delegated to him (Rest. § 8) and causes the 3rd party to believe that the principal consented to have the act done on his behalf (Rest. § 27). So now we turn out focus from the principal-agent relationship to the principal-3rd party relationship. Notice, the restatement says “manifest/communicate”, i.e. can be done by conduct; not necessarily words. Here, Propp priory paid for orders Agee made, so HE COMMUNICATED THAT SHE IS HIS AGENT ACTING WITHIN AUTHORITY DELEGATED TO HER.  Since we have an “apparent authority”, Propp is liable- Rest. 140(b) provides that principal is liable is the “agent was apparently authorized.” 
c) Agee is not liable to TR. This is an example of the cost (as discussed by Klein and Coffee) of separating ownership and management. This point is very important; people take this risk in order to get their business growing, i.e. to make more money!
d) BUT, Agee may be liable to Propp for breach of FIDUCIARY DUTY which is a part of agency relationship (Rest. § 1 explicitly says that “agency is the fiduciary relation….”) There are two aspects of fiduciary duty, and by not fulfilling her job, she breached it is one aspect:
i. One aspect of the fiduciary duty is “loyalty”.  She DID NOT breach this aspect. Had she took for herself (i.e. acted in self-interest) something of Propp, like money, and then she would have breached the loyalty aspect, even if no specifically told not to do so! 

ii. Second aspect of fiduciary duty is “duty of care”- this is what she breached by ignoring the clear order from Propp.
iii. What kind of damages can he get?  (a) Maybe the difference between the orders; (b) he probably shouldn’t sue her though and settle for a warning, and if repeated offenses occur, simply fire her. Suing her is public and will make it hard for him to hire new employees.


Question 3:  Agee calls a newspaper, tells the advertising director that she is running  Bubba’s for Propp, and places a series of full page ads. Is Propp liable to the paper for the ads? Is Agee liable? 

NO, Propp is not liable:

a) No “express actual authority”- he never asked her to do so

b) No “implied actual authority”- she is a cook

c) No Apparent authority either- we have no manifestation by the principal to the 3rd party that Agee has authority. Propp did NOT HOLD HER OUT

i. Had he paid for the ads, next time she would have ordered, WE WOULD HAVE APPARENT AUTHORITY, b/c the act of payment will be a manifestation of authority. 


HYPO: Propp opens a diner. In order to make more money, he needs to keep it open at night. He hires Mo as the night manager. What are the problems created by such delegation?

1) When we give Mo such title, it implies that he has a lot more authority and discretion that would have been given to a cook. So, when it is the night manager who places ads worth a $1,000, Propp will be liable b/c it meets the requirements of apparent authority: Propp (the principal) holds Mo out as having authority, and it reasonably causes the 3rd party to assume that Mo had authority. 
2) It is possible that Mo has express authority. It largely depends on the communications between the principal and the agent. Propp as principal may want to have a written agreement (i.e. transactional cost), so he will have a contract claim against Mo, if he goes outside his authority). Makes more sense to have a written agreement with a manger than with a cook, b/c he can cause much more damage.  

2. 
TORT LIABILITY OF THE SOLE PROPRIETOR PRINCIPAL 

· Here we focus on Master-Servant type of agency relationship (employer/employee)

· Master = subset of principal

· Servant = subset of agent

· Agent/servants are subject to much more control than non-agent servant. 

i. All servants are agents; not all agents are servants

ii. Servant doesn’t necessarily implies manual work. Servant implies a degree of control that the principal has over the discharge of the agent duty. 
      

1) Propp hires Servantes to work as a waiter at Bubba’s burritos. Is Servantes a “servant”? Yes, a waiter is a servant.  A servant is a person employed to perform a service on whom the master has control not only on the services performed but also over the physical conduct of the performance of the services- Rest. § 220).  So usually, we know a person is a servant based on the degree of control, which the master may exercise over the details of the work (remember every agency relationship involves control, but in this type of agency relationship there is much more control. This is what separate, for example, a servant from an independent contractor).

2) Servantes negligently spills coffee on a customer. Is Propp liable? A master is subject to the torts of his servants so long as servant is acting within the scope of his employment. So, we have two inquiries:

(a) Do we have a master-servant relationship?

(b) Is the tort within the scope?

Here, both are satisfied.

3) While driving to work, Servantes negligently hit a pedestrian. Is Propp liable?  Issue is whether driving to work is within the scope of employment. Most cases saying “no”, i.e. Propp is not liable. What if the accident happened while he was delivering food? Yes, it is within the scope. What if after delivering, while driving back. Servantes decides to go to grab lunch and hit a pedestrian? This is a close call; some cases say within and some not within the scope of employment.

4) Propp also hires Agee to work as a cook. When Agee hears a customer criticizing its food, she hits the customer with a skillet. Is Agee liable? Is Propp liable? Is Servantes liable? This is an intentional tort.  Propp is probably not liable. He hired Agee as a cook, not as a fighter, so this incident is probably outside the scope of employment.  Agee herself is obviously liable as the tort feasor. Servantes is not liable because employees are generally not liable for the acts of other employees.

5) Can Propp eliminate the need to hire an attorney to answer these questions by purchasing insurance? Many torts can be insured against, but most policies have “curve outs”, i.e. no complete protection. 

      

    

  

    

  

B.
GROWTH OF A SOLE PROPRIETOR BUSINESS

· A sole Proprietor business growths through investment of Money:

(a) The owner channels more money into the business

(b) Other people invest in the business

· Usually, money from other people is needed. In order to get that the sole proprietor will either need to:

i. Get a loan

ii. Give up equity- as soon as he gives equity, this is no longer a sole proprietor business, b/c now we have more than one owner.  The default form will now be a partnership. 
· If wants to stay sole, he will have to borrow money. The balance sheet will show debt is the liability column.  Lenders usually want interest on their loan, which is a cost we have to pay in order to get OPM (Other People Money).

Liabilities are FIXED CLAIMS against the business. What we make above and beyond our liabilities/debt goes to the OWNER’S EQUITY.  This is called LEVERAGING THE DEBT. If we borrow too much, we OVER-LEVERAGE the debt, and will end up defaulting.

1. 
SHARING PROFITS WITH THE LENDER/ THE “IN ADVERT PARTNERSHIP”

   

    
   

PART III: PARTNERSHIPS

   

A BUSINESS CANNOT BE BOTH A SOLE PROPRIETORSHIP AND A PARTNERSHIP (because a partnership means more than one owner). 

A BUSINESS CANNOT BE BOTH A PARTNERSHIP AND A CORPORATION- a corporation can be a partner in a partnership though (partnership is “2 or more persons” and a corporation is legally deemed as a “person”.)

TODAY RUPA PROVIDES THE DEFAULTS PARTNERSHIPS RULES (replacing the “old” UPA). 

A.
 PARTNERSHIP AGREEMENTS:

1) Do Propp, Agee and Capel need a written partnership agreement if they are going to won and operate Bubba’s Burritos as a partnership? NO. As soon as Propp agrees to share profits with Agee and Capel we have a partnership. No need for any written agreement. They should however probably have a partnership agreement governing the partnership because otherwise RUPA or UPA will govern, and they may not like was is in these DEFAULT RULES.

    

2) Do Propp, Agee and Capel need a lawyer? More than one? We should use lawyers for drafting a partnership agreement.  Probably need more than one. WHY? According to RUPA a partnership is a separate entity. A lawyer will expect to be the partnership’s lawyer. BUT sometimes there can be conflicting interest between the partnership and the partners themselves. So the partners will probably get individual representation

3) In a sample partnership agreement, the agreement provides that every withdrawal of net profits and some other business decisions require “mutual agreement”- this type of provision is ill-advised for partnerships because it gives each and every partner a VETO POWER, which can paralyze the business. 

B. PROBLEMS IN OPERATING A PARTNERSHIP:

1.
WHO OWNS WHAT?

1) Propp, Agee and Capel to decide to operate Bubba’s as a partnership. Is the cooking equipment Propp used in the restaurant before formation of the partnership is now partnership property? Not automatically. RUPA 201 defines a partnership as a entity distinct from its partners. RUPA 203 only says that property acquired by the partnership belongs to the property; this property though, was acquired before, so the previous property IS NOT automatic

· Agee and Capel probably won’t like this result, since they invest money in the partnership. So, they will want to put a provision in the partnership agreement that makes  this kind of property a partnership one.

 2) Are the cash and credit card receipts from the post-partnership operation of Bubba’s partnership property? What about chairs ad tables acquired after formation? Both are partnership properties. RUPA 203 says that property acquired by a partnership is property of the partnership. RUPA 204 (c) says that property is presumed to be partnership property is purchased with partnership assets EVEN IF not acquired in the name of the partnership. RUPA 204 (a) says that if the property was purchased in the name of the partnership belongs to the partnership.

3) After formation, Bubba’s uses funds provided by Capel to buy Blackacre. Is Blackacre “partnership property”? What if the seller deeds Blackacre to Capel? RUPA 204 (c) provides for a presumption of partnership property if it was purchased with partnership assets. Not so clear that this what happened here. To ensure that the presumption attaches, we will want Capel to contribute the money to the partnership and then have the partnership purchase the parcel and have the deed naming the partnership as title holder. According to RUPA 204 (a) (2) it will be a partnership property even if acquired in the name of Capel in his capacity as a partner. Without such capacity indication, we will have a presumption of private ownership (204 (d)). 

B. PARTNERSHIP DECISION MAKING:

1) Agee and Capel want the partnership to lease a building from Roberts. Propp disagrees. Can he prevent the lease? NO, unless the partnership agreement provided for a unanimous agreement by all partners. Under UPA 18 (h) majority prevails. Since there is no provision in the partnership agreement, we look at RUPA. Under 401(f) unless agreement provides otherwise, each partner has equal rights in management. Under 401(j) decisions regarding the ordinary course of business are by majority of the partnership. Since, this is such a decision the majority will prevail.

2) What if the partnership agreement provides that “Capel shall serve as the managing partner, and, as such, shall have the authority to lease property on behalf of the partnership without consulting with the other partners” and Capel leased a building from Roberts. Is the partnership obligated to pay Roberts? Yes, because the partnership agreement provided so; it overrides RUPA (or UPA for that matter).

3) What if the partnership agreement instead said that no partner can lease property without the consent of all the other partners? THE PARTNERSHIP IS STILL LIABLE FOR THE CONTRACT. WHY?

(a) RUPA 301(1) provides that each partner is an agent of the principal partnership.

(b) Agents can bind principals as we learned earlier. The doctrine of agency law applies to partnerships. According to RUPA 301 (1) “an act of a partner…carried in the ordinary course of the partnership business binds the partnership, unless the partner had no authority and the 3rd party knew about it”
(c) SO, AS WE CAN SEE WHILE CAPEL HAD NO ACTUAL AUTHORITY, 301(1) EMBODIES “APPARENT AUTHORITY”-all partners have apparent authority to bind the partnership, unless communicating no authority to the 3rd party.
(d) A partnership agreement cannot modify this provision, because under RUPA 103 (b) (10) a partnership agreement cannot restrict the rights of 3rd parties.

(e) How can the other partners protect themselves then? They could have put Roberts on notice of no authority. Such notice is part of the costs of monitoring a business- won’t pe a perfect protection anyway b/c we can’t anticipate every such 3rd party. 
4) Can Agee and Propp sue Capel? Maybe. A partnership agreement can have an express indemnification provision (i.e. a remedy provision). Here though, the agreement only provided a right of consent, and it is too late to enforce that right. This agreement shows the difference between remedies and rights. It is possible that they can sue Capel for a breach of contract though, or for breach of fiduciary duty. 

IS “FIDUCIARY DUTY” WAIVERABLE? there is much debate over this issue. Truth is, that the issue is still unresolved. RUPA 103 (b) (3) says that a partnership agreement can limit the scope of loyalty, but only if it is not manifestly unreasonable. What is “manifestly unreasonable” though?

i. This debate represents a clash between concepts of freedom of contract v. duty to provide some protection to parties.

ii. Cordozo’s opinion in Meinhard seems to suggest that fiduciary duty is not waiverable; dissent says that it is
iii. We have to understand that fiduciary duty is a very FLEXIBLE AND EVOLVING CONCEPT; what it is today may not be what it is tomorrow. 

iv. According to RUPA 404 (again not clear how much can be waived), the only fiduciary duties a partner owes the partnership and the other partners are the duty of loyalty and duty of care.
C. 
PARTNER’S LIABILITY

1) A, C, and E are partners in the ACE partnership. In the course of her work in the partnership, A, through her negligence, injures P. Can P sue ACE? Can P sue A? Can P sue E?

a) Can sue ACE. RUPA 305 (a) specifically says that the partnership is liable for loss or injury caused by a partner acting in the ordinary course of the partnership.

b) Can sue A because he is the tort feasor. 

c) Can sue E as well. RUPA 306 (a) provides that all partners are JOINTLY (i.e. can sue all partners) and SEVERALLY (i.e. can sue individually) for obligations of the partnership. This is a departure from UPA § 15, which says that only for some obligations that partners are severally liable.

d) BUT, BEFORE GOING AFTER THE INDIVIDUAL PARTNER’S ASSETS, PLAINTIFF MUST EXHAUST THE PARTNERSHIP ASSETS- THE EXHAUSTION RULE- RUPA 307(d). Of course if he just sued A as the tort feasor, he can recover from him

2) If P obtains a judgment, how can he enforce (collect) that judgment? Can collect on the partnership’s assets.  A partnership’s assets are on the line to satisfy a partnership’s obligation.

3) If P sues A, does he also have to sue ACE and obtain a judgment against them (because of the “exhaustion rule”? No, because A is the tort feasor. If he want ACE assets, then he must obtain a judgment against them too.

4) If P sues E, does he also have to sue ACE and obtain a judgment against them? YES. Because of the exhaustion rule, he must obtain a judgment against the partnership first (and it is not necessarily automatic- partnership is only liable for wrongs caused by a partner (in this case A’s actions) during the ordinary course of the partnership- RUPA 305(a)). Once he had done that, he needs to obtain a judgment against the partner (through an application of RUPA 306 (a)), but can only recover on that judgment after exhaustion of the partnership’s assets. 

· The proceedings against the partnership and against E can either be joint or separate. The crucial point is to obtain a judgment against both.  

· Creditors often try to get a “personal liability” provision from partner so they can bypass the exhaustion requirement.
D. 
CAPITAL CONTRIBUTION:

Issues with regard to capital contributions: It is common for a partnership agreement to contain provisions requiring initial and additional capital contributions from partners. Properly drafted such provisions will state;

(1) The vote or event that triggers the obligation to contribute

(2) The amount of each partner’s contribution obligation

(3) The time in which to make the additional contribution

(4) The consequences of a failure to contribute. 

1.
Subsequent capital contributions from existing partners:
partners may want these contributions to be characterized as a loan b/c that will make them inside creditors. After all debt to outside creditors will be paid, these partners will get money before payoffs to the other partners. RUPA 404(f) makes it clear that a partner CAN LEND money to the partnership. 

2. Outside lenders:

Some lenders to partnerships request guarantees from individual partners

1) A bank is willing to lend money to Bubba’s but only if Capel personally guarantee the loan. Should Capel sign such a guarantee? Capel should not sing such guarantee because he will then be liable in contract.

3. 
Additional owners (i.e. investors)

Raising money can be done through selling a part of the ownership interest in the partnership to an investor.

1) Babba’s partnership agreement has no provision with respect to existing partners approving new partners. Agee and Propp favor taking $100,000 from Roberts and making him a partner. Capel opposes. Agee and Capel want to amend the partnership agreement to provide that admission of new partners require only the approval of a majority of the partners. 
(a) Because there is no provision in the partnership agreement we use the default rule of RUPA 401(i) which says that a person can only become a partner with the consent of all partners.

(b) Problem for Propp and Agee is that amendment of the partnership agreement requires consent by all partners too- RUPA  (j).
2) Will a new partner have liability for an already existing ten-year lease of a property? NO. Default rule is 306(b) which says that a person admitted to an existing partnership is not personally liable for obligations incurred BEFORE he joined as a partner.

  
E.
EARNINGS FROM BUSINESS OPERATIONS:

Hypo:

Bubba’s profited $250,000 last year. Propp and Capel want to use the money to expend the business. Agee needs her share of the money to pay for school loans. Can she prevail? Can a lawyer advise all of the partners? 

The partners here disagree on how to use profits/earnings from the business operations. Remember that under RUPA 401(f) partners have equal rights in management (unless provided otherwise in the partnership agreement). Because this is a decision in a matter of ordinary course of business, according to 401(j) majority rules, so Agee will loose.  The partnership lawyer should not advise any of the partners because his real client is the partnership itself.

F.
PARTNERS SALARIES:

1) Propp, Agee and Capel are partners in Bubba’s. Agee and Propp work at the partnership, but Capel doesn’t. Can Agee and Propp receive money from the partnership? Remember that according to RUPA 103(a), the first place to look at is the partnership agreement. Since it is silent here, RUPA kicks in. The default rule is 401(h) that says NO SALARY for services performed for the partnership. 

2) Assume that the partnership agreement provides that Agee will receive annual salary of 430,000 and Propp to receive $25,000. Can Capel prevent them from increasing their salary? YES, since they will need to amend their partnership agreement, and RUPA 401(j) says that me need consent of all partners for amendments (of course if partnership agreement provided a different method for amendments, it prevails over RUPA)

3) Can Capel compel the partnership to employ him and pay him a salary? Salaries/hiring decisions are decisions made in the ordinary course of business, so the answer is NO-for such decision, RUPA 401(j) says that he needs a majority of partners, unless the partnership agreement provided otherwise.

4) Can a partnership pay Capel a salary even though he does not do any work for the partnership? Do other partners care? Yes, he can get salary is partnership agreement so provides OR if partnership agreement is silent but majority of partners agree (RUPA 401(j)). They are likely to object though- they cant “expense” that salary for tax purposes because he doesn’t really do any job. Also, it won’t contribute to the business.

G.                   PARTNERSHIP PROFITS:

1) Agee, Propp and Capel are partners in Bubba’s. Capel invest $1,000,000 in the partnership. Propp invests $20,000. Agee doesn’t make any contribution of capital; she works for a salary. The partnership profits $99,000 in 2001. How will the profit be shared among them? Since partnership agreement is silent, the default rule is RUPA 401(b) which says that each partner is entitled to an EQUAL SHARE of the profits, meaning $33,000 each (very important: at this point we are only talking about share, not how much each actually makes).

2) What if partnership agreement provides that Capel would receive 2/3 of profits, and Agee and Propp 1/6? Now, since not silent, the partnership agreement governs. Capel’s share will be $66,000 and Agee and Propp will split the remaining $33,000.

3) Who decides when profits are actually distributed to the partners? This is a normal course of business matter. If partnership agreement is silent then it is to be decided by a majority of the partners (RUPA 401(j)). Remember that under the default rule of RUPA 401(f) each partner has equal share in management.

4) Partnership had a bad year. Notwithstanding that, 2 of the 3 partners support a distribution. Can they distribute? YES. First though under RUPA 807 (which cannot be altered by a partnership agreement because it is a 3rd party right) they have to pay their creditors. Then, if anything is left, they can distribute (a course of business decision and majority wins).

· Notwithstanding the above answer, banks/lenders will want to have a provision in their loans agreements called “debt covenant”- to prevent any earnings distribution before loan is paid; or providing for a veto right in distributing decisions; or at least a right to inspect the books. 

H. SALE OF OWNERSHIP INTEREST TO 3RD PARTIES:

1) If Robert’s buys Propp’s partnership interest, will Roberts have a right to participate in partnership’s decisions? NO, unless partnership agreement provided so. Otherwise RUPA that all the Propp can transfer is the right to the partner’s share in profit, losses, and the right of the partner to receive distribution. In order to become a “full partner”, remember that RUPA 401(i) mandate consent of ALL partners. So Propp can sell his financial rights, but not his partnership rights

2) If Roberts buys a partnership interest from the partnership, will he have the right to participate in partnership decisions? YES, because buying from the partnership means that there was a decision of all of the partners to admit him as a full partner.

3) There is a difference between share of profit and distribution. Technically, there can be distribution without profit. 

I. WITHDRAWAL OF A PARTNER
THIS ISSUE REPRESENTS THE MOST SIGNIFICANT DIFFERENCE BETWEEN RUPA AND UPA.
This topic embodies two issues:

a) What happens to a withdrawing partner if there is no dissolution of the partnership?

b) What happens to the partnership and its partners is there is dissolution?

RIGHT TO WITHDRAW:

· RUPA 602(a)- A partner can withdraw at ANY TIME. so a partner can always withdraw and remember RUPA 103 which says that such right cannot be restricted by partnership agreement.

The issue then becomes- was the withdrawal WRONGFUL. RUPA 602 (b) lists two scenarios for wrongful withdrawal/dissociation
    
2 SCENARIOS OF WITHDRAWAL: 

· Partnership resumes

· Partnership dissolve

1. Partnership continues:

1) Agee, Propp and Capel have a ten-year term partnership. The partnership agreement has no provision with respect to withdrawal or dissociation of a partner. Can Propp withdraw from the partnership after its third year? Will it be wrongful? When will Propp be paid for his partnership interest? 

a) Propp can withdraw at any time- RUPA 602(a)

b) Such withdrawal is wrongful- RUPA 602 (b) (2): he is leaving before the term of the partnership is up.

c) According to RUPA 701(a) when there is a withdrawal WITHOUT DISSOLUTION OF THE PARTNERSHIP, the partnership HAS TO BUY OUT THE WITHDRAWING PARTNER’S INTEREST but because according to 701(h) because it is a term partnership. PAYMENT IS ONLY DUE AT THE EXPERATION OF THE TERM unless he will convince a court that it causes him undue hardship (which will probably fail). 
2) What are the consequences of a wrongful dissociation? 

   

3) How much will Propp get paid for his partnership interest?  According to RUPA 701 (b), the buyout price is the greater between the liquidation value of the partnership’s assets at the date of dissociation AND the value of the entire partnership is it was to be sold on that day, (-) the damages such a partner will own for the wrongful dissociation. 

   

  

Liabilities of a dissociating partner:

Assume that Capel, a partner in Bubba’s dissociate from the partnership on April 5. Is Capel liable:

a) To Roberts on the ten-year lease that Bubba’s executed on April 5? YES. RUPA 703(a)- dissociation doesn’t terminate liability for obligations entered pre-dissociation.

b) To a client for a slip and fall claim based on a July 13 incident? NO, because obligation incurred after dissociation- RUPA 702(a).

c) To TeePee Distributions, Inc., a long time supplier of Bubba’s for food ordered and delivered on April 11? MAYBE. According to RUPA 703(b) (because this is a long time supplier with who business started before dissociation even though specific order was after), if TeePee, the 3rd party believed that Capel was a partner at the time this food debt was incurred. We should advise Capel to notify suppliers of his dissociation b/c such notification will cut off liability. He should also file a statement of dissociation which will serve as a constructive notice. Other partners may want to so as well, so Capel want be able to bind them anymore. 703(b) is called the “LINGERING RULE”, and according to RUPA, liability lasts for two years.  EVEN IF PARTNERSHIP AGREEMENT SAID THAT DISSOCIATION TERMINATES LIABILITY, CAPEL WILL STILL BE LIABLE BECAUSE PARTNERSHIP AGREEMENT CANNOT RESTRICT THE RIGHTS OF 3RD PARTIES. 

2. Dissociation and dissolution of the partnership:

Here we have new rules and new issues:

(a) What causes dissolution?

(b) What happens during winding up?

(c) Who gets what when the partnership actually terminates?

1) Propp, Agee and Capel are partners in Babba’s Burritos. The partnership agreement contains no provision relating to dissolution or to the duration of the partnership. Capel withdraws. Can Propp and Agee continue to operate the partnership? 

(a) First, under 601(1) this is a withdrawal-“partner express will to withdraw”.

(b) According to 801(1) the PARTNERSHIP MUST DISSOLVE: in a partnership of will, if a partner withdraw under 601(1), i.e. express will the partnership must dissolve.
2) What if Capel wants to dissolve, but Propp and Agee wants to continue? Same answer as above; notice how much power such a provision gives one person. 

3) What if Capel dies and his wife wants to dissolve but Agee and Propp want to continue? This is the same as the Creel case. RUPA 801(1) says that when the dissociation is under 601 (2)-(10) scenarios (and death is 601(7)) they can continue and if so, must buy her out per RUPA 701. 

4) Dr. A, B, C and D are in a 10 years partnership. Partner A withdraws after 3 years. Can the other Continue the Partnership? 

(a) Again, this is a dissociation

(b) It is wrongful, b/c before end of term

(c) They can continue- under RUPA 801(2) which deals with partnership or term, if there is wrongful withdrawal, or other dissociating reasons under sections 601(6)-(10) (including death then), ONLY the express will of AT LEAST HALF THE REMAINING PARTNERS to wind up, will result in dissolution
3) What if B wants to dissolve? Still no mandatory dissolution, b/c 801(2) says at least half of the remaining partners need to want and B is not “at least half” of BCD. If B decides to withdraw, by the way, it won’t be considered wrongful (in a term partnership such withdrawal following a wrongful withdrawal by another partner, is not considered wrongful). 

3. Winding Up the Partnership

Winding up and creditors:

1. On dissolution, Bubba’s owes $100,000 to its creditors including $20,000 lent to the partnership by one of its partners, Capel. Should this debt be treated differently? RUPA 807(A) only says that assets of the business must be applied first to pay of creditors, including “inside” debt, so there is no distinction. Under UPA there was a preference to 3rd party creditors.
2. Can the creditor collect unpaid balance from the partners individually? Yes, remember, partners are jointly and severally liable. Must exhaust business assets though, and obtain a separate judgment against individual partner.

