13
5

Corporations Outline Complete

I. Agency

A. “A sole proprietorship is a business owned by one individual.”-1

1. The term “organization” can be justified on two grounds:

a. “First, a business enterprise owned by an individual is likely to have a degree of psychological and sociological identity separate from that of the individual….  Furthermore, a sole proprietor usually will consider only a certain portion of his property and cash as invested in the business, and will keep a separate set of financial records for the enterprise as if the enterprise’s finances were separate from her own.”

i. “As a matter of law, however, a sole proprietorship has no separate identity from its owner.  If Adams takes no special legal step, like incorporating the enterprise, all of her wealth will be committed to the enterprise, because an individual who owns a sole proprietorship has unlimited personal liability for obligations incurred in the conduct of the business.”-1

b. “The second reason for calling a sole proprietorship an organization is that a sole proprietor typically will not conduct the business by herself, but will engage various people—salespersons, mechanics, managers—to act on her behalf in conducting the business.”-2

B. “An agent is a person who by mutual assent acts on behalf of another and subject to the other’s control.”-2

C. “The person for whom the agent acts is a principal.”-2

D. “Agency law governs the relationship between agents and principals, and among agents, principals, and third parties with whom the agent deals on the principal’s behalf.”-2

E. “Agency is a legal concept which depends upon the exercise of required factual elements: the manifestation by the principal that the agent shall act for him, the agent’s acceptance of the undertaking and the understanding of the parties that the principal is to be in control of the undertaking.”-2

1. “To constitute this relation, there must be an agreement, but not necessarily a contract, between the parties; if the agreement results in the factual relation between them to which are attached the legal consequences of agency, an agency exists although the parties did not call it agency and did not intend the legal consequences of the relation to follow.”-2
II. Authority

Croisant v. Watrud—1967

Issue: Whether, in the absence of express authority from the partnership, Watrud’s actions as agent subject the partnership to liability? YES

Rule: “A general agent for a disclosed or partially disclosed principal subjects his principal to liability for acts done on his account which usually accompany or are incidental to transactions which the agent is authorized to conduct if, although they are forbidden by the principal, the other party reasonably believes that the agent is authorized to do them and has no notice that he is not so authorized.”-5-Rest. (Second) of Agency §161. 

HOWEVER, where the third party reasonably believes, under the circumstances, that the agent’s actions are within the scope of the principal’s control, then the actions subjecting the principal to liability need not be those which “usually accompany or are incidental to transactions which the agent is authorized to conduct….”

A. Note on Authority

1. “A general agent is an agent who is authorized to conduct a series of transactions involving continuity of service.”-8

2. “A special agent is an agent authorized to conduct a single transaction or a series of transactions not involving continuity of service.”-8

3. “principals are conventionally divided into three classes: disclosed, partially disclosed, and undisclosed.”-8

a. “A principal is disclosed if at the time of the relevant transaction the third party knows that the agent is acting on behalf of a principal and knows the principal’s identity.”-8

b. “A principal is partially disclosed if at the time of the transaction the third party knows that the agent is acting on behalf of a principal, but does not know the principal’s identity.”-8

c. “A principal is undisclosed if the agent, in dealing with the third party, purports to be acting on his own behalf.  An undisclosed principal is liable for her agent’s authorized activities, even though, because the agent does not disclose his agency, the third party believes the agent is acting strictly on his own behalf.”-9

i. “One reason the undisclosed principal is liable is that she set the transaction in motion and stood to gain from it.”-9

ii. “A second reason is this: Even if the undisclosed principal was not directly liable to the third party, the agent would be.  Therefore, the third party could sue the agent, and the agent could then sue the principal for indemnification of the damages he had to pay the third party.”-9

d. “A master is a principal who controls or has the right to control the physical conduct of an agent in the performance of the agent’s services.”-9

e. “A servant is an agent whose physical conduct in the performance of services for the principal is controlled by or subject to the control of the principal.”-9

4. Liability of Principal to Third Party

a. “Under the law of agency, a principal becomes liable to a third party as a result of an act or transaction by another, A, on the principal’s behalf if A had actual or apparent authority, was an agent by estoppel, or had inherent authority, or if the principal ratified the act or transaction.”-9 

i. “An agent has actual authority to act in a given way on a principal’s behalf if the principal’s words or conduct would lead a reasonable person in the agent’s position to believe that the principal had authorized him to so act.”-9

ii. “Actual authority may be either implied or express….  But most authority is created by implication.”-10

iii. “A common type of implied actual authority is incidental authority, which is the authority to do incidental acts that are reasonably necessary to accomplish an authorized transaction or that usually accompany it.”-10

iv. “if an agent has actual authority, the principal is bound even if the third party did not know that the agent had actual authority, and indeed even if the third party thought the agent was herself the principal, not merely an agent.”-10

b. “An agent has apparent authority to act in a given way on a principal’s behalf in relation to a third party, T, if the words or conduct of the principal would lead a reasonable person in T’s position to believe that the principal had authorized the agent to so act.”-10

i. “Apparent authority becomes salient in such a case if P Bank does not actually give A all the authority that cashiers usually have, and T deals with A knowing that A is a cashier, but not knowing that P Bank has placed special limits on A’s authority.”-11

ii. “The apparent authority of A in the cashier hypothetical is a special type of apparent authority known as power of position.”-11

iii. “If a principal puts an agent into, or knowingly permits him to occupy, a position in which according to the ordinary habits of persons in the locality, trade or profession, it is usual for such an agent to have a particular kind of authority, anyone dealing with him is justified in inferring that he has such authority, in the absence of reason to know otherwise.’”-11

c. Agency by estoppel

i. Rest. (Second) of Agency § 8B: “(1) A person who is not otherwise liable as a party to a transaction purported to be done on his account, is nevertheless subject to liability to persons who have changed their positions because of their belief that the transaction was entered into by or for him, if (a) he intentionally or carelessly caused such belief, or (b) knowing of such belief and that others might change their positions because of it, he did not take reasonable steps to notify them of the facts.”-11

d. Inherent authority

i. “As Croisant indicates, under the doctrine of inherent authority an agent may bind a principal even when the agent had neither actual nor apparent authority.”-11

ii. “Under Section 161, a disclosed or partially disclosed principal is liable for an act done on his behalf by a general agent, even if the principal had forbidden the agent to do the act, if (i) the act usually accompanies or is incidental to transactions that the agent is authorized to conduct, and (ii) the third party reasonably believes the agent is authorized to do the act.”-12

iii. “Section 194 of the Restatement concerns the inherent authority of agents for undisclosed principals.  It provides that ‘A general agent for an undisclosed principal authorized to conduct transactions subjects his principal to liability for acts done on his account, if usual or necessary in such transactions, although forbidden by the principal to do them.”-12

e. Ratification

i. “Even if an agent has neither actual, apparent, nor inherent authority, the principal will be bound to the third party if the agent purported to act on the principal’s behalf and the principal, with knowledge of the material facts, either (1) affirmed the agent’s conduct by manifesting an intention to treat the agent’s conduct as authorized, or (2) engaged in conduct that was justifiable only if he had such an intention.”

ii. “Ratification need not be communicated to the third party to be effective, although it must be objectively manifested.”-12

iii. “Ratification should be distinguished from a related concept: the creation of actual or apparent authority by acquiescence.  ‘[I]f the agent performs a series of acts of a similar nature, the failure of the principal to object to them is an indication that he consents to the performance of similar acts in the future under the similar conditions.’”-13

f. Termination of agent’s authority

i. “A principal normally has the power to terminate an agent’s authority even if doing so violates a contract between the principal and the agent, and even if the authority is stated to be irrevocable.”-13

5. Liability of Third Party to Principal

a. “The general rule is that if an agent and a third party enter into a contract under which the agent’s principal is liable to the third party, then the third party is liable to the principal….  The major exception is that the third party is not liable to an undisclosed principal if the agent or the principal knew that the third party would not have dealt with the principal.”-13

6. Liability of Agent to Third Party

a. Undisclosed Principal

i. “If the principal is undisclosed (that is, if at the time of the transaction the agent purported to act on her own behalf), the general rule is that the agent is bound even though the principal is bound too.”-13

ii. “Under the majority rule, if the third party, after learning of an undisclosed principal’s identity, obtains a judgment against the principal, the agent is discharged from liability even if the judgment is not satisfied.”-13

iii. “Under the minority rule, which is sounder, neither the agent nor the principal is discharged by a judgment against the other, but only by satisfaction of the judgment.”-14

b. Partially disclosed principal

i. “If the principal is partially disclosed … the general rule is that both the principal and the agent are bound to the third party.”

c. Disclosed principal

i. “If the principal is bound by the agent’s act, because the agent had actual, apparent, or inherent authority or because the principal ratified the act, the general rule is that the agent is not bound to the third party.”-14

ii. “If the principal is not bound by the agent’s act, because the agent did not have actual, apparent, or inherent authority, the general rule is that the agent is liable to the third party, either for breach of an implied warranty of authority, Restatement (Second) of Agency § 329, or, under some cases, in tort for misrepresentation or on the contract itself.”-14

7. Liability of Agent to Principal

a. “If an agent takes an action that she has no actual authority to perform, but the principal is nevertheless bound because the agent had apparent authority, the agent is liable to the principal for any resulting damages.”-14

b. “Whether an agent is liable to the principal for an act that binds the principal by virtue of the agent’s inherent but not actual authority is an unsettled point.”-15

8. Liability of Principal to Agent

a. “If an agent has acted within her actual authority, the principal is under a duty to indemnify the agent for payments authorized or made necessary in executing the principal’s affairs.”-15

III. The Agent’s Duty of Loyalty

Tarnowski v. Resop—1952

Issue: Whether a principal may recover a “secret commission” paid to his agent in the course of the agency relationship, in spite of the fact that the P has been “made whole” by a third party? YES

Whether “a principal may recover of an agent who has breached his trust the items of damage mentioned after a successful prosecution of an action for rescission against the third parties with whom the agent dealt for his principal?”-17 YES

Rules: “The principle that all profits made by an agent in the course of an agency belong to the principal, whether they are the fruits of performance or the violation of an agent’s duty, is firmly established and universally recognized.”-16

“A person injured by the tort of another is entitled to recover damages from him for all harm, past, present, and prospective, legally caused by the tort.”-18-Rest. Torts § 910

“It is generally held that where the wrongful act of the defendant has involved the plaintiff in litigation with others or placed him in such relation with others as makes it necessary to incur expense to protect his interest, such costs and expenses, including attorneys’ fees, should be treated as the legal consequences of the original wrongful act and may be recovered as damages.”-19-15 Am. Jur., Damages, § 144

A. Jensen & Meckling, Theory of the Firm: Managerial Behavior, Agency Costs and Ownership Structure

1. “The principal can limit divergences from his interest by establishing appropriate incentives for the agent and by incurring monitoring costs designed to limit the aberrant activities of the agent.  In addition in some situations it will pay the agent to expend resources (bonding costs) to guarantee that he will not take certain actions which would harm the principal or to ensure that the principal will be compensated if he does take such actions.”-19

a. “We define agency costs as the sum of: (1) the monitoring expenditures by the principal, (2) the bonding expenditures by the agent, (3) the residual loss.”-20

IV. An Introduction to Financial Statements

A. The Balance Sheet

1. “The parallel listing of assets and their sources is what the accountant calls a balance sheet.  It shows, at any point in time, what assets the business now has and where the money came from to acquire them.”-21

B. The Income Statement

1. “The balance sheet shows the present status of the assets and the ‘sources of assets’ resulting from all transactions since the business was formed.  It is drawn up at regular intervals which will vary with the needs of the business.”-22

2. “The income statement is a statement for a period of time, giving a summary of earnings between balance sheet dates.  A fundamental distinction between the two is that the balance sheet speaks as of a particular date, while the income statement covers a period of time between successive balance sheet dates….”-22

C. Hamilton, Fundamentals of Modern Business

1. “[E]very transaction entered into by a business must be recorded in at least two ways if the balance sheet is to continue to balance.  This last point underlies the concept of that mysterious subject, double entry bookkeeping, and is the cornerstone on which modern accounting is built.”-23

V. Partnership

A. Introductory Note

1. “Until recently, the relevant statute was the Uniform Partnership Act (‘The UPA’), which was promulgated by the Commissioners on Uniform State Laws in 1914 and was adopted in every state except Louisiana.”-25

2. “In 1994, the Commissioners on Uniform State Laws adopted the Revised Uniform Partnership Act (‘RUPA’), which is intended to supersede the UPA.”-25

B. Partnership Formation

Martin v. Peyton—1927

Issue: Whether a group of individuals who provide loans to a failing banking and brokerage firm may be considered partners, in the absence of an express declaration to that effect, where they are afforded numerous securities and safeguards that their money would be returned, including the option to become partners? NO

Rule: “Statements that no partnership is intended are not conclusive.  If as a whole a contract contemplates an association of two or more persons to carry on as co-owners a business for profit a partnership there is.  On the other hand, if it be less than this no partnership exists.”-26

Lupien v. Malsbenden—1984

Issue: Whether the Superior Court erringly found that D and Cragin were partners in the Bradley portion of York Motor Mart? NO

Rule: “A finding that the relationship between two persons constitutes a partnership may be based upon evidence of an agreement, either express or implied, to place their money, effects, labor, and skill, or some or all of them, in lawful commerce or business with the understanding that a community of profits will be shared….  No one factor is alone determinative of the existence of a relationship.”-31

1. Note on the Formation of Partnerships

a. “Corporations and limited partnerships can be organized (formed) only if certain formalities are complied with and certain filings are made.  In contrast, general partnerships can be organized with no formalities and no filings.”-33

IV. The Legal Nature of a Partnership

A. Note on the Legal Nature of a Partnership: Entity or Aggregate Status

1. “UPA … provides that ‘A partnership is an association of two or more persons to carry on as co-owners a business for profit.”-34

2. “Having adopted the aggregate theory, the UPA nevertheless deals with a number of issues as if the partnership were an entity.”-34

3. “In contrast to the UPA, RUPA confers entity status on partnerships.  RUPA § 101 (Definitions) defines a partnership as ‘an association of two or more persons to carry on as co-owners a business for profit.’”-35

B. The Ongoing Operation of Partnerships

1. Management

Summers v. Dooley—1971 

Issue: Whether “an equal partner in a two man partnership has the authority to hire a new employee in disregard of the objection of the other partner and then attempt to charge the dissenting partner with the costs incurred as a result of his unilateral decision”?

Holding: No.  “[A]n equal partner in a two man partnership [does not] ha[ve] the authority to hire a new employee in disregard of the objection of the other partner and then attempt to charge the dissenting partner with the costs incurred as a result of his unilateral decision.”

Rule: Pursuant to I.C. § 53-318(8), “business differences must be decided by a majority of the partners provided no other agreement between the partners speaks to the issues.”

2. Note on the Management of Partnerships

a. “UPA Section 18(h) provides that partnership action requires a majority vote….”-38

b. “UPA Section 18(e) … provides that all partners have equal rights in the management and conduct of the partnership business.”-38

c. “Presumably, [Section 18(e)] requires that, absent contrary agreement, every partner be provided an ongoing basis with information concerning the partnership business and be consulted in partnership decisions.”-38

d. “RUPA § 401(f) continues the rule of UPA § 18(e), conferring on each partner the right to participate in management.  The Comment to § 401(f) notes that UPA § 18(e) ‘has been interpreted broadly to mean that, absent contrary agreement, each partner has a continuing right to participate in the management of the partnership and to be informed about the partnership business, even if his assent … is not required.”

e. “Under UPA § 18(h): Any difference arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners; but no act in contravention of any agreement between the partners may be done rightfully without the consent of all the partners.”-39

f. “A difference arising as to a matter in the ordinary course of business of a partnership may be decided by a majority of the partners.  An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement may be undertaken only with the consent of all of the partners.”-39

3. Distributions, Remuneration, Indemnification, and Contribution

a. Note on Indemnification and Contribution

i. “each partner is individually liable to a partnership creditor for partnership obligations.  As between the partners, however, each partner is liable only for his share of a partnership obligation.”-39

ii. “A partner has a right to be indemnified in a proper case by the partnership.  Correspondingly, the obligation to indemnify a partnership is a partnership liability.  In contrast, the partnership has a right to require contribution in a proper case from one or more partners.  Correspondingly, the obligation to make contribution is a liability of a partner.”-40

C. The Authority of a Partner

Burns v. Gonzalez—1969 

Issue: Whether a promissory note executed by one partner is enforceable against the partnership if the other partner did not authorize the execution?

Holding: Generally, “the act of a partner binds the firm, absent an express limitation of authority known to the party dealing with such partner, if such act is for the purpose of ‘apparently carrying on’ the business of the partnership in the way in which other firms engaged in the same business in the locality usually transact business, or in the way in which the particular partnership usually transacts its business.”-41

1. Note on the Authority of Partners Under RUPA

a. “the major difference between the UPA and RUPA concerning a partner’s authority is that RUPA § 301(1) makes clear, as the UPA did not, that a partnership is bound by an act of the partner for apparently carrying on in the usual way the partnership business or business of the kind carried on by the partnership.”-41

b. “Under Section 301, only a third party who knows or has received a notification of a partner’s lack of authority in an ordinary course transaction is bound [by a limitation in the notification].”-41-42

D. Liability for Partnership Obligations

1. Note on Liability for Partnership Obligations

a. “Under UPA § 15(a), partners are jointly and severally liable for wrongful acts and omissions of the partnership (such as torts) and breaches of trust.  Under UPA § 15(b), however, partners are only jointly liable “‘on all other debts and obligations of the partnership.’”42

b. “The inability of a partnership creditor to sue a partnership in its own name under the UPA is obviously undesirable, and many states have statutorily patched up the UPA rule by adopting Common Name Statutes, which explicitly allow a partnership to be sued in its own name.”-43

c. “The need of a partnership contract creditor to join all the partners in a suit to establish individual liability on a contract claims is also undesirable.”-43  Thus, some states make partnership liabilities joint and several rather than joint-43

d. “Unlike the UPA, RUPA § 307(a) specifically provides that a partnership may both sue and be sued in its own name.  Furthermore, RUPA § 306 provides that partners are jointly and severally liable for all obligations of the partnership.”-43

e. “RUPA § 307 adopts an exhaustion rule, under which partnership assets must be exhausted before a partner’s individual assets can be reached.  (The exhaustion rule is made subject to certain exceptions, one of which is that the rule does not apply if the partnership is in bankruptcy.)”-43

f. “In effect, RUPA takes an aggregate-like approach to a partner’s liability, but an entity-like approach to collecting judgements based on that liability.”-43

E. Partnership Interests and Partnership Property

1. “If the aggregate theory of the UPA were strictly applied, a partnership could not own property.”-44

2. “the UPA lays down rules that effectively treat the partnership as if it were an entity.”-44

3. “under the UPA individual partners own the partnership property in theory, but all the incidents of ownership are vested in the partnership, so that the ‘tenan[cy] in partnership’ rule of the UPA has no real-world significance.”-45

4. “RUPA § 203 provides that ‘property acquired by a partnership is property of the partnership and not the partners individually.’”-45

5. Note on Partnership Interests

a. “Under UPA §18(g), however, no person can become a partner without the consent of all the partners.”-45

b. “Nevertheless, a partnership interest is assignable.”-46

c. “the assignee does not become a partner (unless all the other partners consent), and has no right to information about the partnership and no right to inspect the partnership books.  However, while the partnership continues the assignee has a right to receive the profits to which the assigning partner would otherwise be entitled, and on dissolution the assignee has a right to receive the assigning partner’s interest.”-46

d. “Under UPA § 28, if such a creditor obtains a judgment, he can get a ‘charging order’ on the partner’s partnership interest.  Such an order will effectively permit him to get the share of profits to which the indebted partner would be otherwise entitled.”-46

e. “RUPA § 504 continues UPA § 28 largely unchanged in substance.”

f. Farmers State Bank & Trust Co. v. Mikesell—“The rule we derive from [the] cases is that a partner’s interest in the partnership, his right to share in profits and surplus, is assignable.  However, a partner may not assign his interest in particular assets of the partnership.  If the creditor of an individual partner has obtained a judgment against a partner, his sole means of attaching the partner’s interest in the partnership is the charging order….”-46

F. The Partner’s Duty of Loyalty

Meinhard v. Salmon—1928 

Issue: Whether one partner may unilaterally enter into a business venture without the consent of the other? NO

Rule: “Authority is … abundant that one partner may not appropriate to his own use a renewal of a lease, though its term is to begin at the expiration of the partnership.”-50

“the rule of undivided loyalty [for partners] is relentless and supreme.”-51

G. Dissolution (I): Dissolution by Rightful Election

Dreifuerst v. Dreifuerst—1979 

Issue: Whether “in the absence of a written agreement to the contrary, a partner, upon dissolution and wind-up of the partnership, can force a sale of the partnership assets”?Yes

Rule: “Under sec. 178.25(1), Stats., a partnership is dissolved when any partner ceases to be associated in the carrying on of the business.  The partnership is not terminated, but continues, until the winding up of the partnership is complete.”-53

Under section 178.33(1), in the absence of a written partnership agreement, upon dissolution, each partner “may have the partnership property applied to discharge its liabilities, and the surplus to pay in cash the net amount owning to the respecting partners.”-54

1. Note on Nicholes v. Hunt
a. Nicholes v. Hunt “was a case of rightful dissolution of a partnership between Nicholes and Hunt.”-56

i. “Hunt had contributed an operating business to the partnership and Nicholes had contributed cash and services.  The trial court refused to order a sale of the partnership’s assets, and instead awarded the operating assets to Hunt and ordered that Nicholes be paid the value of his partnership interest in cash.  Affirmed.”-56

2. Note on Partnership Breakup Under the UPA

a. There are 3 phases involved in the termination of a partnership:

i. “The first phase consists of an event—which may be a decision of a partner or a court—that sets the termination in motion…..

ii. The second phase consists of the process of actually terminating the partnership’s business….

iii. The final phase consists of the completion of the second phase and an end to the partnership as a going concern.”-57

b. “Under the UPA, the first phase is referred to as ‘dissolution,’ the second phase is referred to as ‘winding up,’ and the third phase is referred to as ‘termination.’”-57

c. “’dissolution’ is used in the UPA to describe a change in the legal status of the partners and the partnership.  ‘Winding up’ is used to describe the economic event of liquidation that follows dissolution.”-58

d. “Broadly speaking, the law may attach consequences to dissolution: (1) among the partners themselves; (2) between the partners as a group, and third persons such as individuals or firms with whom the partnership has contracted; and (3) for tax purposes.”-58

i. “Consequences among the partners.  Under the UPA, upon the occurrence of dissolution—which, remember, under the UPA means simply that any partner ceases to be a partner—then unless otherwise agreed, the partnership normally must sell its assets for cash and distribute the proceeds of the sale among all the partners.”-59

ii. UPA § 38(1) provides that ‘[w]hen dissolution is [rightfully] caused … each partner … unless otherwise agreed, may have the partnership property applied to discharge its liabilities, and the surplus applied to pay in cash the net amount owing to the respective partners.”-59

iii. Effect of dissolution on the relationship between the partnership and third parties.  As among  the partners, it often won’t matter very much whether the withdrawal of a partner does or does not cause dissolution, because as among the partners a continuation agreement can override the substantive effects that dissolution would otherwise have.”-59

iv. Fairway Development Co. v. Title Insurance Co.—“Fairway, a partnership, sued Title Insurance Co. under a title guarantee policy….  Subsequently, B and S transferred their partnership interests to W and a third party, V.  W and V apparently continued Fairway’s business under the Fairway name.  The court nevertheless held that Title Insurance was not bound under its policy because the partnership to which it had issued the policy had been legally dissolved.”-60

v. Tax consequences.  “[D]issolution under partnership law is normally a non-event for federal income tax purposes.”-60

H. Dissolution (II): Dissolution by Judicial Decree and Wrongful Dissolution

Drashner v. Sorenson—1954 

Issue: Whether the trial court erringly found that the P “caused the dissolution wrongfully”? NO

Rule: ?

