BUSINESS ASSOCIATIONS OUTLINE
I. What Business and Their Lawyers Do:

a. Introduction:

i. Business’ are interested in making money. 

b. Agency Law:

i. The Definition  of agency: Rest Of Agency § 1
1. is the fiduciary relation that results from the manifestation of conent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act.
Principal: the one for whom action is to be taken
Agent: The one who is to act
ii. The requirement of an agency relationship/elements

1. Principal – has to authorize the agent to act on his behalf. 

a. (When someone begins making more money, it is apparent that they cannot do all of the work on their own)

2. Subject to the principal control – 

3. Agent Must consent.

c. Why do People form businesses? 

i. Theories

1. Increase profit
a. Milton Friedman – the one and only social responsibility of business is to use its resources and engage in activity that Increase profits
2. Encourage Social Change 

a. Ben & Jerrys – it is the business’s responsibility to encourage social change

ii. AP Smith v. Barlow 

1. Facts: board of directors decided to contribute 15,000$ to Princeton University. (Ben & Jerry).  Minority shareholders assert a derivative action suit because they are wasting the money of the corporation (Milton Friedman).

2. Claim: Here the corporation brought a declaratory judgment asserting that against the Bd. of the company to stop him from donating the money.  
a. Side issue – the named defendant was the chairman of the board.  

i. MBCA 8.01 – 

a. Each corporation must have a board of directors

b. All corporate powers shall be exercised by or under the authority of, and the business and affairs of the corporation managed by or under the direction of, its board of direction of its board of directors, subject to any limitation set forth in the articles of incorporation or in an agreement authorized by 7.32

3. Issue: the articles did not authorize (certificates of incorporation in del) the corp to make donations.  New Jersey statute allows donation if the contributionis directly connected to protection of the corp.’s interest.  
a. Policy ( encourage charitable donations.  (contributions should be reasonable and unbiased).  

b. Bd. of directors is the agent.  The corporation iis the principal.

iii. What Are a Shareholder’s Options if the shareholder is not interested in the outcome?

1. Sell the stock/vote with their feet.

2. Vote in a new board of directors.

3. Lobby to change the articles.

a. If the articles expressly forbid donations then the corporation cannot donate.

4. Try to influence the board.

a. But remember the board represents the corporation not the shareholders.

b. Can by more shares to influence – vote in or vote out.

iv. Definitions:

1. Intra Vires – within the scope of control – i.e., the bd. can do that.

2. Ultra Vires – outside of the boards scope – i.e., the bd. can’t do that.  – Had the company, in their 

d. Financial Statements

i. GAAP (Generally Accepted Accounting Principals)

1. Matching: 

a. matching of cost/expense and revenues in the same time period otherwise we get the wrong picture.  This element is crucial.  Say for example you push expenses to the next time period you will look more profitable than you are.

2. Conservatism: should be conservative with the numbers.
ii. The Basics

1. The Income Statement: 

a. Formula: Revenues – Expenses (depreciation, salary, etc.) =  Profit Before Tax
b. Hypothetical 

i. Buy 1000 mousepads for 1.  Sell them all for 5 $.   Then buy a maching that is to last 5 years for 5000$.  

ii. Answer – 5,000$ (prof) – 1000 (mousepads) – (1000$ for depreciation) = 3,000$.  Note you would depreciate the expense over the expected time period.  (5000$ / 5 years = 1,000$ per year.

Income Statement

Sales

-Cost of goods

-salaries

-depreciation

--------------

= Prf before tax

-Taxes

----------

Net Income

2. The Cash Flow Statement\

a. The cash flow statement reconciles the capital expenditures through the process of depreciation.  When we have a large 5,000$ capital expenditure, even though we depreciated it, in terms of cash flow, our cash flow statement for the first year will reflect an investment of $ 5,000. In the following years though, we will have much more cash flow.  In cash flow statements, we also deal with profit after taxes.  Here is an example:

b. Formula – you add the depriacition back in every year to correct the income statement since you are not really spending 1000$ (see example) that year. And you deduct out the investment the year you made the purchase, but do nothing  in subsequent years.

Year



2004

2005
Sales



10,000

10000

COGS



500

500

Salaries


1000
1
1000

G & A



100

100

Depreciation


1000

1ooo

PBT(profit before Taxes)
$7,400

$7,400

Taxes



3,700

3,700

Profit After Taxes

3,700

3,700

Depreciation+


1,000

1,000

Investment-


5,000

0

Cash Flow


-300

4,700

iii. Balance Sheet
1. Formula:  Assets – liabilities = Owner’s Equity

a. Or Asset = Owners Equity + Liability

2. Hypo: Company has 1,000 

Assets  

Liabilitie

1000


0





Owners Equity




1000

Total  $ 1000

$ 1000

3. Hypo 2:  What if we buy 100 shares of google.  Well we will have less cash but still the same amount of assets and everything balances.

Assets  

Liabilitie

Cash: $ 900


0

Stock: $ 100 




Owners Equity






$1000

Total  $ 1000

$ 1000

4. Hypo 3 what if we borrow a $1000?
Assets  

Liabilities

Cash 1,900

Loan $1000

Stock 100







Owners Equity






(assets – liabilities = Owners equity)= $ 1000
Total  $ 2,000

$ 2000

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

Liabilities

Cash 1200


loan 1000$

Mach: 500


Pymt: 5000

Stock: 100

Owners Equity




800$ (1000$ - 200$)

Total  $1,800

1,800

iv. Financial Statement and the value of money:
1. Book Value of the company = what the books say it is worth.  Book values of assets – book value of liabilities = book value of equity.

2. Book Value, however, is not necessarily the value of the company.  The amount someone is willing to pay depends on book value and how much profit can be made.

II. SOLE PROPRIETORSHIP

a. Introduction
i. The most common form of business.  

1. The Business and the owner are the same person.  
2. The person who owns the business is taxed once.
ii. Fiduciary – Manifestation of consent by the principal that agent will act on his behalf subject to his authority, and Agent consents.

1. Hypo: Propp establishes a business called Bubbas Burrito (BB) this is a sole proprietorship type of business.  Propp hire Aggee.

2. Analysis

a.  This creates an agency relationship.  Agee agent.  Propp principal.  Through hiring agee subject to  his control, and agee agreeing to work for him forms an agency relationship which is a fiduciary relationship. (HYPOS CONTINUE UNDER D)
b. Actual and Apparent Authority

i. Actual Authority:  (REST 26)

1. This is created by manifestation from the P (principal) to the Agent (A).  It can be created by written or spoken words or other conduct of the principal which reasonably interpreted causes the agent to believe that the principal desires him so to act on the principal’s account.

a. Explanation in English: 

i. Actual Express Authority: P actually tells A you can do BLANK (e.g., go to mechanic have my car fixed) for me.  When B does the task A is now bound and liable.
ii. Actual Implied Authority: P does not tell A to do anything specifically, but the agent has the authority to do what is reasonably necessary to do get the job done.  P tells A he needs to be at a conference in london, A now has implied authority to buy a ticket.  P tells A to represent him in the settlement agreement, A may now settle the case see hayes below.
ii. Apparent Authority Rest (§ 27)

1. Apparent authority to do an act is created as to a third person by written or spoken words or any other conduct of the principal which reasonably interpreted, causes the third person to believe that the principal consents to have the act done on his behalf by a third person to believe that the principal consents to have the act done on his behalf 

a. Explanation in English: here we focus on the relation between P & 3rd party.  P does not authorize A necessarily to act on his behalf.  Instead, P tells or implies to a third party that A has the authority to act on his behalf, and therefore P will be bound. E.g., makes a previous payment for A, P tells the 3rd party that he will cover for A to etc.
b. Elements
i. Manifestaion by P to third Party (TP)

ii. Tp mus have received the communication

iii. Must lead TP to reasonable conclude that A is P’s agent.

c. Note – this is all limited by reasonableness – if for example, P hires Agee to act has cook, and A orders food from a 3rd party.  P then later pays for those orders.  Now P will be liable for the stuff he ordered.  But if they are always 1000 dollar orders, and A then decides to order 100,000$$ we may have a larger problem.

c. Liability – Rest § 140 – a principal is liable for contracts/transaction entered by the agent if: (A) agent has actual express authority, (b) they agent had power arising from the agency relation and not dependent upon authority or apparent authority (i.e, from his specific position – or (C) the agent was apparently authorized.
i. Agent will not be liable when there is a disclosed principal.

d. Hypos
i. When prop hires agee as a cook he tells her that part of her job will be to order food for the restaurant.  Agee orders grits and the other essential ingredients from TeePee.  Is prop liable to pay for the stuff A ordered and TP delivered?

1. Yes, Rest: 26 – clearly says that where there is express authority the P is liable to a third person upon a transaction conducted by an agent. 
a. P’s personal assets are exposed.

b. Disclosed principal: A is not personally liable, because she was acting within the scope of her responsibility.  An agent has no personal liability when acting for a disclosed principal (BB is the disclosed principal).

ii. Propp tells agee to make a $ 1,000 food purchase, and A order 2000.  Is prop liable
1. Yes.  Although there is no actual authority or either implied or express there is likely apparent authority.  That is, TP has already received checks from prop before when A ordered therefore P has given apparent authority. 
2. Note – P could sue A for breach of fiduciary duty.  

a. Duty of Loyalty – Put her own interests in front of her principal’s interest.  A must personally benefit.
b. Duty of Care  - standard of care – she breached this by ignoring a direct order by the P.  Damages – the 1,000$.  Did A fall under the duty of care.
iii. Agee calls a newspaper, tells the advertising director that she is running Bubba’s for Propp, and places a series of full page ads.  Is prop liable to the paper for the ads?  Is Agee liable?

1. No.  – 

2. EXPRESS Actual Authority – P never asked A to do this.

3. Implied Act. Auth. – A is a cook, not an advertiser.

4. No Apparent auth. – we have no manifestation by the principal to the 3rd party that A has auth.  Had he paid for the add this would provide reason for a suit next time.

iv. Propp opens a diner.  He hires A to be his night manager.  Now if A places an ad P will be liable because this will create apparent authority.  A manager implies a lot more authority than say a cook.  So when P holds A out as a manager, it reasonably cause the TP (3rd party) to assume that he has the authority to place the add.

v. Underlying principal

1. Klein & Coffee – when you separate ownership from management you are taking a risk to make more money.

e. Tort Liability of the Sole Proprietor, as the principal

i. Introduction:  Here we focus on the master servant relationship.  Master –principal.  Servant – Agent.

1. All servants are agents. But not all agents are servants.

2. A servant implies a degree of control (much more control than the agency relationship alone) that the principal has over the discharge of the agent’s duty.

ii. Rule:  § 219 – 
1. A master is subject to liability for the torts of his servants committed while acting in the scope of their employment.
a. Questions for a hypo – 
i. is there a relationship?
ii. Is there control?

1. Frolic – then no because it is too fare off.

2. Detour – a mere detour would mean that M is liable for S’s actions

2. If it is outside the scope the master is not liable unless
a. Master intended the conduct or consequence
b. Master was negligent or reckless
c. Conduct violated a non-delegable duty of the master
d. Or the servant was aided in accomplishing the tort by the existence of the agency relationship or servant is actin with apparent authority.
iii. Hypos – 
1. Propp hires Servantes to work as a waiter at Bubba’s burritos.  Is servants a servant?  Yes a waiter is a servant.  A servant is a person employed to perform a service - whom the master has control over the physical conduct of the performance of the services – Rest. § 220.  We look to the degree of control, depending on how much control is exerted, we can have the servant relationship.  A boss will exert enough control over the waiter to have that relationship.
2. Servantes negligently spills coffee on a customer – A master is liable for his servants behavior so long as he is acting in the scope of his employment.
a. Is there a master servant relationship – yes

b. Is the servant acting within the scope of employment – yes

3. While driving to work, Servantes negligently hit a pedestrian.  Is Propp Liable?  No – not within the scope of employment.  Delivering rose for his company – Yes.
4. Propp hires agee to work as a cook. When agee hears a customer criticizing its food, she hits the customer with a skillet.  Is Agee liable? Is Propp Liable? – Intentional torts are outside of the scope of employment and therefore prop is not liable.  Agee is always liable as the tort feasor.
iv. Hayes v. National Service 
1. Facts: Hayes settles a claim for wrongful discharge without her attorneys consent allegedly.  The client is suing saying that the attorney settled the case without permission.
2. RULE/Anal
a. Apparent Auth. – The act of hiring a lawyer is the principals manifestation to the 3rd party that the A has authority to settle the case!
b. Actual Auth. A lawyers authority is plenary and therefore since it the client did not limit his authority by the representation agreement, we have implied actual authority.
3. To limit this authority – Hayes had to call the 3rd party and say that nothing can be settled without first notifying me.
f. The Franchise Relationship – 

i. Introduction

1. The franchisor and franchisee – the law here is governed by agency law.
ii. Miller v. Mcdonalds 
1. Facts: Man bites into burger with pebble in it, and then sues McDonalds the Franchisor.  McD’s (Franchisor hereinafter “McD’S”) says that it is not liable for the action of its franchisee because there is no agency relationship.  The question here is control.  The court assumes that an ee put the stone in the burger.  3k is the franchisee.  

2. Issue: can the franchisor be held liable for the actions of the franchissee’s ee?
a. 3k is liable because of the employee’s act of accidentally put in the stone in the burger and this was within the scope of employment and therefore there is vicarious liability.

b. Is there an agency relationship?  Another way put, is there a master servant relationship that will allow the Plaintiff to sue the defendant as the master/principal vicariously liable?

i. Test is  whether there is enough control for their to be an agency relationship?

1. Yes, given the degree of control that McDonalds places over 3k with the manual, and the amount of detail this is an agency relationship.  The fact that the company put a sign up that stated they are not an agent of McDonalds, does not matter because an agency relationship is created through conduct not 
c. Is this apparent, authority? (in order to find apparent authority must first find AGENCY RELATIONSHIP) 

i. There is apparent authority, because the principal McD’s held this restaurant this particular McD’s as one of its agents and the Plaintiff relied on this -  as long as the 3rd party relied on it then we are fine.
3. The Test for franchises Vicarious liable for its franchisee’s action:

a. Is their such a degree of control that would establish an agency relationship?

i. If there is than you can argue that there is vicarious liability for the actions!

b. Is there apparent agency?

i. Requires that principal holds the agent out as his/her agent?

ii. The 3rd party receives this information?

iii. Requires that the 3rd party relies on this?

????????????????  MUST REVIEW THIS MC Ds Case

g. Expanding the Sole Proprietorship
i. A sole proprietor business grows through the investment of money
ii. There are two ways to get money from other people:

1. Get a loan – must then pay interest and must show loan on your books.

2. Give up equity – then this is no longer a sole proprietorship.  The default form will be a partnership.

iii. Inadvertent Partnership

1. Rule: See 2(c)(i),(ii.)
2. Fenimore
a. Facts:  Fenimore owed money to one of his creditors.  On was his sister.  She lends money to her brother.  She is paid back from the business. Creditors want this to be characterize as a partnership so they are first in line to be paid.  
b. Issue:  was this a partnership agreement or a loan?
c. Rule:  (pretty much the same)
i. Under Old UPA ( Evidence of profit sharing is prima facie case that a partnership has developed.  Then the burden shifts to the “partner” to prove they are not in a partnership.
ii. RUPA (1997 UPA) §202(3) “A person who receives a share of the profits of a business is presumed to be a partners in the business, unless the profits were received in (i. debt installment ii. For services of indep contractor or employee iii. Rent) (there are more exception but we did not talk abou them, you do not need to i.,ii.,iii., just left them in for example. 
d. Because the sister said she was giving it as an advancement, and it entitled her to a return on the business’s money, with no limits on that money, it was presumed a Partnership and she was not a creditor and now could not get her money from this loser.
e. Lawyerin techniques – 
i. Expressly say that the money is given as a loan
ii. Refer to the sister as a creditor
iii. Refer to the profit share as a “repayment of loan”
3. Martin v. Peyton
a. Facts: There is a secrities business that fell on hard times and needed a lender.  One of the partners gets another firm to give him a lona during hardtimes.Agreeement (a)  The company was entitled to %40 of profits, but no more than $500,000 until the loan is paid off.    (b)  the loaners had the right to inspect the book, and veto important decision (c) Also kept option to join as partners.  
b. ISSUE :Plaintiff wanted to reach the individual loaners as Partners
c.  Rule: partners are all liable for each other debts.
d. This is not a partnership – 
i. The loan agreement said it was a loan agreement (not dispositive).
ii. Had a veto power (not dispositive against them)
iii. Key Difference between this case and the last: is there was a limit on the mondy they could get..
III. Partnership
a. Introduction/of RUPA
i. Rules:
1.   A partnershipis is defined as two or more people.  A corporation can be a partner in a partnership.
2. RUPA 202
a. When you share profits you are presumptively a parternship (unless debt/loan rent independent contractor / rent)
3. RUPA 103  (GOVERNING RULES)
a. Relationship among the partners are governed by the partnership agreement.  To the extent that they are not governed by the partnership agreement, RUPA provides rules.
b. Certain rules Cannot be waived through the partnership agreement.
i. Cannott
1. Unreasonable restrict the right of access to the books and records
2. Waive the ability of a partner to dissacoate. 
3. Waive the duty of loyalt (but the partnership agreement can identify specific acts that do not violate the duty of loyalt so long as they are not unreasonable. (discussed further below 103(b)(3)
4. Cannot unreasonably reduce the partners duty of care.
PROPERTY RULES ((4- 7)
4. Rupa 203 state “property acquired by a partnership is property of the partnership and not of the partners individually.  
5. Rupa 204(A)
a. (1) IF the property was purchased in the partnerships name it belongs to the partnership.
b. (2) if there is an indication in the instrument used to transfer the money then the property is partnership property.
6. 204(C) property purchased with partnership funds is presumed to be  partnership property even if not acquired in the partnership’s name.  
7. 204(d) Property acquired by one or more partners without an indication in the instrument that it is partnership property and was not purchased with partnership funds is presumptively not the partnerships.
MANAGEMENT RULES ((8-9) 
8. 401
a. (f) each partner has equal rights in the management of the company.
b. (J) – A decision about the ordinary course of business requires a majority of the partners.  A decision outside the ordinary scope of the business of a partnership and an amendment to the partnership agreement requires unanimity.
Liability ( (9) the rest of the rules are in the hypotheticals!)
9. Rupa 301(1)  Each partner is an agent of the principal.  Thus, a partners action will bind the partnership.  Unless – (a) the partner had no authority to act, and (b) the 3rd party knew or received notifcation that this partner could not act on behalf of the corporation.
ii. Hypotheticals:
1. Do Propp Agee and Capel need a written partnership agreement if they are going to own and operate Bubbas Burritos?  Do not need specific words to create a partnership.  No need for any writing, a partnership is the default rule whenever two people are sharing profit.  And the RUPA provides all the default rule we will ever need.
2. Do Propp Aggee and Capel need a lawyer?  More than one?  Should have a lawyer drafting a partnership agreement.  Propbably more than one, the partnership is a separate entity. And the three people will have separate  interests that may conflict, so you will likely need several lawyers to represent the interests.
iii. Problems in Operating a business as a partnership: hypos on p. 79.  
1. Propp aggee and cappell decide to operate Bubba’s as a partnership.  Is the cooking equipment Propp used in the restaurant before formation of the partnership is now partnership property?  Rupa 201 defines a partnership as a separate entity.  Rupa 203 state “property acquired by a partnership is property of the partnership and not of the partners individually.  This only talks about property acquired by the partnership and therefore the partnership would not own the property.  
a. If Agee and Capel do not like this result they will want to put a provision in the partnership agreement to make the property their property.
2. Are cash and Credit card receipts from the Post-partnership operation of bubbas partnership property? What about chairs ad tables acquired after formation?  Rupa 203 says that property acquired by the partnership is property of the partnership.  Rupa 204(C) property purchased with partnership funds is presumed to be  partnership property even if not acquired in the partnership’s name.  204(a) IF the property was purchased in the partnerships name it belongs to the partnership. ( thus this is property of the partnerhship
3. After formation, Bubba’a uses funds provided by Capel to buy black acre.  Is Blackacre “partnership property”?  What if the seller deeds Blackacre to Capel?  Rule 204(C) provides for a presumption of partnership property if it was purchased with partnership assets, here it is not purchased with partnership money or it does not look like it is.  Capel can give the money to the partnership and then purchase it with partnership money and then this will be partnership  property.  Capel can also change the deed to mention the partnership, or that his purchasing the property as a partner, but otherwise if he has purchased the property with his money, and it is in his name, the property belongs to him
iv. Partnership decision Making – 
1. Agee and Capel want the partnership to lease a building from Roberts.  Propp disagrees.  Can he prevent the lease?  No – each partner has equal rights in management (401(f)), and decision about the partnership in the regular course of business only require a majority.  So prop cannot do anything.
2. What if the partnership provides that Capel has entire authority over leases, and he decides to lease from Roberts although the other partners do not want to?  -- see rule 103 the partner agreement will govern and therefore of course – some RUPA rules cannot be waived see below - 

3. What if Capel leased the property as the partnership but the partnership agreement said that to lease property need unanimity?  The partnership would still be liable, because of 301(1) which makes every partner an agent of the partnership.  Thus the partnership will be bound, unless (a) the partner did not have authority to act, and (b) the third party knew the partner did not have authority to act.  Here unless the 3rd party knew that Capel did not have the authority to act the entire partnership will be liable.. 
a. A partnership agreement could not modify the apparent authority aspect of RUPA 301(1)  RUPA because under RUPA 103(b)(10)  - a partnership cannot restrict the rights of a 3rd party.
4. Can they sue capel for binding them?  Well there is no evidence that the partnership has put a remedy in place for indemnification in the partnership agreement.  But they can sue for breach of fiduciary duty, and or for breach of K law.
5. Mutual general agency – all of the partners have apparent authority to act on behalf of the agency.
b. Meinhard v. Salmon
i. Facts: Plaintiff and defendant enter into a partnership agreement.  Defendant needed capital for a renovation project.  Defednat was to keep sole power of managing and plaintiff provided money.  Their agreement lasted for 20 years.  Toward the end of the period, Salmon is offered a new renovation project for an entire New York block.  Salmon accepted this opportunity.  
ii. Claim:  Meinhard is suing for a share in the new project b/c salmon never told him about it.  
iii. Rule:  There is a fiduciary duty among partners – specifically here it is the duty of loyalty. 
1. The opportunity was given to salmon as an agent of the partnership therefore the offer was given to the partnership.