PARTNERS’ ACCOUNTS:

Assuming the partnership dissolve, the next stage is winding up- WHO GETS WHAT.

        

ASSETS


LIABILITIES

   
















Owner’s equity











     





Capital accounts:







Capel 100,000






Propp 8,000






Agee 2,000

Returned earnings: $90,000


    




TOTAL: $200,000

As the above balance sheet shows there is a thing called PARTNERSHIP ACCOUNTS and the amount in them is crucial when we wind up a partnership. When a business starts one of the heavily negotiated issues is partners’ capital contribution, which in turn affect the amount in each partner’s capital account

1) At the dissolution of the partnership, the partnership has $200,000 after paying off its creditors. If the balance in Capel’s partnership account is $100,000, Propp’s $8,000 and Capel’s $2,000, how should the $200,000 be distributed? Since all debt is paid off (RUPA 807(1)- this is our first obligation), we then

(a) Pay off the partnership accounts (RUPA 807(b)), which here will leave us with $90,000 (200,000-110,000).

(b) We then divide the remaining profit according to their share. Since no partnership agreement, default rule is equal share (RUPA 401(b)). So, divide by 3 means $30,000 each

(c) So, Capel will get $130,000 (100,000 in his account + 30,000), Propp will get $38,000, and Agee will get $32,000.
2) What if after paying off creditors we only have $20,000 but we still need $110,000 just to satisfy the partnership accounts, i.e. we are short of $90,000?

(a) Well, partners also share losses equally (unless partnership agreement says otherwise)

(b) So, we subtract the loss from each capital account:
Capel: 100,000 (-) 30,000 = $70,000 (Capel is entitled to this)

Propp: 8,000 (-) 30,000= - $22,000 (Propp will have pay this amount to partnership)

Agee: 2,000 (-) 30,000 = -$28,000 (will have to pay this amount to partnership)

These questions show us how important are the allocation to partnership accounts and sharing percentages. 

   

EXPULSION OF A PARTNER   

“FREEZING-OUT” A PARTNER:

PART IV: CORPORATIONS

“THE SHIELD OF LIMITED LIABILITY:

Shareholders’ liability to creditors is only limited to the amount they paid to buy their shares, i.e there is no personal liability

Historical background:

· Corporation form of business was invented by the Church in England

· In the U.S., initially Corporation were created only if the states chartered them
The situation today: 

Today, Corporations are still “creatures of the states”. But, in the old day, the rules were REGULATORY RULES- i.e. condition incorporation on the fulfillment of prerequisites such as capital. Today, out incorporation rules in most states are ENABLING RULES-i.e. simple and fairly lenient formalities for the creation of a corporation. 

1) All corporations in the same states are subject to the same rules and requirements

2) Codes technically can still be regulatory, instead of enabling. Such rules serve the interest of environment, employees, social responsibilities and etc.
A. 
PROMOTERS LIABILITY

What are promoters?

Promoters are people who have a business model, want to organize it as a corporation.

When do problems arise?

A lot of time an opportunity comes along before the incorporation, so they enter an agreement on behalf of the corporation BEFORE it even exists

What are the legal issues involved?

1) Is the promoter personally liable for these pre-incorporation agreements?

2) Is the corporation, once formed liable for the contracts?

A PROMOTER’S PERSONAL LIABILITY:

   

      

CORPORATIONS LIABILITY FOR PROMOTERS’ CONTRACTS

      
B. FORMING A CORPORATION


1.

 ARTICLES OF INCORPORATION

1) A husband and wife operate a plumbing repair business out of their home and decided to incorporate it. 
They want to name their new corporation “P & M Plumbing, Co..” but a name search reveals that there is already another corporation formed under the name “P & M Plumbing, Inc.”. Can they still have this name? What if they decide to name the new corporation “Royal Plumbing service”?

a) Under MBCA (Model Business Corporations Act) 4.01 (b) a corporate name has to be “distinguishable”- there is a distinction here between Co. and Inc., so we may satisfy the model act. California, on the other hand forbids names that are “deceptively similar” and this name is similar so there is a good chance that the secretary of state will not accept it. The model rules are much more accommodating, because they are enabling rules in nature; also other legal areas can deal with the problem of deception.

b) They cannot have the name “Royal Plumbing Services” because according to MBCA 4.01 (a), a corporation name must contain the word “corporation, incorporated, company, or limited or their abbreviations”
2) Paul and Mickey have decided to organize their new corporation under the name “Royal Plumbing Service, Inc.” and have ordered invoices to for use using that name although the articles have not yet been filed. Does the represent a problem? Should they register the name? Should they reserve it?
This question deals with registering and reserving names:

a) MBCA 4.03- registering: registering of a name should be done be FOREIGN CORPORATIONS, i.e. corporations not incorporated at that state (for example, a corporation that is incorporated in MI but wants to do business in Cal.). Foreign corporations will want to reserve their name in order to prevent someone else from using it. Such registering can be renewed every year.

b) MBCA 4.02-reserving: this is what domestic corporations should do before they order things with the name of the corp. because otherwise someone may come in the meantime and “snatch” the name. Reservation is effective for 120 days. 

3) Article 2.00 of Royal Plumbing is titled “DURATION” and states that “the duration of the corporation is perpetual. Does this provision raise any problems under MBCA? NO. MBCA 3.02 says that a corporation has a “perpetual duration.” In any event, the corporation doesn’t have to have a durational provision UNLESS we want it to be a corporation  of term (3.02 says that “unless articles of incorporation provide otherwise, every corporation has perpetual duration.”)

4) What if we will put a term limit in the corporation BY-LAWS? We cannot do so; it won’t hold. 

5) Royal’s article also contains a purpose provision which is a general one, and contain no language of limitation other than “lawful”. Does this raise any problems?

a)  NO. According to the MBCA 3.01 unless an article contain a more limiting language, every corp., is presumed to have such general powers. So, under the MBCA we don’t even have to put this language. Some other states though actually require such a general-purpose clause (the only limit is the law); it is also probably recommended. 

b) According to MBCA  3.02, the modern corporation has (as a separate entity) ALL THE POWERS THAT A NATURAL PERSON HAS( this is the default rule; just like with partnership agreements, the articles of incorporation can provide otherwise). This powers include for example the power to sue and be sued, to make bylaws, to purchase and lease property and etc.

6) Royal’s article said that the corp. will only have one director. Is that fine? Do we need to name the initial bd. member in the Articles? Having one director is fine with the rules. MBCA 8.03(a) says that we need “at least one” (states use to require at least three). 

(a) DIRECTORS MUST BE PEOPLE but

(b) Another corporation can be the incorporator (very common when we deal with parent companies and their subsidiaries).
(c) We don’t need to name the initial bd. members.

7) Is Royal’s Articles miss anything that it must include? YES. According to MBCA 2.02 (a) the articles of incorporation MUST INCLUDE:

a) Corporate name that satisfies 4.01

b) The number of shares that the corporation is authorized to issue

c) The address of the corporation initial registered office and name of their registered agent at that office-  we do not have it here

d) Name and address of each incorporator- don’t have it here either. 

Other provisions such as purpose, powers, par value of stocks, or the imposition of personal liability on individual shareholders are OPTIONAL.

7) What is BY-LAWS? Do they get filed with the secretary of state? What happens if a by-law provision conflicts with a provisions in the articles? By-laws deal with how the corporation was will run and can contain any provision for managing the company. They do not have to be filled with the secretary of state. If in conflict with the Articles, the Articles prevail (MBCA 2.06 (b))

2.
WHERE TO INCORPORATE?

The most preferred state for incorporation is DELAWARE, b/c it is very friendly to businesses (very flexible and advanced corporation statutes, 200 years of legal precedents, quick trials, efficient operation of the secretary of state and etc.). Accordingly, Delaware courts play a prominent role in shaping corporate law. 

1) What happens if Bubba’s incorporate in Delaware, open a store in Alabama, an a customer get food poisoning? Such customer can sue in both states; will probably prefer Alabama because it is cheaper. In any event, Alabama law will govern such suit

2) What if we have a breach of fiduciary duty claim? Now, the law of Delaware will govern because the law of the state of incorporation governs “internal affairs”. 
3) Can Babba’s even incorporate in Delaware yet do business in Alabama? Generally yes. It will be a “foreign corporation” in Alabama as long as they will qualify- must obtain a certificate and must have a registered agent in Alabama. If fails to get the certificate yet do business then (a) will have to pay a fine and (b) CAN’T SUE (of course can still be sued).
3.                            DEFECTIVE INCORPORATION

      

    
   

   

4.

STOCK ISSUING

Consideration for stocks:

· MBCA abolished the distinction between types of consideration that can be used for buying stocks and types that cannot. According to MBCA 6.21 a corporation bd. of directors can authorize consideration of any tangible or intangible property or benefit

· Ca. is different. Rule 409 still distinguishes between permitted and prohibited forms of consideration. 

· This distinction again demonstrates the difference between regulatory and enabling rules.
1) Can a corporation issue a stock in return for a land? Yes under MBCA 6.21 (b) “any tangible or intangible property.” same language is contained in Cal. 409 so no problem .

2) What about for a release of a claim against the corp.? Fine under both Cal. and model.

3) How about for a promise of future services for the corporation? Under MBCA yes; but in under Cal. 409 neither future services nor promissory notes are allowed considerations. If services are already performed then no problem “services actually rendered”.

4) The article of incorporation for C. Inc. provides that Class A stock shall have a par value of $2. Can C. Inc. issue 2000 shares of stock A for $1? NO. Delaware still retains the concept of par value while both Cal. and model rules do not. A par value means the MINIMUM PRICE for which the company may issue its stock. Today this concept has nothing to do with the price the stocks will actually be issued for since most companies set the par value at a $0.01. (it used to be a mechanism for insuring that everybody will pay at least a certain price for a stock so we won’t have equity dilution. In nay event, Delaware § 153 specifically prohibits a company from issuing stocks for less of the par value. Same result under the model rules.

5) C. Inc. issued 3,000 stocks of class A for $5 a share. Is that o.k.? Yes. Par value is only a minimum price. Bd. of directors is the one that decides the price b/c it is a business decision

6) Under these facts, what portion of the issuance price is “stated capital”? In a par value state a corp. will have three accounts:

a) Stated capital: the aggregated par value of all issued stock

b) Capital surplus: the aggregated amount received in access of the par value

c) Retained earnings: retained profits kept for business growth.

So, here we have 3,000 shares with $2 par value that were issued for $5. Total amount that the corp. makes is $15,000. 6,000 of it is “stated capital” (2 times 3,000) and $9,000 is a “capital surplus”.







Assets
     liabilities






Cash: $15,000

o








   Shareholders’ equity









  Stated capital: $6,000








   Capital surplus: $9,000








   Retained earnings:  0

 




Total: $15,000
  Total: $15,000

If issuing in a non par value state the bd. of directors will decide how to allocate among the accounts; usually most will go to the surplus.

What if at the end of the year business also made $5,000 profit which it keeps in the corp.? Well, we’ll add $5,000 in our assets column under cash, and $5,000 under “retained earnings”, and everything balances out.

7) What types of stocks can a company issue? Every company that issue stock can have different classes of it:

(a) If issues a single class of stock they are called “COMMON STOCKS”

(b) If issuing more than one class then it must be stated in the articles of incorporation. The other class of stock is called a “PREFFERED STOCK”-it is senior to the common stock, but inferior to outside liabilities (creditor). 
(c) Most common preferences that a preffered stock gives are dividends and liquidation preferences. 
8) What is the difference between authorized and outstanding stocks?

“Authorized stocks”- the amount of shares that the corporation can issue. This amount must be stated in the articles of incorporation and if corp. wants to change it they must amend the articles.

“Outstanding stocks”- shares that were actually issued (issued = sold by the corp.)

9) Can C. Inc. issue 1000,000 of its $2 par value class A stock to B in exchange for Blackacre? 
(a) First, we need to make sure that this is allowed consideration and as we learned it is

(b) Since, par value is $2, the minimum issuance amount is $200,000. It is for the board of directors to determine the value of Blackacre and so long as they did so in “good faith” the determination is binding and conclusive- MBCA 6.21 (b)

10) Can S sell her $5 par shares for $3? Yes, no problem. Par value only applies to minimum issuing price, i.e. for the sale by the corporation itself (her sale is called “secondary market”.

11) Capel invests $100,000 in Bubba’s and receives stock. Does she care what the par value is? Does she care whether there is a par value? She doesn’t care if there is a par value or not. Once there is though, she should care what it is to make sure that she didn’t pay less than what it is – such situation can create “watered stock liability” (more on that later).

12) Capel invests $100,000 and receives stock from Bubba’s. Propp receives stock in exchange for his business plan for the company. Does Capel care about the number of shares that she receives or the ratio of the number of shares she receives and the number that Propp does? Yes, she does care; wants it to be an equal ratio. Bd. of directors is the body that determines the value of the business plan and determines how many stocks Propp will receive.

      
C. INDIVIDUAL LIABILITY: “PIERCING THE CORPORATE VEIL”

· In the promoters liability cases and defective formation we dealt with corporations that didn’t come to exist. 

· NOW, we do have a corporation. Normally shareholder then was be shielded from personal liability. Some creditor will try to by-pass such shield by insisting on “personal liability” provisions as condition for a loan

There is a theory though that allows to holding shareholders personally liable: PIERCING THE CORPORATE VEIL.

      

- Cases here are very fact driven

- There are two context of piercing the shield: in contract cases and in tort cases

1.
 CONTRACT CLAIMS

     

EXPLANATION OF DEWITT: Dewitt is both a tort and a contract case b/c the claim was based on a contract. It is important to remember that the concept behind piercing a corporate veil is that of the court won’t do it, it will result in fraud or fundamental unfairness (i.e. doesn’t have to be fraud). It is true that courts look at all these factors, but it is not a checklist: what is important is what point “smacks” fundamental unfairness. Here, it was Ray’s promise to personally make good on the corp. contract when he never intended to do so, i.e. we do have a fraud here.

2. TORT CLAIMS:

     

 

PIERCING THE CORPORATE VEIL AND THE THEORY OF ENTERPRISE LIABILITY:  

In Walkoszki v. Carlton, the plaintiff was injured by a taxicab. A corporation owned by Carlton operated the cap. The corporation assets consisted of two cabs, and the minimum amount of insurance required by law. It turns out that Carlton also owned nine identical corporations. The plaintiff alleged that all ten corporations were operated as a single business. Plaintiff sued under both theories of piercing the corporate veil and under a theory of enterprise liability.
a) Had the plaintiff’s piercing theory been successful, he would have pierced through the one corporation that owned the cab that hit him, and recovered  from Carlton.

b) If plaintiff’s theory of enterprise liability had been successful, the court would have treated all ten companies as one, and plaintiff would have been able to recover from the COMBINED ASSETS OFF ALL TEN CORPORATIONS. So, enterprise liability “pierces” the walls of one corporation not to go after the assets of the shareholders, but to go after the assets of related companies. 

d) The court dismissed the claim because of inadequate pleadings. The dissent was willing to pierce, i.e. to get to Carlton personal assets. Why? Because Carlton “cheated” the minimum amount of insurance by splitting up his large business into ten separate entities. Had he not done so, his insurance would have been much larger, enough to give plaintiff adequate coverage (i.e. we have fundamental unfairness).

   

     

   WATERING-DOWN THEORY:

D. CONTROLLING THE BUSINESS DECISION MAKINGS:

1. 
BOARD OF DIRECTORS AND OFFICERS

The hierarchy of a corporation:

SHAREHOLDERS: the investors; the owners of a corporation. They choose the bd. of directors.

BOARD OF DIRECTORS: shareholders appoint them. They are the managers of the business.

OFFICERS: they are the agents of the corporation. Doing the day-to-day work under the supervision of the board.

· As we can see we have here what Klein and Coffee called a “specialization of functions”. Large corporations are dependant on such distinctions between roles. But, sometimes, usually in smaller corporation, one person can be a shareholder, a director, and an officer, all at the same time. So, when an action was taken, we need to focus on what “hat” he was wearing. 

· Notice, the hierarchy in corporation as opposed to the “flat” from of partnerships where the default rule is that all partners have equal managing power.
THE CORPORATE NORM:

   
 

1) Is the McDonald’s board of directors an agent of McDonald’s? What about McDonald’s officers? a) Directors are not agents of the corporation, meaning that individually it has no authority to bind it; only COLLECTIVELY. b) Officers are agents.

2) Who appoints officers? Can they be removed? According to MBCA 8.40 the board of directors appoints officers. It can have as many officers as it wants, and give it as any titles. The only type of officer that MBCA actually requires is the position of the Secretary (which maintains the books a d records; has the authority to authenticate records, i.e. say they are official). Before the model act the view was that at least three officers were needed (a president, a treasurer, and a secretary). The board can also remove officers- MBCA 8.43.
3) Who will hire Clinton as President and CEO in a corporation like McDonald’s? The Bd. of directors will
4) Who will decide whether to hire someone as an intern? Officers will. Officers may appoint other officers if authorized to by the bylaws or the bd. 
5) Who will decide whether to close McDonald’s as to observe the Sabbath? What about the closing of a specific branch? A decision to close all branches is for the board. Whether to close a specific branch will be for officers to decide in big corp. like McDonald’s. In a small corp. like Bubba’s such decisions will be made by the bd. of directors.
BINDING THE CORPORATION:

1) You receive a letter from V. vice president of legal of McDonald’s offering you a position as a staff attorney. Does that letter bind the corporation? Officers are agents. As such they can bind the corporation (principal) if they act within the scope of their actual (express or inherent) or apparent authority. We don’t know if has actual authority. When it comes to apparent our issues are (a) did the corp. hold him out as having authority; (B) was it reasonable for us to conclude that he had authority? These issues are very fact dependable. Probably better chance to find apparent authority because he is a vice president; seems reasonable for a third party to believe he had authority.

2)  What if the letter was signed by S who is a “senior attorney”? Same issues. Probably less reasonable for us to expect that he has authority. 

3) Our client, a big bank, is making a loan to Bubba’s. Who should we advise them to sign the loan on behalf of Bubba’s?
a) Capel, who owned 51% of the stock? No. He is an owner, not an agent

b) What about a Bubba’s director? No, because individually he can’t bind the corporation.

c) What about Agee, Bubba’s President? Well. He is an officer, i.e. an agent. We need to make sure that he signs on behalf of the corporation AND within his scope of authority either actual (express or inherent) or apparent. It is important to understand that even if he is the President it doesn’t follow that automatically he has even an apparent authority. Depends a lot on past dealings for example. Also on the size of the corporation; much more reasonable for a McDonald’s President to have authority to obtain a $1 million loan than Bubba’s. 

BOARD DECISION-MAKING POWERS IN LARGE CORPORATIONS:

      

     

SO, IN GENERAL, SHAREHOLDERS CANNOT MAKE AGREEMENTS THAT BIND THE BOARD. 

CLOSE/CLOSELY HELD CORPORATIONS:

    

Subsequent to similar cases, legislatures addressed the unique character of closed corporations and created special rules. For example, in California:

     

APPLICATION OF THE RULE:

 

E.
VOTING FOR DIRECTORS:

STRAIGHT V. CUMULATIVE VOTING:

Straight voting:

The default rule under the MBCA 7.28(b) is that this is the method to elect directors unless the articles provide for cumulative. 

1) Under straight voting there is a separate election for each seat on the board and it is “AT LARGE” system, i.e. who ever gets most votes each round is elected

2) Let’s say Capel has 50 shares
        
    Propp has 30 shares



   Agee has 10 shares

Assuming we have a five members board. Because we have separate rounds, and in each round every shareholder get to vote every one of his shares, all of Capel’s candidates will get in. 

Cumulative voting:

Because of this risk, there is another option for voting, and that is the cumulative voting. 

1) This method at least gives minority shareholders the opportunity to elect someone to the board

2) How does it work? there is ONE AT LARGE election, and in our example the top-five getters would be elected to the board. In casting their vote however, each shareholder gets to “cumulate”, which means that each gets to MULTIPLY the number she owns times the number of directors.  So in the above example, Capel will have 250 votes, Propp 150, and Agee 50.

    

HYPOS:

1) Assume there are five directors to be elected to the board, and that the corp. has 100 outstanding shares. Cumulative voting is in effect. You want to elect Epstein to the board. How many shares would be required for him to be elected? Well, out formula is 100 / 5(number of directors) + 1 = 16.66 +1, i.e. we need 17.67 shares to get him in. We round it up to 18. 
he will

2) Assume that out of these 100 shares, Capel own 60, Propp 30, and Agee 10. Propp and Agee want to get 2 directors in.
a) Propp by himself can’t do it because he will need 36 shares (18 * 2) and he only as 30.

b) With Agee they will have 40, so they should be able to do so if they play smart (see later).
3) Would an agreement between Propp and Agee violate the McQuade rule? No, because they only agree on who to vote in, not on what they will do as directors. This is called “voting agreement/pooling agreement

4) O.K., so we know how many shares it takes to get one director in. HOW MANY VOTES IT TRANSLATES TO THOUGH? This is a simple formula: SHARES * # OF BD. MEMBERS- since we needed 36 shares our formula is 36 * 5= 180 votes. So 180 votes are needed for two candidates, i.e. 90 votes each 


5) What do you think will Capel do? Well, he has 60 shares, i.e. 300 votes. so in order to get 3 of them in, if he acts smart, he will vote 90 vote each. THE KEY IS, THAT UNDER NO CIRCUMSTANCES HE WILL BE ABLE TO DEFEAT THE MINORITIES’ NOMINEES (
he will still have a majority of the board though).

   

6) What if the board only consists of 3 directors? Well, then we need 26 shares to get one director in (100/4 +1). SO, IN CUMULATIVE VOTING, WHEN WE REDUCE THE NUMBER OF BOARD MEMBERS , IT DIMINISHES THE ABILITY OF MINORITY SHAREHOLDERS TO GET SOMEONE ON THE BOARD.

STAGGERED BOARD:

Another way to diminish that ability is through a thing called “classified/staggered board”-we don’t shrink the number of directors, but we divide them INTO CLASSES and each class is up for elections at a different year.

     

CUMULATIVE VOTING AND STAGGERED VOTING:   

      

    
 

F.
OTHER SHAREHOLDERS VOTES

Topics:

Shareholders vote for things as amending the articles, amending bylaws, dissolution. 

When do they vote?

We have annual meeting, usually for electing the board, and any meeting in between is a special meeting

What kind of notice?
MBCA 7.05: a corporation shall notify shareholders of the time, date, and place of each annual and special shareholders meeting no fewer than 10, no more than 60 days before the meeting. A notice of special meeting  must also include the PURPOSE  (the only “business” that can be transacted in the meeting is what listed in the purpose statement.

What gets to receive notice and a right to vote?

Only persons who are “record shareholders” at the “record date” has the right for notice/vote

1) Record shareholders/beneficiary owners: a corporation keeps record showing who owns it stock, i.e. the “record owners”- the corporation is required to send them notice. However, often the person listed as owner on the corporation’s record is not the real owner. Instead, most investors but stock of a public ally traded corporation from a broker. This is called street name owner/beneficiary owner: their names in on the broker’s record. They will get the notice too.

2) C. Corp. sets its annual meeting for July 7, and sets June 6 as its record date. On June 25, S sells its stocks to B. Who gets to vote?
a) According to the rules, only the record owner on the record date is entitled to notice and to the right to vote. So, here S will still have the right to vote

b) B should try then to get a PROXY from S

c) Voting by proxy simply means that the person who is entitled to vote authorizes another person to vote for him (See MBCA 7.22 (B) ; Delaware 212(b)). 
d) How do we get a valid proxy?  MBCA 7.22 (b) says that it has to be (a) in writing ; (b) signed by the seller since he is the record owner. 
3) So, proxies create agency relationship (seller is the principal, and buyer is the agent). Problem is that THEY ARE REVOCABLE (MBCA 7.22 (d)) UNLESS:

a) The proxy itself state that it is irrevocable

b) IT IS COUPLED WITH AN INTEREST:  (1) a pledge; (2) a sale agreement; (3) a loan/creditor. Our situation from above then can qualify to be an irrevocable proxy; b has to make sure that it says so though.

Can notice be waived?

1) YES. According to MBCA 7.06 a shareholder may waive notice, either express or implied. 

2) Express: a notice waiver in writing

3) Implied: by attending a meeting, a shareholder waives any objection for lack of notice/defective notice.

What is a QUORUM? a quorum in general, in the number of shares that much be at the meeting (either in person or through proxy) in order for a meeting to be valid.

VOTING ITSELF:

- States have different rules with regard to what it takes to get a motion to pass.

     

Assume we have 1000 shares outstanding, i.e. entitled to vote. 600 of them are present:

1) Do we have a QUORUM? Remember, we can’t have a valid meeting without a quorum. 

a) MBCA 7.25: under the model rules a quorum means “a majority of outstanding shares, i.e. entitled to vote. This is also the rule under CAL. 602(a) and DEL. 216.  So, here we will need a majority of 1,000, i.e. at least 501 present. Since we have 600, we do have a quorum

b) THESE ARE ONLY DEFAULT RULES; they can be modified
i. Under MBCA: articles can modify these numbers UP OR DOWN

ii. Under Delaware law: articles or bylaws can modify but can’t set a number less than 1/3 of outstanding
2) So, we have a quorum. The votes are as follows:

YES-280

N0-225

ABSTAIN- 95

Does the measure pass?

