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(1) Ultra Vires Claim ?????????
Corporations
(1) Corporation 
a. Types: 

i. Domestic → when operating in state of inc.  

ii. Foreign → when operating in a state NOT incorporated in 

1. MUST: → File a certificate of qualification to conduct business in the state 
i. Name an INSTATE agent to receive service AND 

ii. Provide proof of corporate status

b. Is corp. does NOT file

i. The Ks they enter into in that state remain valid, but 

ii. Corp will be fined AND NOT allowed to use the courts of that state to enforce their rights. 

1. REMEMBER → Can still be used AGAINST the corp. 

2. MAY: → Register their corp. name to prevent domestic corporations from using it 

a. REMEMBER → This has to be renewed annually 

b. Formation 

i. Prior to formation should → RESERVE your name, 4.02
1. Deliver an application to Sec. of State for filing setting forth: 
a. Name and Address of Applicant AND 
b. Name proposed to be reserved 
i. IF the name is available → Reserved for NON-renewable 120 days 
ii. To incorporate→ The incorporator/s MUST deliver the Articles of Inc to the Sec of State for filing, 2.01 
1. Articles MUST include: 2.02(a)
a. Name of the Corp 

i. Name MUST: 
1. contain the “magic words” 4.01(a)(1)
a. corp., inc., co, or ltd., or words of like import
2. be distinguishable on the record = different name then on the books 
a. CA RULE→ can NOT be “deceptively similar” – more subjective
b. The # authorized shares

i. Need to state rights common stack will have AND 
ii. If want preferred stock MUST be in the Articles → Default = 1class 
1. designate series and preferences OR 
2. designate a “blank check” series 
c. Street address of corp.’s office AND name of agent at that office  

d. Name and address of each incorporator

2. Articles MAY include: 

a. Names and address of individuals who are to serve as initial directors
i. However @ least 1 is REQUIRED b4 you can issue shares 
1. Modification to default rules per Director/Shareholder voting need to be in the Articles

a. Amendment of what = quorum AND cum/straight voting AND staggered v. annual election if all 
2. Limitation on shareholder’s ability to remove directors @ anytime or w/o cause 

b. Provisions regarding 

i. Purpose for which the corp. is organized / Duration / Scope of Corp.
1. Default, MBCA §3.02
a. Duration = perpetual 

i. If want to limit this MUST be in the Articles

b. Purpose = “engaging in ANY lawful business”

i. If want to limit this MUST be in the Articles
ii. Managing the business and regulating the affairs of the corp.

1. Close Corp. Election MUST be in the Articles

iii. Defining, limited, and regulating the affairs of the corp.

iv. Par value for authorized shares  
1. IF no par issuance Directors must allocate the 

c. Valid Restrictions on transfer of stock 

d. Anything that could or should be in the by-laws 

e. Provision eliminating or limiting the liability of a director or shareholders for money damages … EXCEPT 

1. REMEMBER → if want raincoat MUST be in the articles

ii. The amount of a financial benefit received by the director to which he is not entitled 

iii. An intentional infliction of harm on the corp. or shareholders 

iv. Violation of 8.33 ????

v. An intentional violation of criminal law  ????? 
3. The corporation exists from the time the Articles were filed, 2.03 (unless a delayed effective date is specified) 

4. This is the cut off of personal liability, HOWEVER → 

a.  If the Articles are NOT valid Sec. of State can reject them → Could lead to promoter liability 

i. TIP: Wait until receive Certificate of Inc. b4 begin operations → De Jure Corp. 
iii. After formation 

1. the incorporators OR board of directors SHALL adopt bylaws for the corp. 2.06 

a. Bylaws = purely internal = management of business and regulate the affairs of the corp. BUT 

i. ARTICLES are superior 

c. Shareholder/Owner’s Liability = Limited to investment in corp. EXCEPT: 
i. Premature Commencement of Business → Personal Liability for Ks entered into as Corp. b4 formation. 
1. Inadvertent partnership → see partnerships 

2. CL RULE→ ANY person acting as a “Corp” b4 Formation = Personal Liability
a. CL Defenses: → burden in ∆
b. “Corp by Estoppel” → IF a party operated under and relied on the belief that a corp. was in place (regardless of actual status) They are later Estopped from denying its existence (and the existence of its limited liability shield) @ a later date.  
1. Factors: 
a. ∏ = Voluntary creditors of the CORP. 
i. NOT an involuntary/tort creditor – no course of dealings to prove reliance on the corp.  
b. ∆ signed K as “agent of the corp.” / By: … 
c. Parties intended for the corp. shield to apply. IBM 
i. No evidence that the individual looked to anyone other than the corp. for the fulfillment of the obligations. 
ii. REMEMBER → this can work BOTH ways 
c. “Waiver” → If ∏ actually deals w/ the corp. after the time of “defective formation” they have waived their right to asserts non-existence of corp. @ time entered into the K  
d. “De Facto Corp”

i. Elements: 

1. Existence of valid law under which could inc. 
2. Goof Faith attempt to incorporate AND 
3. Actual use of the corporate franchise

ii. EXCEPT → In an action brought by the STATE 

3. Modern RULE (in some jdx) 
a.  ABSOLUTE RULE →All persons purporting to act on behalf of Corp. b4 inc = Personal Liability 
i. NO DEFENSES
1. Rationale: It is too easy to inc. now 
4. Other Jdxs continue to recognize some/all of the CL defenses
5. MODEL ACT Rules
a. RULE → All persons purporting to act as a corp., KNOWING there is defective incorporation are Personally Liable for all Ks

i. Seems to imply that the CL defenses are still available IF: 

1. The individual acting on behalf of the corp. has a “good faith” belief in Corp. status 

a. Shifts the focus to the knowledge of the insider rather than that of the outsider (like under CL) 

i. Basically Eliminates the waiver and estoppel defenses 

6. Promoter Liability → Look here is BOTH individuals know that the K is per-inc. 
a. Promoter = a person who initiates or organizes the business b4 the corp is actually formed 
i. General Rule: Promoter will retain personal liability on pre-inc contracts even AFTER inc of corp./adoption of the K. 
1. UNLESS → can prove that the individual EXPRESSLY or IMPLIEDLY agreed to look ONLY to the corporation for fulfillment of the K 
2. Promoter carries the BOP to prove this, LOOK to: 
a. Written Agreement → was the intent to hold the ONLY the corp. liable? 
i. State that upon inc. the corp. will become the sole obligator. 
ii. Individual liable only until inc. 
iii. Adoption by the Corp will act as a novation. 

b. IF the agreement is ambiguous there are 4 types of intent the ct can imply 
i. Revocable offer
“If the corp. is formed and accepts … I will …”   
ii. Irrevocable offer (need consideration to keep this open)

Note: these are NOT an option were there is acceptance by performance b4 formation (can’t be making an offer  to corp. if already performing)    

iii. Novation releasing promoter from liability after formation 
Tip: PUT THIS in the K EXPRESSLY → after formation the individual releases the promoter from liability and agrees to look ONLY to the corp. for satisfaction of the K 
           B/c DEFAULT RULE = Adoption 
iv. Adoption by the corporation at formation, but promoter remains liable as a surety. Stanley J. How
ii. Piercing the Corporate Veil

1. Even if there is a valid “de jure” corp. ∏ can seek to pierce the corp. veil in cases of:  
a. Fraud, Illegality OR Fundamental Unfairness 
i. Factors: 
1. Nature of the Plaintiff 
a. Voluntary K creditor VS 
i. Less likely to pierce b/c more capable of protecting self be seeking a personal guarantee. Assumption of the risk of dealing w/ corporation (would it be a windfall to the creditor to impose personal liability) 
HOWEVER → there is NO assumption of the risk of fraud. Dewitt  


LOOK for personal oral guarantee! 

b. Involuntary tort creditor 
i. More likely to pierce b/c the ∆ is in a better position to protect IF the ct determines that taking out sufficient liability insurance would have been a valid business decision. Batatz
2. Corp = “Alter Ego” → MORE likely in closely held corps, but being the sole or primary shareholder is NOT enough alone.  
a. Failure to follow corp. formalities
i. No board meetings, no records 
b. Co-mingling of assets OR siphoning off of corp. assets  
3. Inadequate Capitalization @ formation (grossly) 
a. Low cap NOT = undercapitalization → Look to what the expected operating costs of the business are
i. MOST relevant IF the capitalization is low and there is confusion over who the creditor will be looking to for payment. 
b. Rationale: B/c can have a marginally capitalized corp. to allocate risk amongst investors and creditors on a bargained for basis
REMEMBER → Each factor has to be relevant to the “fundamental unfairness” of ∏’s case!!!!
Ex. Failure to follow corp. formalities NOT relevant in a tort case b/c this is NOT the source of harm to ∏  Batz
CASES: 



Dewitt: → “Fraud on the creditors case”, oral personal guarantee which is latter unenforceable under SoF  
F Corp. is a fruit broker (middleman) and Ks w/ D for trucking services. F Corp. receives payment for fruit, but does NOT pay D, however F makes personal ORAL promise to pay D. D latter sues F Corp, but it has NO $, seeking to pierce. 




Alter Ego Case: 



1. Failure to observe corp. formalities → this doesn’t seem to relevant to this case b/c not the source of unfairness to ∏ 





2. Siphoning off of resources DID occur b/c paid himself b4 paid ANY creditors 
Batz v. Arrow Bar → “Tort Creditor Case” 

∆’s bar employee served individual too much booze, then drove home drunk and stuck ∏ w/ car. ∏ sued the corp. (statutory COA) and is seeking to pierce b/c the corp. doesn’t have the cash to pay. 

Ns are the sole shareholders (received 100% stock for 5,000 capital contribution) Ns (not corp) also received 145,000 loan w/ Ns personal guarantee 

No fraud, Not undercapitalized b/c of loan, Failure to observe corp. formalities not relevant b/c no the source of harm, Not transacting personal business through the corp. 


SO ct = NO liability

MAYNARD → ∏’s did NOT have insurance to cover this sort of liability AND the structure of their business (low capitalization + no insurance) shifts the risk of dangerous business to the general public = Fundamental Unfairness
iii. Vertical Piercing → the veil between “parent” and “subsidiary” corp. 

1. ∏ seeking to impose liability of the sub on the parent b/c parent  

2. RULE → Parent is NOT liable for the debts of the subsidiary UNLESS 

a. ∏ can probe that: 

i. Parent and Sub held themselves out as a single economic unit 

1. NOT enough

a. That parent controls NON-operational areas like taxes, legal, cash management (send all profits to parent for management), HR, etc … Fletcher v. Atex
b. Running sub ONLY for benefit of parent corp. 