1. Note on Wrongful Dissolution

a. “Drashner v. Sorenson illustrates that rather drastic consequences can befall a wrongfully dissolving partner in the form of damages, a valuation of his interest that does not reflect its real value because goodwill is not taken into account, and a continuation of the business without him.”-65 

2. Note on Partnership Breakup Under RUPA

a. “RUPA continues to use the terms ‘dissolution,’ ‘winding up,’ and ‘termination.’  However, RUPA adds a new term, ‘dissociation,’ to describe the termination of a person’s status as a partner.”-65

b. Events of dissociation

i. “RUPA § 602(a) continues the rule of the UPA that every partner has the right to dissociate (withdraw) from the partnership at any time, rightfully or wrongfully, by express will.  RUPA § 602(c) provides that a partner who wrongfully dissociates is liable to the partnership and to the other partners for damages caused by the dissociation.  Furthermore, if a partner wrongfully dissociates, the partnership can continue without him.”-65

c. Rightful and wrongful dissociation

i. “An event of dissociation is rightful unless it is specified as wrongful in §602(b).”-66

d. Consequences of dissociation

i. “Unlike the UPA, the partnership-breakup provisions of RUPA are driven by functional considerations rather than by the ‘nature’ of a partnership….”-66

ii. “RUPA, unlike the UPA, does not provide that every termination of a person’s status as a partner—every dissociation—causes dissolution.”-66

iii. “Under RUPA, a dissociation normally leads to one of two alternatives: winding up of the partnership or mandatory buyout of the dissociated partner.”-66

iv. “Which fork must be taken depends on the nature of the event of dissociation.”-67

v. “If, upon the dissociation of a partner, winding up is not required under § 801, then RUPA § 701 requires a mandatory buyout of the dissociated partner’s interest by the partnership.  However, if the dissociation was wrongfully caused by the dissociated partner, § 701(b) is to be reduced by damages for the wrongful dissociation.”-68

I. Limited Partnerships

1. The Uniform Limited Partnership Acts

a. “in 1916, the Commissioners promulgated the original Uniform Limited Partnership Act.”-68

b. “In 1976, the Commissioners promulgated a replacement for the Uniform Limited Partnership Act, called the Revised Uniform [Limited] Partnership Act.”-68

c. “In 1985, the Commissioners amended the Revised Uniform Limited Partnership Act in a number of important respects.”-69

2. Formation of a Limited Partnership

a. “under the RULPA, as amended, neither the identity of the limited partners nor the partnership’s capitalization need be stated in the certificate.”-69

3. Liability of Limited Partners; Corporation as a Sole General Partner

4. Note on RULPA § 303(a)

a. “Prior to the 1985 amendments to the RULPA, § 303(a) of that Act read as follows: … [A] limited partner is not liable for the obligations of a limited partnership unless he is also a general partner or, in addition to the exercise of his rights and powers as a limited partner, he takes part in the control of the business.”-70

5. Note on Corporate General Partners

a. “Although a limited partnership must have at least one general partner, and a general partner has unlimited liability for the partnership’s obligations, it is common for a limited partnership to have a corporation as its sold general partner.”-70

b. “in practice, recovery against the corporate partner is limited to the net worth of the corporation, which may be much less than the partnership’s debts.”-70

c. “The liability of limited partners is limited under limited-partnership law; the liability of the corporate general partner is limited to the amount of its assets.”-70

6. Note on Limited Partnerships

a. “Under Internal Revenue Code § 7701(a)(3), the term ‘corporation’ is defined for income-tax purposes to include ‘associations.’ …  In Morrissey v. Commissioner, … the Supreme Court held that whether a given partnership was an ‘association’ within the meaning of the Code depended on how closely the partnership resembled a corporation.”-71

b. The 4 “critical ‘characteristics of corporations’ for tax-law purposes [are]: continuity of life, centralized management, limited liability, and free transferability of interests.  The Kintner Regulations indicate that a limited partnership will be treated as an association (and will therefore be taxed like a corporation) if, but only if, it has more than two of these characteristics.”-71

c. “As a result of the artificial nature of the definitions in the Regulations and Procedures, a limited partnership will normally not be deemed to have more than two of the four critical characteristics.”-71

d. “a limited partnership that is not publicly held is unlikely to be taxed as a corporation under §7701.”-71

e. “This method of forming a master limited partnership is called a ‘roll up’ and is generally used to combine several smaller limited partnerships into one large partnership.”-72

f. “A major incentive for forming master limited partnerships is to combine the economic advantages of publicly traded ownership interests and limited liability, on the one hand (advantages that are normally associated with corporations) with the tax treatment accorded to partnerships, on the other.  However, the Internal Revenue Code was amended in 1987 to treat any partnership with interests that are ‘traded on a secondary market (or the substantial interests that are ‘traded on an established securities market,’ or that ‘are readily tradeable on a secondary market (or the substantial equivalent thereof)’ as ‘publicly traded partnerships,’ and to tax such partnerships as corporations.”-72

J. Limited Liability Partnerships

1. Note on Limited Liability Partnerships

a. “LLPs are general partnerships with one core difference and several ancillary differences.  The core difference is that, as the name indicates, the liability of general partners of a limited liability partnership is less extensive than the ordinary liability of a general partner.  Although the statutes vary, generally speaking a partner in an LLP is not personally liable for all partnership obligations arising from negligence, wrongful acts, and misconduct, but only for obligations arising (1) from the partner’s own negligence, wrongful acts; (2) from the negligence, wrongful acts, or misconduct of those under the partner’s supervision and control; and, (3) under some statutes, from the negligence, wrongful acts, or misconduct of those engaged in a specific activity … in which the partner was involved.”

b. “An ancillary difference between ordinary general partnerships and LLPs is that under some LLP statutes there is a tradeoff for limited liability, in the form of a requirement of a minimum amount of liability insurance or segregated funds.  Another ancillary difference between LLPs and ordinary general partnerships is that LLPs must be registered.”-73

V. The Corporate Form

A. Deciding Whether to Incorporate

1. Note on the Characteristics of the Corporation

a. “Traditionally, corporations have been characterized by five substantive attributes and a tax attribute.  The substantive attributes are limited liability, free transferability of ownership interests, continuity of existence, centralized management, and entity status.  The tax attribute is taxation of enterprise income at the entity (corporate) level rather than directly to the shareholders-owners.”-74

b. “A transferee of a general partnership interest normally cannot be substituted as a partner without the unanimous consent of the remaining partners.  In contrast, ownership … interests in corporations—represented by shares of stock—are freely transferable.”-74

c. “shareholders of a corporation are not personally liable for corporate obligations.”-74 

d. “Unlike partnerships, which are typically for a limited term, the legal existence of a corporation is perpetual, unless a shorter term is stated in the certificate of incorporation.”-74

e. “Under partnership law, all partners have a right to participate in management.  In contrast, under the corporate statutes a corporation is normally managed by or under the direction of a board of directors, and a shareholder, as such, has no right to participate in management.”-74

f. “At least in the past, corporations had the status of ‘legal persons,’ or entities, while partnerships did not.”-75

g. “A corporation is normally taxed as an entity—that is, a corporation’s income is taxed to the corporation, rather than to the shareholders.”-75

h. “This effect is sometimes referred to as ‘double taxation.’”-75

i. “For business enterprises that are to be publicly held, limited partnerships are no longer uncommon, although their use has undoubtedly been made much less attractive by an amendment to the Internal Revenue Code under which ‘publicly traded limited partnerships’ are normally treated like corporations for tax purposes.”

j. “For business enterprises that are not to be publicly held, the choice is much more difficult.  Even if the choice were confined to the traditional forms of business organization, more flexible statutes and sophisticated drafting usually can eliminate many of the substantive differences between forms, and economic reality often minimizes the remaining differences.”-76

k. “Subchapter S of the (I.R.C.) Code … permits the owners of qualifying corporations to elect a special tax status under which the corporation and its shareholders receive conduit-type taxation that is comparable (although not identical) to partnership taxation.”-76

l. “Among the conditions for making and maintaining s Subchapter S election are the following: (1) The corporation may not have more than thirty-five shareholders.  (2) The corporation may not have more than one class of stock.  (3) All the shareholders must be individuals or qualified estates or trusts.  (4) No shareholder may be a nonresident alien.  (5) The corporation may not be a member of an affiliated group of corporations.”-77

2. Note on Limited Liability Companies

a. “An LLC has been described as ‘a non-corporate business that provides its owners (‘members’) with limited liability and allows them to participate actively in the entity’s management.”-78

b. “Some characteristics of the LLC resemble those of partnerships; other characteristics resemble those of corporations.”-78

c. “the IRS will apply the ‘majority of characteristics’ test developed in connection with limited partnerships….  Under that test a business organization that is not in form a corporation will be taxed as a partnership if the organization has no more than three of the following characteristics: limited liability, free transferability of interests, unlimited life, and centralized management.”-78

d. Keatinge, New Gang in Town

i. “A limited liability company is an organization in which the owners, known as members, are not individually liable for the obligations and liabilities of the organization.”-79

ii. “A member is the owner of an interest in the LLC and a party to the contract (generally known as an operating agreement).  The operating agreement (sometimes known as ‘regulations,’ ‘limited liability company agreement,’ or ‘member control agreement’) is the agreement among the members setting forth their rights and duties.”-79

iii. “The articles of organization is a filed document that creates the LLC, provides certain information about it, and, under some statutes, constitutes a superagreement among the members.”-79

iv. “There are two types of LLCs: the member-managed, … and manager-managed….”-79

v. “Most statutes (known as flexible statutes) permit the members to enter into any agreement they desire to govern the internal relationships, limited only by certain broad public policy restrictions.  Others (bulletproof statutes) limit the ability of members to vary certain provisions that are considered essential to federal tax classification [as partnerships].”-79

B. Selecting a State of Incorporation

1. Note on Competition Among States for Incorporations

a. “Under traditional choice of law rules, a corporation’s internal affairs are governed by the law of its state of incorporation even if the corporation has no other contact with that state.”-82

b. “Delaware is far and away the preeminent state in terms of the number of publicly held corporations incorporated there.”-83

c. “First, Delaware is reliable.  Both history and structural political factors help to assure corporations that Delaware, more than most states, will be responsive to corporate needs on a continuing basis.  Second, Delaware offers corporations more than a statute.  It also has an unusually well-developed case law in the corporate area.  Its law is therefore much more predictable than that of many states.  Third, a Delaware corporate address is accepted, perhaps even presigious.”-83

C. Organizing a Corporation

1. “The first stage of the organization process, and the most critical from a legal perspective, is to file a ‘certificate of incorporation’ or ‘articles of incorporation’ or ‘charter’ … with the relevant state official—usually the secretary of state.”-83

2. Note on Authorized and Issued Stock and on Preemptive Rights

a. “An important function of a certificate of incorporation is to designate the classes of stock, and the number of shares of each class, that the corporation is authorized to issue.”-84

b. “the power to issue authorized stock, and the price at which the stock will be issued, is in the hands of the board, subject only to certain very limited constraints.”-84

c. “At common law, one of these constraints was that each existing shareholder had the right to subscribe to her proportionate part of a new issue of stock of the class she held.  This is known as the ‘preemptive right.’”-84

d. “Even where shareholders have no preemptive rights, the board may not issue stock for the purpose of reallocating or perpetuating control.”-85

3. Note on the Basic Modes of Corporate Finance

a. “The three major modes of corporate finance are common stock, preferred stock, and debt.”-85

b. “The basic concept of common stock is that of ultimate or residual ownership.”-85

c. “The basic concept of debt is a fixed claim against the corporation for principal and interest.”-85

d. “An indenture is a contract entered into between the borrowing corporation and a trustee.”-86

e. “The bonds set out a promise to pay that runs to the holders of the bonds.  The indenture is a bundle of additional promises (including a backup promise to pay) that run to the trustee.”-86

f. “The basic concept of preferred stock is a hybridization of the ownership element of common stock and the senior nature of debt.”-86

g. “When a preferred stock is used as a part of the corporate capital structure, the rights and responsibilities of the owners as the residual claimants to the asset values and earning power of the business no longer apply equally to all shareholders.”-87

h. “the common shareholders agree that the preferred shareholder shall have ‘preference’ or first claim in the event that the directors are able and willing to pay a dividend.”-87

i. “If the corporation proposes to pay a dividend on common, then it must first pay a designated dividend to the preferred.  If the corporation liquidates, then before it distributes anything to the common it must satisfy the preferred’s liquidation preference.”-87

j. “Dividends paid to preferred are not an ‘expense’ to the corporation, and therefore do not reduce the corporation’s income for tax purposes.  In contrast, interest payable on debt is an expense, and therefore reduces the corporation’s taxable income.”-88

k. “many preferred stocks, and some bonds, are made convertible into common, at the option of the holder, on specified terms.”-88

l. “each class enjoys somewhat different rights than the others, usually in respect of voting, dividend, or liquidation rights, or all three.”-88

m. “securities may be designed that are ‘derived’ from common, in the sense that although the securities are not themselves common stocks, their value largely depends on the value of common and on the terms of their relationship to the common.”-88

4. Note on Initial Directors

a. “Once a corporation is under way, its board of directors is elected by the shareholders.  However, there can be no shareholders until stock is issued, and the function of issuing stock is normally committed to the board.  Accordingly, there must be a mechanism for either naming directors before stock is issued, or for issuing stock before directors are elected by the shareholders.”-88

5. Note on Subscriptions for Shares

a. “Normally, stock is issued by a corporation in a simultaneous exchange for cash or property.  In some cases, however, a would-be shareholder enters into a ‘subscription agreement,’ under which he agrees to purchase a corporation’s stock when it is issued to him at some future date.”-89

b. “Most statutes now provide that pre-incorporation subscriptions are irrevocable for a specified period of time, unless all the subscribers consent to a revocation or the agreement otherwise provides.”-90

D. Preincorporation Transactions by Promoters

1. “The promoter … is the person who transforms an idea into a business capable of generating a profit, who brings and holds together the persons needed, and who superintends the various steps required to bring the new business into existence.”-91

2. “A corporate promotion includes three stages: discovery, investigation, and assembly.”-91

3. “The discovery stage involves the generation of an idea, such as the perception of a need for a new product or service or for another company in an existing line of business.”-91

4. “The investigation stage involves an analysis of what resources will be required to turn the idea into a business and whether the estimated earnings will justify the costs.”-91

5. “The assembly stage involves bringing property, money, and personnel together into an organization.”-91

6. Liability of the Promoter

Goodman v. Darden, Doman  Stafford Associates—1983 

Issue: Whether “Goodman, as a promoter, is a party to the preincorporation contract and as such whether he is required to take part in the arbitration?” YES

Rule: “[W]here a corporation is contemplated but has not yet been organized at the time when a promoter makes a contract for the benefit of the contemplated corporation, the promoter is personally liable on it, even though the contract will also benefit the future corporation.”-93

“An exception to the general rule is that if the contracting party knew that the corporation was not in existence at the time of contracting but nevertheless agreed to look solely to the corporation for performance, the promoter is not a party to the contract.”-93

“The rule is that the contracting party may know of the nonexistence of the corporation but nevertheless may agree to look solely to the corporation.”-95

Quaker Hill, Inc. v. Parr—1961 

Issue: Whether promoters are personally liable for a future corporation’s liabilities if the contracting party looked only to the corporation? NO

Rule: “[P]romoters are personally liable on their contracts, though made on behalf of a corporation to be formed….  A well recognized exception to this general rule, however, is that if the contract is made on behalf of the corporation and the other party agrees to look to the corporation and not to the promoters for payment, the promoters incur no personal liability.”-98

7. Liability of the Corporation

Clifton v. Tomb—1927

Rule: “Since a corporation before its organization cannot have agents, and is unable to contract or be contracted with, it is not liable upon any contract which a promoter attempts to make for it, unless it becomes so by its own act after its incorporation is completed….”-98

However, some of the grounds used to establish corporate liability for the contracts made by its promoters are “ratification, adoption, novation, and that the proposition made to the promoters is a continuing offer to be accepted or rejected by the corporation when it comes into being, and upon acceptance becomes an original contract on its part; and the liability has also been sustained on the ground that the corporation, by accepting the benefits of a contract, takes it cum onere, and is estopped to deny its liability on the contract.”-99

VI. Consequences of Defective Incorporation

Cantor v. Sunshine Greenery, Inc.—1979

Issue: Whether Sunshine represented a de facto corporation at the time the lease was signed because it filed a certificate of incorporation, and would have been officially recognized by the state were it not for a clerical error?

Holding: Yes.  Sunshine did represent a de facto corporation at the time the lease was signed because it filed a certificate of incorporation, and would have been officially recognized by the state were it not for a clerical error.  Thus, Brunetti cannot be held individually liable for the breach.
Rule: Individual promoters are not liable for the wrongful acts of the corporations with which they are associated if such corporations are accorded de facto status.

McLean Bank v. Nelson—1986

Rule: “If a group of individuals have not done the things necessary to secure or retain de jure corporate status, then they will not have corporate protection.  They will be exposed to personal liability….”-101

A. McChesney, Doctrinal Analysis and Statistical Modeling in Law: The Case of Defective Incorporation

1. “Three requirements are typically cited for application of the de facto corporation doctrine.  There must have been: (1) a statute in existence by which incorporation was legally possible; (2) a ‘colorable’ attempt to comply with the statute; and (3) some actual use or exercise of corporate privileges.”-101

2. “the three factors typically dissolve into one: whether defendants’ attempts to incorporate had gone far enough to be deemed ‘colorable compliance.’”-101

Timberline Equipment Co. v. Davenport—1973

Issue: Whether the doctrine of de facto corporations exists in Oregon? NO

Whether Dr. Bennett may be held personally liable for the breach of contract in light of the fact that Oregon does not recognize de facto corporations?

Holding: Yes.  The “evidence all supports the finding that Dr. Bennett was a person who assumed to act for the organization and the conclusion of the trial court that Dr. Bennett is personally liable.”-107

Rule: The Model Act and the Oregon Business Corporation Act provide: “All persons who assume to act as a corporation without the authority of a certificate of incorporation issued by the Corporation Commissioner, shall be jointly and severally liable for all debts and liabilities incurred or arising as a result thereof.”-107

“We are of the opinion that the phrase, ‘persons who assume to act as a corporation’ should be interpreted to include those persons who have an investment in the organization and who actively participate in the policy and operational decisions of the organization.”-107

B. Note on Estoppel

1. “The court in Timberline pointed out that the estoppel theory is sometimes used as an alternative to the de facto corporation theory.”-109

2. “A decision based on estoppel theory will normally turn heavily on the facts of the plaintiff’s transaction, and therefore may have only a limited precedential effect on future cases involving other plaintiffs and other transactions.  In contrast, a decision based on de facto theory will normally turn on the defendant’s conduct in attempting to organize a corporation.”

3. “estoppel theory is … a cluster of very different rules covering cases that fall into very different categories, only one of which involves a true estoppel, that is, reliance by one party on the other’s representation.”-109

a. “First is the case in which an association, or its owners, having claimed corporate status in an earlier transaction with a third party, T, later denies that status in a suit brought by T.  This is a true estoppel case, at least if T relied on the initial claim.”-109

b. “Another category consists of cases in which the question of corporate status is raised in a technical procedural context.  For example, the defendant in a suit brought by a would-be corporation may seek to raise the defense that the plaintiff is not really a corporation, and therefore cannot sue in a corporate name.”-109

c. “In the most important category of cases, a third party who has dealt with a business as a corporation seeks to impose personal liability on would-be shareholders who in turn raise estoppel as a defense.”-110

d. Cranson v. International Business Mach. Corp.—IBM dealt with the Real Estate Service Bureau as if it were a corporation, when in fact it was not.  “The court held that the estoppel doctrine could be applied even when a corporation did not have de facto existence, and that although the organizational defects in the case might have prevented the Bureau from being a de facto corporation, ‘we think that IBM having dealt with the Bureau as if it were a corporation and relied on its credit rather than that of [the would-be shareholders], is estopped to assert that the Bureau was not incorporated at the time the typewriters were purchased.”-110

4. Note on Quo Warranto

a. “A traditional method for testing corporate status is through a quo warranto proceeding brought by the state.”-111

b. “An association that fails to meet all the requirements for incorporation may nevertheless be a corporation ‘de jure’ if the noncompliance is extremely insubstantial.”-111

I. Disregard of the Corporate Entity

A. Introductory Note on Limited Liability

1. “First, the term ‘limited’ liability is a misnomer, because under modern corporate statutes a shareholder ordinarily has no liability for corporate debts and other obligations.  A more accurate description of the rule is that a shareholder’s risk is limited to his investment.”-112
2. “Second, although it is sometimes said that shareholders are not liable for corporate debts because the corporation is a separate entity—a legal person—in fact the entity status of corporations has almost nothing to do with shareholder limited liability.”-112

3. “Third, in considering the rules concerning shareholder liability, it should be borne in mind that corporate managers, as well as corporate shareholders, are ordinarily not responsible for corporate obligations.”-112

4. “In the case of a contract made by a corporate agent within his authority, the agent is not liable as long as the corporation’s status as a principal is disclosed.”-112

Walkovszky v. Carlton—1966

Issue: Whether corporate stockholders may be held personally liable under the theory of respondeat superior for the negligent acts of the agents of the corporation, where the stockholders maintain substantial control?

Holding: Yes.  “[W]henever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts ‘upon the principle of respondeat superior applicable even where the agent is a natural person’….  Such liability, moreover, extends not only to the corporation’s commercial dealings … but to its negligent acts as well….”-114

Berkey v. Third Ave. Ry. Co.—1926

Rule: “The whole problem of the relation between parent and subsidiary corporations is one that is still enveloped in the mists of metaphor.”-120

“Dominion may be so complete, interference so obtrusive, that by the general rules of agency the parent will be a principal and the subsidiary an agent.  Where control is less than this, we are remitted to the tests of honesty and justice.”-120

Minton v. Cavaney—1961

Issue: Whether D can be held personally liable for the unsatisfied judgment against his corporation where he actively participated in the conduct of the business, and appears to be an equitable owner of the corporation? YES
Rule: “The equitable owners of a corporation … are personally liable when they treat the assets of the corporation as their own and add or withdraw capital from the corporation at will …; when they hold themselves out as being personally liable for the debts of the corporation …; or when they provide inadequate capitalization and actively participate in the conduct of corporate affairs.”-122

Arnold v. Browne—1972

Rule: “Evidence of inadequate capitalization is, at best, merely a factor to be considered by the trial court in deciding whether or not to pierce the corporate veil.”-123

Nillson, Robbins, v. Louisiana Hydrolec—1988

Rule: “the California Supreme Court has held that undercapitalization alone will justify piercing the corporate veil.”-124

B. Note on Fraudulent Transfers

1. “Under a legal rule that is closely related to piercing based on undercapitalization, a transfer by a corporation to a shareholder without an equivalent exchange can be recovered on the corporation’s behalf if the transfer left the corporation with unreasonably small capital to engage in its business.”-124

C. Further Note on Limited Liability

1. “limited liability encourages excessive entry and aggregate overinvestment in unusually hazardous industries.”-126

2. “The normal predicate for making a principal vicariously liable for a tort committed by his agent is that the principal had control over the agent’s physical activities and stood to benefit from those activities.  In publicly held corporations, however, management is vested in the board and the officers, not in the shareholders.”-126 

3. “This argument, however, does not justify limited liability to tort creditors in corporations that are not publicly held, in which control and ownership are usually intertwined.  Two classes of corporations normally fall into this category: corporations whose shares are owned by only a few shareholders (‘close corporations’), and subsidiaries that are wholly or mostly owned by a parent corporation.”-126

4. It has been argued that shareholders should be subjected to pro rata liability for the corporation’s torts.  “[U]nder pro rata shareholder liabilty each shareholder would be liable to a corporation’s tort creditors only for that portion of the creditors’ claims that equalled the shareholder’s pro rata holding of the corporation’s shares.  Thus shareholders would have individual liability to tort creditors, but not unlimited liability.”-127

Sea-Land Services, Inc. v. Pepper Source 1—1991
Issue: Whether the owner of several separate corporations may be held personally liable for an unsatisfied judgment against one of his corporations that has since “dissolved”? YES

Rule: Under Van Dorn Co. v. Future Chemical and Oil Corp., “a corporate entity will be disregarded and the veil of limited liability pierced when two requirements are met: “first, there must be such unity of interest and ownership that the separate personalities of the corporation and the individual [or other corporation] no longer exist; and second, circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice.”-130

With respect to the determination whether to disregard the separate corporate entities of several corporations, 4 factors must be analyzed: “(1) the failure to maintain adequate corporate records or to comply with corporate formalities, (2) the commingling of funds or assets, (3) undercapitalization, and (4) one corporation treating the assets of another corporation as its own.”-130

Sea-Land Services, Inc. v. Pepper Source 2—1993

Issue: Whether P provided sufficient evidence to satisfy the second Van Dorn standard?