2. The duty of loyalty would require disclosure of the opportunity to the partnership before the opportunity is given to anyone else.

3. Had Salmon just disclosed the opportunity their would be no breach.  Once the offer is disclosed, Salmon can say I am not interested in this partnership any more, it is dissolved, and he can go take the opportunity for himself - meinhard would have been allowed to then go and compete for himself, but now, the other partner also can compete, and therefore there would not be a breach of the duty.

iv. Rule: There is a duty to disclose material facts to other partners.  The remedy is not clear cut (here the remedy was 49% profit to meinhard).  

v. Is Fiduciary Duty waivable –– according to 404 – the partners owe eachother the duty of loyalty and care.  according to 103(b)(3) – these duty of loyalty cannot be waived unless it is “manifestly unreasonable” – what those words mean –is unclear.  There is a debate whether these these duty’s can be waived.

c. Partnership Liability

i. A C and E form the ACE partnership.  If through the course of their partnership, A negligently injures P can P sue the Partnerhsip.  

1. RUPA 305 (a) – specifically states that the partnership can be sued for loss caused by a partner acting in the ordinary course of the partnership 
2. Rupa 306(A) – Provides that all partners are jointly and severally Liable for obligations of the partnership. 
3. Analysis – thus, the P can sue the partnership.  P can also sue A as the tort feasor.  P then can go after any individual partner under 306(a).  But must first satisfy the exhaustion rule.
4. Exhaustion Rule – RUPA 307(D) – this rule requires that P go after the partnership assets firs.  Once the partnership assets have been depleted the P can go after any individual plaintiff.
a. The process- 
i. Go after the partnership.
ii. Get judgement.  Go after assets – not enough
iii. Get a new judgement against the individual partner.
ii. If P decides just to sue A, P can go after A’s assets without the exhaustion rule.  
TEST FOR LIABILITY -
iii. The analysis in full for P to Sue E.  First – must sue the partnership under the theory that he was acting in the ordinary course of businesss.  Then get a judgment against the partnership, seek funds against the partnership, exhaust the assets, and get a judgement against the individual partner (he can argue the debt incurred before I became a partner) (can also sue the partnership and individuals together but in that case you would still have to first exhaust partnership funds) and then go after the individual partner’s money.
d. Capital Contributions – IT is common for a partnership agreement to contain provisions requiring initial and additional capital contributions from partners.  
i. Properly drafted provisions will state
1. The vote or event that will trigger the necessity to contribute funds
2. the amount of each partners contribution obligation
3. the time in which to make the additional contribution
4. the consequence of a failure to contribute
ii. Subsequent Capital Contributions from Existing partners
1. A partner may contribute funds as a loan.  RUPA 404(F).  Outside lenders will have a right to asssets first, then inside lenders, a 404F lender is an inside lender.
iii. Outside lenders – if a partner signs a personal guarantee the partner will be liable in contract law.  
iv. Adding owners
1. Bubbas partnership has no provision with respect to existing partners approving new partners.  Agee and Propp favor taking 100,000 $ from Roberts and making him a partner, Capel opposes it 
a. Rule: 401(i) – a person can only become a partner with consent of all partners.  To amend the partnership agreement also requires consent of all partners 401(j).
b. Rule: 306 (b) A recently admitted partner to an existing partnership is not personally liable for obligations incurred before he joined as a partnership.  
2. Will a partner be liable for an already existing 10 year lease to property – No  see 306 (b)
An Overview of RUPA liability:

RUPA 305: a partnership is liable for the loss/injury/debt incurred as a result of an act or omission of a partner acting in the ordinary course of business of the partnership.
Rupa 306: (a) gererally all partners are jointly and severally liable for the obligation of the of the partnership; (b) But, a person admitted to a partnership already in existence is not liable for obligation incurred prior to his joining.

Rupa 307: (b) a creditor/person can sue the partnership add the individual partners in the same or in separate action. (C) a judgement agains a partnership is not by itself a judgement against a partner.  Cannot satisfy a judgment against a partnership may not be satisfied from a partner’s assets unless there is also a judgment against him – (d) the exhaustion rule – a creditor cannot satisfy collect on a partners assets before exhausting the partnership’s assets.

e. Partner’s Salaries
i. Hypotheticals
1. Bubba’s profited 250,000$ last year.  Propp and Capel want to use the money to expand the business.Agee needs her share of the money to pay for school loans.  Can she prevail?  Can a lawyer advise all of the partners?   ( this is a management decision in the ordinary course of business.   Unless the partnership agreement says otherwise Agee will lose.  
2. Propp agee and capel are partners in Bubba’s.  Agee and prop work at the partnership, but Capel doesn’t.  Can Agee and prop receive money from the partnership?  Look to the partnership agreement.  Assuming it is silent rule 401 (k) says no salary for service performed for the partnership.
3. Assume that the partnership agreement provides that Agee will receive annual salary of 430,000$ and Propp to receive 25,000$.  Can Capel prevent them from increasing their salary?  Yes!  Because they are not entitled to salary for services.  They would be only entitled to what the partnership agreement allowed, and here it allowed 430- & 25-, therefore you would need consent to change the agreement.  
4. Can Capel compel the partnership to employ him and pay him a salary?  Salaries/hiring decision are decision made in the ordinary course of business, so the answer is NO-for such decision, RUPA 401j says that he needs a majority of partners, unless the partnership agreement provided otherwise.  
5. Can a partnership pay cape a salary even though he does not do any work for the partnership? Yes – he can get a salry if the partnership provides, or if it is silent and the majority votes for him to have a salary.  
f. Partnership for profits:  
i. Agee Propp and Capel are partners in Bubba’s.  Capel invests 1,000,000 in the partnership.  Propp invests $20,000.  Agee doesn’t make any contribution of capital she works for a salary.  The partnership profits 99,000.  How will the profit be split?  RUPA 401(b) states that each  partner is entitled to an equal share of the profits, meaning $ 33,000 each (very important: at this point we are only talking about share, not how much easy actually makes).  
ii. What if partnership agreement provides that Capel would receive 2/3 of profits, and agee 1/6, and Prop 1/6?  Capell’s share will be 66,000$.  And 16,500 each for capel and aggee. 
iii. Who decides when profits are actually distributed to the partners?  This is a normal cours of business.  Then would be decided by an equal vote, and because default rule is everyone has equal share in management would not matter how much money originally was put in.
iv. Partnership had a bad year.  Notwithstanding that, 2 of the 3 partners support a distribution.  Can they distribute – yes, ordinary course of businees.  Rupa 807, however, requires that they pay their creditors first.  (3rd party obligation cannot be waived).  
1. Debt Covenant  - the bank can contractually hold a veto power over distribution, to make sure you do not distribute to put yourself in a bad position to pay future loans.  
g. Sale of Ownership Interest to a 3rd parties
i. If Roberts buys propp’s partnership interest, will Roberts have a right to participate in partnership decision?  No unless partnership agreements provided so.  Otherwise RUPA § 501 state that all the partner can transfer is the right to the partner’s share in profit, losses, and the right of the partner to receive distribution.  In order to become a “full partner” remember that RUPA 401(i) mandate consent of all partners.  So prop can sell his financial rights only.  
ii. What if he buys a partnership interest from the whole partnership will he have a right to participate in partnership agreements?  Yes – because buying a partnership interest from the partners means they have all agreed to admit him as a partner (401i) thus he will have a right to vote.  
iii. Distribution & share of profits are different – can distribute without having made a profit.
h. Withdrawal of a Partnership – 
i. Issues:
1. What happens to the withdrawing partner if there is no dissolution when he withdraws?
2. What happens to the partnership and to partners to if there is dissolution of the partnership 
ii. Right to withdraw
1. Rupa 602(a) – A partner can withdraw at any time.  So a partner can always withdraw unless restricted by the partnership agreement or a partnership term.
2. RUPA 602(b) – A withdrawal  is wrongful if:
a. It is a breach of the partnership agreement.
b. Or occurs before the endof the term in a partnership of term.
iii. Partnership Resumes
1. Agee Propp and Capel have a ten year term partnership.  The partnership agreement has no provision with respect to withdrawal or dissociation of a partner.  Can Propp withdraw from the partnership after its third year? Will it be wrongful?  When will prop be paid for this partnership interest?
a. Under 602(a) he can withdraw any time but he cannot withdraw before the end of a term 602(b)(2) ( he is leaving before the term of the partnership is up.
b. RULE 701 H – the partnership does not have to pay until the expiration of the partnership.  Unless the partner can convince the court that securement of the payment will not cause undue hardship to the partnership.
2. How much will prop get paid?
a. 701(b) Propp will be paid the greater of – the liquidation value of the assets at the date of dissociation Or the value of the entire partnership if it was to be sold on that day 
b. 602(c) – the partner will be liable for the costs caused from dissacotation.  
iv. Creel v. Lilly (SPLIT BETWEEN RUPA (in the case of a death partnership contintues) & UPA (the partnership dies) You Need to know)
1. Facts:  One of a partnership’s partner died.  His wife as his inheritor, wants the partnership to dissolve and have its assets liquidated.  The parties want to continue.  
2. RULES
a. UPA – the death of a partner caused the partnership to dissolve.  
i. Survivorship Clause: was necessary to put one of these into the partnership agreement for the agreement to go forward.
b. RUPA – 601(7)(i) – the case of death causes the partners to dissacosiate, it does not cause dissolution.  Thus this will then trigger 701(B) – which requires the company to pay for the greater value between – liq. Of part. Assets.  OR sale of business as a “going concern”  - she gets what is financially hire. 
i. Note – we would not subtract any damages caused from wrongful dissolution because the death is not wrongful. 
ii. The Calculation

1. You assume the partnership is terminated at the date of disassociation 
2. The we calculate what the partner would have received on that date based on the two options above.
3. Subtract damages from wrongful disassociation, and or liabilities of the partnership.
i. Liabilities of a disassociated partne
Assume that capel, a patner left on april 5.
i. To Roberts on the ten-year lease that Bubba’s executed on April 5?  Yes Rupa 703(a) – Disassociation does not terminate obligations before he has disassociated, it generally discharges them afterwards.
ii. TO a client for a slip and fall claim based on a July 13 incident.  No b/c obligation occurred after he was discharged 703(a)
iii. To TeePee (3rd party) a long time supplier of Bubba’s for food ordered and delivered on April 11?  Maybe – According to Rupa 703(B) can be liable for debts for up to two years after disassociation, if he reasonably believed the partners were not disassociated, and did not have actual notice etc…Capel should notify everyone he has disassocitated – to cut off liability.
j. Disassociation and dissolution of the partnership:  
i. Issued
1. what causes dissolution?  What happens during winding up?  Who gets what when the partnership actually terminates?
ii. Hypos
1. Propp agee and Capel are partners in Bubba’s Burritos.  The partnership agreement contains no provision relating to dissolution or to the duration of the partnership.  Capel Wiethdraws Can Prop & Agee Continue?
a. 601(1) – partner is disassocitated when he provides express will to partners.  801(1) in a partnership of will, if a partner withdraws under 601(1), i.e., expres will the partnership must dissolve.  
2. What if Capel wants to dissolve but Propp and Want to continue – same answer.  (see rule above – and consider power this gives to one individual person thus should opt out).
3. What if Capel dies and his wife wants to dissolve but Agee and Propp want to continue?  
a. Creel – under death the partnership will continue, but must buy her out upon request.  
4. Dr ABC and D are in a 10 year partnership.  Partner A withdraws after 3 years.  Can the others continue the partnership?
a. Yes they can.  The rule is under 801(2) – Because the disassociation is wrongful, the partnership will continue on unless the express will of at least half of the remaining partners is to disasspciate.  So would need agreement from 2 0f  bcd
5. What if B wants to dissolve? Can he -   
a. As explained above no.   (B is only 1 not half of the partners).  But if B withdraws under these circumstances (when someone wrongfully disassociates it will not be wrongful) it will not be considered wrongful!  
k. Winding up a Partnership.
i. On dissolution, Bubba’s owes $ 100,000 to itss creditor including $ 20,000 lent to the partnership by one of its partners, Capel.  Should this debt be treated differently?  ( Under RUPA 807 (a) assets must be paid to creditors including inside debt.  The old UPA ( actually stated a preference to 3rd party creditors.  (CHECK THIS WITH PROFESSOR)
ii. Can The Creditor collect unpaid balances from the partners individually?  Yes, there is joint and several liability, so must get individual judgements agains the partners and first exhaust individual assets.
Assets                                  liabilities

 


Owners equity




Capital Accounts




Capel 100,000




Prop 8,000




Agee 2,000




Retained earngins: 90,000



Total:
200,000
Partnership accounts reflect the amount of money each partners has contributed to the company.  The default rules for splitting up remaining profit/debt at when winding up is that it must be split up equally. See problems below.
iii. At the dissolution of the partnership, the partnership has 200,000$ after paying off its creditors.  If the balance in Capel’s partnership account is $ 100,000, Propp 8000$ & $ 2,000.  How should the $200,000 be distributed.  Since all debts is paid off RUPA 807(1) –(the capital account is our first obligation)(we then split the remaining money equally)
1. Pay off the partnership accounts (RUPA 807(B)) – which will leave us with 90,000$.  
2. We then (default rule) divide the remaining money up according to their shares.  The default rule is equal shares (ripa 401(b) – so 30,000 each
iv. What if after paying off creditors we only have 20,000$ left?  Well then we look at our capital account.  And see that 110- minus 20—is 90,000.  
1. Partnerships share losses equally.  So we see the capital accounts are worth 110,000 and we had to subtract the 20,000$ left, so we are still short 90,000 – divide this buy 3 (the amount of partners) and we will have their final balance.
2. So we substract the amount from each capital account.
Capel 100,000-30,000 = 70,000 Capel is entited to this.
Propp: 8,000 – 30,000 = -22,000 propp must pay this to the pship 
A     : 2,000- 30,000 = 28,000 a must pay this to p ship.

v. Kovacik v. Reed – ((if we got this hypo on a multiple test question would we apply kocavic or RUPA))
1. Facts:  Plaintiff and defendant entered a remodeling arrangement.  They were to share profits (50-50).  The agreement says nothing about losses.  Kocavic was to put money in, and Reed was to do the job.  After 10 months, the dissolved and kocavic ended up paying creditors over $8,000.  He wants reed to pay 50% of the amount K personally paid because the business had no money left.  
2. RUPA – Under a clear application of rupa we would have had equal share of the loss.  Thus R would have had to pay 4,000 $.  IF we considered capital accounts also (THE COURT IGNORE CAP ACCOUNTS) we would have 10,000$ invested, plus 8,000 dollars to creditors, that would have been 18,000$.  Then he would hhave owed 9,000$.  
3. Court in equity – finds that because he put in work with no pay thay were not going to charge him for it, and ignore rupa.  
l. Expulsion of A partner
i. Bohatch v. Butler
1. Facts: Plaintiff thinks that one of her partners is breaking some codes of conduct.  It turns out she was wrong.  She is fired because of what she did.  
2. Issue: is this a breach of fiduciary duty?  Is this a breach of the partnership agreement?  
3. RULE/Analysis
a. The agreement explained the firing mechanism but gave no reasons.  Therefore this was an at will partnership agreement, and there will be no breach of K for firing her.  
b. And firing someone for whistle blowing is not against a breach of fiduciary duty of loyalt.  
i. WHY? ( the partnership lost trust in her .  The fact that her suspicion was unfounded is not even relevant.  They lost trust and therefore they can fire her.  
c. RULE – fiduciary duty does not encompass retaining someone as a partner.    A partner cannot fire someone else for their own self gain.  
d. BUT – hypo – what if the partnership wanted to fire someone for no longer being profitable.  This is fine because they are not seeking self gain
4. Notes – 
a. When she was expelled the default rule requires a buy out under 702.  Expulsion will not trigger dissolution.
b. Protect yourself from expulsion (  Make a partnership a term partnership, which would require damages and a buy out.
m. Freeze Out
i. Page v. Page
1. Facts: two partners P & D made an oral partnership.  They have a laundry business.  P wants brings a dec judgement to prove that this was a partnership at will rather than term.  P is also the sole shareholder of a corporation that has lent money to the partnership, thus the partnership owes him money.  The Partnership just started to become very profitable because of the the new airforce base that was developed insanta maria.
2. If the Partnership is At will or Term 

a. Term – will have 3 beneficialconsequences for D.
i. Plaintiff’s withdrawal will be wrongful.

ii. The partnership therefore will not dissolve, because not at least half of the remaining partners will want it to dissolve

iii. And he can postpone buyout until the end of the term unless P can show that there will be no harm.

b. At will – P will benefit.

i. The partnership will dissolve.  B/c of need to pay outside creditors first, D will make no money back, and the money will go to the corporation

3. Held

a. This is a partnership at will, because no evidence otherwise.  P can dissolve.

b. Defednant claimed that the P was acting in bad faith and was attempting to use his superior financial position to appropriate the business for himself.  – 
i. Held – D can initiate another proceeding and prove that P breached his fiduciary duty by  withdrawaling in bad faith – and attempting to freeze out the other partner and appropriate the business for himself.

4. Freezing Out – where a person who onwns a majority interest acts to compel a minority owner of the business to either sell or otherwise give up his interest.  

Corporations
I. Introduction 

a. The Shield of Limited Liability

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

b. Originally

i. Historically, the corporation was invented as a legal entity to create perpetual life.  Needed 1 million dollars to start a corporation in the 1990s.  The codes of corporations were controlled by the state; and they were mainly regulatory.

ii. Today, corporations are governed by state rules that are “enabling rules” in that it is fairly lenient formalities in the way of creating a corporation.

II. Promoters Liability

a. Test – 

i. Are we dealing with an individual who is stating that he is going to create a corporation?  (if he is stating that he is already incorporated and he is not because of a technicality you are in the wrong section of the O line)
ii. The rule is that the promoter is liable unless you can establish that the other party intended to look to a 3rd party for payment usually the corporation to be formed.  Look at the possibilities 1 through 4 below, the most important one the novation – where they agree that if the corporation will take the liability the promoter will be relieved of it! 
iii. Remember the corporation is not liable unless the corporation adopts the agreement!
1. the corporation then becomes the primary beneficiary and obligor
b. Introduction

i. Promoters are people who have a business model and want to start a corporation.  

ii. The problem

1. An offer comes along before the corporation is formed leading to the individual to enter into the agreement before the corporation has even been created.  

iii. The legal Issues

1. Is the promoter personall Liable for these pre-incoporation agreements?  

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

c. Promoters Persona Liability

i. Stanley How & Associates, Inc., v. Boss (SEE p. 37 for the proper way to sign a “signature block”)
1. Facts:  Boss the promoter of the corporation entered into the contract with plaintiff before the corporation was formed.  Plaintiff was the architect of the hotel, and he performed the work.  He is now suing boss.  Boss signed the contract “agent for a Minnesota corporation to be formed who will be the obligor.”  Defendant began to performing.  

2. Rule:  

a. Starting point is that the promoter remains liable for any contract s/he entered into before the corporation was formed unless the other party agreed to look to some other person or fund for payment/usually the corporation – the court determine whether the other party was going to look to a 3rd party through looking at the parties intent and provide four possibilities -- the court provides four alternatives:

i. The other party from the beginning looked to the corporation – “The parties may understand that this was a revocable offer to the corporation that will result in a contract if the corporation is formed.”
ii. A subset - The parties had an irrevocable offer where one party makes the offer, and the promoter promises to make his best effort to make a corporation to accept the offer.

iii. A novation – that the promoter will be relieved of liability if the corporation is formed and manifest its willingness to become a party of the contract.

iv. They may agree to a contract where the corp. also becomes liable but the promoter remains liable. 

b. The parties did not plead that this was a novation so three is out.  Although it could have been a novation.  Here the only argument is either that the parties intended this to be an offer to the corporation to be accepted by the corporation, or the starting point (that the promoter is liable) the court found the words on the check not enough to overthrow the presumption and establish 1 or 2. 
ii. The corporation’s liability for the promoter’s contract:
1. McArthrur v. Times Printing Co.
a. Facts: the same case as above, except they form the corporation.  Is the corporation liable for the contract signed by the promoter?

b. The corporation must adopt it impliedly (through payment) or expressly.

c. Even after adoption it doesn’t clear the promoter of liability necessarily.  ((need to find a novation to clear the promoters liability, remember that under i., & ii., a contract would never have been formed, or the corporation would have accepted it.) payment or acceptance of good is an implied adoption.
iii. Hypo – Propp executes a lease will L & L before the articles of incorporation for Bubba’s are formed.  No articles are ever filed.  Propp signs the lease, Propp For Bubba’s Burritos.  (  Is prop liable?  Yes – under the MBCA – you are liable if you enter into any agreement before the articles are fiels.  

a. For the test the only issue – 

i. The promoter is liable for any contracts unless the other party is looking to another party for the payment.  Usually 

1. look at four examples above – did they look to the corp the whole time, was the offer made to the corp if it gets made, was their a novation – a substitution of the new obligation for the old obligation

ii. Then the corporation must adopt the K, either implicitly or explicitly

1. The corporation, because they are the beneficiary – they are the primary obligor, and the promoter is secondarily liable (assuming there is no novation) liability remains as the guarantor.)