2. Ultimately have to prove fraud / misrepresentation  

3. REMEMBER → Consider what type of creditor you have (tort vs K) 

iv. Enterprise Theory → piercing the veil between “sister” corp. (horizontal)

1. Not recognized outside of academic circles YET, but 
a. Carlton: ∏ attempted to argue that should pierce the viel between sister corps b/c each included only 1 cab, a medallion, and the min insurance required, but all 10 corps were operated out of the same garage as an “enterprise” 
i. Ct → seemed receptive to this, but problem b/c NO assets in the sis corps and not facts to allow piercing to the individual
v. Distinguish Piercing from “Equitable Subordination of Claims” 

1. BANKRUPTCY court can subordinate the claims of corporate insider creditors IF 
a. their claims arise from a transaction that = breach of FD OR 
b. if can prove “fundamental unfairness” → LOOK @ similar factors as piercing 
i. undercapitalization, fraud, type of creditor, commingling of corp. and personal assets, and failure to follow corp. formalities
2. Pepper v. Litton: Corp. owned by L (Sole Shareholder AND Pres) L stopped paying his salary (keeping it as operating cap.). P sued Corp. for breach of K, seeking unpaid royalties. L refuses to pay this claim/fights the case. At the SAME time files his own claim against the corp. for breach of K seeking back salary. L then executed a confession of judgment for his claim and sought enforcement. (trying to beat P to the cash) – Then files for bankruptcy.  P files his claim against the corp. w/ the bankruptcy court AND seeks to undo the execution of L’s judgment / restore those assets to the Corp. and make them available to ALL creditors (subordinating L’s claim) 
i. RULE → Equitable subordination requires showing of unfairness.  L’s claim was inequitable b/c salary claim was dormant and only pursued after financial difficulties/the filing of P’s suit. It is clear that L committed fraud.
ii. RULE → Controlling shareholder partook in self dealing transaction → overcome bus judgment rule = intrinsic fairness review. No legitimate business reason for settling his claim, but not that of the outside creditor = Breach of FE to the Corp and its Creditors
1. Note: No piercing b/c Pepper would get a windfall since he never bargained for personal guarantee – only thing Pepper got was to be preferred creditor (over L).  
vi. Watered Stock Liability → “watered stock is voidable, NOT void” 
1. RULE → If a shareholder 
a. buys stock below par value (even if pay the full value issued at) AND 
b. the Corp can NOT pay its creditors 
2. The shareholder is liable to the CORP for the difference between the par value and the amount actually paid. 
a. Limit → only liable up to the amount of creditors claim OR the total “difference” on all watered stock purchases, whichever is lower. Hanewald 
i. Rationale: This is for the benefit of the creditors NOT the corp. 

b. NO Exceptions → Cts will not use their equity powers to override watered stock liability, even if the creditor did not rely on the stated capital when doing business w/ the cor
c. REMEMBER → This ONLY applies on FIRST issuance (Capital Market) NOT resale market 
3. Could also face liability to the corp. (w/o insolvency) IF 
a. overstate the value of non-cash consideration (however this is set by the Board and conclusibe absent fraud or bad faith) OR simply pay below the issuing price → This is also called “water stock” 
i. Corp. Can sue to cancel shares absent sufficient payment , so can shareholder derivatively
vii. Personal Guarantee of Corp. Ks 

1. Tip: to avoid personal liability on K post inc K always sign. 

a. Kristine Noyes 

b. BY: Kristine Noyes, President 

i. If you leave out the “By” 
ii. Ct = ambiguous whether signing personally and as an officer OR as an officer of the corp.
Capital Structure 
(1) Issuing Stock  → MAJORITY of the Articles = Stock Issues
a. If want to issue stock, ARTICLES must state: 

i. Authorized Shares  # of share the corp. is allowed to issue 
1. Distinguish from “outstanding shares” = # of share the corp. has actually issued. 
a. Note: outstanding share remain “outstanding” until they are reacquired by the corp. 
i. Reacquired Shares = Return to the treasury = “Treasury Shares” 
1. ARTICLES should state whether treasure shares are retired OR can be reissued 
ii. Whether there will be Preferred Stock
1. Series X w/ delineation of “preferred rights” OR
2. Blank Check Series 

a. This allows the BOARD to determine what the preferences of the series should be @ the time they are issued. 
i. Able to take current economic considerations into account @ time the shares are issued w/o having to amend the Articles 
1. MBCA §6.02 
b. RULE → Board is limited by it’s FD’s to existing shareholders in setting the preferences of new preferred shares. Katzowitz
i. AND can NOT impair the rights of an outstanding series of stock w/o their consent
b. Par Value Required? 

i. DE requires that the corp. set a “par value” for each share of stock 
1. If set a Par Value 


a. Stated Capital = the total par value of all shares sold 
i. RULE → Stated Capital MUST be kept on hand @ ALL times 
b. Capital Surplus = Any money received from the sale of stock above the par value 
i. RULE → Capital Surplus = Operating Capital 
c. Retained Earnings = Any profits NOT distributed
i. RULE → Retained Earnings = Operating Capital
ii. Model Act Abolished Par Value 
1. On a no par value issuance 

a. The Board makes an allocation for Stated Capital and Capital Surplus 
i. Note: If they don’t ALL proceeds from the sale go to stated capital!! 
c. Who determines what price the shares should be sold for? 

i. The Board MBCA 
d. What = Valid Consideration for Sale of Stock? 
i. CA §409 → ANY tangible OR intangible property 
1. EXCEPT: 
a. Promissory Notes UNLESS secured w/ capital other than the shares acquired OR 
b. Promises of Future Services 
ii. Model Act §6.21 → ANYTHING that is of benefit to the corp. 
e. Valuation of NON-cash consideration 
i. The Board values non-cash consideration, MBCA §6.21(c)
1. UNLESS the ARTICLES give the power to the shareholder 

ii. Note: This is a decision protected by the BJR → Conclusive absent fraud/bad faith  

(2) Restrictions on Transfer of Stock 

a. Default Rule → Shares are FREELY transferable

b. Restrictions Can be imposed by articles, by-laws, SH agreements, and agreements between SH and Corp. 

c. MBCA → Valid IF: 

i. Reasonable AND 

1. NOT →flat prohibition on transfer 

2. NOT → restriction on sale to other shareholders 

3. Board Approval prior to sale = OK 

4. Rights of First Refusal to shareholder/corp. = OK 

a. May be unreasonable if too many shareholders 

5. Buy Sell Agreements – K’s stating when the corp/other shareholders have to buy out a shareholder  

ii. Conspicuously Noted on the front OR back of Stock Certificate OR 
1. Attract a reasonable persons attention – Bold, Caps, Underline, etc 

iii. Purchaser has ACTUAL knowledge of the restrictions @ time of purchase 

d. Note: Typically used by close corps to ensure that they are in business w/ who they want to be in business. Limit the free transferability if stock for self protection.  

. Shareholder Voting/Control Rights (Ability to limit discretion of Board) 

Making Business Decisions → The Respective Role of Officers, Directors and Shareholders 

(1) Board of Directors 

a. Statutorily Mandated. MBCA §8.01 

b. Elected by the shareholders MBCA §8.03

c. RULE →ALL corp. powers MUST be exercised by the board: 

d. Must be @ least 1 individual on the Board AND 

i. the # of Director must be specified in OR fixed by the articles OR bylaws MBCA §8.03 

e. RULE → Directors are NOT agents of the corp. 

i. Have NO authority individually – can ONLY act collectively 

ii. NOT a full time gig, usually paid a retainer + fee for each meeting / committee, etc … 

(2) Officers  

a. Offices are designated by the Board OR Bylaws, MBCA 8.40
i. ONLY the Position of the Secretary is MANDATORY 
1. prepare minutes of the board/shareholder’s meetings AND maintaining the corp. records 
ii. Some Jdxs still require: Sec, Pres, AND Treasurer 
b. Officers are elected/appointed by the Board 
i. Officers can then “appoint” lower officers 

c. Officers can resign @ anytime by giving notice 

d. Officers can be removed @ anytime, w/o cause by: 

i. The Board 

ii. The Officer that appointed them 

1. Unless articles or bylaws state otherwise 

iii. Any other officer authorized to do so by the Board or Bylaws 

e. RULE → Officers are agents of the corp.
i. The scope of their authority is determined by the Directors (or officers to whom the directors have delegated such authority) or in the Bylaws 
ii. Have “Actual” OR “Apparent Authority” → See agency law  
(3) “Corp. Norm” = Hierarchy 
a. Shareholders → ultimate/residual owners 

i. Elect Directors 

b. Directors → Determines corp. policies and supervises the management of the corp. 

i. Appoint Officers  
ii. This is VERY common in closely held corp 

c. Officers →  Manages the corp. on a “day to day basis” 

1. 1 person CAN be ALL of the above, REMEMBER → ID the what hat they are wearing in a particular situation. 
(4) The Respective Role of Shareholders and Directors
a. CL → Business of corp. SHALL be managed by or under the direction of the BOARD
i. RULE → ANY agreement made by the shareholders that seek to impinge on this statutorily imposed corp. structure (The “Corp. Norm”) are VOID as against public policy. McQuade
a. Shareholder authority = Electing the board!!

2. Rationale: Shareholders should NOT be running the corp. b/c they are self interested – Directors need unfettered discretion to run the business / fulfill their duties to the corp.

a. McQuade
i. S (majority shareholder) and M (1 of the minority shareholders) bargains for a K that secures his position as a directors and an officer. A and M have a falling out and S fires M. M sues for breach of K. 
a. Ct = the K is void. 

b. RULE → Individuals can NOT enter into agreements as shareholders that limit the authority of the Directors to elect officers and set salaries. 
c. RULE → Directors may NOT by agreements entered into as stockholders abrogate their independent judgment. 

b. Tip: If officer wants security – demand severance benefits in their employment K

ii. EXCEPTION → No Harm. No Foul: 
1. ALL shareholders enter into a K 

2. Which SLIGHTLY impinges on the Board’s authority 
a. Ct will also sometimes consider the purpose of the agreement. 

i. Clark v. Dodge → Ct upheld agreement between corps. ONLY 2 shareholders that the minority shareholder would (in return for his secret recipe) be retained  as an officer and director. 
1. → Beneficial b/c address the concerns of the minority shareholder in close corp. (vulnerable) 
ii. Galler → Ct upheld agreement under Clark → between 2 sole shareholders as to payment of dividends to surviving spouses and salary plans for surviving dependants/officers 
1.  → Beneficial b/c address the concerns of death of shareholder in close corp. 
iii. CA Statutory Exception → The Close Corp. Election
iv. Model Act RULE, §7.32 
1. Applies the CA close corp. exception to ALL corps

2. RULE → ANY Shareholder agreement will be VALID if 
a. ALL the shareholders agree AND 

i. The agreement is in the ARTICLES OR BYLAWS OR 

ii. IN WRITING signed by ALL shareholders

b. REMEMBER → IF none of these are effective can ALWAYS go back to Clark exception 
Board Action / Voting Procedure

(1) Valid Board Action? 

a. Valid Meeting w/ Approved Action
i. Due Notice?  