Holding: Yes.  “Sea-Land adduced sufficient evidence at trial to establish additional wrongs to justify piercing the corporate veil.”-134

VII. Equitable Subordination of Shareholder Claims

A. Note on Equitable Subordination of Shareholder Claims

1. “Under the doctrine of equitable subordination, when a corporation is in bankruptcy the claim of a controlling shareholder may be subordinated to other claims, including the claims of preferred shareholders, on various equitable grounds.”-136

2. Taylor v. Standard Gas & Electric Co.—“The Court in this case subordinated a parent’s claim as a creditor of subsidiary to the claims of other creditors and of preferred stockholders, because of the improper management of the subsidiary by the parent for the benefit of the parent and because the subsidiary had been inadequately capitalized.”-136

3. “As compared with denying to a shareholder his privilege of limited liability, the equitable remedy of subordination is much less drastic: it simply takes an investment already made, and denies it the status of a creditor’s claim on a parity with outside creditors, whereas imposing liability for corporate debts undermines the essential premise of limited liability—that a shareholder’s risk is limited to the amount of his investment.”-136

B. Note on Transfers Made by a Corporation Without an Equivalent Exchange

1. “Under the Bankruptcy Act, a transfer by a corporation to its shareholders without an equivalent exchange—for example, a dividend—can be recovered on the corporation’s behalf, even if the corporation was solvent at the time of the transfer, if the corporation ‘was engaged in business or a transaction, for which any property remaining with the debtor was an unreasonably small capital.’”-137

VIII. The Corporate Entity and the Interpretation of Statutes and Contracts

A. United States v. Milwaukee Refrigerator Transit Co.—In that case, a statute prohibited railroads from giving rebates to shippers.  The statute was held applicable to a corporation that was not a shipper, but was formed by shipper’s officers and shareholders for the purpose of obtaining what amounted to rebates.  The Court held that “a corporation will be looked upon as a legal entity as a general rule, and until sufficient reason to the contrary appears; but, when the notion of legal entity is used to defeat public convenience … the law will regard the corporation as an association of persons.’”-138

B. Anderson v. Abbot—In that case, a statute made a shareholder in a national bank liable for the debts of the bank ‘to the amount of his stock therein, at the par value thereof in addition to the amount invested in such stock.’  “The Supreme Court concluded that the parent’s shareholders would be deemed shareholders of the bank for the purpose of the statute, on the ground that to hold otherwise would permit that purpose to be undercut.”-138

IX. The Classical Ultra Vires Doctrine

A. Introductory Note

1. “Under the classical theory of corporate existence, the corporation is regarded as a fictitious person, endowed with life and capacity only insofar as provided in its charter.”-138

2. “Transactions outside that sphere were characterized by the courts as ‘ultra vires’ (beyond the corporation’s power) and unenforceable—unenforceable against the corporation because beyond the corporation’s powers, and unenforceable by the corporation on the ground of lack of mutuality.”-139

3. Ashbury Railway Carriage & Iron Co. v. Riche—Riche contracted to build a railroad for Ashbury, and after it had “dome some of the work, Ashbury repudiated the contract.  Riche brought suit.  The House of Lords held for Ashbury on the ground that it lacked the power under its charter to build a railroad, and therefore lacked the power to contract for that purpose.”-139

4. “The original purpose of the ultra vires doctrine seems to have been to protect the public or the state from unsanctioned corporate activity.”-139

5. “Present-day statutes … empower[ ] corporations to become partners.”

6. The erosion of the ultra vires doctrine came about as a result of several factors: 

a. “It was established even in early cases that corporate powers could be implied as well as explicit.”-141

b. “Generally speaking, ultra vires was not a defense at all to tort or criminal liability, and in areas where it was a defense it could not be used to reverse completed transactions.”-141

c. “Even as applied to executory contracts, the ambit of the doctrine was limited.”-141

d. “Under American law, at least, unanimous shareholder approval barred the ultra vires defense unless creditors would be injured.”-141

e. “The final source of erosion of the ultra vires doctrine was the decreasing significance of the certificate of incorporation as a limit on the corporation’s purposes and powers.”-141

Goodman v. Ladd Estate Co.—1967 

Issue: Whether the fact that a loan executed prior to the presence of the current owner was ultra vires the corporation precludes its enforcement by a creditor? NO

Rule: “If a shareholder himself has participated in the ultra vires act he cannot thereafter attack it is ultra vires.”-144

f. Inter-Continental Corp. v. Moody—A Texas corporation guaranteed a note given by Shively, its president, to Moody.  Moody knew or should have known that the guarantee was for Shively’s personal benefit.  Shively lost control of the corporation, and Moody filed suit on the guarantee.  Inter-Continental claimed ultra vires, and “also arranged for a minority shareholder to intervene for the purpose of enjoining payment of the note on the same ground….  The court held that a defense of ultra vires by the corporation is barred under the statute even if the third party actually knew that the corporation lacked authority to enter into the transaction.  However, the court continued, a shareholder can intervene to enjoin an ultra vires act even if he has been solicited to do so by the corporation, provided the shareholder is not the corporation’s agent.”-145

X. The Objective and Conduct of the Corporation

A. The Shareholders’ Interests

1. Hu, New Financial Products, the Modern Process of Financial Innovation, and the Puzzle of Shareholder Welfare

a. “The most basic principle of corporate law is that a corporation is to be primarily run for the pecuniary benefit of its shareholders.”-146

b. “The traditional conception of the basic pecuniary goals of a corporation is based on the simple premise that what is good for the corporation is good for the shareholder.”-146

c. “The traditional conception is based on two related assumptions.  First, accounting-based measures such as earnings or earnings per share are appropriate indicators of corporate performance.  Second, the welfare of a shareholder is largely coincident with the welfare of the corporation.”-146

d. “the second assumption underlying the traditional conception, that the welfare of the corporation is coincident with the welfare of its shareholder, is also fundamentally flawed.”-146

e. “Most academics now believe that shareholder wealth maximization is the basic pecuniary objective of the modern publicly held corporation.”-147

B. Interests Other than Maximization of the Shareholders’ Economic Wealth

1. Dodge v. Ford Motor Co.—“Ford had been incorporated in 1903 with a capital of $150,000, and in 1908 the capital was increased to $2 million.  Henry Ford owned 58% of Ford’s stock and controlled the board; the two Dodge brothers owned 10%, and five other shareholders owned the balance.  From 1908 on, Ford Motor had paid a regular annual dividend of $1.2 million, and between December 1911 and October 1915 it paid special dividends totaling $41 million.  At the close of its July 31, 1916 fiscal year, Henry Ford, who controlled the board, declared it to be the settled policy of the company not to pay in the future any special dividends, but to put back into the business for the future all of the earnings of the company, other than the regular dividend of $1.2 million.”

2. “The Dodge brothers then brought an action, whose objects included compelling a dividend equal to 75% of the accumulated cash surplus, and restraining a proposed expansion of Ford Motor’s facilities.  The trial court ordered Ford Motor to declare a dividend of $19.3 million--equal to half its cash surplus as of July 31, 1916, minus special dividends paid between the time the complaint was filed and July 31, 1917.  The Michigan Supreme Court affirmed this portion of the trial court’s decree: ‘A business corporation is organized and carried on primarily for the profit of the stockholders.  The powers of the directors are to be employed for that end.  The discretion of directors is to be exercised in the choice of means to attain that end and does not extend to a change in the end itself, to the reduction of profits or to the nondistribution of profits among stockholders in order to devote them to other purposes.”-150

A.P. Smith Mfg. Co. v. Barlow—1953 

Issue: Whether a corporation’s shareholders may lawfully enjoin the board of directors from donating money to charitable institutions? NO

Rule: The “common-law rule … [is] that those who managed the corporation could not disburse any corporate funds for philanthropic or other worthy public cause unless the expenditure would benefit the corporation.”-153

Two state statutes expressly “empowered corporations acting singly or with others to contribute reasonable sums to [charitable] institutions, provided, however, that the contribution shall not be permissible if the donee institution owns more than 10% of the voting stock of the donor and provided, further, that the contribution shall not exceed 1% of capital and surplus unless the excess is authorized by the stockholders at a regular or special meeting.”-155

3. Credit Lyonnais Bank Nederland, N.V. v. Pathe Communications Corp.—“At least where a corporation is operating in the vicinity of insolvency, a board of directors is not merely the agent if the residual risk bearers [that is, the shareholders], but owes its duty to the corporate enterprise.”-158

XI. The Nature of Corporate Law

A. M. Eisenburg, the Structure of the Corporation 1

1. “Corporate law is constitutional law; that is, its dominant function is to regulate the manner in which the corporate institution is constituted, to define the relative rights and duties of those participating in the institution, and to delimit the powers of the institution vis-à-vis the external world.”

B. M. Eisenburg, The Structure of Corporation Law

1. “A corporation is a profit-seeking enterprise of persons and assets organized by rules.”-159

2. “Viewed in terms of their form, [the rules that concern the internal organization of the corporation and the conduct of corporate actors] fall into three basic categories.  Enabling rules give legal effect to rules that corporate actors adopt in a specified manner.  Suppletory or default rules govern defined issues unless corporate actors adopt other rules in a specified manner.  Mandatory rules govern defined issues in a manner that cannot be varied by corporate actors.”-159

3. “[Viewed in terms of their subject matter, these rules also fall into three categories.]  Structural rules govern the allocation of decisionmaking power among various corporate organs and agents and the conditions for the exercise of decisionmaking power; the allocation of control over corporate organs and agents; and the flow of information concerning the actions of corporate organs and agents.  Distributional rules govern the distribution of assets (including earnings) to shareholders.  Fiduciary rules govern the duties of managers and controlling shareholders.  These three types of rules [may] be referred to collectively as constitutive rules [since taken together they make up the constitution of the corporation].”-160

C. Bratton, The Economic Structure of the Post-Contractual Corporation

1. “True to the Chicago tradition of law and neoclassical microeconomics, [Easterbrook & Fischel] tend to accord determinative force to the triumvirate of investor self-protection, market price, and market constraint.”-160

XII. Corporate Structure

A. Shareholdership in Publicly Held Corporations

1. The Traditional Model

a. “Until recently, corporation law reflected what might be called the traditional model of formal corporate decisionmaking.  Under this model, the board of directors manages the corporation’s business and makes business policy; the officers act as agents of the board and execute its decisions; and the shareholders elect the board and decide on ‘major corporate actions’ or ‘fundamental’ changes.”-166

2. Berle and Means

a. “Where shareholdership is highly dispersed, the corporation will be controlled not by the shareholders, but by management; that is what Berle & Means meant by the separation of ownership (which still lay with the shareholders) and control (which had shifted to management).”-167

b. “Professor Merritt Fox has concluded that about 75% of the nation’s industrial assets are controlled by the largest five hundred industrial corporations, and that these firms are responsible for a roughly comparable proportion of new investment.”-169

3. The Rise of Institutional Shareholders

a. “The modern data suggest that shareholdings are now somewhat concentrated even in such corporations.”-169

b. “The increased level of concentration is principally due to the rise and dramatic growth in shareholdings of institutional investors (that is, institutions that hold large amounts of stock, usually on others’ behalf), such as pension funds and mutual funds.”-169

c. “Moreover, most of the shareholdings held by institutional investors are held by a relatively small percentage of all such institutions.”-170

B. The Allocation of Legal Power Between Management and Shareholders

Charlestown Boot & Shoe Co. v. Dunsmore—1880 

Issue: Whether the directors of a corporation are liable for losses sustained as a result of their alleged negligence? NO

Rule: “The statute in question provides that “The business of every such corporation shall be managed by the directors thereof, subject to the by-laws and votes of the corporation, and under their direction by such officers and agents as shall be duly appointed by the directors or by the corporation.”-176

“The statute does not authorize a corporation to join another officer with the directors, nor compel the directors to act with one who is not the director.”-176

“The[  directors] are bound to use ordinary care and diligence in the care and management of the business of the corporation, and are answerable for ordinary negligence.”-176

1. People Ex Rel. Manice v. Powell—“In corporate bodies the powers of the board of directors are, in a very important sense, original and undelegated.”-177

a. “the individual directors making up the board are not mere employees, but a part of an elected body of officers constituting the executive agents of the corporation.”-177

b. “As a general rule the stockholders cannot act in relation to the ordinary business of the corporation, nor can they control the directors in the exercise of the judgment vested in them by virtue of their office.”-177

c. “The relation of the directors to the stockholders is essentially that of trustee and cestui que trust.”-177

d. “The corporation is the owner of the property, but the directors in the performance of their duty possess it, and act in every way as if they owned it.”-177

2. Note on Removal of Directors

a. Under the common law, (1) the “shareholders can remove a director for cause; (2) Shareholders cannot remove a director without cause, absent specific authority in the certificate of incorporation or by-laws; (3) The board cannot remove a director, with or without cause….”-178

b. “The common law rules have been significantly altered by statute in a number of states: (1) Some statutes permit the shareholders to remove a director without cause….  A few statues permit the shareholders to remove a director without cause if the certificate or by-laws so provide….  (2) Some statues permit the board to remove a director for cause … or for specified reasons such as conviction of a felony….  A few statutes permit the board to remove a director for cause or for specified reasons if the certificate of incorporation so provides.  (3) Some statues permit the courts to remove a director for specified reasons, such as fraudulent or dishonest acts.”-179

Schnell v. Chris-Craft Industries, Inc.—1971

Issue: Whether the directors of a corporation may lawfully change the scheduled date of a shareholders’ meeting in order to preclude or limit the effect of the shareholders’ planned proxy fight?

Holding: No.  The “advancement by directors of the by-law date of a stockholders’ meeting, for such purposes, may not be permitted to stand.”-180

XIII. Corporate Structure (Continued)

A. A.A. Berle  G. Means, The Modern Corporation and Private Property—“the thesis [is] that all powers granted to a corporation or to the management of a corporation, or to any group within the corporation, whether derived from statute or charter or both, are necessarily and at all times exercisable only for the ratable benefit of all the shareholders as their interest appears.”-181

Blasius Industries, Inc. v. Atlas Corp.-1988

Issue: Whether “the board, even if it is acting with subjective good faith (which will typically, if not always, be a contestable or debatable judicial conclusion), may validly act for the principal purpose of preventing the shareholders from electing a majority of new directors”?

Holding: No.  The board’s “December 31 action constituted an offense to the relationship between corporate directors and shareholders that has traditionally been protected in courts of equity.  As a consequence, I conclude that the board action … was invalid and must be voided.”-182

Rule: “[A] board may take certain steps … that have the effect of defeating a threatened change in corporate control, when those steps are taken advisedly, in good faith pursuit of a corporate interest, and are reasonable in relation to a threat to legitimate corporate interests posed by the proposed change in control.”-186

B. Note on Weighed Voting in Publicly Held Corporations

1. “In the majority of publicly held corporations, only common shareholders have voting rights, and each share of common stock carries one vote.  However, voting rights can be conferred on preferred stock or even on bonds, and corporations may have two or more classes of common, each with different voting rights.”-191

2. “Such structures are sometimes referred to as duel class common, super voting stock, or weighted voting.”-191

C. The Legal Structure of Management (I): The Board of Directors and the Officers

1. Note on the legal structure of the corporation

a. “Under the traditional legal model of the corporation, however, the officers are agents not of the shareholders but of the board, while the board itself is conceived of not strictly as an agent of the shareholders but as an independent institution.”-193

b. “It has become increasingly clear … that in practice the board rarely performs either the management or the policymaking functions.”-193

c. “In the publicly held corporation, policymaking, like management, is an executive function [performed by officers].”-194

D. The Legal Structure of Management (II): Composition and Committees of the Board in Publicly Held Corporations

1. Note on formalities required for action by the board

a. “The validity of an action by the board of directors is governed by rules concerning the formalities required for meeting, notice, quorum, and voting.”-195

b. “the rules concerning the validity of board action … can be stratified at three levels.  At the first level are rules that lay down a basic model of board action.  At the second level are rules that explicitly permit variations in the basic model.  At the third level are rules that govern the consequence of noncompliance with rules at the first two levels.”

c. Level 1: The Basic Model

i. “Under the basic model the board of directors … can act only at a duly convened meeting at which a quorum is present.”-196

ii. “Formal notice is not required for a regular board meeting….  In the case of a special meeting, however, notice of date, time, and place must be given to every director.”-196

iii. “A quorum consists of a majority of the full board (that is, a majority of the authorized number of directors).”-197

iv. “Assuming that a quorum is present when a vote is taken, the affirmative vote of a majority of those present—not a majority of those voting—is required.”-197

d. Level 2: Explicitly Approved Variations

i. “Most statutes provide that a meeting of the board can be conducted by … any … means of communication through which all participating directors can simultaneously hear each other.  Of more importance, most permit board action to be accomplished by unanimous written consent, without a meeting of any kind.”-197

ii. “Most statutes provide that notice can be waived in writing before or after a meeting, and that attendance at a meeting constitutes a waiver unless the director attends merely to protest against holding the meeting.”-197

iii. “A majority of statutes permit the certificate of incorporation or bylaws to require a greater number for a quorum than a majority of the full board.”-197

iv. “Most statutes provide that the articles or bylaws can require a greater than majority vote for board action.”-197

e. Level 3: Consequences of Noncompliance

i. “Under the conditions of the shareholder-acquiescence model, all the shareholders have acquiesced, in their directorial or shareholder capacities, either to the transaction or to a practice of informal action.”-199

ii. “True, the usual rule is that a corporation is not bound by an officer’s conduct in the absence of actual apparent authority.”

iii. “Today, many cases involving unanimous informal approval probably fall under the statutory rule that such approval is effective if it is in writing.”-200

iv. “Other cases decided in jurisdictions that have unanimous written consent statutes have held the corporation bound by unanimous oral consent.”-200

v. “Suppose … that a majority of the directors approve a transaction, explicitly or by acquiescence, but the remaining directors lack knowledge of the transaction.  Some courts have refused to hold the corporation liable under these circumstances….  Other courts have held the corporation liable….”-201

vi. “In some cases involving informal approval by only a majority of the directors, the courts have held the corporation liable simply because a majority of the shareholders had approved or acquiesced in the transaction.”-201 

E. Authority of Corporate Officers

1. Note on the authority of corporate officers

a. “Apparent authority will often rest largely on position, because a third party can normally assume that an officer has the authority customarily vested in persons holding the position in question.”-202

b. The President

i. Lee v. Jenkins Bros.—“The rule most widely cited is that the president only has authority to bind his company by acts arising in the usual and regular course of business but not for contracts of an ‘extraordinary’ nature.”-203

ii. Among the boundaries preventing the President’s action are: “declaration of dividends….”-204

iii. “among the elements to be taken into account for purposes of determining what constitutes an ‘extraordinary’ action … are the economic magnitude of the action in relation to corporate assets and earnings, the extent of risk involved, the timespan of the action’s effect, and the cost of reversing the action.”-205

iv. “The president’s actual authority may be found in the certificate of incorporation, the by laws, or board resolutions, … or may derive from a pattern of past acquiescence by the board, … or from the board’s acquiescence in or ratification of a specific transaction.”-205

c. Chairman of the board

i. “the actual authority of the chairman varies enormously.  ‘It is an office in evolution assuming different roles in different corporations.’”-206

d. Vice-presidents

i. “Under the relatively strict outlook of the earlier cases, a vice president had little or no apparent authority.”-206

e. Secretary

i. “The secretary has apparent authority to certify the records of the corporation, including resolutions of the board.”-206

F. Formalities Required for Shareholder Action

1. Note on formalities required for shareholder action

a. “All of the statutes contemplate that a corporation will hold an annual meeting of shareholders.  Notice of place, time, and date is required for the annual meeting and for any special meeting.  The notice of a special meeting must also describe the purpose for which the meeting is called.”-207

b. “notice of a meeting is given not to those persons who are beneficial owners of stock on the date of the meeting, but to those persons who are shareholders of record on a designated record date prior to the meeting.”-207

c. “Under most of the statutes a majority of the shares entitled to vote is necessary for a quorum, unless the certificate of incorporation sets a higher or lower figure.”-207

d. “Under most statutes, the affirmative vote of a majority of the shares represented at a meeting is required for shareholder action on ordinary matters.”-207

e. “Structural changes, such as certificate amendment, merger, sale of substantially all assets, and dissolution, usually require approval by a majority or two thirds of the outstanding voting shares, rather than a majority of those present or voting at the meeting.”-208

f. “The election of directors requires only a plurality vote—that is, those candidates who receive the highest number of votes are elected, up to the maximum number to be chosen at the election, even if they receive less than a majority of the votes present at the meeting.”-208

g. “The statutes typically permit the shareholders to act by written consent in lieu of a meeting.”-208

h. “Cumulative voting for directors is required by some states, and is sometimes voluntarily adopted even when not required.”-208

2. H. Marsh & R. Finkle, Marsh’s California Corporation Law § 11.2—“In voting cumulatively, a shareholder casts for any one or more candidates a number of votes greater than the number of his shares.  The number of votes a shareholder is entitled to cast cumulatively is calculated by multiplying the number of votes to which his shares are entitled by the number of directors to be elected.”-208

a. X = S x D + 1 (vote)

 N + 1

b. “In this formula X is the number of shares required to elect a specified number of directors (D); S is the number of shares which are voted at an election of directors; N is the total number of directors who will be elected.”-209

XIV. Shareholder Informational Rights and Proxy Voting

A. Shareholder Informational Rights Under State Law

1. Inspection of Books and Records

Compaq Computer Corp. v. Horton—1993

Issue: Whether “a shareholder states a proper purpose for inspection under our statute in seeking to solicit the participation of other shareholders in legitimate non-derivative litigation against the defendant corporation”?

Holding: Yes.  “[W]e are satisfied that the purpose for which Horton seeks to inspect the stock ledger and related materials is not adverse to the legitimate interests of the company,” and is therefore ‘proper.’-216

Rule: “Any stockholder … shall, upon written demand under oath stating the purpose thereof, have the right during the usual hours for business to inspect for any proper purpose the corporation’s stock ledger….  A proper purpose shall mean a purpose reasonably related to such person’s interest as a stockholder.”-214 8 Del.C. § 220(b).