III. Forming a Corporation

a. Articles of incorporation

i. Rule: a corporation does not exist until there are articles of incorporation are filed.  
ii. Hypos 
1. A husband and wife operate a plumbing repair business out of their home and decided to incorporate it.  They want to name their new corporation “P & M Plumbing Co.” but there is already a company named P & M Plumbing Inc can the still name their co P &M PLUMBING CO?  What about the name Royal Plumbing Service?
a. SPLIT

i. MBCA – 4.01 – A corporate name need only be distinguishable.  There is a distinction here between the co. and the inc.  so the MBCA is satisfied.  This rule is founded in a policy of letting trademark/copyright/ip law deal with that stuff.

ii. Ca.  Forbids names which are deceptively similar 

b. MBCA - No they cannot have that name because under model rules they must have contained in their name one of the following words – corporation, company or limited or their abbreviation.  

2. Paul and Mickey have decided to organize their new corporation under the name Royal Plumbing Service Inc. and have ordered invoices so for use using that name although the articles have not been filed.  Does this cause any concer?  Should you register this name for your clients?  Should you reserve this name for your clients?  4.02, & 4.03.  
a. 4.03 – requires foreign (out of state) corps to register the name of the corporation for one year to insure the exclusive use of the name.

b. 4.02 – may  reserve a name for 120 days to make sure noone else comes along and takes the name.  

3. Article 2.0 of Royal Plumbing is titled duration and states that “the duration of the corporation is perpetual.  Does this provision raise any problems under mbca.  MBCA 3.02 – all corporations are have perpetual duration!  Unless you opt out of this and place a clause of specific term within the corporation.  
4. Royal Articles also contains a purpose provision whichis a general one, and containe no language of limitation other than lawful does this raise any probems?

a. No; according to the MBCA 3.01 unless an article contain a more limiting language, every corp., is presumed to have such a general power.  “every corporation has the purpose of engaging in any lawful business.”  
b. Under 3.02 the modern corporation has all the power that a natural person has.  This power includes for example the power to sue and be sued to make bylaws etc…  (one limitation would be donations!).

5. Royal Articles said that the corp will only have one director.  Is that fine?  Do we need to name the initial bd. members in the article?

a. The old rule – need 3 directors.

b. MBCA 8.03 – having one director is ok.  (Directors must be people.  But incorporators can be other people.). Do not need to name the first bd. member.
6. Royal’s article miss anything that it must include”  No
a. MBCA 2.02 – article must include

i. Corporate names

ii. The number of shares authorized to issue

iii. The address of the corporation initial registered office and the name of their registered agent at that office
iv. Name and Address of each incorporator.

b. Optional – purpose, powers, par value of stocks, or the imposition of personal liability on individual shareholders.

7. By Laws

a. After the articles of incorporation are filed, the directors take over and make by laws.  The articles are supreme and the bylaws come underneath the articles.  They contain information on running the company.  They do not need ot be filed.  

b. Where to incorporate – 

i. Hypos – 

1. What happens if Bubba’s incorporates in Deleware, open a store in Alabama and a customer gets food poisoning in Alabama?  What if the claim is for breach of fiduciary duty?
a. Alabama tort law will govern.  But, can also sue in Delaware and bring the claim under Alabama tort law.  

b. The law of Delaware will apply for the breach of fiduciary duty claim.  But can sue in either forum.  

2. Can Bubba’s incorporate in Delaware and do business in Alabama?

a. Yes – they must file a Certificate of Qualification and get a registered agent to accept service in Alabama – if they fail to do so they (1) cannot sue in Alabama.  But can be sued.  (2) And will likely be fined.

c. Defective Incorporation ( De facto/de jure/ and corporations by estoppel
i. Introduction

1. Test: 

a. Did someone act as if they were incorporated when they were not?  
i. Yes – if no wrong section of o line, if for example the person is confessing there is no corp and they are attempting to promote ( go to promoter)
b. If so which JX? MBCA

i. MBCA – 

1. 2.03 – the corporate existence does not begin until the forms are filed.

2. 2.04- all person purporting to act as or on behalf of a corporation knowing there was no incorporation are jointly and severally liable for all liabilities created while doing so.  

a. If the person knew they were not a corporation and held themselves out as a corporation  they will likely be liable no matter what.
ii. If they did not know they were not a corporation they may be able too aply one of the following docrines 
1. De Facto (this doctrine is mainly dead)
2. Corporation by Estoppel (despite statute MBCA still exists)
c. For the test I would say some courts believe that the MBCA has overturned both De Facto, and Estoppel doctrine (SEE Levy).  Accordingly few courts apply de facto, but assuming in that JX - - .  Estoppel is still around --- and well.  
d. Test – 

i. Start with MBCA – (some courts would hold this ov

ii. Then Estoppel

iii. Then De facto

ii. Robertson v. Levy

1. Facts – R & L enter into an agreement.  L promises to incorporate and then purchase R’s business.  This is a delay contract.  Levy is suppose to incorporate before the deal closes.  L allows the deal to close, although he never incorporated his business.  R believes the the company is incorporated and gives over the deed.  R is not paid and the corporation is without assets so he sues L.  Issue can yo

2. ISSUE – whethet the rpresident of ana ssociationn which filed its articles of incorporation which were first rejected but later accepted can be held personally liable on an obligationentered into by the association before the certificate of incorporation has been issued or whether the creditor is estopped from denying the existence of the corporation because after the certificate of incorporation was issued he accepted the 1st installment?

3. Levy argues that he is not personally liable because the corporation shields the shareholders too bad - 
4. MBCA 2.04 – all person purporting to act as or on behalf of a corporation knowing there was no incorporation are jointly and severally liable for all liabilities created while doing so.  

a. This differs from promoters liability- here we are dealing with someone screwing up on a minor technicality that made it so they did not incorporate.  
b. Promoters liability – the party knew they were dealing with a person who was planning on incorporating.  “dealing based on an understanding the company would be incorporated” – Default rule??? – promoter is liable, unless the party is looking to a third party for payment. 

c. SPLIT
i. This statute has abolished the ability to use de facto corporation. (de facto is mostly dead) 
ii. MBCA - 

iii. Cantor v. Sunshine (De facto is mainly dead, but Estoppel still applies)

1. Facts:  A lease agreement signed by individual as president of a corporation.  The certificate of incorporation though was not yet officially filed until after the deal.  He mailed the document but for some reason it got delayed.  Defendant was under the assumption that there was incorporation (factually different then the above case because the D does not know he is not a corporation)
2. RULE
a. De Jure Corporation - 
i. is a card carrying certificate corporation.
b. De-Facto Corp

i. A statute that allows them to operate
ii. A good faith effort to organize themselves
iii. Actual use of corporate franchise/good faith exercise of corporate privilege
3. Anal – here we have a good faith effort to establish the corp, a statute that allows them to operate, and he was exercising his corporate powers because plaintiff assumed he was dealing with a corporation and expected payment from the corporation.  Therefore they found a defacto corporation…
iv. Cranson v. IBM  (Estoppel – still exists)
1. Facts – Cranson bought equipment from IBM and signed as officer of a corporation.  Turns out that his lawyer failed to file the articles and obtaine the certificate.  When the corporation defaulted and IBM learned about this defect they sued Cranson personally because the corp had no money
2. RULE: (1)  where a company/person has dealt with a business as a corporation & (2) the shareholder asserting the defense did not know the incorporation was defective the company/person is esopped from denying the existence of a corporation.  
a. Policy  b/c IBM bargained to deal with the corporation and not with cranson personally, they gave credit to the corporation and not to cranson personally, Ibm dealt with the company as if I were established and therefore is estoped from denying the existence of the corporation.
b. Focus -  on the course of dealing.  Assume that IBM sued real estate corp (cranson;s corp) and he has no money but his corp has a ton, can he say, too bad, my corporation was not established no.  

c. Tort – 
i. You are not going to have estopell in a tort case because there is no course of dealings.

ii. The corporation was in a better position to protect themselves.

Levy says that MBCA 2.03 & 2.04 overturned equitable estoppel and de facto corporation.  You said de facto is dead and the equitable is partly alive?  Which one is it?  2nd – does MBCA 2.03 & 2.04 – the codes which establishes that a corporation is formed only after the articles are filed & which states that a person will be individually liable if he purports to act on behalf of the corporation, while knowing there was no incorporation – would not this language allow, both equitable and de facto incorporation to still exist?
IV. Stock Issuing:

a. Introduction:  (SPLIT)
i. Consideration the can be used for issuing stock.

1. MBCA 6.21– abolishes the distinction between the types of consideration that can be accepted for the stock.  Anything as benefit to the corporation.  
2. California RULE 409 - 

ii. Par Value – Split

1. deleware keeps par value

2. No par value (MBCA & Cal)

b. Hypos 

i. Can a corporaion issue a stock in return for a land?  Yes under MBCA 6.21 “any tangible or intangible property.”  Same language is contained in Cal. 409. 
1. The board of a corporation in the regular course of business decides how much, and for what the company will issue stock for.

ii. What about for a release of a claim against the corp?  Ok under both rules.

iii. How about for a promise of future services for the corporatgion?  Under MBCA – yes.  But in cal 409 – neither future services nor promissory notes are allowed considerations.  If services are already performed then there would be no problem.

iv. The article of inc. for C inc. Provides that Class A stoch shall have a par value of 2$.  Can C inc. issue 2000 shares of stock A for 1$?  No.  Delaware still retains this concept of par value while both Cal. And model rules do not.  Cannot issue stock for less than par value.  (generally set par value at close to nothing i.e.,$ .001
v. C Inc issued 3,000 shares of class A for 5$ par is set 2$.  Is that ok?  Yes par value only sets a minimum price.  Bd. of directors is the one that decides the price b/c it is a business decision

vi. Under these facts what portion of the issuance price will be stated capital?  In par value states a corp will have three accounts:

1. Stated Capital: the aggregated par value of all issued stock.

2. Capital Surplus: the aggregated amount received in excess of the par value.
3. Retained earnings:  retained profits kept for business growth.

Assets  

Liabilitie

$15 000


0





shareholders Equity




stated Capital: 6,000



Capital Surplus:9,000




Retained earnings: 0
1000

Total  $ 15 000

$ 15 000

vii. What if at the end of the year the business also made $ 5,000 in profit which it keeps in the corporaton?  Then we add 5,000$ to the cash, under assets.  We also put 5,000$ under retained earnings.    
viii. What types of stock can a company issue?  If issuing one kind of stock then this will be called common stock.  If issuing another class then it must be stated in the articles of incorporation.  The other class is called a preffered stock.  It is senior to the common stock, but inferior to outside liabilities.  Most common preferences that a preffered stock gives are dividends and liquidation preferences.
ix. What is the difference between authorized and outstanding stock?
1. Authorized Stocks – the amount of shares that the corporation can issue.  This amount must be stated in the articles of incorporation.

2. Outstanding stocks – shares that were actually issued – cannot issue anymore than is authorized.
x. Can C. Inc issue 100,000 of its 2 $ value class A stock to B in exchange for Blackacre?
1. The consideration is permissible under both the model rules and the Cal. 409.  
2. Then it is for the board of director to determine the value of Black Acre, and so long as they did so in good faith the determination is binding and conclusive – mbca 6.21.  Thus as long as black acre is worth 200 g’s.  we do not have a problem.

xi. Can a S/H sell her 5$ par value stock for 3$?  Yes – the par value is only the issuing price it will not tell anyone on the open market what to do.

xii. Capel invests 100,000$ in Bubbas and receives stock.  Does she care what the par value is, does she care whether there is par value?  No, she does not care whether there is par value, but if there is par value, then must care what it is to make sure you are not buying for below par value otherwise will have a watered stock problem.  

c. Frontier Refining Co. v. Kunkle Inc. (she put this in this section to rap up previous sections).
i. Facts:  Kunkel wants to run a gas station.  Cuts a deal with Fairfield, and beach that they will invest money.  They insist on two terms:

1. that kunkell incorporates

2. also insist that he will not do anything before a corp is formed.

3. They were share to share profits.  

ii. Kunkell despite the agreement, opens the gas station.  Frontier insists on payment upon delivery, yet their driver never enforced it.  Kunkel did not pay at all.  

iii. Claim:  frontier is not suing the corp.  Why?  Because kunkel never formed one; (b) there would have been any money there; Thus, frontier sue Fairfield and Beach individually.  

1. Is there a de facto Corp? ( No. because no good faith to attempt to make a corporation.  This would also take away the estoppel, because frontier person wanted payment from kunkell individuall, so he did not bargain with the payment.

2. Thus are these two liable under MBCA 2.04 – no because they did not assume to act as a corporation without authrotiy to do so. This would only make, kunk liable.   

3. Partnership – this is the fall back rule – right?  The court determined that because, they said that there is no proof that frontier bargained for these two people’s credit they should not be held liable.  This is a stretch, this was a partnership.
V. Individual Liability – Piercing the Corporate Veil
a. Introduction:
i. Piercing:  This is a theory that allows the creditors, or the receiver of a tort, to pierce the corporate veil and find shareholders personally liable.  

ii. These cases are fact driven – must look closely at the facts. (see lecture feb 9th).  

iii. There are two kinds of claims.  Contract & Tort.

b. Contract claims.

i. Dewitt Truck v. Flemmin Fruit – 

1. Facts: defededant Flemming (D) was fruit company.  They needed someone to ship their fruit, so they hire Dewitt for a commission.  D promised P that he will personally pay him if the company does not.  This oral promise was denied by the statute of fraud.  Likely D did not have any intention of paying back the debt.  The corporation does not have money, so he wants to sue the individual.
2. Rule: The alter ego theory is for piercing close corporation because although they state they are a corporation, a contracting party  may believe they are dealing with an individual, or the corporation may be an altogether front.  The courts definition of the term: “as an instrumentality through which he is conducting his own personal business”  
3. Rule: Factors considered in determining whether there is fundamental unfairness: (this is the ultimate question to pierce)
a. Inadequate capitalization of corporation when it was formed
i. Inadequate funding over all of the corp.
b. Failure to observe corporate formalities – such as directors meetings, paying dividends due on stock etc..

c. Commingling/siphoning of corporate funds.

d. When looking at all of the factors must consider fundamental fairness?  ( this is the overlying theory in all of these cases. Would it be fair to uphold the shield of liability. 

4. Analysis – 

a. Court focuses on 

i. capitalization – the corporation kept a balance of zero.  Prof. says that normally this is ok.  But this is not a strong factor because if dewit did not want to do business with the capitalization of this company he should have asked for a personal gurantee.
ii. Court focuses on failure to observe corporate formalities.  (no stockholder or officer ever received fees except for D, & never had meetings, 1 guy sole beneficiary).  This is the big factor because the person is not walking the talk, and this confuses the contracting party.  And this may confuse the contracting party to who he is dealing with.
iii. The court notes that you do not need an actual fraud to pierce the corporate veil, the inquiry.  Thus look for fraud, or fundamentally unfair behavior.
b. The piere is for only one creditor – will not pierce for everyone.  

c. Tort 

i. Batz v. Aarow Bar Inc
1. Facts: plaintiff got hit by a drunk driver, driving home drunk.  The driver has no assets or insurance.  So p sues the bar that servedhim the drinks.  The bar is a corporation,and it does not have enough assets, so plaintiff goes after the corporation and attempts to pierce the veil because they are undercapitalized (  
2. Rule:  When there is  “injustice or inequitable circumstances” or fraud (don’t memorize the factors) can pierce
a. Fraudulent representation
b. Undercapitalization
c. Failure to observe corporate formalities
d. No coroporate record
e. Payment by the corporation of individual obligation
f. Use of corporation to promote fraud injustice etc….

3. Analysis – the defendant formed the corporation in order to buy the bar.  They put in $5,000 and took all the stock.  They got a loan from a bank that insisted on personal guarantee 55,000$.  Why?  The bank insisted on personal guarantee because otherwise it would have been dependent on the bars profits for repayment, and the bank probably didn’t trust this prospect.  This cuts both ways – 1 – the bank can make the new rods pay if the company cannot pay which suggests that the P should also be able to bank on that  2- no they are giving the gurantee because the entity is separate from the people who are shareholders.  Thus this cuts both ways
4. ((The problem with relying on the factor of undercapitalization:  P would say 60,000 is not enough, only 5,000.  And the D would say I have 60,000 on the line that is plenty thus this factor did not weigh either way.))  But see prof. opinion below that they should have had insurance.
5. Alter Ego – this will focus on failure to observe corporate formalities ( this is not relevant here because this is a tort claim, this is a contract claim.  The contract claim would focus on this – because it may confuse the contracting party, and therefore cause injustice.
ii. Conclusion on this case – 

1. The professor argues that the company should have had insurance.  The company was undercapitalized and has shifted a foreseeable risk on to the rest of society rather than carrying the burden on themselves.  Thus they get all of the advantages of a corporation with out taking any responsibility.  This would have been a better argument for finding fundamnental unfariness.  This also shows the flexibility  of the undercapitalization factor.

d. REVIEW For TEST
i. How to do the piercing analysis

1. The overriding theory in all of these cases is whether there is a fraud, or fundamental unfairness such that the court should allow the individual to pierce?  ( this will be the same inquiry in enterprise liability.  
a. Are they sharing funds,

b. Are they under capitalized

c. Are they acting as if they are the same company 

d. Are they not following corporate formalities (see cases for exclusive list and ad them in when making a note card)

2. the second issue is what kind of creditor is trying to pierce the veil:

a. Contract: the focus here is on alter ego – did the individual look like an individual rather than a corporation

b. Tort: are they capitalized or is this unfairly – does the company have insurance

e. Enterprise Liability , and piercing the Corporate Veil
i. Walkoski v. Carlton – 
1. the P was injured by a taxi cab.  A corporation owned by calrton operated the cab company.  The corporation owned two cabs and had the minimum amount of insurance: 10,000$.  There are 10 of these corporations all owned by Carlton.  
a. Can you pierce?

i. No – the court held that just because the funds, which were at the minimum requirement of the statute, but could not provide recover does not allow you to pierce.  The legislature should change the law if they have a problem
b. The plaintiff then pleaded enterprise liability under a theory of sibling/brother sister corps:

i. Enterprise liability, allows the P to undue the walls between these brother/sister corps and collect from all of them.  Remember that there was 10 different enterpirses owned by the same person. The question is still, is there a fundamental unfairness or fraud? The man treated them interchangeably, swapped funds between them, all 20 taxis were in the same garage, the phone number was the same for all of them etc…  Thus a court may find enterprise liability and allow the creditor to go after the pockets of all ten corporations.  This was mis pled so the court skipped the issue.

ii. Dissent – argues that the reason the taxis were separated was simply to get around a higher insurance obligation for taxis and therefore there is the fundamental unfairness we need.

ii. Fletcher v. Atex
1. Facts:  Atex is a wholly owned subsidiary of Kodak from 1981 – 1982.  In late 92, Kodak sells all atex assets to a 3rd part; those assets later cease operation and there is no money left in atex.  The P’s are people who worked for that company and suffered repetitive stress injuries on the job.  They sue Kodak for these injuries and thus need to be able to pierce the corporate veil in order to recover.  

a. Pierces pleading domination theory, that the parent company so dominated the other that they were truly the same company ( domination aloned not enough ( same standard mere failure to follow corporate formalities will not be enough, need some fundamental unfairness – here.  
b. Kodak had a veto power over certain financial decision, a number of the people on the atex bd. were actually bd. members of Kodak, they collected money from Kodak in a cash mangagement system, that allowed all of Kodak’s subsidiaries to keep their funds together.   These practices, the court held, are common in corporate America and when viewed sep. or in aggregate will not pierce..  

c. Also – Atex had it sonwn bd. meetings, signed its own K, thus it followed all of the corporate formalities and acted as a separate company.  

d. Thus under enterprise liability still must show that absent fraud these two companies acted as the same entity and there is some fundamental fairness.

iii. REVIEW for - Test for enterprise liability 

1. is their some fundamental unfairness or fraud that will allow the court to pierce the corporate veil?  
a. Brother sister context – are the companies sharing funds and acting as if they are the same company to such an extent that they are truly the same company and they were merely separated for some other reason. 
b. Parent subsidiary context – are the companies acting as the same company – utter domination will not be enough -  

i. As a side note to Kodak – we will never see a big corp blow this because they will have lawyers to make sure the small corp is having a meeting, and acting as a separate entity.

f. Watered Stock 
i. Hanewald v. Bryans Inc
1. Facts:  plaintiff negotiated with K & J (Ds) to buy his business.  They wanted to establish a corporation to acquire the business.  They establish the corp, the purchase price was 55,000$, in cash, and an additional 5,000$$ in promissory note, and a lease for 5 years for 600$ per month.  They have 100 share outstanding with a par value of 1,000$ a share, and issue 50 shares to K and 50 to J.  

