Agency

Agency 
1) Rest. (2nd) of Agency § 1: 

a) Text:

i) Agency is the fiduciary relationship which results from the (1) manifestation of consent by one person to another that the other (2) shall act on his behalf and (3) subject to his control, and (4) consent by the other so to act. 

b) Formation:
i) Manifestation of consent by principal

(1) Significance: Manifestation may require less than actual consent.  
ii) Consent by the agent

c) Duties: 

i) Agent must act on behalf of the principal

(1) Gorton v. Doty – 

(a) Teacher who lent car to coach was responsible for his negligence, even though she argued he didn’t act “on behalf of” her.  

(b) Rule:  “On behalf of” need not involve business.  Nor is a contract or compensation required. Court also notes precedent that fact of car ownership creates presumption of agency

(2) Cargill – “On behalf of” satisfied b/c of the existence of a requirements contract, borrowing money by grain elevator from corporation, selling seed.

ii) Agent must be subject to principal’s control
(1) Mere fact of being creditor does not create “control” for purposes of principal-agent relationship.  
(2) However, interfering in the internal operations of a business can establish agency.  

(a) Cargill – corporation interfered in internal affairs of grain elevator, creating agency relationship.  
(3) Gorton – Sufficient that teacher said that only the coach could drive her car.  
2) Liability of Principal to Third Parties in Contract
a) Basic Principles:

i) Principals are liable for contracts entered into by their agents when acting with authority, whether or not disclosed, or under estoppel.
ii) Elements: (1) Principal/Agent relationship, (2) some kind of authority (actual, apparent, inherent, estoppel, ratification), and (3) contractual obligation entered into by agent with third party.

b) Agent’s authority to Bind the Principal in Contract

i) Actual Authority - Based on Consent of Principal to Agent 

(1) Express

(2) Implied (What is necessary to carry out express authority). Focus on what agent reasonably believed.
(a) Mill Street Church – handyman had implied authority to hire helper because he had express authority to hire other helper and granter knew there was a chance he couldn’t get him

ii) Apparent Authority - Based on Principal’s manifestations to third parties 
(1) Rest. (2nd) of Agency § 8:

(a) Apparent authority is the “power to affect the legal relations of another person by transactions with third persons, professedly as agent for the other, arising from and in accordance with the other’s manifestations to such third persons.”

(2) Lind v. Schenley
(a) L gets promotion from VP.  VP said to talk to Reg’l Manager about compensation.  Reg’l manager told L he’d get 1% commission on all sales.  VP hadn’t given agent actual authority, but it was nonetheless reasonable for L to infer apparent authority b/c salary increase was not disproportionate.

(3) Key limit on apparent authority is the reasonableness of the third party’s inference of apparent authority.
(4) 370 Leasing Corp. v. Ampex
(a) Ampex claimed no contract because it never signed contract.  However, Ampex’s employee Kays sent 370 a letter confirming delivery dates.  

(i) Letter constitutes acceptance if Kays has authority.
(b) Court finds apparent authority.  
(i) Standard & Application:  

1. Agent has apparent authority sufficient to bind principal when the principal acts in a manner that would lead a reasonably prudent person to suppose that the agent had the purported authority.  

a. Boss agreed that contact w/ 370 should be through Kays.

b. Boss never informed 370 that Kays could not bind Ampex.

2. Absent knowledge of the 3rd party to the contrary, an agent has the apparent authority to do those things which are usual and proper to the conduct of his line of business.  (This sounds like inherent authority.)
a. Reasonable to presume salesman can bind employer to sale 
iii) Inherent Authority 

(1) Restatement:

(a) Rest. of Agency § 8A: Inherent Authority:
(i) “Inherent agency power is…the power of an agent which is derived not from authority, apparent authority or estoppel, but solely from the agency relationship and exists for the protection of persons harmed by or dealing with a servant or other agent.”
(2) Rationale:

(a) We don’t want undisclosed principal to be able to be completely shielded from liability.  

(b) Principal is in position to monitor agent.

(3) Watteau v. Fenwick 
(a) Humble managed D’s pub, and by contract could not purchase cigars on his own credit.  No apparent authority b/c no representation by the D’s of his authority.  But court finds inherent authority.  

(b) Rule:  Principal can be liable for the acts which are usually given to that kind of agent.  

(4) Kidd v. Thomas Edison
(a) D engages agent to hire singer for recitals, and agent includes term in contract that D claims was beyond agent’s authority.  

(b) Court finds that it was customary for such agents to have the authority to enter into contracts w/ this precise term
(c) Purpose of delegation is to reduce the burden on the principal.  The principal has, in effect, vouched for the agent.  This arrangement requires the possibility that the principal will be bound when agent makes minor deviations.  

(5) A very high raise might be a signal that agent outside scope of authority. Lind v. Schenley.
(6) Marriage doesn’t make agency. Botticello.
(7) Three situations in Rest. 2d of Agency § 8A, Comment b, which thinks it is “fairer that the risk of loss caused by disobedience of agents should fall upon the principal rather than upon third persons.” 
(a) ‘general’ agent does something similar to what he is authorized to do but in violation of orders. (apparent)
(b) agent acts purely for own purposes in entering into transaction which would be authorized if he were actuated by a proper motive. 
(c) agent is authorized to dispose of goods and departs from authorized method of disposal.

c) Liability of Undisclosed Principal 

i) Rest. 2d Agency § 194: 
(1) An undisclosed principal is liable for acts of an agent done on his account, if usual or necessary in such transactions, although forbidden by the principal.
ii) Watteau v. Fenwick -  
(1) Undisclosed principal held liable based on inherent authority theory.  (Reasonable for P to believe that pub owner had authority to order cigars.)
d) Liability for Disclosed or Partially Disclosed Principal
i) Rest of Agency § 161:  Unauthorized Acts of General Agent
(1) “A general agent for a disclosed or partially disclosed principal subjects his principal to liability for acts done on his account which usually accompany or are incidental to transactions which the agent is authorized to conduct if, although they are forbidden by the principal, the other party reasonably believes that the agent is authorized to do them and has no notice that he is not so authorized.  

(a) This applies both to cases involving apparent authority and to those involving inherent authority.  

ii) Nogales Service Center v. ARCO -

(1) In reliance on promise of ARCO employee that it would loan NSC money and gas discounts if NSC built certain facilities, NSC built hotel.  
(a) ARCO itself never manifested that employee had authority to make this promise, so no apparent authority.
(b) Court ruled that employee had inherent authority, citing comment b to Rule 8A (see inherent authority) and Rest 161.
(i) Employee had authority to grant certain kinds of discounts, so it was reasonable for NSC to assume he had broader authority.

e) Agency by Ratification
i) Rest. 82:  Ratification is “the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account.”

(1) Often done by corporate boards in order to provide reassurance to those w/ whom they do business.  

ii) Rest. 98:  Ratification by acceptance of benefits: Acceptance of benefits may constitute ratification. 
(1) Boticello v. Stefanowitz specifies limits on Rest. 98:  For receipt of benefits to constitute ratification, the original transaction must have been purportedly done on behalf of the principal.  
(a) In Boticello, since the husband did not purport to act on behalf of his wife, she was not bound by all the terms of the lease/purchase agreement despite receiving benefit of rent payments.  
iii) Note also that for ratification by action, you need unequivocal evidence that party intended to ratify that part of the contract.  

(1) In Boticello, wife ratified the lease by accepting rent, but not the purchase clause.  

f) Agency by Estoppel
i) If you by a dereliction of duty enable one not your agent to act as your agent (and 3P to rely on their being your agent) then you might be liable. Hoddeson v. Koos.
(1) That case was letting guy pose as salesman in your store, which you probably need.
ii) Rationale:  Risk allocation – store in position to guard against risk of impostor
3) Liability of Principal to Third Parties in Tort
a) Liability for torts of servants:
i) Key Restatements:
(1) Rest 219(1):  A master is subject to liability for the torts of his servants committed while acting in the scope of their employment.  
(2) Rest 219(2):  Master is also subject to liability for servants’ torts committed outside the scope of their employment where:
(a) The master intended the conduct or consequences
(b) The master was negligent or reckless
(c) The conduct violated a non-delegable duty of the master
(d) The servant purported to acts on behalf of the master and there was reliance upon apparent authority, or he was aided in accomplishing the tort by the existence of the agency relation
ii) Was there agency?  (Servants vs. Independent Contractors)
(1) Definitions:
(a) Rest. § 220:  Servant agrees (1) to work on behalf of the master and (b) to be subject to the master’s control or right to control his “physical conduct”
(i) Independent contractor is not subject to principal’s controls over the physical conduct of the task.  
(b) Rest § 220(2):  Factors to consider in considering whether one is a servant or an independent contractor:
(i) the extent of control which, by the agreement, the master may exercise over the details of the work;
(ii) whether or not the one employed is engaged in a distinct occupation or business;
(iii) the kind of occupation, with reference to whether, in the locality, the work is usually done under the direction of the employer or by a specialist without supervision;
(iv) the skill required in the particular occupation;
(v) whether the employer or the workman supplies the instrumentalities, tools, and the place of work for the person doing the work;
(vi) the length of time for which the person is employed;
(vii) the method of payment, whether by the time or by the job;
(viii) whether or not the work is a part of the regular business of the employer;
(ix) whether or not the parties believe they are creating the relation of master and servant; and
(x) whether the principal is or is not in business.
(2) Franchisors – servant or independent contractor?
(a) Focus on who is in best position to prevent accident
(i) Humble – Car rolled down hill and hit pedestrians.  H could have known that car was likely to roll -- negligent

(ii) Hoover – Fire started b/c employee’s cigarette ignited gas tank.  Hoover did not have direct control over employee.

(iii) Murphy v. Holiday Inns - Franchisee in best position to prevent the slip b/c it supervises day to day maintenance

(b) Note also that risk-spreading rationale always supports finding franchisor liability, but courts are very reluctant to issue per se rules for franchisor liability, so this factor is not decisive.  
(c) Humble Oil & Refining Co. v. Martin
(i) Car parked at gas station rolled down hill and hit pedestrian as a result of employee’s negligence.  Employee was hired by manager Schneider, who was party to franchise agreement w/ Humble.  Issue is whether Humble is liable as master.  
(ii) This turns on whether station manager is an employee or an independent contractor ( highly fact specific inquiry (see 220(2))
(iii) Court finds master-servant relationship.  
1. Salient facts in favor
a. Humble owned premises.
b. Station sold H’s products.  
c. K provided that manager would perform required tasks
d. H furnishes equipment, pays most of utility bills
e. Manager had little business discretion 
2. Facts against:
a. Manager had control over day-to-day decisions regarding station operations, and over hiring and firing and salary setting
b. Agreement expressly repudiated any authority of H over employees
(d) Hoover v. Sun Oil
(i) Similar to Humble.  Fire at gas station leads to tort claim.  But the court comes out the other way.

(ii) Facts favoring liability:  

1. Sun owned the premises, could terminate the deal on short notice, owned equipment, employees wore uniforms, JB attended Sunoco school, and a Sunoco rep looked over the station.

(iii) Facts against liability:  

1. JB controlled the hours, made no written reports, and was not obligated to follow the suggestions of the representative, and received no financial input from Sunoco.  

(e) Murphy v. Holiday Inns, Inc.
(i) Court decides that the franchisor is not liable in slip and fall case

(ii) There is a line b/w standardization to maintain high quality and day to day control.

1. Holiday Inn exercises a lot of control over appearance, but not over maintenance.  So slip was not w/in its area of control.

2. Note case might have been different if it involved flammable curtains required and provided by Holiday Inn.

(3) Apparent Authority
(a) Apparent Agency:

(i) Elements (Rest 2d Agency 267):

1. Representation by the principal that the franchisee is the servant to the franchisor; and 

2. Justifiable reliance by the third party

3. Creates liability to third party for harm caused by lack of care or skill of the apparent agent

(b) Miller v. McDonald’s Corp
(i) P finds sapphire stone in a Big Mac.  Court upholds claim against McD’s on apparent agency theory (also actual agency) 

(ii) Representation:  All the signage in the store, strict policies, no indication that it’s independently operated

(iii) Reliance:  P had eaten at other McD’s, expected same quality of service.

iii) Was servant’s action within the scope of their employment?
(1) Foreseeability vs. Cheapest Cost Avoider (not the law!)
(a) Bushey v United States
(i) Drunken sailor case – turned wheels and flooded hold, damaging ship

(ii) Judge Friendly finds that gov’t is liable.  

1. However, he rejects least-cost avoider theory.  The gov’t could have watched the sailors, but that’s expensive.  The dry dock owner could have placed locks on the wheels.  

2. He instead embraces “fairness” test:  
a. Foreseeability

b. Accident is within the scope of harm likely to flow from D’s long-run activity – this is close to strict liability.  

(2) Rest. 228(1):  Scope of Employment
(a) “Conduct of a servant is within the scope of employment if, but only if:

(i) it is of the kind he is employed to perform;

(ii) it occurs substantially within the authorized time and space limits;

(iii) it is actuated, at least in part, by a purpose to serve the master;

(iv) if force is intentionally used by the servant against another, the use of force is not unexpectable by the master.”
(3) Intentional torts & Scope of Employment
(a) Gov’d by Rest 228(1)(d) (force intentionally used that’s expectable)
(b) Manning v. Grimsley – baseball player throws at fan who was heckling
(i) Under Restatement d, this was arguably unforeseeable because this kind of battery had never occurred before.  

(ii) However, Court applied Mass law, which req’d showing that the employee’s assault was in response to the P’s conduct which was presently interfering w/ the employee’s ability to perform duties.  (This is a minority rule.)
(4) Racial Discrimination & Scope of Employment
(a) Arguello v. Conoco
(i) For the Conoco-owned stores, there is agency, so question is whether racial discriminatory conduct was w/in scope of employment.