“the corporation bears the burden of proving that the demand is for an improper purpose.”-214

“If there is any doubt, it must be resolved in favor of the statutory right of the stockholder to have an inspection.”-214

“even though a purpose may be reasonably related to one’s interest as a stockholder, it cannot be adverse to the interests of the corporation.”-215

“In this respect, it becomes clear that a stockholder’s right to inspect and copy a stockholder list is not absolute.  Rather, it is a qualified right depending on the facts presented.”-215

2. Note on the shareholder’s inspection rights

a. “At common law, a shareholder ‘acting in good faith for the purpose of advancing the interests of the corporation and protecting his own interest as a stockholder’ has a right to examine the corporate books and records at reasonable times.”-218

b. “The general rule is that the shareholder has the burden of alleging and proving good faith and proper purpose.”-218

c. “the statutes supplement the common law, so that a suit for inspection that does not fall within the statute can still be brought under the common law.”-219

3. Note on proper purpose

a. State ex rel. Pillsbury v. Honeywell, Inc.—Pillsbury was a shareholder of Honeywell, but only purchased stock because he opposed the Vietnam War, and sought to dissuade Honeywell from producing munitions.  Pillsbury requested the shareholder ledger and “all corporate records dealing with weapons and munitions manufacture.”  Pillsbury “argued that the desire to communicate with fellow shareholders was per se a proper purpose.  Honeywell argued that a proper purpose contemplates a concern with investment return.  Held, for Honeywell.”-219

b. “As a practical matter, the courts are understandably much readier to grant access to stockholder lists and the like than to grant access to otherwise confidential financial and business information, such as internal data and contracts.”-220

B. Shareholder Informational Rights Under Federal Law and Stock Exchange Rules

1. An overview of the SEC and the Securities Exchange Act

a. Securities and Exchange Commission, The Work of the SEC

i. “The U.S. Securities and Exchange Commission’s mission is to administer Federal securities laws that seek to provide protection for investors.”-222

ii. “The Commission is composed of five members: a Chairman and four Commissioners.  Commission members are appointed by the President, with the advice and consent of the Senate, for five-year terms.  The Chairman is designated by the President.”-222

b. Securities Exchange Act of 1934

i. “By this act, Congress extended the ‘disclosure’ doctrine of investor protection to securities listed and registered for public trading on our national securities exchanges.  Thirty years later, the Securities Act Amendments of 1964 extended disclosure and reporting provisions to equity securities in the over the counter market.”-223

2. An over view of the stock markets

a. “Financial markets can be classified as either money markets or capital markets.  Short term debt securities of many varieties are bought and sold in money markets.”-224

b. “the New York Stock Exchange, for example, is a capital market.”-224

c. “The money market is a dealer market.  Generally speaking, dealers buy and sell something for themselves….”-224

d. “The term primary market refers to the original sale of securities by governments and corporations.  The secondary markets are where these securities are bought and sold after the original sale….”-224

e. “In a primary market transaction, the corporation is the seller, and the transaction raises money for the corporation….”-224

f. “A secondary market transaction involves one owner or creditor selling to another.”-224

g. “There are two kinds of secondary markets: auction markets and dealer markets….”-224

h. “Dealer markets in stocks and long term debt are called over the counter (OTC) markets.”-224

i. “Auction markets differ from dealer markets in two ways.  First, an auction market or exchange, unlike a dealer market, has a physical location (like Wall Street).  Second, in a dealer market most of the buying and selling is done by the dealer.”-225

j. “The equity shares of most … large firms in the Untied States trade in organized auction markets.  The largest such market is the New York Stock Exchange (NYSE)….  Other auction exchanges include the American Stock Exchange (AMEX) and regional exchanges such as the Midwest Stock Exchange.”-225

k. “In 1971, the National Association of Securities Dealers (NASD) made available to dealers and brokers an electronic quotation system called NASDAQ (NASD Automated Quotation system, pronounced ‘naz-dak’).  There are roughly three times as many companies on NASDAQ as there are on NYSE, but they tend to be much smaller in size and trade less actively.”-225

l. “Stocks that trade on an organized exchange are said to be listed on that exchange.”-225

3. Periodic Disclosure Under the Securities Exchange Act

a. Note on reporting by registered corporations

i. “The Securities Exchange Act addresses the informational deficiencies in state law by imposing reporting requirements on corporations registered under section 12.  Under section 13 of the Act, and the rules promulgated thereunder, such corporations must file a Form 10-K annually, a Form 10-Q quarterly, and a Form 8-K within 15 days after the occurrence of certain specified events.”-226

ii. “A limitation on the usefulness of the reporting requirements under the Securities Exchange Act is that the required reporting is not both comprehensive and timely.”-226

iii. “The disclosure required by the Securities Exchange Act’s reporting requirements is sometimes called ‘structured’ disclosure….”-226

4. Disclosure Under Stock Exchange Rules

C. The Proxy Rules (I): An Introduction

1. Note on Terminology

a. ”Proxy holder.  A person authorized to vote shares on a shareholder’s behalf.”-228

b. “Proxy, or form of proxy.  The instrument in which such an authorization is embodied.”-228

c. “Proxy solicitation.  The process by which shareholders are asked to give their proxies.”-228

d. “Proxy statement.  The written statement sent to shareholders as a means of proxy solicitation.”-228

e. “Proxy materials.  The proxy statement and form of proxy.”-228

2. Note—An overview of the proxy rules

a. “Proxy voting is the dominant mode of shareholder decisionmaking in publicly held corporations.”-228

i. The justifications for this are: geographic dispersal of shareholders; most shareholders’ principal business is not investment; and physical attendance is not economical or practical.-228

b. “Rule 14a-2 provides that the Proxy Rules ‘apply to every solicitation of a proxy with respect to securities registered pursuant to section 12 of the Act,’ with certain exceptions, such as ‘any solicitation made otherwise than on behalf of the registrant where the total number of persons solicited is not more than ten.”-229

c. “One purpose of the Proxy Rules is to require full disclosure in connection with transactions that shareholders are being asked to approve, such as mergers, certificate amendments, or election of directors.”-230

d. “The Proxy Rules also require certain forms of annual disclosure.”-230

e. “Proxy Rule 14a-11 regulates proxy contests, in which insurgents try to oust incumbent directors.”-230

f. “Two Proxy Rules, 14a-7 and 14a-8, provide mechanisms through which the stockholders can communicate with each other.”-231

g. “Still another purpose of the Proxy Rules is to regulate the mechanics of proxy voting itself.”-231

3. Form of Proxy

a. Note on the 1992 revisions of the proxy rules

i. “In 1992, the SEC radically revised the Proxy Rules, principally to make it easier for shareholders—especially institutional shareholders—to communicate with each other.”-231

ii. “The Release … created a new safe harbor rule (Rule 14a-2(b)(1)) to exclude from the definition of ‘solicitation’ communications between shareholders that did not solicit proxy voting authority and that were sent by persons who had no material economic interest in the solicitation (other than their interest as shareholders).”-231

iii. “The Release amended Rules 14a-11(d) and 14a-12, to permit a person to contest an election of directors or to oppose a nonelection matter prior to the delivery of a definitive proxy statement.”-231

iv. “The Release adopted new Rule 14a-3(f), which permits a party who has filed a definitive proxy statement with the SEC to broadcast or publish its communications in advertisements, speeches, or columns, without preceding such communications with copies of the definitive proxy statement….”-231

v. “The Release also eliminated the prior requirement of a preliminary filing of soliciting materials (except for the preliminary filing of the proxy and the proxy statement).”-232

D. The Proxy Rules (II): Private Actions Under the Proxy Rules

1. Note on J.I. Case Co. v. Borak

a. “In J.I. Case Co. v. Borak … the Supreme Court held that a shareholder could bring either a direct or a derivative action for violation of the Proxy Rules, although neither the 1934 Act nor the Proxy Rules themselves explicitly provide for such an action.”-232

2. Note on Mills v. Electric Auto-Lite Co.

a. “In Mills v. Electric Auto-Lite Co., … the Supreme Court held that: Where the misstatement or omission in a proxy statement has been shown to be ‘material,’ … that determination itself indubitably embodies a conclusion that the defect was of such a character that it might have been considered important by a reasonable shareholder who was in the process of deciding how to vote.”-233

3. Note on TSC Industries v. Northway, Inc.

a. “In TSC Industries, Inc. v. Northway, Inc., … the Supreme Court addressed the issue of how materiality was to be defined….  The general standard of materiality that we think best comports with the policies of Rule 14a-9 is as follows: an omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.”-236
Virginia Bankshares, Inc. v. Sandberg—1991

Issue: Whether “a statement couched in conclusory or qualitative terms purporting to explain directors’ reasons for recommending certain corporate action can be materially misleading within the meaning of Rule 14a-9….”? YES

Whether “causation of damages compensable under § 14(a) can be shown by a member of a class of minority shareholders whose votes are not required by law or corporate bylaw to authorize the corporate action subject to the proxy solicitation”? NO

Rule: Section “14(a) as implemented by SEC Rule 14a-9, … prohibits the solicitation of proxies by means of materially false or misleading statements.”-237

“Under § 14(a), … a plaintiff is permitted to prove a specific statement or reason knowingly false or misleadingly incomplete, even when stated in conclusory terms.”-242

However, “disbelief or undisclosed motivation, standing alone, [is] insufficient to satisfy the element of fact that must be established under § 14(a).”-242

“Only when the inconsistency would exhaust the misleading conclusion’s capacity to influence the reasonable shareholder would a § 14(a) action fail on the element of materiality.”-243

4. Note on the Standard of Fault in Private Actions Under the Proxy Rules

a. “In the leading case of Gerstle v. Gamble-Skogmo, Inc., … where the proxy statement was issued in connection with a proposed merger, the Second Circuit, in an opinion written by Judge Friendly, held that negligence sufficed to establish liability under Rule 14a-9.”-245

b. “The Supreme Court has three times explicitly taken note of the position of Gerstle and other cases that scienter is not an element of liability under § 14(a), and has each time declined to address the issue.”-246

E. The Proxy Rules (III): Shareholder Proposals

1. Note on No-Action Letters Interpreting Rule 14a-8(c)(7)

a. “Rule 14a-8(d) provides that if management believes a shareholder proposal can be excluded from the corporation’s proxy statement under Rule 14a-8, it must submit to the SEC staff a statement of the reasons why it deems omission of the proposal to be proper.  If the staff agrees with management’s statement, it sends management a ‘no action letter’—that is, a letter stating that if the shareholder proposal is omitted, no action will be taken by the SEC.”-247

Roosevelt v. E.I. DuPont de Nemours & Co.—1992

Issue: Whether “a shareholder ha[s] an implied right of action under section 14(a) of the Act and Commission Rule 14a-8 when a company refused to include the shareholder’s proposal in proxy materials”? YES

Whether the P’s proposal attempts to affect the D’s “ordinary business operations” under Rule 14a-8(c)(7), and is therefore justifiably excludable by the D? YES

Rule: “[A] private right of action is properly implied from section 14(a) of the Securities Exchange Act of 1934 … to enforce a company’s obligation to include shareholder proposals in annual meeting proxy materials.”-247

Where a shareholder proposal is related to “the conduct of the [company’s] ordinary business operations,” it is justifiably excludable by the company.

2. Note on Empirical Data Concerning Shareholder Proposals

a. “Shareholder resolutions are conventionally divided into social-policy resolutions and corporate-governance resolutions.”-254

b. “the most celebrated issues today tend to concern corporate governence.”-254

F. Proxy Contests

Rosenfeld v. Fairchild Engine and Airplane Corp.—1955

Issue: Whether the directors of a corporation may legitimately spend corporate money on the expenses incident to a proxy contest, to reimburse the old board, as well as themselves? YES

Rule: “In a contest over policy, as compared to a purely personal power contest, corporate directors have the right to make reasonable and proper expenditures, subject to the scrutiny of the courts when duly challenged, from the corporate treasury for the purpose of persuading the stockholders of the correctness of their position and soliciting their support for policies which the directors believe, in all good faith, are in the best interests of the corporation.  The stockholders, moreover, have the right to reimburse successful contestants for the reasonable and bona fide expenses incurred by them in any such policy contest, subject to like court scrutiny.”-257

1. J. Heard & H. Sherman—Conflicts of Interest in the Proxy Voting System

a. “Very few contested elections are run without the aid of professional proxy solicitors.  Because of their experience and personal contacts in the investment community and at proxy departments of brokerage houses and banks, professional solicitors usually are able to generate a higher vote turnout than issuer companies can do by themselves.”-266

b. “When engaged by management or a dissident during a contested election, a solicitor’s services are invaluable.  The solicitor handles all the physical requirements of the proxy campaign.  It identifies beneficial owners, mails the proxy material to record-holders, makes sure that beneficial owners have received proxy material from the record-holder bank or broker, rounds up late votes with phone calls or follow-up mailings, and tabulates the vote for management or the dissident.”-266

XV. The Special Problems of Close Corporations

A. A Brief Look Back at Partnership

1. Note on partnership law and corporate law

a. “a close corporation can be regarded as one whose shares are held by a relatively small number of persons…. “-269

b. “the close corporation resembles the partnership, which is also typically characterized by a small number of owners, as well as owner-management and nontransferability of ownership interests.”-269

c. “in recent years legislators and courts have increasingly looked to partnership-law norms in solving close-corporation-law problems.”

d. “For many purposes, both the Uniform Partnership Act (the ‘UPA’) and the Revised Uniform Partnership Act (‘RUPA’) operate only in the absence of an agreement by the partners on a given issue.”-269

e. “partnership law is essentially suppletory, that is, both the UPA and RUPA impliedly validate whatever arrangements the partners make between themselves, and provides rules to govern only those situations that the owners’ arrangements fail to cover.  The two basic rules are: (a) Absent contrary agreement, all partners have equal rights in the management and conduct of the partnership business…. (b) Absent contrary agreement, differences among the partners ‘as to ordinary matters connected with the partnership business’ are determined by a majority of the partners, but differences as to matters that are outside the scope of the partnership business, would be in conflict with the partnership agreement, or would make it impossible to carry on the ordinary business of the partnership, require unanimous consent.”-270

f. “Any partner has power to bind the partnership on a matter in the ordinary course of business, even if he has no authority in fact by virtue of the partnership’s internal arrangements, unless the third party with whom he deals knows that the partner has no authority in fact.”

g. “Absent contrary agreement, partnership profits are shared per capita, and no partner is entitled to a salary.”-270

h. “Partnerships are normally created for a limited term—frequently a relatively short term—and dissolution is easy.”-270

i. “Partners stand in a fiduciary relationship to each other.”-270

j. “The Internal Revenue Code generally taxes a partnership’s profits and losses to the individual partners, rather than to the partnership.”-270

k. “traditional corporate statutes are regulatory rather than suppletory.”

l. “Because shareholders as such have no right to participate in the management of the corporation’s business, they also have no apparent authority to bind the corporation.”-271

m. “Corporate profits are not shared except to the extent dividends are declared, and at that point are not shared per capita, but in proportion to stock ownership.”-271

n. “Absent contrary agreement, shares of stock—and the shareholder status they carry—are freely transferable.”-271

o. “Corporations are normally created for perpetual term, and dissolution is relatively difficult.”-271

p. “The traditional view (now changing in certain important respects) was that, shareholders do not stand in a direct fiduciary relationship to each other.”-271

q. “The Internal Revenue Code generally taxes profits and losses to the corporation, rather than to the individual shareholders.”-271

B. An Introduction to the Close Corporation

Donahue v. Rodd Electrotype Co.—1975

Issue: Whether the majority stockholders in a closely held corporation may offer to purchase the remaining shares for substantially less than they paid for their shares? NO

Rule: “We deem a close corporation to be typified by: (1) a small number of stockholders; (2) no ready market for the corporate stock; and (3) substantial majority stockholder participation in the management, direction and operations of the corporation.”-273
“Because of the fundamental resemblance of the close corporation to the partnership, the trust and confidence which are essential to this scale and manner of enterprise, and the inherent danger to minority interests in the close corporation, we hold that stockholders in the close corporation owe one another substantially the same fiduciary duty in the operation of the enterprise that partners owe to one another….  [w]e have defined the standard of duty owed by partners to one another as the ‘utmost good faith and loyalty.’”

When the corporation reacquiring its own stock is a close corporation, the purchase is subject to the additional requirement … that the stockholders, who … caused the corporation to enter into the stock purchase agreement, must have acted with the utmost good faith and loyalty to the other stockholders.”-276
1. Note on Legislative Strategies Toward the Close Corporation

a. There have been several statutory provisions aimed at close corporations, and several strategies for dealing with them.

i. “One legislative strategy is to make no special provision for close corporations as such, but to modify traditional statutory norms so that they will meet the needs of close corporations, although applicable to publicly held corporations as well.”-280

ii. “A second strategy, exemplified by the New York statute, is to follow the unified approach up to a point, but to add one or two important provisions that are applicable only to those corporations with defined shareholding characteristics.”-280

A. “N.Y.Bus.Corp.Law § 620(c) takes a definitional approach by authorizing certain kinds of certificate provisions ‘so long as no shares of the corporation are listed on a national securities exchange or regularly quoted in an over-the-counter market by one or more members of a national or affiliated securities association.”-280

iii. “Like the New York statute, the Delaware statute follows the unified approach up to a point, through various provisions that modify traditional statutory norms so that they will meet the needs of close corporations, although applicable to publicly held corporations as well.”-280

A. “The Delaware statute also contains, however, an integrated set of provisions, Subchapter XIV (§§ 341-356), which are explicitly made applicable only to corporations that both qualify for and elect statutory close-corporation status.”-281

B. “Under Del. Gen. Corp. Law § 342, a corporation can qualify for statutory close-corporation status if its certificate provides that: (1) All of the corporation’s issued stock of all classes, exclusive of treasury shares, shall be represented by certificates and shall be held of record by not more than a specified number of persons, not exceeding 30; and (2) All of the issued stock of all classes shall be subject to 1 or more of the restrictions on transfer permitted by § 202 of this title; and (3) The corporation shall make no offering of any of its stock of any class which would constitute a ‘public offering’ within the meaning of the United States Securities Act of 1933….”-281

C. “Under § 343, a corporation that qualifies for statutory close-corporation status can elect such status by adopting a heading in its certificate that states the name of the corporation and the fact that it is a close corporation.”-281

iv. “The California strategy is comparable to that of Delaware—that is, it involves a combination of (i) unified provisions that are particularly useful for close corporations but are not restricted to such corporations, and (ii) a systematic set of provisions applicable only to statutory close corporations.”-282

A. “California does not require the articles of a statutory close corporation to either restrict stock transfers or prohibit public offerings.  Instead, the articles need only provide that all of the corporation’s issued shares ‘shall be held of record by not more than a specified number of persons, not exceeding 35’; state that ‘This corporation is a close corporation’; and include the words ‘corporation,’ ‘incorporated,’ or ‘limited’ in the corporate name.”-282

C. Special Voting Arrangements at the Shareholder Level

Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling—1947
Issue: Whether an agreement between two minority shareholders to act jointly in voting for directors, and in the case of a disagreement, to be bound by the decision of a mutually selected arbitrator, is a valid “stock pooling agreement,” and thus requires specific performance? YES

Rule: An arbitrator chosen to decide “deadlocks” between shareholders may permissibly function as an irrevocable proxy as long as one of the parties supports the arbitrator’s decision.

1. Note on Irrevocable Proxies

a. “Classically a proxy has been treated as an agency, in which the shareholder is the principal and the proxyholder is the agent.  It is a rule of agency, however, that a principal can terminate an agent’s authority at will, even if the termination is in breach of contract (although in such cases the principle may be liable to the agent in damages).”-293

b. “There is an exception to this rule in cases where the agent holds a ‘power coupled with an interest.’”-294

c. “Generally speaking, this exception is applicable to arrangements in which it is understood that the ‘agent’ or power-holder has an interest in the subject-matter to which the power relates, and is therefore expected not to execute the power solely on the power-giver’s behalf—the crux of the normal agency relationship—but on his own behalf as well.”-294

2. Note on Voting Trusts

a. “A voting trust is a device by which shareholders separate voting rights in, and legal title to, their shares from beneficial ownership, by conferring the voting rights and legal title on one or more voting trustees, while retaining the ultimate right to distributions and appreciation.”-295

b. “The creation of a voting trust normally involves (i) the execution of a written trust agreement between participating shareholders and the voting trustees, and (ii) a transfer to the trustee, for a specified period, of the shareholders’ stock certificates and the legal title to their stock.”-295

3. Classified Stock and Weighted Voting

a. Note on Classified Stock and Weighted Voting

i. “One of the simplest and most effective ways of assuring that all the participants or that particular minority shareholders will have representation on the board of directors is to set up two or more classes of stock, provide that each class is to vote for and elect a specified number or a stated percentage of the directors, and then issue each class or a majority of shares in each class to a different shareholder or faction of shareholders.”-296

ii. “A few statutes validate this technique explicitly (e.g., N.Y.Bus.Corp. Law § 703), and most of the remaining statutes validate it implicitly by providing that a corporation may have one or more classes of stock with such voting powers as shall be stated in the certificate.”-296

D. Agreements Controlling Matters Within the Board’s Discretion

McQuade v. Stoneham & McGraw—1934
Issue: Whether an agreement precluding any and all changes to the salaries, number of shares, amendments of by-laws, and amount of capital, or any other matters, without a unanimous vote, is valid and enforceable? NO

Rule: “a contract is illegal and void so far as it precludes the board of directors, at the risk of incurring legal liability, from changing officers, salaries or policies or retaining individuals in office, except by consent of the contracting parties.”-300

Galler v. Galler—1965
Issue: Whether the shareholders in a closely held corporation may by agreement provide for the management of the corporation in the future? YES

Rule: “Where … no complaining minority interest appears, no fraud or apparent injury to the public or creditors is present, and no clearly prohibitory statutory language is violated, [there is] no valid reason for precluding the parties from reaching any arrangements concerning the management of the corporation which are agreeable to all.”

E. Supermajority Voting and Quorum Requirements at the Shareholder and Board Levels

Benintendi v. Kenton Hotel—1945

Issue: Whether a corporate by-law requiring a unanimous vote before any shareholder action is void?

Whether a corporate by-law requiring a unanimous vote of the shareholders to elect directors is void?

Whether a corporate by-law requiring a unanimous vote of the directors before they act is void?

Whether a corporate by-law requiring a unanimous vote of the stockholders to amend the by-laws is void?

Holding: Yes.  “[T]his State has decreed that every stock corporation chartered by it must have a representative government, with voting conducted conformably to the statutes, and the power of decision lodged in certain fractions, always more than half, of the stock.”-310

Yes.  “[A] requirement, wherever, found, that there shall be no election of directors at all unless every single vote be cast for the same nominees, is in direct opposition to the statutory rule—that the receipt of a plurality of the votes entitles a nominee to election.”-309

Yes.  “A by-law requiring for every action of the board not only a unanimous vote of a quorum of the directors, but of all the directors, sets up a scheme of management utterly inconsistent with Sections 27 and 28.”-311

No.  “Once proper by-laws have been adopted, the matter of amending them is, we think, no concern of the State.”-312

F. Fiduciary Obligations of Shareholders in Close Corporations: Implied Understandings

Wilkes v. Springside Nursing Home, Inc.—1976

Issue: Whether the Ds’ failure to reelect the P to an officer position, and to grant him a salary, constitutes a breach of their fiduciary duty? YES

Whether the Ds possessed a legitimate business purpose for their actions? NO

Rule: “’stockholders’ in the close corporation owe one another substantially the same fiduciary duty in the operation of the enterprise that partners owe to one another.’”-318

“When an asserted business purpose for their action is advanced by the majority … we think it is open to minority stockholders to demonstrate that the same legitimate objective could have been achieved through an alternative course of action less harmful to the minority’s interest….  If called on to settle a dispute, our courts must weigh the legitimate business purpose, if any, against the practicability of a less harmful alternative.”-319

Nixon v. Blackwell—S.Ct. of Delaware—1993

Issue: Whether the Ds breached their fiduciary duties by pursuing a discriminatory liquidity policy that favors employee stockholders over non-employee stockholders through the ESOP and key man life insurance policies? NO

Rule: “It is well established in our jurisprudence that stockholders need not always be treated equally for all purposes.”-325
G. The Valuation of a Business

Piemonte v. New Boston Garden Corp.—Supreme Judicial Court of Mass.—1979

Rule: There is no general rule for this case (the court merely determined that the trial court judge used an appropriate valuation technique, but may have been mistaken on a few points).