2. They fail to pay for the rest of their lease and thus the plaintiff sues them and the corporation but the corporation assets were done and they had paid off all the other creditors.  

a. Rule: a shareholder is liable to his creditors to the extent that his stock has not been paid for.  The watereddown stock.  

b. Thus, the shareholders failed to pay 100,000 and that is the amount of money that they can be liable for to the creditors.  The debtors had 38,000$ claim, so they get it all.

ii. Hypo

1. what if the claim was for 138,000$$?  Then they would only be able to recover for the 100,000$ whereas with a piercing claim they would be able to recover the whole enchilada. (p.45 of notes)
VI. Controlling The Business Decision Makings

a. Introduction

i. The hierarchy 

1. The Shareholders – own the company and elect the board

2. The Board of directors – either runs the company directly or under their authority.

3. The officers – they are agents of the corporation.  Doing the day to day work under the supervision of the board

ii. MBCA 8.01 – The Corporate Norm – all corporations are run By or under the authority of, and the business affairs of the corporation managed by or under the authority of the – Board of directors.  

iii. Hypotheticals 

1. Is the McDonald’s board of directors an agent of McDonalds?  What about McDonald’s Officers? (  The individual director is not an agent.  The directors as a group however can bind the company.  Officers—are agents and can bind the company.

2. Who appoints officers? Can they be removed?  MBCA 8.40 – The board appoints officers.  It can have as many officers as it wants and give it as any title.  The only type of officer that MBCA actually requires is the position of the secretary (the secretary maintains the books and records and must be able to authenticate the records).  Before the model act the three officers that were needed where the pres/treasurer and a secretary.

3. Who hires the president of the Corp CEO? – The board not the shareholders!
4. Who will decide whether to hire an intern in the executive office?  Generally, other officers will.  However, this must be in the bylaws.

5. Who will decide to close McDonalds to observe Sabbath or whether to close a specific branch?  A decision to close all branches for the sabbath is a bd. decision.  Whether to close a specific branch will be the CEO’s decision.  But in a close corp it will be everyone’s decision.
iv. Binding the Corporation

1. You receive a letter from V.  vice president fo the legal department of McDonalds offering you a position as a staff attorney.  Does that letter bind the corporation? (  Officers are agents and can bind the corporation if the agent has actual express or apparent authority.  Assuming no actual authority.  For apparent authority (a) did the corporation hold V out as having authority, (b) would it be reasonable for 3rd party to assume V had authority.  I would say so – the man is the VP.
2. What if the letter is signed by S (senior attorney)?  Probably less reasonable for us to expect that he has authority.

3. Our client, a bank is making a loan to Bubba’s.  Who should we advise to sign the loan on behalf of bubba’s? (  

a. Capel who owns 51% of the stock? ( No.  he is an owner, not an agent.

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

c. What bout agee, Bubba’s president?  Well he is an officer, i.e., an agent.  Thus, possibly, but he still must have express, (actual or implied) or apparent authority.  Must consider other fators, the president does not automatically bind – consider for example, how large is the corporation – the CEO of McDonalds would obviously have implied authority for 1 million dollar loan, but how bout the CEO of Bubbas?  & what about past dealings for apparentauthority? Etc.  
v. Case
1. Mcquade v. Stoneham
a. Facts:  D makes an agreement with P that if P will by 70 shares of stock, D the majority shareholder will do his best to make sure D is going to make his best effort to make P the president of the corporation.  P is elected president for the first 7 years.  Then in 1929, the directors are voting, and P votes for himself, but the other 4 director’s vote for someone else.  D had control over those 4 directors.  

b. Issue: Can D be forced to push the directors elected under his shares to vote?  

c. Rule: Shareholder cannot make an agreement to bind directors because it is against public police.  (MBCA 8.01 – the corporate norm requires that managers run the business, this agreement would allow the majority shareholder to run the business).  Managers must act in the best interest of the corporation.

d. Hypos from the case
i. Would the court have decided this case differently if the contract had been between McQuade and the Corporation, and that contract had provided that McQuade would serve as the treasurer?
1. Now we have the board making decisions for the company.  Not the owners.  So this would be fine, it would be a regular employment contract.  If they later removed him, that would be ok, but it would be breach of contract and the court  would force them to pay damages.
ii. Would the court have decided this case differently if McQuade, Stoneham, and McGraw (P, D&D in the mcquade above) were the only shareholders of the corporation and the rule was that Mcquid (P) would be treasure so long as he was competent and efficient? 
1. The Rule of McQuade – shareholders cannot bind the corporation.

a. The exception to the rule of McQuade – (Comes from CLARK)

i. All Shareholders were part of it?  &

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

2. Galler v. Galler (CLOSED CORP)

a. Facts:  two brothers who owned a family corporation.  One of them had health problems so made an agreement to protect their loved ones if they die.  The essence of the agreement is that if one dies his wife will get his share.  Also guaranteed a) annual dividends if there is a certain surplus b) annual salary.  

b. Issue:  Under the McQuade rule the agreement between shareholders is binding the management forcing the directors to declare a dividend.
c. Held:  Clark Exception.  


i. All members were a party to the contract

ii. The contract hardly impinges on the rights of the shareholders since it requires that the company make a certain amount of money before the company pays a dividend.

iii. Finally this was a widow who would suffer tremendously if the company did not pay dividends because she cannot easily sell her shares.  The corporation is not mcdonalds with a huge market.

b. Closed Corporations

i. The California Closed Corp Rules
1. To be a closed corporation - 

a. CC § 158 A corporation can be closed if

i. Elements

1. If there is notice in its articles of corporation

2. And the corporation has 35 people

ii. The corporation can always go back, (if it was not closed at the beginning) and make themselves a closed corporation.
b. California Corp  § 186 – Close corporation can have shareholder’s agreements
c. § 300 “no shareholders agreement in a closed corporation which interferes with the discretion of the board shall be invalid

2. Analysis – Statutorily in California there is no rule against McQuade

ii. Rule Application 

1. Zion v. Kurtz
a. Facts:  K needs an investor for his corporation.  Zion agreed to provide the money if he will receive a veto power with regards to any contract to corporation decides to enter into.  Later the corporation entered into two contracts.  Z attempted to void the contracts.  

b. Issue: Does this violate the rule of McQuaid

c. Held:  Delaware has the same law as California.  Here The corporation did not state in its article that it was a closed corporation.  But the law allowed for a modification later on (like California).  Because of this, the court found that making the contract created estoppel and the K cannot now bach that agreement.  It is as if this contract changedx the article.

i. Dissent – (later adopted by the Del. Sup Ct.) The  corporation, because It never changed its articles, is not a closed corp and therefore the contract is void.  
c. Voting For Directors
i. Straigh v. Cumulative Voting
1. Straight Voting:  The default rule under MBCA 7.28(b); This is an at large voting system with separate elections for each director, who ever gets the most votes is elected each round.  
a. HYPO – Capel – 50 votes, Propp 30, Agee 10.  

i. If we have 5 board members all of capal bd. members will get on the board.  Because, in every round Capel will vote his 50 shares against the other peoples 40 shares.

2. Cumulative voting:  There is one at large election.  Each shareholder gets to cumulate there votes.  This will give minority share holders the opportunity to elect part of the board.  
a. Formula For How Many Votes It will take to elect another director:  (S/(D+1)) + 1.  Where S = the number of voting shares.  D = the number of directors on the board.  In our Hypo – ((90 /(5+1)) + 1 = 16
ii. Hypotheticals.  
1. Assume there are five directors to be elected to the board, and that the corporation has 100 Outstanding shares.  Cummulative voting is in effect.  You want to elect Epstein to the board.  How many shares would be required for him to be elected?  So the total number of shares voting is 100.  The number  of directors plus one is 6.  Thus 100 /  6 = 16.7 +1.  17.7 round up to 18.  
2. Assume out of these 100 shares capel owns 60, prop 30 and agee 10. Can can prop get 2 shareholders in?  The requirement is that you would need 18 + 18 so we would need 36.  So No – but can work with Agee since agee can’t elect an individual person period.
3. Would an agreement between shareholders to vote violate McQuade? No, because they are only agreeing on how to vote not on what the directors can and cannot do!
4. Ok so we know how many shares it will take how do we figure out how many votes that will be needed?  Simple, take the number of shares and multiply it by the number of directors.  To vote in two directors we need 36 (votes) times 5 (the amount of directors = 180.  

5. How would capel vote smart?  Well it will take 90 votes to elect one person onto the board (18 times 5).  Capel has 60 shares, thus he has 300 votes (60 times 5).  Therefore he will take 90 votes and put it on each director he will be able to elect 3 directors and therefore have the majority of the board.

d. Staggered Voting
i. MBCA 8.06
1. The articles May provide forstaggering the terms of directors by dividing the total number of directors into two or three groups, with each group containing one half or one third of the total number of directors.  In that event the 1st group will expire at the first annual shareholders meeting, the 2nd will expire at the end of the second annual shareholders meeting.  And the 3rd will expire at the 3rd annual shareholders meeting.  The directors then can only be elected for between two and three years.  
ii. Humphry’s v. Vinuos
1. Facts:  Ohio has two conflicting statutes: 
a. Mandated the option of shareholders to have cumulative voting if they wanted to exercise that right, the corporation had to provide notice that they plan to vote that way.
b. Statute 2 – allowed staggered voting
2. Held – the board, however, created a staggered board that elects one director a year for 3 year term, and one member is up for election every year, therefore the board created straight voting.  That is fine.
iii. California Rules on voting -  
1. Rule 3.01.5 in California the corporation must 1. elect the entire board each election (i.e., no staggered voting) and has mandatory cumulative voting.  Public companies can opt out and have staggered voting.
e. Other Shareholder votes
i. Introduction
1. Topic:  Shareholders also vote to amend the articles, amend the bylaws, or dissolution.  
2. When do they vote:  We have annual meetings, usually for electing the board and any meeting in between is a special meeting. Special meetings are confined to whatever is stated that they are going to vote about.
3. What kind of notice is required?
a. MBCA 7.05 - A corporation shall notify shareholders of the time, date, and place of each annual and special shareholders meeting no fewer that 10, no more than 60 days before the meeting.  A notice of special meeting must also include the purpose (the only business that can be transacted must also include the purpose.  
4. Who gets to receive notice and a right to vote?  
a. Requirements -
i. Record shareholders
ii. At the record date
b. Record Shareholder – a corporation keeps record showing who owns its stock, i.e., the record owners – the corporation is required to send them notice.  However, often the person listed as owner on the corporations record is not the real owner.  Instead, most investors buy stock of a publicly traded company from a broker.  This is called street name ownership.  
c. Corp. sets its annual meetingfor July 7, and sets June 6 as the record date.  On June 25, S sells its stock to B.  Who gets to vote?  
i. According to the rules, only the record owner on the record date is entitled to notice and to the right to vote.  SO here S will still have the right to vote. 
d. Proxies (MBCA 7.22 (B) or Delaware 212(B)).  
i. Under the MBCA – the proxy (1) must be in writing, and (2) signed by the record shareholder.  
ii. Proxies create an agency relationship.  The seller is the principal and the owner is the agent.  You can provide a proxy with limits: can vote for B or C.  Mostly we give a proxy with no limits.
iii. Proxies are revocable at any time:  Unless the person who is giving the proxy makes it irrevocable.  To make a proxy irrevocable it must
1. The proxy must state that it is irrevocable
2. The proxy must be coupled with an interest:
a. An interest includes – a sale agreement (so if the person in our hypo (S) gives the proxy to B and it states that it is irrevocable the sale will be the interest.) a loan, a pledgee.
5. Can a shareholder waive notice?
a. There is express or implied waiver.  Expressly – a notice waiver in writing.  Impliedly – he shows up to the meeting and therefore waives any objection there is to the meeting.
ii. A quorum
1. A quorum is the number of shares that must be at a meeting in order to have a valid vote
2. There are several different approaches to determining what constitutes a forum.  SPLIT 
a. Delaware 216:  
i. The Default Rule:  A quorum is a majority of the shares who are allowed to vote present, (or the people represented by proxy).
ii. Opt Out: the corporation can opt out but cannot allow less than 1/3rd the amount of people allowed to vote to constitute a quorum.
b. MBCA 7.25:  A majority of the votes entitled to be cast.
c. California 602 (a): A two part test
i. A majority of shares actually voting
ii. Majority required by the quorum.
3. Hypothetcials
a. Assume there are 1000 shares outstanding and 600 people show up to vote.  280 people vote yes.  225 no.  And 95 abstain.
i. Is there a quorum?  
1. Under MBCA a quorum is “a majority of the outstanding shares”  This is the same in both California and Delaware.  
2. These are default rules.  Under the MBCA – you can meak a quorum up or down either way you want.  And under Delaware you can do the same but cannot go less than 1/3 the outstanding vote.  (IN CAL?)
ii. Does the measure pass?
1. MBCA:  Under the mbca the question is whether there is a majority of the actual people voting?  Here yes.  (The abstain will not count).
2. Delaware:  Under the Delaware law there is a requirement that there is a majority of the actual shares voting.  Thus if 600 were there would need 301.  Here do not have that so No.
3. California –
a. Majority of shares voting:  This is like the MBCA rule.  Is there more yes votes than no votes?  YES
b. Majority of QUORUM:  Is there a majority of the required Quorum?  Thus with 501 as the required quorum is there 251?
b. Assume we  have yes – 200, no – 180, abstain 220

i. MBCA – yes there is a majority of voters.

ii. Under the Delaware rule – no because we do not have a majority the people present.

iii. Under California – we have the first prong, but it will fail under the second prong because we do not have a majority of the quorum.
f. REMOVING DIRECTORS (February 23, 2006)

i. On what grounds can you remove?

1. Delaware § 141 k – can remove with or without cause.

2. MBCA § 8.08 – Can remove with or without good cause.

ii. What shareholders vote is required for removal?

1. Delaware § 141k – “the absolute majority rule” – a majority of the outstanding shares entitled to vote.  Thus in our above hypo with 1000 oustanding shares we would need 501 shares.
2. Model Act 8.08 – A majority of shares actually voting.  The same rule as above.  Unless Cumulative Voting.

a. Cumulative Vote Rule: In the case of cumulative votes, the director cannot be removed if the NO votes would have been enough to elect him – The Statute has a built in back stop to protect the minority shareholders.  (Do not need to understand math here)

VII. Federal Proxy Rules
a. Introduction:  
i. State Law will regulate the voting of a corporation.  

ii. Federal Law, RULE 14(A) regulates Registered Corporations.  A registered corporations is:

1. Listed for trading in the N.Y.S.E. or
2. There is a two part test:

a. Test
i. Have 10 million in assets &
ii. Have a class of at least 500 equity shareholders (e.g., be on the nasdaq)

b. Rule:  The SEC Proxy rules kick in any time someone solicits a vote.  Whenever someone solicits a vote they must make a proxy that allows someone to make an informed vote.  The point of these rules is to allow the shareholders to make an informed decision.  The professor said she wanted us to understand that anybody can come under the federal proxy rules, and the scope.
i. Studebaker v. Gittlin
1. Facts: The Corporation is a public company subject to the federal proxy rules.  Gittlin (D) is a shareholder of Stude Corp. (P).  Pis suing D because D solicited shareholder support.  Under NY law a shareholder need 5% of shareholders to support him, or he had to own 5% of the shares and support himself to make a demand to review the company’s records.  
2. Issue: Was D required to comply with rule 14(A).
3. Rule:  He violated the proxy rules because he did not file a proxy statement.  A proxy statement requires full and adequate disclosure of all material facts.  The point is to allow the shareholder to make an informed decision.  

4. The Problem: “collective action problem” Proxies must be sent to everyone.  The person will also need to get an attorney to make a legitimate proxy.  Thus there is a substantial cost and a shareholder is not going to want to spend money so everyone can benefit while he is the only one burdened with the cost.

5. The proxy also provides management with an early warning because they will get the proxy.  
6. Under the Definition every communication counted as a solicitation.  Today, press releases, and speeches will not count as a solicitation.  Thus, shareholders can get together to discuss the company and build up a sentiment.  You cannot ask for a vote.

c. Proxy Rule 14(a)9 violations.

i. If a disclosure is not true and accurate then the maker of the proxy opens him/herself up to personal liability: Elements of the COA

1. Standing – 

a. JI v.Borak – RULE:  14(a)9 contains an implied cause of action which allows every shareholder to sue for misleading statement.  This decision reflects a policy that the only way to assure the goals of the statute.

2. Solicitation of a shareholder’s vote
3. Of a reporting company based on 
4. using materially misleading information

a. Rule: You are prohibited from making misstatements of material facts/ and omissions of material facts from proxy solicitation statements.  

i. TSC v. Northway 

1. Facts: The bd. is soliciting a merger.  For mergers, directors need to get shareholder approval.  In order to get TSC to be aquired by the bidder, it will take a vote of the shareholders.  To get a vote of the shareholders you need proxy solicitation.
2. Issue:  What is material?

a. An omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it in deciding how to vote
i. “Would” – not might, this makes it very difficult to win on a summary judgment motion.

ii. Objective test

5. Causation – harm resulted from the proxy fraud.
6. State of mind – it is not clear what state of mind is necessary.
d. Shareholders Inspection right

i. Introduction:  we say in an earlier case that the law used to require 5% shares to support for a shareholder to have the right to inspect the corporation records.  The law is different now.

ii. Modern Rule:  See Below
1. Kortum:

a. Facts:  Two corporations get together and create a 3rd corporation WSI.  Magna agrees to run the company, and WAG provides the technical support.  (50% - 50%).  The corporation starts to lose money.  One of WSI’s directors, who is also the CEO of WAG demanded to inspect the company’s records.  Magna didn’t trust the man because they thought he was going to use the information, share the information with WAG and screw the company over.  One of wag’s subsidiaries engaged in the same business, and they were arguing that Wag was going to give the information to the subsidiary (S) to screw the other person over.  
b. ISSUE:  Can the directors prevent one of the directors from viewing the books.  No.  

i. Standing for directors:

1. The director is allowed to view all the books subject to one restriction.  The director cannot share the information with a 3rd party who is or maybe in conflict with the corporation interest.  

2. The Burden of proof is on the corporation attempting to block the director from viewing the books.

ii. Standing for shareholders:

1. The shareholder may view the books so long as they are inspecting the books for a proper purpose.  A proper purpose is a purpose related to your role  as your shareholder.  The purpose here they wanted to value the company and that is ok.
e. Enforcement of Shareholders Voting Agreements:

i. RULE

1. Ringling Bros. 

a. Facts:  Edith owned 315 shares, Audrey 315, and John North 370.  Edith and Audrey entered into an agreement to pool their votes together for the board of director’s election (7 directors).  For many years they honored their agreement and for 5/7 board members on.  They would, meet and if they could not come to an agreement they would go to arbitration and they would vote how the arbitrator instructed.  Each had 315 shares so they both could vote 2205 (or 315 multiplied by 7).  So one year Edith gets together with North, and breaches the agreement.    
b. Anal

i. Iss:  Does the pooling agreement violate mcquade?  No it is an agreement between shareholders, not shareholders to bind the board.

ii. The Sup. Ct Held: that this was a valid agreement and there would not be specific performance but that edith’s votes would not count. Therefore north got to vote in the majority. 

c. Rule: Split

i. MBCA 3.71 (A) pooling agreements are valid and the remedy is specific performance (B) the remedy is specific performance.
d. Another Option: the voting trust

i. MBCA 7.30 (IN DELAWARE THE LAW IS SAME)  – Voting trust can be for no more than 10 years.  Titles to shares are treanseferred to a trustee, who become the record owner and he votes according to directions they get from the beneficiary owners or discretion if one was given in the trust agreement.  Thus there are beneficiaryowners who are entitled to other rights such as dividend but not the actual voting.  

ii. RULE:  May distribute shares that have only voting rights and no financial interest.  This is usually done to avoid dead locks.  Classified voting – is where you create a different class with certain voting rights.
1. Lehman v. Cohen
a. Facts: This is a family corporation.  They own a business.  They each have enough shares to get 2 people on the board every year.  They have to class’s AC and AB.   They are scared of dead lock so they get one of their friends to have shares.  They give him ten shares, of AE voting share with the only right with the shares was to vote (the 10 shares would allow him to get one person on the board) and to get his money back at par value.  IT all went well until he broke a dead lock that made him the CEO of the corporation for 15 years and  paid for him on salary.  Plaintiff gives to arguments to overturn this voting structure.

b. ISSUE:  IS this truly a voting trust, and therefore invalid because it lasts for more than two years?

i. No.  This is not a voting trust because there was no separation of the original shares from the owners to a 3rd party.  Rather, the corporation created a new share. This is simply dilution of the original shares but not separation
c. Are these shares against public policy, they have no financial stake at the company are against public policy b/c they can vote in such a way as to endanger the corporation.  The court says (A) deadlock can be worse.  (B) moreover everyone agreed to take the risk.  They modified the articles to allow the additional 

d. MBCA 6.01 “the articles may authorize one or more classes of shares that have special conditional or limited voting rights.”

e. CLASSIFIED VOTING – is also ok in California.

f. Definitions:

i. Public Companies:  Must make their financial results public.  Private corporations don’t.  Why the difference?  Private comrporations are not subject to federal securities laws.
ii. Market Capitalization:  Simply the trading price of corporation shares times the number of shares outstanding.  This is not necessarily the selling price but will probably not sell for less.
iii. Mutual funds:  Fidelity is large one.  Owns a lot of shares in a lot of public corporations. It is an institutional investor.   It is the record owners of these stocks.  People, though, buy shares in these mutual funds.  Allow them to diversify their portfolio. Who decides how to vote thes shares?  The fund manager presumably vote in order to maximize the value funds.
g. Mechanics of  a Board Meeting
i. Rules 8.21 – 8.24
1. MR 8.22: notice is not required for regular board meetings (most big corp set their meetings in there bylaws).  Special Meetings require notice 48 hours (2 days notice).
2. MR 8.23: Notice is waived either expressly in writing, or implicitly through coming to the meeting w/out making an objection of effective notice.  Can waive notice to a meeting after the meeting.  
3. MR 8.24: we need a quorum for a valid bd. meeting.  The default rule is that we need a majority of the board members.  (e.g., if we have 7 directors, 4 will be a valid meeting).  The default rule is that a proposal needs a majority of the votes present to adopt a proposal.  Thus 3 votes would need to vote yes to adopt a proposal, if there was 7 person board, and four people showed up.  Unless, articles provide otherwise.
a. HYPO:  have a board of 7.  4 people come to the meeting.  2 vote yes.  1 votes no.  1 abstains.  Does the proposition pass?  NO!
4. MR 8.21:  Action without meetings: allows a board to dispense with a board meeting only if we have a unanimous written consent.  This reflect a public policy of preferring meetings.  
SECTION VII could fall under the category of VII

VIII. Directors Fiduciary Duty

a. Test: As an introductory matter a derivative suit, is where the shareholders will sue the corporation (as the nominal defendant) but the real defendant, or the defendant in interest is a 3rd party (usually the director) any hypo where the director makes a decision that looks bad etc… then consider the following analysis:  
1. THRESSHOLD FOR Both fiduciary duty claims

a. Is there standing? i.e., was the person bringing a claim a shareholder at the time the harm was suffered.

b. Has a demand been made?

i. Split

1. MBCA – there must be a demand (universal demand).  Thus there will be no litigation because demand is always required.