Under MBCA 7.25: yes. All we need is a majority of shares actually voting, i.e. more yes than no (under this approach, the abstain don’t really “count”).

Under Del. 216: doesn’t pass. The rule is that we need a majority of present shares. since we have 600 present, a majority under this is 301, and we only have 280 yes votes (So, as can be seen abstain votes actually count as “no” and held defeat the measure)

Under Cal. 602(a): the measure will pass under our two part test:

(a) Majority of shares voting: we have more yes than no. 

(b) A majority of QUORUM? we have that one two. Our required quorum is 501, so a majority of it will be 251, and we have 280 yes votes.
Does the measure pass assuming we had?

YES-200

NO-180

ABSTAIN-220

Under MBCA: yes, we have majority of those actually voting

Under Delaware: No. We need majority of those present, i.e. at least 301 (we only have 200).

Under Cal.: no. We satisfy the first part, i.e. majority of those voting, but not the second part of a majority of the required quorum; for that we need at lease 251, and we only have 200.

   

G.
REMOVING DIRECTORS:

On what grounds can shareholder base a removal?

(A) Delaware 141(k)- can remove with or without cause, unless articles say otherwise

(B) MBCA 8.08: the same
What shareholders vote is required for removal?

(a) Delaware 141(k)- A MAJORITY OF THE OUTSTANDING VOTES. This rule is also called “absolute majority rule.” For what is needed is director was voted in through cumulative voting see below

(b) MBCA 8.08: all we need is the default rule, i.e a majority of those voting (assuming the articles didn’t provide otherwise) UNLESS director was elected through cumulative voting: in that case a director cannot be removed if the NO votes would have been enough to ELECT him if that what the corp. was doing- SO STATUTE HAS A BUILT-IN BACKSTOP to protect minority shareholders
H. 
FEDERAL PROXY RULES

-For all corporations, state law regulate the mechanics of proxy voting, i.e. how to create them, duration, revocable and etc.

FEDERAL LAW:
The statute authorizing the SEC to regulate the SOLICITATION AND USE OF PROXIES is 14(a). The rules APPLY TO REGISTERED CORPORATIONS ONLY:

1) Listed for trading in the N.Y.S.E 
OR

2) Meet a two-part test: (a) have 10 millions in assets  and (b) have a class of at least 500 equity security holders
   

SCOPE:
  

MATERIAL MISLEADING:

    

 

SHAREHOLDERS PROPOSALS: rule 14(a)-8 requires a public corporation to include a shareholders proposal and supporting statement of up to 500 words in its proxy statement. 

I.
SHAREHOLDERS’ INSPECTION RIGHT:

We saw in an earlier case that the law used to require 5% shares support for a shareholder to have the right to inspect the corporation records. The law is different now. 

   

J. 
ENFORCEMENT OF SHAREHOLDER’S VOTING AGREEMENTS


 

 

SOME DEFINITIONS:

1) Public companies: must make their financial results public; private corporations don’t. Why the difference? Because private corporations are not subject to federal securities laws. 

2) Market capitalization: simply the trading price of corporation shares * number of shares outstanding. This figure doesn’t tell us the necessary selling price of a company, but normally, a corporation will not agree to see itself for less.

3) Mutual funds: Fidelity is a large one. Owns a lot of shares in a lot of public corporations. It is an institutional investor- it is the record owner of these stocks. People, though, buy shares in these mutual funds (allows them to diversify their portfolio). Who decides how to vote these shares? it is the fund manager, presumably vote in order to maximize the value of the funds.
K.
MECHANICS OF DIRECTORS’ MEETINGS:
MR 8.21-8.24 PROVIDE US WITH MECHANICS OF DIRECTORS’ MEETINGS:

· Board acts collectively- individual directors can do nothing

· MR 8.22: notice is not required for regular board meetings (most big corp. set their meetings in their by laws). Special meetings do require notice, usually at least of 48 hours, unless emergency

· MR 8.23: notice of meeting can be waived either expressly in writing, or impliedly through attendance w/out making any objection to a defective notice.

· MR 8.24: we need a quorum for a VALID bd. meeting. The default rule is that we need a majority of the board members (i.e. if we have 7 directors, 4 will constitute a quorum). Once we have a quorum, the default rule is that in order to adopt a proposal, we need a majority of the votes PRESENT (i.e. if we have 4 present, we must have at least 3 for it to pass), unless articles provide otherwise. 
· MR 8.21: Action without meeting: allows a board to dispense with a board meeting ONLY IF we have a unanimous written consent. The public policy reflects favoring meetings, out of the idea that meetings are a place for brainstorming and listening (not necessarily the reality though).

L.
DIRECTORS FIDUCIARY DUTY: DUTY OF CARE

DIRECTORS OWE FIDUCIARY DUTY TO THE CORPORATION.

Hypo: Roberts become a director at Bubba’s and convinces the other that they should sell Frappers, which caused the corp. to suffer huge losses. Can the directors be held liable for their bad decision? As we will see, generally, the answer is no.

A. DIRECTORS’ ACTIONS
   

    

THE BUSINESS JUDGMENT RULE IS ONLY A PRESUMPTION; IT DOESN’T TELL US THOUGH, WHAT ARE REALLY THE DUTIES OF DIRECTORS. Rule 8.30 does:

     

Expanding ways to bypass the presumption of the business judgment rule:

  
SUMMARY:

· In Smith, after it was remanded the trial court found breach of the duty of care using a gross negligence standard- the bd. didn’t EXERCISE INFORMED DECISION-MAKING.

· This is an expansion of Wrigley mostly because the decision here was a crucial one-shot decision where process really matter.
· Would have Wrigley come out the same under Smith? Probably yes, for two reasons: (A) the board there did make informed decision making; (b) It was only a minor decision
· The business judgment rule doesn’t tell a board how to do their job. If we were to advise a board how to really do their job, we will guide them according to MR 8.30, which seems to tell them not to act negligently.
· While it seems not to be reconcilable with the business judgment rule, it is important to also understand the difference between the two. The business judgment rule acts as defensive (came to protect directors so we won’t deter them from becoming directors and also because of judicial economy concerns). The statute however, tells them how they should do their job; in a sense it is more of an aspiration. 
· Post Smith a lot of people did not want to become directors for fear of being liable. So Delaware enacted 1.02 (b) (7), which is a “raincoat” provisions (cal. followed too). This statute only protects directors of personal liability; they can still be sued in equity.

B. BREACH OF DUTY OF CARE FOLLOWING DIRECTORS’ FAILURE TO ACT

     

Failure to monitor:

     

       


M.
DIRECTORS FIDUCIARY DUTY: DUTY OF LOYALTY

· This is the 2nd type of fiduciary duty

· This type of suits usually involve conflict on interest so the business judgment presumption doesn’t apply!
· Typically have one of the following three forms: (a) competition with the corp. claims; (b) taking corp’s opportunities; (C) self-dealing. 

A. COMPETITION AGAINST CORPORATION:

      

B. USURPING A CORP. OPPORTUNITY

    

HYPO:  

Alpha corp. for many years has been engaged in the business of buying pecans from farmers at local competitive auctions, and reselling them to small retail outlets. While it has drawn up tentative plans for developing its own retail outlets, it has never implemented them because it lacked the capital.


Angela, a director, is contacted by Smith, who owns and operates a huge retail store, “Pecan City”, which sells pecans at retail to tourists. Due to his confidence in Angela’s business abilities, he offers to sell he Pecan City and to finance the sale himself, stating that he would be unwilling to extend credit to any other purchaser unless Angela guarantees the deal.


Angela mentions Smith’s offer to Peter, Alpha’s president, who says nothing. Three weeks later, Angela accepts Smith’s offer and buys Pecan City herself. She immediately proceeds to expand the business and begins to purchase pecans for it directly from farmers at local auctions, including some auctions at which Alpha is a also a bidder.

1) Has Angela violated any duty owed to Alpha is buying Pecan city for herself? (a) “Line of business test”- probably no violation because the corp. was not currently involved in retail; (b) “ALI test”- it is a corp. opportunity- because it is closely related to business the corp. expected to engage in- they had discussed going into retail. Now, it is true that they didn’t have enough capital, but its doesn’t matter under the ALI test- she still had a duty to disclose to the corp. Now, she did disclose to the president and actually waited three weeks (had she waited only a day or two, definitely not adequate time to give the corp. opportunity ti decide). Probably needed to disclose to the board too- while the test doesn’t say so, it is probably the best way for Angela to assure she won’t get sued. 

2) What about Angela’s refusal to personally guarantee a loan? No violation under either test; she has no obligation to facilitate the corp.’s financing

3) Did she breach her duty of loyalty by bidding against them? Well, it sounds like a direct competition. Even though, Regenstein stand for the proposition that we can have a business in direct competition, there is a good chance today the decision would be different.

C. SELF-DEALING: BEING ON BOTH SIDES OF THE DEAL

· Bubba’s prospers and opens more locations. It is now considering leasing a building owned by Capel, who is a director and a major shareholder. Should a corp. be able to do business with a director? With a director’s spouse? In general the answer is yes; there are requirements involved though

· THE BUSINESS JUDGMENT RULE DOESN’T APPLY, B/C OF THE CONFLICT OF INTEREST, UNLESS WE HAVE “CLEANSING”.


Cash-out mergers: parent company and subsidiaries 

     

SELF-DEALINGS HYPOS:

1) Assume: 7-member board


      4 directors are present (only one interested director)

Vote as follows:

YES-3

NO-0

Abstain-1 (the interested director). 

Was the proposition approved? YES. (a) We need a quorum and we have it: 4 (b) In order to approve, we need a majority of those present, i.e. at least 3 yes votes, and we have that.

Is it tainted by conflict of interest, i.e. wasn’t cleansed? In cal., we have the “cleansing statute 310 (a), which has 3 options:






310 (a) (1)- shareholders
     310(a) (2)- directors

310(a) (3)- if 1 or 2 fail

To cleans shareholders approval:
 To cleanse directors approval:   THE ENTIRE 

(1) Full and adequate disclosure    
1) All material facts must be  FAIRNESS TEST

(2) Share holders’ vote is done in
disclosed

good faith



2) Fair to the corporation at 

(3) Must be approved by a majority of     the time entered

the disinterested shares (i.e. interested 3) Good faith approval- i.e. 

shares don’t count)


cleansing by a vote sufficient






w/out counting the vote of the






interested directors

So, going back to our hypo: without counting the interested one, we still have 3 “yes”, i.e. we have a sufficient majority. Now, even though the decision was cleansed, shareholders can still sue and claim that the decision was “not fair to the corp.”. However, now they will carry the burden of proof and the presumption of the business judgment rule applies.

   

2) Again, assume 7-member board, 4 are present (i.e. a quorum). Votes are as follows:

YES-3 (2 disinterested and 1 interested)

NO-1 disinterested

Is the decision approved? Yes, we have 3 yes votes, i.e. a majority of those present

Is it cleansed though? NO, because without counting the interested director, we only have 2 yes votes, i.e. not a sufficient majority

So, since we don’t have “conventional” cleansing, we move to (a) (3) where defendants will have to survive the “entire fairness test”. 

3) A 3-person board. 2 attend (i.e. a quorum). One is interested and one is not. Both vote “yes”.

(a) Was the decision approved? Yes, 2 is a majority (out of 2)

(b) Was it cleansed? No, because without counting the interested vote, we don’t have a sufficient majority. 

4) Again a 3-member board who are all the shareholders as well (a closed corporation). 2 are interested, one is not. The vote is: YES-2 (the interested ones), NO-1 (the disinterested).

a) Who will bring a suit in such a case? Obviously the disinterested one. 

b) The decision was approved: 2 is a majority
c) Was not cleansed though, b/c without counting the interested votes, we actually have 0 yes votes. So, we will switch to (a) (3) with burden on the interested ones to satisfy the entire fairness test
5) Again, 3-member board, and they are all the shareholders as well. Again, 2 are interested and one not. All three vote yes.

(a) Obviously, the decision was approved.

(b) Was it cleansed though? Well, because they are all the shareholders as well (the only shareholders), we have an interesting situation here: First, because all approved, less chance of a subsequent lawsuit. Regardless, as a lawyer, we would have advised that the directors will sign a document that all procedures were adequate as shareholders. WHY? Because, if sign as directors, we can never cleanse, since we only had one disinterested voter. BUT, when it comes to shareholders, we can cleans b/c all the statute requires is a “majority of the disinterested” and we have it (1 out of 1). Obviously, this option is only available in close corporations were all the directors are the shareholders as well. 
· Del. 144 cleansing law is similar to Cal. 310.

· Note:  this all seems very technical. It is important to remember that we can still have fairness issues even if we had cleansing (for example, what is called “structural bias”- the fact that interested directors were in the room may have affected the voting. The technical aspect of it, affects the standard of evaluation and burden of proof). 
DERIVATIVE SUITS:
DERIVATIVE V. DIRECT ACTIONS:

· Direct actions are for injuries to shareholder in his capacity as a shareholder

· Derivative suits are shareholders suing to vindicate the corporation’s claim/injury

     

THE BOND REQUIREMENT IS AN EXAMPLE OF A SERIES OF PROCEDURAL BARRIERS FACING A SHAREHOLDER TRYING TO BRING A DERIVATIVE SUIT. 

HYPOS:

1) Epstein sues the directors of Bubba’s because they issued stock without honoring his preemptive rights. Direct or derivative? This is a direct suit. The focus here is on who suffered the injury. Here, the injury is to the shareholder in his capacity as a shareholder with preemptive rights. 

2) Roberts sues the directors of Bubba’s because they failed to permit him to inspect corporate books and records. Again Direct: this is a direct injury to the shareholder.

3) The articles of Bubba’s provide that the corp. will operate restaurants featuring burritos and related food. Epstein learns that the directors plan to enter into the voting machine business. He sues to enjoin the corp. from engaging in this ultra vires activity. Here the suit is to prevent the corp. from acting outside its scope. It is a derivative action, because the harm is to the corp. and only indirectly/derivately to the shareholders.  

4) Roberts sues the directors for wasting corporate assets by paying themselves huge bonuses? This is a derivative suit b/c the harm is suffered by the corp. Conversely, the corp. will benefit from such suit. 

5) Freer sues the directors of Bubba’s for usurping corporate opportunities. Derivative.

6) Epstein sues the directors of Bubba’s for failing to exercise due care in purchasing supplies as a price much higher than could have been negotiated. Derivative. Why? Because the claim is for a breach of fiduciary duty owed to the corp., i.e. harm to the corp. Most derivative suits are suits for alleged breach of fiduciary duty.

7) Roberts is the minority shareholder in Bubba’s, which is a close corporation. He sues the controlling shareholders, alleging that they have breached their fiduciary duties by oppressing him. Specifically, he alleges that while they have had the corporation hire them and purchase their stock for cash, they have refused to allow the corporation to do the same for him. This one is a close call, and courts are split. Some court hold that because fiduciary duty is owed to the corporation, this is a derivative suits. Other courts hold that since the injury is direct, this is a direct suit. 

8) Freer is a stockholder. In a shareholders meeting he was physically attacked by the corp. CEO. (a) If he sues the CEO as tort feasor, this is obviously a direct suit. (B) Now, he can actually sue the corp. vicariously (remember that officers are agents) if it was done within the scope of employment. Even under this scenario, it will be a direct suit. 

DERIVATIVE V. CLASS ACTIONS:

· Class action suits are also direct suits for harm suffered by the individual, but because the suit is small, the plaintiffs sues on behalf of other individuals similarly situated

· Derivative suits on the other hand, are for harm to the corporations. In class actions, money goes to the individual (in direct actions as well, for that matter). In derivative, money goes to the corp. The individual can get attorney fees in most cases. 
· There is a huge controversy over the role of lawyers in class actions and whether they exploit the situation.
STOCK OWNERSHIP REQUIREMENT

This is a standing requirement: according to MBCA 7.41 only a shareholder who was a shareholder as the time the act complained about occurred has standing to sue. N.Y. also requires that the shareholder is a holder at time of bringing the action.

DEMAND ON DIRECTORS

This is the most vexing procedural requirement. 

· Why do we have this requirement? Generally, a shareholder MUST demand that the board will bring suit and redress the harm to the corp. because it is the directors’ job to manage, and part of it is to bring suit.

· When is demand excused (assuming there is no universal demand requirement)? WHEN IT IS FUTILE, i.e. when we demand the directors to sue themselves for breach of fiduciary duty, and obviously they will not do so. As will see, states differ in their approach to when is demand excusable and the relation to the business judgment rule. If not excused, a demand has to be made in writing.
HYPOS:

1) Suppose the claim to be asserted is that ALL five directors breached their duty of loyalty by engaging in competing ventures. Demand excused? Should be, if jdx allows one. Why? Because all directors allegedly breached.

2) Suppose the claim asserts that three out of the five breached their duty of loyalty. Probably excused, because three is a majority of the board.

3) Suppose the claim alleges that two breached. Probably not excused, even though not a “clear cut”. While two is not a majority, we may have a “structural bias”. 

4) Suppose the claim is that only one director breached, but that she is the dominant member of the board, and that the other four are under her control. This is even a more attenuate situation.

5) Suppose the claim is that a former director breached the duty, but that he essentially arranged to have all five present directors names to the board. Demand excused? Here, probably demand should be required.


    

    

MOTIONS TO DISMISS

As we mentioned, once a demand was made the directors can either accept it or reject it, with high success of prevailing in court if suit is filed. But, what if no demand was made, and plaintiffs is their complaint alleged that demand was futile?

(a) The director can demure, claiming that demand was not futile.

(b) Sometimes, directors may think that the claim has some merits. So, they may decide to look at it, establish an investigating committee. The committee may conclude that that the suit should be dismissed b/c continuing it will not be in the best interest of the corp. 
WHAT DO COURTS DO WITH SUCH MOTIONS TO DISMISS?

  

The next case from Delaware represents a different approach. In addition, there are some other notable differences between the cases:

(A) Demand was not excused in the previous case

(B) Delaware’s demand law as we saw in very restrictive; therefore, some protection needs to be given to plaintiffs whose demand is excusable. 

     

A SUMMARY OF DERIVATIVE SUITS:

· Who should decide whether to continue the derivative suit? The two cases represent two different approaches, deriving from competing interests:

a) The board as managers and their right to decide if to sue as one of their managerial decisions

b) Conversely, derivative suits are a vehicle for shareholders to hold the board accountable for failure to exercise fiduciary obligations

· Of interests is a 3rd interest to consider. When managers bring a motion to dismiss, typically shareholders will oppose it. So, what standard of review should a court use? Business judgment rule or the intrinsic fairness approach? 

a) Under the Auervach approach the court will focus only on whether the committee is truly independent (of the transaction and of other board members who may have been implicated) and the process that the committee used (an 8 page report full will general conclusions will not probably “fly”). If so, court will not review the merits

b) The Zapata approach (only in Delaware) says that not only do wee look at independence and the process  but also that the court can make its own independent judgment with regard to the merits: if we were plaintiffs we will want the court to apply the entire fairness (intrinsic) standard of review.

· It is important to note that Delaware applied this approach in Zapata, b/c demand was excused in this case: in Del. if demand was required and was denied by the board, we apply the business judgment rule anyway to the decision of denial. 

Insurance and Indemnification:

1) Recovery in derivative suits goes to the corporation. A lot of people think the real driving force behind derivative sits are actually lawyers, b/c if plaintiffs prevail, typically attorney fees are recoverd.

2) HYPO: Freer serves as an outside director. Does he care whether Bubba’s maintain a D & O insurance after he leaves the board? YES, because this insurance is typically claim based, and not filling date based. 
3) Most directors will want to know that the corporation carries insurance. They will also want the corporation to indemnify them for cost beyond the coverage of the insurance. 

  

HYPOS:

1) Capel, a director, is sued for breach of duty of care, and is found not liable. Should she be indemnified?  Most states say that in such situation, indemnification is mandatory whether prevailing on the merits :or otherwise”. Some states require the director to by “wholly successful”, i.e. prevailing in all action brought against him.

2) Agee, a director, is sued by the SEC, found liable, and damages are assessed against him. Should he be indemnified? First, not mandatory, because he didn’t prevail. Most states actually bar indemnification if found liable for receiving benefits he was not entitled to. There are other SEC violations where recovery may not be barred (for example disclosure violations).
3) The broadest category is when indemnification is neither mandatory nor barred. Directors seeking indemnification will typically have to prove:
a) That they were acting in good faith, AND

b) That they acted in a manner they reasonably believed was in the corporation best interest.
c) Typically either I) disinterested directors; or ii) disinterested shareholders; or iii) a court will make this determination.
EXECUTIVE COMPENSATION, WASTE, AND THE BUSINESS JUDGMENT RULE: 

 

 

GROWING THE BUSINESS OF THE CORPORATION:

Obviously we need more money for that: we can either borrow money, sell shares, or grow by funneling in retained earnings

I. BORROWING MONEY

1) For tax purposes, there is a huge difference between corporations and partnership. 

a) Partnerships “flow through taxation”- the partnership doesn’t pay income tax on its net profits (revenues (-) expanses). Instead, the business will allocate profits to the partners and they will pay tax on it.

b) Corporations pay “double tax”- it pays taxes on its net profits, i.e. is left with profits after tax that can be invested back in the corporations. However, if the corporation distributes its profits as dividends, the shareholders pay their own tax (i.e. the double one) on the dividends they receive. 

c) Why is the difference? Because while traditionally corporations are viewed as a separate entity, partnerships are viewed as an “aggregate of individuals”. 
2) Because of tax, debt is usually attractive to corporations: typically, corporations need to pay interest on loans. That interest count as tax deductible (because it counts as an expanse). This minimize the incident of “double tax”. Conversely, selling stocks will count as revenues (equity). 

3) Lawyers are typically involved in the process of corporations borrowing money. There are typically four main issues:
a) Who will make the loan? Banks and most experienced lenders will typically want collaterals

b) Lenders will want specific debt covenants to assure their payments
c) Need to watch cash flow, i.e. not borrow more than we think we can service
d) What happens in the event of default?
II. ISSUING MORE STOCKS:

Distribution v. trading:  distribution means that the corporation distribute shares in exchange for capital that goes to the corporation. Trading means shareholders selling their stocks to someone else-profit there goes to the shareholders. 

 

     

III. DISTRIBUTION

 DIVIDENDS:

RETAINING V. DISTRIBUTION 

When a corporation gives dividends it is a type of distribution.

a) IT IS UP TO THE BOARD TO DECIDE WHETHER DIVIDENDS WILL BE DECLARED

b) NO ONE HAS AFFIRMATIVE RIGHTS TO RECEIVE DIVIDENDS UNTIL SUCH DECLARATION

c) DIVIDENDS MUST BE LEGAL: corp. must have legal funds to distribute.
DIVIDENDS HYPOS:

1) We have 100,000 shares of common stack. Board decides to pay $400,000 in dividends. How much will each get? 400,000/100,000 = $4 each (pro rata distribution).

2) What if we had preferred shares?  Again, assuming we had $400,000 declared dividends. We have 100,000 common shares and 20,000 preffered stock with a value of $2 each? Preffered means being paid first. So we first pay them (2 * 20,000 = 40,000). We are left with $360,000. We pro rate that among the common shares: 360,000/100,000 = $3.6 each.

3) We can also have Cumulative preferred shares: meaning keeps adding up. It is possible that a board will not declare dividends for a few years. We will want cumulative shares, because when the board finally pays, it will pay for the years it didn’t- this is called over hang right.  Assuming 20,000 preffered cumulative stocks for $2 each, and dividend was not paid for three years. So now we will gat paid for 4 years. (4*2*20,000 = $160,000), which means that only $240,000 would be left for payment for common stock owners (i.e. $2.4 each).  This hypo also emphasizes one of the advantages of selling stocks v. debt; board doesn’t have to pay dividend. However, if we have cumulative, we have this over-hang right. 

4) Participating v. non-participating stocks: participating means preffered over common, but also some “residual” common ownership, i.e. we get more dividends. Assuming again $400,000 is declared dividends. 100,000 common stack, and 20,000 preferred participating stock at $2 each. So, first we pay the preferred (2 * 20,000 = 40,000). We are left with $360,000 and we divide it by 120,000 (100,000 common + 20,000 preferred because they are participating stocks), and get $3 a share. So, the owners of the preferred participating ending up getting $5 a share (2 + 3). 
STOCKS AND LIQUIDATION:

in liquidation, corp. first pays its secured and non-secured debt, after that it preferred stocks, and only then make distribution to common stock owners. 

LEGAL FUNDS:

Remember that Board has right to declare dividends and how much. Yet, there must be legally available source of funds.
(A) States with par value stocks:
remember that when we issue shares with par value, the par value times shares go to the corp. stated capital account. Anything in excess goes to the capital surplus account.  In addition a corporation can have a retained earning account. ONLY FUNDS FROM THE RETAINED EARNINGS AND FROM THE CAPITAL SURPLUS CAN BE USED FOR DIVIDENDS. If money from capital surplus is used, shareholders must be notified of that, b/c in effect they are just getting what they paid in excess, and not real profits. 

In addition, corp. can’t pay dividend if it is INSOLVENT or payment will cause it to become insolvent. There are two definitions to insolvency:

a) Liabilities are bigger than assets

b) Can’t pay debt when it is due. 

(B) States without par value (California):

The only limitation is the insolvency one. 

BLANK CHECK PREFFERED

· Allows board flexibility to establish financial terms of a particular class of shares at time of issuance – MR 6.02
· Board when setting them is constrained by its fiduciary duty
CHANGES:

· Board acting on behalf of corporation, cannot unilaterally amend terms of its outstanding preferred stock- they need the stockholders’ consent, even if such shares don’t have voting rights.