1. Regular  

a. NO notice required 

2. Special 

a. Min 48 hours Notice IS required

i. EXCEPT → Waived 

1. Expressly in writing w/ signature 

2. Impliedly:

a. By attending a defective meeting w/o TIMELY objection


i. B4 beginning OR At arrival 

b. By voting in favor of any action taken @ a defective meeting 

ii. Quorum Present? 

1. What is required by the Articles: 

a. Min = 1/3 of Directors  

i. Directors of close held corps should amend this to a SUPER majority OR present of ALL directors  

2. Default = MAJORITY of the: 

a. Fixed Number of Directors (if have one) OR 

b. Directors holding office just b4 the meeting 

i. Present = Able to communicate in real time (don’t have to be there in person) 
iii. Action Approved? 

1. MAJORITY of the directors present 
b. Action by written consent, MBCA 
i. Any action that may be taken @ a meeting MAY be taken w/o a meeting IF 

1. EACH director signs a consent describing the action For the record 
a. Requires Unanimity
(2) REMEMBER → Fundamental Changes MUST also be approved by the Shareholders b4 implemented
a. Merger, Dissolution, or Amendment of the Articles
Shareholder Voting/Control Rights (Ability to limit discretion of Board)

REMEMBER → Look to Articles to Determine What Rights each Shareholder has Voting, Liquidation, Distribution (including dividends) 
(1) Cumulative VS Straight Voting 

a. Straight Voting = A different election is held for each directorship AND plurality wins 
i. Majority (if there is one) will be able to elect ALL the Directors 

b. Cumulative Voting = Directors run “at large” AND plurality wins 
i. Each shareholders gets X # of votes, and can allocate them amongst the candidates as they wish 

1. X = # of shares * the # of directors up for election. 

a. Gives the minority shareholders a chance to elect a director if they use all there shares for 1 individual  
2. Shares needed to elect a director = S/(d+1) 
a. S = # of shares voting 

b. D = # of directors up for election 
c. MBCA §7.28(b) AND DE §214
i. Straight Voting = Default Rule 
ii. Cumulative Voting is Opt In AND provision MUST be in the ARTICLES

1. “ALL or a designated group of shareholders are entitled to cumulative vote”
a. Note: – can attack classification or staggering of board as breach of fiduciary duty if made without business justification and made in midst of proxy campaign 

d. CA §708(b) and §301.5
i. Cumulative Voting = Default Rule  

ii. Straight Voting is Opt In AND must be in the articles or bylaw AND 

1. is ONLY available to corps that are publicly traded 
iii. CA RULE → Cumulative Voting is MANDATORY for closely held corps.

1. But, remember → Humphreys → the statute only guarantees the right to cumulative voting NOT the right to effective   
Note: to limit the effects of cumulative voting decrease the amount of directors OR the # of directors up for election → Staggered Terms

(2) Staggered / Classified Boards  
a. MBCA § 

i. Staggered Board is Opt In AND must be in the ARTICLES AND 
1. Can only have 2 OR 3 classes 

2. W/ 1/2 or 1/3 of the directors in each class
3. Each having a 2 – 3 year term  

ii. Note: – can attack classification or staggering of board as breach of fiduciary duty if made without business justification and made in midst of proxy campaign

b. CA §708(b) and §301.5
i. Staggered Board is Opt In AND 

1. is ONLY available to corps that are publicly traded 
ii. Limited to 2 or 3 classes of Directors w/ 2 or three terms

iii. CA RULE → Annual election of ALL directors is MANDATORY for Closely Held Corp. §301
c. Close held corps in CA CAN “Classify” the Board → Classified Board
i. In the ARTICLES

1. Divide the Board into “classes”

2. All stand for election EACH year, but 

3. Only a certain “class” of shareholders is authorized to vote for each Director 
a. This ensures that certain “classes” have rep on the Board 

ii. A class w/ NO financial rights AND significant voting rights is VALID 

1. Ex. 2 classes – each elect 2 director, chance for deadlock, so 1 share Class D stock issued for 1 dollar to individual. No financial rights AND power to elect 1 Director.  Lehrman v. Cohen
a. This iv valid even though it dilutes the voting power of the other shareholders b/c 1 NOT a breach of FD (b/c no financial gain) and is in the Best Interest of the Corp. (prevent deadlock) 

i. NOT = a voting trust – even though seem to function like one = Valid class of shares
Other Shareholder Voting/Control Rights: 

(1) Shareholder ACTIONS

a. Election of Directors → See Above 

i. Limitations of Board’s Discretion → See Above 

b. Can Remove Directors @ ANY time w/ OR W/o Cause, 
i. At their own properly called and duly noticed (must state that purpose of meeting is to remove) special meeting, MBCA §8.08
1. Unless → The ARTICLES say otherwise 
ii. Required Vote: 
1. Model Act §8.00→ Look to articles, IF no provision apply the default rule Majority of Shares Voting 
a. EXCEPTION → If cumulative voting is authorized can NOT be removed if the #of votes against his removal = a sufficient # of votes to elect him (were this an election)
2. DE → Majority of outstanding VOTING shares

c. Can UNILATERALLY Amend OR Repeal the By-Laws 

i. At their own properly called and duly noticed special meeting, MBCA §10.20
(2) Required Shareholder APPROVAL of Board Action 

a. MUST Approve ANY fundamental changes, including but NOT limited to …

i. amendment to the Articles adopted by the Board b4 they can be placed in effect, MBCA §10.03 
ii. merger OR share exchange adopted by the Board b4 it can be placed in effect, MBCA §11.04

iii. dissolution, MBCA §11.04 

(3) Short of Binding Shareholder Action shareholders can exercise control BY:  

a. Abstaining in election of directors 

b. Sends message of dissatisfaction 

c. “Exercise your Wall Street Vote” “Vote w/ you feet” → Sell shares 

i. If too many sell, price goes down 

d. Accepting incentive mechanism, Ex. stock Options, to align the interest of shareholders and management  

Shareholder Actions/Approval → Procedure: 

(1) Shareholder action by WRITTEN consent

a. Anything shareholders may do @ meeting, MAY do by written consent EXCEPT elect directors 

i. Requires: 

1. Unanimity under MBCA 

2. Majority of OUTSTANDING shares in CA 

a. More common in close corp. 

(2) Annual Shareholder Meeting → SHALL be held annually, MBCA §7.01 (generally to elect directors, and other bus … ) 
i. @ a Date and Time: a time stated OR fixed in the Bylaws

ii. @ a Place: a time stated OR fixed in the Bylaws

1. If no such place is fixed @ the corp.’s principal office

(3) Special Shareholder Meeting → SHALL be held IF called by Board OR 10% of shareholders 
i. @ a Date and Time: a time stated OR fixed in the Bylaws

ii. @ a Place: a time stated OR fixed in the Bylaws

1. If no such place is fixed @ the corp.’s principal office

Test Approach to Determine if the Shareholder Approval/Action is VALID: 

A. Valid meeting 

a. Duly noticed  

i. Annual → Corp SHALL give notice of: 

1. date, time and place of annual meeting 

a. to ALL shareholders entitled to vote at the meeting 
i. >10 and <60 days from the meeting  

i. Special → Corp SHALL give notice of:

2.  date, time and place AND 

3. Purpose of special meeting 

a. to ALL shareholders entitled to vote at the meeting 
ii.  >10 and <60 days from the meeting  
1. Who is entitled to vote? 

a. Record owner of shares, on record date, set by the board

b. Record date MUST be >10 but <60 days b4 the meeting 

c. REMEMBER → Street Name Ownership 

iii. Distinguish the beneficial owner from the record owner 

i. OR has notice been waived 

1. Right to Notice can be/is WAIVED: 

a. Expressly → in writing, signed by the shareholder entitled to notice, and delivered to the corp. for inclusion in records 

b. Impliedly → by attendance at a meeting 

i. UNLESS object @ the beginning of the meeting OR  
ii. At the time that the meeting exceeds its stated purpose 
b. Quorum Present
i. DEFAULT RULE = Require a MAJORITY of the outstanding shares entitled to vote 
1. MBCA allows modification of this number IF in the ARTICLES 

2. DE allows modification by ARTICLES OR BYLAWS 

a. Min = 1/3 of voting shares
3. CA allows modification:
a. Min = 1/3 of voting shares 

b. Max = Majority of voting share 

i. EXCPT: close corp. CAN require MORE 

c. How can one vote? 

i. In person 

ii. By Proxy → valid for 11 months(MBCA§7.22) 3 years (DE§212), unless states otherwise, Should be: 
1. Writing 

2. Signed by the shareholder 

a. Default Rule = Revocable
i. Revoked IF shareholder: 

1. Gives written notice to corp.

2. Appoints another proxy # a latter date 

3. Appears in person to vote   

b. Irrevocable IF: 

i. Writing Conspicuously states that proxy is irrevocable AND 

ii. Coupled w/ and interest ?????

iii. REMEMBER → LOOK TO PROXY REGULATION!!!!!!

d. Are there sufficient votes to “pass” the measure?
1. MBCA §7.25 → Majority of Shares Voting 
2. More Yeses than Nos? 

ii. DE §216 → Majority of Shares Present 

1. Note: Abstention = no

iii. CA §602(a) 

1. Majority of the Shares Voting AND 

a. More yeses than nos? 