H. Restrictions on the Transferability of Shares and Mandatory Sale Provisions

Allen v. Biltmore Tissue Corp.—N.Y. Ct. of Appeals—1957

Issue: Whether “the provision, according the corporation a right or first option to purchase the stock at the price which it originally received for it, amounts to an unreasonable restraint”?  NO

Rule: “The tendency is, as section 176 of the Personal Property Law implies, to sustain a restriction imposed on the transfer of stock if ‘reasonable’ and if the stockholder acquired such stock with requisite notice of the restriction.”-346

“As the cases … make clear, what the law condemns is, not a restriction on transfer, a provision merely postponing sale during the option period, but an effective prohibition against transferability itself.”-347

1. Note on restrictions on transferability and mandatory sales

a. “Although some of the earlier cases held that all restrictions on the transferability of shares constituted illegal restraints on alienation, the modern cases hold that ‘reasonable’ restrictions are valid and enforceable.  Three basic types of restrictions are commonly used in the context of the close corporation: (1) First refusals, which prohibit a sale of stock unless the shares have been first offered to the corporation, the other shareholders, or both, on the terms offered by the third party; (2) First options, which prohibit a transfer of stock unless the shares have been first offered to the corporation, the other shareholders, or both, at a price fixed under the terms of the option; and (3) Consent restraints, which prohibit a transfer of stock without the permission of the corporation’s board of shareholders.”-350

1. “Of these three basic types, the first refusal is obviously least restrictive in its impact on a shareholder who wants to sell his stock, and such provisions are widely upheld.”-350

2. “A consent restraint is obviously the most restrictive of the three basic types, and at one time such a restraint was almost certain to be deemed invalid.”-350

Gallagher v. Lambert—N.Y. Ct. of Appeals—1989

Issue: Whether P’s dismissed causes of action should be reinstated on the ground that a genuine issue of fact is inherent in the P’s termination, as an at-will employee, 21 days prior to the end of a buy-back provision in his written stock purchase agreement that permitted the company to spend less than $100,000 for stock valued at over $3,000,000? NO

Rule: “a minority shareholder in a close corporation, by that status alone, who contractually agrees to the repurchase of his shares upon termination of his employment for any reason, acquires no right from the corporation or majority shareholders against at will discharge.”-355

I. Dissolution for Deadlock

Wollman v. Littman—N.Y. S.Ct., App. Div., 1st Dept.—1970

Issue: Whether irreconcilable differences between all members of an equally divided board of directors requires dissolution? NO

Rule: “Irreconcilable differences even among an evenly divided board of directors do not in all cases mandate dissolution.”-362

1. Note on dissolution for deadlock

a. “A number of statutes provide for involuntary dissolution on a showing of deadlock.”-363

b. “The deadlock statutes are generally interpreted to make dissolution discretionary even when deadlock as defined in the statute is shown to exist, and the courts have often been reluctant to order the dissolution of a profitable corporation on deadlock grounds.”-363

J. Provisional Directors and Custodians

1. Thompson, The Shareholders Cause of Action for Oppression

a. “More than half of the states have added to the remedies available in shareholder disputes by providing for the appointment of a custodian.  About twenty states authorize a court to appoint a provisional director to help resolve shareholder disputes.”-364

K. Dissolution for oppression and mandatory buy out

Matter of Kemp & Beatley, Inc.—Ct. of Appeals of N.Y.—1984

Issue: Whether “the provision [under section 1104-a of the Business Corporation Law] for involuntary dissolution when the ‘directors or those in control of the corporation have been guilty of … oppressive actions toward the complaining shareholders’ was properly applied in the circumstances of this case’”? YES

Rule: “When the majority shareholders of a close corporation award de facto dividends to all shareholders except a class of minority shareholders, such a policy may constitute ‘oppressive actions’ and serve as a basis for an order made pursuant to section 1104-a of the Business Corporation Law dissolving the corporation.”-366

“oppression should be deemed to arise only when the majority conduct substantially defeats expectations that, objectively viewed, were both reasonable under the circumstances and were central to the petitioner’s decision to join the venture.”-371

“Under the terms of this statute, courts are instructed to consider both whether ‘liquidation of the corporation is the only feasible means’ to protect the complaining shareholder’s expectation of a fair return on his or her investment and whether dissolution ‘is reasonably necessary’ to protect ‘the rights or interests of any substantial number of shareholders’ not limited to those complaining….”-371

Meiselman v. Meiselman—N.C.—1983

Issue: What is the test for determining whether “it has been ‘established’ that liquidation is ‘reasonably necessary’ to protect the complaining shareholder’s ‘rights or interest’” in the corporation?
Rule: “We hold that a complaining shareholder’s ‘rights or interests’ in a close corporation include the ‘reasonable expectations’ the complaining shareholder has in the corporation.  These ‘reasonable expectations’ are to be ascertained by examining the entire history of the participants’ relationship.”-374

“In order for plaintiff’s expectations to be reasonable, they must be known to or assumed by the other shareholders and concurred in by them.”-374

1. Haynsworth, the effectiveness of involuntary dissolution suits as a remedy for close corporation dissension

a. “Three definitions of oppression have been used in the cases.”-374

1. “The first, drawn from English case law is: burdensome, harsh and wrongful conduct … a lack of probity and fair dealing in the affairs of a company to the prejudice of some portion of its members; or a visual departure from the standards from the standards of fair dealing, and a violation of fair play on which every shareholder who entrusts his money to a company is entitled to rely.”-375

2. “The second definition … is conduct that constitutes a violation of the strict fiduciary duty of ‘utmost good faith and loyalty’ owed by partners inter se.”-375

3. “The third definition of oppression … is conduct which frustrates the reasonable expectations of the investors.”-375

2. Note on the duty of care and the duty of loyalty in the closely held corporation

a. “Two major legal bulwarks for minority shareholders in publicly held corporations are the duty of care and the duty of loyalty imposed by law on corporate directors and officers.”-375

b. “To oversimplify somewhat, the duty of care renders a director or officer liable for certain types of managerial negligence, and the duty of loyalty renders a director or officer liable for unfair self-interested transactions with the corporation.  However, under the business judgement rule, a decision by an officer or director will not subject him to liability for violation of the duty of care, even if the decision is unreasonable, if it was taken in good faith, there was no self interest, the director or officer properly informed himself before making the decision, and the decision, was not so unreasonable as to be irrational.  Under the duty of loyalty, a self interested transaction will not subject a director or officer to liability if he made full disclosure and the transaction was objectively fair.”-376

3. Note on dissolution

a. “The evolution of the legal treatment of dissolution can, with some oversimplification, be divided into four stages.”-376

1. “First stage: dissolution granted only for deadlock and even then granted very sparingly.”-376

2. “Second stage: dissolution on the ground of the majority’s fault.”-377

3. “Third stage: dissolution on the ground of defeat of the minority’s reasonable expectations.”-377

4. “Fourth stage: dissolution converted into mandatory buyout.”

XVI. The Duty of Care

A. The basic standard of care; the duty to monitor

Francis v. United Jersey Bank—S.Ct. of N.J.—1981

Issue: Whether “a corporate director is personally liable in negligence for the failure to prevent the misappropriation of trust funds by other directors who were also officers and shareholders of the corporation.”-379 YES
Rule: Directors must “discharge their duties in good faith and with that degree of diligence, care and skill which ordinarily prudent men would exercise under similar circumstances in like positions.”-384

“As a general rule, a director should acquire at least a rudimentary understanding of the business of the corporation.  Accordingly, a director should become familiar with the fundamentals of the business in which the corporation is engaged.”-386

“While directors are not required to audit corporate books, they should maintain familiarity with the financial status of the corporation by a regular review of financial statements.”-387

In addition to the above duties, corporate directors will not be held liable for negligence unless their breach proximately caused the loss in question.-392

Aronson v. Lewis—Del.—1984

Rule: “Directors have a duty to inform themselves, prior to making a business decision, of all material information reasonably available to them.  Having become so informed, they must then act with requisite care in the discharge of their duties.”-397

1. Note on corporate criminal liability, the sentencing guidelines, and compliance programs

a. “A corporation can be found guilty of a crime by imputing to the corporation the acts and intent of agents who acted within the scope of their authority.”-399

b. To constitute an ‘effective program to prevent and detect violations of the law,’ a compliance program must be reasonably designed, implemented, and enforced….  The hallmark of an effective program is whether the corporation exercised due diligence in seeking to prevent and detect criminal conduct by its employees and other agents….  At a minimum, due diligence requires that the corporation must have taken the following seven steps:

1. Establish standards and procedures, reasonably capable of reducing the prospect of criminal conduct, to be followed by employees and other agents of the corporation.

2. Assign specific high level individuals overall responsibility to oversee compliance with the standards and procedures.

3. Exercise due care to not delegate substantial discretionary authority to those individuals whom the corporation knew or should have known have a propensity to engage in illegal activities.

4. Effectively communicate corporate standards and procedures to all employees and other agents through training programs or dissemination of written information.

5. Attempt to achieve compliance through the use of monitoring and auditing systems to detect criminal conduct by employees and agents and by having in place and publicizing a reporting system whereby employees and agents can report criminal conduct by others within the organization without fear of retribution.

6. Enforce standards to achieve compliance through appropriate disciplinary mechanisms.

7. Respond appropriately if an offense is detected and take steps to prevent additional similar offenses.”-400

XVII. The Duty to Make Inquiry

Bates v. Dresser--S.Ct.—1920
Issue: Whether the president and directors of a corporation neglected their duty by accepting the cashier’s statements of liabilities and failing to inspect the depositors’ ledger? YES and NO

Holding: “We are not prepared to reverse the finding of the master and the Circuit Court of Appeals that the directors should not be held answerable for taking the cashier’s statement of liabilities to be as correct as the statement of assets always was.”-403

“In accepting the presidency Dresser must be taken to have contemplated responsibility for losses to the bank, whatever they were, if chargeable to his fault.  Those that happened were chargeable to his fault, after he had warnings that should have led to steps that would have made fraud impossible, even though the precise form that the fraud would take hardly could have been foreseen.”-404

XVIII. The Business Judgment Rule

Kamin v. American Express Co.—N.Y. S.Ct., Special Term—1976

Issue: Whether minority shareholders may, in a derivative action suit, challenge the board of directors’ decision to declare a special dividend to be distributed to the shareholders? NO

Rule: “In actions by stockholders, which assail the acts of their directors or trustees, courts will not interfere unless the powers have been illegally or unconscientiously executed; or unless it be made to appear that the acts were fraudulent or collusive, and destructive of the rights of the stockholders.  Mere errors of judgement are not sufficient as grounds for equity interference, for the powers of those entrusted with corporate management are largely discretionary.”-406

“Courts will not interfere with such discretion unless it be first made to appear that the directors have acted or are about to act in bad faith and for a dishonest purpose.”-406

“The directors’ room rather than the courtroom is the appropriate forum for thrashing out purely business questions which will have an impact on profits, market prices, competitive situations, or tax advantages.”-407

“To allege that a director ‘negligently permitted the declaration and payment’ of a dividend without alleging fraud, dishonesty or nonfeasance, is to state merely that a decision was taken with which one disagrees.”-407

A. Note on the divergence of standards of conduct and standards of review in corporate law

1. “A standard of conduct states how an actor should conduct a given activity or play a given role.  A standard of review states the test a court should apply when it reviews an actor’s conduct to determine whether to impose liability or grant injunctive relief.  In many or most areas of law, standards of conduct and standards of review are identical.”-409

2. “Most courts, in applying the business judgment rule, have employed a standard that is much less searching than a reasonability standard, but nevertheless does involve some objective review of the quality of the decision, however limited.”-410

3. “Accordingly, the prevalent formulation of the standard of review of a substantive decision under the business judgment rule is that the decision must be ‘rational.’”-411

Smith v. Van Gorkum—S.Ct. of Del.—1985

Issue: Whether the board of directors acted within the scope of the business judgment rule in accepting on its face, without in-depth research, an offer to purchase the corporation, which appears to have been less than adequate in relation to subsequent offers? NO

Rule: The business judgement rule “is a presumption that in making a business decision, the directors of a corporation acted on an informed basis, in good faith and in the honest belief that the action taken was in the best interests of the company.”-420

“The determination of whether a business judgment is an informed one turns on whether the directors have informed themselves ‘prior to making a business decision, of all material information reasonably available to them.’”-420

“While the Delaware cases use a variety of terms to describe the applicable standard of care, our analysis satisfies us that under the business judgment rule director liability is predicated upon concepts of gross negligence.”-421

“We think the concept of gross negligence is also the proper standard for determining whether a business judgment reached by a board of directors was an informed one.”-421

XIX. Limits on Liability; Directors’ and Officers’ Liability Insurance

A. “In assessing the duties of directors and officers to act with care and lawfully, account must be taken of three elements that may serve to reduce or eliminate civil liability for breach of those duties: direct limits of liability; insurance; and indemnification.”-435

XX. The Duty of Loyalty

A. Self Interested transactions

1. Marsh, Are Directors Trustees?—Conflicts of Interest and Corporate Morality

a. Judicial review of the fairness of the transaction

1. “By 1960, … the general rule was that no transaction of a corporation with any or all of its directors was automatically voidable at the suit of a shareholder, whether there was a disinterested majority of the board or not; but that the courts would review such a contract and subject it to rigid and careful scrutiny, and would invalidate the contract if it was found to be unfair to the corporation….”-440

Lewis v. S.L. & E., Inc.—2d Cir.—1980

Issue: Whether the trial court erred in allocating to the plaintiff the burden of proving his claims of corporate waste? YES

Rule: “Under normal circumstances the directors of a corporation may determine, in the exercise of their business judgment, what contracts the corporation will enter into and what consideration is adequate, without review of the merits of their decisions by the courts.”-444

“But the business judgment rule presupposes that the directors have no conflict of interest.  When a shareholder attacks a transaction in which the directors have an interest other than as directors of the corporation, the directors may not escape review of the merits of the transaction.”-444

“a contract between a corporation and an entity in which its directors are interested may be set aside unless the proponent of the contract ‘shall establish affirmatively that the contract or transaction was fair and reasonable so as to the corporation at the time it was approved by the board….  Thus when the transaction is challenged in a derivative action against the interested directors, they have the burden of proving that the transaction was fair and reasonable to the corporation.”-445

2. Note on remedies for violation of the duty of loyalty

a. “The traditional remedies for violation of the duty of loyalty are restitutionary in nature.”-450

b. “The result of this restitutionary theory of remedies is that as a practical matter, the legal sanctions for violation of the duty of loyalty are much less severe than the legal sanctions for violation of the duty of care.  If D, a director or officer, violates his duty of care, he must pay damages although he made no gain from his wrongful action.”-450

c. “A director or officer who violates the duty of fair dealing may be required to repay the corporation any salary he earned during the relevant period in addition to making restitution of his wrongful gain.”-450

d. “Courts have sometimes awarded punitive damages against directors or officers who have breached their duty of loyalty.”

e. “a director or officer who violates the duty of fair dealing should normally be required to pay the counsel fees and other expenses incurred by the corporation in establishing the violation.”-451

Talbot v. James—S.Ct. of S.C.—1972

Issue: Whether “the fiduciary relationship existing between W.A. James as a stockholder, officer and director of Chicora Apartments, Inc., prevented him from contracting with the said corporation for his profit without first having disclosed the terms of the contract to the disinterested officers and directors of the corporation”? YES

Rule: “The officers and directors of the corporation stand in a fiduciary relationship to the individual stockholders and in every instance must make a full disclosure of all relevant facts when entering into a contract with said corporation.”-455

“when a director, in selling corporate property to himself, represents or joins in the representation of the corporation, the transaction is voidable at the option of the corporation, or others suing in its behalf, merely upon proof of the fact stated; but when the purchasing director abstains from participation in behalf of the corporation and it is properly represented by others who are personally disinterested, the transaction will stand under attack if the director made full disclosure, paid full value, and the corporation has not been imposed upon; and the burden is upon the director to establish these requisites by evidence.”-456

3. Note on the duty of loyalty

a. “Fairness requires not only that the terms of a self interested transaction be fair, but that entering into the transaction, even on fair terms, is in the corporation’s interest.”-461

XXI. Statutory Approaches

Cookies Food Products v. Lakes Warehouse—S.Ct. of Iowa—1988

Issue: Whether and under what circumstances corporate directors and officers may transact business with their corporation without breaching their fiduciary duties?

Rule: Under the common law, the rule is “Corporate directors and officers may under proper circumstances transact business with the corporation including the purchase or sale of property, but it must be done in the strictest good faith and with full disclosure of the facts to, and the consent of, all concerned.  And the burden is upon them to establish their good faith, honesty and fairness.  Such transactions are scanned by the courts with skepticism and the closest scrutiny, and may be nullified on slight grounds.”-467

Under section 496A.34, which this court is bound to follow, “No contract or other transaction between a corporation and one or more of its directors or any other corporation, firm, association or entity in which one or more of its directors are directors or officers or are financially interested, shall be either void or voidable because of such relationship or interest … if any of the following occur: (1) The fact of such relationship or interest is disclosed or known to the board of directors or committee which authorizes, approves, or ratifies the contract or transaction … without counting the votes … of such interested director.  (2) The fact of such relationship or interest is disclosed or known to the shareholders entitled to vote [on the transaction] and they authorize … such contract or transaction by vote or written consent.  (3) The contract or transaction is fair and reasonable to the corporation.”-468

“We … require directors who engage in self dealing to establish the additional element that they have acted in good faith, honesty, and fairness.”-468

XXII. Compensation and the Doctrine of Waste

A. Stock-related long term incentive programs

1. Non-qualified (nonstatutory) stock options

a. “the term ‘nonqualified stock option’ means a right granted to one or more employees or executives by a corporation (or by a parent or subsidiary corporation) to acquire shares of the corporation’s stock (or stock of a parent or subsidiary).  Nonqualified stock options derive their name from the fact that neither the options nor the shares issued upon exercise of the options satisfy the criteria of, or ‘qualify’ for, the special, and heretofore generally favorable, income tax treatment provided under the Code for incentive stock options (formerly ‘statutory’ or ‘qualified’ options).”-474

2. Incentive stock options

a. “To qualify for incentive stock option (ISO) treatment, a number of conditions must be satisfied, including the following: (1) the option must be issued pursuant to a written plan which specifies the total number of employees, or the class of employees, who are eligible to receive the options.  (2) The written plan must restrict the maximum aggregate fair market value of the stock, with respect to which any employee may exercise options, to no more than $100,000 during any calendar year.  (3) The plan must be approved by the shareholders, within twelve months before or after it is adopted by the board.  (4) The option must be granted within ten years after the plan has been adopted by the board or approved by the shareholders, whichever is earlier.  (5) The option must be exercisable only during the executive’s employment, or within three months after termination of employment, and may not be exercisable for more than ten years from the date of grant.  (6) The option price must equal or exceed the fair market value of the stock on the date that the option is granted.”-476

3. Stock appreciation rights

a. “A stock appreciation right is the right to be paid an amount equal to the increase in value or spread between the value (or a fraction of the value) of a share of employer stock on the date the SAR is granted and the value (or a fraction of the value) of the share on the date the SAR is exercised.”-476

4. Phantom stock

a. “The term ‘phantom stock’ can be used to describe any form of long term executive incentive arrangement using units that are equivalent to, but are not, actual shares of employer stock.”-477

5. Restricted stock

a. “Restricted stock” is a term that defies brief definition.  It is capital stock, generally the common stock of an employer, issued pursuant to a plan or agreement to an executive in connection with the performance of services to the employer.”-477

XXIII. The Corporate Opportunity Doctrine

Klinicki v. Lundgren—S.Ct. of Oregon—1985

Issue: What are the elements required to make out a claim that an officer or director of a corporation breached his or her fiduciary duty by misappropriating a business opportunity for his or her corporation in violation of the corporate opportunity doctrine?

Rule: “the corporate opportunity doctrine precludes corporate fiduciaries from diverting to themselves business opportunities in which the corporation has an expectancy, property interest or right, or which in fairness should otherwise belong to the corporation.”-481

“Where a director or principal senior executive of a close corporation wishes to take personal advantage of a ‘corporate opportunity,’ … the director or principal senior executive must comply strictly with the following procedure: (1) the director or principal senior executive must promptly offer the opportunity and disclose all material facts known regarding the opportunity to the disinterested directors or, if there is no disinterested director, to the disinterested shareholders….  (2) The director or principal senior executive may take advantage of the corporate opportunity only after full disclosure and only if the opportunity is rejected by a majority of the disinterested directors or, if there are no disinterested directors, by a majority of the disinterested shareholders….  (3) An appropriation of a corporate opportunity may be ratified by rejection of the opportunity by a majority of disinterested directors or a majority of disinterested shareholders, after full disclosure subject to the same rules as set out above for prior offer, disclosure and rejection.  Where a director or principal senior executive of a close corporation appropriates a corporate opportunity without first fully disclosing the opportunity and offering it to the corporation, absent ratification, that director or principal senior executive holds the opportunity in trust for the corporation.”-490

Kerrigan v. Unity Savings Ass’n—Ill.—1974

Rule: “If the doctrine of business opportunity is to possess any vitality, the corporation … must be given the opportunity to decide, upon full disclosure of the pertinent facts, whether it wishes to enter into a business that is reasonably incident to its present or prospective operations.  If directors fail to make such a disclosure and to tender the opportunity, the prophylactic purpose of the rule imposing a fiduciary obligation requires that the directors be foreclosed from exploiting that opportunity on their own behalf.”