2. Delaware – Demand is not universally required.  Demand is generally required but will be excused if it is futile.  But to demonstrate that demand is excused must demonstrate that the plaintiff allegations raise a reasonable doubt that 

a. The directors are disinterested, and independent – as to there trustworthiness

b. Was something other than the product of the business judgment rule

c. Can the Suit be dismissed?

i. Split: How do we review the board’s decision not to bring a suit?  (((Here boards will do independent investigation of the behavior that may lead to or has led to a derivative suit.  Will also bring in independent lawyers and independent parties to study the problem to see if it is worth it to bring a suit.  The conclusion will usually be that the cost of bringing a suit will be more than the recovery. And the company will put in remedial measures to protect further problems.))) ( can the company still bring the suit.

1. New York Auerbach
a. If the directors can show that a group of the committee members investigated the problem and decided not to bring the suit – (Structural bias is not important)

i. Procedure – was the procedure fair?

ii. Independence – was this approved by people apart from those interested?

1. Independent from the challenged transactions?  

2. Independent from the other members of the board?

2. Delaware: Zapata
a. If the directors can show that a group of the committee members investigated the problem and decided not to bring the suit – (structural bias)

i. First prong

1. Procedure – was the procedure adequate?  Independence – was the approved by people apart from those interested?

2. Independence – was this approved by people apart from those interested?

ii. The court can exercise its own judgment to determine whether dismissing the suit was fair?

1. Here the court employs entire fairness.  Or  ((lior wrote that the intrinsic fairness will be used in a demand excused case))
2. The court can employ the business judgment rule.  ((Lior wrote that this will be used in a demand required case))

ii. Then the court based on these answers either gives the director’s decision not to bring a suit the protection of the business judgment rule.  OR if process was not fair or not independent – the burden of proof shifts over to the other party.

d. Is there a breach of the Duty of Care or Duty of Loyalty
i. Duty of care (gross negligence is a conscious disregard)
1. ISSUE 1 - How to determine whether a director breached the duty of care:

a. First: was this an action (Misfeasance)(e.g., did the corporation merge and the directors were not informed about the merger, did the director’s decide not to do something (install lights), did the board continually validate bad loans the CEO was recommending)(FOCUS: was there a bad decision)?

i. Second there is a presumption that the director acted in the best interest of the company under the business judgment rule. To get around the business judgment rule must demonstrate that board made a decision which   
1. Fraud
2. Illeglaity 
3. Conflict of interest
4. Gross negligence (the process used in making the board decision was grossly negligent) 
a. has no business purpose, 
b. is tainted by a conflict of interest; 
c. is so egregious as to amount to a no win decision; or 
d. results from an obvious and prolonged failure to exercise oversight or supervision.
ii. Third: remember that we must prove that the breach caused harm actual harm (easier here than an inaction).
  
iii. Fourth:  Yes if this was a grossly negligent or any of the above decision then the business judgment rule is bypassed and the board must demonstrate that they acted in a manner that was reasonable?

b. Or: was this an inaction case (Non-feasance)(did the director fail to monitor the other directors when they depleted the family business francis, did the director fail to monitor the employee’s caremark)(Focus: what was the process of the decision)?
i. Second:  there is a presumption that the director acted in the best interest of the company under the business judgment rule. Unless here the defendant can demonstrate that the defendant/director made a decision which was grossly negligent.  See list 1-4

ii. Third: Did the grossly negligent decision lead to damages.  But for the decision (THIS IS VERY DIFFICULT TO PROVE BECAUSE IT IS INACTION see francis)

iii. Fourth: then the presumption of the business rule is bypassed and the board or the director must demonstrate that the decision made was reasonable 

2. Issue 2 what kind of damages can the SH get?
a. As a threshold matter first: once it is demonstrated that the defendant breached the duty of care the court will order specific performance (damages in equity) regardless of a raincoat provision!  
b. Has the company opted into a raincoat provision? (under both the model rules/and Delaware rain coat provisions are opt in – i.e., must put them in your articles)

i. If No:  then the court can order the defendant/director to pay damages, damages go back to the company/corporation.  The lawyer will also receive attorney’s fees.

ii. If Yes: then damages will only be offered under certain circumstances – 

1. DELAWARE:
a. Cannot eliminate liability resulting from a breach of the duty of loyalty

i. Bad Faith – reckless behavior – a conscious disregard.

b. Or act or omission not in good faith (gross negligence standard see mccall) or which involve intentional misconduct or knowing violations of the law.

2. MBCA: 2.02 (B) the model rule rain coat provision only applies when the director “intentionally acts or omits to act and when they receive improper money or gift. 
c. Can the director demand indemnification?

d. Is there insurance to protect the directors?
ii. Duty of Loyalty

1. Is this a breach of the duty of loyalty, or has a director, put his own interest in front of the corporation.  (E.g, is he competing with the company, usurping a corporate opportunity or dealing with himself) (GO TO C)
b. Starting point, the business judgment rule protects directors.  If the shareholder can prove that the director has breached the duty of loyalty (the D put their own interests in front of the corporations interests) then the BJ rule not apply and the director must prove that the transaction was reasonable.

i. Was the director competing with his own corporation?

ii. Was the director usurping a corporate opportunity?  If yes then the BJ rule will not protect him, because he has breached his duty of loyalty!
1. ALI test – 

a. was this an opportunity that he received in connection with his position as director? Or Is this a closely related business?  If yes – 

b. The director cannot engage in the business without first presenting the opportunity to the corporation.  The opportunity is rejected.  & the rejection is either fair, or done by disinterested directors!

2. Line of Business test

a. Is this within the same line of business?  If so must present the opportunity to the board first!

iii. Is there self dealing?  That is, is a director dealing directly with the corporation?  Or is a parent corporation getting a benefit to the exclusion of the subsidiary/ & minority shareholders?

1. If Yes (
a. Was the transaction cleansed?  If yes – BJ rule BOP on S/H.  If No – then must go to step 2

i. Cleansing

1. SH – 

a. Full & adequate disclosure to the S/H

b. S/H vote is in good faith

c. Is approved by a majority of the disinterested shareholders!

2. Directors

a. All material facts disclosed

b. fair to the corporation at the time entered into

c. Good faith approval cleansing by sufficient vote without counting the interested party

2. If no then the entire fairness test?  Burden of proof is on the defendant directors!
a. Is there fair price?
b. Is there fair dealings?
c. The Duty of Care

i. Introduction:  
1. Roberts becomes a director at Bubba’s and convinces the other that they should sell frappers.  Which caused the corporation to sufferr huge losses.  Can the directors be held liable for their decision.  No.
2. Duty of Care: have the directors fell below the requisite level of care.  The director’s owes a duty to the corporation not the shareholders.
ii. Directors Actions Non-feasance cases
1. Business Judgment Rule: there is a presumption that the board makes decision in good faith. Unless a party can demonstrate that the board’s decision was tainted with fraud, illegality, or a conflict of interest.   The corporation is the nominal (named) defendant, and there is usually a defendant in interest: usually the board.”
a. Schlensky v. Wrigley
i. Facts:  Plaintiff a minority shareholder sues the board of directors for its decision not to install light in their baseball stadium which had they done so according the plaintiff the corporation would have made a lot more money.  

ii. RULE:  The P’s allegation was that the company was losing money because they were only playing day games.  
iii. Anal:  The allegation is that the board was making a negligent decision to only play day games.  And further, that the majority shareholder did not want to deteriorate the neighborhood.  HELD – that is fine it is up to the board to decide whether they want to make money at the risk of the neighborhood.  

2. Derivative Suits:  Where a shareholder brings an action against the corporation for failing to bring an action to remedy harm to the corporation.  The corporation is the nominal defendant, and the claim is then against some 3rd party.  They want to recover for the harm suffered by the 3rd party. 
a. Rule:  The Dual Nature of the derivative action.  The Derivative is against first the corporation but then it is against a 3rd party.  
i. The 3rd party can be an insider: Directors.
ii. The 3rd party can be an outsider.

1. Example: 

a. the hot dog vendor has a contract to supply hot dogs to the cubs, and when they do not supply the right hot dogs, who has been harmed.  The corporation.  Who can sue?  The corporation can sue on a breach of K claim.  

b. The board of directors decides whether to sue or not to sue the hot dog vendor.  Then assume the board decides not to sue the hot dog vendor.  Now the shareholders on behalf of the corporation canattempt to sue the corporation to make the corporation sue the hot dog vendor.

i. OBSTACLES:  The board’s decision will be protected by the business judgement rule unless they can show fraud illegality and or conflict of interest.  But if the S/H (shareholders) succeeds then the board must sue the hot dog vendor.

b. The two fold nature: of a derivative suit where the director brings an action to sue a 3rd party.

i. First: the S/H must make a demand on the board.  Here they would make a demand that the board brings the action.

1. This provides the board with an opportunity to bring the lawsuit.  S/H do not run the business the board runs the business.  

2. If there is no demand made there will be no cause of action unless there is fraud illegality or conflict.
ii. Second: then the S/H can sue a derivative action against the directors to make the suit.

c. RULE:  The business judgment rule will not protect a decision which has no business purpose, is tainted by a conflict of interest; is so egregious as to amount to a no win decision; or results from an obvious and prolonged failure to exercise oversight or supervision.  Prof thinks this is the same standard as the cub’s case above.  POLICY:  1.  Protect courts: we do not want the judge to second gues business. 2. we want to encourage business’s to act.
i. Joy v. North
1. Facts:  In this case we had a claim that the board breached its duty of care.  The complaint was brought by a SH against the directors.  According to the complaint North the CEO called the shots in the corporation, and he did not give the board information and approved a series of loans for a risky real estate venture.  The charge against the board is that they failed to stop the making of those loans at some point they should have realized that they were throwing good money after bad.  
2. SIDE NOTE:  If S/H prevail in this suit, the recovered damages have to be paid by the directors to the corporation, and attorney fees will go to the SH Plaintiffs. 
3. Public Policy of Bus. Judgment rule:

a. Shareholders voted for the directors.
b. The court does not want to put themselves in the position of the board.
4. Issue:  Is there a triable issue of fact: The question is whether the directors can claim the business judgment rule.

5. Held:  This case fell into the no win situation (because the corporation could gain no more than a small amount of interest the exact same amount the corp could achieve in a similar loan with absolutel 0 risk) thus the company is not protected by the business judgement rule, and the case was remaded. 
d. MBCA 8.30:  This Tells business’s how to act
i. (A) Each member of a the board of directors when discharging the duties of directors shall act (1) in good faith and (2) in a manner the director reasonably believes to be in the best interest of the corporation.
ii. (B) The members of the board of directors when becoming informed in connection with their decision making function or devoting attention to their oversight function shall discharge their duties with the care that a person in a like position would  reasonably believe appropriate under similar circumtstances
iii. ANALYSIS
1. it seems like an objective standard which sounds a lot like a negligent standar
2. Doesn’t mean thatthis really how a breach will be determined (the rule is about duty).
3. Ordinary negligence will not work because we want the board to take risks.  ORDINARY NEGLIGENCE IS NOT THE STANDARD
e. RULE:  the standard to impose liability on the board is gross negligence for failure to exercise informed decision making.  Failure to make an informed decision (such as looking at the real value of a company) about a merger with another company will constitute gross negligence. (MISFEASANCE – the board did something v. NON FEASANCE – there you are saying the board should have done something and they failed to do so and this caused harm).
i. Smith v. Van Gorkem 
1. Facts:  VG was the ceo of the company and he negotiated a merger without the bd.’s knowledge for $55 a share.  After he struck the deal, the bd. approved the merger in a brief meeting (2 hours) which included no information, no financial advice from outside sources.  This is a class action suiing the board.  
2. Rule:  The business judgment rule does not apply when the board acts with Gross negligence
3. HELD:  Where a board approves a merger within 2 hours with no information about the financial worth of the company and the board should have gotten separate financial advice there will be gross negligence.  The court did no exercise informed decision making.
ii. REVIEW
1. Would Wrigley have come out differently under this standard?
a. Probably not.  1.  The board made an informed decision.  2. the decision was a much less important.  
f. Raincoat Provision

i. Intro:  
1. The raincoat provision were enacted as a result of vangorkem v. smith.  After that case many were scared to be directors. 
ii. Delaware 1.02 b  7
1. The articles of incorporation may also include
a. A provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty, provided that such provision will not eliminate or limit the liability of a director:
i. For any breach of the Directors duty of loyalty to the corporation or the shareholders.

ii. For acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of the law.

iii. MBCA – requires intentional acts

iii. Failures To Act/Non-feasance

1. Rule: Must prove that there is causation.  Causation is more difficult to prove in cases with inaction than action.  Makes it very difficult.
a. Barnes v. Andrews
i. Facts:  a corporation was formed to produce engines.  Barnes becomes a director.  Later, the corporation became depleted of assets and its creditors brought this suit against barnes alleging that he breached his duty of care by failing as a director to give the business adequate attention.  
ii. Ct. found that barnes breached his duty of care b/c he failed to be adequately informed on corporate business.  The court says that he had a duty to stay informed.
iii. HELD:  Cannot demonstrate that but for his failure to stay informed, the business would not have failed.  Thus cannot win.
iv. But See Francis – in that case a widow inherited 58% of stock.  Her husband before he died said keep an eye on those kids.  She got drunk from the day her hubby died until the day she died.  The court there found her failure to stay informed was a but for cause of the damages that the creditors to the company suffered.  

2. RULE:  Where you are going to sue directors and it is predicated on ignorance, what will create liability is a sustained or systematic failure of the board to monitor the employee’s.  If there was utter failure to insure a reasonable recording/monitoring system was in place there will be a breach of duty.
a. Caremark v. Derivative
i. Facts:  Doctors were referring business to caremark which is a violation of health care law.  The company got sued for 250 million.  The S/H brought a claim stating that the failure to provide adequate oversite led to harm.  The causation here is easy to see.  This is a derivative action.

ii. Rule:  See above.

iii. Held:  they set up a system the system failed to work.  Cannot fault the board because the system they had did not work.  He then approved a settlement which paid attorney fees and insured that the company will beef up the monitoring.  (FOR example, ee hotlines, ee handbooks, external audits, etc.

3. RULE:  Gross negligence is the standard of care in a non-feasance case as well as a misfeasance.  The court considers the directors personal knowledge, thus a heightened knowledge may heightent the level of care.
a. McCall v. Scott
i. Facts:  Plaintiff shareholder’s allege that the Bd. Failed to monitor employees who fraudulently increased revenue.  
ii. Held:  court found a breach because the directors here had special expertise which they never brought to the board.  Moreover, they had to know something was wrong since there incentive program encouraged the doctors to fraud there patients.  

iii. Liability under the Raincoat:  The court held that the exception in the Delaware rain coat provision is acts or omission not in good faith.  Therefore because this is an act not in good faith can get through the raincoat provsion.
iv. MBCA – will only allow damages if there is an intentional act omission to act and when they receive improper money or a gift.

d. The Duty of Loyalty

i. Intro

1. Definition:  When a director puts his own interests in front of the company’s interest he is violating the duty of care.
ii. Competing with the company


1. Rule

a. Regenstein v. Regenstein – 

i. Facts: a corporation which owned clothing stores has 9 directors.  3 of the 9 directors actually owned separate store that was in direct competition with one of the corporations store.  Plaintiff a shareholder alleged that the corporation looses money because of that competition.  Plaintiff alleges that this is a breach of the duty of loyalty.
ii. Held:  owning a business in of itself is not in and of itself a violation of the duty of loyalty.  (Prof. stated that this may come out differently today).

iii. The court clarified that this would come out differently if:
1. What if the plaintiff was able to show that their store existed first and that it suffered losses since the opening of the competing business?  This may provide stronger fround for finding a breach of duty.

2. What if all of the corporation directors owned the competing store?  Again may provide a stronger ground.  Where 3/9 did they had no real chance at sabotage.

iv. This case highlights the difference between an officer and a director – an officer cannot really have another full time job.  But a director is expected to have another full time job!

iii. Usurping a corporate opportunity
1. Rule:  ALI TEST
a. A corporate opportunity:
i. An opportunity which a director or an executive officer becomes aware of through

1. In connection with their position as director or senior executive, or under circumstance which would lead them to reasonably believe the offer belonged to the business

2. Through use of corporate information or property , if the resulting opportunity is one that the director or senior executive should reasonably be expected to believe would be of interest to the corporation
3. a closely related business to that of the corporation (either to something the corporation is currently engaged in or expected to engage in the future.
ii. A director can not engage in a corporate opportunity unless – 

1. The director or senior offers the opportunity to the corp (with full disclosure) And
2. the opportunity is rejected and
a. either

i. the rejection of the opportunity is fair

ii. the opportunity is rejected by disinterested directors (etc.)

iii. BOP – the moving party must prove this was a corporate opportunity then the burden shifts and the other party must prove that the person rejected the opportunity.
b. Northeast Harboer v. Harris
i. Facts:  harris the president of the golf club.  There were two parcels near the club.  She learned about one of them b/c the owner contacted her as the president of the club.  She bought it under her name and only told the board after the sale .  The board did nothing.  Then she bought the 2nd one, again told the board only after the sale.  The board is now suing because she is starting to develop although she promised she would not develop along the gulf course.  
ii. Held:  The trial court adopted the line of business test.  This test will only find a corporate opportunity if the opportunity was closely associated with the existing corporate business and there the corporation was in the golf business not property development.  Second the company could not afford the land!  The main supreme court rejects this argument stating that the determination that there is not enough money to purchase the land must be made by the company not the interested party.  This policy allows for full and adequate disclosure, let the corporation decide whether they have enough money to make the decision.
iii. Supreme court applies The ALI test (SEE ABOVE). Because she learned of the opportunity through her association of the business and did not tell the business she violated her duty of loyalty.  

2. Hypotheticals:

a. Alpha corporation for many years has been engaged in the business of buying pecans from farmers at local competitive auctions shelling them and reselling them in bulk to small retail outlets.  While it has drawn up tentative plans for developing its own retail outlets it has never implemented them because it lacked adequate capital to finance such an expansion.
b. Angela one of alpha’s board members is contacted by smith who owns and operates a huge retail store, pecan city, which sell s pecans at retail to tourists.  Due to his confidence in angelea business abilities he offers to sell her pecan city and to financee the sale over a period of ten years at a low interest rate, stating that he would be unwilling to extend credit to any other purchaser unless angela guarantees the deal.
c. Angela mentions Smith;s offer to peter ceo of alpha, who says nothing.  Three weeks later angela accepts smith’s offer.  And buys pecan city herself.  She immediately proceeds to expand the business and bein to purchase pecans for it directly from farmers at local auctions including some auctions at which alpha is also a bidder.
d. Has angela violated any duty of owed to alpha (1) in buying pecan city for herself (2) in refusing to guaranty personally a oan to enable to alpha to purchase pecan city (3) in purchasing pecans at auction where alpha is also a bidder?  Would your answers to these questions differe depending on whether the test applied is (1) the line of business test (2) the interest or expectancy test (3) the ali test?

i. Has she violated any duty owed to Alpha in buying pecan city for herself?