2. Majority of the Quorum 

a. At a certain point abstention starts to = no 
iv. REMEMBER → Election of directors is merely a PLURALITY
B. Valid Shareholder Voting Agreements (allowed in close AND public corps.) 
a. RULE → Ks between shareholders which govern ONLY the voting activities of shareholders ARE valid 
1. Distinguishable from MAcQuade agreements b/c have NO effect on the discretion of the Board   
i. Vote Pooling - K’s between shareholders to “pool” their votes – Consideration = Reciprocal Prormises 
1. K should: 

a. Have a remedy if can not agree on how to vote, 
i. Appoint an inde. arbitrator to decide how parties to the pooling agreement should vote (what is in the beast interest of the corp.) 
b. Have a remedy as to what happens if one party breaches 
1. Express Proxy to Arbitrator OR Non-breaching party 
2. Remember → ONLY irrevocable if State that it is so, in writing, AND coupled w/ an interest (reciprocal alienation of right to vote at your discretion) 
2. Remedy for breach:  
a. Some Jdx = Specific Performance of the K. → Ct will order new elections, and grant the non-breaching party an Implied proxy (if there is not an express on in the K) to vote the shares of the breaching party. MBCA §7.31
b. Others = Void the votes of the breaching party and the election is decided as if the breaching party never voting Ringling, unless there is an express proxy in the K

i. NOTE: Good way to ensure that you are elected to the Board, and BROAD access to information if not control of the Corp.       
ii. Voting Trusts 

1. Creation of Trust = Transfers title to the shares to a “voting trustee” – becomes the “record owner” of the shares AND original owners becomes the “beneficial owner” 
2. Trust Agreement – should have directions to trustee on how to vote, however CAN delegate COMPLETE discretion 
b. Note: This is MORE formal and predictable than a pooling agreement, BUT most owners don’t like it b/c they don’t want to give up record ownership  

c. RULE → Vote Buying is PROHIBITED 

i. Rationale: Shareholders are entitled to rely in the independent judgment of fellow shareholders who similarly act to maximize shareholder wealth – Too much possibility for abuse 
Shareholders Rights: 

(1) Right to full and adequate information about the corp. they “own” → Federal Proxy Regulation




Regulated/Promulgated by the SEC 

§14(a) It shall be unlawful for ANY person 



By use of the means and instrumentalities of interstate commerce OR mail




 
To solicit OR permit the use of his name to solicit 






ANY proxy OR consent/authorization in respect of 

ANY security registered per §12 



Applies to: “Reporting Company” = 

1. Publicly traded (registers, reported, listing on the stock exchange ) OR 

2. > 10 million in assets AND >500 shareholders 

Requires: 

(1) Reporting by the Corp. AND Distribution to Shareholders thereof 
i. Note: under street name ownership the large depository co.s MUST forward ALL materials to the beneficial owner to comply w/ proxy regulations

b. Annually → 10k

i. Notice of the management 

1. Officers/Directors

ii. Proxy Statement

1. Information on issues to be voted on 

a. Bios of ALL directors AND 

b. Info on ANY item submitted by shareholders 

iii. Financials

c. Quarterly → 10q

i. Financials 

(2) EVERY person to use “Proxy Forms” to solicit proxies for ANY reason 14(a)-4. Studebaker (applies to shareholders)
a. Ensure that there is an option to approve OR disapprove the issue submitted 

(3) Management 

a. to use “proxy forms” to solicit proxies AND 

b. IF the solicitation is related to annual meeting at which directors are elected 

i. MUST include or be preceded by a 10k 
(4) §14 (a)-9 = ALL solicitations in reporting co. NOT be 
a. “false or misleading” w/ respect to any MATERIAL fact  
i. can NOT make a false statement if MATERIAL FACT OR 
ii. Omit a MATERIAL fact necessary to make the statement   


Elements for liability on a §14(a)-9 Claim for Misleading Proxy:

(1) Implied Private COA. Borack (neg per se) 
a. Note if action is brought by the SEC for violation ONLY require ACT to penalize
(2) Act

a. Solicitation of proxy
i. Defined BROADLY, includes request to execute, not execute OR revoke any proxy OR ANY communication to shareholder about how to vote.  Studebaker
1. EXCEPT:  “Safe Harbor” To help out shareholders: 
a.  Does NOT apply to 
i. Shareholder Communication If 

ii. NOT stating how the shareholder intends to vote and the reasons therefore AND
1. Made by means: 

a. of speeches in public forums (press releases, published or broadcast opinions)  OR

b. statements or advertising appearing in broadcast media or newspaper/magazine/any other bona fide publication disseminated on a regular basis OR 

2. Is made in response to an unsolicited request for additional info w. respect to prior communication under (i)   
b. OF a shareholder in a “Reporting Co” 

i. Publicly traded (registers, reported, listing on the stock exchange ) OR 

ii. > 10 million in assets AND >500 shareholders 

c. Which is MATERIALLY “false of misleading” 

i. Contains a false statement of material fact OR 

ii. Omits a material fact

1. TEST for materiality = Whether there is a substantial likelihood that a reasonable shareholder WOULD consider it important in deciding how to vote. TSC 
a. Objective Standard

(3) Intent 

a. Ct’s have NEVER determined what type of intent is required
(4) Causation

a. There must be a demonstration that the harm suffered by the shareholder is caused by the false or misleading proxy  
Shareholders Rights: 

(1) Inspection Rights 

a. ALL corp. codes have provisions that give shareholder the right to inspect the corp. books and records 
i. DE §220(c)
1. If shareholder (record OR beneficial) makes a demand for inspection in compliance w/ §220   
i. In writing, under oath, stating the purpose thereof 
ii. The corp. SHOULD allow them to inspect, but can refuse
2. If corp. refuses, shareholder can sue for inspection MUST prove 
1. EXCEPT stock ledger OR shareholder list = automatic right to inspect
ii. That demand was in compliance w/ this section
1. In writing, under oath, stating the purpose thereof AND 
2. That stated purpose is reasonably related to their interest as a shareholder 
a. Ex. valuing one’s shares in the corp. Kortum 
3. That the books and records sought are essential and sufficient for the shareholder’s stated purpose  
ii. NOTE the distinction between this and Director’s inspection rights

1. Director only has to prove that they made a demand for inspection 
a. Presumption then attaches that Director is entitled to unfettered access to books records of the corp. for which he sits 

i. Then burden in on the corp. to prove that inspection demand is NOT reasonably related to their position as director 
1. VERY difficult to prove 




 
(2) Financial Right 

i. Dividends / Distributions 

ii. REMEMBER → Declaration of dividend is @ the discretion of Board, Shareholders does NOT have a “right to dividend”

1. LIMIT on Board’s Discretion to Declare Dividends

a. Legal Capital Rules → There must be a legal source of capital from which to pay the dividend 

i. DE: 

1. Can NOT use Stated Capital 

2. Can use Capital Surplus, but ONLY if give the shareholders notice 

3. Can ALWAYS retained earnings 

ii. CA /MBCA 
1. Can NOT pay a dividend IF corp. is insolvent OR payment would leave the corp Insolvent
a. Equity Test = If unable to pay debts as they come due (service debt, etc) 

b. Balance Sheet Test = If liabilities are > Assets 
2. Note: These rules apply to ALL distributions, including  

a. Repurchase of shares by the Board 

iii. Redemption of shares by the Holder 

iv. However → LOOK to the “preferences” attached to the shareholder’s stock to determine what type of dividend shareholder is entitled to IF corp. issues dividends (In the ARTICLES) 
1. Non-Cumulative = When a dividend is issued only entitled to proportion of the amount for the year issued 
2. Cumulative (non-participating) = When a dividend is issued entitled to a certain amount for EVERY year since the issuing of the last dividend B4 ANY distribution made to non-cum shares (but NOT entitled to portion of the remainder of amount) 
a. Ex. Dividend = 400,000, No dividend for 3 prior years  

i. 100,000 Non-cum - 20,000 Cum ($2 per year) 
1. Cum =  4 years * $2 = $8 per share * 20,000 = 160,000
2. Non =   remaining 240,000 divided proportionately amongst the 100,000 non-cum = 2.40 per share
Note: unpaid cum rights transfer w/ sale of stock    
3. Non-Participating = preference, like the “cumulative” above, but NO further right to participate in remaining dividend 

4. Participating = Preference like cumulative above, BUT if were participating as well would ALSO have a right to proportionate shares of the money left after preferred shares are paid 

a. Ex.  Same as above 

i. Cum =  4 years * $2 = $8 per share * 20,000 = 160,000
ii. Remaining 240,000 divided proportionately amongst the 120,00 participating cum AND non-cum shares = 2.00 per shares    
1. Cum + Participating = 10.00 per share 
2. Non-cum = 2.00 per shares 
b. Liquidation Rights: 

i. Typically ALL shareholders are entitled to proportionate share of cash @ liquidation 

1. UNLESS preferred shares are given “Liquidation Preferences” Look to the Articles 



a. Ex. B4 ANY payment to common shares, preferred shares receive their investment back … then remaining is distributed proportionally to all shareholders

c. Preemptive Rights
i. Give the shareholder a right of first refusal on new stock issued by their corp. to prevent equity dilution. 

1. RULE → Preemptive Rights are Opt In, and must be in the ARTICLES, MBCA §16.30(a) 

a. Note: In some states they are Opt Out 
i. Not a good option for publicly traded corps. b/c too many shareholders = huge obstacle to access to the capital market  

ii. REMEMBER → Quasi Preemptive Rights
1. FD Issue: Even if shareholder has NO preemptive rights OR his preemptive rights are honored and he refused to purchase,. The Board has an FD NOT to make an oppressive issuance of new shares in order to deliberately freeze out a minority shareholder 

a. Rule: Board has BROAD discretion to determine the price for new issuances, BUT 

i. RULE → IF new shares are offered markedly below book value AND other directors benefit directly from the offering (purchase shares) 

1. = Evidence of Self Dealing, sufficient to overcome BJ rule, and Burden is on the benefited Directors to prove that offering had a LEGIT business purpose 
a. IF can’t prove = Breach of FD 

b. Remedy = Transaction rescinded Katzowitz 
i. NOTE: Minority shareholder in closely held corp. EXTREMELY vulnerable to equity dilution! Should: 

1. Have preemptive rights in Articles AND 

2. ONLY authorize the number of shares to issued @ formation OR
a. Back up by requiring a super majority of outstanding shares to amend the Articles (default – majority) 

3. Requires a supermajority to authorize additional issuances of stock 

i. To protect you even if don’t want to/can’t invest more capital 

d. Redeemable Shares

i. This is another stock preference → must be in the ARTICLES
ii. Stock can be “redeemed” at the option of the shareholder for cash 
1. Note: This is a distribution subject to the legal capital rules
a. REMEMBER → deemed and repurchased shares become treasury shares → On the balance sheet retained earnings go down AND there is NO new asset! 
(3) Right to KEEP preferences 

a. RULE → Board can NOT unilaterally amend the terms of its outstanding stock 

i. MUST have Consent of the shareholders – even if they hold NON-voting shares 

Duties of Directors 
Fiduciary Duties:

Directors Duty of Care – source = MBCA §8.30 
i. Board has a Duty of Care TO the Corp that every decision it makes is under a good faith belief that the decision is in the best interest of the corp.
c. REMEMBER → Ct does NOT look to the substance of the decision as long as the decision was made under a good faith belief that the decision is in the best interest …
1. ∏ may seek to challenge a decision made by the board (misfeasance OR nonfeasance) as in breach of their duty of care 
a. Ct Applies: Business Judgment Rule → A presumption that the board: 
i. Acted w/ reasonable diligence AND 
ii. In good faith / best interest of the corp.
1. Rationale: Ct not want to serve as Board (not the best suited), not want to discourage people from serving on Board or taking calculated risk taking …  
b. ∏ can rebut presumption by proof of Boards: 
i. Fraud 
ii. Illegality 
iii. Conflict of Interest OR
iv. Gross Negligence 
1. Waste / No Win Situation  → 

i. If the corp. decision lacks ANY rational basis ∏ can bring a claim for waste.  HOWEVER → So long as corp. received some benefit or there is some justification for the decision NO waste. 
a. Wrigley → Ct held that it was NOT waste to refuse to install lights/play night games at Wrigley Field even though CLEARLY causing the team to suffer financial loss (low attendance) b/c the Board’s justification of concern for the neighborhood surrounding the field was legitimate justification. 
b. Joy v. North → Ct held that there was breach of duty of care in failing to prevent CEO from REPEATEDLY making a VERY risky loan to SAME individual → No Win Situation (added gross negligence!!!) 
c. Eisner → Executive compensation package (no fault termination w/ 400 million packages after 9 months) NOT = waste. ∏ could NOT prove that “NO business person of ordinary, sound judgment could conclude that the corp. received adequate comp.” 
ii. There was evidence that maybe Ovitz was “worth it”   
2. In the decision making process (misfeasance)
a. Smith v. Van Gorkom → Board approved merger in 2 hours w/ very little information other then the CEOs promise that this is a good deal. 
 








Ct = This was evidence of gross negligence 

Should have: 

- Informed themselves better


1. Seen copy of K 


2. Had in-house walk them through


3. Fairness op from outside banker

- Adjourned for some time to reflect

Irrelevant that the price was a “good price” for merger → PROCESS must be proper!!!!!!!  
3. Failure to exercise ANY oversight (nonfeasance) 
iii. “only sustained and systematic failure to attempt to assure that a reasonable information and reporting system exists” will overcome the business judgment rule” Caremark
a. Barnes v. Andrews →  Ct held that ∆ breached his duty of care b/c he did not inform himself of ANY of the business of the corp. except that contented himself w/ reports from general answers that “the business looks promising” from Pres while on the train 
b. McCall v. Scott → Board’s actions met the standard laid out in Caremark. Fact that they set numbers at a level that they knew could NOT be recognized w/o fraud indicated no good faith effort to monitor / prevent illegal action = enough to overcome the BJR. 
ii. If you overcome the Business Judgment Rule Look to → Model Act 8.30: Standards of Conduct for Directors ???? …to determine if there has been a breach of the duty of care 
a. once here it is petty certain that this standard will be met….
1. Shall act in good faith and in a manner the director reasonably believes is in the best interest of the corp. 
2. When becoming informed in connection with their decision making function SHALL discharge their duties w/ the care that a person in a like position would reasonably believe appropriate in the circumstances 
a. Plain negligence????
3. A director who does NOT have knowledge that makes reliance unwarranted … CAN rely on 
a. Delegation of Board Duties to AND
b. Information, statements, reportsm etc form 
i. Officers or employee of the corp. whom the director reasonably believes to be reliable and competent in the functions performed / information provided 
ii.  Legal counsel, accountants, or other persons retained by the corp. as to matters involving skill or expertise the directors reasonably believes to be: 
1. Within the particular person’s professional or expert competence OR
2. As to which the particular person merits confidence 
iii. A committee of the board of which the director is not a member, if the director reasonably believes the committee merits confidence 
iii. IF you prove breach of duty of care → Determine whether the breach was the PROXIMATE CAUSE of the harm to the corp. 

1. Francis v. United Jersey Bank → After death of H, Widow and 2 sons become Board of Corp. W stayed home and drank while the sons pillaged the corp. (which H had warned her they would do).  Ct held that causation was met here b/c had the widow done ANYTHING she would have uncovered massive misconduct and could have taken action to stop it.
iv. Remedy for Breach 
1. Recession of action … not usually possible 
2. Damages for loss due to breach of care (from individual board members)  
i. Could be HUGE 
ii. LIMITATION → Rain Coat Provisions DE §102(b)(7) (same in CA) 
1. Provision in the ARTICLES Can limit the PERSONAL liability of directors for breach of FDs EXCEPT: 
a. Acts or omissions NOT in ood Faith → requires recklessness, @ least a conscious disregard of their obligation OR knowing violation of the law 
b. Breach of Duty of Loyalty 
c. For liability for ANY transaction in which the director received an Improper PERSONAL Benefit  
v. Rationale: Want to encourage the highest duty of care, however benefiting the corp often = taking risks

3. To prevent a chill/keep legit people on Boards AND set high standards 

a. Set high “aspirational” duties 8.30, BUT protect the individual from liability under 8.30 by the business judgment rule, and the Rain Coat except for egregious breaches 
Fiduciary Duties:
Director AND Officer Duty of Loyalty: 
1. REMEMBER → No application of the business judgment rule b/c there is ALWAYS conflict of interest. Classic Examples: 
i. UNFAIR Competition with the Corp. 

1. RULE → “an officer OR director is ENTIRELY free to engage in an independent competitive business. Regenstien  
a. Rationale: Director is NOT a full time employee, needs another occupation
i. Note: Officers are employees, look to agency law/employment K for non-compete provisions 
2. Restatement of Agency §393 = “Unless otherwise agreed an agent is subject to a duty not to compete with the with principal concerning the subject matter of his agency” 
3. LIMITATION → MUST still act in good faith towards their corp. / honor their FDs → can NOT compete “unfairly”  
a. Wrongfully use the corp.’s resources in competition OR 

b. Enter into an opposition business of such a nature to cripple or injure the corp. 

i. Facts: 3 (of 9) Directors of W corp. own M corp. a competing retail store (selling merchandise of the same kind/quality). This alone was NOT enough to equal a breach of FD. No evidence that W corp. was harmed by competition or of any illegality. No breach of FD. 
4. Maynard does NOT think that this type of direct competition would fly in most modern courts, certainly NOT entirely consistent w/ Meinhard  “duty of the highest order”     
ii. Usurping a Corp. Opportunity 

1. RULE → Directors, Officers/Managerial Employees,  (AND parent corps) can NOT divert for themselves business opportunities which belong to the corp. 
a. TEST to determine what is a corp. opp 
i. Line of Business Test → DE Approach 
1. Existing Business or Potential Field of Business? 

a. “Was the opportunity was so closely associated with the existing business activities as to bring it within a class of cases where the acquisition of the opp would place the individual into competition w/ corp.” 
2. Financial Ability?  

a. Even if the opp was a “corporate opportunity” NO requirement to disclose, UNLESS → the corporation had the financial ability to take advantage of the opportunity 
ii. ALI Test: 
1. ANY opportunity which the individual learns of “Because of their position”
a. In connection with the performance of their position OR 
iv. Under circumstances that should reasonably lead the them to believe the person offering the opp expects it to go to the corp.
b. Through the use of corporate information or property IF the opp is one that the individual should reasonably expect would be of interest to the corp. 
2. ANY which is closely related to the business the corp. is engaged in OR expecting to engage in. 
a. Rationale: 
i. No financial test b/c that is a decision to be made by the corp., which allow it so get creative, NOT the interested party / courts – Always require disclosure b/c want to set a high ideal of the standard of loyalty!!   
2. What D/O/E should do if learn of a “corp. opo.” 
i. Make Full and Adequate Disclosure of all material facts of the opportunity to the Board 
ii. Remember → duty to disclose NOT = duty to facilitate, Personal Guarantee hypo
a. Once the corp. opp has been “rejected” by the board it no longer = a corp. opp and the D/O/E can act on the opp if they so choose
i. Practice Tip: when disclose the opp, recommend a board meeting, and ask for a resolution regarding the opp. IN WRITING 
1. If you disclose and don’t hear back … don’t just assume off the hook … make the call and find out their decision … NOT off the hook until REJECTED by the board
3. Remedy ???
a. Disclose / Give the opportunity to Corp. 

b. If already taken advantage of Hold the resulting business in trust for the corp. OR 

c. Damages 

iii. Self Dealing Transactions → MOST common 
1. Transactions between the Corp, and a member of their Board (member on “both sides of the deal”) → 
i. Example = Katzowitz (issuing shares markedly below value and purchasing them)
ii. Example = Board member is a shareholder in corp. which they are purchasing or selling to … (merging w/) 
a. CL → Voidable by the Corp. 
b. Today → NOT per se voidable b/c such transactions could be in the corp. best interest  
iii. When faced with a self dealing transaction → LOOK to DE §144 / CA§310
1. TEST to determine if the transaction was “cleansed of the taint” BY: 

a. 310(a)(1) Shareholder Approval  → No K is void or voidable if:
ii. Full Disclosure of ALL material facts
iii. Shareholders vote in Good Faith
iv. By a Majority of Disinterested Shares, excluding shares of interested directors.  
v. No fairness requirement ( courts leave fairness evaluation to shareholders’ judgment
b. 310(a)(2) Board Approval → No K is void or voidable if:  
i. Full Disclosure of ALL material facts
ii. Good Faith Approval by Disinterested Directors
REMEMBER ​→ Always determine if there is Valid Board action FIRST!!!!!!!!!

           - Valid meeting? 