CORP. REPURCHASING ITS OWN STOCK:

What if a corporation repurchase its won stock back? 
a) Effect on balance sheet:  if we look at the balance sheet of a corporation which repurchased its own stock from shareholders for a $1,000, the corporation assets will decrease by a $1,000.  Remember, a balance sheet must balance, so the corp. retained earning  will also decrease by a $1,000.

b) Repurchase v. redemption: a preffered stock may be redeemable at the option of either the corporation or the shareholder, but only if articles say so- there is no affirmative right of redemption otherwise. Repurchase on the other hand, can only be instituted by the board. Can’t force the shareholder to sell though
c) both repurchase and redemption are a type of DISTRIBUTION, so can only be done if corp. has legal funds to do so

CREDITORS RIGHTS-EQUITABLE SUBORDINATION

CLOSED CORPORATIONS:

So far we focus mostly on general rules and their applications. However, the unique nature of closely held corporation creates some unique problems and remedies.

DISTRIBUTION:

REPURCHASING STOCK:

   

   

TRANSFER OF STOCKS: not a closed corporation case, but can happen there too:

    
DISSENSION, DEADLOCK AND OPPRESSION:

In closed corporations, if we don’t have by-sell agreements or redemption rights, a lot of time the only remedies left are the extreme options of dissolution and mandatory buy-out. Generally, dissolution can be voluntary (board agrees to such resolution). Here though, we are talking about involuntary dissolution as court imposed remedy. 
 


Oppressions/mandatory buy-out

THE SOLUTION- “BUY-SELL” AGREEMENTS: 

1) So, as we saw all the above remedies are complicated and rarely granted

2) Even mandatory buy-out, while more favored than dissolution, still has many complications. 
3) The solution to all of these problems in closed corporations (in public ones we have a market so these problems would not arise anyway)- is a BUY-SELL AGREEMENT: this is an agreement entered into in advance, that will specify the events and terms of mandatory buy out. It is better that parties agree to it in advance b/c then they will all want them, and terms are likely to be fair:
a) It is almost a malpractice, as lawyer who is involved in incorporation, not to suggest that. 

b) Death is an obvious triggering event. Parties may also want to consider such events as disability, and divorce. 
c) If no buy-sell agreement we are back to litigation as we saw. Moreover, the results can be harsh on parties. The minority shareholder in Radom had no salary and no way to support kids or real alternatives (if left and competed against the corporation can still be sued for breach of fiduciary duty; if stayed, no way to draw a salary). 
d) We want these agreements to be separate, not in the articles (b/c articles can be amended). In fact, for out protection, we will want the shares certificates themselves to state so. 

4) There are a few types of buy-sell agreements: 

(a) One way: agreement enables a third party to acquire the departing owner’s interest in the business

(b) Cross-purchase: usually obligates surviving owners of a business to purchase a deceased owner’s stocks directly from the decedent’s heirs (this agreement would have prevented the dispute in Radom). 
(c) Entity or stock redemption agreements:  each owner agrees to sell his interest back to the business entity upon a triggering event. 

(d) Wait and see: the business receives option to redeem any ownership interest upon a triggering event. The owner has to sell, but the corporation doesn’t have to buy. Instead it can give existing shareholders the purchasing option and if they won’t, then the corp. must purchase/redeem. 

SECURITIES FRAUD/ INSIDE TRADING:

SECURITIES FRAUD:

Can happen in the distributing market and the trading market. So, when issuing stock, in addition to the fiduciary duty constraint that directors have, they are also constraint by possibility of fraud

RULE 10B-5 AND COMMON LAW FRAUD:

Rule 10b-5: this is a rule by the SEC (pursuant to section 10B of the security exchange Act of 1934.

    

HYPOS:

1) Agee, Capel and Propp are the only shareholders in Bubba. Roberts is considering buying 1,000 shares for $100,000. Agee, Bubba’s CEO tells Roberts that Bubba has never received a health department rating of less than Very Good. In reliance of this representation., Roberts makes the purchase. He later learns that Bubba had received seven ratings of “unbelievably bad”

a) Common law: Roberts has a fraud common law cause of action b/c Agee made an affirmative misrepresentation of a material fact and there was reliance thereof. So, we have a state law remedy

b) 10b-5: we have cause of action under the federal statute as well under sections (a), (b) , and (c). 10b-s is very broad. Now, federal courts have exclusive jdx on 10b-5 claims, so Roberts will go to federal court that will hear both claims. There are no punitive damages under 10b-s, but there is for state fraud cause of action.

2) Same facts as #1, except that Bubba never received ratings lower than very good. However, the day before Agee told Roberts that B has never received ratings lower than very good, the health department has inspected Bubba and the inspector told Agee that there were major problems and that it was almost certain that Bubba would receive the lowest rating possible. While Agee tells Roberts of the good history, he does not mention the conversation with the inspector. After Roberts buys the stock, Bubba receives an unbelievably bad rating.

a) Common law: no fraud cause of action because what we have here is omission, not affirmative misrepresentation. Now, omission is deceit, , but this cause of action only applies when the speaker had the affirmative duty to disclose, and here he didn’t.

b) 10b-5: subsection (b) includes “omission of material fact necessary to make the statement as whole, not misleading. Agee violated this, b/c the statement he made created misleading impression of perfect health conditions. We don’t need to prove duty under the statutory terms.

3) Same facts as # 1 except that Agee does not say anything at all about health ratings. Roberts buys the stock and later learns of the health ratings. Does he have a cause of action?

a) Common law: No common law fraud cause of action because there was no affirmative misrepresentation. Can he sue for failure to disclose? There may by a cause of action deriving from the state fiduciary duty law.

b) 10b-5: No violation of subsection (b) because no statement was made. It will only be actionable if Agee is under an affirmative duty to disclose (sometimes there is one). No implications of subparts (a) and (c) either, at least under literal interpretation.

  
4) Bubba is considering acquiring a building from Epstein in exchange for 1,000 shares of Bubba’s stock. Epstein tells Agee that the building has never had any termite problems. In reliance, Bubba issues 1,000 shares to Epstein and takes title to the building. Bubba’s later finds out that Epstein’s representation was a misrepresentation and that Epstein was aware of the building past and present termite problems.

a) Common law fraud: yes, we have fraud-material representation upon which Bubba relied.

b) 10b-5: here, the misconduct is by the buyer. Still, we have a cause of action. The statute says “by any person”, and subsection © says “in connection with purchase or sale” of any security. So, ordinary buyer can sue.

RULE 10b-5 AND PRIVATE CAUSE OF ACTION:

1) Private cause of action:

Rule 10b-s is an administrative rule. It doesn’t say anything about rights/remedies. But in Kardon v. National Gypsum, a court found a private cause of action. Two people owned a corporation (50%-50%), defendant managed, while plaintiff was not involved in the management. Defendant, also the CEO of the company, negotiated to sell corporation’s assets to another company. Before closing, defendant induced plaintiff to sell him all the stock that he owned for $500,000. Subsequently, because of the deal, defendant gained $500,000 that otherwise would have had to be splitted between the two. During the inducement, plaintiff asked defendant if he had any plans to sell the corporation’s stock. Defendant truthfully replied no, but omitted the negotiations to sell the corporation’s assets. 

a) Plaintiff had no fraud common law cause of action because there was no affirmative misrepresentation.

b) Now, 10b-5 doesn’t mention an express cause of action, but the court found an implied private cause of action, here to allow rescission of the stock sale agreement. Court held that the failure to mention the sale of assets was a material omission that made the statement of “no sale of stock” misleading.
2) Elements of the cause of action:

It took years for the court to devise the elements for this private cause of action (remember, the SEC had an administrative cause of action anyway). The elements are:

a) Jurisdiction

b) Standing to sue

c) Material fact

d) The Scienter requirement

e) Reliance

f) Conduct that violate 10b-5

g) Damages

a) Jurisdiction:

Remember, the statute says “instrumentalities of interstate commerce”

b) Standing:  Plaintiffs is a 10b-5 action can only be (1) SEC or (2) ACTUAL BUYERS/SELLERS

c) Material fact: what is a “material fact”? We need that for a 10b-5 liability

   d) Reliance: we also need to show reliance on the misrepresentation: 

  

e) The Scienter requirement: in order to have a 10b-5 cause of action we also have to show

· Intent to deceive, manipulate or defraud

· Negligence will not suffice
· Not clear if recklessness will. 

f) Conduct that violated 10b-5: in addition to fraud, we also have inside trading violations as we’re about to see. 

h) Damages: plaintiff has to be able to show that as a result of the fraud, he/she suffered economic loss. This prong is not easy to satisfy; it can be tricky. 

 
INSIDE TRADING- DUTY TO DISCLOSE:

This is a type of securities fraud/10b-5 violation. 

Common law treatment: the limited nature of the common law treatment, lead to the eventual 10b-5 cause of action.

   

     

    

HYPO 5.1:

Agee is a director of Bubba’s Burritos and in that capacity has learned that Bubba’s may be taken over by McDonald’s (a fact that will make Bubba’s stock rise in value). The public does not yet know this information. Roberts owns 50 shares of Bubba’s and thinks the company is doing poorly. At a stockholders’ meeting, he complains to Agee and says, “I wish I had never bought this stock.” Agee then offers to purchase Robert’s stock. Roberts sells, after which the announcement of the takeover is made. This is a “good news” problem; Roberts is upset over “lost profits”, i.e. the difference between the low price he sold at and the current much higher price

1) Would the Goodwin court allow recovery? Well on the one hand we can focus on the fact that the Goodwin court said that directors don’t owe fiduciary duty to shareholders. But, this transaction was face-to-face and the information was very important and not that “soft”. 

2) The Goodwin court seems to say that if the transaction was on the “open market” there would be no duty. But, (a) it was only one of the factors and (b) many people disagree with that approach and see open market failure to disclose equally apprehensible. 
3) The face-to-face approach raises the problem of “selective disclosure”- do we only need to disclose to them? What about other sellers/shareholders?
HYPO 5.2:

Agee, a director at Bubba’s, learned some devastating news that will cause the price of Bubba’s stock to plummet. The public does not yet know this information. Epstein is not a Babba’s stockholder, but thinks the company is interesting. He knows Agee socially and one day, while playing golf, asks if Agee would sell to him some of his stock. Agee says nothing besides “O.K.” After Epstein buys and the stock tanks, would the Goodwin court permit suit by Epstein against Agee? Here, this is a “loss avoidance” suit; Epstein wants to recover for the loss that Agee avoided by selling him the stocks. As mentioned above, common law courts were very hesitant to impose duty to disclose “bad news”, because of issue of scope of duty (do we have to tell everyone?), the fact that Roberts was not even a shareholder yet, and limited communication channels. In any event, even the strong case dealt only with “good news”. 

INSIDE TRADING AS DERIVATIVE SUITS:

At least one court has held that insider trading on the open market violates a fiduciary duty to the corporation and thus opens the offending insider to derivative suit. In that case, the defendants were forced to give their profit to the corporation. Notice, typically derivative suits are for harm to the corporation, yet it seems that harm in insider trading is actually direct. Still, can be claimed that the corporation suffers an injury to its reputation, and has a deterring interest (as oppose to a compensatory one). Again, not all courts allow such derivative action. Even if we allow it, if all that can be recover is the “profit” than there is no much deterrence here. In response to this problem, the SEC got congress to pass a statute imposing a triple civil liability (only available when the SEC brings an action though). 

RULE 10B-5 AND INSIDER TRADING:

The deficiencies explored above with the common law treatment to insider trading were dramatically cured with 10b-5, which made dealing with the states’ various approaches mostly unnecessary. 

   

  

  

RULE 10B-5 AND TIPPER-TIPPEE LIABILITY  

         

THE “KEY” IS- TO FOLLOW THE MONEY





AGENCY RELATIONSHIP:


Rest. (Second) of agency § 1


Agency- is the fiduciary relation that results from the manifestation of consent by one person to another that the other shall on his behalf and subject to his control, and consent by the other to so at





In the corporation context agency relationship is created by hiring employees:


Principal- the employer


Agent- the employee





Analysis: so these are the elements for agency relationship:


Principal has to authorize the agent to act on his behalf- principals need agents because they can’t do it all by themselves


While preserving the right to control the agent- principal needs to control agents so they will really operate on principal’s account.


Agent to must consent


I.e., we have MUTUAL CONSENT


The relationship is a “fiduciary one”.


WE DO NOT NEED WRITING OR EVEN THE UTTERANCE OF THE SPECIFIC WORDS IN ORDER TO CREATE AGENCY RELATIONSHIP- if our elements are satisfied, then we have agency relationship.





A.P. SMITH V. BARLOW


Facts: board of directors decided to contribute $15000 to Princeton university (i.e. the Ben & Jerry’s approach). Minority shareholders complained that they didn’t authorize this; the money could have been used instead for their profit (the Friedman approach).


Claim: the corporation sues its own board of directors for declaratory judgment in equity (i.e. judge will decide) that there was no authority to donate. If no authority, then the money will stay in the corp. Had the money already been paid, the board would have been liable for it (i.e. the type of remedy sought depends on the timing of the suit). The named defendants were the chairman of the board, but not the President of the corporation. WHY?


Because a president of the company IS NOT on the board


He is an officer of the board, i.e. subordinate to them


 Under the Model Business corporation Act § 8.01 (remember, this is only a model; not necessarily the law in a given state) (a) Generally, every corporation must have a board of directors and (b) board of directors to manage the business affaires of the corporation


Owner/shareholders decide who will be on the board of directors


BUT, THE MONEY IS NOT THEIRS; IT BELONGS TO THE CORPORATION


Therefore, it is up to the board of directors to decide what to do with it


Holding+analysis: 


Plaintiffs claimed that their certificate of incorporation did not specifically did not expressly authorized the contribution; 


Also contended that a New Jersey statute which expressly authorized the contribution did not apply because it passed a long time after the enactment of the corporation- the court disagreed and held that the statute does apply to pre-created corporation, i.e. the board had the authority to donate. The court so held even though if we look at the specific statute it only said: (a) could contribute; and (b) only if the contribution is directly connected to protection of the corp.’s interest. 


Court was also driven by the social policy of promoting charity.


Ct. emphasized that there was no personal bias in the board’s decision. So contribution needs to be reasonable and unbias.


Court treated that corporation as a separate legal entity.














ACCORDING TO GATT (Generally Accepted Accounting Principles) FINANCIAL STATEMENT MUST ADHERE TO THE FOLLOWING PRINCIPALS: 


MATCHING:  matching of cost/expanses and revenues in the same period- otherwise we get the wrong picture. This element is crucial. Had we “pushed back” expanses we will look more profitable than we really are. Same result if we instead “inflate” revenues. 


CONSERVATISM: data should be conservative, i.e. if we err, err on the side of understating. 


It is crucial that firms keep these principles because we also compare firms based on these statements. 





THE KEY IS THAT IT ALWAYS BALANCES OUT; IF NOT, SOMETHING IS WRONG


ALL THE ASSETS ON THE BALANCE SHEET BELONG TO THE CORPORATION


AFTER ASSETS ARE USED TO SATISFY “FIXED CLAIMS” (LOANS), THE REMAINDER BELONGS TO THE OWNERS’ EQUITY.


PROFITS THAT WERE RECOGNIZED THROUGH THE INCOME STATEMENT ARE SHOWN AS CASH AND OWNERS’ EQUITY ON THE BALANCE SHEET. IF WE HAVE A LOSS, IT DEPLETES THE OWNERS’ EQUITY. 








SO, EVEN WITHOUT A DEFINED CONTRACT BETWEEN PROPP AND AGEE, THE FIDUCIARY DUTY IMPLIES OBLIGATIONS THAT AN AGENT HAS TOWARDS THE PRINCIPAL. 





SUMMARY:


Rest. of agency § 140: a principal is liable for contracts/transactions entered by the agent if:


Agent has actual express authority


 The agent had power arising from the agency relation and not dependant upon authority or apparent authority (i.e. from his specific position). 


The agent was apparently authorized


Rest. of agency § 26: Express actual authority- created by written or spoken words or other conduct of the principal that causes the agent to believe that he has authority to act on the principal’s behalf.


Implied actual authority- an agent has the authority to do what is reasonably necessary to get the assigned job done (for example, principal just says “get me to London” without specifying how- if the agent books a flight principal will be bound). 


Rest. of agency § 27- apparent authority:


Manifestation by the principal to a 3rd party that causes the 3rd party to reasonably believe that the agent had the authority to act on behalf of the principal. Manifestation can be through words or conduct (e.g., payment). 











Rest.  § 219: master’s liability for servants’ torts:


A master is subject to liability for the torts of his servants committed while acting in the scope of their employment. 


If outside the scope, master is not liable unless


Mater intended the conduct or consequences


Master was negligent or reckless


The conduct violated a non-delegable duty of the master


Or, the servant was aided in accomplishing the tort by the existence of the agency relation. 





Hayes v. National Service


Facts: Hayes hires Rogers as a lawyer for her claim of wrongful discharge. Rogers accepted a settlement on her behalf. She claims that he didn’t have an authority to do so.


Analysis:


1) This is not a master-servant relationship. Clients don’t have a high degree of control over lawyers.





Hayes v. National Services cont’d


2) BUT, in Ga. and in most states, lawyer-client is an agency relationship. Client is the principal and the lawyer is the agent.


3) Since lawyers are agents they can bind the principal/client if acting within scope of authority, either actual (express or implied) or apparent.


4) Here, we may have both: 


Actual authority- lawyer’s authority is considered plenary and since was not limited by representation agreement, we have implied actual authority. 


Apparent authority- here, lawyer told the defendant’s lawyer that he has authority to settle. Notice, this is agent communicating to 3rd party, so this communication cannot create apparent authority (had to be a principal’s manifestation). BUT, the act of hiring the lawyer, is the principal’s manifestation of authority to the 3rd party.


So, Hayes is bound by the settlement agreement


5) How could have Hayes prevented this from happening? HAYES HAD TO NOTIFY THE 3RD PARTY THAT THE LAWYER/AGENT AUTHORITY WAS LIMITED.


6) This communication can limit every implied actual authority case, not only lawyers (maybe, mangers too). 


7) This is the law in most states. Hayes can still sue the lawyer (but has to prove that it was unreasonable of him to accept the settlement). Her claim against him, since he was not limited by contract, would be for a BREACH OF FIDUCIARY DUTY (probably the standard of care aspect of it). 





THE ISSUE OF “INHERENT AUTHORITY” (IMPLIED ACTUAL AUTHORITY): this concept is very problematic. When we delegate authority to someone to do a job, we confer authority on the agent through our directions. These directions can be limited, or vaster. Telling a cook to order food, without any limitation for example.  The scope of inherent authority is “reasonableness”, i.e. the acts of agents must be reasonable. It is possible that the court in Hayes took it a little too far. 





Miller v. McDonalds 


Background: This case deals with FRANCHISE RELATIONSHIP: every franchise will have some kind of manual (here it was very detailed). Franchisee is paying money for a business model that the franchisor provides. The reason for a manual is that the franchisor’s name and reputation are extremely important to it. So, Franchisor seeks CONTROL. 


Facts: this whole case revolves around control. McDonalds retained a lot of control over its franchisee, yet it can’t guarantee total compliance. Here, a customer in a McDonalds franchisee got inured after beating a stone in her hamburger. She sues McDonalds. They claim that they are not liable. Do we have agency relationship here? I.e. can the tort of the franchisee make the franchisor liable?


 Analysis: 


Ct. assumed that the stone appeared b/c of something the franchisee’s employee did. The employee is a servant of 3K (the franchisor). So, 3K can be liable as master/agent. 


Plaintiffs sues McDonalds though, and not 3K (bigger pockets).


So, is the employee a McDonald’s servant? Plaintiff claims that since McDonalds exercised so much control over 3K, they have agency relationship and defendant should be liable for the franchisee’s employees’ torts. Plaintiff also claims an apparent authority, i.e. that McDonalds HELD 3K OUT as its agent. Defendant says that because there was a sign on the wall saying “no agent”, there could not have been agency relationship. Court rejects this argument.


What about the fact that the franchising agreement has a specific disclaimer of no agency relationship? DOESN’T MATTER. Agency relationship is about control, and is created by CONDUCT, not through words. Moreover, apparent authority is created through manifestation of the principal to a 3rd party, not through manifestation (or not) to an agent. 


Important note: we can’t have apparent authority without first establishing agency relationship. So here, first court was convinced that the control defendant exercised over its franchisee, created an agency relationship. Then the court addressed the issue of apparent authority. 


The court then found apparent authority: McDonald communicated to the plaintiff (3rd person) that 3K is authorized to act on its behalf, because of the degree of control it exercised- appearance, ingredients, method of preparation and etc. Plaintiff reasonably believed that 3K was a McDonalds’ agent and relied on it in making her lunch decision. 








NOT ALL franchising relationships create agency relationship- it depends on the level of control.  Many franchisers provide standards that has to be met, but if the franchisee has discretion on how to meet the standards, there likely won’t be agency relationship (here, we had control on methods for meeting the standards) 








In Re ESTATE OF FENIMORE


Facts: Fenimore owed money to creditors. One of the creditors was his sister, to whom he owed a lot too. He made an agreement with her- at issue is whether it was a loan agreement or a partnership agreement.  Creditors wanted it to be characterized as a partnership agreement, so she will not be characterized as a creditor and they will have preference over her for an inheritance Fenimore just got. She wants the agreement to be characterized as a loan agreement, so she will be a creditor, and therefore be paid that inheritance money first.  





In Re ESTATE OF FENIMORE cont’d


Analysis:


If it is a partnership, they get first crack at the $20,000 inheritance. If it is a loan, $15,000 out of the $20,000 will go to the sister, so only $5,000 will be left for the other creditors.


Ct. decides that this was a PARTNERSHIP AGREEMENT. Why?


The agreement called for a share in the profits


The old UPA (“{uniform Partnership Act) was adopted in 1914. In 1997 RUPA ( Revised Uniform Partnership Act) was adopted by most states. This case was still when UPA “ruled.”


Under the old UPA, sharing of profits was a PRIMA FACIE evidence (i.e. not conclusive, but burden shifts to the defendant to prove otherwise) of a partnership. Under RUPA § 202 (3) “a person who receives a share of the profits of a business is PRESUMED to be a partner unless some exceptions apply. 


There is really no difference here between the UPA and RUPA. 


She also gave him an advance which sounds more like an investment rather than a loan


Not clear if the agreement was drafter by a lawyer. 


If we were to draft it, in order to prevent this outcome, we would need to:


Expressly say that the money given is a loan


Refer to the sister as a “creditor”


Refer to profit share as a “repayment of a loan (which is one of the exceptions to the presumption in RUPA).


5) The sister had no real involvement in the business. She gave money, but got NOT CONTROL/DECISION MAKING AUTHORITY. Now, she can’t even get her money back. 





Martine v. Peyton


  
























































Facts: There was a securities business that fell on hard times and needed a lender. One of the partners had a few friends. He got them to give the firm a loan in exchange for: (A) profits sharing arrangement. They can get 40% of the profits of the firm until the return was made, but there was a cap: no more than $500,000 (B) They were to be kept advised on important matters, can inspect the books, and could veto any business they think is highly speculative. (c) Also gave themselves the option to join as partners if they choose to- obviously will only do so if the business was to turn around. 


This loan was very risky. The business may have kept failing (it did). However, the investors knew they made loose, and made sure it wouldn’t be more than they invested; therefore they only got a share of profits, not liabilities.


Claim: the plaintiff here is a creditor of the firm, which wanted to reach the defendant’s individual; pockets. They can do that if defendants were indeed partners (partners have individual liability for the partnership’s debt).


Holding: COURT HELD THAT IT WAS ONLY A LOAN AGREEMENT:


The fact that the agreement said it was a loan agreement was not dispositive.


The fact that they had a VETO POWER was not dispositive against them (even though they had much more control than the sister in pour previous case, where the court did find a partnership)


THE BIG DIFFERENCE WAS THAT THERE WAS A LIMIT ON THE PROFIT THEY CAN GET (in previous case it was “open ended”











RUPA 202 (A)


A PARTNERSHIP IS FORMED BY THE “ASSOCIATION OF TWO OR MORE PEOPLE TO CARRY ON AS CO-OWNERS OF A BUSINESS FOR PROFITS.”


This is the default rule


HOW THE PARTIES LABELED IT IS IRRELEVANT. Court will look at the substance of the agreement and if fulfill the standard, it is a partnership. 


Partnerships usually have PARTNERSHIP AGREEMENT providing rules that govern it. If not than RUPA provides default rules.


Some rules cannot be overridden by a partnership agreement


As we already saw, we can have an inadvert partnership.








As we saw according to RUPA 202 a share of profit is a presumption of a partnership, unless the share of the profits were received as payment for:


A debt/loan


For services of an independent contractor or wages


Rent





REMEMBER, WE DON’T NEED SPECIFIC WORDS TO CREATE A PARTNERSHIP. 





RUPA 103:


Specifically says that “except as otherwise provided by subsection (b), partnerships are governed by partnership agreements.”





Some rules which are found in 103(b) ARE  NON WAIVERABLE THOUGH:


(b) (2)- can’t unreasonably restrict the right of access to books and records. 


(b) (6) – Can’t waive the ability of a partner to disassociate


(b) (3) – totally eliminate the duty of loyalty BUT the partnership agreement may identify specific types of activities that do not violate such duty. 


(b) (4) – cannot unreasonably restrict reduce the partners’ duty of care. 