1. Court analyzes in terms of

a. (1) time, place, purpose of Smith’s actions; 

b. (2) similarity of Smith’s actions to those she was authorized to perform; 

c. (3) Smith’s departure from normal methods; 

d. (4) whether Conoco could have reasonably expected Smith to act in racially discriminatory manner.

2. These factors need not all be met – jury can weigh them and may find that presence of some of them is sufficient to outweigh absence of others.  

b) Liability for Torts of Independent Contractors
i) Principal may be liable for negligence of IC’s when:
(1) The IC is incompetent

(2) The landowner retains control of the manner and means of the work

(3) The IC is hired to perform work that constitutes a nuisance per se

(a) Nuisance per se – inherently dangerous activitity (e.g. dynamiting).  This provides very strong incentive to take care and disincentive to dangerous acitivity.  Ensures risk spreading.  Also ensures that there is a solvent defendant (IC may be insolvent).  Also protects the IC, who would be deterred from socially desirable activity.

ii) Majestic Realty
(1) Demolition accident – indep contractor accidentally damaged neighboring building ( court remands for determination of nuisance per se.  
4) Agent’s Liability to Third Parties
a) For Torts:

i) Agents are held liable for torts they commit.  They are in control of the risk.  

b) For Contracts:

i) Disclosed Principal – 
(1) Agents generally cannot be held liable for contracts entered into on behalf of a disclosed principal.

(a) Rest (2nd) § 320: “Unless otherwise agreed, a person making or purporting to make a contract with another as agent for a disclosed principal does not become a party to the contract.”

ii) Undisclosed or Partially Disclosed Principal:  
(1) Agents can be held liable for contracts entered into on behalf of an undisclosed or partially disclosed principal.  

(a) Rest (2nd) 322:  An agent purporting to act upon his own account, but in fact making a contract on account of an undisclosed principal, is a party to the contract.

(b) Rest (2nd) 321: “Unless otherwise agreed, a person purporting to make a contract with another for a partially disclosed principal is a party to the contract.”

(i) Rest. (2nd) 4(2):  A principal is “partially disclosed” if the other party has notice that the agent is acting for a principal but has no notice of the principal’s identity.

(2) Atlantic Salmon v. Curran
(a) Curran created two companies, BISE and MS.  P’s sue Curran personally on the theory that he was acting as agent of BISE on behalf of partially disclosed principal MS.  As an agent, he is personally liable when acting for partially disclosed principal.

(b) Rule:  It is not sufficient that plaintiffs could have checked city records to determine identity of principal.  It was D’s duty to fully reveal it.  

(c) Rationale:  No burden to the agent in forcing him to disclose principal.  

iii) Non-existent Principal:  
(1) If agent purports to rep principal who doesn’t exist, then 3rd party can sue agent directly either on theory of breach or misrepresentation.
5) Liability of Agent to Principal
a) K
b) Duty of Care - unless otherwise agreed agent is subject to duty to principal to act with standard care and with skill which is standard in the locality for the kind of work, and to exercise any special skill he has. Rest. 2d Agency § 379-383
c) Duty of Loyalty:  unless otherwise agreed agent is subject to duty to principal to act solely for the benefit of the principal in all matters connected with his agency. Rest. § 387.
i) Profits arising out of employment
(1) Acting on behalf of principal

(a) Reading v. Regem. There it was enough to make a profit while using status as agent. Although court emphasized profit came solely from status and was gotten dishonestly. (So wouldn’t apply to gambling, it thought.)  Court concerned with discouraging unjust enrichment at employer’s expense.
(i) Remedy:  Profits to the employer.  

(2) Opportunities arising out of employment
(a) Duty to inform principal of opportunities they could take.  Employee cannot prejudge the issue based on assumption that company does not have capacity to General Automotive v. Singer.

ii) [Don’t steal when leaving]/Confidentiality this duty does not expire when you leave their employ. 
(1) Newberry says you can’t solicit former employer’s customers where they are not “openly engaged in business in advertise locations” or whose availability werea scertained by “years of business effort and advertising.” 
(a) This is a part of the business’ “good will.”
(b) If you could get names just by looking in phone book, no complaint.
iii) Competition: an agent is subject to a duty not to deal with his principal as an adverse party in a transaction connected with his agency w/o principal’s knowledge.
PARTNERSHIPS
6) Definition:

a) Uniform Partnership Act 6(1): “A partnership is an association of two or more persons to carry on as co-owners a business for profit.”

b) Partnership factors:

i) Agreement of the parties

ii) Sharing profits

(1) UPA 7(4)(b):  Receipt by a person of a share of the profits of a business is prima facie evidence that he is a partner in the business, but mere sharing of profits as form of compensation for an employee does not create a partnership.

iii) Sharing Losses

iv) Sharing capital

v) Sharing of management

vi) Holding out to third parties

vii) Underlying policies of applicable law

c) Partners vs. Employers

i) Fenwick v. Unemployment Compensation Commission
(1) Parties called themselves partners, no share control, no sharing in losses, no holding out to third parties.  

(2) Potential solution – Enforce the agreement in dispute between the parties, but don’t enforce against third parties when their interests conflict and agreement does not meet the statutory definition.

d) Partners vs. Lenders

i) Martin v. Peyton (1927)
(1) PPF lends good securities worth $2.5M to troubled firm KNK, allowing it to obtain loans.  In exchange, PPF gets dividends, they get right to dissolve KNK, and they get to veto speculative business decisions, and they get to put their friend Hall in charge.

(2) Are they partners?

(a) No.  Agreement specified that they were not partners.  All the provisions are simply designed to secure PPF’s interests as lenders.  

(b) But note that this seems like a close case.
e) Southex Exhibitions Inc. v. RI Builders Assoc.
i) Court applies totality of the circumstances test to determine existence of Pship.  
ii) For pship:  

(1) The K called for profit-sharing, 

(2) K provided for mutual control over the home shows, 

(3) Both contributed property to pship.  

(4) K also used term “partner.”  

iii) Against:  No Pship because:  
(1) Fixed term contract – and it expired.  
(2) No full sharing of costs – SEM indemnified RIBA for any losses

(3) SEM made most management decisions

(4) No partnership tax return.  No joint property.  Periodic event (annual home show). 

(5) President of SEM acknowledged under oath that there was no partnership.  

(6) SEM disclaimed ownership in home shows and did business outside partnership.  

iv) Under Totality of Circumstances analysis, no partnership.   

f) Partnership by Estoppel:  
i) UPA 16(1):  

(1) When a person, by words spoken or written or by conduct, represents himself… as a partner… he is liable to any such person to whom such representation has been made, who has, on the faith of such representation, given credit to the actual or apparent partnership….”

(2) Elements:

(a) Representation

(b) Reasonable reliance

(c) Give Credit to the partnership

ii) This is very difficult test to establish.  Policy reasons – courts hesitant to impose severe liability.  

iii) Young v. Jones
(1) Price Waterhouse US sued when PW Bahamas issued audit letter re SAFIG, leading to P’s investment.  SAFIG then went bust and P lost investment.

(2) P sued under partnership by estoppels theory.  

(a) P’s point to brochure containing representations suggesting worldwide pship.  

(b) Claim fails b/c brochure not relied on.  Thus no evidence that the P, in reliance on representations as to the existence of a pship, “gave credit” to that pship.  

7) Liabilities of Partners

a) To Third Parties

i) UPA 15(b):  “Partners are liable … jointly for all debts and obligations of the partnership.”   
b) To 
8) Fiduciary Duties of Partners (punctilio!)

a) UPA (1997) § 404(b)
i) A partner’s duty of loyalty to the partnership and the other partners is limited to the following:  
(1) (1) to account to the partnership [for] any property, profit, or benefit derived by the partner in the conduct [of the partnership business];

(2) (2) to refrain from dealing with the partnership . . . as or on behalf of a party having an interest adverse to the partnership; and

(3) (3) To refrain from competing with the partnership . . . before the dissolution of the partnership.

b) Partnership Opportunities:

i) Meinhard v. Salmon
(1) Partner may not preemptively seize for himself an opportunity that comes to him by virtue of his participation in the partnership, even if the partnership is soon going to expire.  Instead, he must disclose opportunity to the partner.  
(2) Note managing partner’s advantage over financing partner.

c) No Duty to Former Partner

i) Bane v. Ferguson (Posner) -- Bane was retired partner in a law firm on a pension.  Firm merged w/ another, but the merger went badly and the firm soon went bust.  As a result, Bane lost his pension.  

(1) Fiduciary duty – Not a partner anymore, so no longer a duty to him.  Purpose of UPA 9(3)(c), which creates liability for acts that lead to dissolution, is to protect partners, not 3rd parties.

(2) Negligence – No viable negligence claim either – business judgment rule protects them from claims of ordinary negligence.

d) Duties of Departing Partners:
i) Meehan v. Shaughnessy: 
(1) Two big-time law firm partners don't like the pension plan. They approach other lawyers in the firm, making preparatory actions to leave, and made logistical plans for the new firm they were to create.
(2) Rule:  
(a) Okay:
(i) Planning to compete in the future 

1. Logistical plans – office list, lease of potential future clients, financing

(b) Not Okay:
(i) Handling cases for own benefit (e.g. delaying settlement until after move).

1. No evidence in Meehan.

(ii) Failing to “render on demand true and full information of all things affecting the partnership to any partner” (UPA § 20)

1. D loses on this b/c denied plan to leave after making logistical arrangements

(iii) Sending clients letter that does not adequately inform them that they have a free choice about whether to keep their business with the old firm or move to the new one.
e) Expulsion:
i) UPA § 31: dissolution is caused 

(1) (1) without violation of the agreement between the partners 

(a) (d) by the expulsion of any partner from the business bona fide in accordance with such a power conferred by the agreement between the partners.

ii) Lawlis v. Kightlinger & Gray
(1) P is law firm senior partner w/ drinking problem.  Other senior partners voted him out pursuant to provision in PA requiring 2/3 vote to expel.  He was lone dissenter.  

(2) Holding:

(a) Dissolution occurs on the date of actual expulsion:

(i) Dissolution was not accomplished by removing files from P’s office following recommendation of expulsion.  He continued to draw pship salary and continue to be treated as senior partner (e.g. voted) until date of actual expulsion.
(b) No cause expulsion clause & duty of good faith:

(i) Court recognizes duty of good faith, but it is limited: “Where the remaining partners in a firm deem it necessary to expel a partner under a no cause expulsion clause in a partnership agreement freely negotiated and entered into, the expelling partners act in “good faith” regardless of motivation if that act does not cause a wrongful withholding of money or property legally due the expelled partner at the time he is expelled.”

1. PA was entered into by sophisticated attorneys and provided for expulsion without cause by 2/3 vote.  
9) Partnership Property & Rights in Management

a) Property Rights of Partners
i) UPA:

(1) Note shift from aggregate to entity theory of partnership.
(2) 1914 UPA:
(a) UPA (1914) § 24:  “The property rights of a partner are (1) his rights in specific partnership property, (2) his interest in the partnership, and (3) his right to participate in the management.”

(b) UPA (1914) § 25(1): A partner is a “co-owner with his partners of specific partnership property holding as a tenant in partnership.”

(c) UPA (1914) § 25(2): Incidents of tenancy in partnership:

(i) 1. Equal right to possession

(ii) 2. Generally not assignable

(iii) 3. Not attachable by creditors of the partner

(iv) 4. Not inheritable

(v) 5. Not subject to family law rights

(3) 1997 UPA: 
(a) UPA (1997) § 201(a):  “A partnership is an entity distinct from its partners.”

(b) UPA (1997) § 203: “Property acquired by a partnership is property of the partnership and not of the partners individually.”

(c) UPA (1997) § 501: “A partner is not a co-owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily.”

(d) UPA (1997) § 401(g): “A partner may use or possess partnership property only on behalf of the partnership.”

i) Putnam v. Shoaf
(1) Putnam sells her half-stake in Pship to Shoaf.  Later it is discovered that bookkeeper had defrauded pship while Putnam was partner.  Pship sued to recover.   Putnam sues Shoaf to recover.  

(2) Holding:

(a) Rule:  Partner does not possess a personal interest in any specific property of the pship.   The partnership owns the property or the asset.  The partner’s interest is their pro rata share of the net value or deficit of the partnership.  

(b) Rationale:  Putnam conveyed her interest in the pship – including both unforeseen benefits and losses

b) Raising Additional Capital

i) Stalemate problem if pship agreement does not specify mechanism

ii) Mechanisms:

(1) Pro rata dilution – manager can call for add’l funds, and if partner does not contribute her share is reduced according to formula.

(a) New points have same equity value as original points

(2) Penalty dilution – sells points as discount from what original points sold for.  

(3) Required loans – must make pro rata loan when asked.  Paid above mkt interest rate and get repaid before distributions of profits are made to other P’s.

(a) Problem:  how to treat noncompliance?  

(4) Sell on open mkt for whatever price possible

c) Rights of Partners in Management:
i) Basic rules: 

(1) Ordinary course acts governed by equality principle – 
(a) Any partner can do them (unless majority overrules).  
(b) This leads to chaos, which has moderate costs for ordinary course actions, 
(c) But not deadlock, which has severe effects.

(2) Non-Ordinary Course Acts require unanimity, 
(a) which creates deadlock but has moderate costs, 
(b) and avoids problem of chaos, which has high costs in the non-ordinary acts context. 
ii) Partnership Agreement governs, UPA provides default rules:

(1) UPA (1997) § 103(a): “Except as otherwise provided . . . relations among the partners and between the partners and the partnership are governed by the partnership agreement. To the extent the partnership agreement does not otherwise provide, this [Act] governs relations among the partners and between the partners and the partnership.”

iii) Partnership liable for partners actions:
(1) UPA (1997) § 305(a):  “a partnership is liable for loss or injury caused to a person . . . as a result of . . . actionable conduct . . . of a partner acting in the ordinary course of business of the partnership or with authority of the partnership.”

iv) Equal Rights
(1) UPA (1997) § 401(f): “Each partner has equal rights in the management and conduct of the partnership business.”

v) Amendment requires unanimous consent

(1) UPA (1997) § 401(j): an amendment to the partnership agreement may be undertaken only with the consent of all the partners.

vi) Ordinary acts governed by majority 
(1) UPA (1914) § 18(h): “any difference arising as to ordinary matters connected w/ the pship business may be decided by a majority of the partners.”