XXIV. Duties of Controlling Shareholders

Sinclair Oil Corporation v. Levien—S.Ct. of Del.—1971

Rules: “A parent does indeed owe a fiduciary duty to its subsidiary when there are parent subsidiary dealings.  However, this alone will not evoke the intrinsic fairness standard.  This standard will be applied only when the fiduciary duty is accompanied by self dealing—the situation when a parent is on both sides of a transaction with its subsidiary.  Self dealing occurs when the parent, by virtue of its domination of the subsidiary causes the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of, and detriment to, the minority shareholders of the subisidiary.”-497

“When the situation involves a parent and a subsidiary, with the parent controlling the transaction and fixing the terms, the test of intrinsic fairness, with its resulting shifting of the burden of proof, is applied.”-497

“The standard of intrinsic fairness involves both a high degree of fairness and a shift in the burden of proof.”-496

“A board of directors enjoys a presumption of sound business judgement, and its decisions will not be disturbed if they can be attributed to any rational business purpose.  A court under such circumstances will not substitute its own notions of what is or is not sound business judgment.”-496

Kahn v. Lynch Communication Systems—S.Ct. of Del.—1994

Issue: Whether, despite the fact that Alcatel maintained less than a majority ownership over Lynch’s business affairs, it nevertheless controlled the corporation, and breached its fiduciary duty, as a controlling shareholder, to the minority shareholders? YES

Rule: “This Court has held that ‘a shareholder owes a fiduciary duty only if it owns a majority interest in or exercises control over the business affairs of the corporation.’”-505

“A shareholder who owns less than 50% of a corporation’s outstanding stock does not, without more, become a controlling shareholder of that corporation, with a concomitant fiduciary status.  For a dominating relationship to exist in the absence of controlling stock ownership, a plaintiff must allege domination by a minority shareholder through actual control of corporation conduct.”-505

“A controlling or dominating shareholder standing on both sides of a transaction, as in a parent subsidiary context, bears the burden of proving its entire fairness.”-505

“this Court holds that the exclusive standard of judicial review in examining the propriety of an interested cash out merger transaction by a controlling or dominating shareholder is entire fairness….  The initial burden of establishing entire fairness rests upon the party who stands on both sides of the transaction.  However, an approval of the transaction by an independent committee of directors or an informed majority of minority shareholders shifts the burden of proof on the issue of fairness from the controlling or dominating shareholder to the challenging shareholder-plaintiff.”-507

Jones v. H.F. Ahmanson & Co.—S.Ct. of Cal.—1969

Rule: “majority shareholders, either singly or acting in concert to accomplish a joint purpose, have a fiduciary responsibility to the minority and to the corporation to use their ability to control the corporation in a fair, just, and equitable manner.  Majority shareholders may not use their power to control corporate activities to benefit themselves alone or in a manner detrimental to the minority.  Any use to which they put the corporation or their power to control the corporation must benefit all shareholders proportionately and must not conflict with the proper conduct of the corporation’s business.”-517

“The rule that has developed in California is a comprehensive rule of ‘inherent fairness from the viewpoint of the corporation and those interested therein.’”-517

“The rule applies alike to officers, directors, and controlling shareholders in the exercise of powers that are theirs by virtue of their position and to transactions wherein controlling shareholders seek to gain an advantage in the sale or transfer or use of their controlling block of shares….”-518

“the comprehensive rule of good faith and inherent fairness to the minority in any transaction where control of the corporation is material properly governs controlling shareholders in this state.”-519

XXV. Sale of Control

Zetlin v. Hanson Holdings, Inc.—N.Y. Ct. of Appeals—1979

Rule: “it has long been settled law that, absent looting of corporate assets, conversion of a corporate opportunity, fraud or other acts of bad faith, a controlling stockholder is free to sell, and a purchaser is free to buy, that controlling interest at a premium price….”

A rule requiring that all shareholders were entitled to the same “premium” price for their shares in such a situation “would require, essentially, that a controlling interest be transferred only by means of an offer to all stockholders, i.e., a tender offer.  This would be contrary to existing law and if so radical a change is to be effected it would best be done by the Legislature.”-523

Perlman v. Feldman—2d. Cir.—1955

Rule: “the responsibility of the fiduciary is not limited to a proper regard for the tangible balance sheet assets of the corporation, but includes the dedication of his uncorrupted business judgment for the sole benefit of the corporation, in any dealings which may adversely affect it….”-529

“fiduciaries always have the burden of proof in establishing the fairness of their dealings with trust property.”-530

A. Note on the theory of corporate action

1. “If a prospective purchaser, P, wants to acquire complete control of the assets and business of a corporation, C, he has a choice of several means to do so: (1) He can try to acquire all of C’s shares….  (2) He can try to induce holders of sufficient shares to make the requisite majority needed to vote for a merger with or a sale of all assets to a corporation he controls.”-535

Essex Universal Corp. v. Yates—2d Cir.—1962

Issue: Whether “a contract for the sale of 28.3 per cent of the stock of a corporation is, under New York law, invalid as against public policy solely because it includes a clause giving the purchaser an option to require a majority of the existing directors to replace themselves, by a process of seriatim resignation, with a majority designated by the purchaser”? YES

Rule: “a holder of corporate control will not, as a fiduciary, be permitted to profit from facilitating actions on the part of the purchasers of control which are detrimental to the interests of the corporation or the remaining shareholders.”-540

XXVI. Insider trading

A. The common law

Goodwin v. Agassiz—Mass. Sup. Jud. Ct.—1933

Issue: Whether corporate directors owe a fiduciary duty to shareholders in their individual capacities to disclose material, nonpublic information, prior to purchasing additional shares of their corporation? NO

Rule: “The contention that directors also occupy the position of trustee toward individual stockholders in the corporation is plainly contrary to repeated decisions of this court and cannot be supported.”-548

However, although the rule is not applicable in this case, “where a director personally seeks a stockholder for the purpose of buying his shares without making disclosure of material facts within his peculiar knowledge and not within reach of the stockholder, the transaction will be closely scrutinized and relief may be granted in appropriate instances.”-549

XXVII. Securities Exchange Act § 10(b) and Rule 10b-5

In the Matter of Cady, Roberts & Co.—SEC—1961

Rule: “We have already noted that the anti fraud provisions are phrased in terms of ‘any person’ and that a special obligation has been traditionally required of corporate insiders, e.g., officers, directors and controlling stockholders.  These three groups, however, do not exhaust the classes of persons upon whom there is such an obligation.  Analytically, the obligation rests on two principal elements: first, the existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone, and second, the inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing.”-552

Securities and Exchange Commission v. Texas Gulf Sulphur Co.—2d Cir.—1968

Issue: Whether the defendant directors, officers, and various scientific experts violated Rule 10b-5 by purchasing shares in TGS prior to the public disclosure of information regarding a significant discovery of mineral deposits in Canada? YES

Rule: “anyone in possession of material inside information must either disclose it to the investing public, or, if he is disabled from disclosing it in order to protect a corporate confidence, or he chooses not to do so, must abstain from trading in or recommending the securities concerned while such inside information remains undisclosed.”-559

“An insider’s duty to disclose information or his duty to abstain from dealing in his company’s securities arises only in ‘those situations which are essentially extraordinary in nature and which are reasonably certain to have a substantial effect on the market price of the security if the extraordinary situation is disclosed.’”-560

“Material facts include not only information disclosing the earnings and distributions of a company but also those facts which affect the probable future of the company and those which may affect the desire of investors to buy, sell, or hold the company’s securities.”

A. Note on Blue Chip Stamps v. Manor Drug Stores, Ernst & Ernst v. Hochfelder, and Santa Fe Industries, Inc. v. Green

1. Blue Chip Stamps v. Manor Drug Stores—The Supreme Court adopted a “rule (previously adopted by several Court of Appeal cases) that only a person who had actually bought or sold securities—only a buyer or a seller—could bring a private action under Rule 10b-5.”-574

2. Ernst & Ernst v. Hochfelder—The Supreme Court held that “scienter was a necessary element of a Rule 10b-5 damage action, so that conduct by a defendant that was deceptive merely as a result of the defendant’s negligence did not give rise to damages liability under the Rule.”-574

3. Santa Fe Industries, Inc. v. Green—“The Supreme Court [adopted] the rule that Rule 10b-5 requires deception or manipulation, so that conduct that is fully disclosed at the time it occurs will not give rise to a Rule 10b-5 action.”-574

Basic Inc. v. Levinson—S.Ct.—1988

Issue: Whether “a person who traded a corporation’s shares on a securities exchange after the issuance of a materially misleading statement by the corporation may invoke a rebuttable presumption that, in trading, he relied on the integrity of the price set by the market”? YES

Rule: “We now expressly adopt the TSC Industries standard of materiality for the §10(b) and Rule 10b-5 context.”-580

“Whether merger discussions in any particular case are material therefore depends on the facts.”-584

“materiality depends on the significance the reasonable investor would place on the withheld or misrepresented information.”-585

“We agree that reliance is an element of a Rule 10b-5 cause of action.”-586

“Because most publicly available information is reflected in market price, an investor’s reliance on any public material misrepresentations, therefore, may be presumed for purposes of a Rule 10b-5 action.”-588

B. Note on forward looking statements and the “bespeaks caution” doctrine

1. “Other courts have applied a doctrine known as ‘bespeaks caution’ to hold that as a matter of law a forward looking statement may not give rise to liability, even though it is misleading, if the document in which the statement is contained includes sufficient cautionary language.”-592

C. Note on causation and reliance

1. “Transaction causation means that there must be a causal nexus between the defendant’s violation of Rule 10b-5 and the plaintiff’s purchase or sale.”-597

2. The best interpretation of [the loss causation doctrine] is that the defendant’s wrongful act not only must have caused the plaintiff to buy or sell a security (transaction causation); it must also have been the cause of the plaintiff’s loss on the security.”-597

Chiarella v. United States—S.Ct.—1980

Issue: “[W]hether a person who learns from the confidential documents of one corporation that it is planning an attempt to secure control of a second corporation violates § 10(b) of the Securities Exchange Act of 1934 if he fails to disclose the impending takeover before trading in the target company’s securities”? NO

Rule: “[A]dministrative and judicial interpretations have established that silence in connection with the purchase or sale of securities may operate as a fraud actionable under § 10(b) despite the absence of statutory language or legislative history specifically addressing the legality of nondisclosure.  But such liability is premised upon a duty to disclose arising from a relationship of trust and confidence between parties to a transaction.  Application of a duty to disclose prior to trading guarantees that corporate insiders, who have an obligation to place the shareholder’s welfare before their own, will not benefit personally through fraudulent use of material nonpublic information.”-602

“[A] duty to disclose under § 10(b) does not arise from the mere possession of nonpublic market information.”-604

“[A] purchaser of stock who has no duty to a prospective seller because he is neither an insider NOR a fiduciary has been held to have no obligation to reveal material facts.”-602

A. Note on Rule 14e-3

1. “Rule 14e-3 reverses the rule in Chiarella insofar as the relevant information concerns a tender offer.”-608

Dirks v. Securities and Exchange Commission—S.Ct.—1983

Issue: Whether “Dirks violated the antifraud provisions of the federal securities laws by” making disclosures to clients and the media about the occurrence of widespread fraud in a life insurance/mutual fund corporation, where such information was received by a former officer of such corporation, who had nothing to gain by making the disclosures? NO

Rule: “We reaffirm today that ‘a duty to disclose arises from the relationship between parties … and not merely from one’s ability to acquire information because of his position on the market.’”-613

“a tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when the insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and the tippee knows or should know that there has been a breach.”-614

“In determining whether a tippee is under an obligation to disclose or abstain, it thus is necessary to determine whether the insider’s ‘tip’ constituted a breach of the insider’s fiduciary duty.”-615

“the test is whether the insider personally will benefit, directly or indirectly, from his disclosure.  Absent some personal gain, there has been no breach of duty to stockholders.   And absent a breach by the insider, there is no derivative breach.”-615

B. Note on United States v. Newman and SEC v. Materia

1. United States v. Newman—“Warner-Lambert Co. retained Morgan Stanley … to assess the desirability of making a tender offer for Deseret Pharmaceutical Co.  Courtois, who was then employed in Morgan Stanley’s mergers and acquisitions department, learned of Warner’s plan, passed along the information to Adrian Antoniu, an employee of another investment banker, and urged Antoniu to purchase Deseret stock.  Antoniu in turn informed Newman, a stockbroker.”  Newman purchased 11,700 shares at $28 per share.  The stock increased to $38 per share, and the three made a significant profit.  “The Second Circuit applied the misappropriation theory and held that Newman … had criminally violated Rule 10b-5, if the Government’s allegations were true.”

2. SEC v. Materia—“Materia, like Chiarella, was employed by a financial printer and utilized confidential information obtained in that capacity to trade in the stock of target corporations.  The Second Circuit upheld a conviction and fine.”-617

C. Federal Mail Fraud Act

Carpenter v. United States—S.Ct. 1987

Issue: Whether a conspiracy to trade confidential Wall Street Journal information prior to publication in order to take advantage of the advice and tips in a particular news column may constitute a violation of the federal mail and wire fraud statutes? YES

Rule: “Confidential information acquired or compiled by a corporation in the course and conduct of its business is a species of property to which the corporation has the exclusive right and benefit, and which a court of equity will protect through the injunctive process or other appropriate remedy.”-621

“As we observed … in McNally, the words ‘to defraud’ in the mail fraud statute have the ‘common understanding’ of ‘wrongdoing one in his property rights by dishonest methods or schemes,’ and ‘usually signify the deprivation of something of value by trick, deceit, chicane, or overreaching.’”-621

“The concept of ‘fraud’ includes the act of embezzlement, which is ‘the fraudulent appropriation to one’s own use of the money or goods entrusted to one’s care by another.’”-621

United States v. O’Hagan—S.Ct. 1997

Issue: “Is a person who trades in securities for personal profit, using confidential information misappropriated in breach of a fiduciary duty to the source of the information, guilty of violating § 10(b) and Rule 10b-5?” YES

“Did the Commission (SEC) exceed its rulemaking authority by adopting Rule 14e-3(a), which proscribes trading on undisclosed information in the tender offer setting, even in the absence of a duty to disclose?” NO

Rule: “We hold, in accord with several other Courts of Appeals, that criminal liability under § 10(b) may be predicated on the misappropriation theory.”-177

“The ‘misappropriation theory’ holds that a person commits fraud ‘in connection with’ a securities transaction, and thereby violates § 10(b) and Rule 10b-5, when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.”-179

“The misappropriation theory is thus designed to ‘protect the integrity of the securities markets against abuses by ‘outsiders’ to a corporation who have access to confidential information that will affect the corporation’s security price when revealed, but who owe no fiduciary or other duty to that corporation’s shareholders.’”-179

“We hold … that under § 14(e), the Commission may prohibit acts, not themselves fraudulent under the common law or § 10(b), if the prohibition is ‘reasonably designed to prevent … acts and practices [that] are fraudulent.’”-193

D. Note on Securities Exchange Act § 20A

1. “It is clear that § 20A reverses the doctrine of Moss v. Morgan Stanley, because if trading on the basis of misappropriated information violates Rule 10b-5, then under § 20A a private action can be brought on the basis of such trading.”-624

E. Note on Aiding and Abetting Liability Under Rule 10b-5

1. “In Central Bank of Denver v. First Interstate Bank of Denver, … the Supreme Court held that liability cannot be imposed on a person under Rule 10b-5 solely because that person aided and abetted a violation of the Rule….”-625

F. Note on the Obligations of a Nontrading Corporation Under Rule 10-b-5

1. “a corporation that makes misstatements may be liable under Rule 10b-5 even if it does not trade.

2. “The imposition of Rule 10b-5 liability on a nontrading corporation for nondisclosure is much less usual.  In Texas Gulf Sulphur Co., supra, the court stated that ‘the timing of the disclosure [of material facts] is a matter for the business judgement of the corporate officers entrusted with the management of the corporation within the affirmative disclosure requirements promulgated by the exchanges and the SEC.”-626

a. “There are, however, several exceptions to this rule: (i) If the corporation makes a statement that is misleading (inaccurate) when made, even though not intentionally so, and the corporation later learns that the statement was misleading, it is under a duty to correct the statement if the statement is still ‘alive,’ rather than ‘stale’—that is, if the statement would still be likely to be material to investors….  (ii) Several courts have held that if a corporation makes a public statement that is correct when made, but that has become materially misleading in light of subsequent events, the corporation may have a duty to update the statement….  (iii) A corporation may so involve itself in the preparation of statements about the corporation by outsiders—such as analysts’ reports or earnings projections—that it assumes a duty to correct material errors in those statements….  (iv) A corporation may be under a duty to correct erroneous rumors resulting from leaks by the corporation or its agents….  (v) It is sometimes suggested, in dictum or by inference, that nondisclosure by a corporation may violate Rule 10b-5 if no valid corporate purpose requires nondisclosure.  It is not easy to see why this should be so, and no corporation seems to have been held liable under this theory.”-627-628

XXVIII. Liability for Short Swing Trading Under § 16(b) of the Securities Exchange Act

A. Feldman & Teberg, Beneficial Ownership Under Section 16 of the Securities Exchange Act of 1934

1. “That section 16(a) is not confined to transactions within the scope of section 16(b) is clear not only from the fact that section 16(a) preexisted section 16(b) [as a matter of legislative history], but also from the different language of the two subsections.  For while section 16(b) speaks of purchases and sales within six months of each other, section 16(a) speaks of changes in beneficial ownership, a much broader concept.”-629

2. “Since the terms of section 16(a) require insiders to disclose any changes in their beneficial ownership of securities, it provides a means for bringing to light possible violations of … Rule 10b-5, as well as a ‘purchase and sale’ within the scope of section 16(b).”-629

3. “Its second function is to reveal information which may be used in evaluating the securities of the issuer.”-630

B. Note on Gollust v. Mendell
1. “In Gollust v. Mendell, … the Supreme Court [held with respect to § 16(b) that] … ‘The statute imposes a form of strict liability on ‘beneficial owners,’ as well as on the issuer’s officers and directors, rendering them liable to suits requiring them to disgorge their profits even if they did not trade on inside information or intend to profit on the basis of such information….  It is … the security holders of an issuer who have the ultimate authority to sue for enforcement of § 16(b)….  Although plaintiffs seeking to sue under the statute must own a ‘security,’ § 16(b) places no significant restriction on the type of security adequate to confer standing.”-631

C. Report of the task force on regulation of insider trading, part II: reform of section 16

1. “Section 16(b) … is the only provision of the 1934 Act that specifically regulates insider trading.”-631

2. “First, section 26(b) was intended to remove the temptation for corporation executives to profit from short term stock price fluctuations at the expense of the long term financial health of their companies.  It prevents insiders from being obsessed with trading in their companies’ securities to the detriment of their managerial and fiduciary responsibilities.”-631

3. “Second, the section was intended to penalize the unfair use of inside information by insiders.”-631

4. “Third, section 16(b) was designed to eliminate the temptation for insiders to manipulate corporate events so as to maximize their own short term trading profits.”-632

Gratz v. Claughton—2d. Cir.—1951

Issue: Whether the trial court erred in concluding that short swing trading under § 16(b) necessarily involves “looking for six months both before and after any sale”? NO

Rule: “It is true that this means that no director, officer, or ‘beneficial owner’ may safely buy and sell, or sell and buy, shares of stock in the company except at intervals of six months.”-635

D. Note on the computation of profits under § 16(b)

1. “The formula adopted in Smolowe and Gratz has been generally approved by the courts.  It is often referred to [as] the ‘lowest purchase price, highest sale price’ method.”-637

2. “there is a possibility (which is all that § 16(b) requires) that D has profited by $5000 by holding his loss to $10,000 through the use of inside information.”-638

E. Note on section 16(b)

1. “the sanction of § 16(b) is exceptionally mild, because normally all § 16(b) does is put the director or executive back where she was before she engaged in the relevant transactions.”-638

F. Note on insider status at only one end of a swing

1. “The last sentence of § 16(b) sets out an exemptive provision under which ‘this subsection shall not be construed to cover any transaction where a more than 10% beneficial owner was not such both at the time of the purchase and sale, or the sale and purchase, of the security involved.’”-638

G. Note, Short-Swing Profits in Failed Takeover Bids—The Role of Section 16(b)

1. “To prove that a particular transaction is involuntary, the insider must apparently show that it had no control over the timing of the transaction.  If the insider fails to make this showing, liability attaches automatically.  If the insider does make this showing, however, courts will regard the transaction as unorthodox and will then ask whether the defendant had access to inside information….  One with access to inside information can speculate profitably by relying on an imminent ‘involuntary’ transaction.  A finding of involuntariness, therefore, does not guarantee exoneration.”

H. Note on attribution of ownership under sections 16(a) and (b)

1. “Under § 16(a), a person who is either ‘a beneficial owner of more than 10 per centum of any class of equity security’ … or an officer or director, must report the amount of all equity securities of the issuer ‘of which he is the beneficial owner.’”-642

2. “Under § 16(b), a director, officer, or 10 percent owner is liable for short swing profits ‘realized by him from any purchase and sale, or any sale and purchase, of any equity security’ of the issuer.”-642

3. “In short, in determining whether a person is a 10 percent owner of stock, the emphasis under Rule 16a-1 is on the person’s control over the stock.”

4. “Rule 16a-1(a)(2) emphasizes pecuniary interest for purposes of determining what transactions in equity securities must be reported and may give rise to liability.”-643

5. “Rule 16a-1(a)(2)(ii)(A) provides that ‘the term ‘indirect pecuniary interest’ [under Rule 16a-2] in any class of equity securities shall include, but not be limited to … securities held by members of a person’s immediate family sharing the same household; provided, however, that the presumption of such beneficial ownership may be rebutted….’”-643

6. “Rule 16a-1(a)(2)(ii)(B) provides that the term ‘indirect pecuniary interest’ [under Rule 16a-1(a)(2)] includes ‘a general partner’s proportionate interest in the portfolio securities held by a general or limited partnership.’”-643

7. “Rule 16a-1(a)(2)(iii) provides that ‘a shareholder shall not be deemed to have a pecuniary interest in the portfolio securities held by a corporation or similar entity in which the person owns securities if the shareholder is not a controlling shareholder of the entity and does not have or share investment control over the entity’s portfolio….’”-644

I. Note on Deputization

1. “In Blau v. Lehman, … the Supreme Court held that one enterprise, A, could be a ‘director’ of second enterprise, B, within the meaning of § 16(b), if one of B’s directors had been deputized by A to act on its behalf.”-644

XXIX. The Common Law Revisited

Diamond v. Oreamuno—N.Y. Ct. of Appeals—1969

Issue: Whether “officers and directors may be held accountable to their corporation for gains realized by them from transactions in the company’s stock as a result of their use of material inside information”? YES

Rule: “It is well established, as a general proposition, that a person who acquires special knowledge or information by virtue of a confidential or fiduciary relationship with another is not free to exploit that knowledge or information for his own personal benefit but must account to his principal for any profits derived therefrom….  This, in turn, is merely a corollary of the broader principle, inherent in the nature of the fiduciary relationship, that prohibits a trustee or agent from extracting secret profits from his position of trust.”-646

An allegation of damages “has never been considered to be an essential requirement for a cause of action founded on a breach of fiduciary duty….  This is because the function of such an action, unlike an ordinary tort or contract case, is not merely to compensate the plaintiff for wrongs committed by the defendant but, as this court declared many years ago, … ‘to prevent them, by removing from agents and trustees all inducement to attempt dealing for their own benefit in matters which they have undertaken for others, or to which their agency or trust relates.’”-647

“Just as a trustee has no right to retain for himself the profits yielded by property placed in his possession but must account to his beneficiaries, a corporate fiduciary, who is entrusted with potentially valuable information, may not appropriate that asset for his own use even though, in so doing, he causes no injury to the corporation.”-647 

XXX. Shareholder Suits


A. Introduction

1. “the law permits shareholders to bring suit on the corporation’s behalf….  This type of suit s commonly known as a derivative action, since the shareholder’s right to bring suit derives from the corporation.  Two features of the derivative action warrant highlighting at the outset.  First is the extraordinary procedural complexity inherent in such actions….  Second is the difficult problem of social policy raised by such actions, particularly in the publicly held corporation….  [i]t should be borne in mind that the derivative action and the disclosure requirements of the securities acts constitute the two major legal bulwarks against managerial self-dealing.”-654

XXXI. Note on who can bring a derivative action

1. “It is generally agreed that the plaintiff in a derivative action must be a shareholder at the time the action is begun, and must remain a shareholder during the pendency of the action….  [r]ecord ownership is generally not required; an unregistered shareholder will qualify….  [l]egal ownership is generally not required—equitable ownership suffices….  It is also established that in an appropriate case a shareholder in a parent corporation can bring a derivative action on behalf of a subsidiary, despite the fact that he is not a shareholder in the subsidiary.”-655

2. “a creditor (including a bondholder) ordinarily has no right to bring a derivative action.”-656 

XXXII. Note on the corporation as an indispensable party

1. “It is well established that the corporation is an indispensable party to a derivative action.”-656

XXXIII. The Nature of the Derivative Action


Sax v. World Wide Press, Inc.—9th Cir.—1987

Issue: Whether the trial court correctly dismissed the P’s claim against the D on the ground that his claims state a derivative cause of action, rather than a direct shareholder action? YES

Rule: “Once state law characterizes the action as either derivative or direct, the applicable procedural rules are determined by federal law….  In federal courts, derivative suits are subject to the procedural requirements of Fed.R.Civ.P. 23.1….  Rule 23.1 governs derivative actions ‘to enforce a right of a corporation’ when the corporation itself ‘failed to enforce a right which may properly be asserted by it’ in court.”-658