(b) (10)- Restrict right of 3rd parties. 





Meinhard v. Salmon:


Facts: plaintiff and defendant entered into a partnership agreement- defendant needed capital for a renovation project. Defendant was to keep sole power of managing (notice Meinhard gave up money, but Salmon didn’t give up managing power- had we not have this agreement the default rule of RUPA calls for equal rights in managing, i.e. Salmon would have had a VETO POWER). The agreement was for 20 years. Towards the end of the term, Salmon is offered a new renovation project, this time of the whole block. Salmon accepted this project for himself; never told Salmon about this opportunity.


Claim:  Meinhard is suing for a share in the new project b/c Salmon never told him about it.


Analysis of the claim: Why is Meinhard so upset? After all the 20 years lease was about to expire? Still, he feels that Salmon got this opportunity by virtue of the partnership, yet took it to himself, instead of making it a partnership project, i.e. would belong to both partners.


Analysis of holding:


Court agrees that opportunity was given by virtue of the partnership


Court held that Salmon, by failing to disclose to his partner, breached his FIDUCIARY DUTY to him. In this case the fiduciary duty translates to disclose the opportunity as soon as he learned of it-especially since he was sole manager.


Had Salmon disclosed the opportunity, the fiduciary duty would have been satisfied. There was no duty to actually enter the new project as a partnership.


As for remedy, the court held that Meinhard will get a 49% share in the new project (i.e. Salmon keeps his decision making power).


Notice, even though the right was only for a notice and not for ownership, the remedy is 49% ownership/share


Dissent: Because the partnership was a limited one, there was no breach of fiduciary duty. 





SUMMARY OF RUPA 305, 306, AND 307: LIABILITIES:


RUPA 305: A partnership is liable for the loss/injury/debt incurred as a result of an act or omission of a partner acting in the ordinary course of business of the partnership.





RUPA 306: (a) Generally all partners are jointly and severally liable for the obligations of the partnership; (b) But, a person admitted to a partnership already in existence is not liable for obligation incurred prior to his joining





RUPA 307: 


(b)- a creditor/person can sue the partnership and the individual partners in the same or in separate actions


(c)- a judgment against a partnership IS NOT BY ITSELF a judgment against a partner. A judgment against a partnership MAY NOT BE SATISFIED FROM A PARTNER’S ASSETS unless there is also a judgment against him-   


(d)- The exhaustion rule- a creditor cannot satisfy collect on a partner’s assets before exhausting the partnership assets.





SO, in order to get to partner’s personal assets following an obligation of the partnership we need to:


Obtain a judgment against the partner himself AND


A judgment against that partner


Before collecting on the partner, exhaust partnership’s assets. 


The reason we have these separate judgment is to afford both the partnership (“hey, wasn’t done during course of business”) and a partner (“I joined only later) to defend themselves. 


- A partner, whose assts were recovered, can sue the rest of the partners for their share.











RUPA 602(B)


A withdrawal is wrongful IF:


It is a breach of the partnership agreement


OR occurs before the end of the term in a partnership of term








CONSEQUENCES OF WRONGFUL WITHDRAWAL


RUPA 602 (C)- the partner may have to pay damages (i.e. will make less)





RUPA 701- may be paid later for his portion. WHY/ B/c it is hard to find a new partner, and paying now will affect the business








Creel v. Lilly


Facts: One of a partnership’s partner died. His wife, as his inheritor, wants the partnership to dissolve and have its assts liquidated. The parties want to continue though. 


Analysis:


This jdx, Maryland, adopted RUPA, but was still in a transition period between UPA and RUPA. There is a huge difference between them on this issue:


Under UPA in the case of death of a partner, the partnership dissolve- i.e. there is no legal continuity of the partnership (unless partnership agreement has provided otherwise).


Under RUPA, if a partner dies, THE PARTNERSHIP CONTINUES. 


       








So, Under RUPA, since we have dissociation without dissolution of the partnership, the partner (here, his widow) is entitled to a buyout- 701(a). The buyout price calculation is as follows- RUPA 701(b):


We assume that the partnership is terminated on the day of dissociation


We will calculate the amount the partnership would have received for on that day


Assuming liquidation of the partnership’s assts


Assuming that we sell the business as a “going concern”


We use the greater or these amounts and calculate value of the partner interest and subtract the damages he owes for wrongful withdrawal (here because it is death-NO WRONGFUL/NO SUBTRACTION). 


A VERY IMPORTANT NOTE- under RUPA it is not as if the remaining partners needs to make a choice whether to continue or not. The default rule is that the partnership continues, and then there is this mandatory buyout.  Why is the buyout mandatory? to protect widows, for example, i.e. we want to guarantee that her money (if no buyout and business fails, she will get nothing).


3) When we say “assuming we sell the business as a ‘going concern’”, how do we calculate that? Well, the value can be “book value (-) liabilities.” Ms. Creel wanted “good will” to be included in the value i.e. the reputation of the business, customer’s loyalty, potential to grow and etc. Normally she is right, because we can’t really know the value of a business just by looking at its balance sheet. BUT here, the business has no “good will” because it was a very new business.


4) Remember that Partnership agreement could have prevented this, i.e. a partnership agreement can limit the events that lead to dissociation and change the mechanism. BUT, it cannot prevent a partner from withdrawing.











	Under RUPA 601 which specifies events that create withdrawal/dissociation, subsection 7 specifically mentions “death as such an event





Kovacik v. Reed


Facts: Plaintiff and defendant entered a remodeling arrangement. They were to share profits (50-50). They never talked about allocation of losses. Kovacik was to put money in the arrangement, and Reed was to do the job. After 10 months, they dissolved, and Kovacik ended up paying creditors over $8,000. He wants Reed to pay him 50% of that amount (Kovacik personally paid because the business had no money left). 


Analysis:


Kovacik’s claim was based on the default rule that says that losses are to be shared equally (default rule suppose to apply since the partnership agreement was silent about the issue).


Court says NO: the default rule doesn’t apply because only Kovacik put capital in the business to begin with.


Under clear application of RUPA, we would have had equal share of the loss. Moreover, had we dealt with profit, we would have a different result. (Under the old UPA too). Court probably held that because of equity/justice the rule should not apply (here they felt that Reed already lost too by providing work for no benefit).


 By the way, the court totally ignored the issue of partner’s account for some reason.


Kovacik could have totally protected himself by putting an express loss provision in the partnership agreement.





Bohatch v. Butler


Facts: Plaintiff became a partner at her law firm. She complained to head partner about another partner’s conduct (thought he was doing something was wrong; turns out she was wrong). Anyway, she ends up being fired.


Claim: she sues for wrongful termination. Causes of actions:


Breach of FIDUCIARY DUTY: remember all partners owe fiduciary duty to the partnership and to other partners


Breach of partnership agreement.


The trial court actually found for her, but while the appeals court found a breach of agreement (only in terms of mechanisms) it found no breach of fiduciary duty and therefore she cannot recover any punitive damages. This is the appeal to the Texas Supreme Court.


Analysis + Holding:


Court held that they had the right to fire her.


The partnership agreement didn’t apply much in this case because it only provided for firing mechanisms but never mentioned grounds for firing/expulsion


Why no breach of fiduciary duty? The Texas S. Ct. held that since the other partners lost trust in her, they had the right to expulse her. The fact that her suspicion was unfounded is probably irrelevant: even if was, they still have the right to get rid of her. 


SO, THE FIDUCIARY DUTY THAT PARTNERS OWE EACH OTHER DOES NOT ENCOMPASS DUTY TO RETAIN SOMEONE AS A PARTNER 


- The court acknowledged that a partner cannot be fired for other partners’ “self-gain”, yet held that we don’t have it here. 


Hypo: what if they wanted to expel a partner that doesn’t generate enough money? NO PROBLEM; NO SELF-GAIN (remember, the only reason businesses exist is to make money). 


Notes:


When she was expelled, default rule is of mandatory buy-out under RUPA 701; why buy out? Because an expulsion is not an event that triggers dissolution. 


We can protect ourselves from expulsion (let’s say we invest money and don’t want to be expelled just when the business starts to make money). How? Make the partnership a TERM one- in this case, if the other partners try to discharge me before the end of the term, they will HAVE to pay me damages. 





Page v. Page:


Facts: a laundry business of two partners. Both out in money, but one of them is in a better position. Why? Because plaintiff-partner also had a corporation which was a creditor of the partnership (because it is a one-man corporation, when the debt is paid, plaintiff will be the beneficiary.).


Claim:


We’re in court because plaintiff seeks a declaratory judgment- he wants to withdraw and therefore terminate the partnership. In order to be able to do so, it needs to be characterized as a partnership at will. Defendant claims that it was a partnership of term.


If it is a partnership at will, plaintiff can withdraw and the partnership will dissolve- plaintiff tried to set in motion dissolution at time when D won’t be able to even make his investment back (because of the need to pay outside creditors first, in this case the plaintiff).


BUT, if partnership of term, there are three consequences:


Plaintiff withdrawal will be wrongful


The partnership will not dissolve- because not at least half of the remaining partners will want to dissolve-RUPA 801(2). 


D will be able to postpone buyout until the end of the term.


Holding + analysis:


This was a PARTNERSHIP AT WILL, i.e. P can withdraw.


Accordingly, plaintiff can set in motion dissolution. 


Defendant claimed that Plaintiff was acting in bad faith and was attempting to use his superior financial position to appropriate the business which just starting to profit. -court held that while P can dissolve, D van initiate a separate proceedings and plaintiff will be liable if defendant can prove that he BREACHED HIS FIDUCIARY DUTY (by withdrawal in bad-faith.


Defendant could have defendant himself by putting in partnership agreement a mandatory BUY-OUT provision.


“FREEZING OUT”- This term is used to describe a situation in which a person who owns a majority interest acts to compel a minority owner of the business to either sell or otherwise give up his interest. 


This cases today fall under the fiduciary duty partners owe








Stanley How &Associates., Inc. v. Boss:


Facts: Contract called for plaintiff to be the architect of a hotel. Boss, the promoter entered into the contract with plaintiff BEFORE the corporation was formed. Plaintiff performed the work, but is still owed money. He is suing Boss, as individually liable as the promoter. 





Stanley How &Associates., Inc. v. Boss Cont’d:


Analysis:


We know that defendant relied upon being paid b/c he started performing.


When Boss signed the agreement HE HAD TO MAKE SURE THAT HE WAS NOT SIGNING IT AS AN INDIVIDUAL:


Sample:


       					This kind of signing would have 


						showed that he did not take it under


						his individual name, but as dully 


						authorized by the corp. 





IF NOT DONE LIKE THIS IT CREATES AMBIGUITY


Boss though was offered this form, yet decided to sign as follows:


“By Edwin A. Boss, agent for a a Minnesota corp. to be the obligor”


THE DEFAULT RULE IS THAT WHEN A PROMOTER ENTERS A CONTRACT WITH A 3RD PARTY, WHEN CORP. NOT YET FORMED, IT RESULTS IN A PERSONAL CONTRACT AND PERSONAL LIABILITY even if corporation is formed and assumes responsibility (in such case both will be liable). 


Promoter can escape liability if: 


The agreement has NOVATION, i.e. 3rd parties agrees that the when the corporation will assume responsibility for the contract, they will relieve the promoter OR


To begin with, the promoter looked at the corporation for payment.


The burden of proof to show that the 3rd party was looking at the corporation for payment was on Boss- because the way he signed the contract was ambiguous, he did not carry the burden of proof (defendant also claimed that he never meant for the corporation to be sole obligor). Since there was no novation agreement either, Boss remained personally liable. 


Two important points:


- In promoters contracts there are two more alternatives: a) that the parties only intended for the contract to be effective if a corp. is founded and assumes liability; b) the contract was an irrevocable offer for a limited time. 


- Boss could have completely protected himself by refusing to sign before the corporation was formed. 











Owner: Boss Hotels











By:    Boss


           President of Boss Inc.





McArthur v. Times Printing Co.


Facts: similar to last case. Is the corporation once formed, is liable for the contract that the promoter signed?


Analysis:


CORP. IS NOT AUTOMATICALLY BOUND


HAS TO ADOPT IT, EITHER express or implied adoption


Payment is AN ADOPTION


Once we have adoption, again, it doesn’t clear the promoter of liability necessarily.


Even if both are liable, the corporation will be the primary obligor, because it is the one which receives the benefit of the contract.





MBCA 2.03 (a)





A CORPORATION DOES NOT EXIST UNTIL THERE ARE ARTICLES OF INCORPORATION AND THE ARTICLES HAVE BEEN FILED WITH THE SECRETARY OF STATE





Robertson v. Levy


Facts: Robertson and Levy entered into an agreement: Levy will form a corporation and it will but Robertson’s business.  This was a delay contract, i.e. to be executed only after closing. The consideration paid to Robertson on the day of closing was a promissory note by the corporation. (i.e. payment was to come from corp. profits). In the time between signing and closing, Levy was supposed to form a corporation. He submitted articles and was denied, re-submitted and got the certificate, but only after the closing, i.e. only after he gave the promissory note, i.e. corp. DID NOT EXIST at the time of the title transfer. Since Robertson was not paid, and the corporation is without any assets, Robertson upon discovery of this defect sues Levy personally.





Robertson v. Levy cont’d:


Analysis:


This case is different than our promoter liability cases because there the individual signed; here Robertson looked at the corporation for payment. Only after the corporation failed to pay and Robertson “suddenly” found out that a “de jure” corporation came to exist only after we had the closing, he went after Levy


De jure corporation- satisfies ALL statutory requirements. According to MBCA 2.03 a corporation only comes to existence when the articles of incorporation are filed.


Levy’s claim that he is not personally liable b/c the corporation is a limited liability model, and shareholders are shielded.


Holding:


Ct. held that Levy is liable. WHY? 


Section 2.03 only says that a corp. begins to exist once articles are filed, i.e. from that point on a corporation can be liable. Here, the obligation arose before though, so it doesn’t resolve our case


BUT, MBCA 2.04 does provide for Levi’s liability: “all persons purporting to act as or on behalf of a corporation, knowing there was no incorporation, are jointly and severally liable for all liabilities created while so acting”- Since Levy knew that there was no incorporation yet, he is liable. 


Trial ct. earlier actually ignored the statute, and in the name of equity held for Levy, b/c they felt that Robertson is taking advantage of a technicality when he never looked at Levy as personally liable before. Still, this decision is now overruled. 


HYPO: What if the promissory note provided fro payments for 5 years and Robertson was paid for three years by the corporation before it went belly up? Levy will at least try to claim waiver.











Cantor v. Sunshine Greenery, Inc.


Facts: A lease agreement signed by individual as president of a corporation. The certificate of incorporation though was not yet officially filed until after. He mailed the documents but for some reason it got delayed. Defendant was under the assumption that there was incorporation.


Analysis:


The court here found for defendant, i.e. no personal liability.


There was no equivalent in this jdx to MBCA 2.04, so the court found another doctrine that cleared defendant:


De jure corp.- a certificate holding corporation, i.e. all statutory requirements were satisfied


De facto Corp.- two requirements:


A good faith attempt to properly incorporate


An actual exercise of the corporate powers or privileges


Here the court held that we have a de jure corp. – defendant made a good faith effort to comply and exercised powers by signing the lease itself. 


Because plaintiff was admittedly dealing with the corporation and expected payment from it and not from the individual (and therefore not a promoter liability case), he is estopped from attacking the existence of this de facto corporation.


The doctrine of de facto corporation doesn’t really exist anymore. However, the doctrine of estoppel can still be found in court exercising their equity power, i.e. when feeling that it is unfair for a plaintiff to recover from an individual when they thought and meant to deal with a corporation.


Defendant would have won even if jdx had 2.04 b/c he didn’t know that there was no incorporation when he purported to act on the corporation’s behalf. 





Cranson v. IBM


Facts: Cranson bought equipment from IBM and signed as officer of a corporation. Turns out that his lawyer failed to file the articles and obtain the certificate. When the corporation defaulted and IBM learned about this defect, they sued Cranson personally.


Holding: 


Court held that IBM is estopped from denying the existence of the corporation. WHY?


B/c IBM bargained to deal with the corporation and not with Cranson personally. They gave credit to the corporation and not to Cranson personally. IBM dealt as if the corporation was established.


Estoppel is based on course of dealings. In fact, can be used against a defendant too- what if IBM sued Real Estate Bureau and Bureau would have said that they aren’t liable because they were not a corporation when agreement was signed? Now, real estate bureau will be estopped from denying the their existence as a corp. (they adopted the contract by accepting the benefit of it). 


Estoppel probably doesn’t apply in tort cases- no course of dealings.


2) Isn’t this case like levy? NO, b/c here defendant made a good faith effort to legally form the corporation; he didn’t know that his lawyer fucked up. Would have survived under 2.04 analysis for the same reason.





Frontier Refining co. v. Kunkle’s Inc.


Kind of a summary case for what we’ve done so far (Partnerships, promoter and defective corp.)


Facts: Kunkel’s wanted to operate a gas station but needed capital. Cut a deal with Fairfield and Beach that they will invest the money. They insist on two terms:


A corporation business form, in order to prevent personal liability


Also insist that he will not do anything BEFORE a corp. is formed.


They were to share the profits.


Kunkel though, despite the agreement, opens the gas station. Frontier insist on payment upon delivery, yet their drivers never enforced it. Kunkel did not pay at all.


Claim: Frontier is NOT suing the corp. WHY? (a) Because Kunkel never formed one; (b) there wouldn’t have been any money there anyway, so Frontier sues Fairfield and Beach individually. Frontier claims that they formed an inadvert partnership with Kunkle and therefore we have personal liability. Defendant though claim that they though that they were shielded b/c a Kunkel was suppose to incorporate.


Analysis:


We don’t have a de facto corp. b/c Kunkle never made any effort to form a corp.


Wyoming had a similar version to MBCA 2.04 accordingly “any person who assume to act as a corporation without authority to do so shall be jointly and severally liable for all debt incurred as a result.” The court did not apply this statute though because Beach and Fairfield never assumed that; they never dealt with Frontier. The person which assumed to act on a corp. behalf was Kunkle.  So no personal liability under the statute








Frontier Refining co. v. Kunkle’s Inc. cont’d


(3) What about the partnership argument? actually look compelling; remember partnership can be formed without express words; it is presumed when we have a share in profits. The court though, did not so hold. WHY? Probably in the name of equity: Frontier should have enforced their payment upon delivery clause; we don’t want to give them a windfall for their won in competency


(4) Why isn’t this a promoter liability case? Remember that we need the formed corporation to adopt the promoter contract; we actually have it here by the fact that thy agreed to receive the gas BUT, the idea in promoter cases is that the promoter was not looking at the corporation for payment and here Frontier did (as evident by their requirement for payment upon delivery- obviously they didn’t trust the corp. financial situation).  Moreover, the promoter here was Kunkle and not defendant.


 (5) SO, the court refused the claim for personal liability. 


(6) What if section 2.04 applied? Wouldn’t have changed the outcome, because, again Beach and Fairfield didn’t know that the corp. did not exist.








THE DRIVEN FORCE BEHIND COURT PIERCING THE SHIELD IS THAT 


FRAUD OR FUNDAMENTAL FAIRNESS WILL RESULT BY MAINTAINING THE SHIELD








Dewitt Truck Brokers, Inc. v. W. Ray. Flemming Fruit Co.


Facts: Defendant-corporation was a fruit broker- buys fruit from growers and then sells them. He needs transportation for the fruits so he contracted with plaintiff to do it in exchange for a commission. Ray orally promised that he would personally pay plaintiff if the corporation will not. Corporation didn’t pay (oral promise is not valid because of SOF). 


Claim: Dewitt wants to pierce the corporate veil so he can recover personally from Ray (the corp. doesn’t have the resources to pay him the debt).


Holding:


The ct. looked at 8 different factors court consider in determining whether to pierce or not. The ides is that we don’t have a real corporation. Among them are


Inadequate capitalization of corporation when it was formed- meaning forming a corporation without almost any capital in it. Notice, there is no minimum capital requirement for actually forming a corporation. 


Failure to observe corporate formalities- such as non-payment of dividends non-functioning of other officers or directors, absence of corporate records


It is very important to understand that not every one-person corporation (also called “alter ego”) will result in piercing of the corporate veil. THE KEY THOUGH IS THAT KEEPING THE SHIELD WILL RESULT IN INJUSTICE AND FUNDAMENTAL FAIRNESS. Here, even though this claim was a contract claim, it also represented a tort aspect- Dewitt was FRAUDED by Ray: Rey promised to stand behind the debt, but he was lying through his teeth.  


Prof. Maynard stand about this case:


The court mentioned as a factor “inadequacy of capitalization”- prof. doesn’t think it was really relevant here. Normally there is nothing wrong with corporation which are not funded much or are established primary b/c the liability protection. Here, Dewitt who knew about the under capitalization could have protected himself by contracting directly with Rey, or insisting on personal guarantee in writing. In other cases this factor may be relevant


Failure to observe corporate formalities- much more relevant here, because not “walking the talk” tend to confuse 3rd parties as to who they deal with and can sue.


THE PIERCING IS ONLY IN REGARD TO THIS SPECIFIC CREDITOR!





Baatz v. Arrow Bar Inc.


Facts: plaintiff got hit by a guy driving home drunk. The driver though has no assets or insurance. So, plaintiffs sue the bar that served him the drinks. The bar is a corporation, and it doesn’t have enough assets, so plaintiffs go after the corporation/bar’ owners. 


Analysis:


Defendant formed the corporation in order to buy the bar. They put in $5,000 and took all the stock. They got a loan from a bank that insisted on personal guarantee for $55,000. Why? The bank insisted on personal guarantee because otherwise it would have been dependant on the bar’s profits for repayment, and the bank probably  didn’t trust this prospect.


This case shows how the whole issue of “under capitalization” depends on who asks the question: If you ask defendant, they put $60,000 in the business (5,000 +55,000 personal guaranteed loan). If you ask plaintiff the corp. was under capitalized b/c all defendants put in was $5,000). 


SO, THIS IS PIERCING THE VEIL CASE: the court standard is our “usual”: piercing in order to avoid fraud OR fundamental unfairness.


Here too, ct. looked at factors: plaintiff made the argument that the personal loan was a factor supporting piercing- court took it exactly the other way. Why? Because there was no mingling of funds, i.e. defendants did keep personal and corp. fund separate. 


NOT FOLLOWING CORPORATE FORMALITIES IS NOT REALLY IMPORTANT HERE BECAUSE THERE WAS NO COURSE OF DEALINGS BETWEEN PLAINTIFF AND DEFENDANT (as opposed to Dewitt where it did matter b/c they did have a course of dealing).


Ct. also said, no under capitalization (look later; this point is very important), and as said earlier the failure to follow corporate procedures was not really important. IN SUM, THE COURT REFUSED TO PIERCE THE CORPORATE VEIL. 





PROFESSOR’S OPINION ON BAATZ:


1) Prof. thinks that the decision in unjust. Corp’s veil should have been pierced because we have under capitalization: we have FUNDAMENTAL UNFAIRNESS by the way the defendants structured their business. The under capitalization here is by not obtaining INSURANCE: the corp. took all the advantages of being a corporation yet did not even obtained insurance. By so doing, it shifted a foreseeable risk of drunk driving to everyone else, hence our fundamental unfairness.  The plaintiff ended up with having no one to sue.


2) What if defendant would have got insurance, yet dropped it when the business wasn’t doing so well? Professor thinks this would have made a harder case for piercing (remember, we usually look at initial capitalization). 


3) SO, UNDER CAPITALIZATION DOESN’T HAVE TO BE AMOUNT OF MONEY NECESSARILY. Here, the problem was the failure to invest money in insurance. 





Fletcher v. Atex


Facts: 2nd circuit here applied Delaware law, because we are dealing with “internal affairs” and Delaware was the state of incorporation. In any even, under Delaware law, the legal standard for piercing the corporate veil is our “regular” preventing of fraud or fundamental unfairness. 


Here, plaintiff was inured by using one of Atex’s keyboards. He wants to reach the assets of Atex’s parent company- KODAK.  He claims that Kodak was so involved in Atex that they are its alter ego (totally dominated Atex).


Analysis:


Plaintiff sued under piercing theory. Could have tried to sue under enterprise liability, but didn’t.


Court refused to pierce; held that no “alter ego” here.


Plaintiff pointed out to the fact that Kodak maintains veto power and certain financial schemes in support of its piercing claim-however, such practices are common. Parent companies usually collect money from all subsidiaries corporations and keep it all together so it will generate more interest. Moreover, investors that but Kodak’s shares actually expect them to do so, so as to maximize profits


Also (and this is very important for parent companies to make sure off, as to prevent successful piercing claims) Atex had its own board meetings, singed separate contracts, kept its own meetings, i.e. followed a lot of independent corporation formalities.


There was not enough domination/control by Kodak.


ALSO, plaintiff only dealt with Atex when it bought the keyboard and since formalities were kept there was no confusion as to who he was dealing with. So, no fraud or fundamental unfairness.


In general, if a business is operating as a subsidiary (as opposed to a division or a department), there is legal distinction and the parent company is not liable


. 








SUMMARY OF PIERCING:


In contract context: usually the plaintiff pretty much asks courts to rewrite the contract. Dewitt though, was more of a tort case because of the element of fraud. There were more piercing in contract cases that in tort cases. 


In tort context: as we saw in Baatz, the fundamental unfairness there was created by enjoying all the benefits the corporation form of business offers while shifting a foreseeable risk to “innocent people”. 


When we look at factors this is not a checkmark. Rather we look at whether the failure to do “x” or “y” resulted in fraud or fundamental unfairness. 