(2) National Biscuit Company v. Stroud
(a) Chaos in Ordinary Course: Two partners running grocery disagree over purchase of bread.  Purchases fall in ordinary course of business, so:

(i) one partner can’t block other from making purchase (equal rights, no majority); and

(ii) the pship can be held liable for the action (ordinary course).  

vii) Extra-ordinary acts require unanimous consent
(1) UPA (1997) § 401(j): “An act outside the ordinary course of business of a partnership . . . may be undertaken only with the consent of all of the partners.”

(2) Summers v. Dooley – Deadlock in Extra-Ordinary Course
(a) Decision to hire an extra employee against the will of the other partner in a two-person partnership was not in the ordinary course, so can’t make other pship liable for it.

viii) Indemnification of partners for ordinary acts
(1) UPA (1997) 401(c): SLIDE: “a partnership shall indemnify a partner for liabilities incurred by the partner in the ordinary course of the business of the partnership.”

(2) Moren ex rel. Moren - Pship Indemnifies Partner
(a) Mother is a partner in restaurant.  Brings child.  While she was making pizza, child’s hand crushed.  Child sues pship, then pship sues mother for negligence.  

(b) Under UPA 401(c), the pship must indemnify partner for liabilities incurred in the ordinary course of business.  

(c) In this case, court determined that mother’s conduct was in the ordinary course of business, because she was helping business by subbing for cook who didn’t show.  This makes it appropriate that pship (which probably has insurance) bear liability.

ix) Partnership Agreements Can Provide for Exec Committees
(1) Management Committee

(a) Deals w/ problem of oppression – elected by pship as whole.  

(b) Allows functioning w/o chaos or stalemate.  

(2) Day v. Sidley & Austin
(a) Partner who didn’t get preferred office space in merger sues firm.  
(b) Misrepresentation:  
(i) P alleged that Sidley said he wouldn’t be worse off.  
(ii) Court rejects, because P was not deprived of any legal right as a result of his reliance.  His right to office space was not spelled out in PA.  

(c) Breach of fiduciary duties:  
(i) P claims Exec Comm breached fiduc duty by beginning negotiations w/ other firm before consulting w/ other partners.  

(ii) Rule:  Claim fails because the “essence” of fiduciary duty breach is self-advantage.  Court values private agreements made by sophisticated parties. 

x) Two-Person Pships:

(1) Can be between indivs or corps

(2) Structures of management:  

(a) Delegation – one partner manages.  Advantage is no deadlock.  But creates risk of oppression.  See Meinhard v. Salmon.

(b) Equality – either partner has full rights of management.  No deadlock and no oppression.  Problem is chaos.  

(c) Unanimity – Leads to deadlock.  No oppression or chaos.  

(3) Pship Agreement can select which management structure should apply.

(4) If partners haven’t agreed, we have to select a default rule.  

(a) Delegation does not work as default rule (law can’t pick b/w partners), so we have to choose between equality and unanimity.

(b) We can distinguish two kinds of situations –

(i) Ordinary course of business:

1. Rule of unanimity – leads to deadlock – and injury is severe (business grinds to halt)

2. Rule of equality – leads to chaos – but injury is moderate/low ( so we pick this!
(ii) Extraordinary situations:

1. Rule of unanimity – leads to deadlock – but injury is minor (you’re only deadlocked about things that rarely come up)

2. Rule of equality – leads to chaos – but now the cost is high (because any partner could drastically change the structure of the business)

(iii) Result:  The law chooses the rule of equality in ordinary situations and the rule of unanimity in extraordinary situations ( combination minimizes costs

10) Dissolution of Partnerships

a) Causes of Dissolution:
i) Note old aggregate theory:

(1) UPA (1914) 29: Dissolution is “the change in the relation of the partners caused by any partner ceasing to be associated in the carrying on as distinguished from the winding up of the business.”

ii) Court Ordered Dissolution:
(1)  For Impracticability:
(a) UPA (1914) § 32(1)(d): The court may order dissolution if a partner “so conducts himself in matters relating to the partnership business that it is not reasonably practicable to carry on the business in partnership with him.”

(b) UPA (1997) § 801(5)(ii): Partnership is dissolved“on application by a partner, [by] a judicial decree that . . . another partner has engaged in conduct relating to the partnership business that makes it not reasonably practicable to carry on the business in partnership with that partner.”

(c) Owen v. Cohen 

(i) Court orders dissolution b/c of continuous “overbearing and vexatious petty treatment” of P by D.  This made it “not reasonably practicable to carry on.”

(2) For Incapability, Prejudicial conduct:

(a) UPA (1914) § 32(1)(b):  The court may order dissolution if a partner “becomes in any way incapable of performing his part of the partnership contract
(b) UPA (1914) § 32(1)(c): The court may order dissolution if a partner “has been guilty of such conducts as tends to affect prejudicially the carrying on of the business.”
(c) G&S  v. Belman
(i) G&S sought dissolution of the partnership because Nordale started using cocaine, and his lifestyle in the apartment complex caused great tension w/ the other tenants.  
1. This would have been adequate to achieve dissolution, but N died first.  

(3) For unprofitability:
(a) UPA § 32(1)(e): a court may order dissolution if “the business of the partnership can only be carried on at a loss.”

(b) UPA (1997) § 801(5)(i): Dissolution may be ordered if “the economic purpose of the partnership is likely to be unreasonably frustrated.”

(c) Collins v. Lewis

(i) Collins supplies $ and Lewis supplies labor for planned cafeteria.  Following cost overruns, cafeteria finally starts to make $, and then Collins tries to squeeze L out, ostensibly b/c L was incompetent.  He institutes suit to obtain dissolution. However, jury found that L was a competent manager.  L had also kept up his repayments to Collins.

(ii) Therefore, court rejected request for judicial dissolution.  
1. This leaves parties with their inherent power to terminate the relationship, but this subjects them to liability for breach of K.
(4) Court ordered dissolution is not effective until court enters order.  G&S v. Belman.

iii) Dissolution by Express Will:
(1) Violation of PA: 
(a) UPA § 31(2): Dissolution is caused “in contravention of the agreement between the partners . . . by the express will of any partner at any time.”

(2) No violation of PA if no fixed term or undertaking:  
(a) UPA § 31(1)(b): dissolution is caused, without violation of the agreement between the partners, “by the express will of any partner when no definite term or particular undertaking is specified.”

(b) UPA (1997) § 801(1): A partnership is dissolved . . . upon the occurrence of . . . the following . . . in a partnership at will, the partnership’s having notice from a partner . . . of that partner’s express will to withdraw as a partner . . . .” 
(c) Page v. Page:
(i) After 8 years of unprofitability, partnership finally starts to make profit.  One partner owns the creditor corporation.  Despite improvement, creditor-partner seeks termination.  No written partnership agreement.

(ii) Based on review of evidence, court finds no definite term for pship, so it grants dissolution.  

1. Court rejects implied term that pship will continue until pship repays its debts.  
(iii) However, other partner can still bring claim for breach of fiduciary duty on theory that P sought to expropriate the new prosperity of pship w/o adequately compensating co-partner.  
(3) No violation of PA if fixed term expires or undertaking complete:
(a) UPA § 31(1)(a): dissolution is caused, without violation of the agreement between the partners, “by the termination of the definite term or particular undertaking specified in the agreement.”

(b) UPA (1997) § 801(2)(ii): a partnership is dissolved, and its business must be wound up, . . . upon the occurrence of the following . . .: “the expiration of the term or the completion of the undertaking.”

b) Consequences of Dissolution – Wrapping Up
i) Winding Up Process:

(1) Marshall all the assets

(2) Liquidate the assets

(a) Sale to the public – but these sales tend not to work, since assets are often hard to value for third parties

(i) Partners can bid w/ paper money

(ii) Or creditors can bid on the asset – e.g. a bank.

(iii) Result is that assets set sold below value – This is unfair to partner in the weaker financial position.  

(b) Problems w/ public sale leads to the buyout – court sets price.  

(i) But this raised difficult problem of valuing property – see Disotell

1. Appraisers expensive and unreliable

2. Also difficult to value a future interest in property based on profits

(3) Pay off all creditors in order of priority

(a) If can’t pay off all, must determine order of priority

(4) Distribute the remainder to the partners in proportion to their interest

ii) UPA:
(1) Right to damages against wrongful dissolver:
(a) UPA § 38(2)(a)(II): “When dissolution is caused in contravention of the partnership agreement . . . each partner who has not caused dissolution wrongfully shall have . . . the right, as against each partner who has caused the dissolution wrongfully, to damages for breach of the agreement.”

(2) Right of non-breaching partners to continue business after compensating wrongful dissolver (less damages):
(a) UPA § 38(2)(b)“The partners who have not caused the dissolution wrongfully, if they all desire to continue the business in the same name . . . may do so . . . . provided they . . . pay to any partner who has caused the dissolution wrongfully, the value of his [or her] interest in the partnership at the time of dissolution, less any damages. . . .”

(b) Pav-Saver Corp. v. Vasso Corp.

(i) Partnership agreement provided:
1. On dissolution Dale gets his patents back.
2. Breaching partner has to pay liquidated damages.
(ii) Dale breaches, but court refuses to enforce patent provision:
1. Court says that UPA 38(2)(b) governs – Vasso has right to continue the business, and this right would be rendered meaningless w/o the patents.  
(3) Don’t include ‘good-will’ of business in calculating value of wrongful dissolver’s interest.  
(a) UPA 38(2)(c)(II): “If the business is continued . . . [a partner who has caused the dissolution wrongfully shall have] the value of his interest in the partnership, less any damages caused to his co-partners by the dissolution, ascertained and paid to him in cash . . . but in ascertaining the value of the partner’s interest the value of the good-will of the business shall not be considered.”

(i) If partner has ceased wanting to be part of the going concern, it does not make sense to compensate them for the value of the good will being maintained by other partner.
(b) UPA 1997 does not include good-will exception!
(c) Pav-Saver Corp. v. Vasso Corp.

(i) Dale gets paid for his stake in the business, less damages.

(ii) But Dale can’t get value of the patents, which are part of the good-will of the business.  
1. Note that it’s strange to include patents in good-will – intellectual property is an asset that has value.  Good-will generally refers to the business/brand’s reputation.
iii) Court-ordered Auction Sale:
(1) Prentiss v. Sheffel – 
(a) Three person pship.  Minority (15%) was a deadbeat (failed to contribute to operating loss), so other two sought dissolution to squeeze out.  Court found no wrongful purpose on part of two dominant partners in attempting to continue business – minority P was a deadbeat! 
(b) 15% partner objects to use of “paper dollars” by others at auction – court rejects because 15% P also could use his paper dollars, and b/c overall sale price higher b/c of their participation.  
(i) Rule:  Always okay to bid paper dollars.  
(2) Note:  Partners likely to have advantage at auction b/c better idea of true value of the property.  Difficult for 3rd parties to determine true value. 

iv) Court-ordered Buyout:

(1) Disotell v. Stiltner:
(a) Pship to build hotel.  S provides land, D provides labor, promises to pay for half the value of the land out of the hotel’s profits.  Dispute arises when S refuses to install sewer line, allow D onto property.  

(i) D sues, claiming S wrongfully caused dissolution, but court finds that neither party was at fault.  
(b) Buyout:  Court upholds trial court’s decision to let S buy out D’s stake, rather than mandate liquidation.

(i) UPA 38(a) does not mandate liquidation.  Buyout is permissible b/c it reduces economic waste caused by appointing receiver and conducting sale.  

1. Note that state courts differ on whether UPA 38(a) mandates liquidation.  

(ii) Fair Price:  The trial court erred in not determining buyout price with reference to objective evidence of the value of D’s pship interest, including the land and building that S contributed.  
(c) Court says D does not have to pay for the half value of the land, and he gets compensated for the work he did.  (Why??)

c) Sharing of Losses:

i) Partner’s contribution toward losses determined according to share of profits
(1) UPA § 18(a): “Each partner . . . must contribute towards the losses . . . sustained by the partnership according to his [or her] share of the profits.”

(2) UPA (1997) § 401(b): “Each partner is . . . chargeable with a share of the partnership losses in proportion to the partner’s share of the profits.”

ii) Services-only exception to allocation of losses:
(1) Some courts recognize rule that service-only partners do not have to contribute to losses.  This is based on rationale that partner who provides services has also lost something – the value of his labor.  Rather than try to place a value on labor (which is administratively difficult), the court provides a bright-line rule that services-only partner not liable.  

(a) Problems w/ bright line rule:

(i) If PA requires services-partner to provide minimal capital contribution ( services-partner has to bear the loss 

(ii) If total loss exceeds value of labor provided, then creditor-partner has to bear unfair burden of loss.  

(2) Kovacik v. Reed
(a) Court applies services-only partner rule.
d) Buyout Agreements:
i) Partnership Agreements can contain buy-out provisions that allows partner to end their relationship with firm in exchange for payment for her interest in the firm.  

ii) Factors to consider in framing such agreements:

(1) Trigger events:  Death, disability, and/or at will

(2) Obligation to buy versus option 

(3) Price: Book value, appraisal, formula, set price each year, relation to duration

(4) Method of payment: Cash, installments

(5) Protection against debts of partnership

(6) Procedure for offering either to or sell: first mover set price vs. first mover sets others to set price

iii) PA’s can be designed to deter partners from leaving:
(1) G&S v. Belman
(a) Pship agreement provided that upon trigger event (here, death), the partner would be entitled to:

(i) Partern’s share of the “capital account” 

1. Capital account = 
a. Total cash initially contributed by partner 
b. MINUS any profit distributions to partner 
c. MINUS partner’s pro rata share of pship’s losses
2. Capital account can be negative.  (E.g. if pship sustains losses, or there are large profit distributions.)