1. Line of bus test – probably no violation because the corporation is not involved in a retail store.

2. Ali test – it is a corporate opportunity because it is closely related to business of alpha corporation.  Moreover, it disputably was offered to her in the course of her business, she is offered the opportunity but she “must personally guarantee” the opportunity this seems to suggest that the opportunity was offered to the corp.  Thus the issue is whether telling the president was disclosure.  Maybe can argue both ways, the ALI test does not say she has to provide the opportunity the board, but she probable should (the test only requests that you make an offer to the corp!).  Waiting 3 weeks is adequate time.  2 days would not be enough (ALI does not provide a time frame but the time frame must be reasonable!).  

ii. What about the refusal to personally guarantee the loan – no this is not a problem

iii. Did she breach her duty of loyalty by bidding against Alpha?

1. Probably.  This is a lot like Regenstein.  Although, Regenstein likely would not come out the same any longer. It will start to look like a usurping of a corporate opportunity when she is  purchasing nuts in direct competition of her company!
iv. Self Dealing/Being on both sides of the deal
1. Hypotheticals:

a. Bubba’s prospers and opens more locations.  It is now considering leasing a building owned by Capel, who is a director and a major share holder. Should they be able to do this?
i. In general yes, but it will depend on whether the transaction is cleansed!

ii. The business judgment rule does not apply because we have a conflict.  But if the transaction is cleansed then the business judgment rule will apply!

2. Rule: when the corporation is dealing is engaging in business transaction with the board members they must cleanse the deal

a. Cleansing

i. Cleansed transaction receive the business judgment rule.

1. First the member must state that he is an interested party.  And then must abstain from voting.  (If the director does this the business judgment rule applies).  

ii. Entire fairness test/intrinsic fairness test: Failure to cleanse places the burden of proof on the party/guilty directors to demonstrate:

1. Fair price – 

2. Fair dealing - 

b. HMG v. Gray 

i. Facts:  Gray and fiber were two director out of five for a corporation selling real estate.  They were also shareholders at the buyer company.  Fiber disclosed his interest to the board.  Gray who was the chief negotiator for the deal did not.  Fiber did not rat him out and therefore is liable to.  All five board members show up to the board meeting and voted for the deal, with one abstention.
ii. Issue 1:  was the deal approved?

1. Yes: all five members of the board showed up and therefore there was a quorum.  Fiber abstained, and the other 4 voted for the purchase.  Thee transaction approved

iii. Issue 2: was the deal cleansed?

1. Well because fiber did not disclose the transaction was not cleansed.

a. Fair price? Yes

b. Fair dealings?  No because fiber was the negotiator he could not prove that there was fair dealings!

3. Self dealing in the context of parent subsidiary company – is there a conflict interest?  Is the parent is getting the benefit to the exclusion of the subsidiary and the minority shareholder!
a. Sinclair v. Levin
i. Facts:  Sinclair owns 97 % of its subsidiary sinven that is a company doing oil business in Venezuela.  A minority shareholder of Sinven sues Sinclair claiming a breach of the duty of loyalty to sinven.  2 claims:
1. First:  They alled that Sinven’s decision to pay a big dividen of which Sinclair benefited instead of using this money for the company’s growth.  Plaintiff said that Sinclair needed the money.  Court decided there are two test s to apply: 1. the bus judgment rule.  2. the intrinsic fairness test/entire fairness test.  When one party benefits at the exclusion of the minority shareholder than we would apply the entire fairness test.  Here however, since the minority shareholder was givin the dividen as well the court applied the business judgment rule. There was no fraud, illegality, or conflict – the court does not have a problem!  
2. Second:  Sinclair the parent company owned other subsidiaries one of them subsidiary international entered into a contract with sinVen.  Sin international breached the K when it failed to make a delivery.  The board voted not to sue for that breach of K.  Here Sinclair benefited from the suit at the exclusion of the minority shareholders.  Thus there was a conflict of interest.  The decision not to sue themselves.  The court applies entire fairness and SIN-cannot meet the BOP.
3. third claim:  Sinclair usurped sinven’s business opportunities.  Court said no.  Sinven only operated in Venezuela, so the expansion by Sinclair to other countries did not usurp the corporate opportunities!
b. Weinberger v. UOP 

i. Facts:  Signal Corp. buys a controlling interest in UOP (51.1%).  Appointed half of the UOP board with signal officers/directors.  The rest of the board members are called disinterested/independent directors.  The rest of the board members are called disinterested/independent directors.  Signal decides they want to buy all of UOP.  Two UOP directors who were also Signal directors, prepared a report for signal that recemended a purchase at 21-24$$.  They made this report based on information they acquired as directors of UOP, and present the deal to the directors of SIGNAL.  Eventually make a cash out merger offer (where are going to pay for the shares) for 21$.  The board approved, but the deal also needed shareholders approval.  Since UOP was a publicly traded company we needed a special meeting, a notice, and a proxy statement which should have included all the material facts.  
ii. Analysis
1. Plaintiff is a UOP shareholder who learned about the “secret” recommendation after the deal was approved.  From the deal he was to get $ 21 a share, would be cashed out, obviously left without a vote/voice and all future profit goes to Signal which will now own 100% of UOP.

2. Is there a conflict of interest?  Yes – signal gets the benefit at the exclusion of the minority shareholder – (the corp signal is going to continue to get the benefit to the exclusion of the minority shareholder).
3. We have a conflict of interest and therefore we use the fair dealing & fair price standard.

a. No Fair dealing – The 2 insiders prepared the report for signal: UOP were never told about it, even though the report was based on information the two acquired from being on the board of UOP.  The court did not say that they had to disclose the report to UOP because Signal itself owes a fiduciary duty to its shareholders to maximize profits.  What the court said that would have ensured fair dealing is for UOP to establish an independent negotiation committee to negotiate the terms of the deal with signal obviously committee members were to be people without ties to signal and will only try to protect UOP minority

b. Fair price – a committee would have also ensured a fair price.  Remember, the burden is on the defendants!!!  To prove fairness b/c they did not conventionally cleansed the conflict.  In this case as we ll see, the cleansing was in the shareholders voting context.  

c. The minority shareholder is only entitled to: Fair Price//and Fair Dealing.

v. Duty of Loyalty Hypos

1. California § 310 – (Delaware would parallel) 
a. 310(a)(1)To cleanse through Shareholders approval:

i. Full and adequate disclosure to the shareholders

ii. Shareholders vote is done in good faith

iii. Must be approved by a majority of the disinterested shares (i.e., interested shares don’t count)
b. 310(a)(2) director’s – to cleanse directors approval

i. All material facts must be disclosed

ii. Fair to the corporation at the time entered

1. This fairness is only under the directors cleansing.  The reason being is that shareholders can decide whatever they thinks is fair.

iii. Good faith approval  i.e., cleansing by a vote sufficient with out counting the vote of the interested party

c. 310(a)(3) – if cannot do 1 or 2 

i. The entire fairness test

1. Fair dealings? 

2. Fair price?

vi. Hypos:

1. Assume the following:  7 person board of directors.  4 directors present at duly noticed board meeting (only 1interested director present).  After lengthy discussion, the Board votes on a proposed interested director transaction as follows:  YES = 3 disinterestested directors.  NO = 0.  Abstain = 1 interested director.  Has this self dealing transaction been cleansed under termos of California § 310?

a. Was the propostion approved? Yes

b. Was the proposition cleansed?  Yes – the shareholders can sue.  They are blocked however, by the busintess judgement rule. ((What happened in Weinberger.  The s/h vote was properly cleansed!  Yes – but there was not full and adequate disclosure and therefore they were not protected by the business judgement rule)).  

2. Assume the following:  7 person board of directors.  4 directors present at duly noticed board meeting (only 1interested director present).  Board votes as follows: Yes = 3 directors (2 disinterested 1 interested).  No = 1 disinterested director.  Has this dealingbeen cleansed?

a. Does the proposition pass? Yes (quorum.  And a majority of the quorum votes for it).

b. Is the proposition cleansed?  No – because we have 2 yes votes (3 subtract the disinterested party) and 1 no vote.  Need 3 yes votes to pass (quorum is 4; and a majority of that must say yes = 3).  So must  prove the there is a fair price, and far dealings!

3. Assume a 3 person board of directors. At a duly noticed board meeting 2 directors attend.  1 who is interested, and 1 who is disinterested.  Following discussion, the board approves a proposed interested director transaction by a 2 – 0 vote.  Has the transaction been cleansed under the terms of California 310?

a. Approved?  Yes!
b. Cleansed – no it cannot be cleansed!  Because there is only 1 yes vote (against 0 no votes) and the quorum is 2 (a majority of directors; need a majority of that so 2.  

4. Assume a 3 person board.  Assume this is a closed corporation where they are all shareholders as well.  All 3 directors attend a duly noticed board meeting, 2 of whom are personall interested in the board.  After a heated discussion, the vote is 2 to 1, with the disinterested voter dissenting.  Has this been cleansed?

a. Approved?  Yes.

b. Cleansed? – no because you have 2 yes votes which were both interested parties against 1 no vote the onely vote that counts, so must demonstrate that there is fair dealings!  They most prov fair dealings & fair price

5. Same as hypo 4 – but all 3 voters approve the transaction?

a. Approved?  Yes!

b. Cleansed?  Well under the directors – no.  That is you have one yes vote and 0 no votes.  Under the statute however it only requires a majority of shareholders to approve the vote nothing else.  Here there is 1 voting yes with zero voting no.  And therefore this would be cleansed.

e. Derivative Action

i. Introduction:

1. Direct action – is the shareholder suing for injuries suffered as the shareholder?

2. Derivative action – is the shareholder suing to vindicate the claim of the corporation/ or a corporate injury?

ii. Rule:  A direct suit is one where D is suing on behalf of a personally suffered injury.
1. Eisenberg
a. Facts:  flying tiger was an airline corporation which had to subsidiaries: FTC and FTL.  Flying tiger merged completely (i.e., disappeared) with FTL.  P was a shareholder in tiger, instead of getting stock in FTL, he got stock in FTC.  This was a holding company not a flying company.  He used to have a voice in an airline company and now he does not even have a voice!
b. RULE – (not important) – derivative suits have a bond requirement.  Direct do not.  Trial court said this was a derivative suit!  Reversed:  Coourt of appeal hels that the P asserted a claim for a private injury in his capacity as a shareholder, and not an injury to the corporation.  The court ruled that the direct suit are suits that the corporation cannot benefit from. Specifically, was the corporation injured or was the direct injury suffered by the shareholder? Dissolution suits – are direct.    

iii. Hypothetical

1. Epstein sues the director of Bubba’s because they issued stock without honoring his pre-emptive right? Direct.  Who is suffereing the injury, well the corporation is not.  Here the injury is to the shareholder in his capacity as shareholder for not being allowed to exercise his preemptive rights.

2. Roberts sues the directors of BB’s Inc because they failed to permit him to inspect corporate books?  Direct.  This is a direct injury to a shareholder!

3. the articles of BB provide that the corporation will operate restaurants featuring burritos and related food and beverage products.  Epstein learn that the directors plan to enter a contract with Chad & associates to go into the voting machine business.  He sues to enjoin the corporation for engaging in this ultra vires activity. Derivative – here he is suiing on behalf of the corporation to prevent the corporation from acting outside the scope of the corporation.  The harm is to the corporation and only indirectly to the SH
4. Roberts sues the director for wasting corporate assets by paying themselves huge bonuses?  Derivative – the harm is suffered by the corporation.  Conversely, the corporation will benefit from the suit.

5. Freer sues the directors of BB for Usurping a corporate opportunity?  Derivative

6. Epstein sues the directrors of BB for failing to exercise due care in purchasing supplies as a price much highr than could have been negotiated.  Derivative.  Why – b/c this is a suit for breach of a fiduciary duty owed to the corporation.  Harm to the corporationmost derivative suits are fiduciary duty suits.

7. Roberts is the minority shareholder in BB which is a close corporation.  He sues the controlling s/h’s alleging that they have breached their fiduciary duties by oppressing him.  Specifically he alleges that while they have had the corporation hire them and purchase their stock for cash they have refused to allow the corporation to do the same for him?  SPLIT – some court look at this as a breach of fiduciary duty case and say that the duty is owed to the corporation and therefore this is a direct suit.  And other courts states say that because the injury is direct this is a direct suit.
8. Freer is a stockholder in a shareholders meeting he was physically attacked by the corporation CEO.  (A) he sues the Ceo directly then this is a direct suit.  But if he sue the corporation as vicariously liable, this will be suing on behalf of his own harm and therefore a direct suit!

f. Derivative v. Class Action Suits

i. Class Action – class action suits are direct suits suffered by the individual but beacuas the suit is small the plaintiffs sues on behalf of other individuals similarly situated.  

ii. Derivative – on the other hand are for harm to the corporation.  In a class actions, money goes to the individual (in direct actions as well for that matter.  In derivative, money goes to the corporation.  The individual can get attorney fees in most cases.

g. Standing Requirement
i. MBCA 7.41 – only a shareholder who was a shareholder at the time of the act complained about occurred has standing to sue.  NY has the same law.
h. Demand on the Board Requirement – 
i. Introduction

1. Why do we have this requirement?
a. Generally, the shareholder must make a demand on the board.  It is the directors job to manage.  Managing will also include bringing a suit.
2. When is demand excused?

a. When demand would otherwise be futile.  When we demand the directors to sue themselves for breachof fiduciary duty and obviously they will not do so.  Approaches differ in when demand is excused and the relation to the business judgment rule!
3. Hypos:
a. Suppose the claim to be asserted is that all five directors breached their duty of loyalty by engaging in competing ventures.  Demannd excused?  It will be in most jurisdictions because all directors allegedly breached
b. Suppose the claim asserts that three out of the five directors breached the duty of loyalty - - Probably excused because three is a majority of the board
c. Suppose the claim is that only one director breached duty but that she is the dominant member of the board and that the other four are under her control?  This is a more attenutated situation.
d. Suppose the claim is that a former director breached the duty but that he is essentially arranged to have all five present directors named to the board – Demand should be required/
ii. Rule: The Demand Requirement
1. Marx v. Akers
a. Plaintiff is a minority shareholder in IBM  He sues the board alleging the they breached their duty of loyalty: self dealing.  Compensation is excessive if gives way to corporate waste.  Allgation - They gave the ceo and corporate officers excessive bonuses.  They gave the 15 directors too much.  The board has 15 outside directors, and 3 inside directors (employees ceo’s etc.).  Plaintiff failed to make demand.  Should the case be dismissed.  Two cause of action – Claim that the excessive compensation to the insiders, and then to the outside directors.
b. Rule:
i. MBCA 7.42 – demand is never excused – universal demand reqquirement

1. A written demand has been made upon the corporation to take suitable action.

2. Must wait 90 days before the suit.

ii. Delaware:  There is no universal problem (NY same)

1. Demand is excused if demand would be futile:

a. IF plaintiff’s allegations raise a reasonable doubt that 

i. Directors were disinterested/independent that there judgment 
ii. The challenged transaction was otherwise the product of a valid exercise of business judgment.

c. Policy 

i. Provide management with a chance to correct there own problems.

We are in Delaware!
 
d. Applied to the inside director – demand is not excused.  These are 3 people.  Because there is 15 of 18 are not interested demand is not going to be excused.  Cannot raise a reasonable doubg that the party is an interested party.
e. Applied to outside directors – demand would have been futile because they constituted a large majority of the board and therefore there is a reasonable doubt that they are interested

iii. The logical effect of demand under Delaware law

1. If plaintiff must make a demand – 

a. If  it is accepted – no suit

b. If it is denied, then the shareholders have 2 options:

i. Not to sue

ii. Or bring a suit.  But if they bring a suit here it will probably fail because of the business  judgment rule.  The demand standard is pretty much identical to the business judgment rule.
i. Motions To Dismiss
i. Auerbach
1. Facts:  Four of the 15 directors were implicated in plaintiff’s complaint about conduct.  Plaintiff brings suit.  Company appoints a committee of three directors who weren’t on the board when the alleged conduct occurred.  Yet they were still appointed by the incumbent board.  The committee recommends to dismiss the suit as not being in the corp.’s best interested.  

2. Anal – The Structural Bias Concern – P says that the appointing process was improper b/c the committee was appointed by the incumbent board, four of each members are allegedly implicated, and the committee may be influenced by the board.
3. The court will look at the 

a. Procedure – 

b. Independence – 

4. If the procedures are adequate, and the committee members are independent the decision itself to dismiss is protected by the business judgment rule!  The court rejected the structural bias complaint.  

5. What if the plaintiff could show that the process was flawed, or not independent – 

a. Then the corporation committte would have lost the protection of the business judgment rule, i.e., burden would shift to the committee to prove that indeed dismissing the suit would be in the best interest of the corporation.

ii. Zapata (Delaware – structural bias)
1. Facts: Demand was excused.  4 years after plaintiff’s instituted the cause of action.  Board appointed a committee made of 2 new directors.  Against the committee dead everything by book and recommended dismissal.

2. Analysis:  This type of cases represent a clash between the right of shareholders, the rights of directors, and the role of court in such disputes.  Here, especially because demand was excused, the court adopted an approach that is more shareholder oriented.

a. Rule:

i. Was there an independent committee independent was the process fair adequate (the corporation has the burden of proof).  

ii. Court can then exercise its own judgment
3. This is a much more intrusive approach.  Court worried about the interests of those shareholders and their ability to hold directors accountable.  It is important though to underand that the right is not absolute.  Court may still decide to cite with the committee.  The NY approach was much more director’s oriented.
iii. Policy

1. S/H should be able to hold the managers accountable for failure to use fiduciary duty.
2. Managers should be allowed to run their business’s the way they want to.

j. Indemnification
i. Introduction:

1. Recovery of a derivative suit goes to the corporation.  Thus the driving force behind them is lawyers because they are the ones who can make money.  

2. Hypo – Frrer serves aas an outside director.  Does he care whether BB’s maintain a D & O insurance after he leave?  

a. Yes.  Insurance is claim based, and not filing date based.  And you can be sued later for an injury you caused before.

ii. Indemnifaction:  Directors will want the corporation to indemnify them (the directors) for liability incurred while acting in their capacity as directors.  There is wide variation, but we need to know 3

1. Mandatory

2. Prohibited

3. Permissive (the largest category)

iii. Hypos – 
1. Capel, a director, is sued for breach of duty of care, and is found not liable.  Should she be indemnified?  Most states say that in such a situation indemnification is mandatory whether prevailing on the merits or otherwise – some states require the company to be whoolly successful, prevailon every action to win.

2. Agee a director is sued by the SEC found liable and damages are assessed against him should be indemnified?  First not mandatory because he did not prevail most states actually bar indemnify if found liable for receiving benefits he was not entitled to.  There are other SEC violations where recovery may not be barred (disclosure, for example).
3. When indemnification is neither barred or mandatory directors seeking indemnification will typically have to prove:

a. That they acted in good faith &

b. That they acted in a manner they reasonably believed was in the corporations best interest


k. EXECUTIVE COMPENSATION, WASTE AND THE BUSINESS JUDGMENT RULE

i. Rule:  Waste: where an exchange was so one-sided that no ordinary business person of sound judgment could conclude that the corporation received adequate consideration

1. Brehm v. Eisner
a. Facts:  Disney need a new presiden.  Ovits was hired.  Eisner as ceo negotiated the deal with him which included a termination clause:  If he was to be terminated without cause he would receive 10 M in cash the rest of his salary for the year and stock options which were hugely lucrative (5 M chares at a fixed price.  Things don’t work out and in 14 months he is fired with no fault.  His termination package totaled 140 million.  When Disney shareholders learned about it they sued Eisner and (a) approved the no fault termination.
2. Analyiss

a. First COA – was for breach of the duty of care and there was a waste cause of action.  

b. No breach of the duty of loyalty?  The only beneficiary here was Ovitz.  He was not a board member until after he signed the K.  So at that point he owed no fiduciary duty.  And he was not a part of the committee deciding whether to settle his agreement.  

c. TRIAL COURT – applied the business judgment rule and dismissed both claims.

d. No Waste – this is a very difficult standard to meet.  Here, Ovits was a founder of CAA – he was loaded maybe this was reasonable at the time the salary was negotiated.(difficult to challenge executive salaries).

e. GOOD FAITH – P wanted a personal recovery from the board, so they had to allege lack of good faith in order to bypass the rain coat statute.  Court said that it is hard to say what good faith is but bad faith is at least “recklessness” – conscious disregard for ones responsibility.  Here the board was informed of material facts.  The board relied in good faith on corporate compensation experts.  Therefore the board decision is subject to the business judgment rule and the board prevailed.  
IX. Growing the business

a. Introduction

i. Partnership v. Inc. for taxes

1. Partnership have flow through taxation.  The partnership does not pay income tax on itsnet profits (revenues – expenses).  Rather, the business will allocate profits to the partners and they will pay taxes on it.  