                   1. Due Notice 

                   2. Quorum Present 
           - Approval? 

(interested directors can be counted for this purpose) 

 THEN → Approval of sufficient # disinterested? 

iii. By a vote sufficient without counting vote of interested Director
iv. Transaction is fair to the corporation at time it is made
Note: you want to be under (a)(1) b/c then approval by the shareholders = get out of jail free card (Only they can challenge the action and they approved it)

If you are under (a)(2) you leave yourself open to possibility that the court will review fairness to the corp. (concern for structural bias) 
Tip: Have the interested directors out of the room during discussion/vote
2. If transaction is NOT cleansed, BOP on interested party to prove FAIRNESS of transaction  CA § 310(a)(3) 

a. Example in the Merger Context → Entire Fairness Test

i. Fair Dealing AND 

ii. Fair Price (have to prove that corp. could not have gotten a materially better price) HMG
Ct → will make its own independent determination of whether the transaction is “fair” 

b. This is DIFFICULT to do 
i. Cts generally listen to the opinion of disinterested shareholder/director who votes against the transaction VERY carefully

TIP: If in this situation and ANY disinterested share holder votes against the transaction, ask why and CREATE A RECORD – it is your burden to prove fairness!!!! 

3. If transaction is cleansed, BOP on the party challenging validity to prove transaction was unfair → Protection of the Business Judgment Rule 

a. Presumption of good faith applies UNLESS can prove fraud, illegality OR gross negligence …

iv. If the breach of duty of loyalty is successful → Remedy 

1. Recession of transaction OR 

2. Damages paid to the corp. BY the interested Board Members (if they received personal gain)  

HMG → 2 Directors on the board of seller (HMG) AND on the Board of Buyer (NAF). HMG’s Board meets to discuss/vote on approval of NAF’s offer.  1 discloses interest, but the 1 does NOT disclose interest (AND in the primary negotiator w/ NAF). Is the approval of the transaction challengeable? 

(1) Is the Board action binding? 

a. Valid Board Action → Yes  

i. Duly noticed meeting – yes 

ii. Quorum – yes all 5 are present 

b. Approval → Yes
i. 1 interested abstained, 4 = yes (3 disinterested) (1 interested)  

(2) What standard of review will the court apply to the decision? 

a. Cleansed? 

i. All material facts NOT disclosed → NO 

ii. Apply → Entire Fairness Test!!!! → Ct has the power to evaluate fairness AND Interested parties have the burden to prove that the transaction was fair 
1. Fair Dealing 

a. NO b/c the main negotiator was interested!!!

2. Fair Price 

a. Burden NOT met – could only prove that the price was NOT “unfair”, NOT that is was fair 

i. Could NOT prove that HMG could NOT have gotten a materially higher price in the transaction
2. Parent – Subsidiary Self Dealing 

a. Conflict of duties
i. parent co’s have duty to its own entity to maximize shareholder wealth +
ii. parent co, as controlling shareholder has a duty to the minority shareholders of its subsidiary.  
b. “Self-Dealing” → Special TEST to determine if there is self dealing in this context : 
i. Majority shareholder (parent co.) is on both sides of deal AND 
ii. Benefits from transaction to detriment of minority shareholder of subsidiary.  
1. IF this is met → Determine if transaction is “cleansed” (see above) 
2. IF NOT → Courts review under the intrinsic fairness test Sinclair 
Sinclair Oil:  A minority SH in an almost wholly owned subsidiary (Sincair owned 97% of Sinven) sued parent corp for causing subsidiary to pay out excessive dividends, for breach of contract, and for loss of corp. opportunities. Parent co. elected entire BOD of subsidiary.  
      Held:  

i. Payment of Dividends NOT = Self Dealing
1. Self Dealing Test: 
a. Parent on Both Sides → Making the decision to pay AND the individual receiving dividends
b. Parent’s Benefit → Receipt of dividends (4)
c. Minority Shareholders → NOT met b/c they also received dividends, NO bene of parent at the exclusion of the minority  
2. ( BJR applied.  
a. No allegation of fraud, illegality, or gross neg as to decision making process.  Dividends came out of stated capital and co was not insolvent (not “waste”) 
ii. Failing to prosecute Sinven’s breach of K claim against Sinclair = Self-Dealing.  

1. Test: 
a. Parent Co on both sides → the majority shareholder of ∏ AND ∆  
b. Benefit → Parent co. benefited by NOT seeking enforcement of K (against itself) on behalf of Sinven b/c NOT forced to pay damages 
c. Detriment → Minorityshare    BOD of parent Co.  has burden to show transaction was fair. 
2. Cleansed? NO, no attempt to do so … 
3. Intrinsic Fairness Test Applied → ∆ has has the burden to prove that decision not to enforce was intrinsically fair to the minority shareholders 
a. Could NOT meet their burden to prove that Sinclair could not have produced or acquired more product to meet the K mins and as a  result Sinclair NOT breach K ….  
3. Parent – Subsidiary Self Dealing, Cash Out Merger  

a. Cash Out Merger between parent and subsidiary are ALWAYS self dealing → TEST 
i. Both sides (Parent = majority shareholder on selling side AND = the buyer) 
ii. Benefit = the upside potential of the corp. acquired 
iii. Detriment = Excluded from the upside potential of the acquired corp. Only given cash @ current value.
1. Agreement to cash out merger @ $X/per share. 
a. Cleansed By: Shareholder Approval? CA310(a)(1)
ii. Full disclosure of all material facts?
iii. GF Approval of a Majority of the disinterested (minority/non-parent) shareholders? 
IF this is met → the ∏ can NOT challenge the fairness of the transaction 


REMEMBER → can attack the disclosure as inadequate AND  

       of prove that NO cleansing 

b. Cleansed by Board Approval? CA 310(a)(1) 

i. Full Disclosure of ALL material facts
ii. Good Faith Approval by Disinterested Directors
iii. By a vote sufficient without counting vote of interested Director
iv. Transaction is fair to the corporation at time it is made
IF NOT cleansed Corp. interested parties bear the BOP to prove that the minority shareholder received = “Fair Treatment” 

(1) Fair Dealings AND 

a. LOOK at 

i. Timing of the deal 

1. was the initiation of tran all parent 

2. how long was the sub allowed to consider offer 

ii. Structure of the deal / Negotiations /Disclosure 

1. Note: Parent has the right to use inside information gained about sub as majority shareholder in making decision to enter into the transaction AND NOT required to share this info w/ sub  
a. HOWEVER Parent Should: 
2. Appoint a special negotiating committee to determine the TERMS of the cash out merger  
a. 3 DISINTERESTED (Subsidiary) Board Members (not connected to parent)  
3. Whose job it is to protect the interest of the minority shareholders 
a. Mimic arm’s length transaction w/ the parent corp.
iii. Rationale: Not perfect, still structural bias … but this does prevent the presence of all the interested directors from placing a chill on the negotiations 
(2) Fair Price 

a. Look At Valuation AND determine if fair in light of Subs 
i. Assets 
ii. Market Value of Shares 
iii. Earnings 

iv. Future Prospects, etc  

b. Tip: Parent should get independent/outside valuation to aid them in proving that the price is fair 
b.  If the claim for breach of duty of loyalty to the “minority shareholder” is successful in  a P-S cash out merger → Remedy 


1. Rescission IF possible 


2. Damages, paid by the surviving corp (to whom???)
Not paid by the Board b/c they did not receive any personal benefit from the transaction 

FD’s in Close Corp.

(1) RULE → In a close corp. the shareholders have the same FDs to one another as Partners Do → Duty of Loyalty to One Another!  Donahue 
a. Oppression of Minority Shareholder = Prove that majority acted to the detriment of minority W/O legit business purpose = Bad Faith, and is Sufficient to Overcome the business judgment Rule in Close Corp.
i. Example: Majority shareholder fires the minority shareholder w/o good reason, and then refuses to issue any dividends. → Trying to “squeeze out the” the minority whose investment is “withering on the vine”
1. This is difficult to prove, and impossible if the minority shareholder leaves position voluntarily. Zidell 
a. IF can prove bad faith court may:
i. Compel the payment of a dividend. 
ii. Order mandatory buyout of minority 
1. Note: If stuck in this position can also bring a suit for involuntary dissolution
b. Equal Opportunity Rule →  In close held corp. If the corp is going to repurchase the stock of ANY shareholder, MUST make the same offer to ALL shareholders. Donahue 
Shareholder Derivative Suits 

Shareholder can bring a suit on behalf of the corp. to remedy a direct harm to the corp. and their derivative harm as a shareholder. 


Suit is brought against the Corp. as a “nominal ∆” (actually involuntary ∏) AND the individuals who have harmed the corp. 

The “real ∆”
(1) Determine whether the suit is a Direct OR Derivative Suit 
a. LOOK at the right seeking to be being enforced, Who “owns” it? Where does the “harm” lie? 
i. Corp = Derivate 

1. Breach of duty of care or loyalty to the corp., Seeking to enjoin “ultra vives” action of directors, Waste of Corp. assets
ii. Individual = Direct 

1. Example: Seeking enforcement of pre-emptive rights, To recover dividends, examine the books, equity dilution A

b. Who is the suit brought to “benefit” / judgment in whose favor?

i. Corp. = Derivative 

ii. Individual Shareholders = Direct 

1. Example: “Un-merger” suits / Suits seeking dissolution b/c there can be NO benefit to the corp. Eisenberg
(2) If derivative: Joinder? 
a. Of the Corp. as a “nominal ∆” (actually involuntary ∏) AND 

b. the individuals who have harmed the corp., the “real ∆”

(3) If derivative: Bond? 
a. MAJORITY RULE: In derivative actions the court MAY require ∏ to post bond to protect the corp. from the legal expense of trial if they prevail. 

i. Rationale: Prevent “strike suits” 

b. RULE → Ct will likely NOT require bond if the ∏ is NOT seeking damages Eisenberg
i. Rationale: Strike suit no longer an issue AND ∏ is still deterred from bringing unmeritorious claims by the possibility of sanctions, bond now = a unnecessary bar to access to the courts 
(4) If derivative: does the ∏ have Standing? 

i. MAJORITY Rule → Contemporaneous Shareholder → ∏ must be a shareholder in the corp. @ the time the wrongdoing occurred/when the COA arose 
1. Model Act §7.41, and NY §626(b)   
ii. CA Rule §800(b) 

1. MUST be Contemporaneous Shareholder 

a. EXCEPT → If you are a Subsequent Purchaser AND the ct determines that 
i. you have a strong case

ii. no other similar action is likely to be initiated
iii. you acquired your shares b4 public or yourself knew about the wrongdoing  
iv. dismissing case would allow ∆ to keep gain from willful breach of FD AND 

v. grating the requested relief NOT = unjust enrichment to corp.