(ii) PLUS an amount equal to the average of prior three years profits actually paid to the general partners.
(b) Here, Nordale’s capital account was negative, so his estate actually OWED the pship money.  
(i) But his 25% INTEREST in the pship had a positive value b/c the pship’s assets (real estate) had high value.  Thus, if judicial dissolution had gone forward, he would have received a lot more.

e) Winding Up Unfinished Business
i) Two rules:

(1) Partnership Agreement governs how to split up interests upon dissolution.  
(2) If PA is silent, then interests are allocated according to share of pship’s profits (UPA 18(a)

ii) Jewel v. Boxer – 

(1) PA is silent, so divide up attorneys fees for post-dissolution work according to pro rata share in partnership, not based on quantum meruit.

(2) Pre-dissolution work is always based on pship share

iii) Meehan v. Shaughnessy – 

(1) Pship agreement had “fair charge” provision for cases rightfully removed ( quantum meruit

(2) For cases wrongfully removed, Court allocates damages according to the Sharing rule (stake in the partnership)

INTERMEDIATE FORMS

11) Limited Partnerships
a) General principles:

i) Limited Partner’s Risks:

(1) Managing partner may abuse the trust (see Meinhart v. Salmon)
(2) Managing P may be incompetent, and the financier is on the hook

(a) Remedy:  Fiduciary duty claim.  

ii) Limited partner’s liabilities:

(1) No liability to creditors for the firm’s losses

(2) But can lose value of investment.  

iii) Limited partner thus similar to shareholder in a corporation:
(1) LP can’t control the business

(2) Limited pships can be sold as a security.  

b) RULPA: 

i) General partner in LLP is like a general partner in normal pship
(1) 404(a) “Except as provided in this Act or in the partnership agreement, a general partner of a limited partnership has the rights and powers and is subject to the restrictions of a partner in a partnership without limited partners.”
ii) Liability of Limited Partner:
(1) LP not liable unless he participates in control of the business
(a) 303(a) “Except as provided in subsection (d), a limited partner is not liable for the obligations of a limited partnership unless . . . he participates in the control of the business.”

(b) Holzman v. De Escamilla

(i) Limited Partners who invested in cash-poor farm are liable for its losses because they participated in control of the business:  
1. Power of the purse:  Together they had power over pship’s funds.  Gen’l Partner could not sign check w/o permission from one of them.  
2. They vetoed Gen’l Partner’s choices of crops. 
3. They required manager to resign and selected successor 
(2) Consulting and advising does not constitute control
(a) 303(b) “A limited partner does not participate in the control of the business within the meaning of subsection (a) solely by doing one or more of the following: . . . [c]onsulting with and advising a general partner with respect to the business of the limited partnership;”

(3) Limits on LP’s liability:
(a) 303(a) “…However, if the limited partner participates in the control of the business, he is liable only to persons who transact business with the limited partnership reasonably believing, based upon the limited partner’s conduct, that the limited partner is a general partner.”

c) Corporation as Sole General Partner in a Limited Partnership
i) With this form, no individual is liable for the debts of the pship.  This is an accepted form of tax shelter.  
(1) Limited partners must respect the form in order to make it effective.  
ii) Frigidaire Sales Corp. v. Union Properties, Inc.
(1) Corporation is the sole general partner in a business.  The managers of the corp, M and B, are also limited partners in the same business.

(2) Court holds that limited partners can’t be held liable for the limited partnership’s losses as long as they conscientiously keep the affairs of the corporation separate from their personal affairs.  

(a) Thus, the rights of a creditor to a limited partnership with a corporate general partner can only be vindicated on a “piercing the veil” theory.  

12) Limited Liability Partnerships
a) ADVANTAGES 
b) Just need to file a form to become an LLP.  
c) RUPA
i) 306(c) ““An obligation of a partnership incurred while the partnership is a limited liability partnership, whether arising in contract, tort, or otherwise, is solely the obligation of the partnership. A partner is not personally liable, directly or indirectly, by way of contribution or otherwise, for such an obligation solely by reason of being or so acting as a partner.”

d) Note that most LLP statutes provided limited liability only for tort, not for contractual obligations, although a few provide protection for both
13) Limited Liability Companies
a) ADVANTAGES
b) ULLCA:
i) Agent’s ability to bind the LLC in K:
(1) Members are agents whose acts in the ordinary course of business bind the company
(a) 301(a) “[subject to subsections (b) and (c),] each member is an agent of the limited liability company for the purpose of its business, and an act of a member, including the signing of an instrument in the company’s name, for apparently carrying on in the ordinary course the company’s business or business of the kind carried on by the company binds the company . . . .”

(b) Limits: 
(i) Member can’t bind if no actual authority AND counterparty on notice 
1. 301(a) “…unless the member had no authority to act for the company in the particular matter and the person with whom the member was dealing knew or had notice that the member lacked authority.”

(ii) Member of manager-managed company is not an agent:
1. 301(b)(1) “[I]n a manager-managed company: a member is not an agent of the company for the purpose of its business solely by reason of being a member.”

(2) Acts outside ordinary course bind company only if authorized by other members
(a) 306(a)(2): “An act of a member which is not apparently for carrying on in the ordinary course the company’s business or business of the kind carried on by the company binds the company only if the act was authorized by the other members.”

(3) Agency HYPOS:
(a) LLC w/2 people. Grocery. Bread supplier (Nabisco). 
(i) One of the members makes a contract to buy bread on behalf of LLC. Does that bind LLC?  Yes, under 301(a).  
(ii) If Nabisco had been told by other party that LLC would not be bound by other partner’s buying bread, can LLC be bound?    
1. Contrast basic partnership rules – pship could be bound.
2. But in this case, Nabisco could still enforce—you’d need the “LLC” to disavow and the one member can only do that through LLC governing documents.
(iii) If LLC is manager-managed, and member makes unauthorized K w/ Nabisco, is LLC bound?
1. No, as long as LLC did not make representation that created apparent authority.  Member has no inherent agency power.   

ii) Governance: Member-Managed vs. Manager-Managed:
(1) Designation in articles:
(a) ULLCA 101(11): “’Manager-managed company’ means a limited liability company which is so designated in its articles of organization.”

(b) ULLCA 101(12): “’member-managed company” means a limited liability company other than a manager-managed company.”

(2) Member-Managed ( members get equal rights; majority rules
(a) ULLCA 404(a) “In a member-managed company: 

(i) (1) each member has equal rights in the management and conduct of the company’s business; and 

(ii) (2) except as otherwise provided in subsection (c), any matter relating to the business of the company may be decided by a majority of the members.

(3) Manager-Managed ( managers get equal rights; one manager or majority rule; members select managers by majority
(a) ULLCA 404(b) “In a manager-managed company: 

(i) (1) each manager has equal rights in the management and conduct of the company’s business;”

(ii) (2) . . . any matter relating to the business of the company may be  exclusively decided by the manager, or, if there is more than one manager, by a majority of the managers; . . .”

(iii) (3) a manager: 

1. (i) must be designated, appointed, elected, removed, or replaced by a vote, approval, or consent of a majority of the members; and 

2. (ii) holds office until a successor has been elected and qualified, unless the manager sooner resigns or is removed.”

iii) Governance:  Operating Agreements
(1) Members may enter into operating agreement; ULLCA provides default rules
(a) ULLCA §103: “all members of a limited liability company may enter into an operating agreement, which need not be in writing, to regulate the affairs of the company and the conduct of its business, and to govern relations among the members, managers, and company. To the extent the operating agreement does not otherwise provide, this [Act] governs relations among the members, managers, and company.”

(2) If conflict, operating agreement governs internally; articles of organization govern for external persons who rely on articles
(a) ULLCA §203(c): “[I]f any provision of an operating agreement is inconsistent with the articles of organization: 

(i) (1) the operating agreement controls as to managers, members, and members’ transferees; and

(ii) (2) the articles of organization control as to persons, other than managers, members and  their transferees, who reasonably rely on the articles to their detriment.”

(3) Elf Atochem v. Jaffari
(a) In Elf Atochem the operating agreement’s forum selection clause was binding on those involved in LLC.  “The policy of freedom of contract underlies” the LLC act.
(i) BUT can’t waive good faith, access to info, duty of care, loyalty, or unreasonably reduce the duty of care. ULLCA § 103*
c) LLC Must Disclose Its Status
i) Water, Waste, & Land, Inc.
(1) 3rd party didn’t know it was dealing with LLC because of sketchy business card which just gave company name.  3rd party could have looked up name w/ secretary of state, but court says it doesn’t have to.  
(2) Rule:  Merely creating an LLC is not sufficient to protect member from liability if they deal with a 3p.  LLCs must inform 3rd parties they are dealing with an LLC.
d) Piercing the LLC Veil:
i) Kaycee Land and Livestock v. Flahive
(1) Tough thing in veil piercing context for LLC is that veil piercing all about formality and there are very few with LLCs.

(2) “We can discern no reason, in either law or policy, to treat LLCs differently than we treat corporations.” KayCee.
(a) Allowed where managers don’t follow all formalities.
e) LLC and “securities”

i) 16(b) Glynn -- LLC ownership interest found not a security

(a) Security:

(i) (1) investment of money (2) in a common enterprise, where (3) profits are to come solely from the efforts of others. (Howey test).

1. solely: Might be too strict, said Glynn court. 

(b) For LLCs, look to “Economic reality”—whether investor “is left unable to exercise meaningful control over his investment.”
14) Business Trusts
a) Newest form on the scene.  Most friendly to business people.  (See supplemental readings.)

b) Structure:

i) Trust corpus – element of value, assets or $$

ii) Trustee manages on behalf of beneficiary

iii) Settlor sets it up

c) Lots of reasons that traditional trust doesn’t seem like a good vehicle

i) Rule against perpetuities

ii) Limits on investments

iii) Strong norms of fiduciary duty

iv) Decision processes may require unanimity

d) Business trust advantages

i) Most flexible form of business entity, because all of the limits of the trust have been chucked out

ii) Popular in subprime transactions!!

CORPORATIONS
15) Role and Purposes of the Corporation
a) Dodge v. Ford Motor Co.
i) Ford hoards cash and initiates plans to build smelter that will allow him to drop prices.  He also refuses to issue dividend to Dodges (minority SH’s).  
ii) Business Judgment Rule:
(1) Court says it is okay for Ford to expand the operations by building the smelter – this is classic example of a business judgment that court will not second guess
iii) Decision not to pursue profits constitutes lack of good faith:
(1) Special must be issued if: 
(a) Company will have surplus of profits which it can divide among stockholders w/o detriment to its business

(b) Failure to do so will constitute fraud or breach of good faith 

(2) Court says that Ford’s plan will actually lose it money b/c it’s for good of humanity, so good faith test not met.

(a) Note that this analysis is retarded.  Ford’s being anticompetitive.  

b) Charitable Donations

i) Smith v. Barlow
(1) SH objects to donation of gift on ground that it wasn’t part of corporate charter.  
(2) Court says donations are good for the company (good will), good for the country (freedom from commies!), and necessary because of structural changes to economy (heavy indiv taxation)
c) Business Judgment Rule

i) Shlensky v. Wrigley
(1) Cubs did not play games at night.  Every other team played night games.  Cubs had lower attendance for weekday day games.  Court rejects b/c of business judgment rule.  
(2) Doctrinal Rule:
(a) Courts should not interfere unless D’s conduct shows fraud, illegality, or conflict of interest.  
(3) D’s also failed to adequately allege damages to the corporation – needed to allege that changed policy would have resulted in net benefit to the corp, and that other factors were not affecting attendance.  
16) Formation of Corporation
a) Limited liability status can only be obtained by following formal steps

i) Contrast partnership, which can be formed w/o formalities – just by behavior.  

ii) We want creditors to be on notice that entity has limited liability

b) Counter-Party Estopped from Denying Corp’s Existence:

i) SG Marine v. Camcraft
(1) SG claimed to be incorporated in Louisiana, but it in fact wasn’t.  Camcraft breached, and SG sued to enforce K.  Camcraft claimed SG was a valid corporation, and that K was not binding.  
(2) Court applies an estoppels – Camcraft can’t deny the existence of SG.  
(3) Rationale:  Camcraft shouldn’t have no consequence for its own breach while SG has to pay if it breaches.  Also don’t want to parties to have to check corporate status of their counter-parties.
17) The Corporate Veil
a) It’s very difficult to pierce the corporate veil.  We have very strong norm of enforcing limited liability.
b) Values served by veil-piercing:
i) Adequate capitalization:

(1) We could have a rule requiring companies to always have a positive net worth, so that they have minimum capital.  

(2) We do have minimum capital reqts for certain kinds of firms (e.g. banks)

(3) One way to understand veil-piercing rule about capital is a last-ditch effort to require minimum capital – courts are increasingly unwilling to enforce this requirement in any serious way

ii) Alter ego rules protect against unethical business behavior – e.g. self-dealing

iii) Significant public values -- e.g., breast implant case – mass tort w/ huge injury to the public

c) Walkovszky v. Carlton
i) C ran ten separate two-car taxi companies.  P injured by one.  P sues C personally and all ten corps on a piercing the corporate veil theory.  
ii) Veil piercing –
(1) The privilege of escaping liability has limits.  Courts will disregard corporate form when necessary to “prevent fraud or achieve equity.”  
(a) “[W]henever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts ‘upon the principle of respondeat superior.’”

(2) Once veil pierced, the courts look to the general rules of agency in determining whether liability should be extended an asset beyond corp’s control.
iii) Two veil-piercing theories (which can be alleged in the alternative):
(1) Single-entity theory – that all the corporations are really one.  If this is established, P can recover from all the corporations (but not D’s individual assets).

(2) Alter ego theory – the corporations are all an alter ego of the individual owner.  This lets the P recover from D (and from all the corps, whose assets are owned by D).  P must allege that the owner was conducting business in his personal capacity.  