2. Corporations are pay double tax.  It pays taxes on its net profit, i.e., what is left with profits after tax that can be invested back in the corporations.  If the corporation then pays that tax out to the owners, as a dividend, the shareholders will pay their own tax on the dividend they receive.  Thus there are to taxes!

ii. Loans
1. The double taxation on a corporation encourages accepting loans rather than selling stock.  Although a loan has interest, that interest is seen as an expense and therefore will not be taxed.  On the other hand, stock is equity and therefore will be taxed as income.  

iii. The four issues – 

1. Who will make the loan?  Banks and more experienced lenders will typically want collateral.

2. Lenders will want specific debt covenants to assure their payments

3. Need to watch cash flow, i.e., not borrow more than we think we can service

4. What happens in the event of a default

b. Issuing stock

i. Introduction

1. Distribution v. trading – Distribution means that the corporation distribute shares in exchange for capital that goes to the corporation.  Trading is profit that goes to the shareholder not to the corporation.
ii. Rule:  MR 3.6 – PRE-EMPTIVE RIGHTS shareholders don’t have preemptive rights unless the articles provide for them. Pre emptive rights require that shares will be sold the shares are offered to all existing S/H’s so they can maintain there percentage in the company.  (the preemptive rights only apply to new issuance).
EQUITY DILUTION – where stock is sold for much less than the company is worth
1. Katzowick
a. Background:  The corporation can only issue shares that are authorized in the articles.  Initially here, 1,000 were authorized.  15 were issued, 5 to each shareholder.  That left 985 authorized yet un-issued stock.  If the articles only authorized what was issued in the stock the articles would have to be amended.  In order to really protect themselves, shareholder could have insisted that amendment to the articles can only be achieved through unanimity or a super majority (the default rule is a simple majority). In a closed corp  S/H are very vulnerable to the mercy of the majority because there is not a ready market available to them.
b. Preemptive rights – provide that corporation before they issue more shares to offer it to all existing shareholders to buy, so they can maintain their ownership percentage.  Large corporations usually do not have them.  This company had pre-emptive rights.
c. Facts:  this is a classic squeeze out in a closed corporation that illustrates the problems of equity dilution, and the risk of having large authorized at un-issued stocks.  Here all 3 shareholders owned 5 shares each.  The 2 defendants and the plaintiff have a dispute and yet agreed to maintain the status quo in terms of ownership.  A year later the corporation owed each shareholder 2,500$.  The two shareholders defednats wanted the company to issue 25 shares to each shareholder in exchange for canceling the debt.  This is valid consideration.  P does not like this plan it is passed and therefore he was given the option to purchase 25 shares at 100$ each.  He declines.  The D’s purchase 30 shares each to his sole 5.   Subsequetly the D’s windup the company and P ends up with a lot less then the other two partners.

d. HELD 
i. This is truly a duty of loyalty case.  They breached the duty of loyalty.  
ii. Equity dilution – the D’s benefited from the sale of the company.  Generally the board is given a tremendous amount of discretion in their decision on what price to sell their shares at.  But here Katzowiks is injured/harmed because of the low stock price to the benefit of the defendants who got a lot more than 100$ (what they paid) per share when they wind down.  The harm is called equity dilution - the increase of the other peoples stock dilutes the value of your stock!  
iii. Because of that the burden shifted to the defendants to prove that this was a fair price and the court held that they failed to show that buy the stock at 1/18 its real value (usually it is actually hard to know value of shares in closed corporations because they are not publicly be traded) fell within a reasonable range.  

c. Distributing Dividend

i. When a corporation gives a dividend it is a distribution.

1. It is up the board to decide whether dividends will be declared.

2. No one has affirmative rights to receive dividends until such declaration.

3. Dividend must be legal: the corporation must have legal funds to distribute.
ii. Hypotheticals:

1. We have 100,000 shares of common stock.  Board decides to pay 400,000 in dividends.  How much will each get?  400,000/100,000 = 4$ a share.  This is a pro rata distribution.
2. PREFERED (The board of directors of C corp. decides to declare dividends totaling $400,000.  The capital structures of C corp. Consists of 100,000 common, and 20,000 prefered stock with a value of 2$ each.  Prefered means pay first.  ($2 * 20,000 = 40,000$$).  Thus we must pay this 40,000 first.  Then there is $$360,000 left over.  To pay to 100,000 shares of  stock.  We would pay them 3.60 each.
3. Cumulative Preferred The board of directors decides to declare a dividend of 400,000.  The capital structure of this corporation consists of 100,000 shares of common and 20,000 shares of $2 preferred that is cumulative and no dividends have been paid in three prior years.  Cumulative means add them up so for the years in which no dividend was paid the cumulative shareholders dividend is adding up.  So the corporation owes these 20,000 shares for the 3 prior years and this year as well.  – 20,000 times 2.  40,000$.  Must multiply this number by 4.  That would $$ 160,000.  so then there would be 260,000 left and that would go to the common stock, at 2.60 a share.  

4. Participating v. non-participating stocks: Participating preferred stock is a hybrid security – having some features of common stock (i.e., the right to participate in further dividend distribution made by the company) as well as having some preference over common stock (which makes it look more like a senior security).  The board of directors of C corp declares a div. of 400,000.  100,000 shares of common stock. And 20,000 of 2$ preferred that is participating.  Participating stock means “pay again”  So these 20,000 shares  would be paid twice.  First in its preferred capacity – 40,000$.  Then there is 360,000$ left.  Divide that by 120,000 shares and you have 3$ a share.  So this stock would get a total of 100,000.  And the other would get 3$ a share.  
iii. Stock Liquidation
1. In a liquidation a corporation first pays its secured and non-secured debt, after that it preferred stocks and only then make distributions to common stock owners.  

d. Legal funds – 

i. Intro:  A board may  give dividends with no limitations except the fiduciary duty & cannot make payments out of stated capital, and can only make payments capital surplus only with giving statement.

ii. Par value state – 

1. Remember that when we issue shares with par value the par value times shares go to the corporation stated capital account.  Anything in excess goes to the capital surplus account.  In addition a corporation can have a retained earning account.  Only funds from retained earnings and from the capital surplus can be used for dividends.  If money from the capital surplus is used, if money from the capital surplus (which is the amount in excess of par value) is used, shareholders mst be notified of that b/c in effect they are just getting what they paid in excess and not real profits.

2. In addition:

a. Corporation cannot pay dividend if it is insolvent or payment will cause it to become insolvent:

i. Insolvency

1. Balance Sheet test: Liabilities are bigger than assets

2. Equity Test: Can’t pay debt when its do!

ii. For payment practice see hypo at 28 hand out 11.

iii. States Without Par Value (Cal.)

1. The only limitation here is on insolvency.  

iv. Random shit

1. Blank check preferred MBCA 6.02

a. Allows the board flexibility to establish financial terms of a particular class of shares at the time of issuance.  The only constraint is a fiduciary duty.

2. Board acting on behalf of the corporation cannot unilaterally amend terms of its outsanding preferred stock they need the stockholders consent even if such shares do not have voting rights.  

3. Royal Plumbing Articles – 

a. We have 1000 shares of series a preferred stock with no par value. Now if the sell them for $$2,100 each.  

b. Because no par value the board can allocate most of the money to capital surplus instead of stated capital

c. IF the boardfails to allowcate the – default rule is thatit will all go to stated capital.  Thus it will not be allowed to be distributed!

e. Repurchasing its own stock

i. Effect on balance sheet:  If we look at the balance sheet of a corporation whithc repurchased its own stock from shareholders for $$1,000, the corporation assets will decrease by $$1,000.  And so will the retained earnings (owners equity).  
ii. Repurchase v. Redeemable:  A preferres stock may be redeemable at the option of either the corporation or shareholder, but only if articles say so – there is no affirmative right to redemption otherwise!  Repurchase can only be instituted by the board.  
iii. Both repurchase and redemption are a type of distribution so can only be done if the corporation has legal funds to do so.


f. Creditors Rights Equitable Subordination
i. Rule:  Allows the court in its power of equity to change the order of the creditors.  The question is whether it is fundamentally fair to do so.  See pepper.
1. Pepper v. Litton
a. Facts:  Dixie coal corporation was a one man corporation.  Litton was its only shareholder and it was also employed as the manager.  Pepper was a contractor who sued because he did not get paid.  Litton then sues himself.  Rather he sued the corporation that he owned because the corporation was not paying him his salarty.  Both were breach of K claims.  Litton gained a preference as a creditor over pepper he filed the suit for his salary then caused the board (himself) to confess judgment so he became a judgment creditor against the corporation.  Because the corporation opposed peppers suit, Litton obtained a preference over him in order.  Litton then satisfies his debt and nothing is left for pepper.  
b. Rule:  The court was willing to subordinate littons claim to that of peppers the outside creditor b/c while everythings was done legally the scheme was so inherently fraudulent that it resulted in fundamental unfairness   The court in equity, subordinated ltions calim – equitable subordination.  This is not piercing because we are just placing an order on the claims.  

g. Distributions:

i. Rule:  If you quit the corp, and you are a minority shareholder without a showing of bad faith, you will not be able to force a dividend.
1. Zidell v. Zidell
a. Facts:  closely held family corporation.  Arnold owned 3/8, Emery 3/8 and his son Jay ¼ of shares.  They all drew salaries.  Arnold wanted a raise but the other two refused.  Arnold quits.  He now has no source of income and want the company to declare a dividend.  E & J say no fucking way and they are on the board.  They said no, so Arnold sues.  The case was alleging a breach of the fiduciary duty of care.  The actors were asking the court to declare a dividen.  What standard of review to apply?
b. RULE:  Bus. Judgment rule.  Thus we were review there decision with a presumption that management knows what is in there best interest.  ( if the complaining party could have proved that he was fired and they did so in bad faith then we would have a self dealing hypo.  
c. The fact that there is no market for P leaves P completel fucked.  We need buy sell agreements
h. Repucahsing stocks
i. Rule:  In a closed corporation if the corporation buys a majority shareholders stock must offer to purchase the minority shareholders stock for the same amount.  If not the majority may receive a benefit to the exclusion of a minority shareholder than we have self dealing!
1. Facts:  Harry and his sons owned 185 shares.  Harry wanted to retire and do it if the corporation will repurchase his shares.  Plaintiff was a minotiry shareholder she was upset because she wanted the corporation to repurchase her shares but the corporation refused to do so.  She files a suit to compel the corporation to her stock as well or in the alternative to recind the repurchase of Harrys stock.
2. Rule:  SEE ABOVE – the court talked about the problem of closed corporations and there rights to repurchase or sell there stock on the open market.  They compared the case to partnerships.  Etc.  
3. DIRECT & DIRIVATIVE - these are not at issue in small closely held corporations because the demand made would be on the 2 other people.  (REMEMBER A derivative suit requires a demand.
i. Transfer of Stocks: this is not a closed corp – but it can in either!
i. Rule:  Reasonable restrictions on shares are fine.  There must be actual or constructive notice (the restriction must be noted conspicuously on the shares).  
1. Fact:  Trinity a bank loaned money to B who pledged as collateral 1,500 shares he owned in L corp.  When B defaulted T tried to get the shares back.  L intervened and objected.  There were two requirements to owning l.  1. must inform and get the NY stock exchange approval of the transfer. 2. Must first allow the corporation or existing shareholders to have an option to ppurchase the stock back.  
2. Issue:  Was there actual notice or constructive notice:  Here the stocks did not clarify conspicuously the requirement.  Therefore the question is only whether they had actual notice.  No facts.  2. Was the restriction reasonable ( yes.
j. Dissension Dead Lock & Oppression
i. Introduction:  
1. In closed corporation if we don’t have by sell agreements or redemptions rights a lot of time the only remedy left are the extreme option of dissolution and mandatory buy out.  Generally dissolution can be voluntary board agrees to such resolution.  Here though we are talking about involuntary dissolution as court imposed remedy.
ii. Rule MR 14.3
1. A court may dissolve a corporation 
a. (2) in a proceeding by a shareholder if it is established that 
i. The directors are deadlocked in the management of the corporate affairs the shareholders are unable to break the dead lock, and irrepjarable injure to the corporaion is threatened or being suffered or the business and affairs of the corporation can no longer be conducted to the advantage of the shareholders.
ii. The directors or those in control of the corporation have acted in a manner that is illegal oppressive or fraudulent.
iii. The shareholders are deadlocked in voting power and have failed to elect successors to directors whose terms have expired
b. In re Radom v. Neidorf
i. Facts:  W & H & W’s Brother B.  H dies and W inherits his ½ interest iin a music corporation M.  When H  dies the corporation takes off and makes upwards in 250,000$ a year.  She wants (W) a buy out.  B only offers 75,000$.  They despise each other.  He is not getting paid because they both must sign the checks to pay him.  She refuses.  He makes a motion for dissolution.  
ii. Notice here there is no real dead lock, she is just failing to sign the pay check.  Disollutioncan only be ordered iin the above situation.  The court will order dissolution but it is discretionary.  The court determined that because the corporation was not paralyzed it was still successful and therefore cannot dissolve.  Dissolution is only proper if the “competing interests are so discordant as to prevent efficient management – i.e., the business is failing.  Previosly the brother offered a buy out – the court is signallingn to go back and negotiation and give reasonable terms, 75 – is not enough given the money making of this company.
iii. RULE:  The board or controlling parties act in such a way that the minority shareholders reasonable expectations are not met.  (can result from lack of fair dealings etc.   Under oppression the court can (again this is a discretionary matter) order dissolution.  It is very difficult to receive dissolution.
1. Davis v. Sheerin
a. Facts:  P alleges that D the majority shareholder conspired to deprive of him ownership of stock.  Here the court ordered that D must buy out P’s 45% interest.  Some courts have statutes that will allow for a buy out.    Here no statute.  The court held that oppression called for a buy out.  The oppression buy out remedy is also rare!
k. Buy sell agreements – 
i. Introduction
1. Solutions to a minority shareholder in a tight situation are difficult to attain.  The solution is a buy out agreement: this is an agreement entered into inadvance that will specify the events and terms of a mandatory buy out.  It is better that parties agree to it in advance b/c then they will all want them and terms are likely to be fair.  
a. These are triggered under specific events. i.e., death.  Disability, bankruptcy and divorce are other consideration.  
b. It is almost malpractice to leave these out of the article.  If there are no buysell agreements we must go to the court and the result can be harsh.  Consider radum with no salary and no way to support there kids, and no alternative.  
c. Separate tehse agreements – put them on the shares, the articles can always be amended.  
2. Four types
a. One Way – agreement enables a 3rd party to acquire the departing owners interest in the business upon a triggering event.
b. Cross purchase – obligates that surviving owner to purchase a deceased owners stock directly from the decedent’ heirs.  (Radom)
c. Entity or stock redemption agreements – each owner agrees to sell the stock back to the business upon a triggering event
d. Wait and see – the business receives option to redeem any ownership interest upon a triggering event.  The owner has to sell but corporation does not have to buy.  Instead it can give existing shareholders the purchasing option and if they won’t then the corporaion must purchase/redeem.
Insider Trading & Security Fraud
I. Securities Fraud
a. Introduction (common law fraud v. 10b5
i. Rule 10(b)(5)(can only bring this claim in state court, federal court has exclusive jurisdiction)

1. It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or the mails or of any facility of any national security exchange

a. To employ and device to defraud

b. To make any untrue statements of a material fact or to omit to state a material fact necessary in order to make the statements made in the light of the circumstances under which they were made not misleading or 

c. To engage in any act practice or course of business which operates or would operateas a fraud or deceit upon any person in connection with a purchase or sale of any security

2. Common Law Fraud
a. There is a misstatement of fact

i. There can be an omission if you can find a duty to make the statement

b. There is reliance upon the fact

c. Damages

b. Common Law Fraud and the rule 10b5
i. Agee Capel and Propp are the only three shareholders of BB inc. Each owns 1,000 shares.  Roberts is considering buying 1000 sharesfrom BB for $100,000 agee the ceo of BB tells Roberts that BB has never received a health department rating lower than VG.(verygood).  In reliance on that representation Roberts buys the 100,000 shares from B.  Roberts later learns that B had received seven health departmenr rating of VB (very bad).  
1. CL Fraud – 

a. There is a mistatement of a material fact, and there is reliance on that.

2. 10B5 – (exclusive jx. for these claims)
a. There is a claim under federal law – employed a device to defraud, and engaged in a business that brings about fraud, and made an untrue statement.  
ii. Same facts as 1 – except that BB had not received a rating lower than vg.  But the health inspector says the restaurant is almost certainly going to get a rating that is the worst for the next rating?  A tell Roberts about the good rating but fails to tell about the bad rating.

1. CL Fraud – well there is no misstatement of material fact. (At common law, the tort of deceit means that there is an omission of fact – must actually have a duty to disclose; thus to hold someone accountable under the common law for an omission must show a duty to disclose).  
2. 10B5 – there is an omission of a material fact. So we would have a claim.
iii. Same facts as 1 but agee does not represent anything about the healt departmenr.  Later Roberts learns there are 5 bad ratings.
1. Cl Fraud – No, we do not have a fraud, because we have no statement.  

2. 10B5 – the literal language will not bring in ab or c.  But the court under 10b5 will sometimes impose a duty to make this statement. 
iv. BB is considering acquiring a building from  Epstein in exchange for 100 shares of BB stock.  Epstein say the building has never had any termite problems, but the building has had horrible problems, and then BB issues 1000 shares of the stock and gets  the building.  
1. CL Fraud – Material statement, that is false, there is reliance, and it leads to damges therefore there is damages
2. 10 B5 – this is not limited to sellers.  The buyer can also be a buyer.  De-frauded sellers or buyers can have a COA under these facts.

3. Review if the bd. determine that the place is worth 10,000$ that is binding, unless there is fraud.

c. Who Can Bring this claim

i. Kardon v. National Gypsum
1. Rule: there is an implied private right of action under 10(b)(5) p. 9

2. Facts: West is a corporation that is owned by S & K.  the ownership is equally divided between S, & K.  S goes and makes a deal with NGYP.  S the ceo makes a deal with NGYP to sell the companies assets for 1.5 million dollars.  But with this info, K sells all of his stock for 500,000.  Then later on when it closes, S gets to keep the remaining 1 million.  He wants to sue S for being cheated for the 250,000$.  

3. Assume that the company was sold for 1.5 million, and if there is no debt this will be split equally they would both get 1.5 million.

4. Common Law Fraud – there was no misstatement.  You could argue deceit but you would have to prove that there was a fiduciary duty to make the statement.  There probably would be one. The old rule is when you deal in stock you can deal in arms length, but now there might be a duty… ( this is an old case so no COA.  (NOTE THE DEFENDANT was ASKED BY P whether he was planning on selling the Corp stock, and D says NO!!!  ( he wasn’t he was only selling assets!  

5. 10B5 – There is a claim under 10(b)(5) – because there is an omission of a material fact.  

d. Disclosure of A Material Fact

i. Basic v. Levinson – (1988)
1. Facts: We have an M&A transaction where company A is trying to acguire T.  T’s president when asked in the paper whether he knew why the corporations stock had been going crazy stated “I know no reason” although he has already strarted talks.  He continued to stand by this statement although he knew the statement was false (technically statement wasn’t entirely false because it was not sure whether the deal was going to be closed).  He stated this 3 times.  The plaintiff’s are the shareholders who sold the stock.  This is a direct action because the harms is suffered by themselves.  The district court applied a reasonable certainty test and because it was not reasonably  certain that the sale was going to go down, there is no conclusion.

2. Rule for Materiality: 

a. TSC industries:  “a statement is material if there was a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.”
i. Starting Point:

1. A statement will be material if there is a substantial likelihood that a reasonable investor would consider it important in determining whether to sell/buy their stock.

2. two prong test to determine whether a statement is material - this is a balancing test used for determine whether a merger/acquisition is material.

a. First: Probability that the event will take place.

b. Second: the magnitude of the event.

ii. Hypo – A is going to purchase T.  T tells A if news gets out T will walk from the deal.  if news of this deal leaks I walk.  Newspaper calls A and asks about the merger?  

1. If he says yes – the real deal done.

2. If he says no – he has made a material statement.

3. Rule: he must say no comment.  
II. Elements Short hand (Seven)
a. Jx.

i. Interstate Commerce: Is the transaction By use or means of interstate commerce?

ii. Was there a security?  Id.
b. Standing

i. Is the person bringing the claim the SEC or the DOJ, or an actual buyer or an actual seller?  

1. In the case of actual Buyer or seller the implied COA comes from National v. Gypsum.

c. Scienter – 

i. Did the person who employed the fraud (the defendant under 10(B)5 have the intent to deceive defraud or manipulate?

d. Material fact
i. The statement/or the infomation is material if there is a substantial likelihood that a reasonable investor would consider it important in determining whether to sell/buy their stock.

ii. two prong test to determine whether a statement/or information is material - this is a balancing test used for determine whether a merger/acquisition is material.