Hanewald v. Bryan’s Inc.


This is both a financing and piercing case.


Facts: Plaintiff negotiated with Keith and Joan to but his business; they wanted to establish a corporation for the acquisition so they will enjoy the limited liability. They established this merely funded corp. Purchase price terms were $55,000 in cash, $5,000 in promissory note, and a lease for 5 years for $600 per month. The money for the note/lease was to come from the business’ profits. Key point here was that Hanewald still had stake in the business, Had he not trust them he would have insisted on either a full cash deal or a personal guarantee. The $55,000 came from a bank loan that insisted on personal guarantee. Anyway, business failed and winded up. Corp. had no money to pay for debt. So, plaintiff sues Joan and Keith personally.


 Analysis:


If we ask defendants if the business was under funded, they will say no (they themselves loaned 10,000 to the corporation plus the $55,000 loan from the bank). Plaintiff will think that the corp. was under capitalized. 


Trial court refused to pierce the veil; plaintiff made a bad deal. Ct. of appeals reverses but on different grounds:


Articles or incorporation said that corp. shares will have a $1,000 par value


Keith and Joan issued all 100 shares to themselves, i.e. corp. should have received $100,000 out of this. Keith and Joan, however, paid nothing.


So, ct. holds that because they didn’t pay that money to corp. they owe a $100,000. THIS IS ALSO THE LIMIT ON LIABILITY. Here, plaintiff was owed $38,000, so this is what they need to pay him personally.


PLAINTIFF WON UNDER “WATERED DOWN STOCK” THEORY.


Hypo: what if plaintiff’s claim was for $138,000? Well, all he can recover under this theory of liability is $100,000. Under piercing theory, he would have been able to recover it all.  


Notice, plaintiff gets a windfall. He was never frauded. He didn’t even know about the par value. Defendants didn’t have to put any par value in the articles. The defendant’s obligation to him had nothing to do with this. Ct. still enforced the law. Trial ct. didn’t earlier in the name of equity.





MBCA 8.01:


ALL CORPORATE POWERS SHALL BE EXERCISED BY OR UNDER THE AUTHORITY OF, AND THE BUSINESS AFFAIRS OF THE CORPORATION MANAGED BY OR UNDER THE DIRECTION OF THE BOARD OF DIRECTORS


This is called the corporate norm


Directors gets control over shareholders money. Two commentators commented that in big corp. shareholders are absentees/very passive which have a bad effect on society. 


The rule says “directly or under the direction”- so, bd. hired officers to carry out day-to-day work. 





THE RULES ARE GENERAL, I.E. USUALLY APPLY TO BIG CORPORATION AND SMALL ONE THE SAME; but a lot of time the application is different because of the inherent differences between such corporations.





McQuade v. Stoneham


Facts: defendants-shareholders sold 70 shares to plaintiff: this is a shareholders agreement. As part of the deal plaintiff was to become a director and an officer and defendants promised to keep their best efforts to keep him in those positions. A few months later the board expelled him. He sues for breach of contract; defendants never even voted against his expulsion. Plaintiff sought specific performance, and while the trial court found for him, because they can’t supervise such a thing, they awarded him damages. This is the appeal. 


Analysis:


Agreement was in writing.


This agreement LIMITED THE DISCRETION OF THE BOARD OF DIRECTORS. 


Appeals court reverses: a) contract is invalid because a shareholders agreement cannot limit the discretion of the board. This contract violated the “corporate norm” (See MBCA 8.01) and is against public policy.





McQuade v. Stoneham, cont’d:


Hypo: What if the contract was between plaintiff and the corporation and not with the shareholders and it was for five years, yet hew was expelled after three? Well, first thing we need is authority. If the bd. approved this contract, then we have authority. The bd. can still decide to expel him, but will have to pay him damages. So, bd. can make employment contracts and can also break them.


Hypo 2: 


What if defendants who made the deal with him were the sole shareholders? It could have made a difference. A case called Clark v. Dodge created an exception to the McQuade rule. Such a contract can be enforced IF:


All shareholders were part of it


There is only slight infringement on the otherwise unfettered discretion of the board- i.e. no harm is suffered.  





Galler v. Galler


Facts: here we had two brothers who owned a family corporation. One of them had health problems so made an agreement to protect their loved ones if they die. The essence of the agreement is that if one dies, his wife will get his share. also guaranteed a) annual dividend if there is a certain surplus; b) annual salary. Purpose was to guarantee money/income.


Analysis:


Normally bd. supposes to decide when to give dividend and salaries.


So this agreement seems to violate the general rule. 


But court upheld it:


We can see it as a Clark exception case: a) all shareholders were part of this agreement; b) not much interference with the bd. discretions: all these benefits would only happen if there is certain surplus and etc. 


Also, court was looking at the plight that Emma (the widow) would have suffered in such a close corporation without this agreement: Yes, she would have her shares, but it is very hard to sell shares in a close corporation so without this, she would have no guaranteed income. 


3) So, court protected Emma. This case represents the unique problem of minority shareholders in a close corporations because as oppose to big corporations, they can’t just sell their stock.











California corp., law 158:


a corporation can be a closed one if there is notice in its articles of incorporation that it is a closed corporation and it can have no more than 35 shareholders. 


Can become one (even if wasn’t in the beginning) if they amend the articles to reflect that by a vote of ALL shareholders.


California corp., law 186: close corporations can have shareholders agreements in writing and among all shareholders of the type authorized by section 300.





California corp., law 300: “no shareholders agreement in a closed corporation  which …interfere with the discretion of the board shall be invalid





SO WITH REGARD TO CLOSE CORPORATIONS THE GENERAL RULE IS DEAD. 





Zion v. Kurtz 


Facts: Kurtz needed an investor for his corporation. Zion agreed to provide the money if he will receive a veto power with regard on everything the corporation decides to do. Later, the Corporation entered into two contracts despite Zion’s objection. Zion institutes this action to enforce his veto power.





Analysis:


We apply Delaware law here. Kurtz said that the agreement should be invalid because this agreement interferes with the bd. discretion. Under Delaware law (as in cal.) a close corporation can have such shareholders agreement, but in order to be a close corporation it HAS TO SAY SO IN THE ARTICLES- here is didn’t. 


Court found for Zion b/c it statute also say that aid articles can also be amended to reflect a close corporation if all the shareholders agreeing to do so, and since Kurtz is the only one. Dissent: though agreement should be invalid because the articles never said that the corp. is a closed one (they were not even amended). Dissent sees the notice requirement as something that protects public/3rd party. Majority didn’t see any harm to third parties here.


Ct. did not order the articles to be amended. It simply held that Kurtz is estopped from using the “no notice” issue as a means not to enforce the contract. 





In a later similar case, the Delaware Supreme Court actually sided with the dissent view that the articles has to reflect that a corporation is a closed one before there is a shareholders agreement that limit the authority of the board of directors. 





HOW MUCH DOES IT TAKE TO ELECT ONE DIRECTOR IN?


OUR FORMULA IS:


S(total number of shares voting)


				+ 1


D(# of directors) + 1





AN IMPORTANT NOTE: 





In our hypo, we talk about outstanding shares, i.e. entitled to vote, assuming they all infact do. In reality though, in real election, we have to calculate out formula with regard to shares actually voting. 





MBCA 8.06: Staggered terms of directors:


The articles may provide for staggering the terms of directors by dividing the total number of directors into TWO OR THREE groups, with each group containing ONE-HALF or ONE-THIRD of the total


In that event, the terms of directors in the first group expire at the first annual shareholders’ meeting after their election, the terms of the second one at the 2nd annual meeting, and the third, if any, at the third annual meeting. 


At each annual meeting directors shall be chosen for terms of TWO or THREE years. 





So, under the MBCA we can’t have more than three classes


The rule doesn’t provide a size limit to each class. Some states do.





Humphrys v. Vinous Co.


Facts: Ohio seems to have two conflicting statutes:


Statute # 1: mandated the option of shareholders to have cumulative voting- if they want to exercise that right, they have to provide notice that they plan to vote that way (so, the majority shareholder can be prepared to vote effectively as well).


Statute # 2: allowed staggered voting





Analysis:


Cumulative voting toady, is usually subject to either “opt in” or “opt out”- as we saw, under the model rules the default rule is for straight voting, but corporations can “opt in” to cumulative. Delaware law is similar to the model rules. In other states, it is the opposite; default rule is of cumulative, unless the articles “opt out”








Humphrys v. Vinous Co.


2) Here we had a board of three members, and the corporation had 3 classes, i.e. in every election only one position is up for grabs. In effect, it created straight voting.





3) Ct. though said that it is FINE- statute allowed it





HOW DOES CUMULATIVE WORKS IN CAL.?


In cal. the default rule is that cumulative is mandatory, i.e. shareholders have the right to exercise such voting, and in each annual meeting, the WHOLE BOARD is up for elections.


BUT, PUBLICLY TRADED CORPORATIONS CAN “OPT OUT” OF CUMULATIVE, AND CAN STAGGER.











DELAWARE 216: WE NEED A MAJORITY OF SHARES PRESENT





MBCA 7.25:  MAJORITY OF SHARES ACTUALLY VOTING





CALIFORNIA 602 (a): A TWO-PART TEST:


MAJORITY OF SHARES ACTUALLY VOTING


MAJORITY OF REQUIRED  QUORUM





SO, AS WE CAN SEE UNDER BOTH DELAWARE AND CALIFORNIA, ABSTAIN VOTES ARE NOT REALLY “NEUTRAL”. THEY ACTUALLY “COUNT” TO DEFEAT A MEASURE.





WHY? Because in terms of public policy, we want to assure at least some sort of “minimal support” for a measure to pass; otherwise it is not fair.





THE PROCESS OF SOLICITATING SHAREHOLDERS TO VOTE IN PROXY IS REGULATED BY THE FEDERAL PROXY RULES:





Goal: to level the playing filed. State law didn’t require disclosure of information when solicitating proxy vote, so federal law comes to fill in the gap and protect shareholders





Most solicitation is actually done by existing management.


By having these rules, it guarantees that shareholders can make informed decision





SO, FEDERAL PROXY RULES REQUIRE DISCLOSURE OF ALL MATERIAL FACTS NECESSARY TO MAKE INFORMED DECISIONS:





Studebaker corp. v. Gittlin 


This case stands for the fact that the rules apply to everyone


Facts: the corp. is a public one, i.e. subject to the proxy rules. Gittlin is a shareholder. Corp. sues him b/c he was solicitating proxies from other shareholders, b/c he wanted to inspect the company records. In order for him to make such a demand, under the law, then. He needed 5% of shares supporting him. He wanted to inspect, so he cant get every shareholder’s names so he can solicit more proxies to make a change in the bd.


Claim: corp. says that he didn’t comply with proxy rule 14(a) 


Analysis:


Ct. agrees that he violated the rule b/c he never filed a proxy statement with the SEC as required for solicitation.


Why do we need such statement? B/c we want shareholders to be informed, so such statement will need to include all relevant information.


While it seems that the court just neutrally enforced the rule, in reality, a requirement to file a proxy statement is a very expensive process. Moreover, the filing requirement gives existing management warning that something is “up”. 


This type of decision tends to chill shareholders b/c by filing they will (a) have to bear all of the cost while (b) any benefit will be shared by everyone. This is called “collective action problem”


The court gave a very broad definition for solicitation- almost every communication will count as solicitation


There is a new rule today that press releases, speeches and etc. DON’T COUNT AS SOLICITATION, so long as there was no actual solicitation. 





PROXY RULE 14(A)-9


THE RULE PROHIBITS MISSTATEMENTS AND OMISSIONS OF MATERIAL FACTS FROM PROXY SOLICITATION STATEMENTS 





So, solicitation statements cannot be MATERIALLY MISLEADING: (a) misstatement of material facts OR (b) omission of material facts





TSC Indus. v. Northway inc. 


Facts: bd. solicitate a merger. For mergers, directors need a shareholder approval. So, in order to get proxy voting, they needed to file a proxy statement which can’t be materially misleading


Analysis:


So, what is material? S. Ct. provides a standard: a fact is material IF THERE IS SUBSTANTIAL LIKELIHOOD THAT A REASONABLE SHAREHOLDER WOULD CONSIDER IT IN DECIDING HOW TO VOTE:


Notice the rule says would and not might as plaintiffs were seeking: that makes the standard not so easy to satisfy. 


Makes it much harder to prevail in a summary judgment


STANDING AND RULE 14(a)-9:


     














OTHER 14(a)-9 elements for successful claim:


State of mind- we don’t really know the standard


Causation- is required, i.e. showing that harm was resulted from the proxy fraud.





J.I. Co. v. Borak


Ct. held that rule 14(a)-9 contains an implied cause of action which allows every shareholder to sue for misleading statement. This decision reflects a policy that the only way to assure the goals of the statute, is through allowing a cause of action.








Kortum v. Webasto


INSPECTION RIGHTS IS GOVERNED BY STATE LAW-the state of incorporation law b/c this is part of “internal affairs”.


Facts: shareholders in WSI were two companies; WAG and Magna (50%-50%). WAG in charge of technical affairs, and Magna of management. Here, shareholder agreements controlled everything (this is a closed corporation). Corporation started loosing money so one of WSI directors who was also the President of WAG and WAG as shareholders demanded to inspect WSI records. Magna didn’t trust them. Sought to restrict the right of the director to inspect, and to entirely prevent WAG. They claimed that WAG was trying to get information so to allow one of its subsidiaries (hollandria) to directly compete with WSI.


Analysis:


Ct. said that directors have an absolute right to inspect the records. The only permissible limitaiton is that he can’t share the information with Hollandria (the competing subsidiary). 


Scope: anything “reasonably related” to role as a director can be inspected


2) WAG as shareholders also had the right to inspect so long as doing it for proper purpose: here they claimed that they wanted to value the company, which is a proper purpose.  Of course also, is not allowed to disclose information to Hollandria. 





Ringling Bros. v. Ringling


Facts: in this company, Edith Ringling owned 315 shares, Audrey 315, and John North 370. Ringling and Haley entered into an agreement to “pool” their votes together for board of directors’ elections (which has 7 bd. members). For several years they honored their agreement and they were able together to elect 5/7 directors. The agreement called for the two to confer with each other and decide whom to vote for, and in case of disagreement, to submit it to an arbitrator. After three years, they had a disagreement, and they submitted it to an arbitrator who instructed each how to vote. Remember each had 315 shares, i.e. 2205 votes (315 * 7). Haley, though, did not follow the arbitrator, and instead, aligned herself with North, i.e. breach the agreement. So, Ringling sues her, seeking a specific performance of the arbitrator instructions. Notice what happened here: even without compliance they still managed to vote in 4 out of 7 directors, yet the two voted by Haley, will not align with North probably. Even through enforcement, i.e. getting the 5 one in, Ringling will still be a minority then.





Ringling Bros. v. Ringling


Analysis:


Does this pooling agreement violate McQuade? NO, because the agreement only bound shareholders for the election of directors, and did not interfere with the directors discretion- “pooling agreements” are only for representation (notice, in reality of course, the whole point of the agreement was that the chosen directors will be loyal to the shareholders, but no one admits to it of course. Moreover, once on board, directors owe the Corporation a fiduciary duty. )


Ct. held that Haley breached the agreement, which was a valid one and enforceable So, in that sense Ringling prevailed


Ringling “lost” though, in the aspect of the remedy: 


The trial court actually ordered a method of specific performance. How, they ordered the arbitrator to have an implied proxy to case Haley’s vote. Notice, the agreement did not contain any enforcement mechanism, yet the trial court implied one.


ON APPEAL though, the state S. Ct. didn’t like this remedy. The court held that Haley’s shares will simply won’t be counted, which means that only Ringling and North’s votes count, and since North has majority of the shares, he will still be able to vote in a majority of the directors.


So, given the remedy, the “real winner” of this case is North. 


What if we were in a MR jdx? MR 3.71 says that (a) pooling agreements are valid and (b) that the remedy for breach is  specific performance, so Ringling would have got a similar remedy to that of the trial ct. 


The ct. in this case distinguished the agreement from a VOTING TRUST: MR 7.30 (Delaware is similar) says that: voting trust have to be no more than for 10 years, and we must have a written trust agreement and SEPARATION OF RECORD OWNERSHIP AND BENEFICIAL OWNERSHIP, i.e. title to shares are transferred to a trustee, who becomes the record owner, and he votes according to (A) directions they get from the now beneficiary owners or (b) discretion if one was given in the trust agreement. So, trusts involve transfer of ownership, where the transferors become beneficiary owner who are entitled to other right, but the actually voting (like dividends for example). Ringling and Haley didn’t have thus separation; they were still the record owners


Even with just the agreement, how could they have protected themselves against breach? They court have put an express enforcement mechanism in the case of breach through an EXPRESS PROXY RIGHT given to either the arbitrator or the non-breaching party. In order to make it irrevocable they would have say so in writing and the financial interest would have been the cross-promise, mutual obligation itself.


THE REAL ADVANTAGE OF BEING ON THE BOARD IS ACCESS TO INFORMATION








Lehman v. Cohen:


Facts: corp. was established by two families- founders died, shares went to heirs. Originally they had a CLASSIFIED BOARD- meaning that each family got one class of shares, (AL and AC) and each class can vote in 2 out of the 4 directors. Later, because they were afraid of a deadlock, they agreed that while the two families will continue to own 50% of the financial aspect, they will create a new class of stock (AD) (articles were amended to allow that) which is only a voting stock, and the only financial right its holder has, is in case of dissolution, to get the $10 par value he pays, back. Anyway, it was issued to a guy named Dunzensky. As the shareholder, he was entitled to get one person to the board, and he voted himself in- the whole point of the fifth member was as a mechanism to break future deadlocks. Everything went smooth until one vote in which he casted the tie breaker-the vote was on a proposition to make HIM the President of the corp. for 15 years and to give him salary as such. Once he was elected ,he resigned his post as a director.  The Lehmans go to court claiming that the whole voting share structure was invalid


Issue: Is the voting structure valid? I.e. the whole AD voting share? 


Analysis:


Plaintiffs claimed that the agreement was invalid because it was a voting trust, and it didn’t satisfy the rule b/c it was for more than 10 years. Ct. said it was not a voting trust, because (and we focus on the original classes of votes) THERE WAS NO SEPARATION OF RECORD OWNERSHIP FROM BENEFICIAL OWNERSHIP: all the agreement created, is a new voting share, i.e. DILUTION OF THE ORIGINAL SHARES, BUT NOT SEPARATION. 


Plaintiff also claimed that such shares, which have no financial stake at the company are against public policy, b/c they can vote in such a way as to endanger the corp. Court says (a) deadlocks can be worse for a company; b) the fact is that ALL shareholders, including plaintiff agreed to this arrangement, i.e. took this risk


  


  














3) Classified Voting is fine in California as well- it is important to understand the difference between this and STAGGERED VOTING: in staggered voting, not all directors are elected in the same annual meeting. In  classified vote, they do, just that each class of share can vote for some, but not all, positions.





Today, we actually have MR 6.01, which actually authorizes this type of share


MR 6:01:


“The articles may authorize 1 or more classes of shares that have special, conditional, or limited voting rights”














Shlensky v. Wrigley


Facts: plaintiff. a minority shareholder sues the board of directors for its decision not to install light in their baseball stadium, which had they done so, according to the plaintiff, the corporation would have made a lot more money.


Analysis:


Delaware law applied- “internal affairs”. This case involved a derivative suit- most such actions involve breach of fiduciary duty claims


Here, plaintiff sued both the corporation and the directors. The corp. is a nominal party; real party is the board


Cause of action against the board was negligent/mismanagement


In order to have such a claim, the board must have a DUTY OF CARE and it does. 


IT IS PART OF A CORP. FIDUCIARY DUTY, i.e. the board owes a duty to the corporation to manage the business in the CORPORATION BEST INTEREST.


DUTY OF CARE obligate directors to only make decisions they reasonably believe are in the corp. best interest.


The court held no liability. The court based its decision on that BUSINESS JUDGMENT RULE-we presume that the board when it acts, makes decisions it believes in good faith to be in the corp. best interest.  This presumption controls UNLESS


The decision was tainted with fraud


The decision was tainted with illegality


The decision was tainted with conflict of interest


Here, we didn’t have such allegations; or allegation was a negligent standard ones, simply that the board made a bad decision. So, this case was dismissed b/c plaintiff failed to state a valid claim to “bypass” the presumption of the business judgment rule. Plaintiff focused on profits as indication of “best interest.” Can be argued though, that the considering the affect on the neighborhood was part of “best interest” for the corporation. There is a huge debate in that area. If plaintiff doesn’t like it, he can sell his shares. 








Joy v. North


What it really important about this case is the mechanics of derivative suits and the business judgment rule.


DERIVATIVE SUITS:


2-fold natures of derivative actions- in both the plaintiffs are always shareholders:


Shareholders suing the corporation for failing to bring an action to remedy harm caused to the corp.- the corp. is what we call in such cases a nominal defendant/party


Shareholders’ claims against a 3rd party to recover for harm that the 3rd party caused the- the 3rd party is usually internal, i.e. suing the bd. of directors, but can be external too. 


External-assuming a vendor doesn’t deliver, so the corp. can sue him. Such decision is ordinary made by the bd. though. If the board do not bring such action, then the shareholders can sue the vendor themselves but not before they made a demand on the board to sue, and it didn’t. 


Internal- the shareholders can also sue the board for its failure to sue the vendor- PROBLEM: the board will be at least partially shielded by the business judgment rule


BUSINESS JUDGMENT RULE:


In this case we had a claim that the board breached its duty of care (part of its fiduciary duty). The complaint was by Joice, a shareholder, against the directors. According to the complaint, North the CEO, called the shots in the corp., didn’t give the board information, and approved a series of loans for a risky real estate venture. The charge against the board is that they failed to stop the making of those loans- at some point they should have realized that it was a “no-win” situation. 


If shareholders prevail in this suit, the recovered damages have to paid by the directors to the corporation, and attorney fees will go to the shareholders-plaintiffs


The business judgment rule was developed partially in order to protect directors, i.e. not deterring people from becoming directors


Trial ct. dismissed the complaint b/c of the business judgment rule/presumption. In this appeal, the court held that the presumption doesn’t apply. According to the court, the presumption doesn’t apply in situations where:


The corporate decisions lacks a business purpose


Is tainted by a conflict of interest


Is so egregious as to amount to a no-win decision


Or, results from an obvious and prolonged failure to exercise oversight. 


Since, the allegations here fell into the “no-win” situation- the potential gain was no more than the interest it could have earned in a much less risky loan, the ct, held that the business judgment rule presumption doesn’t apply, and remanded back to the trial ct. to determine if there was a breach or not. 











Joy v. North


4) Professor doesn’t think that the standard to “bypass” the presumption is really different than what we had in Wrigley (I actually disagree with her, but whatever).


5) Once the case is remanded, the burden shifts to the board to prove that they acted in a manner that they reasonably believed was in the corp. best interest


6) SO, THE BUSINESS JUDGMENT RULE IS A DEFENSIVE PRESUMPTION WHICH CAN BE BYPASSED IF WE HAVE EVIDENCE (at this point at least allegedly) OF THE EXCEPTIONS.








MR 8.30


Each member of the board of directors, when discharging the duties of directors, shall act: (1) in good faith, and (2) in a manner the director reasonably believes to be in the best interests of the corporation.


The members of the board of directors when becoming informed in connection with their decisionmaking function or devoting attention to their oversight function, shall discharge their duties with the care that a person in a like position would reasonably believe appropriate under similar circumstances. 


[Analysis]


It seems like an objective/reasonable person standard  which sounds a lot like a NEGLIGENT STANDARD


Doesn’t mean that this is really how A BREACH will be determined (the rule speaks more about the duty). 


Ordinary negligence standard is very problematic for evaluating breach purposes  b/c directors are expected to take risks in order to make money for the business


So, going back to Jones: the case was remanded for a trial where ordinary negligence will probably not be the standard to evaluate whether the directors breached their duty of care or not. In fact, the board will probably seek to settle, which usually happen once a plaintiff “bypass” the business judgment rule. 





Smith v. Van Gorken


Facts: Van Gorken was the CEO of the company and he negotiated a merger without the bd. knowledge for $55 a share. After he struck the deal, the bd. approved the merger in a brief meeting, which included no presentation of information, no financial advice from outside sources (by the way, a merger needs a shareholder’s approval as well).


Analysis:


Shareholders here sued as a class action, alleging that the shareholders were harmed because the board approved the deal without any information, when in fact they could have got a better deal- this is a direct suit, not a derivative suit; here recovery will go to shareholders’ pockets. 


Trial ct. dismissed the claim because of the business judgment rule. The appeals ct. said: “you got it wrong”.


The ct. of appeals said that THE BUSINESS JUDGMENT RULE DOESN’T APPLY/SHIELD WHEN DIRECTORS ACT IN GROSS NEGLIGENCE- here board was grossly negligent b/c they failed to make AN INFORMED DECISIONMAKING- they never looked at the merger agreement itself, didn’t get any financial advice and no informational presentation was made during this very brief, 2-hour meeting. 


So, ct. made this very dramatic decision, b/c the court wanted to tell the board that they should have took more time, get more information, and had they done it, they could have done better-THE COURT FOCUSED ON THE PROCESS 


Why didn’t Delaware 141(e) protect the directors? The rule says that that directors “shall be fully protected if they rely in good faith upon records information, opinions, reports or statements presented to them by the corp.’s officers/employees.” BUT, here the court held that there couldn’t have been any good faith reliance.