(5) If derivate: Demand Required?
a. Rationale for Demand Requirement: 

i. Forces shareholder to exhaust intra-corp. remedies for grievances b4 turning to the courts, Judicial Efficiency. 
ii. Leaves the management of corp. w/ the board (where it belongs) 
iii. Allows the Board to rectify the issue w/o lawsuit, Corp. Efficiency 
b. Model Act , 7.42
i. Demand ALWAYS Required

ii. Must wait 90 days after making demand to file a derivative suit
c. NY Approach

i. Demand Required UNLESS demand would be futile

1. To prove demand = Futile, ∏ must allege: 

a. With Particularity that 

i. A majority of the directors are interested in the transaction OR

1. Clear cut rule, not able to argue structural bias as much
ii. The directors failed to inform themselves to the extent reasonably necessary about the transaction OR

iii. The directors failed to exercise their business judgment in approving the transaction 

ii. Meyers v. Akers (NY)  
1. Derivative suit for breach of duty of loyalty against IBM and its Board of Directors for payment of excessive compensation to employee and outside directors. 15 are outside and 3 are employees. 

a. Demand Excused? 

i. Excessive Compensation for Employee Directors?

1. Demand required → b/c ∏ has not proven thay demand would be futile

a. there are NOT a majority of directors interested (only 3 of 15), and none of the other possibilities were plead by ∏

ii. Excessive Compensation for Outside Directors? 

1. Demand excused → b/c ∏ has proven that demand would be futile 

a. A majority of the Board are interested (12 of 15)  
d. DE Approach 

i. Demand Required UNLESS demand would be futile 

1. To prove demand = Futile, ∏ must allege: 

a. Particularized facts that create a reasonable doubt that: 

i. The directors are disinterested and independent OR 

1. a little more fuzzy then NY approach, allow for more attention to structural bias (control of 1 dominant interested shareholder, etc)  

ii. The decision/transaction challenged was something other than the product of a valid business judgment

ii. RULE → If shareholder makes a demand = Waiver of right to bring a derivative suit = Admission that the Board is independent/that demand is NOT futile 

1. Forces shareholder to chose one or the other!!!! 

(6) If demand is required Shareholder can make the demand, BUT Board can: 

a. Act on it OR 

b. Refuse to act on it 

i. If the Board refuse to act Shareholder can 

1. Walk away OR 

2. Bring a Derivative Suit 

a. If chose to bring a derivative suit challenging the Board’s decision NOT to bring the suit → The board’s decision is protected by the BJR, 

i. unless ∏ can prove fraud, illegality, conflict of interest, or gross negligence 

1. MOST likely can NOT b/c since this is a demand required case could not prove these facts before 

a. AND in DE → IMPOSSIBLE to prove conflict of interest b/c making demand = admission that the Board is independent

(7) IF demand is excused AND all the other requirements have been meet → Shareholder can bring the claim 

a. At this point the corp. will most likely Appoint an Independent Litigation Committee, which will investigate and determine that continuing suit NOT in the best interest of the corp. b/c:
1. They have identified the problem 
2. Investigated the issue 

3. Implemented remedial /preventative measure AND 

4. At this point maintaining a lawsuit = expensive and unnecessary, with slim to no possible recovery for the corp. …. 

a. AND →  Bring a motion to dismiss the action 
ii. Who should decide whether the action should continue: minority shareholder OR board? → Test

1.  Auerbach (NY) → Corp bears the burden to prove that: 
i. the committee recommending dismissal is TRULY independent 
1. Of the contested transaction AND 
2. Of structural bias 
ii. the process / investigation that the committee used to make its determination that dismissal is appropriate is sufficient 
1. Hire special counsel 
2. Engage in intensive fact finding 
3. Create a report on the findings AND 
4. Impliment remedial / preventative measure based on that report 
b. IF the corp carries it’s burden → the decision to dismiss the lawsuit is protected by the BJR, and most likely the case will be dismissed … 
c. IF the corp. does NOT carry its burden → the corp. carries the burden to prove that the decision to dismiss is in the best interest of the corp. / exercise its own judgment 

2. Zapata (DE) → Corp bears the burden to prove that: 
a. the committee recommending dismissal is TRULY independent 
i. Of the contested transaction AND 
ii. Of structural bias 
b. the process / investigation that the committee used to make its determination that dismissal is appropriate is sufficient 
c. the decision to dismiss is in the best interest of the corp. 
i. Note: Board NEVER has the protection of the BJR 
1. Rationale: If bringing the suit it was demand excused AND have already proven that the directors are interested  
Note: IN DE → If the shareholder can alleged facts sufficient to bring a demand excused derivative suit, they then have control of the lawsuit until the Board regains control by proving that that dismissal is in the best interst of the corp. per Zapata 
Rationale: Not enough to prove that the process was proper b/c DE is more concerned w/ structural bias  



Note: This procedure attempts to reconcile the competing interests: 


(1) The Board’s statutory right/duty to manage the affairs of the corp. 

a. Can’t just give self appointed, minority shareholder control of the corp. affairs 

(2) The Shareholder’s need to hold management accountable through derivative suits 

a. Can’t leave it entirely to the Board b/c otherwise derivative suit stripped of all power as a means of policing the Board 

(8) Settlement and Recovery 

a. Most are settled 
i. Can NOT be settled w/o judicial approval 
1. Requires a hearing on the fairness of the terms of the settlement 
b. Recovery goes to the Corp. 
i. ∏ is reimbursed their attorney’s fees IF successful 
1. If not successful are required to pay corp.’s fees ???
Securities Fraud 
A. State Law / CL theories of liability 
a. CL Fraud: covers only affirmative misrepresentations NOT omissions of fact 

b. CL Deceit: covers omissions ONLY IF the ∆ is under a duty to disclose the fact  
1. Note: Directors only have a fiduciary duty to ACTUAL stockholders 

a. Cutting Edge Issue: what fiduciary duties officers and directors have to “potential stockholders” 

ii. MAYBE have a COA under: 

1. Doctrine of Half Truths 

2. “Special Facts” Doctrine ​→ Today the test for what = “Special Facts” = Materiality!!!!!! 

B. 10(b)-5 Violation 
a. Administrative Rule promulgated by the SEC 

b. Implied Private COA Kardon, 

i. affirmed by USSC 1975
1. “judicial growth from a sliver of administrative regulation” 
General Info: 


This is a DIRECT action, usually brought as a class action. 


∏ = anyone who bought and sold the stock affected by the misstatement/omission during the period of “fraud” 


∆ = ANY person who made the material misstatement or omission (in connection w/ the sale of purchase) 



Could be: Buyer OR Seller 

Example: If purchasing stock w/ property and lie about the condition of the property (no terminates and there are) this is a misstatement in connection w/ the purchase/sell of security AND purchaser could be liable under 10(b)-5!!!!   



 Board, Officer, OR even just an employee of the corp.!!!! 

c. Jurisdiction: 
i. Diversity of the parties OR 

ii. 10(b)-5 → 
1. “Use of the means OR instrumentality of interstate commerce” AND  

2. BROAD interpretation, RULE → Transaction as a whole  must  at some point “touch” the facilities of interstate commerce, the ∆ does NOT have to of utilized them during the actual misconduct  

a. Use of telephone to make the fraudulent statements sufficient, even if wholly intrastate call. Goodwin
b. Sufficient that the check used to purchase the stock cleared though the interstate banking system, even though the fraudulent statements were made face to face. 

3. Involve a security 
a. Presume this is met
iii. Note: 

1. Federal Courts have EXCUSIVE jdx over 10(b)-5 claims

a. MUST file in federal court AND bring any state law fraud/deceit claims as a supplemental to the 10(b)-5 claim
d. Standing 
i. SEC enforcement 

1. If misconduct is “bad enough” (i.e. willful) can refer to Dept. of Justice for criminal prosecution 

ii. Actual BUYERS and SELLERS  

e. ∆’s Act/Conduct
1. REMEMBER →  ∆ can be ANY person
ii. Misstatement of a fact OR 

iii. Omission of a fact, that in light of the circumstances is necessary to make the statement NOT misleading 
1. Note: silence/no comment is OK → under 10(b)-5 there is NO general duty to disclose, only a duty to disclose ACCURATELY once you decide to disclose information

iv. That is MATERIAL 

1. Test → Balance the
a. Probability that the transaction/fact will occur AND 

b. Magnitude of the fact/transaction

i. Ex. Preliminary Merger Talks, Basic v. Levinson
1. Probability → look to 

a. Indicia of interest @ the highest corp. levels 

b. Board resolutions 

c. Instructions to investment bankers (looking for capital) 

d. Actual negotiations   

2. Magnitude of the possible transaction

a. Merger = the biggest thing that can happen to a corp., 

3. SO → even if probability a little low, still material b/c balancing test   
f. ∆’s Intent 

i. ∆ MUST have intent to deceive, defraud, or manipulate
1. Negligence is NOT enough 
2. Open question whether Recklessness is sufficient 
g. AND ∏ relied on the misstatement/omission to their detriment 

i. Reliance

1. Actual OR 
2. Fraud on the market → Rebuttable presumption that ∏ relied on the misstatement/omission 
i. Rationale: Fraud affects the price of the stock AND everyone trading relies on the integrity of the market (that the price of the stock as a truthful and accurate reflection of the stocks value) 
b. ∆ CAN rebut by showing of: 
i. No actual reliance / ∏ knew the truth 
ii. That despite the misstatement/omission the truth creditably entered the market and dissipated the effect of the misstatement/omission   
iii.  That ∆ would have sold/purchased shares despite the market (needed the cash, etc.) 
1. Basic v. Levinson   
ii. Damages 

1. Must prove that your action in reliance on the misstatement/omission caused you to suffer an actual economic loss 
a. Price of stock went up after you sold it 
b. Price of stock went down after you purchased it 
2. Note: can NOT get punitives under 10(b)-5 → incentive to bring the state law fraud claim as supplemental and seek punitives on it  
h. In connection with the purchase OR sale of a security 

i. Note: this precludes COA when: 
1. Misstatement OR Omission caused the ∏ to: 
a. NOT sell OR 
b. NOT buy 
i. Stock (even if ALL other the other elements are met) 
Securities Fraud → Insider Trading 
(1) CL 

a. CL Fraud: covers only affirmative misrepresentations NOT omissions of fact 

b. CL Deceit: covers omissions ONLY IF the ∆ is under a duty to disclose the fact  

1. Note: Directors only have a fiduciary duty to ACTUAL stockholders 

a. Cutting Edge Issue: what fiduciary duties officers and directors have to “potential stockholders” 

ii. MAYBE have a COA under: 