1. First: Probability that the event will take place.

2. Second: the magnitude of the event.

e. Reliance

i. Is the case a non-disclosure case, or is their a misrepresentation on the open market? Yes – then there is a rebuttable presumption that the Plaintiff relied on the information. No – see below.
ii. Is the case a misrepresentation on a close corporation that is not on the open market?  Yes then must prove reliance (likely will not be tested).

f. Conduct
i. Fraud: Did an insider make a statement or omit a statement that was material?  Did people trade on that statement?  If so then there is a violation on 10(B)5(2)?  
ii. Insider Trading: Is someone trading on material non-public information?  - Yes then to come under the Texas Gulf Sulpher disclose (disclosure must be effective) or sustain the party trading must owe a fiduciary duty to the place where he received the information?
1. Is there a fiduciary relationship between the defendant and the shareholder/ or in the more expansive view between trader and the source of information?  
a. Is he an agent of the target company?
b. Is he a fiduciary there of?
c. Someone who the seller of the target company has placed in trust? (If no – then is there a relationship below).
2. Tippor & Tippee
a. There must be a Tip from a tippor:
b. The tippor must breach a fiduciary duty:
i. Did the tippor gain a personal benefit?  This is very broad it can be giving a gift or enhancing ones own pecuniary benefit?
c. The tippee must trade on the information
d. The tippee knew or should have known that the tippor breached a fiduciary duty
3. Misappropriation
a. Was the person given the information (Noam Zev & Russ – look below I have a fuller explanation of everything, then you must finish this one for because I got lazy here and did not do missapropriation – it just means that the person was given the insider info for one purpose and he stole it and used the information for another.    Call with questions – 310 560 1822)

g. Damages 
i. Did the fraud cause economic Loss?

III. The Elements for the Test of Cause of Action 

a. Jurisdiction

i. Rule: the fraud must be “by the use of any means or instrumentality of interstate commerce”
ii. Dupuy v. Dupuy
1. Facts: Close company, brother T is convinced to sell the stock from his brothers through blatant lies told over the phone when they were within the same building.  One brother was in the upstairs apartment.  He made the statement over the phone to his over the phone.

2. Rule:  The court held that the telephone call will constitute “use or means” of affecting interstate commerce.

iii. Hypos (515)
1. Freer misrepresents facts about the value of his stock in BB’s inc. to Roberts in a face to face meeting.  As a result of those misrepresentations, Roberts agrees to buy freers stock.  He pays for it with a check.  Freer endorses the stock certificate to Roberts.  Clearly, Roberts can sue for common law fraud, can he however bring a claim for interstate commerce?

a. Answer:  A check because it enters the national banking system touches interstate commerce and therefore is by the use or means of interstate commerce.  (Compare to Dupuy the actual lie was during the use of interstate commerce)(in this hypo the transaction only touched interstate commerce which is enough).  
b. Rule: So long as the transaction at some point touches interstate commerce it will trigger the jurisdiction.
b. Standing

i. Four people have standing the plaintiffs:

1. The SEC

2. Actual Buyers (must be able to trace buyer of the stock to the stock at issue sold)
3. Actual Seller (must be able to trace seller of the stock to the stock at issue sold)
4. DOJ

c. Scienter

i. Rule Sceinter: the person who makes the statement must act with the intent to deceive, defraud, or manipulate.  Negligence will not be enough.
ii. Gross reckless, recklessness: in the lower courts the trend is that these are enough.
1. To go to jail – DOJ must prove a willful violation.  
d. Material Fact

i. Two Part test above

e. Reliance Requirement

i. Rule for open market transactions, the Fraud On the Market Theory: Once you have established that there is fraud on the market there is a rebuttal presumption.  
1. This presumption is based on the fraud on the market theory.  The idea of this theory is that people depend on the price of the stock when buying and selling, and statements may fraud the market and lower the price or higher the price.  Thus, although someone may not hear the statements or the omissions they will be presumed to have relied on them because the statement impacted the market.

a. For example, in basic there may not be proof that the plaintiffs read the newspaper article.  However, the statements were reflected in the price, and they relied on the price, thus there is a presumption of reliance.

2. Defendant may rebut, but the burden of proof is on the defendant to demonstrate no reliance.  

ii. Rule: Non-disclosure cases there is a rebuttable presumption.  Can argue that the other person had a gambling debt.
iii. Rule: if there is a misrepresentation on an open market rebutaable presumption.  If misrepresentation on a close corporation then no rebutable presumption.
f. Conduct that violates rule  10(b)5

i. Fraud: This is a direct action suit.  This suit is when an insider fails to frauds the entire market. 
1. Rule: 10(B)5 is comparable to fraud.
a. Basic
2. Common Law Fraud: misstatement of material fact on which the other party relies and suffers the damages.

ii. Insider Trading

1. Common Law Rule
a. Rule:  There is no duty to disclose at common law, unless the party has a fiduciary responsibility to the plaintiff growing out of there relationship.  The common law rule is that the insider’s fiduciary duty is owed only to the corporation, not to prospective or present shareholders.
b. Hypothetical – 

i. If you go to your neighbors house and ask to buy his land, although you know you have discovered oil, but know he does not know is that fraud?  What if he asks is there oil and you say no?  what if he asks, hey have you discovered natural gas?

1. No for the first question because there was no duty to disclose under common law, but if he asks about the oil and you lie then there would be a fraud case, and for the natural gas no because you are not lying.

ii. The Doctrine of Half Truths Liabilities: When you tell something but leave something important out can lead to liability.

c. Goodwin v. Agassiz (1908)
i. Facts: Ds are aware that an experienced miner geologist believe that the copper deposits will be found under the company’s land.  P then sells his stock without knowing of the shares which D happens to have purchased.  This is an open market transaction. P brings a common law deceit action,
 arguing that had he known he would not have sold the shares.
ii. Held: Because D has no duty to make any statement to P there will be no liability.  There is no duty to disclose!  And also, there is a difference also between soft information verse hard information.  They are not sure there is copper so this is soft information.
iii. Note – there is no fraud cause of action because he did not say anything.  

2. Exception in face to face/ hard information transaction:  General rule is there is still no duty in a face to face transaction unless there are special facts: there is hard fact/face to face/and the person is a shareholder (buying not a seller).  
a. Majority rule: Need Special Facts (Hard Info/face to face/shareholder)
i. Strong:  D is director of a company in a bad financial situation.  D secretly makes a deal with the government to sell all the property.  D then employs a person to secretly go and buy stock from P.  P sells the stock so he does not know the director is trying to buy from him.  3 months later the stock is worth 10 times what it is sold for.
ii. Held:  The special facts  here are a face to face (open maket) transaction where D had total control over the sale (hard info) and therefore the court will find liability and the person is a shareholder (fiduciary duty/good news).
1. Factors: Special Facts:  The duty comes from the fact that they are a fiduciary of the company.   
a. Good News: they are buying from shareholders. v. Bad news – they are selling then they will not owe a duty because the purchaser is not a shareholder.
b. Open Market v. Private trade resale – a sale on the open market will not be liable, where a private trade may be.
c. Soft Info – not definite less likely there will be liability, Hard info – there is a solid chance it will happen then liability.  (This is not the same as a materiality inquiry).
b. Minority rule: The Kansas Rule:  In face to face transactions there is an affirmative obligation of disclosure.
i. Hotchkiss – A widow in need of money is a shareholder in Elmhurst Corp.  P comes to Elmhurst offices and asks whether D, Elmhurst president whether a dividend is going to be paid.  He said he did not know.  She sells the stock for 1.25 The director declared a dividend 3 days later for 1.25.  She got ripped:

ii. Held: there is a duty to disclose in face to face meetings with shareholders.

3. Hypotheticals
a. Agee is a director of Bubba’s Burritos Inc. And in that capacity has learned that Bubba’s may well be taken over by McDonalds.  The public does not et know this information.  Roberts owns 50 shares of Bubba’s and thinks the company is doing poorly.  At a stockholders meeting he complains to agee and says I wish I had never bought this stock.  Agee then offers to purchase Robert’s Stock.  Is there a COA
i. Under the common law there will be no duty to a shareholder.  There is a duty under special facts. Face to face transaction, not necessary hard information that may lead to liability but seems pretty hard, and this is a shareholder.  This can go either way.     
b. Agee is a director of BB INC and in that capacity has learned some devastating information that will cause the price of BB stock to plummet.  The public does not yet know this information.  Epstein is not a bb stockholder but thinks the company is interesting.  He knows A socially and while playing golf asks if agee would sell Epstein some of Agee’s Bubba Stock.  Aggee says nothing except Ok, - after E buys and the stock goes south can he sue?
i. The fact that P would be a buyer means that there would be no fiduciary duty owed to the buyer of shares because he is not a shareholder there will not be liability.
iii. Insider’s Trading Under the Current Law
1. The Duty To disclose or Abstain
a. SEC v. Texas Gulf Sulpher – 
i. Facts:  TGS is in the frozen tundra and they discover a huge mineral strike K551.  They do not broadcast it.  Rather they speculate that other land also may have a deposit.  They quietly go out in a land acquire ton of the land.  The stock price doubles when the news of k551 is told.  Insiders were trading during the time of knowing about the information but no-one else knowing.
ii. Rule/analysis:  Anyone who comes into contact with inside information must disclose or abstain.  The trader than must abstain until the news becomes effectively disseminated (this is a question of fact).
1. There is no statement or omission.  Where is the cause of action in 10(B)5?  On its face there is no 10(B)5 liability.  This comes from the courts.  The courts interpreted it this way to parity or equality of information. 

2. Policy: it is fundamentally unfair to allow people to trade.  Must create trust in the market.  (The equality of information).  
iii. Under this rule (Overruled by Chiarella:  Anyone in possession of non-disclosed material information is subject to the abstain or disclose.
b. Test – is there common law fraud?  No, because there is no face to face transaction.  Can argue special facts because there is hard info, they are buying from people who are shareholders, they are insiders. Would depend if they are face to face?
2. The modern view of the duty to disclose 

a. Rule:  In order to violate Texas Gulf Sulpher’s 10B5 disclose or restrain the accused person who is accused of trading on inside information must owe a fiduciary duty.
b. Chiarella v. U.S.
i. Facts:  Chiarella is a printer.  He is printing up a tender offer/takeover bid.  A tender offer (it is going to be a high offer directly to the shareholders to take over) – by definition is going to be a premium offer over the market/trading price.  Thus Chiarella has a no risk gamble where he is purchase stock, that will guaranteed go up.  He purchases on the inside information.  The SEC argues that because Chiarella is in possession of material information thus under Texas Gulf – he either has to disclose or abstain.  And must wait until the information until it becomes effectively.  (court overrules this)
ii. Rule:  Under TGS rule whenever anyone comes into contact with the inside information he must disclose or abstain.  
1. Held:  “mere possession to material non-public information is not enough, the duty only arises because of a relationship of trust and confidence between the “culpable party” and the corporation.  Thus to be an insider one must owe a duty to the person where he got the information
a. Agent of target company
b. Fiduciary there of
c. Someone who the seller of the target company has placed in trust.  

2. Policy: 

a. 10(B)5 was founded to create trust in the market.  And we are worried about insiders not anyone else, that is why the supreme court restricted this law.  The theory on restricting the law was fiduciary duty.
3. Missappropriation – one relationship that Chiarella has, is a relationship to the print company.  (Ct. Does Not Address this because it did not go to jury)
a. First:  Chiarella owes a fiduciary duty to the print company.  This duty comes from agency law.  

b. Second: Print company is a fiduciary of bitter company because print company is an agent.    Thus Chiarella

c. Thus he missapropriated information in violation of a fiduciary duty.

iii. 14(E)3 – SEC overthrows Chiarella. Anyone who comes into possession about a tender offer (no mater how you learn of it) cannot trade on the information.  Must be information about the tender offer.  
3. Chiarella – the case changes the bad news verse good news distinction.  All that matters is whether there is fiduciary relationship between the person who is selling and the place where he got the information.  State law is in a state of atrophy.  If someone brought a “bad news” case in state court that would likely not make a difference.  
4. Insider – anyone who is working for the company.  The secretary, the janitor etc.  

iv. Tipper-Tippee Liability

1. Rule
2. Dirks v. Security & Exchange
a. Facts:  Equity Funding co. is faking out its books. Secrist was attempting to get the fraud uncovered.  No one will investigate.  Finally he finds dirks, and dirks will investigate.  Dirk investigates and tells his clients that Equity funding is a fraud.  And the clients sell the equity funding shares
Secrist (insider former CEO) (tippor( Dirk (Tippee) ( gave information to institutional investor (Sub tippee)((Note ( at some point information becomes so attenuated from its source that )
The investors who Dirk discussed the matter with made 16 million dollars.  

b. SEC’s Argument: The sec is arguing that Dirk should have disclosed of the information.  They argue, under Texas Gulf Sulpher, that dirks is in possession of material non-public information and therefore has a duty to disclose.  
c. Policy overlying the rule: The court does not want to chill the incentive to disclose the market information a company may be liable.  
d. Conduct:  Test
i. There must be a Tip from a tippor:

1. There is a tip; someone passes along material non-public information.

ii. The tippor must breach a fiduciary duty:
1. THIS TEST IS ONLY FOR TIPPOR TIPPE LIABILITY NOTHING ELSE)  
a. To demonstrate a breach of fiduciary duty the court applies the personal benefits test.  The test is very broad, any benefit:  It can be monetary or it can be non-pecuniary – making a gift; enhancing your reputation; and any financial gain.  
b. Tippee liability is derivative: must have insider who has passed along the material non-public information in face of a breach.  
2. Applied to these facts – Secrest is not giving this information for any personal gain. Rather he is attempting to expose a fraud; he is a clean hearted tippor.  Thus if the tippor does not breach a fiduciary duty the tippee will not be liable.

The Supreme Court applies the two part test below (iii. Iv.)

iii. The tippee must trade on the information
iv. The tippee knew or should have known that the tippor breached a fiduciary duty
1. To demonstrate the tippee scienter element is currently unknown because the Supreme Court never got to the question.  
e. Temporary Insider:  When someone is given information (such as a lawyer, accountant) they become temporary fiduciaries of the shareholder and therefore will be liable (See FN 14 of Dirk).
i. Note: low level employees are insiders as well.  
v. Misappropriation

1. Rule:

2. O’Hagan
a. Facts:  O’hagan is a partner is Dorsey & Whitney (DW).  DW is hired by grand met (GM).  GM told the attorneys that they want to purchase Pillsbury.  Ohagan then bought a ton of call options on Pillsbury.  O Hagan made 1 million dollars.  Trial court convicts O’hagan under a missapropriation theory.  8th circuit reverses and says that the misappropriation theory is not a valid theory.  The court cannot use the classical theory because that would require a relationship between O’hagan and Pillsbury.  O’hagan is a temporary insider to GM.  The problem is Ohagan is not trading in grand met stock.  O’hagan is trading in Pillsburty.  Chiarella needs a fiduciary theory:
i. Test for temporary insider: O hagan is a temporary insider
1. DW has been hired.

2. O’hagan occupied a relationship of trust and confidence that they are share confidential information.

ii. Misappropriation Theory:  Because he is a temporary insider he owes a fiduciary duty to GM he owes a fiduciary duty.  This duty would require him to only use the information for  what GM gave it to him for.  He then takes the information and used it to his own benefit, and therefore stole it in violation of fiduciary duty that he owes to GM.  (NOTE THAT THE SHAREHOLDERS OF GM WILL NOT HAVE A COA AGAINST  OHAGAN B/C there are damages)(Moreover, it is unknown whether pilsbury would have a COA because he O’hagan a fiduciary duty).  
b. The Difference Between the  Misappropriation theory in Chiarella and Ohagan.
i. OHagan – The party who is charged with the 16(B) misappropriation must owe a fiduciary and must missaprropriate.  Rule: “Must steal in breach of a fiduciary duty to the source of the information.”

ii. Chiarella – The chief justice berger if you in anyway steal the information and therefore chief justice berger would have put liability on anyone who stole the information and not force the situation to hook the suit on a fiduciary duty.  

c. Hypothetical – can Pillsbury sue?  Maybe but there is no fiduciary duty owed which would make it very difficult.  

g. Damages

i. The plaintiff must be able to show damages.  Must show that whatever fraud occurred it caused the economic loss.

IV. Section 16 (B) liability – this is an express cause of action.  Remember 10(B) 5
a. Elements:

TIP:  If there is a trade and a sale within a 6 month period must do the 16(B) cause of action

i. Plaintiff must be a reporting party (therefore this is a company cause of action & it is a derivative suit).
1. A reporting company/publicly traded company/a company under the 34 act – the company must be either 

a. The company must be traded on an exchange or
b. The company must pass a 2 part test

i. A Class of share holders that is greater than 500
ii. $10 million in assets.

ii. Defendant Must be a statutory insider

1. Director either at the time of purchase or sale

2. Officer either at the time of purchase or sale
3. Beneficial owner of more than 10% of the company’s shares – both at the time of purchase and at the time of sale.
iii. Defendant must have bought and sold equity (equity further differentiates 16(B) from 10B5) securities within a rolling six month period.
1. This is strict liability and therefore

a. No Fraud is required

b. No requirement of inside information

2. The rule will be violate also if one sells and buys.

iv. All profits from such short swing sales are recovered by the corporations

b. Hypotheticals

i. BB inc is registered under the ’34 act with 1,000,000 shares outstanding.  Roberts buys 200,000 shares of Bubba’s at $10 a share on January 20.  What his § 16B liability?
1. On May 1, he sells all 200,000 shares for 30$ a share
.
a. Answer:  
Q1 or element 1
Is this a reporting company such that the company can be a plaintiff under 16(B) – Yes; because the problem state that the company is registered under the ’34 act.

Q2 or element 2
Is the defendant a statutory Insider – R is not a director or an officer thus we must attempt to prove he is a beneficiary shareholder.  He owned 200,000 shares so he is a 20% shareholder as of January 20th  thus as of January 20th he was a beneficiary shareholder.  (Note the purchase on January 20th cannot for the next problem because he was not a statutory insider at the time of purchase)
Q3 or element 3

Then we ask, was there conduct that violated 16(B), that is did he buy AND sell or (Sell & Buy) within a 6 month period.  Thus in order to violate the prosecuting party (company) must match the sale and the buy. The problem is he did not own 10% of the company at the time of the purchase thus he was not a beneficiary shareholder at the time of that purchase.  He did however own 10% at the time of sale.  Thus he was a beneficiary shareholder at the time of sale.  But without either a previous purchase or a future purchase the sale cannot be matched and therefore there will be no liability.

Q4 or element 4
All profits from the short swing trade are recoverable from the trade not at issue here.

2. On May 1, he sells 110,000 shares for 30$ a share for 30 $. On May 10, he sells the other 90,000 shares for $ 40 a share
a. Answer:  Q 1. is the same.  Q 2. answer same.  Thus he is only insider after January 20th.  The question then is can we find a purchase and a sale within 6 months.  All we have, although, is two sales.  And note the 2nd sale is not even cover because it is under the 10% mark. Therefore there is no violation.  
i. Assume that he made 50,000 share sale on may 1.  And a 150,000 share sale on May 10th.  Will this make a difference?  

1. No because you still cannot match a sale with the purchase.

ii. Same facts as # 1 except that Roberts was also a director of Bubba’s.
1. Answer:  Q1 – Yes it states that this is a registered company under the 34 act.  Q2 – the defendant is a director.  Q3 – thus, when he purchase 20% (200,000 shares) on January 20th at 10$ this is covered by 16(b).  When he then sells again in may, we have a sale and a purchase within 6 months.  He sold all of his shares for 30$.  

Q4 All profits from purchases and sales within a 6 month period are recoverable.  Thus we take 30 $ and subtract the 10$ purchase price and he gained 20$ a share.  Then multiply the 20$ times 200,000 and you have 4 million dollars that must pay back/ disgorge.
2. Answer: Q1 & 2 see analysis above.  Q3 The first sale on May 1, is a sale within 6 months.  The second sale is also within 6 months of the purchase.  Accordingly, defendant has bought and sold equities within a six month period.  

Q4—he sold 110,000 shares at a profit of $20 a share (30$ subtracted by the purchase of 10$) thus the 1st sale produced a profit of 2.2 million from the purchase on January 20th.  The second sale was at a profit of $30 dollars a share.  Multiply 30 times by 90,000 shares and you have 2.7 million add together for a total of 4.9 million.  Thus Roberts must disgorge $4.9 million.
iii. Freer is an officer of BB’s inc. which is registered under the 34’ act.  He owns 200,000 of the 1,000,000 outstanding shares of Bubba’s.  He bought the stock two years ago for 70$ a share.  On January 1, Freer sells 100,000 shares for 30$ a share.  On March 1, Freer buys 110,000 shares for 20$ a share.  Who can sue whom for what under 16(B)?
1. Answer:  
Q1 – Yes – it says that the company is a registered company.
Q2 – Yes Freer is an officer
Q3 – The purchase of 20% of the stock of the company 2 years ago has no impact.  That is, he only bought within the 6 month period surrounding the purchase he did not make a sale.  The first sale and the second purchase are within a 6 month period.  (They are between January and March (less than 3 months)).  Thus these are covered to the extent that you can match the sale with the purchase.  The sale of 100,000 shares at 30$ will match with the purchase of the 110,000 shares at 20$.  The 10,000 shares purchased above 100,000 (110,000), however, cannot be matched to the sale of the 100,000 and therefore those 10,000 shares and only those 10,000 shares were not in violation of rule 16B.

Calculate, the profit realized is the 10$ per share (he sold the shares at 30$ and was able to repurchase them at 20$, and therefore gained a profit of 10$ a share).  Thus we take the 10$ multiply it by the 100,000 shares and Robert must pay back 1 million.
� At common law deceit is The P justifiably relied 2. to his detriment (3) on a misrepresentation of a material fact; (4) made by the defendant with knowledge (5) with intent that the plaintiff rely
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