(a) Standard: P carries heavy burden.  The corporate form cannot be disregarded just because the assets of the corporation, along with the insurance of the vehicle, are inadequate to adequately compensate plaintiff.  
1. It is the role of the legislature to establish minimum insurance.  
iv) Result:  Court dismisses alter ego theory on pleadings, but lets single-entity proceed.
d) Sea-Land v. Pepper Source
i) Marchese uses PS for personal expenses, commingles funds, etc. (e.g. photo of self w/ Bush, borrowed money from corp accounts, no personal bank account).  SL successfully sues to peirce veil.  
ii) Two-part veil-piercing test:
(1) Unity of interest and ownership

(2) To not pierce the veil would sanction a fraud or promote injustice

iii) Factors for Unity of interest:

(1) Corp formalities

(a) Minutes meetings, shareholder meetings, bylaws (a good lawyer would tell a client to comply w/ all this)

(2) Commingling of funds/assets

(3) Undercapitalization

(a) Every single company is undercapitalized when a P wants to pierce

(4) One corp treats the assets of another as its own

iv) Sanctioning a fraud or promoting injustice:

(1) Pederson test:

(a) Some element of unfairness

(b) Something akin to fraud or deception

(c) The existence of a compelling public interest

(2) In all cases, courts found some “wrong” beyond creditor’s inability to collect would result from not piercing the veil.  

(a) Examples:

(i) Unjust enrichment, 

(ii) Parent corp caused subsidiary to take on liabilities and to not have enough assets to pay for them, 

(iii) Intentional scheme to squirrel assets into liability-free corp while moving liabilities into asset-free corp

(b) None of these require fully proving intent to defraud; just need to show “the kind of injustice” warranting use of court’s equitable power to prevent “injustice”

v) GM thinks that this is not a clear standard – courts use veil-piercing when they think the owner is sleazy
e) Roman Catholic Archbishop of SF v. Sheffield
i) S made K w/ Hospice in Switzerland.  Hospice breached.  S brings suit against Archbishop of SF on alter ego theory.  Court rejects.
ii) Alter ego theory standard:
(1) There must be such a unity of interest and ownership that the individuality, or separateness, of such person and corporation has ceased, and
(a) Factors:  commingling of funds/assets, holding out by one entity that it’s liable for the debts of another, identical equitable ownership in the two entities, use of same offices and employees, use of one as a mere shell for the other
(2) The facts are such that an adherence to the fiction of separate existence would sanction a fraud or promote injustice.  
iii) Application:
(1) Bishop has no business dealings w/ Hospice.
(2) There’s no respondeat superior b/w subagents.  
(a) Claim that both controlled by the Pope is not sufficient.  
(3) The fact that P will not be able to collect is not sufficient for sustaining veil piercing
f) Parent/Subsidiary Veil-Piercing:
i) Normal rules of agency don’t apply – can’t hold parent liable simply for having subsidiary as its agent ( this would undermine principle of limited liability.  
ii) In Re Silicone Gel Breast Implants
(1) MEC, the manufacturer and supplier of breast implants, is wholly-owned subsidiary of Bristol.  
(2) Two theories of liability:
(a) Corporate control (veil-piercing!):
(i) Standard:  Totality of the circumstances must be evaluated in determining whether subsidiary is mere alter ego of the corp
1. Delaware does not require a showing of fraud.  
2. Some jurisdictions that require showing of fraud, injustice or inequity in a K case do not require such a showing in tort context.  (In K, injured party willingly transacted w/ subsidiary.)
(ii) Factors:  Common directors or officers; common business depts.; consolidated tax returns; parent finances subsidiary; parent caused incorporation of subsidiary; subsidiary operates w/ grossly inadequate capital; parent pays salaries/expenses of subsidiary; parent provides all subsidiary’s business; parent uses sub’s property as its own; daily ops not kept separate; failure to observe basic corp formalities (sep books and SH and board meetings)
(iii) Application:  MEC lacked sufficient funds to satisfy claims; Bristol let its name appear on ads and product.  This is sufficient to survive SJ.
(b) Direct liability:
(i) Negligent undertaking theory (Rest. 2d Torts 324A):  one who undertakes to render services to 3P is subject to liability for failure to exercise reasonable care if his failure increased the risk of harm or the harm is sufferered because of a reliance by the 3P
1. Bristol’s allowing name to be on product to confidence and sales constituted holding itself out as supporting the product.  
(3) Note:  This is not typical veil-piercing case.  Mass tort, mult-district class action arising from huge injury to the public ( significant public values at stake
18) Shareholder’s Derivative Litigation
a) Introduction:
i) Derivative action allows shareholder allowed to sue on behalf of the corporation.  Shareholders seek to enforce the corporation’s claim against the managers for their breach of fiduciary duty against the company.
(1) This responds to the problem that managers have fiduciary duty as the ones who are in charge, yet they are also expected to police themselves.  
ii) Problems:
(1) Corp is a separate legal entity that’s capable of acting on its own.  If we allow shareholders to sue, then this seems to pull us back in the direction of an aggregate theory of the corporation.

(2) Remedy puts the shareholder, for a brief and limited purpose, into the role of managing the company.  Managers are ousted from their role.

(3) Collective action problem – only one shareholder will bring action.  

(a) This raises question of whether they will be a good agent of the company (are they the right SH to lead the case, etc?).  

(b) Conflict is exacerbated because the attorneys are the ones really driving the lawsuit.  

iii) Regulatory Mechanisms seek to limit these problems:
(1) Security for costs and fee shifting statutes
(2) Demand requirement
(3) Special litigation committees
b) Direct vs. Derivative Actions:
i) New York:

(1) Eisenberg v. Flying Tiger Line
(a) P seeks to enjoin company reorganization.  He argues that his action is direct, not derivative.  (Significance:  NY has security for costs statute.)
(b) New York Rule:  
(i) Derivative – injury to the corporation
1. NY Statute:  Action is derivative only if brought in the right of a corporation to secure a right “in its favor.”  Therefore, a judgment seeking to enjoin corporate action is not derivative.  
a. This, plus caselaw, undermines prior Gordon rule:
i. Derivative action = trying to compel a corporate act
ii. This had effectively classified all SH actions as derivative
(ii) Direct – injury to the plaintiff as a stockholder (e.g. act which prevents SH from participation in affairs of the corporation)  
1. Eisenberg alleges that reorganization and merger deprived him and fellow stockholders of right to vote.
ii) Delaware:
(1) Grimes v. Donald
(a) CEO Donald gets insanely lucrative compensation agreement, which includes provisions for termination w/o cause.    
(b) Delaware Rule:  
(i) Distinction depends on:
1. the nature of the wrong alleged;
2. the relief if any, which could result if P were to prevail.  
(ii) Basically, an action is derivative if it seeks money damages to the company.  Otherwise, it’s direct.  
(c) Application:  
(i) Due care, waste, and excessive compensation claims are derivative.   
(ii) Abdication claim:
1. P claims that termination w/o cause provision constitutes abdication by the board, because it limits their ability to replace him in the future.
2. Since Grimes seeks only a declaration that the Agreement is invalid, this is a direct action.  
3. However, on the merits, court rejects abdication claim pursuant to the business judgment rule – business decisions are not an abdication “merely because they limit a board’s freedom of future action.”  
a. Courts will respect board’s judgment that market for senior management demands significant severance packages.
c) Security for costs and Fee Shifting (and Erie!)
i) Cohen v. Beneficial Indust. Loan Corp
(1) Derivative action in which P has tiny amount of stock (0.0125% of total).  
(2) NJ statute:
(a) Security:  P must post if he owns less than 5% of outstanding shares and if his stock is worth less than $50K
(b) Fee shifting rule for derivative actions – discourage strike suits
(3) Holding:  This is an Erie case decided pre-Hanna v. Plumer.  Court holds that NJ rule trumps federal rule
d) Demand Requirement

i) Corresponds to the fundamental rule that directors manage the affairs of the corporation.  If the claim belongs to the corp, then ordinarily the corporation, acting through its board, must make the decision whether or not to assert the claim.   
ii) Purposes: 
(1) Relieve courts from deciding matters of internal corporate governance
(2) Prove corp boards w/ reasonable protection from harassment by litigation
(3) Discourage strike suits
iii) Delaware Approach – Disjunctive:
(1) Basic Rules:

(a) Q1:  Direct or Derivative?
(i) If Direct, then sue directly.  
(ii) If Derivative, go to Q2.
(b) Q2:  Either make demand or don’t make demand.
(i) If make demand, then:
1. If accepted, the company takes over claim.  
a. Company can drop case or settle for peanuts.  If you challenge settlement, you’ll likely lose on the BJR.  
2. If rejected, then you can challenge the wrongful refusal.  
a. But this is hard to win on too, because the unconflicted board members will make the decision, and then invoke the business judgment rule
(ii) If no demand made, then Court determines whether demand was excused:
1. Demand excused if:
a. A majority of the board has a material financial or familial interest
b. A majority of the board is incapable of acting independently for some other reason, such as domination or control (hard to show)
i. Note that demand not excused simply b/c P sues all directors
c. The underlying transaction is not the product of a valid exercise of business judgment (also hard to show)
2. Consequence:
a. If excused, then suit continues.  
b. If not excused, then suit dismissed.
(2) Delaware Demand Excusal

(a) Grimes v. Donald (cont.)
(i) See facts above.
(ii) Two key standards for pleading/proving:
1. Low burden of proof for demand excusal:
a. Shareholder need only establish a “reasonable doubt” that the board is capable of making an independent decision to assert the claim if demand were made.
i. This low std mitigates difficulty of 3 ways of showing demand excused.  
2. Heightened pleading standard:
a. Shareholder must “allege with particularity” the reasons for reasonable doubt that board capable of making independent decision.  .
i. P expected to use the “tools at hand” to obtain relevant info prior to suit.  This includes right to inspect company books and records, SEC filings (10k’s, 10q’s, 8k’s, contracts), the media, private investigators.
ii. But note that most of these unhelpful.  Media most useful.  PI’s somewhat but ethical issues.  SEC filing unlikely to admit conflict but may contain transaction details.  
3. Note that Chancery Judge has lots of DISCRETION as a result of this combo of standards.  
(iii) A plaintiff who makes a pre-suit demand waives their claim that demand was excused.  
(3) Delaware Wrongful refusal
(a) Grimes v. Donald (cont.)
(i) Rights of Demander:  
1. SH who makes demand is entitled to know promptly what action board has taken.  
2. In addition, SH has right to use the “tools at hand” to obtain relevant records reflecting the corporate action in order to determine whether there demand was wrongfully refused.  
(ii) Standard for Showing Wrongful Refusal:  
1. If demand made and rejected, board entitled to presumption of the BJR.  
2. SH can overcome the presumption and claim wrongful refusal if he can allege particular facts creating a reasonable doubt that the board acted independently or with due care in responding to the demand.  
(iii) Application:
1. P loses wrongful refusal claim because he offered only conclusory allegation that the board’s refusal could not have been result of an adequate, good faith investigation since the Board declined to act on the demand.    
iv) New York Approach:
(1) New York does not adopt the “reasonable doubt” standard of Delaware – too subjective.  NY also adds a provision regarding directors failing to inform themselves adequately.  But otherwise pretty similar.  
(2) Marx v. Akers
(a) Board (both execs and independents) voted to increase their compensation.  P filed derivative suit w/o making demand.
(b) Demand would be futile if complaint alleges that:
(i) Majority of the directors are interested in the transaction; or
(ii) Directors failed to inform themselves to a degree reasonably necessary about the transaction; or  (Delaware doesn’t have this.)
(iii) The challenged transaction was so egregious on its face that it could not have been the product of sound business judgment of the directors.  
(c) Demand futility must be pled with particularity with respect to each member of the board alleged to be interested.  It is not sufficient to simply name each of the board members a defendant.  
(d) Application:
(i) Directors voting on their own compensation are always interested.  
(ii) Demand excused w/ respect to the compensation of the independent directors, because they constituted a majority of the board.  
(iii) Demand not excused w/ respect to the compensation of the executive directors, because they were a small minority on the board.  
a. Bright line rule!  But doesn’t make a lot of sense here b/c execs make so much more.  
v) Universal Demand Requirement
(1) ALI recommendation (adopted in some states):

(a) Demand must be made in every derivative action, but if rejected the plaintiff may  proceed without having to establish futility.

e) Special Litigation Committees
i) Boards can delegate power to SLC’s to determine whether to terminate a derivative suit being prosecuted on behalf of the company.
ii) Burden is on SLC
iii) Discovery is available into various issues, including independence.  
iv) New York Rules:
(1) Auerbach v. Bennett
(a) SLC composed of three members of the board who joined after alleged bribes and kickbacks to foreign gov’ts occurred conducted internal investigation and recommended termination of SH derivative action.  Court upholds.  
(b) NY’s two-part inquiry for SLCs:
(i) SLC’s Independence – 
1. Court rejects challenge: 
a. SLC members joined after challenged transactions
b. Court rejects argument that existing board was tainted and should not have been able to delegate authority to SLC – this would render corp powerless
(ii) SLC’s Procedures –
1. SLC must pursue their chosen investigative method in good faith.  Investigation can’t be so restricted in scope or so pro forma as to constitute a sham.  
2. SLC’s actions in Auerbach showing good faith: Engage eminent special counsel; review and test work of audit committee; reviewing transcripts and documents; interview with directors and auditors; questionnaires to nonmanagement directors; obtain legal advice at conclusion.  
(c) If the SLC is independent and follows proper procedures, the business judgment rule forbids judicial inquiry into the substantive decision, which involves balancing numerous factors (legal, ethical, commercial, PR, etc.).  
v) Delaware Rules:
(1) Zapata Corp. v. Maldonado
(a) Similar to Auerbach.  There’s an existing derivative suit, the company forms an SLC, which conducts investigation and then files to terminate suit.  Court upholds.  
(b) SLC’s legitimacy:
(i) Del. Corp Law 141(a):  “the business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors, except as may be otherwise provided in this chapter ore in its certificate of incorporation.”
1. This gives board power to delegate to the SLC to make decisions.  The taint of interest of board majority is not per se bar to delegation.  
(ii) However, Delaware rejects the NY Auerbach rule for SLCs:
1. Must give effect to court finding that the Board was conflicted and demand was not required.  
2. Problems that SLC chosen by board and may have subconscious bias, etc.  
(c) Del’s two-part inquiry for reviewing SLC motion to terminate:
(i) First, court must assess three things, with the burden on the SLC to show:
1. SLC’s independence
2. SLC’s good faith
3. The reasonable basis supporting SLC’s conclusions.  
(ii) Second, court must exercise its “own business judgment” about whether the suit should continue.  
1. Court should weigh the corporate interest in dismissal, and also give special consideration to matters of law and public policy. 
vi) SLC Independence
(1) In Re Oracle Corp. Derivative Litigation
(a) Software company’s Board delegates power to two outside directors to lead SLC to determine whether to prosecute insider trading claim against directors. 
(b) Issue is the SLC’s Independence – look to the SLC’s impartiality
(i) Facts for independence: 