1. Doctrine of Half Truths 

2. “Special Facts” Doctrine ​→ 

a. Goodwin → Director heard about geologist report that there MAY be copper on one of the corp.’s properties. Began buying up stock. After disclosure of the information seller traced his sale to the director and sued under the CL. 

i. Fraud  → NO misstatement (no statement at all) 

ii. Deceit → No duty to disclose the information b/c the duty is to the corp. to keep it non-public AND

1. Did NOT seek out the seller – purchased on the open market

2. Information was “soft” (speculative)

b. Strong → Director knew of tender offer to purchase their corp. Began purchasing stock – sought out an owner, hid his identity and offered to purchase shares. After release of merger information ∏/pervious owner sued.

i. Fraud → NO misstatement (no statement at all) 

ii. Deceit → Duty to disclose the SHAREHOLDER, even though the duty is to the corp. b/c OF “Special Facts” 

1. Face to Face Transaction 

2. ∆ was the primary negotiator on the merger deal AND knew the tender offer had been made AND was on the board/in the position to accept the offer  → HARD information / Verifiable
c. Today the test for what = “Special Facts” = Materiality!!!!!! 

iii. LIMITATION of special facts doctrine: 

1. Can only be applied in the Good News Case, When Insider is purchasing stock from a shareholder in a face to face transaction 

a. NOT Bad New Cases b/c 

i. No duty to non-shareholder

1. Maynard = MOST jdxs would say such action is illegal today

b. OR Good News Cases when trading on the open market b/c 

i. Duty to disclose would run to the ENTIRE market 

(2) 10(b)-5 violation for insider trading 
a. Still have to have all the other elements: 

i. Jdx 

ii. Standing

iii. Damages

b. ONLY → Conduct Varies for Inside Trading  

i. Ct interpreted 10(b)-5 to = policy of Equality of Information. TGS  

1. AND imposed a duty on ALL individuals who come into contact w/: 

a. Material → Balance
i. Probability AND 

ii. Magnitude 

b. Non-Public Information

2. To disclose OR abstain from trading 
a. Until information was “Effectively Disseminated”
i. Test→ Look @ passage of time, size / extent of coverage of the corp. 
ii. Chierella LIMITATION → policy of 10(b)-5 = to eradicate the informational advantage of “Insiders” 
1. Duty to Disclose OR Abstain Arises from → A relationship of trust and confidence with the corp. that owns the information, FD 
a. Not mere possession of material, non-public information  
iii. Limits Liability TO: 
1. Traditional Insiders: 
a. Directors, Officers, Employees of the Corp. → Others w/ a Fiduciary Duty to the Corp. 

iv. EXPANSION of liability to “Temp” Insiders, Dirks Footnote 14   

1. Accountants, Lawyers, Printer, AND any other “outsiders” who: 

a. enters into a special confidential relationship with the corp. AND 
b. is given access to information solely for corporate purposes

i. Corp. must expect the outsider to keep the info confidential AND 

ii. The relationship must at least imply such a duty 

v. EXPANSION of liability to Tipers and Tippes, Dirks  
1. Elements: 
a. Insider (Traditional OR Tempt) gives “tip” of material, non-public information 

i. Material TEST: 

1. Probability 

2. Magnitude 

b. In breach of their FD to the corp.  

i. TEST → Personal Benefit Test, tip was for  

1. Pecuniary Gain 

2. To make a gift of the information OR 

3. To enhance the tiper’s reputation 

a. = Tip in breach of FD 

c. Tipee should have known that tip was in breach of FD AND 

i. Not sure what is required to meet this the ct did reach this issue

d. Tipee trades on the tip 

2. Liability 

a. Tipee = Liable for their profits 

b. Tiper = Liable for their profits AND the profits of their tipee and su-tipee 
i. Note: This can continue w/ many sub-tipees, but at some point the information becomes so attenuated that it is no longer a “tip” rather just rumor and conjecture. This is were libailty ends … 
vi. Outskirts of Liability → “Outsider Misappropriation” Theory O’Hagan 
1.  Dept of Justice CAN prosecute for violation of 10(b)-5 IF: 

a. Outsider comes into possession of material non-public information

b. AND trade on it in violation of ANY duty of confidence 

i. Doesn’t have to be to the corp. that “owns” the information\

ii. Example: O = partner in DW (law firm) hired to aid Grand Met (bidder corp.) in making offer to acquire Pilsbury (target corp.) O learns of this prospective tender offer purchases call options in Pilsbury. When Grand Met announced the tender offer O cashed in on 4 million  

1. Trade in breach of derivative duty, FROM  

a. DW’s duty to Grand Met to keep the information regarding the tender offer confidential 

2. Not clear yet whether this can be used to impose liability under a private COA 
a. Can’t if the court holds firm to their FD requirement b/c the “outsider” has no duty / connection with the corp.’s stocks in which he is trading

16(b) Strict Liability for Short Swing Trading 

Elements: 

(1) ∏ is a reporting company 

a. Shorthand = Registered under the ’34 Act 
i. Test: 
1. Traded on a national exchange OR ?????

2. Traded OTC AND 

a. Shareholder = 500 or more AND

b. Assets = 10 million or more  

(2) ∆ is a statutory insider 
a. Director, either @ time bought OR sold  

b. Officer, either @ time bought OR sold

c. Beneficial owner of >10% of stock, @ BOTH the time bought AND the time sold 

(3) Act → ∆ has Bought and Sold Equity Securities w/in a rolling 6 month period 

a. Remember → Doesn’t have to be the same stock 

i. Exam Approach: Look for the highest sale price and determine if there is a buy w/in 6 months B4 OR After the date of that sale 

(4) Note: once these elements are met there is Strict Liability → No intent is required AND 

a. Corp. ∏ recover ALL the “profit” from the trading 

i. Including Sale then Purchase at a lower price w/in 6 months “profits” 

Indemnification and D&O Insurance: 
(1) D&O Insurance is NOT mandatory, but is a practical necessity to get anyone to sit on your Board 

a. Typical Policy: 

i. “Claims Made” → Policy covers ONLY claims made during the period of coverage, regardless of when the COA arose 

1. NOTE: It is important to ensure that any corp. you serve as an D or O has insurance during AND after your term

ii. Covers ONLY actual liability
1. D&Os will seek indemnity from the corp. for litigation expenses

(2) Indemnification of D&Os  

a. Indemnification is regulated by state statutes, 3 types  

i. Mandatory

1. MAJORITY RULE → Indemnification is MANDATORY “to the extent” the D or O is successful “on the merits” 
a. Some states add … “or otherwise”    

i. Broader b/c still mandatory is get off on technicality (jdx, SOL, etc) 
b. Some states add … “wholly successful”
i. NOT mandatory if there are 3 COAs, unless you succeed in ALL 3 
ii. Prohibited
1. MAJORITY RULE → Indemnification is PROHIBITED if the D or O was found to have received an improper personal financial benefit. 

iii. Permissive 

1. MAJORITY RULE → Corp. MAY indemnify D or O If: 
a. Acted: 

i. in Good Faith AND 

ii. in a manner that they reasonably believed was in the best interest of the corp.
2. Note: This adds another prohibited category IF: 

a. Act NOT in good faith OR 

b. Not reasonable to believe that it was in the best interest of the corp. 
Suing a Corp. 

(1) Personal Jdx 

a. In the state of inc. AND 

b. Any where the corp. has min contacts 

(2) Choice of Law → State which has the GREATER interest

a. Tort Claim = The state were the individual was injured 

b. Suit to enforce shareholder rights (Direct OR Derivative) →  Internal Affairs Doctrine = State of Inc. 

What is there is absolute Corp. Deadlock / You want out? 
(1) In public ally traded corp. can just sell shares, NOT so easy in Close Corp. 

a. Can voluntarily dissolve the Corp. by filing a petition for dissolution 

i. This requires Shareholder Approval  → See voting procedures 
b. Bring a suit for involuntary dissolution
i.  IF ∏ prove that there are Grounds for Dissolution 

1. Oppression of minority shareholder

a. Majority acts to the detriment of the minority w/o legit business purpose
2. Illegality or Fraud OR 

3. Deadlock AND no new directors elected for 2 years 

ii. Ct MAY order involuntary dissolution, BUT will NOT exercise this option UNLESS the “Competing interests are so are so discordant as to prevent the efficient management of the corp.”  AND “the object of corp. existence can NOT be obtained”

1. TEST: 

a. Whether judicially imposed death would be beneficial to the shareholders AND 

b. NOT harmful to the public 

i. i.e. not destroy jobs/functioning service provided by the corp. 

c. Alternative Remedy (Most Common) → Mandatory Buyout 

i. The non-petitioning party may be ordered to buy out the petitioning party

ii. Ct will determine the terms and price based upon the valuation of the corp. and their ability to pay 
Note: Don’t want to end up here NEED a Buy Sell Agreement 

It is negligence per se not to advise clients who form a close corp. to make a Buy-Sell Agreement

Rationale: can’t sell on the open market like a public corp AND can’t force a dissolution like in partnership, so 

if you die – your heirs might get screwed (you no longer draw a salary, your money tied up in corp, and they are not making distributions) 

if you just don’t get along/deadlock, like Random can’t get out – investment whither on the vine. 

If don’t quit – can’t compete w/ your corp. AND 

IF quit still face suit of “unfair competition” / “Use of trade secrets” 
Buy-sell should be a SIDE AGREEMENT MUST: place Conspicuous Notice in the stock certificate 
a. Should cover

i. What events will trigger the right to buy out 

1. Death 

2. Life support 

3. Divorce 

4. Bankruptcy OR 

5. If just need out

ii. Formula to determine amount 

iii. How payable / lump sum or over time, etc 

Random:   Shares split 50-50, neither shareholder had veto power.  No buy-sell agmt.  Family fued:  When 1 orig shareholder died, wife refused to sign checks of other living shareholder b/c she was not receiving dividends.  Living shareholder sued for dissolution b/c of stalemate, even though corp was economically viable.  Held:  Ct has discretionary power to grant dissolution, but must have proper grounds:  deadlock, corp lack of ability to function properly, threat of economic impairment (all 3 factors present?).  B/c co was still thriving, dissolution would threaten jobs and creditors, failure of living shareholder to receive salary did not frustrate corp. business, court refused to grant dissolution.  Case dismissed w/out prejudice (can bring back if deadlock arises in board selection) Maj was saying to P is to make better offer to buy-out D. 

1. Dissent:  should not wait until co. is broke before dissolution b/c it would be greater loss to shareholders and creditors.  Should not wait until  D breaches fiduciary duty by opening up competing business and taking customers, etc.  
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