“As a general rule, an action enforces a corporate right ‘if the gravamen of the complaint is injury to the corporation, or to the whole body of its stock or property without any severance or distribution among individual holders.”-659

“A direct action can be brought either when there is a special duty, such as a contractual duty, between the wrongdoer and the shareholder, or when the shareholder suffers injury separate and distinct from that suffered by other shareholders.”-659

Eisenberg v. Flying Tiger Line, Inc.—2d Cir.—1971

Issue: Whether P’s action was correctly dismissed on the ground that he failed to post security for the corporation’s costs in accordance with a derivative action? NO

Rule: “Professor Moore instructs that ‘where a shareholder sues on behalf of himself and all others similarly situated to … enjoin a proposed merger or consolidation … he is not enforcing a derivative right; he is, by an appropriate type of class suit enforcing a right common to all the shareholders which runs against the corporation.”-661

A. Note on the distinction between derivative and direct actions

1. “Two kinds of reasons are commonly advanced for distinguishing between a derivative action, which is brought on the corporation’s behalf against either corporate fiduciaries or third persons, and a direct action, which is brought on a shareholder’s own behalf against either corporate fiduciaries or the corporation itself.  The first kind of reason is theoretical: since a corporation is a legal person separate from its shareholders, an injury to corporations is not an injury to its shareholders….  The second kind of reason is pragmatic: ‘(1) to avoid a multiplicity of suits by each injured shareholder, (2) to protect the corporate creditors, and (3) to protect all the stockholders since a corporate recovery benefits all equally.’”-662

2. “The right to vote is basic and fundamental to most shares of stock and is independent of any right that the corporate entity possesses and the shareholder could enforce and protect such rights by bringing a direct action.”-663

3. “The general principle governing such cases is that a direct action is not precluded simply because the same facts could also give rise to a derivative action.”-663

XXXIV. Individual Recovery in Derivative Actions


Glenn v. Hoteltron Systems, Inc.—Ct. of Appeals of N.Y.—1989

Issue: Whether a derivative action resulting in the distribution of proceeds to the corporation, when the shareholder filing suit will necessarily recover some of those proceeds, is inequitable in that the corporation alone is not recovering? NO

Rule: “It is the general rule that, because a shareholders’ derivative suit seeks to vindicate a wrong done to the corporation through enforcement of a corporate cause of action, any recovery obtained is for the benefit of the injured corporation.”-665

A. Note on individual recovery in derivative actions

1. “in most derivative actions the defendants own stock in the corporation, and this in itself seldom leads to pro rata recovery.”-666

2. “The cases suggest that pro rata relief will be decreed where the great bulk of the corporation’s shares are held by persons who could not themselves have brought suit because they are subject to a personal defense.”-666

XXXV. The Contemporaneous Ownership Rule


Bangor Punta Operations, Inc. v. Bangor & Aroostook R.R.—S.Ct.—1974

Issue: Whether the P can maintain an action under § 10 of the Clayton Act, § 10(b) of the Securities Exchange Act, and Rule 10b-5, for mismanagement of corporate assets where the P is owned by a third party corporation that purchased nearly all of its shares from the D for a fair price and after the alleged wrongs had taken place? NO

Rule: “a shareholder may not complain of acts of corporate mismanagement if he acquired his shares from those who participated or acquiesced in the allegedly wrongful transactions….  This principle has been invoked with special force where a shareholder purchases all or substantially all the shares of a corporation from a vendor at a fair price, and then seeks to have the corporation recover against that vendor for prior corporate mismanagement.”-670

A. Note on the contemporaneous ownership rule

1. “Today, … most jurisdictions have adopted some version of the contemporaneous ownership rule by either case law, statute, or court rule….  The rule is subject to several important exceptions.”-676

a. “A non-contemporaneous shareholder is normally allowed to bring a derivative action if his shares devolved upon him ‘by operation of law’—for example, by inheritance.”-676

b. “Under the continuing wrong theory, a plaintiff can bring an action to challenge a wrong that began before he acquired his shares, but continued thereafter.”-676

XXXVI. The Right to Trial by Jury in Derivative Actions

A. Note on the right to trial by jury in derivative actions

1. “In 1970, … the Supreme Court held in Ross v. Berhnard, … that in a derivative action brought in federal court the parties have a right to a jury where the action would be triable to a jury if it had been brought by the corporation itself rather than by a shareholder.”-677
XXXVII. Demand on the Board and Termination of Derivative Actions on the Recommendation of the Board or a Committee

Barr v. Wackman—Ct. of Appeals of N.Y.—1975

Issue: Whether “allegations of board participation in and approval of acts involving bias and self-dealing by minority ‘affiliated’ directors and breach of fiduciary duties of due care and diligence by the remaining majority ‘unaffiliated’ directors through their participation and approval, though there is no claim of self-dealing as to them, are sufficient to withstand a motion to dismiss for failure to make a demand”? YES

Rule: “Subdivision (c) of section 626 of the Business Corporation Law provides that, in any shareholder’s derivative action brought in the right of the corporation to procure judgment in its favor, ‘the complaint shall set forth with particularity the efforts of the plaintiff to secure the initiation of such action by the board or the reasons for not making such effort.’”-679

“the Appellate Division stated that a demand is excused ‘where the board itself is accused of patent breach of its fiduciary duties and its members are named as parties defendant.’  We agree.”-681

“it is well established that a demand will be excused where the alleged wrongdoers control or comprise a majority of the directors….”-683

Zapata Corp. v. Maldonado—S.Ct. of Del.—1981

Issue: Whether a committee composed of two outside directors has the authority to dismiss a derivative action filed by a shareholder where the action implicates all of or a majority of the board of directors? YES, but only pursuant to a test set forth below.

Rule: “the ‘business judgment’ rule is not relevant in corporate decision making until after a decision is made.  It is generally used as a defense to an attack on the decision’s soundness.”-698

A determination “that a stockholder, once demand is made and refused, possesses an independent, individual right to continue a derivative suit for breaches of fiduciary duty over objection by the corporation, … as an absolute rule, is erroneous.”-698

“A stockholder may sue in equity in his derivative right to assert a cause of action in behalf of the corporation, without prior demand upon the directors to sue, when it is apparent that a demand would be futile, that the officers are under an influence that sterilizes discretion and could not be proper persons to conduct the litigation.”-699

“it must be clear that an independent committee possesses the corporate power to seek the termination of a derivative suit.  Section 141(c) allows a board to delegate all of its authority to a committee.  Accordingly, a committee with properly delegated authority would have the power to move for dismissal or summary judgment if the entire board did.”-700

“After an objective and thorough investigation of a derivative suit, an independent committee may cause its corporation to file a pretrial motion to dismiss in the Court of Chancery….  As to the limited issues presented by the motion noted below, the moving party should be prepared to meet the normal burden under Rule 56 that there is no genuine issue as to any material fact and that the moving party is entitled to dismiss as a matter of law.  The Court should apply a two-step test to the motion….  First, the Court should inquire into the independence and good faith of the committee and the bases supporting its conclusions….  The corporation should have the burden of proving independence, good faith and a reasonable investigation, rather than presuming independence, good faith and reasonableness…..  The Court should [next] determine, applying its own independent business judgment, whether the motion should be granted….  The Court of Chancery of course must carefully consider and weigh how compelling the corporate interest in dismissal is when faced with a nonfrivolous lawsuit.  The Court of Chancery should, when appropriate, give special consideration to matters of law and public policy in addition to the corporation’s best interests.”-704

Aronson v. Lewis—Del.—1984

Issue: In a derivative action where all or a majority of the board of directors is implicated, at what point is demand futile, and therefore excused?

Rule: “Our view is that in determining demand futility the Court of Chancery in the proper exercise of its discretion must decide whether, under the particularized facts alleged, a reasonable doubt is created that: (1) the directors are disinterested and independent and (2) the challenged transaction was otherwise the product of a valid exercise of business judgment.”-705

“The Court of Chancery in the exercise of its sound discretion must be satisfied that a plaintiff has alleged facts with particularity which, taken as true, support a reasonable doubt that the challenged transaction was the product of a valid exercise of business judgment.  Only in that context is demand excused.”-706

A. Background note on the award of counsel fees to successful derivative action plaintiffs

1. “Since very few shareholders would pay an attorney’s fee out of their own pocket to finance a suit that is brought on the corporation’s behalf and normally holds only a slight and indirect benefit for the plaintiff, very few derivative actions would be brought if the law did not allow the plaintiff’s attorney to be compensated by a contingent fee payable out of the corporate recovery.

2. “the ‘common fund’ theory, [provides that] a plaintiff who has successfully established a fund under the control of the court, from which many besides himself will benefit, may recover his counsel fees out of that fund….  This theory was later elaborated under the heading of the ‘substantial benefit’ (or common benefit) theory, to cover cases where the plaintiff had not brought a fund into the court’s control but had established a right to a fund from which others would benefit.”-721

3. “the ‘private attorney-general’ doctrine [provides] that plaintiff’s counsel fees should be awarded in appropriate cases to encourage the initiation of private actions that vindicate important legal policies….In Alyeska Pipeline Service Co. v. Wilderness Society, … the Supreme Court held that in the absence of statutory authorization, attorney’s fees may not be awarded on the private attorney-general theory in suits brought under federal statutes.”-722

4. “Traditionally, the most important of [the elements considered in determining attorney’s fees] was … the amount recovered by the corporation—and as a practical matter the courts tended to calculate counsel fees in derivative actions as a percentage of that amount.”-722

5. “While success is a prerequisite to an award of counsel fees, a judgment is not.  Counsel fees may be awarded even if a case is settled or a unilateral act by the defendant renders moot the plaintiff’s demand or complaint.”

6. “The rule that attorneys’ fees can be awarded to a plaintiff on the basis of a common (but nonmonetary) benefit, as opposed to a common fund, has two important implications in derivative actions….  First, it is often very difficult to attribute any realistic value to nonmonetary common benefits….  Second, the rule that a plaintiff’s attorney is entitled to a fee based for producing a nonmonetary common benefit opens the door to the possibility of collusive settlements in which the real defendants in a derivative action (the directors or officers) pay little or nothing; the corporation agrees to a change that is largely cosmetic; plaintiff’s attorney and the corporation join hands to inflate the importance of the change; and plaintiff’s attorney is then paid a fee that is supposed to be justified by that importance, but is really a bribe to drop the case.”-725

B. Background note on indemnification

1. “The right of a director or officer to indemnification under the common law was not completely clear.”-736

2. “Today virtually every state has an indemnification statute, but the statutes vary widely in detail.”-736

3. “Most modern indemnification statutes provide for indemnification as of right when the director or officer has been successful.  However, what constitutes ‘success’ for these purposes varies widely.”-736

Lewis v. Hirsch—Del. Ct. of Chancery—1994

Issue: Whether a trial court may automatically approve the terms of a proposed settlement offer in a derivative action? NO

Rule: “In reviewing a proposed settlement of a stockholder derivative action, this Court must exercise its business judgment to determine whether the proposed settlement is reasonable and fair in light of all of the factual and legal circumstances of the case.”-741

“The record … must be adequate as to the strengths and weaknesses of the claims as compared to any defenses to those claims in order for the Court to ‘sensibly and competently evaluate the value of the claims.’”-742

XXXVIII. Structural Changes: Combinations, Tender Offers, Recapitalizations, and Charter Amendments

A. Corporate Combinations

1. Introduction; motives for business combinations

a. “In a cash-for-assets combination, Corporation A purchases substantially all of the assets of Corporation B for cash or equivalent.”

b. “In a cash-for-stock combination, Corporation A purchases (at least) a majority of the stock of Corporation B for cash or equivalent.”-748

c. “In a stock-for-assets combination, Corporation A issues shares of its own stock to Corporation B in exchange for substantially all of B’s assets.”-749

d. “In a stock-for-stock combination, Corporation A issues shares of its own stock directly to the shareholders of Corporation B in exchange for an amount of B stock—normally at least a majority—sufficient to carry control.”-749

2. Sale of substantially all assets

Katz v. Bregman—Ct. of Chancery of Del.—1981

Issue: Whether a board of directors must obtain the majority consent of the shareholders of the corporation’s outstanding stock prior to selling all or substantially all of its assets? YES

Rule: “a decision of a Delaware corporation to sell ‘… all or substantially all of its property and assets ...’ requires not only the approval of such corporation’s board of directors but also a resolution adopted by a majority of the outstanding stockholders of the corporation entitled to vote thereon at a meeting duly called upon at least twenty days’ notice.”-750

“If the sale is of assets quantitatively vital to the operation of the corporation and is out of the ordinary [course] and substantially affects the existence and purpose of the corporation then it is beyond the power of the Board of Directors [and the shareholders must vote to approve the sale].”-751

XXXIX. Statutory Mergers

1. Classical mergers

a. Note on statutory mergers

1. “While details vary from state to state, generally the first formal step in [a statutory merger], after negotiations have been completed, is a preliminary agreement (often embodied in a ‘letter of intent’) signed by representatives of the constituent companies.  If the merger is approved by the board and shareholders of each constituent, articles of merger are then filed with the secretary of state, and securities of the surviving corporation are exchanged for those of the disappearing or transferor corporation, which is fused into the transferee, and loses its identity.”-756

2. “by operation of law the survivor has all rights, privileges, franchises, and assets of the constituents, and assumes all of their liabilities.”-757

3. “A statutory consolidation is identical to a statutory merger except for the fact that in a merger one constituent fuses into another, while in a consolidation the constituents fuse to form a new corporation.”-757

2. Small scale mergers

a. 2 E. Folk, R. Ward & E. Welch, Folk on the Delaware General Corporation Law

1. “The requirement of Del. § 251(f) that the survivor’s certificate of incorporation not be amended is designed to assure that the merger technique cannot be used to deprive stockholders of the voting rights that they would enjoy if the certificate were being amended under section 242.”-757

2. “The theory underlying the second condition—the 20 percent limitation on increasing the number of common shares—is that a merger which involves less than 20 percent of the survivor’s shares is not such a major change as to require a stockholder vote, and is really no more than an enlargement of the business that could be achieved by other means without triggering voting rights.

3. Short-form mergers

a. Note on short-form mergers

1. “Most of the major corporate statutes now include provisions authorizing the so-called short-form merger, under which certain parent-subsidiary mergers can be effected simply by vote of the parent’s board—that is, without a vote of the parent’s or the subsidiary’s shareholders, without appraisal rights in the parent’s shareholders, and frequently without a vote of the subsidiary’s board.”-758

2. “Today … the reach of short-form merger provisions has been substantively extended in two important ways.  First, many such provisions are not applicable to mergers between parents and less than 100 percent owned subsidiaries—typically, although not invariably, the floor is set at 90 percent.  Second, it has been held that the purpose of these statutes is to provide the parent corporation with a means of eliminating the minority shareholder’s interest in the enterprise by issuing cash rather than stock to the minority.”-759

XL. Tax and Accounting Aspects of Corporate Combinations

1. Note on tax and accounting treatments

a. “Whatever its role as a motive, taxation is often critical in determining how a combination will be effected.  The principal issue is whether the combination will be tax-free—which means, essentially, that taxes on the transferor’s gain will be postponed, that the basis in the stock or property received will remain the same, and that past operating losses of both companies can generally be carried over to apply against future earnings.”-759

b. “In general, the Code provides three basic routes by which a tax-free combination—or, in tax parlance, a ‘reorganization’—can be achieved.  These routes are popularly known as Type A, B, and C reorganizations, and are the tax counterparts of statutory mergers, stock-for-stock combinations, and stock-for-assets combinations, respectively.”-759

1. “A ‘Type A’ reorganization—covered by IRC § 368(a)(1)(A)—is defined as a statutory merger or consolidation.”-759

2. “A ‘Type B’ reorganization—covered by § 368(a)(1)(B)—is defined as the acquisition by one corporation, in exchange solely for all or part of its voting stock (or the voting stock of a parent corporation) of stock of another corporation, if the acquiring corporation has control of the acquired corporation immediately after the acquisition.  Control is defined by §368(c) as the ownership of stock possessing at least 80 percent of total combined voting power, plus at least 80 percent of the total number of shares of all other classes of stock.”-759

3. “A ‘Type C’ reorganization—covered by § 368(a)(1)(C)—is defined as the acquisition by one corporation, in exchange for all or part of its voting stock (or the voting stock of a parent corporation), of substantially all the properties of another corporation.”-759

c. “There are two basic methods of accounting for business combinations—purchase, and pooling of interests.  Under the purchase method, a combination is accounted for as an acquisition by one corporation (herein called A) of another (herein called B).  Accordingly, A records B’s assets and liabilities at A’s cost—i.e., the price A paid to effect the combination.  If that price differs from the fair value of B’s tangible assets minus B’s liabilities, the difference is recorded as ‘goodwill.’  Under the pooling of interests method, a combination is accounted for as a uniting of ownership interests.  Accordingly, A records B’s assets at B’s costs, and the assets, liabilities, and equity accounts of A and B are then carried forward at their combined historical or book values.”-760

1. “Under either purchase or pooling accounting, A adds to its stated capital the par value of the shares it issues to effect the combination.”-761

2. “Under pooling accounting, A adds to its capital surplus the amount of B’s equity … minus the increases in A’s stated capital … and earned surplus.”-761

3. “Under pooling accounting, A adds to its earned surplus the amount of B’s earned surplus.”-761

4. “Under purchase accounting, A adds to its capital surplus the value of the consideration received for its stock … minus the amount of that consideration allocated to stated capital….”-761

5. “Under purchase accounting, A’s earned surplus is not increased by B’s, since the transaction is treated as if A was acquiring assets, rather than combining.”-761

Hariton v. Arco Electronics, Inc.—S.Ct. of Del.—1963

Issue: Whether, a sale of assets effected under § 271 in consideration of shares of stock of the purchasing corporation, where the agreement of sale “embodies also a plan to dissolve the selling corporation and distribute the shares so received to the stockholders of the seller, so as to accomplish the same result as would be accomplished by a merger of the seller into the purchaser,” is legal and enforceable? YES

Rule: “the elimination of accrued dividends, though forbidden under a charter amendment … may be accomplished by a merger.”-764

“the general theory of the Delaware Corporation Law that action taken pursuant to the authority of the various sections of that law constitute acts of independent legal significance and their validity is not dependent on other sections of the Act.”-764

XLI. Triangular Mergers and Share Exchanges

Terry v. Penn Central Corp.—3d Cir.—1981

Issue: Whether the plaintiff shareholders are entitled to dissent and appraisal rights as if the corporation were engaged in a merger, where the corporation in which they own shares is not a direct participant in the merger, though it is the parent corporation of a wholly owned subsidiary that is in fact acquiring a third corporation? NO

Rule: “Section 311 … provides for dissent and appraisal rights only when an acquisition has been accomplished by ‘issuance of voting shares of such corporation to be outstanding immediately after the acquisition sufficient to elect a majority of the directors of the corporation.’  In this case the shares of Penn Central stock to be issued in the Colt transaction do not exceed the number of shares already existing, and thus the transaction is not covered by Section 311.  Any statutory dissent and appraisal rights for Penn Central shareholders are therefore contingent upon Penn Central’s status as a party to the merger within the meaning of Section 908.”-775

“The PBCL describes the parties to a merger as those entities that are actually combined into a single corporation.”-776

“the language of the legislature in 1959 precludes a decision that the transaction in this case constitutes a de facto merger sufficient to entitle Penn Central shareholders to dissent and appraisal rights.”-778

1. Note on triangular mergers and share exchanges

a. “A conventional or foreward triangular merger works this way: Assume that Corporations S and T want to engage in a merger in which S will be the survivor and T’s shareholders will end up with 100,000 shares of S….  In a conventional triangular merger, … S … begins by creating a new subsidiary, S/Sub, and then transfers 100,000 shares of its own stock to S/Sub in exchange for all of S/Sub’s stock.  S/Sub and T then engage in a statutory merger, but instead of issuing its own stock to T’s shareholders, S/Sub issues its 100,000 shares of S stock.  The net result is that T’s business is owned by S’s wholly owned subsidiary … and T’s shareholders own 100,000 shares of S stock.”-779

b. “In the last 10 or 15 years, … the merger statutes of most leading corporate jurisdictions have been amended to permit the survivor to issue shares or securities of any corporation….  [t]he Internal Revenue Code was amended by adding § 368(a)(2)(D), which permits a conventional triangular merger to qualify as a tax-free A reorganization, if (1) substantially all of T’s properties are acquired by S/Sub; (2) the merger would have qualified as an A reorganization if T had merged directly into S; and (3) no stock of S/Sub is used in the transaction.”-779

c. “A reverse triangular merger proceeds like a conventional triangular merger, except that instead of merging T into S/Sub, S/Sub is merged into T….  By use of this technique S may therefore achieve the advantages of a statutory merger while preserving T’s legal status, which could be important where T has valuable rights under contracts, leases, licenses, or franchises.  Under IRC § 368(a)(2)(E), a reverse triangular merger will qualify as a tax-free A reorganization, if (1) T ends up with substantially all of the properties of both S/Sub and T, and (2) S voting stock is exchanged for at least 80% of T’s voting and nonvoting stock.  (The balance of T’s stock can be acquired for other types of consideration).”-779

d. “The newest mode of combination, inspired by the triangular merger, is known as the share exchange.  This mode is similar to a stock for stock combination, in that the survivor issues stock in exchange for stock of the acquired corporation….  [i]n a share exchange the shareholders of the acquired corporation vote on whether to engage in the exchange.  If the proposed transaction is approved by a majority of that corporation’s outstanding shares, all of the shares must be surrendered—including those of nonconsenting shareholders (unless they exercise appraisal rights).”-780

XLII. Freezeouts

1. Note on freezeout techniques

a. “A freezeout is a corporate transaction whose principal purpose is to reconstitute the corporation’s ownership by involuntarily eliminating the equity interest of minority shareholders.”-782

b. Dissolution freezeouts

1. “Assume that S … owns 70% of C corporation, and wishes to eliminate C’s minority shareholders.  In a dissolution freezeout, S causes C to dissolve under a plan of dissolution which provides that C’s productive assets will be distributed to S (or to an entity S controls), while cash or notes will be distributed to C’s minority shareholders.  This technique has been held illegal in a number of cases, most of which stress that such a plan of dissolution violates a corporate norm of equal treatment among all shareholders of the same class.”-782

c. Sale-of-Assets Freezeouts

1. “In a sale of assets freezeout, C’s controlling shareholder, S, organizes a new corporation, T, all of whose stock S owns.  S then causes C to sell its assets to T for cash or notes.  Result: S owns C’s business through T, while the equity interest of C’s minority shareholders in C’s business is involuntarily terminated.”-782

d. Debt or redeemable preferred mergers

1. “A debt or redeemable preferred merger begins, like a sale of assets freezeout, with the organization by S of a new corporation, T.  S then causes C to merge with T, but instead of issuing common stock, T issues either short-term debentures or redeemable preferred stock.  Accordingly, the interest of C’s minority shareholders in T either terminates automatically after a period of years (in the case of debentures) or is terminable at T’s election (in the case of redeemable preferred).”-783

e. “Modern freezeouts commonly employ still a fourth technique….  [c]ash mergers, which resemble debt or redeemable stock mergers except that the survivor issues cash rather than stock or securities.”