1. SLC only received comp as directors; Not on board at time of wrongdoing; Willing to return compensation; Absence of material ties b/w Oracle/Trading Defs and SLC; tenure = intellectual freedom; child rejected from Stanford
(ii) Facts against independence:
1. Stanford connections – both profs and on same institute; one D a Stanford alum and donor; CEO major donor and talked about endowing program
(iii) Holding:
1. SLC failed to meet its SJ burden to demonstrate absence of dispute of fact about its independence
a. Loyalty part of human nature and institutional culture.  
b. Don’t just look to financial relationships.  
c. CEO considering extremely large donation.
2. SLC’s claim of ignorance unconvincing.  
CORPORATIONS -- DUTY OF CARE

19) Duty of Care
a) Contrast duty of care w/ duty of loyalty

i) DoC – BJR & light scrutiny

ii) DoL – No BJR & strict scrutiny

iii) Thus, business judgment rule generally protects good-faith decisions made by managers when conflict of interest is not present.
iv) This places extreme pressure on the initial classification, which is likely to be outcome-determinative.  In corporate law, if duty of loyalty is involved, then much more likely to win.
(1) The difficulty is that the cases don’t break down cleanly into two broad fact patterns.  

(2) Note that courts could have sliding scale of scrutiny based on degree of conflict of interest (cf. intermediate scrutiny).  

(3) In practice, Miller thinks that decisions reflect middle grounds – where courts detect odor of conflict they may apply subtly heightened scrutiny 

b) Different mechanisms for court review of business judgment:

i) Court’s own bus judgment (Zapata applies to SLC, but it could conceivably be applied more broadly)

ii) Gross negligence standard (Van Gorkom) 

(1) Courts deal w/ negligence all the time.  

(2) Unlikely there will ever be another VG

(3) Hard to develop into workable standard

iii) Good faith (Disney)

(1) Not clear what this means – separate from duty of due care & duty of loyalty

iv) Shaming for failing to meet best practices (Disney)

v) Liability for failing to implement internal controls (Caremark)

(1) Board immunized for having adequate controls

c) Note that the Market plays the principal role in inducing due care by corporate managers.  

i) Though our confidence in the market has to have been shaken in the last few months.  We can over-incentivize short-term results.  
d) BJR prevents argument that alternative is better

i) Kamin v. American Express Co. (NY)
(1) Minority SHs sue AmEx for passing on stock in DLJ to shareholders in kind rather than taking loss on the stock through sale, which would create certain tax advantages
(2) Rule:  Courts will not interfere unless the acts of directors characterized by fraud, self-dealing, bad faith

(3) Holding:
(a) Q of dividend is matter of business judgment – 
(i) argument that alternative was better was not sufficient to show cause of action.  
(ii) Board also considered the alternative and unanimously rejected.  Realizing the loss would have reduced net income figures, reducing stock price.  
e) Gross Negligence/Failure to Inform

i) Smith v. Van Gorkom (Del.)
(1) CEO seeks a leveraged buy-out at higher price than the current share price.  Reaches deal at secret meeting w/ Buyer. Buyer gives board 3 days, so the Board holds 2 hour meeting and approves.  No one had not read merger agreement, no notice, no bankers, lawyers say the company will be sued, 20 min. presentation.
(2) SHs challenge Board’s decision as grossly negligent (meaning BJR not apply)
(3) Court’s holding:

(a) Board did not reach informed business judgment
(i) Did not inform themselves as to VG’s role

(ii) Uninformed about the intrinsic value of the company

(iii) Grossly negligent in approving the “sale” of the company upon two hours’ consideration, without prior notice

(4) Significance:  Board should have exercised greater diligence in reviewing the merger – e.g. consult an investment bank, read the actual merger agreement
(5) Note also the odor of self-interest: Secret meetings, VG had lot of stock, kept info from staff.  Market Test was also rigged b/c other bidders couldn’t acquire proprietary information.  
f) Corps Can Exempt Directors from Personal Liab

i) Del. Gen. Corp. Law § 102(b)(7):  
(1) Delaware Corps can exempt directors for personal liability for breaches of care – and most of them do.  (Reaction to Van Gorkom.)
g) In re Disney Co. Deriv. Litig. (Del 2006)
i) Disney CEO Eisner wants to hire Ovitz.  He negotiates lucrative compensation package of $25M a year and $130M downside protection.  
ii) Comp committee hears short presentation from Ovitz, gives cursory consideration to package, and approves it.  They appear to be motivated by fact that stock jumped 4% after word leaked to press.  
(1) Note that this is deeply in tension w/ Van Gorkom’s standard for board consideration.
iii) Claims against Ovitz:

(1) Breached duty of care and loyalty by:

(a) Negot for and accepting the severance provisions in O’s K.

(i) Court rejects b/c no fiduciary duty prior to becoming President

(b) Negot a full payout in connection w/ O’s termination.  

(i) Court rejects.  Ovitz did not leave voluntarily or arrange w/ Eisner to structure his departure as a termination w/o cause.  
iv) Claims against Disney Board

(1) Breached duty of care and good faith by approving contract and O’s election as President
(a) Note that this is our only instance of a good faith claim

(b) Burden Shifting for director actions:  

(i) Default is the Business Judgment Rule – presumption that directors exercise due care, good faith, loyalty
(ii) P’s can rebut presumption by showing directors breached one of duties.  

(iii) If P’s make showing, burden shifts to D’s demonstrate that challenged act is entirely fair to the corp and its SH’s.
(c) Duty of Care:
(i) Treating determination of due care and good faith separately is not error, even though both done for purpose of decided whether to apply BJR

(ii) No breach in delegating decision to Compensation Comm

(iii) Dist court did not err in evaluating due of care director-by-director rather than collectively.

(iv) Due Care:  P’s allege that Comp Comm approved K w/o adequately informing themselves of what the full magnitude of the payout could be.  

1. Court finds that although Comm’s conduct fell short of “what best practices would have counseled,”  the Comm still adequately informed itself.  
a. Didn’t analyze spreadsheet in detail to get single estimate of payout, but did review term sheet that contained relevant pieces of financial info re non-fault termination.  
b. Comp Comm adequately informed itself of the magnitude of the entire severance package b/c was familiar w/ prior option packages and knew about the ‘downside protection’ O wanted.    
c. Not all CC members had to read draft b/c they were all informed of substance

d. Okay that meeting didn’t discuss grounds for non-fault termination b/c other exec K’s contained same language

e. CC considered comparable employment agreements

f. Comp Comm’s reliance on Crystal’s expert competence reasoanble b/c analysis was adequate and he was selected w/ are.  They are protected by 8 Del. C. 141(e).   

(v) Remaining directors did not fail to exercise due care in approving hiring of Ovitz -- 

1. They were adequately informed of info reasonably available and therefore not grossly negligent
(d) Duty of Good Faith:

(i) Court recognizes two types:  

1. Subjective bad faith -- fiduciary conduct motivated by an actual intent to do harm

2. Intentional dereliction of duty, conscious disregard of responsibilities:

a. This involves conduct more culpable than gross negligence, but no element of disloyalty.  

b. Examples:

i. Act w/ purpose other than advance best ints of corp (but not a self-interested purp)

ii. Act w/ intent to violate law

iii. Fail to act in face of known duty

3. Note also that the court says that gross negligence, without more, does not constitute a breach of good faith.  
(ii) Court found directors acted in good faith in approving K and electing Ovitz

(2) Claims arising from the severance pay-out
(a) Under company bylaws, Eisner could terminate Ovitz without full board approval.  Therefore no breach of fiduciary duty by board.

(b) Eisner’s decision to terminate without cause:

(i) P’s allege E acted in bad faith and w/o due care.  

(ii) Court rejects:

1. Ovitz had not engaged in conduct constituting gross neglig or malfeas

2. In arriving at this conclusion, E did not breach fiduc duty of due care or duty to act in good faith

(c) Remaining Board members reliance on E’s rec to terminate was reasonable

v) Waste Claim:

(1) Defined:

(a) An exchange so one sided that no business person of ordinary sound judgment could conclude that the corporation has received adequate consideration; an irrational squandering or gift of corporate assets.
(2) Way around BJR:

(a) P who fails to rebut BJR presumption is not entitled to any remedy unless the transaction constitutes waste.  
(3) Application:

(a) Payment of a contractually obligated amount cannot constitute waste unless the K obligation itself is wasteful

(b) P’s fail to show b/c severance package had “rational business purpose” of inducing Ovitz to leave CAA

vi) Miller Comments:

(1) Decision is likely to discourage Plaintiffs’ attorneys from bringing future lawsuits like this one.  This also does a lot to undermine Van Gorkom. 

(2) Shaming -- Court may want to shame Eisner even though it’s not going to sanction him

h) Duty to review financial statements:

i) Basic rules:

(1) Directors are not required to audit corporate books or inspect day-to-day ops, but they should maintain familiarity of the financial status of the corp by a regular review of its books.

(2) Directors generally immune from liablity if, in good faith, they rely on opinion of counsel, accountant’s financial statement, or books or report prepared by the president or an officer

(3) However, review of financial statements may give rise to a duty to inquire further.  Upon discovery of illegal action, director has duty to object and, if nothing done, resign.  In some cases, director may have duty to take reasonable means to prevent illegal conduct.  

(4) Duty must be considered in relation to specific obigees.  Directors have fiduciary duty to SH’s, and in some cases they also have duties to creditors.  

ii) Francis v. United Jersey Bank (N.J.)

(1) Aging widow is on board of reinsurance broker.  Her greedy sons take money that’s in trust to the company.  She doesn’t do anything to follow the fortunes of the business.

(2) Holding

(a) Widow owed duty to protect clients against practices that would result in the misappropriation of money that they entrusted to the corporation.  

(b) Widow violated the duty by failing to acquire basic knowledge of and exercise supervision over the business.    

(i) She failed to review financial statements, which would have plainly shown the sons’ suspicious withdrawals from the company in the form of “loans.”

(c) Proximate cause was satisfied b/c her failure to exercise supervision ‘contributed to the climate of corruption’ and permitted it to continue

i) Caremark Duty
i) In Re Caremark Int’l Inc. Deriv. Litig. (Chancellor Allen)

(1) Court reviews proposed settlement of SH derivatives action arising from kickback scheme in which Caremark entered into contracts for services (e.g. research grants) with physicians who made referrals of Medicaid patients.  Fed gov’t investigated, indicted two officers and company itself.  

(2) Settlement 
(a) Terms:  
(i) Agreed not to pay compensation for referrals, to remove personnel whose job was to arrange such deals from hospitals , to provide patients w/ written disclosures, to establish Ethic and Compliance Committee.  
(b) Principles governing settlement approval:

(i) Fair and reasonable in light of all circumstances

(ii) Court attempts to protect best interests of corp and absent SH’s, who will be barred from future claims if settlement approved

(iii) Parties bear burden

(3) Directors Duty to Monitor Corp Ops:

(a) When liability arises from an action taken by the board, breach of duty of care must be evaluated procedurally not substantively.  

(i) Substantive outcome is irrelevant; courts must look to whether “the process employed was either rational or employed in a good faith effort to advance corporate interests.  

(b) Liability can also arise from unconsidered inaction.  

(i) Although it didn’t previously, Board today has a duty to assure that a corporate information gathering system exists which represents a good faith attempt to provide senior management and the Board with info regarding material acts, events, or conditions w/in the corp, including compliance w/ the law.  
1. Question of level of detail of system is matter of business judgment.  

2. Miller:  Pre-2008 financial crisis, bank regulators just required that information reporting systems exist and be minimally adequate.  But regulators would not inquire into whether boards made the right substantive decisions.
DUTY OF LOYALTY
20) Duty of Loyalty
a) Del. Gen. Corp. Law 144(a)

i) (a) No contract or transaction between a corporation and 1 or more of its directors or officers, or between a corporation and any other corporation, partnership, association, or other organization in which 1 or more of its directors or officers, are directors or officers, or have a financial interest, shall be void or voidable solely for this reason, or solely because the director or officer is present at or participates in the meeting of the board or committee which authorizes the contract or transaction, or solely because any such director's or officer's votes are counted for such purpose, if:

(1) The material facts as to the director's or officer's relationship or interest and as to the contract or transaction are disclosed or are known to the board of directors or the committee, and the board or committee in good faith authorizes the contract or transaction by the affirmative votes of a majority of the disinterested directors, even though the disinterested directors be less than a quorum; or

(2) The material facts as to the director's or officer's relationship or interest and as to the contract or transaction are disclosed or are known to the shareholders entitled to vote thereon, and the contract or transaction is specifically approved in good faith by vote of the shareholders; or

(3) The contract or transaction is fair as to the corporation as of the time it is authorized, approved or ratified, by the board of directors, a committee or the shareholders.

ii) This is an immunizing rule for interested directors or other officers.  
(1) Note that the vast majority of immunization happens at the Board level

b) Self-Dealing:
i) Basic Principles:
(1) Duty of loyalty called into question when there is self-dealing, which creates conflict of interest
(a) But note that self-dealing does not necessarily constitute breach.  
(i) Benefits of self-dealing

1. Interests may be aligned (e.g. if Dir owns stock in company)

2. Decreased transaction costs

(2) How do we sort good self-dealing from bad?  
(a) Law looks to 4 issues:

(i) Is there self-dealing at all?