Remedy: on remand the court found the bd. liable. Since the merger already occurred the remedy is damages: directors or their insurance had to pay the difference between the price sold and the market value of the share. 





Delaware 1.02 (b) (7) 


The articles of incorporation may also include


(b) (7) a provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty, provided that such provision will not eliminate or limit the liability of a director:


For any breach of the director’s duty of loyalty to the corp./shareholders


For acts or omissions not in GOOD FAITH or which involve intentional misconduct or a knowing violation of the law. 





Barnes v. Andrews


Facts: corp. was formed to produce engines. Barnes became a director. Later, the corp. became depleted of assets and its creditors brought this suit against Barnes alleging that he breached his duty of care by failing as a director to give the business adequate attention. 


Holding:


Ct. found that Barnes breached his duty of care b/c he failed to be adequately informed on corp. business. 


Ct. says that he had a duty to stay informed but he was lazy; didn’t do anything


BUT, COURT DID NOT FIND HIM LIABLE b/c plaintiff failed to show CAUSATION, i.e. plaintiff has to show that the breach resulted the harm (“but for the failure the stay informed, this would not have happened). 


Delaware and most other jdx have this kind of causation requirement.


Causation is much harder to prove in inaction suits.


In Francis a widow inherited 58% stock from her late husband who specifically told her to keep an eye on the children b/c otherwise they will ruin the company. She became an alcoholic, and the children indeed ruined the business- here court did find causation. This decision is the exception though; usually it is very hard (came to protect directors)- the result here was probably driven by the fact that the widow was already dead too and the ct., didn’t want the children to have any windfall. 





Caremark v. Derivative


Facts: Caremark’s employees “ran up” medical bills and company got sue and had to settle for 250M. So shareholders sue the directors alleging a breach of duty of care for failing to monitor/supervise employees


Analysis:


Causation here was clear b/c of the 250M settlement


P’s theory is a very hard to prevail upon one.





Caremark v. Derivative


3) In a previous similar case, Graham, ct. seems to say that board had no obligation to establish any monitoring system if they were not on notice that something is wrong.


4) Ct. here disagrees- this is too broad. Instead, the court said there is a duty for on the board to make a good faith attempt establish an adequate system of information/monitoring- the court however, did not tell us what system we need. Instead, the court said that it is a matter of the board’s judgment


5) So, ct. doesn’t tell us what system we need. What is did say is that liability for breach will only be imposed is there is a sustained or systematic failure to attempt in good faith to establish a system designed to assure monitoring- here the board did make such attempt; yet the system didn’t work. Since we had a “good faith” attempt, there is no liability


6) In closely held corporations we’ll have much less of a failure to monitor type of litigation b/c shareholders there are typically much more involved. 


7) It is important to note that shareholders here didn’t seek money damages from directors but rather an establishment of a better monitoring system. The directors agreed to do so. 





McCall v. Scott:


Facts: plaintiff-shareholder alleges that management with the Bd. failed to monitor employees who fraudulently increased revenue.


Analysis:


Ct. found a breach- WHY? B/c directors here had special expertise which they never ‘broght” to the boardroom. More important was the fact that the court held that the directors had to know/suspect that something is wrong since their own incentive program created an incentive for the employees to commit fraud


So, since we have at least GROSS NEGLIGENCE, the suit in equity can continue to prove whether we indeed have at least that


What about Delaware “rain coat” rule (102 (b) (7))? 


Well, even under it we can still bring action not for personal liability but for injunctive relief (and systematic or sustained failure to attempt in good faith to establish an adequate monitoring system can constitute a breach). 


Here though, plaintiff did want personal damages, and the ct. held that this claim could also continue. WHY? Because one of the exception to the Delaware “raincoat” provision is for acts or omissions not in GOOD FAITH- according to the ct. if a plaintiff can show RECKLESSNESS of a board, it loosed the raincoat. 


So, as we can see we have different standards between actions/inactions cases and between equity/personal damages claims


MBCA 2.02 (B) (4) is the model rules “raincoat provision”, which only provide exceptions when directors intentionally act or omit to act and when they received improper money/gifts. Both Delaware and MBCA provisions are OPTING IN ones.





Regenstein v. Regenstein


Facts: corp. owned three clothing stores. Has 9 directors, 3 of them actually owned a separate store that was in direct competition with one of the corp’s stores. Plaintiff, a shareholder, alleged that the corp. looses money because of that competition. Plaintiff alleges that this is a breach of the directors’ loyalty duty, which is part of the directors fiduciary duty to only act in ways that they in good faith believe is in the best interest of the corporation.


Analysis:


Ct. dismisses the suit for lack of cause of action- owning a business in direct competition with the corp. is not enough is not by itself a breach of loyalty duty.


This is an old case- prof. thinks that today not all court will agree with this proposition.


What are the limitation of this rule?


What if plaintiff was able to show that their store existed first and that it suffered losses since the opening of the competing business? Ct. seems to imply that this scenario will be a firmer ground for finding a breach of the duty of loyalty


What if all of the corp. directors owned the competing store? Again, probably a firmer ground. Here, only 3/9 did i.e. they had much chance to really “sabotage” the company. 


3) Is this case consistent with Maynard v. Salmon? Seems not to. Salmon seems to suggest a much broader duty of loyally; it may have been just aspiration though. We keep seeing this tension between what the law aspires to create and applications.





Northeast Harbor v. Harris


Facts: Harris, president of the golf club. There were two parcels near the club. She learned about one of them b/c the owner contacted her as the president of the club. She bought it under her name, and only told the board after the sale. The board did nothing. Then she bought the 2nd one, again told the board only after the sale. The board is not suing b/c she is starting development of the parcels. 


Claim: plaintiff claim that she breached her loyalty duty- She failed to notify the board about this opportunities, giving them a chance to purchase on behalf of the corporation. Instead she bought it for her own benefit.


 Analysis:


She was both the President and a director; it doesn’t matter- this doctrine applies to both directors and officers. In Maynard v. Salmon we had a case with this doctrine in the partnership settings. 


Was this a corporation opportunity though? The trial ct. said NO b/c (a) it applied the “line of business test” which only find a corporate opportunity is the opportunity was closely associated with the existing corp. business, and here the corp. was in the golf business and not developments. (b) Also, the ct. held that the corp. didn’t have money for the purchases anyway- the main supreme court says it doesn’t matter b/c if we accept the trial court position the interested director/officer decides whether the corp. has the resources or not. But we want disclosure, so by mandating disclosure, we send the “ball” back to corp. We want A FULL AND ADEQUATE DISCLOSURE- once she is doing it and the board rejects, then it is no longer a corporate opportunity. 


The Main Supreme Court reverses. It used a different test devised by the ALI test. According to the test something is a corporate opportunity if:


Director/officer learned of it in connection with his role- here she was approached about the first parcel because the was the president, so it probably was a corp. opportunity. 


If the opportunity was a “closely related business”- either to something the corp. is currently doing OR expected to engage in the future (so this prong is an expansion of the “line of business” test. Technically, the test only says “senior officer” with regard to this prong, but probably includes directors too. 





HMG v. GRAY


Facts: Gray and Fiber were two directors (out of five) for a corporation selling real estate. They were also shareholders at the buyer-company. Fiber disclosed his interest to the board. Gray, who was the chief negotiator for the deal didn’t, and Fiber didn’t “rat him out”. So, we had the board meeting to approve the deal, and all 5 directors showed up. They approved the deal.


Analysis:


Since all five showed up, we had a quorum, i.e. it was a valid meeting.


In order for a resolution to pass, the default rule is that we need as majority of those present. Since Fiber disclosed, he abstained. Everyone else voted for the deal, so the transaction was approved. 


What Fiber did wrong is not disclosing Gray’s conflict of interest- so court didn’t give him a break b/c the idea is that directors are” gate keepers” with responsibilities, more than just not disclosing his own conflict.


Notice, the decision was approved. This is a separate issue than whether the decision was cleansed or not. Delaware 144 is Delaware “self dealing statue- when one of the directors or officers has a material financial stake in a transaction with the corp. (and here both Gray and Fiber did) they have to DISCLOSE IT and ABSTAIN in voting; had they done so, the decision would have been “cleansed” of its self-dealing, conflict of interest label- a shareholder can still try to challenge the decision, but it would have been then subject to the business judgment rule presumption. (Even though statute doesn’t say so, it is probably better if the two were not even in the room when the vote took place).


Statute gives one more option for “cleansing”-if directors can prove that the deal survive “THE ENTIRE FAIRNESS TEST” which has too prongs:


Fair price- notice, the burden in on defendants to prove it now, and the court said they failed it, even if it seems like a fair price


Fair dealing- didn’t have it here; b/c Gray was the chief negotiator. 


6) SO, BOTH GRAY AND FIBER BREACHED THEIR DUTY OF LOYALTY. THE DECISION ITSELF IS STILL VALID, BUT THEY CAN NOW BE LIABLE.





 





Sinclair v. Levin


Facts: Sinclair owns 97% of its subsidiary Sinven that is a company operating in Venezuela. A minority shareholder of Sinven sues Sinclair, claiming it breached its fiduciary duty of loyalty to Sinven- now, the acts of breach were actually done by the SINVEN board, but they were all appointed by Sinclair, so the suit is against them.


Analysis:


1st claim is that Sinven decided to pay big dividends, of which Sinclair benefited, instead of using this money for the company’s growth- plaintiff said the Sinven was paying out because Sinclair needed the money. Court says there are two test we can use for this claim:


The intrinsic fairness test (evolved later to the “entire fairness test” OR


The business judgment rule.


The court said that we only apply the extrinsic fairness test when we wave a conflict on interest (in this context)- WHEN ONE PARTY (the parent company) BENEFITS AT THE EXCLUSION OF THE MINORITY SHAREHOLDERS (here, of the subsidiary)- So, not every dividends sharing by a dominated board will trigger the intrinsic fairness test. Here, court held that since the minority shareholder got the dividend as well, there was no exclusion, i.e. no conflict of interest. Plaintiff can still challenge, but then the decision is subject to the business judgment rule, and since there was no fraud, illegality or gross negligence, the court deferred to the board. 


P’s 2nd claim was a related party transaction: Sinclair, the parent company, owned other subsidiaries. One of them, subsidiary Int’l, entered into a contract with Sinven. When it breached it, accordingly to the allegation, Sinven could have sued, but Sinclair caused the Sinven board not to- Here, the court says there was a conflict of interest, i.e. intrinsic fairness test applies, because Sinclair befitted form the non-suit (indirectly) at the exclusion of Sinven’s minority shareholders. The intrinsic fairness test is similar to entire fairness test- burden shifted to Sinclair to prove fairness, and they failed. 


3’rd claim was that Sinclair expanded its business and Usurped Sinven business opportunities. Court said “no”: Sinven only operated in Venezuela, so the expansion by Sinclair to other countries, did not usurp corporate opportunity. What was the remedy had plaintiff prevailed? Sinven would have become the beneficial owner (notice, not the official one) of the opportunity-Sinclair would have owned it in trust for them











Wienberger v. UOP


Facts: Signal co. bought a controlling interest in UOP (51.1%). Appointed half of the UOP board with Signal officers/directors. The rest of the board members are called “disinterested/independent” directors. Signal later decided to acquire the remaining 49.9% of shares. Two of UOP directors who were also Signal directors, prepared a report for signal recommending buying those shares for a price of $21-24. Remember, they have made this recommendation based on information they acquired as directors of UOP!. Eventually, the merger deal was for $21. This type of deal is called CASH-OUT MERGER. Both board approved, but the deal also needed shareholders approval. Since UOP was a publicly traded company, we needed a special meeting, a notice, and a proxy statement, which should have included all the material facts (“full and adequate disclosure” of the proposal.


 Analysis:


Plaintiff is a UOP minority shareholder who learned about the “secret” recommendation after the deal was approved. From the deal, he was to get $21 a share, would be cashed out, obviously left without a vote/voice, and all future profit goes to Signal, which will now own 100% of UOP. 


Do we have a conflict of interest? YES- Signal gets the benefit at the exclusion of the minority shareholder (notice again we are in the self-dealing section in the context of parent-subsidiary relationship. The report is important, but it is not what created the conflict). 


What did the defendants do wrong? The parties that get sued here are Signal, UOP and officer/directors of both. Note, Signal didn’t really do anything. Its UOP “board controlled” did.


For reasons we’ll get to a little later, the decision was not cleansed in the “traditional statutory way”. Accordingly. the burden shifted to defendant to prove fair dealings and fair price-this case actually originated the entire fairness test


No “fair-dealings”: 


The 2 insiders prepared the report for Signal: UOP were never told about it, even though the report was based on information the two acquired from being on the board of UOP. Now, the court did not say that they had to disclose the report- WHY? because Signal itself owes duty to its own shareholders to maximize profits. What the court said would have ensured fair dealing is for UOP to establish an independent negotiation committee to negotiate the terms of the deal with Signal- obviously committee members were to be people without ties to Signal and will only try to protect UOP minority shareholders


No “fair price”


      A committee would have also ensured a fair price. Remember, the burden is on the defendants!!! to prove fairness, b/c they did not conventionally cleansed the conflict. In this case as we’ll see, the cleansing was in the shareholders voting context (not the directors). 





GOING BACK TO WIENBERGER


In that case, we had a shareholders vote, i.e. subject to 310(a) (1). The merger was actually approved by a majority of the of disinterested shareholders. But, we still ended up in (a) (3), i.e. the entire fairness test, with burden of proof on the defendants b/c we did not have adequate and full disclosure in the proxy statement.





* Notice, we don’t have the “fair to the corporation requirement” in shareholders cleansing, even though we have it with regard to directors. WHY? Because, shareholders, in essence can decide whatever they want. 








Eisenberg v. Flying Tiger:


Facts: Flying tiger was an airline corporation which had to subsidiaries: FTC and FTL. It merged completely (i.e. disappeared) into FTL. Plaintiff, who was a shareholder in Tiger, received stocks not in the new “FTL” but instead in FTC, which was merely a holding company. What P is complaining about is his loss: he used to have voice in the managing of an airline company (even if was not much of a “voice”). Now, all he has, is interest in a holding company


Analysis:


1) If this is a derivative suit then there is a bond requirement. If a direct suit, then there is none. The trial court held  this to be a derivative suit, and one P did not comply with the bond requirement, the suit was dismissed. 








Eisenberg v. Flying Tiger:


2) Ct. of appeals reversed. It held that plaintiff asserted a claim for a private injury in his capacity as a shareholder, and not an injury to the corp. The standard is not so clear, but it seems that the court says that direct suits are suits that the corporation cannot benefit from. The corp. distinguished between injury to corporation (and therefore indirectly injuring the shareholder) and direct injury suffered by a shareholder directly in his capacity as a shareholder. The court gave some other examples: dissolution suits have been held to be direct. Anyway, because the suit is “now” direct, there is no bond requirement. 


3) Ct. mentioned that plaintiff did not seek any monetary damages. Why is that significant? Because a lot of people typically bring suits against corp./directors hoping for a “fat” settlement. The court then wants to fight unmeritorious claims. A bond requirement is one of them. However, when the suit is direct, there is less risk of that. 





We can see the tension. In most of derivative suits, plaintiffs are minority shareholders. Can we really trust them to act in the corporation best interest? 











Marx v. Akers:


Facts: plaintiff is a minority shareholder is IBM. He sues the board alleging that they breached their duty of loyalty- self-dealing; they gave themselves excessive compensation (i.e. waste of corp. assets). The board comprised of 15 “outside directors” and 3 inside directors, which are employees (even today, usually chief officers are on the board). 


Issue: plaintiff did not make a demand on the board. Should it be excused, or should the suit be dismissed?


Analysis: we have two types of causes of actions here. One against the outside directors, and one against the inside directors. With regard to the inside directors, demand was not excused. For outside directors it was, but, still dismissed for lack of cause of action. 





Marx v. Akers:


Inside directors:


The law likes demand requirement, b/c it gives the corporation the opportunity to fix things itself, therefore, less burden on courts (judicial economy policy). 


This case walks us through the MBCA, Delaware approaches to demand (N.Y. is worded differently then Delaware, but is essentially the same). 


MBCA 7.42: universal demand in all cases.


Delaware: no universal. Demand is excused if demand was FUTILE, i.e. if plaintiff’s allegations raise a reasonable doubt that


Directors were disinterested/independent


The challenged transaction was otherwise the product of a valid exercise of business judgment. 


The allegation must be PARTICULAR, not merely conclusions. 


The court applied that test to insiders directors and held that demand would not have been futile, b/c only 3/18 directors were interested in that benefit package, i.e. no reasonable doubt that the board was disinterested/independent. The cause of action against them was therefore dismissed. 


Outside directors


With regard to them, demand would have been futile, because they constituted a large majority of the board- 15/18. 


Even though demand was excused, this cause of action was also dismissed. Court held that plaintiff did not allege enough facts to support his cause of action: There was a statute that gave directors the right to determine their compensation. A court will not interfere unless it was clearly excessive, and here court said that it was not. 





SO, NOTICE WHAT THE SITUATION IS UNDER DELAWARE LAW 


If plaintiff must make a demand and it is accepted, obviously no suit anymore


What if the board rejects it? Then shareholders have two options:


Either decide not to sue OR


Bring derivative suit, but it will probably fail because of the business judgment rule (the demand standard is pretty much identical to the business judgment rule


BECAUSE OF THAT REALITY (i.e. if demandable, then suit will fail anyway), MOST PLAINTIFFS WILL NOT MAKE A DEMAND, AND ONE OF THE ALLEGATIONS WILL BE A PARTICULAR CLAIM THAT DEMAND SHOULD BE EXCUSED. 





Auervach v. Bennet


Facts: four of the 15 directors were implicated in plaintiff’s complaint about conduct. Plaintiff brings suit. Company appoints a committee of three directors who weren’t on the board when the alleged conduct occurred. Yet, they were still appointed by the incumbent board. The committee recommends to dismiss the suit as not being in the corp.’s best interest.


Analysis:


P says that the appointing process was improper b/c the committee was appointed by the incumbent board, four of each members are allegedly implicated, and the committee may be influenced by the board- this is a structural bias claim. 


Court said it only going to look at the


Procedure/process


Independence of the committee


If procedures are adequate and the committee members are independent, the DECISION ITSELF TO DISMISS IS PROTECTED BY THE BUSINESS JUDGMENT RULE. Here, the court held that the process/procedures were adequate: the committee conducted investigation, extensively interviewed, had outside counsel. The court also rejected the structural bias claim, and found the members to be independent


3) What if plaintiff was able to show that either the process was flawed or no independence? Then, the corporation/committee would have lost the protection of the business judgment rule, i.e. burden would have shifted to the committee to prove that indeed dismissing the suit would be in the best interest of the corp. 





Zapata Corp. v. Maldonado


Facts: here, demand was excused- all directors were named as defendants. 


4 years after plaintiffs instituted the cause of action. Board appointed a committee made of 2 new directors. Again, the committee did everything “by the book” and recommended dismissal. 


Analysis:


This type of cases represent a clash between the right of shareholders, the rights of directors, and the role of courts in such disputes. Here, especially because demand was excused, the court adopted an approach that is more shareholders oriented. 


Again, we have a 2-prong test:\


Was the committee independent and was the process fair/adequate (burden on corp. to prove that)


Even so, Court can then exercise its OWN JUDGMENT (i.e. no business rule protection) to decide whether claim should go away.


3) This is a much more intrusive approach. Court worried about the interests of shareholders and their ability to hold directors accountable. It is important though to understand that the right is not absolute. Court may still decide to cite with the committee. The N.Y. approach was much more directors’ oriented. 








INDEMNIFICATION:


Meaning that the corporations will indemnify the directors for liability incurred while acting in their capacity as directors. There is a wide variation between states here, but usually indemnification is either (a) mandatory; (b) prohibited; (c) permissive- by far the greatest category. 





Brehm v. Eisner 


Facts: Disney needed a new President. Ovitz was hired. Eisner as CEO, negotiated the deal with him which included a termination clause: if he was to be terminated without cause, he would receive 10M in cash, the rest of his salary for the year, and stock options which were hugely lucrative (5M shares at a fixed price). Things didn’t work out an Ovitz at “no fault” after 14 months: his termination package totaled 140M. When Disney shareholders learned about it they sued Eisner and (a) the old board which approve the package as part of the hiring; (b) the new board which approved the “no fault” termination. 


Analysis:


First cause of action was for breach of fiduciary duty-duty of care. There was also a “waste” cause of action


No breach of loyalty duty here:  the only beneficiary here was Ovitz, but when the decision to hire him was made, he didn’t owe any fiduciary duty yet. When they decided to terminate him, he did owe a fiduciary duty to the corp., but he stayed away of any involvement in the termination process. 


The trial court applied the business judgment rule and dismissed. 





Brehm v. Eisner


4) The Delaware Supreme Court reversed and allowed plaintiff to amend their cause of action. On remand, plaintiffs alleged particular facts that tended to show that there was reason to doubt that the board(s) acted in good faith or exercised informed decision-making. 


5) The case was ultimately decided in 2003, and the court found no breach of duty of care:  court held that plaintiffs didn’t establish lack of good faith (see important note a little later). Court wasn’t happy with the Disney Board, but given the standard of review, i.e. business judgment rule, it didn’t find violations. 


6) WHAT IS WASTE? It is rarely found b/c plaintiffs are required to prove that”


THE EXCHANGE WAS SO ONE-SIDED THAT NO ORDINARY BUSINESS PERSON OF SOUND JUDGMENT COULD CONCLUDE THAT THE CORPORATION RECEIVED ADEQUATE CONSIDERATION-  here court said, no waste. Plaintiffs couldn’t satisfy this very hard standard, especially since the severance package was part of the attempt to lure Ovitz, and at the time, it may have seem as if the corp. would receive adequate consideration. It is very hard to challenge executive salaries, especially in public corporations, because of this standard. 


7) “GOOD FAITH”- court talked about good faith requirement- here it was an issue b/c plaintiffs wanted personal recovery from the board, so they had to allege lack of good faith in order to bypass the “rain coat” statute. Court said that it is hard to say what good faith is, but did establish standard for “bad faith”- AT LEAST RECKLESSNESS (“conscious disregard for one’s responsibility). Because plaintiffs failed to show it, directors got the raincoat protection. Plaintiffs failed in their lack of informed decision making allegation because (a) board doesn’t have to informed of all facts, only material ones and here they were; (b) they also relied in good faith on a corporate compensation expert. Therefore, the board decision is subject to the business judgment rule and the board prevailed. 


-Is good faith now an independent duty or just embedded as part of fiduciary duty? No answer to that. 





Katzowitz v. Sidler 


Background (a very long one): corporations can only issue shares that are authorized in the articles. Initially here, 1,000 shares were authorized, yet the corp. issued only 15 (5 to each shareholder), i.e. we had 385 authorized, yet, unissued stocks, which is very dangerous. If the articles only authorized what was issued, in order to issue more stocks, the articles would have to be amended. In order to really protect themselves, shareholders could have insisted that amendments to the articles can only by achieved by everyone’s consent, or at least super majority (the default rule is that articles can be amended through simple majority). 


The unique position of shareholders in closed corporations:  this case is about shareholders in closed corporations. Such shareholders don’t have a market to sell their/trade their stocks; they usually depend on salaries, or dividend in order to make a return on their investment. As a result they are very vulnerable, especially minority shareholders, who are at the mercy of controlling shareholders (who can take away their income). 





Katzowitz v. Sidler


Preemptive rights: in this case we had them. Usually don’t exist in public corporations. Such rights require the corporation before they issue more shares to offer it to all existing shareholders to buy, so they can maintain their ownership percentage (still have to pay the issuing price). Large corporations don’t have it because such a process will be very long, and the business can miss its momentum. 


   

















Facts: this is a squeeze out case in a closed corporation that illustrates the problems of equity dilution, and the risk of having large authorized yet unissued stocks. Here, all 3 shareholders owned 5 shares each. The two defendants didn’t like plaintiff, had a dispute, and yet agreed to maintain the status quo in terms of ownership. A year later, the corporation owed each shareholder $2,500.  The two shareholders-defendants wanted the company to issue 25 shares to each shareholder in exchange for canceling the debt (remember, this is a valid form of consideration)- this would have allowed the corporation to retain the money. Katzowitz didn’t agree with this plan (he wanted money), yet it was passed. He had preemptive rights and he was given the option to but 25 shares for $100, but he didn’t do so. So, the two defendant ended up owning 30 shares each, to his sole 5. Subsequently, the corporation dissolved, assets were liquidated, and he ended up with much less money, so he brought this suit.


Analysis:


Defendant claimed that he had preemptive rights, and chose not to exercise them. They still lost b/c they issued the stock not for a fair value:


Typically, the court has much discretion in deciding issuing price, and the court itself said that normally it would defer to the corporation.


But, what happened here is that the defendants benefited from the low price at the expense of the minority shareholder. The injury is called “equity dilution- Katzowitz was harmed because the corporation didn’t get adequate consideration for its stock. 


Because of that, the burden shifted to the defendants to prove “fair price” and the court held that they failed to show that buying the stock for 1/18 of its real value (usually it is actually hard to know value of shares in closed corporations because they are not publicly traded) fell within a reasonable range. 


2) THIS CASE IS ACTUALLY MUCH MORE ABOUT FIDUCIARY DUTY  (SELF-DEALING) THEN ABOUT PREEMPTIVE RIGHTS- also influential here was the close nature of the corporation. This type of scenario won’t really happen in publicly traded corporation. 