Weinberger v. UOP, Inc.—S.Ct. of Del.—1983

Issue: Whether two dual target and acquiring corporation directors breached their fiduciary duty to the target corporation shareholders by withholding from them a “feasibility study” submitted only to the acquiring corporation, which mentioned that the acquiring corporation would benefit from a purchase price per share of $21-$24, as opposed to the $21 ultimately accepted by the shareholders? YES

Rule: “individuals who act in a dual capacity as directors of two corporations, one of whom is parent and the other subsidiary, owe the same duty of good management to both corporations, and in the absence of an independent negotiating structure … or the directors’ total abstention from any participation in the matter, this duty is to be exercised in light of what is best for both companies.”-794

“the plaintiff in a suit challenging a cash-out merger must allege specific acts of fraud, misrepresentation, or other items of misconduct to demonstrate the unfairness of the merger terms to the minority.”-784

“even though the ultimate burden of proof is on the majority shareholder to show by a preponderance of the evidence that the transaction is fair, it is first the burden of the plaintiff attacking the merger to demonstrate some basis for invoking the fairness obligation….  However, where corporate action has been approved by an informed vote of a majority of the minority shareholders, we conclude that the burden entirely shifts to the plaintiff to show that the transaction was unfair to the minority.”-784

“In considering the nature of the remedy available under our law to minority shareholders in a cash-out merger, we believe that it is, and hereafter should be, an appraisal under 8 Del.C. § 262 as hereinafter construed.”-784
XLIII. Tender Offers

A. Note on terminology

1. “The term raider refers to a person (normally, although note necessarily, a corporation) that makes a tender offer.  The term is invidious; a more accurate term is bidder.”-804

2. “The corporation whose shares the bidder seeks to acquire is referred to as the target.”-804

3. “Often the management of a target realizes that it will be taken over, but prefers a takeover by someone (sometimes, anyone) other than the original bidder.  The management therefore solicits competing tender offers from other corporations.  These more friendly corporations are known as white knights.”-804

4. “A lock-up is a device that is designed to protect one bidder (normally, a friendly bidder) against competition by other bidders (deemed less friendly).  The favored bidder is given an option to acquire selected assets or a given amount of shares of the target at a favorable price under designated conditions.  These conditions usually involve either defeat of the favored bidder’s attempt to acquire the corporation, or the occurrence of events that would make that defeat likely.”-804

5. “To defeat or discourage a takeover bid by a disfavored bidder, the target’s management may sell or (more usually) give to a white knight a lock up option that covers the target’s most desirable business or, at least, the business most coveted by the disfavored bidder—its crown jewels.”

6. “A target may seek an accommodation with a shareholder who has acquired a significant amount of stock, under which the shareholder agrees to limit his stock purchases—hence, standstill.  In the typical standstill agreement, the shareholder makes one or more commitments: (i) it will not increase its shareholdings above designated limits for a specified period of time; (ii) it will not sell its shares without giving the corporation a right of first refusal; (iii) it will not engage in a proxy contest; and (iv) it will vote its stock in a designated manner in the election of directors, and perhaps on other issues.  In return, the corporation typically agrees to give the shareholder board representation, to register the shareholder’s stock under the Securities Act on demand, and not to oppose the shareholder’s acquisition of stock up to the specified limit.”-804

7. “A board of a corporation that enters into an agreement for a merger or other corporate combination (whether with a white knight or otherwise) may agree that it will recommend the combination to the shareholders, that it will not shop around for a more attractive deal, or both.”-805

8. “A fair price provision requires that a supermajority (usually eighty percent) of the voting power of a corporation must approve any merger or similar combination with an acquiror who owns a specified interest in the corporation (usually twenty percent of the voting power).”-805

a. “A fair price provision discourages purchasers whose objective is to seek control of a corporation at a relatively cheap price, and discourages accumulations of large blocks, since it reduces the options an acquiror has once it reaches the specified level of shares.”-805

9. “A leveraged buyout is a combination of a management buyout and a high degree of leverage.  A management buyout (MBO) is the acquisition for cash or non convertible senior securities of the business of a public corporation, by a newly organized corporation in which members of the former management of the public corporation will have a significant equity interest, pursuant to a merger or other form of combination….  Leverage involves the use of debt to increase the return on equity.  The extent of leverage is measured by the ratio of (i) debt to (ii) debt plus equity.  The higher the ratio, the greater the leverage (or, to put it differently, the more highly leveraged the corporation is).  A leveraged buyout (LBO) is an MBO that is highly leveraged—that is, in which the newly organized acquiring corporation has a very high amount of debt in relation to its equity.”-805

10. “A junk bond is a bond that has an unusually high risk of default (and is therefore below investment grade), but, correspondingly, carries an unusually high yield.”-805

a. “Because an LBO is so highly leveraged, much or most of the debt issued to finance an LBO usually consists of junk bonds.”-806

B. Note on the Williams Act

1. “Toehold acquisitions—Under section 13(d), of the Securities Exchange Act, a person who has acquired beneficial ownership of more than 5% of any class of equity securities registered under section 12 of the Act must file a Schedule 13D within 10 days of the acquisition.”-806

2. “What constitutes a tender offer—Purchases made anonymously on the open market almost certainly do not constitute a tender offer within the meaning of the Act….  Some courts have adopted an eight factor test to determine whether an offer to buy stock is a tender offer under the Act.  These factors are: (i) Whether the purchasers engage in active and widespread solicitation of public shareholders.  (ii) Whether the solicitation is made for a substantial percentage of the issuer’s stock.  (iii) Whether the offer to purchase is made at a premium over the prevailing market price.  (iv) Whether the terms of the offer are firm rather than negotiable.  (v) Whether the offer is contingent on the tender of a fixed number of shares.  (vi) Whether the offer is open only for a limited period of time.  (vii) Whether the offerees are under pressure to sell their stock.  (viii) Whether public announcements of a purchasing program preceded or accompanied a rapid accumulation of large amounts of the target’s securities.”-807

3. “Schedule 14D—Section 14(d) of the Securities Exchange Act requires any person who makes a tender offer for a class of registered equity securities that would result in that person owning more than 5% of the class to file a Schedule 14D containing specific information.”-807

4. “Regulation of the terms of tender offers—Section 14(d) of the Securities Exchange Act, and rules 14d and 14e, regulate the terms of tender offers.  Under these provisions: (i) A tender offer must be held open for at least 20 days.  (ii) A tender offer must be open to all security holders of the class of securities subject to the tender offer (the ‘all holders rule’).  (iii) Shareholders must be permitted to withdraw tendered shares during the first 15 days of an offer, or after 60 days if the shares have not been purchased by then.  (iv) If the tender offer is oversubscribed, the offeror must purchase on a pro rata basis from among the shares deposited during the first 10 days, or such longer period as the bidder may designate.  (iv) If the tender offer price is increased, the higher price must be paid to all tendering shareholders—even those who tendered in response to the lower price—and the offer must remain open at least 10 days after notice of the increase is first published.”-808

5. “Obligations of the target’s management—Rule 14e-2 under the Securities Exchange Act requires the target company, no later than 10 business days from the date the tender offer is first published, to give its shareholders a statement disclosing that the target either: (i) recommends acceptance or rejection of the tender offer; (ii)) expresses no opinion and is remaining neutral toward the tender offer; or (iii) is unable to take a position with respect to the tender offer.  The statement must also include the reason for the position or for the inability to take a position.”-808

6. “Tender offers by issuers—Under section 13(e) of the Securities Exchange Act and rule 13e, corporations that tender for their own stock (‘issuer’ or ‘self’ tenders) are subject to obligations similar to those imposed on outside bidders under rules 14d and 14e.”-808

7. “Anti-fraud provision—Section 14(e) of the Securities Exchange Act prohibits material misstatements, misleading omissions, and fraudulent or manipulative acts, in connection with a tender offer or any solicitation in favor of or in opposition to a tender offer.  Section 14(e) is closely comparable to rule 10b-5, except that it does not contain the limiting language, ‘in connection with the purchase or sale’ of securities, found in rule 10b-5.”-808

Unocal Corp. v. Mesa Petroleum Co.—S.Ct. of Del.—1985

Issue: Whether “the Unocal board [had] the power and duty to oppose a takeover threat it reasonably perceived to be harmful to the corporate enterprise, and if so, is its action here entitled to the protection of the business judgment rule”? YES

Rule: “it is now well established that in the acquisition of its shares a Delaware corporation may deal selectively with its stockholders, provided the directors have not acted out of a sole or primary purpose to entrench themselves in office.”-815

“the board’s power to act derives from its fundamental duty and obligation to protect the corporate enterprise, which includes stockholders, from harm reasonably perceived, irrespective of its source.”-815

“The business judgment rule is a ‘presumption that in making a business decision the directors of a corporation acted on an informed basis, in good faith and in the honest belief that the action taken was in the best interests of the company.’”-816

“unless it is shown by a preponderance of the evidence that the directors’ decisions were primarily based on perpetuating themselves in office, or some other breach of fiduciary duty such as fraud, overreaching, lack of good faith, or being uninformed, a Court will not substitute its judgment for that of the board.”-821

Paramount Communications, Inc. v. Time, Inc.—S.Ct. of Del.—1989

Issue: Whether “Time’s board, having developed a strategic plan of global expansion to be launched through a business combination with Warner, c[a]me under a fiduciary duty to jettison its plan and put the corporation’s future in the hands of its shareholders”? NO

Rule: “the question of ‘long term’ versus ‘short term’ values is largely irrelevant because directors, generally, are obliged to charter a course for a corporation which is in its best interests without regard to a fixed investment horizon.  Second, absent a limited set of circumstances as defined under Revlon, a board of directors, while always required to act in an informed manner, is not under any per se duty to maximize shareholder value in the short term, even in the context of a takeover.”-834

Paramount Communications Inc. v. QVC Network—S.Ct. of Del.—1994

Issue: Whether the Paramount directors violated their fiduciary duties to their shareholders by favoring a merger with Viacom while ignoring a more favorable unsolicited offer by QVC? YES

Rule: “In the sale of control context, the directors must focus on one primary objective—to secure the transaction offering the best value reasonably available for the stockholders—and they must exercise their fiduciary duties to further that end.”-851

“This requirement is consistent with the general principle that ‘directors have a duty to inform themselves, prior to making a business decision, of all material information reasonably available to them.’”-851

“a court applying enhanced judicial scrutiny should be deciding whether the directors made a reasonable decision, not a perfect decision.”-853

“when a corporation undertakes a transaction which will cause: (a) a change in corporate control; or (b) a breakup of the corporate entity, the directors’ obligation is to seek the best value reasonably available to the stockholders.”-856

“To the extent that a contract, or a provision thereof, purports to require a board to act or not act in such a fashion as to limit the exercise of fiduciary duties, it is invalid and unenforceable.”-860

Amanda Acquisition Corp. v. Universal Foods Corp.—7th Cir.—1989

Issue: Whether a State law preventing a bidder from merging with a target for three years after buying the shares of the target or acquiring more than 5% of its assets, unless the target’s board agrees to the transaction in advance, is consistent with the Williams Act and the Commerce Clause? YES

Rule: “It is not attractive to put bids on the table for Wisconsin corporations, but because Wisconsin leaves the process alone once a bidder appears, its law may co-exist with the Williams Act.”-875

“Buyers of stock in Wisconsin firms may exercise full rights as investors, taking immediate control.  No interstate transaction is regulated or forbidden.”-876

XLIV. Legal Capital and Distributions

A. Legal capital and liability for watered stock

1. “Normally, the par value of a share was the price at which it was expected that the share would be sold (‘issued’) by the corporation.”-879

2. “’Bonus’ shares are shares issued without payment or any amount, perhaps as a ‘bonus’ for the purchase of another class of security….”-879

3. “’Discount’ shares are shares issued for an amount less than par….”-879

4. “’Watered shares’ … are shares issued for non-liquid property which is worth less than par although asserted to be worth at least par.”-879

5. “A practice emerged under which the par value of stock is not the price at which the stock is to be issued, but a purely nominal amount.  For example, stock that is to be issued at $50 might carry a par value of only $1, or even less.  Such stock is known as ‘low par’ stock.”-881

6. “Furthermore, the statutes were universally amended to allow the issuance of ‘no par’ stock—stock that did not carry any par value at all.”-881

XLV. Dividends

A. “Conventionally, a corporation distributes funds to its shareholders in one of two ways: by paying a dividend, or by repurchasing shares of its stock.”-882

B. The balance sheet test

1. “Stated capital (or capital stock) consists of the total par value of issued stock that has par value, or, if issued stock has no par value, the total amount allocated to capital by the board.”-889

2. “The two most important surplus accounts are Earned Surplus and paid in surplus.  Earned surplus consists of internally generated profits that are reinvested in the business.  Paid in surplus consists of the consideration paid to the corporation for par value stock in excess of the par value, or the consideration paid for no par shares in excess of the amount allocated to stated capital.”-889

XLVI. The Public Distribution of Securities

A. Introduction

1. Securities Act Terminology

a. “In ordinary usage, a ‘security’ is a corporate stock or bond.  Under section 2(1) of the Securities Act, however, the term security is defined to include ‘any note, stock, … bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit sharing agreement, investment contract, … or, in general, any interest or instrument commonly known as a ‘security.’”-902

b. “For most practical purposes, an ‘issuer’ is a corporation that issues (that is, sells) its own stock or bonds.”-902

c. “Under Securities Act Rule 405, ‘the term ‘control’ … means the possession, direct or indirect, of the power to direct or cause the direction of the management and policies of a person, whether through the ownership of voting securities, by contract, or otherwise.’”-903

d. “In ordinary usage, an ‘underwriter’ is a firm that markets securities on behalf of an issuer or controlling person.  Under section 2(11) of the Securities Act, however, the term underwriter is defined to include ‘any person who has purchased from an issuer with a view to, or offers or sells for an issuer in connection with, the distribution of any security.’”-903

e. “In ordinary usage, a ‘dealer’ is a person who buys and sells securities on his own behalf, taking title to the securities until sale.  Under section 2(12) of the Securities Act, however, a dealer is defined as ‘any person who engaged either for all or part of his time, directly or indirectly, as agent, broker, or principal, in the business of offering, buying, selling, or otherwise dealing or trading in securities issued by another person.’”-903

f. “In ordinary usage, a ‘broker’ is a person who buys and sells securities on behalf of others, never taking title to the securities.  This usage is reflected in section 3(4) of the Securities Exchange Act of 1934, which defines a broker as ‘any person engaged in the business of effecting transactions in securities for the account of others.’”-903

g. “The Securities Act requires that under certain circumstances securities must be registered with the Securities and Exchange Commission before they can be sold.  To register securities under the Act it is necessary to file a registration statement that sets forth certain business and financial information concerning the issuer and the securities.”-903

h. “In ordinary usage, a prospectus is a document, prepared for distribution to the investment community and the public, that describes the issuer, the securities that are proposed to be sold, and the terms of the offering.  Under section 2(10) of the Securities Act, however, a prospectus is defined much more broadly as ‘any prospectus, notice, circular, advertisement, letter, or communication, written or by radio or television, which offers any security for sale or confirms the sale of any security.’”-903

XLVII. An Overview of the Securities Act

A. Securities Act of 1933

1. “This ‘truth in securities’ law has two basic objectives: (1) to require that investors be provided with material information concerning securities offered for public sale; and (2) to prevent misrepresentation, deceit, and other fraud in the sale of securities.”-904

2. “Securities transactions subject to registration are most offerings of debt and equity securities issued by corporations, limited partnerships, trusts and other issuers….  Certain securities and transactions qualify for exemptions from registration provisions; these exemptions are discussed below.”-904

a. Purpose of registration

1. “Registration requires, but does not guarantee, the accuracy of the facts represented in the registration statement and prospectus.”-904

2. “The only standard which must be met when registering securities is adequate and accurate disclosure of required material facts concerning the company and the securities it proposes to sell.”-905

b. The registration process

1. “In general, registration forms call for disclosure of information such as: (1) Description of the registrant’s properties and business; (2) description of the significant provisions of the security to be offered for sale and its relationship to the registrant’s other capital securities; (3) information about the management of the registrant; and (4) financial statements certified by independent public accountants.”-905

2. “Registration statements and prospectuses on securities become public immediately upon filing with the Commission.  After the registration statement is filed, securities may be offered orally or by certain summaries of the information in the registration statement as permitted by Commission rules.  However, it is unlawful to sell the securities until the effective date.  The act provides that most registration statements shall become effective on the 20th day after filing….  At its discretion, the Commission may advance the effective date if deemed appropriate considering the interests of investors and the public, the adequacy of publicly available information, and the ease with which the facts about the new offering can be disseminated and understood.”-905

3. “If a statement appears to be materially incomplete or inaccurate, the registrant usually is informed by letter and given an opportunity to file correcting or clarifying amendments.”-905

4. “The Commission may conclude that material deficiencies in some registration statements appear to stem from a deliberate attempt to conceal or mislead, or that the deficiencies do not lend themselves to correction through the informal letter process.  In these cases, the Commission may decide that it is in the public interest to conduct a hearing to develop the facts by evidence.  This hearing determines if a ‘stop order’ should be issued to refuse or suspend effectiveness of the statement.”-906

5. “If amendments are filed correcting the statement in accordance with the stop order decision, the order must be lifted and the statement declared effective.”-906

c. Exemptions from registration

1. “In general, registration requirements apply to securities of both domestic and foreign issuers, and to securities of foreign governments (or their instrumentalities) sold in domestic securities markets.  There are, however, certain exemptions.  Among these are: 

a. Private offerings to a limited number of persons or institutions who have access to the kind of information that registration would disclose and who do not propose to redistribute the securities; 

b. Offerings restricted to residents of the state in which the issuing company is organized and doing business; 

c. Securities of municipal, state, federal, and other governmental instrumentalities as well as charitable institutions, banks, and carriers subject to the Interstate Commerce Act; 

d. Offerings not exceeding certain specified amounts made in compliance with regulations of the Commission; and 

e. Offerings of ‘small business investment companies’ made in accordance with rules and regulations of the Commission.”-906

2. “The law provides that offerings of securities under $5 million may be exempt from the full registration, subject to conditions the Commission prescribes to protect investors.”-907

3. “The Commission’s Regulation D permits certain companies to make exempt offerings under $1 million with only minimal federal restrictions; more extensive disclosure requirements and other conditions apply for offerings exceeding that amount.”-907

B. SEC, Q & A: Small Business and the SEC

1. How does my small business ‘go public’?

a. “Section 5 of the Securities Act requires that a registration statement be filed with the SEC before securities are offered for sale to the public.  It also prohibits the sale of those securities until the registration statement becomes ‘effective.’”-907

b. “The basic registration statement consists of two principal parts: 

1. Part I is the prospectus (the legal offering or ‘selling’ document), which must be furnished to all purchasers of the securities….  The prospectus must be made available to everyone who buys the new issue, and also to anyone who is made an offer to purchase the securities.

2. Part II contains additional information available at the SEC for inspection by the public….”-907

2. Basic registration of securities

a. “The basic registration form is Form S-1.”-907

XLVIII. What Constitutes a ‘Security’?

Reves v. Ernst & Young—S.Ct.—1990

Issue: Whether “certain demand notes issued by the Farmer’s Cooperative of Arkansas and Oklahoma are ‘securities’ within the meaning of § 3(a)(10) of the Securities Exchange Act of 1934”? YES

Rule: In SEC v. W.J. Howey Co., this Court held that an investment contract “is a security only if it evidences ‘(1) an investment; (2) in a common enterprise; (3) with a reasonable expectation of profits; (4) to be derived from the entrepreneurial or managerial efforts of others.”-919  That test, however, is inapplicable with respect to “notes.”

“Because we think the ‘family resemblance’ test provides a more promising framework for analysis, however, we adopt it.”-919

“If the seller’s purpose is to raise money for the general use of a business enterprise or to finance substantial investments and the buyer is interested primarily in the profit the note is expected to generate, the instrument is likely to be a ‘security.’”-920

“Second, we examine the ‘plan of distribution’ of the instrument … to determine whether it is an instrument in which there is ‘common trading for speculation or investment….’  Third, we examine the reasonable expectations of the investing public….  Finally, we examine whether some factor such as the existence of another regulatory scheme significantly reduces the risk of the instrument, thereby rendering application of the Securities Acts unnecessary.”-921

XLIX. What Constitutes a “Sale” and an “Offer to Sell”?

A. Note on the meaning of “sale” and “offer to sell”

1. “The term ‘sale’ or ‘sell’ is defined in section 2(3) of the Securities Act to include ‘every contract of sale or disposition of a security or interest in a security, for value.’  The term ‘offer to sell,’ ‘offer for sale,’ or ‘offer’ is defined to include ‘every attempt or offer to dispose of, or solicitation of an offer to buy, a security or interest in a security, for value.’”-923

2. “A transfer of securities need not be voluntary to be a sale under the Securities Act.  For example, most mergers and stock for assets combinations, and certain reclassifications, are sales under Rule 145.”-923

L. The Requirement of Registration

A. Private Placements

SEC v. Ralston Purina Co.—S.Ct.—1953

Issue: “Section 4(1) of the Securities Act of 1933 exempts ‘transactions by an issuer not involving any public offering’ from the registration requirements of § 5.  We must decide whether Ralston Purina’s offerings of treasury stock to its ‘key employees’ are within this exemption”? NO

Rule: “We agree that some employee offerings may come within § 4(1), e.g., one made to executive personnel who because of their position have access to the same kind of information that the act would make available in the form of a registration statement.  Absent such a showing of special circumstances, employees are just as much members of the investing ‘public’ as any of their neighbors in the community.”-929

1. Private offering exemption

a. “Generally, sales to persons who have access to information about the company and are able to fend for themselves (such as those directly managing the business) fall within the intended scope of the exemption.  These are known as ‘sophisticated investors.’”-930

b. “To qualify the offering under this exemption, it is necessary that the persons to whom your company sells the security: 

1. Have sufficient knowledge and experience in financial and business matters that they are capable of evaluating the risks and merits of the investment (the ‘sophisticated investor’), or are able to bear the economic risk of the investment;

2. Have access to the type of information normally provided in a prospectus; and

3. Agree not to resell or distribute the securities.”-930

4. “In addition, your offering may not be made by any form of public solicitation or general advertising.”-930

LI. Blue Sky Laws

A. Note on blue sky laws

1. “Prior to the entry of the federal government into the field of securities regulation in 1933, almost all of the states had adopted statutes designed to protect the public from ‘speculative schemes which have no more basis than so many feet of ‘blue sky.’”-961

2. “At the present time, all states have blue sky laws in effect.  These laws are of major significance, partly because many securities offerings are not registered under the federal Securities Act by virtue of exemptions, and partly because many of the blue sky laws go beyond the disclosure requirements of the Securities Act.”-961

3. “Three basic methods of regulation are employed, which are sometimes referred to as the fraud, dealer registration, and securities regulation methods.”-961

a. “The fraud method simply makes certain practices, usually described by some form of the word ‘fraud,’ grounds for criminal prosecution, suspension of trading, or both.”-961

b. “The dealer registration method requires dealers (including issuers, brokers, and salesmen) to register as a prerequisite to trading in securities within a state’s borders.”-961

c. “The securities registration method prohibits dealing in an issue of securities until the issue has been qualified under the statutory standard in accordance with the statutory procedure.  This method is sometimes referred to as ‘merit regulation,’ because, in contrast to registration under the Securities Act, the blue sky administrator can deny registration on the ground that the securities issue lacks merit, even though full disclosure has been made.”-962

1. “Three basic types of approaches fall within the securities registration of merit regulation method: 

A. Under the qualifying approach, trading in non-exempt securities is permitted only following an affirmative administrative determination that the issue meets a designated statutory standard, such as ‘fair, just and equitable.’”-962

B. “Under the notification approach, which is often available for seasoned securities, registration by notification becomes effective after a designated period unless the administrator moves to block it.”-962

C. “The coordination approach is similar to the notification approach, but is available only for issues registered under the federal Securities Act.  The information submitted to the administrator basically consists of copies of the material filed with the SEC.  The state registration ‘becomes effective at the moment the federal registration statement becomes effective,’ in the absence of adverse action by the administrator.”-962 