(ii) What is the scope of the conflict?  How much of the company’s business infected by the conflict?

(iii) Immunity/Safe Harbor

(iv) Fairness of deal to company ( standard of review

1. The business judgment rule does not apply. 

(3) Remedy for breach:  
(a) often avoidance – company can void bad contract

(b) if the K has been completed, then remedy is likely to be damages

ii) Bayer v. Beran
(1) President’s wife was singer featured in the radio music program for rayon product.  P challenges based on duty of loyalty

(2) Holding:

(a) Spending Money Gets BJR

(i) Decision to spend $$ on advertising was valid under the BJR

(ii) Formal board meeting unnecessary b/c this was a close working directory.

(b) Hiring Wife is Self-Dealing, so gets “rigorous scrutiny”

(i) Apply our four-part test:
1. Self-Dealing

a. This is clear self-dealing – CEO has lots of reasons to favor wife

b. Note difficulty of harder cases – nephew, best friend, best friend’s kid, etc.  Since we have two-tiered scrutiny, a lot rides on where we draw line here.  

2. Scope of the conflict

a. Wife was one of many performers.  Though she was the most featured.  

b. However, the concern raised by the P’s is that the program itself is merely pretextual.  Court doesn’t buy this.

3. Immunity/Safe Harbor

a. Other Directors were informed that the President’s spouse was going to be performing.  

b. Can we rely on their knowledge and approval of the transaction to immunize the decision?  

i. Not in this case, because person w/ conflict is the CEO, who dominates the board.  Most of the other directors are officers in the company under his control.

4. Fairness

a. Two approaches used by different courts:

i. Was the transaction a good deal ex ante?

ii. Was the result of the transaction good for the company?  

b. Burden is on the Defendant to prove the transaction was fair

c. Application:

i. No evidence that decision to hire Tennyson was motivated by desire to help her career

ii. Main focus of radio program was on promoting product not on promoting Tennyson

iii. Cost of show, compensation, contract terms all reasonable for performer in her position

iv. She was well-regarded and competent performer

iii) Lewis v. SLE Inc

(1) Family quarrel.  LGT is a tire dealership, SLE owns land dealership is on.  All children have stock in in SLE.  

(2) R&L are directors and majority SH’s in LGT.  They deliberately set up lease of SLE land to LGT at below market rates.  Their brother Donald sues.  
(3) Holding:

(a) This is clear self-dealing.

(b) So burden is on brothers to show fairness of transaction.  

(c) Brothers failed to show fairness.  They made no effort to determine what rental would fair during the years in question.

(4) Remedy:
(a) Donald does not have to sell his shares in SLE (per contract) until compensated by retroactive adjustment of rent.

c) Corporate Opportunity Doctrine:

i) Basic Idea:

(1) Opportunities that an officer encounters as a result of their participation in the corporation belong to the corporation.  When an officer usurps a corporate opportunity, she breaches her fiduciary duty to the corporation.  .

(a) This is very similar to the principle in AGENCY law that an agent must account for profits obtained personally in connection with transactions related to his or her company.
ii) Rationale:  

(1) Designed to reward corporation for activities that bring opportunities to it – doctrine creates incentive to continue to engage in such activities

iii) Test:

(1) Was there a valuable opportunity?

(2) Did opportunity knock on the door of the corporation?

(3) If it had knocked, would it have been invited in?

iv) Broz v. Cellular Information Systems
(1) Broz has two roles – CEO and sole stockholder in RFBC and director of CIS, both of which are in the cell phone business.  (Thus he has potential conflict of interest.) License comes on market and he acquires it.  

(2) Test application:

(a) Was this a valuable opportunity?  Arguably no.  Mich-2 was offered to other companies as well, including Pri-Cellular

(i) Rule:  Likely not a valuable opportunity if offer is made to the world and not just to particular offeree.  
(b) Did opportunity knock at the door of CIS?  Again no.  Broker went to Broz b/c RFBC owns contiguous license in Michigan.  Broker did not approach CIS.  

(i) Rule:  Look to why the offeree received offer. B/c of their participation in company, or their role in another?  

(c) Would CIS have welcomed opportunity?

(i) No.  In fact, he asked CEO, another director, and general counsel, and they all said they weren’t interested.  Doesn’t matter that there wasn’t formal presentation to the board.

1. Rule:  Look to whether offeree informed corporation.  This creates a safe harbor.  

(ii) The fact that Pri-Cellular would have welcomed opportunity and was in negotiations to acquire CIS was not sufficient to establish that CIS welcomed opportunity.

1. Rule:  No need to consider whether potential future owners would welcome opportunity.
v) In re eBay, Inc. Shareholders Litigation
(1) Goldman gave two founders of eBay preferred IPO stock that was very valuable and often tripled in value (b/c of dot-com bubble) as a way to induce future business.  Shareholders sue Goldman on an aiding and abetting theory.  

(2) Holding:

(a) EBay founders did usurp corporate opportunity.  

(i) Even though buying and selling securities was not EBay’s main line of business, eBay still had extensive securities holdings.

(ii) Thus they breached fiduciary duty of loyalty

(b) Aiding and abetting – Court recognizes.  

(i) Goldman “knowingly participated” in breach of fiduciary duty
1. Goldman knew 

a. that EBay execs owed fiduciary duty not to profit at Ebay’s expense

b. that eBay invested excess cash in securities
c. that SEC forbid steering to those in position to direct future business to broker
d) Dominant Shareholders
i) Dominant shareholders have fiduciary duty to minority shareholders because of danger of oppression
ii) Immunity Rules -- Keep in mind Del Corp Gen’l Law 144(a) (see above)
iii) Sinclair Oil Corp. v. Levien

(1) Sinclair dominates Sinven (Venezuela subsidiary 97% owned)

(2) Court reviews two claims:

(a) Breach of Contract:

(i) Sinclair breaches K w/ Sinven, but then caused Sinven not to sue for the breach

(ii) This was self-dealing K for Sinclair.  Pure loss for minority shareholders. So court recognizes claim.    

(b) Large dividends:

(i) Sinclair causes Sinven to issue very large dividends, effectively stopping it from growing.  

(ii) Minority shareholders received proportionate share of the dividend, so they were treated equally as Sinclair.  

1. So Court applies BJR ( no breach.  

(3) Takeaway:  Look to whether dominant SH’s action affects minority and majority interests equally.  
iv) Zahn v. TransAmerica
(1) TransAmerica dominates Axton-Fisher.  
(a) Stock structure:

(i) AF has issued two classes of stock.  A yields twice the dividend that B does, but AF can call A at the close of any quarter.  TransAmerica predominantly owns class B stock.  

(b) TransAmerica acts on inside information:

(i) TransAmerica was also privy to information about the large quantity of tobacco that AF had on hand.  
(ii) Trans therefore called the Class A stock.  Then it liquidated the assets to all of the B SH’s.  This gives them very large dividend.

(c) Note that whatever Trans did, it was going to disadvantage either the A or the B shareholders.  

(2) Holding:

(a) Rule:  Directors may not declare or withhold dividends for the purpose of personal profits.  
(b) Here, Trans’ directors on the AF board made in order to benefit Trans.  Thus, the directors of AF, who were the instruments of Trans, were derelict in their duty to act disinterestly.  

(i) Note that the calling of the Class A stock could have been done by the disinterested directors.

e)   Ratification
i) Recall Del. Gen. Corp. Law 144(a)(1):

(1) An action taken by officer w/ a conflict is not voidable if 
(a) the material facts as to the conflict are presented to the disinterested members of the Board, and they approve.

(b) the material facts as to the conflict are presented in good faith to the shareholders, and they approve

ii) Note 3 scenarios for SH ratification of interested transaction (BURDEN SHIFTING):

(1) Controlling shareholder – fundamental fairness, burden on D to show fairness

(2) Controlling shareholder + indep shareholder ratification – fundamental fairness, burden on P to show unfairness

(a) Intermediate burden is rooted in concerns about manipulation by the 

(3) No controlling shareholder + indep shareholder ratification – Business Judgment Rule

iii) Fliegler v. Lawrence
(1) Self-dealing transaction between Agau and USAC.  

(a) D was president of Agau.  He acquired antimony properties, he and Agau board determined Agau couldn’t afford to develop them, so he formed USAC with others and then created option-deal permitting Agau to purchase USAC.
(b) D tried to immunize deal through shareholder ratification of the deal.

(2) Holding:

(a) Rule:  Shareholder ratification does not immunize the transaction because a majority of the shares that were voted in the deal were cast by the self-dealing defendants.  

(i) Note that the statute (Del. 144(a)(2)) is ambiguous as to whether interested shareholders can vote in the election

(ii) Court adds this requirement in order to reserve statute’s purpose and protect minority SH’s.  

(b) Court ultimately found the deal fair.  

iv) In Re Wheelabrator Technologies 

(1) Waste owns 22% of WTI and has four of 11 spots on board.  Two companies agree to merge.  Ratification vote by shareholders – WTI doesn’t participate, and indep shareholders approve.

(a) Note that ratification by board is not sufficient b/c this is a merger, which requires SH ratification under Delaware law.   

(2) Holding:  WTI is not a controlling stockholder, so the BJR applies, and the transaction is immunized.
SECURITIES LAW – Registration, 10b5, Short-Swing Profits
21) Securities Law Regulation – Definitions & Exceptions
a) Securities law is primarily about disclosure and fairness
b) Securities law is primarily federal
i) We had “blue sky laws” in various states, but these weren’t particularly effective

ii) Main federal laws:

(1) Securities Act of 1933 and Securities Exchange Act of 1934

c) Threshold issue is whether a security must be registered.  Three Key Questions:

i) Is it a security?  
(1) Defined in ’33 and ’34 Acts:

(a) Unless the context otherwise requires, “security” means “any note, stock, treasury stock, security future, bond, debenture, investment contract,..., or, in general, any interest or instrument commonly known as a ‘security’.”

(2) Robinson v. Glynn (4th Cir.)
(a) Controversy over whether a partial interest in an LLC is a security (specifically, an “investment contract” or a stock) within the meaning of federal securities laws.  
(b) Investment Contract
(i) Howey (S.Ct. 1946) definition of an “investment contract”:
1. Three part definition:

a. The investment of money,

b. In a common enterprise,

c. Profits to come “solely from the efforts of others.”

2. Later, court moved away from “solely” reqt.  

(ii) What really matters is whether an investor is able to exercise meaningful control over his investment.  

1. Passive investor ( investment K

(iii) Application:  

1. Robinson was not a passive investor b/c he was a member of the board and was even on the executive committee.  The fact that he didn’t un

(iv) Policy:  Look to whether person can protect themselves!

(c) Stock

(i) Court reviews whether the interest is a stock w/ reference to Foreman definition of a stock:
1. The right to receive dividends.

a. Robinson did not share in profits in proportion to ownership stake.  Rather, he got 100% of profits up to certain amount (common to LLCs).

2. Negotiability.

a. R’s membership interest not freely negotiable.  Restricted transfer.  

3. Ability to be pledged.

a. Pledgee only acquire distribution, not control, rights. 

4. Voting rights.

5. Ability to appreciate in value.

(ii) Also, parties didn’t label interest a stock.  

(d) Note that this is an LLC – court declines to adopt a per se rule as to whether an investment in an LLC is a security.    

(i) Court also doesn’t draw line b/w member-managed and manager-managed 

ii) Is it an exempt security?

(1) Very unusual – e.g. bank deposits that are considered very secure

iii) Can you get a transactional exemption?

(1) Section 4(1) – 

(a) exemption for person who is not “an issuer, underwriter, or dealer”

(2) Securities Act of 1933, § 4(2):  

(a) Registration requirement does not apply to “transactions by an issuer not involving any public offering.”

(3) Transactional exemptions apply only to the initial sale.  They do not apply to subsequent transactions involving the same security.  
(a) Note that if the purchaser resells quickly, then the purchaser can be considered an underwriter, and exemption will not apply.  

(i) And even worse, if the purchases resells to large # of people, court may integrate her resale into the initial offering, which invalidates the issuer’s exemption for the entire issue.  
(4) Doran v. Petro. Management Corp. (5th Cir 1977) (p. 423)
(a) Investor buys share, says that revenue figures were inflated.  He claims that investment was a security that should have been registered.  

(i) If claim successful, remedy would be rescission.

(b) Exemption question turns on the knowledge of the offerees.  

(i) Here, the number (8) is small, but this is not decisive.  Nor are other factors (# units, size of offering, manner) decisive. 
(ii) Focus on the relationship of the parties and the information available to the parties by virtue of that relationship.  

1. Investment sophistication does not substitute for access to info
2. Look to whether the offerees had available the info a registration statement would have afforded a prospective investor in a public offering.  

(c) Parties cannot simply contract into Section 4(2):

(5) Regulation D Safe Harbors
(a) No registration required:

(i) If issuer raises under $1M, can sell securities to unlimited # investors

(ii) If under $5M, can sell to up to 35 investors 

(b) Still must file notice w/ SEC, can’t widely advertise
22) Liability in connection w/ Registration Statements
a) Section 12 actions for offers or sales made in violation of section 5

i) Section 12(a)(1):

(1) Any person who . . . offers or sells a security in violation of section 5 . . . shall be liable . . . to the person purchasing such security from him, who may . . . recover the consideration paid for such security with interest thereon, less the amount of any income received thereon, upon the tender of such security, or for damages if he no longer owns the security.

ii) This is basically strict liability.  It applies to sellers who fail to register a security, or fails to deliver a prospectus, etc.  

iii) Remedy is rescission or restitution damages.  

b) Section 11 actions for material misrepresentations/omission in registration statement

i) Section 11(a)(1) elements: 

(1) Material misrepresentation or omission
(a) “In case any part of the registration statement, when such part became effective, contained an untrue statement of a material fact or omitted to state a material fact required to be stated therein or necessary to make the statements therein not misleading, any person acquiring such security (unless it is proved that at the time of such acquisition he knew of such untruth or omission) may, either at law or in equity, in any court of competent jurisdiction, sue…”
(b) Note no requirement of fraud in the untrue statements.  