MR 3.60:


Shareholders don’t have preemptive right unless articles provided for it (i.e. “opt in”). In some other states they exist, unless articles “opt out”. Preemptive rights only apply to new issuance by the corporation, not for trading by existing shareholders. 





ROYAL PLUMBING ARTICLES:


We have 1,000 shares of series A preferred stock with no par value. Now if they sell them for $2,100 each:


Because no par value, the board can allocate most of the profits to capital surplus instead of stated capital


If “forgot” to allocate, the default rule is that it will all go to the stated capital (i.e. can’t be distributed). 


Liquidation rights:


According to Royal Plumbing articles after we pay creditors, we pay each owner of series A preferred stock $2,100 per share. Then, if money is left, it will be distributed to common stock owner, again $2,100 each. If anything is left, it will be distributed pro rata to all stock holder-  so, preferred here is participant stock





Dividend rights: 


Preferred here is paid just like common: the same time and the same price:


If we don’t specify dividend rights, then we don’t have any. Here, preferred stock was only for liquidation. 


Here, no right to be paid first because articles didn’t say so.








Pepper v. Litton 


Facts: Dixie Coal Corp. was a one man corporation- Litton was its only shareholder, and was also employed as the manager. Pepper was a contractor who sued because he didn’t get paid. Litton then goes himself and sues the corporation b/c he wasn’t paid his salary. Both Pepper’s and Litton’s causes of actions were breach of contract


Analysis:


Litton here gained a preference as a creditor over Pepper- he filed the suit for his salary, then caused the board (himself) to confess judgment, so he became a judgment creditor against the corporation. Because the corporation opposed Pepper’s suit, Litton obtained a preference over him. Litton then take all the corp.’s assets to satisfy his claim, nothing is left for Pepper, and the corporation declares bankruptcy- the court called this scheme fraudulent, even though technically Litton did everything legal.


The trustee of the bankrupt corporation brought this suit- he wants Litton to pay it all back to the corporation so it will have assets to pay Pepper (who in the meantime became a judgment creditor himself).


No “piercing the corporate veil” case:  because we don’t try to hold Litton personally liable for the corporation’s debt; we instead try to subordinate his claim


The court was willing to subordinate Litton’s claim to that of Pepper, the outside creditor, b/c while everything was done legally, the scheme was inherently fraudulent, resulted in fundamental unfairness- so, court used its equity power and subordinate Litton’s claim. This is called EQUITABLE SUBORDINATION


Again, subordination doesn’t mane holding the owner personally liable. What is common to both subordination and piercing is that we are looking for fundamental unfairness





Zidell v. Zidell 


Facts: closely held family corporation. Arnold owned 3/8, Emery 3/8 and his son Jay ¼ of shares. They all drew salaries. Arnold wanted a raise, but the other two refused, so Arnold quit. He now has no source of income, i.e. get no return on his investment. So, he wants the corporation to declare dividend, a decision that is up to the board, comprised of Emery and Jay. They said no, so Arnold sued


Analysis:


This suit alleging breach of fiduciary duty- duty of care, seeking a court order to declare dividends.


What standard of review to apply? the court of apples applied the business judgment rule presumption which meant that plaintiff carried the burden of proof. Had he shown “bad faith” he could have bypassed the presumption, but he didn’t have enough. 


Trial court before actually did order dividend declaration using its equity power to protect Arnold, as the minority shareholder in this closed corporation. Court of appeals though, did not, feeling the Arnold created the situation by quitting. 


What if Arnold was fired? It is possible that the standard of review/burden of proof would have changed, especially if plaintiff would have been able to show bad faith in the firing itself. 


It is important to remember that in closed corporations there is no market for shares, so shareholders, especially minority ones, are at the mercy of the controlling ones for income. 


Since no market, Arnold may try to sell his shares to Amery and Jay. Yet, they can still say “no”. A buy-sell agreement would have prevented/cured the problem








Donahue v. Rodd Electric


Facts: Harry and his sons owned 185 shares (majority). Harry wanted to retire and would do it if corporation will repurchase his stock (a type of distribution). Plaintiff was a minority shareholder- she was upset because she wanted the corporation to repurchase her shares, but was refused. Again, this is a closely held corporation


Analysis: 


She filed this suit to either compel the corporation to buy her stock as well, or in the alternative, to rescind the repurchase of Harry’s stock. 





Donahue v. Rodd Electric


Corp. talked about the problem of closed corporations. It compared closed corporations to partnerships. Remember that in partnership we have dissolution right, but we don’t normally in corporations. Because of the unique character of closed corporation the court held that in closed corporations, if corporation buys a majority shareholder stock, it must offer to purchase the minority’s stocks for the exact same terms- this only applies to closed corporations; in public corporations we don’t have this problem b/c there is always a market for the stocks.


This was a breach of fiduciary duty case. Was it derivative or direct? DOESN’T REALLY MATTER- Usually, fiduciary duty actions are derivative, but here plaintiff claim harm to herself, i.e. it is kind of direct. Now, we say that it doesn’t matter, b/c if it is a derivative one, we have the demand requirement, but it will be excused anyway b/c the board was not disinterested, which means that she can bring the suit (i.e. would have standing anyway). 


Court also said that in closed corporations shareholders owe each other fiduciary duty, just like partners do. 








Ling v. Trinity:


Facts: Trinity bank loaned money to Bowmen, who pledged as a collateral 1,500 shares he owned in Ling, a member of the N.Y. stock exchange. When Bowden defaulted, Trinity wanted those shares, and initiated an action for that. Ling intervened and objected- there were restrictions on transferability of the shares. 


Analysis:


Ling wanted to enforce the restrictions


Must inform and get the N.Y. stock exchange approval of the transfer (it is part of membership requirements).


Must first allow the corporation or existing shareholders to purchase the shares.


Court held that restrictions can be placed on transfer if they are valid and reasonable- court will enforce only REASONABLE RESTRICTIONS (MR 6.27 says the same thing)- court held that both the approval and the first refusal rights are reasonable. 


But, we also have to show that the transferee, i.e. Trinity had either actual or constructive notice of the retractions: constructive notice is achieved if the shares conspicuously stated the restrictions, which did not happen here. The court remanded though to determine whether Trinity has actual notice or not. 








In re Radom and Neidorff 


Facts: A music company owned by brother and sister’s husband 50-50. This is a closed corp. so basis for income was a salary. They had a provision that said that salary can be drawn only with the signature of both shareholders. Anyway, husband dies, and the sister inherits his share. Brother and sister hate each other. He refuses to sign so she will have a paycheck, and she refuses to do so too.


Analysis:


Notice, we don’t have a real deadlock here- business itself keeps making money. 


Here, brother sues seeking an involuntary dissolution 


Dissolution can only be awarded if the following situations occur:


  


  





















































NOTICE, EVEN IF THESE HAPPEN, A COURT DOESN’T HAVE TO DISSOLVE; IT IS DISCRETIONARY. 


3) Here court held that since the corporation was not paralyzed, was still successful, there is no ground for dissolution.  In fact, court said that dissolution here would be proper if “competing interests are so discordant as to prevent efficient management”- i.e. the business need to start failing. Previously, the brother offered buy-out for $75,000 (an obviously too low on number since business generates quarter of a million a year)- by setting this high standard for dissolution, the court signaled to the parties to go back to the negotiation table and try to agree on more reasonable terms. 











MR 14.30:


A court MAY dissolve a corporation:


(2) in a proceeding BY A shareholder is it is established that


The directors are deadlocked in the management of the corporate affairs, the shareholders are unable to break the deadlock, and irreparable injury to the corporation is threatened or being suffered, or the business and affairs of the corporation can no longer be conducted to the advantage  of the shareholders


 The directors or those in control of the corporation have acted in a manner that is illegal, oppressive or fraudulent. 


The shareholders are deadlocked in voting power and have failed to elect successors to directors whose terms have expired. 





WHAT IS OPPRESSION? The definition varies between courts. In general, though, oppression means that the board or controlling parties act in such as a way that the minority shareholders’ reasonable expectations are not met anymore (can result from unfairness, lack of fair dealings and etc.)


Remember, this is one of the situations where a court may order dissolution.


In general though, dissolution is an extreme remedy that is rarely awarded. A little less “drastic” is the option of mandatory buy-out





Davis v. Sheerin:


Facts: P brought suit alleging oppression by the majority shareholders (they conspired to deprive him of his ownership of stock, but that not really that important here). Here the court ordered defendant to buy-out plaintiff’s 45% of shares. This was a TX case, and since there was no statute for that, the court used its equity power in ordering this remedy. There are states which statutes allow specifically provide for a “buy-out” as a remedy for an aggrieved minority shareholder. 





While the court ordered it here, this is also a pretty rarely applied remedy b/c it has its own set of complications: 1) Who should buy who; 2) For what price; 3) timing





RULE 10b-5:


It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or the mails or of any facility of any national securities exchange,


To employ any device, scheme, or artifice to defraud


To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statement made, in light of the circumstances, not misleading, or


To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security. 





In this hypo we have a “private sale” which doesn’t need to be registered. The same problem may occur in “public offering” of stocks (google?). In public offering, federal security laws actually require disclosure, so the state law fiduciary duty issue is not crucial in that context.





Dupuy v. Dupuy 


Facts: when P negotiated selling D (his brother) his shares, the negotiation took place over the phone. The two lived in the same building. D made affirmative misrepresentation to P and induced him to sell.


Analysis:


In order for a federal court to have jdx for this 10b-5 claim, we must have “instrumentalities of interstate commerce”. Here, the representation was made during an intrastate phone conversation. 


Still, court held that the phone itself is an instrument of interstate commerce, hence we have jdx, regardless to the fact that the specific phone call was an intrastate one


What if the misrepresentation was made face-to-face, yet the whole deal was paid with a check? Well, since all checks are cleared through a national system, checks are instruments of interstate commerce. But then, the misrepresentation itself was done face-to-face. Well, so long as the transaction “TOUCHED” upon an instrument of interstate commerce, we have jurisdiction; it doesn’t matter that the misrepresentation wasn’t done using an interstate commerce instrumentality. What if the buyer was the one who made the misrepresentation? Doesn’t matter. All we need is (a) transaction “touches” upon interstate commerce; (b) a deal for SALE or purchase OF A SECURITY. 





Basic Inc. v. Levinson


Facts: two public companies are negotiating a possible merger. Basis Inc. is to be acquired. Between Oct. 1977 and December 1978, while the negotiations take place, Basic made 3 public statements, following a heavy trading of Basic’s stock, the company said, “the company knew no reason for the stock’s activity and that no negotiations were under way with any company for a merger.” 


Analysis:


These statements are unequivocally false. Since they are false, we only have liability if they are material. 


This is a securities fraud case; not inside trading


Plaintiffs are former Basic’s shareholders who sold their stock between the 1st public denial (Oct. 77) and the merger announcement (Dec. 78), and “lost money” because they sold for much less that the stock now worth. The court held that they can all sue as a class, so long as sold their shareholders in that period of time, hence “class period”.


Security fraud class action is a direct action.  


While the trial court certified plaintiffs as a class, it granted defendant’s summary judgment motion, finding that the misrepresentation was not one of a material fact because there was “no reasonable certainty” that the merger deal was about to happen when the statements were made. 


U.S. Supreme Court reverses: the court applies a different standard for “materiality”: Since some events/deals are inherently uncertain (merger, for example) when they are “futuristic”, We balance the probability that the event will occur and magnitude of the event- this is a “sliding scale” balancing; the more magnitude, less probability needed. Mergers have a lot of magnitude.


Factors for probability (these are just example): (1) did the negotiation involved highest corporate levels (broad resolutions, instructions to investment bankers for example), (2) size of the corporation; (3) closing is not required


Magnitude: the significance a reasonable investor would place upon the withheld or misrepresented information. Court said that a merger is a deal that carries much magnitude





So, case was remanded. Plaintiffs will not need to establish, under this sliding scale balancing, that the misrepresentation was material. 


 





Basic Inc. v. Levinson


RELIANCE -the other side relied on the statement/misrepresentation.


Court here adopted for reliance a theory called “fraud on the market”, i.e. we have a PRESUMPTION of reliance. The theory came from the fact that everyone who buys/sells stocks relies on the fact that the shares’ price reflect true and accurate information). Here, because of the denial of the merger, the stock price was presumably lower than it should have been.


This presumption is rebutable.  Burden is on a defendant to sever the link between the alleged misrepresentation and either the price received or the decision to trade. For example, a showing that plaintiff was actually aware of the accurate information will do the trick; that news became public; or showing that plaintiffs planned to divest their shares anyway at the time, without regard to price. 





In a subsequent case, a court found that we have a presumption of reliance when we have an omission of a material fact in “open market”.  


Hypo:


Large corporations secretly negotiate a merger. The buyer is saying that if news will leak, they will walk out. CEO of target company is contacted by a reporter asking if there are merger negotiations: (A) If he says “no” we probably have a material misrepresentation; (B) if says “yes” he may lose the deal (C) best is probably to say “no comment”, which is “silence” in essence. In reality though everybody will know that something is up. Remember, if we volunteer information, it must be truthful and accurate. 





A few pointers:


When the SEC brings the action, in order for the violator to go to jail, the SEC has to prove a willful violation, in addition to the Scienter requirement (not clear what this “extra” really means).


Common law fraud- we learned that we have common law fraud when there is an affirmative representation. In fact, there is also a theory of liability called “half truth”- for example, person A wants to but person B’s land b/c he found oil on his property and think maybe there is some on the adjacent property. If A makes no representations to B, no common law fraud. But if B asks him “do you think there is gas in the land” and A says “no”, it is only half the truth. 





Goodwin v. Agassiz (1933)


Facts: president and director of a company became aware of a theory of a geologist that an area in MI was full with minerals. They purchased the area, and bought a bunch of stocks of their own company. One of the sellers-shareholder was plaintiff who was unaware of the information since he was not a director (directors always know more that shareholders like plaintiff.  The trade was done in the “open market” as opposed to a face-to-face trade.  Notice, seller made an independent decision to sell and there was no contact between him and the buyers. He brought this suit claiming that had he become aware of the minerals theory, he would have not sold his shares. Notice, other shareholders who happened to sell that day are probably upset too, yet were not “lucky enough” to have sold to the directors. 


Analysis:


There is no fraud common law cause of action because there was no affirmative misrepresentation.


Instead, this is a failure to disclose case:  the directors failed to disclose information that was not public, and personally gained from this failure to disclose- inside trading


We can only prevail in this type of claim, if there was an affirmative duty to disclose the information. 


Court found no duty:  in its analysis, the court emphasized that Directors owe fiduciary duty to the corporation and not shareholders- this was a public corporation. As we know, 30 years later, a court held that in closely held corporations shareholders actually owe fiduciary duty to each other. Still, the court said that circumstances may require that transaction between directors and shareholders will be set aside, but not here.








Goodwin v. Agassiz (1933)


The court emphasized the following factors as to why not:


The transaction was an open market one- the court recognized/acknowledge the Strong decision (see later) that where a director personally seek, i.e. face-to-face the stockholder for the purpose of buying his shares without making disclosure of material facts within his peculiar knowledge, then we may have liability


The information here was “soft” (very soft) as opposed to “hard”- hard information is verifiable (earning for example). The information here was “soft” on the other hand- it was only a theory/speculative. Notice, even though it was “soft”, today probably would have been considered material under our balancing test of magnitude and probability. The court however, considered the information here “merely a hope”.  It seems that for the court the fact that it was “soft” indicated that it was not material- only material information has to be disclosed). 


5) So, in this case we see the first few distinctions made in common law:


Open market v. private sale (face to face)


Soft information v. hard information 


Public v. Private co. 





Strong v. Repide


This is actually an earlier case with some distinctions from Goodwin.  


Facts: a majority shareholder/director was conducting negotiations to sell certain real estate owned by the corporation to the Philippine gov’t. While negotiations were pending he purchased plaintiff-Strong’s shares: knowing that if he approached her, not to mention disclose the information, she is likely to say “no”, he employed his agent who himself employed a broker to buy the shares from Strong and in turn to sell it to him. Neither the broker nor Strong knew who really wanted to purchase the stock. Plaintiff claimed that he would not have sold at the price he did had he knew the information or the identity of the buyer. 


Analysis:


There are two major distinctions between this case and Goodwin:


This was a face-to-face deal: while defendant employed a scheme that kept his identity anonymous, the transaction itself was a face-to-face one.


Less “soft” information: while the sale deal was still speculative and tentative, the defendant knew the probability of success as the chief negotiator. 


2) Additionally (more accurately, regardless- and remember, this case was pre Goodwin),  the court created the “SPECIAL FACTS” THEORY: while the court acknowledged that ordinary there is no fiduciary duty between directors and shareholders, there are cases were “by reason of special facts” such duty exists.  HOW DO WE KNOW “SPECIAL FACTS” EXIST? Well, the court never explained that, but here the court explained that the special facts included the role of the defendant as sole negotiator with full power to accept or reject the gov’t offer as well as the affirmative steps he took to conceal his identity








Strong v. Repide


Later scholars came to define “special facts” as material (it is special because it will affect the price of the stock).  


Notice, in this case, as in Goodwin we are dealing with “good news”. So, now our lists of factors is:


Private v. Public


Soft v. hard information


Face to face v. open market transactions


“Good news” v.  “bad news”


It is not clear if we would have had the same result had the news been bad; common law courts were very hesitant to impose duty to disclose when we deal with bad news. Probably had to do with the fact that if we impose duty to disclose to everyone, with the technology they had then, it was almost impossible/ impossible to ascertain. Today we don’t really have this problem


So, some jdx uses the “special facts” theory, while others are more like the Goodwin jdx.





What is the source of the duty? The source is the fiduciary duty that “Insiders” owe the corporation, not the shareholders. Even under Strong, only “insiders” can be liable, because only they owe fiduciary duty to the corporation 











SEC V. Texas Golf


Facts: company found K-55 site. Believe that other land in the area has it and wants to but it w/out telling, so land purchase price will remain low. A director and various employees purchased stock on the market, and made considerable profit when the news about the K-55 broke out. SEC filed an action against both the company and the individual defendants. This portion only deals with the individual defendants for insider trading. SEC claim that defendants purchased the company stock, on the basis of material inside information concerning the K-55 discovery which such information remained undisclosed to the particular sellers and the general public. This case is a 2nd circuit case


Analysis:


Defendants argued that they didn’t disclose because the disclosing the information would have circumvented the company’s effort to acquire the additional land. The court rejects that and announces a new rule- DISCLOSE OR ABSTAIN: if the insider trader cannot reveal the information to the public, they should not trade. 


Again, this only applies if the information is MATERIAL


Where did the court come up with that? Well, the rule literally doesn’t say so. There was definitely no literal violation of 10b-5 (b) because there were no representation what so ever. BUT, court still interpret 10b-5 to say so, in the name of public policy- equality of information; it is fundamentally unfair that insiders can use such information when such information is undisclosed.


“EFFECTIVELY DISSEMINATE”- the court holds that it is not enough to make news public, i.e. to disclose, but the disclosure must be effective. Effectiveness is very fact dependant including the size of company, press coverage its public disclosure received, and etc. 


Could these defendant been sued under common law?


Well, no fraud cause of action because no misrepresentations.


So, it all depends on the state’s definition of fiduciary duty to disclose (remember, the law in the state of incorporation will thus rule- “internal affairs”)- in a state that follows the “special facts” doctrine, we can try to argue that we had special facts here, i.e. the discovery of K-55 (and under today’s interpretation of “special facts” to equal materialism, a discovery of K-55 is always material). In a state following the Goodwin approach, we may run into problem with the “open market” issue. 


In ay event, under the state law the source of duty derives for the insider position, i.e. the relation between the insiders and the corporation. HERE THOUGH, THE COURT SEEMS TO SUGGEST THAT ANYONE who comes to posses material non-public information can be liable for inside trading for failure to disclose.


This “revolutionary” concept was dramatically changed in Chiarella. 











Chiarella v. U.S. (1980)


20 years after Texas Golf.


Facts: Chiarella was a printer at a financial printing company that printed takeover bids made by bidding companies to shareholders in target companies (this tender offers only happen in public companies). Usually shareholders agree to tender their shares because the tender offers include a premium over the trading price. Chiarella learned of such takeover bids and bought shares of the target company (this was a “risk free investment” b/c we buy it before the price goes up, once the offer becomes public, which means we get as hefty profit once the stock zooms up). He ended up making $30,000. 


So, SEC went after him for violation of rule 10b-5, and forced him to pay those $30,000. He also got fired from his work. Then, the U.S. department of justice decided that his violation was willful (remember, we need this element for criminal prosecution) and he was convicted. The 2nd circuit upheld the conviction. The case goes up to the U.S. Supreme Court. 


Analysis:


SEC argued that Chiarella violated rule 10b-5, b/c under Texas Golf, anyone in possession of material non-public information need to publicly disclose or abstain from trading.


Notice that practically speaking b/c there is no way for someone like Chiarella to be able to call a press conference (and we need disclosure to everyone which will get “effectively disseminated”), his only real choice was to abstain. 


S. Ct. decides to limit the Texas Golf holding/interpretation of 10b-5: rule 10b-5 will only trigger if:


The trader was in a relationship of trust and confidence with the other party OR


Was in a relationship of trust and confidence with the company whose information he was trading on.


Here we didn’t have it:


He was not an agent (option b)


He was not a fiduciary (option b)


Had no prior dealing with the sellers (option a)- transaction was in the open market, and there was no inducement to sell.


Why did the court impose this limitation? B/c the court felt that since 10b-5 was to curtail information advantage, it is enough to only fight “real” insiders, b/c they by definition have more information. Even with this limitation the purpose of increasing public confidence is enhanced. 


Burger (dissent)- would find Chiarella liable because he had fiduciary duty to the printing company- as an employee, he was their agent); deriving from that should be an obligation to the company’s clients- the misappropriation theory. The majority refused to go there.


How is this new interpretation different from our common law cases? Well, first it can apply (even though won’t most of the time) to non-insiders (option a of liability). Second, remember that Strong only dealt with insiders and “good news”. Common law struggled with “bad news”, however b/c of the duty of disclosure to everyone. Under Chiarella it doesn’t matter- ALL we care about is the relationship of trust and confidence between trader-company or trader-other party. 





Chiarella v. U.S. (1980)


The SEC responded with Rule 14e-3 that says that everyone who learned of information regarding a tender offer can’t trade on it (or disclose- this is a very narrow rule).


“Classical” theory of insider trading: the Chiarella holding is sometimes call that because in effect liability only occur when we have insiders who are occupying a relationship of trust and confidence and violate their duty by trading on the company’s secretes. By the way, we would still have obtained the same result in Texas Golf  b/c there, it were company’s officers who traded in their corp. stock, i.e. breaching their duty. 


So, who are those insiders?


Obliviously directors and officers


Agents too


Shareholders: shareholders owe a fiduciary duty to the company and to other shareholders!- remember that when we learned about deadlocks and “freeze out” in close corporations, courts use the analogy to partnership and held that majority shareholders in such corporations owe fiduciary duty to minority shareholders and to the company. Well, this fiduciary duty applies to ALL shareholders, and by analogy a duty is owed in public corporations as well. 


SO, ONLY WITH THEM (and with “temporary insiders”) THE OBLIGATION TO DISCLOSE OR ABSTAIN IS TRIGGERED (as opposed to everyone who possess information)





Dirk v. SEC


Facts: Dirk was an officer of a broker-dealer firm specialized in providing investment analysis. Sicrest, an officer of a public corporation, told him that the corporation is involved in fraud. Dirk started to investigate, and during the investigation “tipped” the information; he openly discussed his investigation with investors who liquidated their shares on the open market. Eventually news about the corporation fraud was exposed (“bad news”) and the stock plunged. The investors, by selling prior to the news becoming public, avoided a loss of $16M.


Analysis:


Who is upset? Everyone in the market (not just the particular buyers) who would have loved to know this information.


SEC sues Dick contending that he should have disclosed the information to the public or abstain from trading. WHY? Because he got his information from Sicrest, an insider, and since it was non-public information, should have disclosed or abstain


Ct. rejects the SEC contention, yet still entertain tippees liability as an enforcement of insiders’ fiduciary duty (anti-circumvention interest). 


Here, Secret the insider was the tipper, and Dirk was the tippee.  The investors that sold their shares were sub-tippees- with sub-tippees, at some point, the information goes through so many that it is no-longer an insider information








Dirk v. SEC


5) The test to Tippees liability is:


They have to be tipped, i.e. inherent the information


Tippees has to know or should know that the tipper breached their fiduciary duty in revealing this information


6) How should tippees know that the tipper breached his fiduciary duty? 


Remember, not all information-sharing is a breach. So, the standard the court say (only in tippers/tippees cases), is the PERSONA BENEFIT TEST: if the tipper makes a personal benefit from revealing the information, then he breached his fiduciary duty. Personal benefit can be:


Receiving money in return


Giving a gift (personal satisfaction)


Enhancing his own reputation. 


7) So, a tippee, if “qualified” under the test, will have to disclose or abstain (the practical option) in order to avoid liability. 


8)  Here, dirk (a) received a tip from Secret BUT (b) Secret did not breached his fiduciary duty- he disclosed b/c he wanted Dirk to investigate, not for personal gain motives. Since, the test isn’t satisfied, Dirk has no tippee liability.  


9) Will the result in Texas Golf be the same under this test? Yes, b/c there the tip was a gift, i.e. was made for personal gain.


10) TEMPORARY INSIDERS: there can be liability under 10b-5 when the trader (under Chiarella) OR the tipper (under Dirk) is a temporary fiduciary of the company, for example, lawyers, investment bankers, audit teams, appraisers and etc.  