(c) Liability extends to statements that are true but misleading because of omitted other facts

(2) Potential Defendants (broad!)
(a) Signers of the regis statement

(b) Directors or partners in the issuer

(c) Persons named in the statement

(d) Accountants, engineers, appraisers and other experts 

(i) But only “with respect to the statement in such registration statement, report, or valuation, which purports to have been prepared or certified by him”

(e) Underwriter

(3) Only applies to registered securities

ii) Materiality:
(1) Material information includes information “as to which an average prudent investor ought reasonably to be informed before purchasing the security”
iii) Due Diligence Defense

(1) If you exercise due diligence, you can avoid liability under Sec. 11.  

(2) Distinguish between expertise statements and non-expertise statements

(3) Two types of due diligence:

(a) Affirmative obligation of due diligence:

(i) Non-experts required to make reasonable investigation w/ regard to the non-expertise parts of the statement

(ii) Experts required to make reasonable investigation w/ regard to the expertise parts of the regis statement to which expert contributed

1. Standard:  Hold professionals (like accountants) to the standards of their professions

(b) Reasonable grounds to believe – You can’t know or have reasonable ground to believe that the registration statement is false

(i) Non-experts don’t have to have knowledge w/ respect to the expertise part of the statement.  But they can’t have reason to believe that the expertise parts are wrong.

(ii) Experts don’t have to have knowledge w/ respect to the non-expertise part of the statement

(c) Note:

(i) It’s much easier to show failure to meet affirmative obligation of due diligence, because the burden is on the D’s

(ii) Expert/non-expert structure is designed to allocate liability according to knowledge/ability.  We want to be able to rely on experts, and hold them accountable when they fail

(iii) Attorneys for the underwriter who draft the entire registration statement are not experts for purposes of the whole document – this would let the directors, issuers, etc. off the hook

iv) Escott v. BarChris Construction Corp.
(1) P’s sue bowling alley construction firm for material misstatements in their registration statement for debentures.  
(2) Due Diligence Defenses:

(a) Court reviews various members of board and outside auditor.  Everyone f**ked up.  
23) Rule 10b-5
a) Rule 10b-5 derives from Section 10(b) of the Exchange Act.  
i) Sec. 10(b):

(1) “It shall be unlawful for any person, directly or indirectly… to use or employ, in connection with the purchase or sale of any security… any manipulative or deceptive device or contrivance in contravention of such rules and regulations the Commission may prescribe….”

ii) The SEC has broad discretion to shape rules for liability

b) Rule 10(b)(5)

i) “It shall be unlawful for any person, directly or indirectly…

(1) To employ any device, scheme, or artifice to defraud

(2) To make any untrue statement 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

(3) To engage in any act, practice, or course of business which operates or would operate as a fraud or a deceit upon any person

ii) In connection with the purchase or sale of any security”

c) Rule 10b-5 gives rise to two kinds of actions: fraud and insider trading. 
d) Court have read an implied Rule 10b-5
24) Rule 10(b)(5) Fraud Claims

a) Elements:

i) Must show:

(1) Statement of 
(2) a material fact

(a) Which is untrue or which is misleading, in light of omission of other material facts

(3) Reliance

(4) Scienter

(5) Standing

(6) Damages
ii) Note 

(1) Non-fraudulent breach of duty does not create a cause of action under 10b-5.  
(a) Santa Fe Industries v. Green.  

(i) P must alleg a material misrepresentation or material failure to disclose. 

(ii) State law provides remedy 

(2) Secondary Liablity:  
(a) Central Bank says no aiding and abetting liability

(b) Stoneridge Invest. Partners, LLC
(i) Cable company engages in wash transactions.  Makes statements.  P’s sue suppliers/customers who participated in transactions under scheme liability theory.

(ii) Court rejects – must make a statement.  Scheme liability is same thing as aid/abet.  

(iii) Concerns:  Strike suits, federalize K law.  

1. Disappointing to P’s attys, esp those in Enron case.

(c) SEC can punish aiders and abetters.  

b) Statements:

i) statement: you must have made statement, 

(1) Silence, absent a duty to disclose, is not misleading under 10b-5. Basic n 17. 

(a) And “no comment” is generally the functional equivalent of silence. Basic. 
c) Materiality 
i) Basic Inc. v. Levinson
(1) Basic was engaged in exploratory merger talks, but they denied negotiations were taking place.  This keeps stock price depressed.    
ii) Rule:  A statement is material if there is a substantial likelihood that a reasonable shareholder would consider it important at the time
(1) This is an objective, not an objective standard.    
iii) Materiality of speculative events ( apply balancing rule
(1) Materiality depends upon a balancing of the probability of the event and the anticipated magnitude of the event in the light of the company activity 
(a) P x M / total company activity

(i) Magnitude of merger and Size of company are constant variables – they don’t change over time.  

(ii) Probability is what changes over time.  

(iii) At some point as probability increases we’ll cross the threshold for materiality.

(b) Court rejects per se rule that materiality only exists after the signing of an ‘agreement in principle’

(2) Rule of thumb:  Court looks to indicia of interest in the transaction at the highest corporate levels – e.g. board resolutions, instructions to IBankers, negotiations b/w principals or their intermediaries

d) Reliance: 
i) Affirmative failure to disclose –

(1) Affiliated Ute – Court says P does not need to show reliance where company has affirmative obligation to make a disclosure.  That is, P does not have to prove that she would have acted upon the information that was omitted.  

ii) Face-to-face transactions:

(1) Inquire into subjective pricing of information by investor

iii) Fraud on the market theory (Basic)
(1) Rule:  Fraud on the market theory creates “rebuttable presumption” of investor’s reliance on any public material misrepresentations
(a) For omissions, P does have to show reliance on the misleading statement that was made 

(2) Rationale:  Market incorporates public information into price (semi-strong mkts hypothesis)
(3) Rebutting:  Company can “sever the link” by showing:

(a) P’s were privy to the truth, 
(b) News of the truth credibly entered the market and dissipated the effects of the misstatements on the price.    
(c) other factors caused price increase.  

(d) D might also argue that the general market, or the relevant sector, has gone up even more.  

(e) Might also show that the price did not go down when the truth came out

(4) Public
(a) West v. Prudential – The misrepresentation must be public
(i) Stockbroker lies about impending acquisition, and then customers buy stock.  Easterbrook rejects theory that demand increase drove the price up.  The analysts who are looking at the publicly available info will sell when the price rises.  

(5) Market effeciency
(a) Multiple stock exchanges – P can hire economist to show that stock is thickly traded, and that public misrepresentations were incorporated into price across exchanges
(b) IPO’s – Highly controversial to apply the fraud on the market theory.  There’s no history of trading in the stock, there’s no prior analysis.  And price jumps on first day (100%+) indicate that this is not an efficient market

e) Scienter
i) PSLRA:  

(1) Scienter:  Plead sufficient facts to create a “strong inference” of scienter.  

ii) Tellabs, Inc.

(1) Rule:  “A PSLRA complaint will survive a motion to dismiss only if a reasonable person would deem the inference of scienter cogent and at least as compelling as any opposing inference one could draw from the facts alleged.” 
(a) Might think of this as two step inquiry:

(i) First look to cogency.  

(ii) Then look to opposing inferences. 
(b)  This is a holistic analysis
(c) Mere showing that Def officer did not have financial motive was not sufficient.  

f) Standing:  

i) Options – purchasers of options have standing (Deutschman v. Beneficial Corp.)

ii) Non-buyers/sellers:

(1) 10b5 only applies to buyers and sellers, not those who might have bought (Blue Chip Stamps)

25) Rule 10b-5 Insider Trading Claims
a) Rationales:

i) Ordinary buyers can’t acquire confide info about company

ii) Chills trading activity by uniformed investors ( increased bid-ask spread and transaction costs
b) Common Law (not the law)
i) Goodwin v. Agassiz – Officers in mining company buy stock in their company.  No common law fraud (no misrepresentation) or breach of fiduciary duty (no duty to disclose).  
c) 10b-5 Insider Trading:

i) Anyone who has access to insider information intended to be available only for a corporate purpose may not take advantage of such info knowing it is not available to those w/ whom he is dealing. (SEC v. Texas Gulf)
(1) Options: Disclose or Abstain from trading/recommending.  

ii) Materiality
(1) Same test as for 10b5 fraud.  Reasonable investor would attach importance to the information in determining his action w/ respect to the transaction.

(2) Texas Gulf suggests this arises in extraordinary situations which are reasonably certain to have a substantial effect on market price.  

iii) Timing
(1) Insiders cannot trade at least until the disclosure has been made available in the broadest media available.  (Texas Gulf director failed to do this.)

iv) Breach of Fiduciary Duty Reqt:  

(1) Breach by Corporate Insiders
(a)  The Court says that only people who trade in violation of a fiduciary duty violate 10b5.  

(i) Chiarella - Guy in business printing house who gets inside info

(b) Dirks v. SEC –

(i) Dirks is an investment analyst.  He investigates and discovers fraud, and then tips off clients.  

(ii) Court holds rejects application of 10b-5 to Dirks:

1. Whistleblower did not breach fiduciary duty.  

2. Fiduciary Breach Test:  Whether “insider personally will benefit, directly or indirectly, from his disclosure.”

3. Note that the SEC takes the position that anyone who trades violates 10b5.

(2) Misappropriation by Outsiders:

(a) D need not have a duty to the company whose stock is being traded.  

(b) US v. O’Hagen:

(i) O’Hagan was an attorney for Dorsey and Whitney.  He had insider info about Grand Met’s plan to initiate a tender offer for Pillsbury Co.  He buys stock in Pills.  

1. This also violates Rule 14e-3(a), which proscribes insider trading in context of tender offer.  

(ii) O’H may be held liable on “misappropriation theory” for fiduciary duty to Dorsey and Grand Met.

(iii) His conduct satisfies the elements of 10(b) – device or contrivance used in connection with purchase of securities

(c) US v. Chestman (2nd Cir)

(i) Family relationship alone does not create fiduciary relationship. So the fact that family members passed info along and person at end of chain misused info does not sustain misappropriate theory.    

d) Close Corporations
i) Jordan v. Duff and Phelps
(1) Close corps that purchase their own stock have a fiduciary duty to disclose to the sellers all material information.  

(a) Parties  may contract for more specific arrangements.  But this is the default rule.  Here the court found that the parties would not have contracted for a no-duty clause.  Contract law bars opportunistic conduct even toward at will employees.  
(b) Therefore there was a duty, which was breached.  

26) Short-Swing Profits
a) 1934 Act, Sec. 16(b):

i) Any profit realized by a beneficial owner, director or officer from any purchase or sale within six months is recoverable by the issuer

ii) Elements:

(1) - Profit

(2) - Realized by an insider (officer, director, 10% shareholder)

(3) - From the purchase-and-sale or sale-and-purchase

(4) - Of any equity security

(5) - Issued by an issuer [defined as companies registered under the 34 act, traded on a national exchange, or above a certain size (assets of $5 million and 500 or more shareholders)

(6) - Within less than six months

(7) - Shall inure to the issuer

iii) Applies to beneficial owners, directors, officers (and their agents)

(1) Officer – Rule 16(a)(f):  President, CFO, CAcctingO, heads of major divisions and senior policymakers 

(2) Beneficial owner -- Owner of more than 10% of any class  of any equity security
(a) Therefore not bonds or debentures.  But convertible bonds and debentures would apply.

(b) Registered securities 

iv) This is a prophylactic rule – it’s overinclusive, covering conduct that is inoccuous. It’s also underinclusive.
b) Single Plan Irrelevant
i) Reliance v. Emerson
(1) Emerson had 13% of Dodge.  Sought to divest by making two sales.  The first dropped to 9.96%.  The second was for the rest.  Dodge sought to recover profits from second sale.  

(2) Holding:  Fact that two sales are part of single plan irrelevant. No recovery for 2nd sale.
c) 10% at time of initial purchase/sale

i) Foremost-McKesson, Inc. v. Provident Securities Company
(1) For 16(b) to apply, the buyer/seller must have owned at 10% stake at the time they made the initial purchase/sale.  It’s not sufficient that the first transaction made the buyer/seller a 10% shareholder.  

d) Unconventional Transactions
i) 16b only applies to conventional transactions.  

ii) Kern County Land Co. v. Occidental Petro. Corp.
(1) Court holds that both a merger and the grant of an option were unconventional transactions and, as such, are not a sale for 16(b) purposes
(2) Factors::

(a) Whether the transaction is volitional
(b) Whether the transaction is one over which the beneficial owner has any influence

(c) Whether the beneficial owner had access to confidential information about the transaction or the issuer.

e) Weird consequences of 16b – 

i) April 1 – Buy 1000 shares at $1,000

ii) May 1 – Sell 1000 at $500

iii) June 1 – Buy 1000 at $250

iv) Note that first sale results in $500,000 loss.  But second causes $250,000 profit

v) Under 16(b), director could be forced to disgorge the $250K profit even though he’s in the red overall

SECURITIES LAW – SHAREHOLDERS

27) Proxy Fights
a) Most important function of shareholder is to vote.  (Recall ur-rule.)

b) Most voting occurs through proxies.  

i) Incumbent managers will solicit proxies from SH’s directly.  

ii) Insurgent group may also solicit.  

(1) In 1950s, proxy fights common.  Then tender offers came into vogue.

(2) When defensive measures to tender offers arose, insurgents turned to proxy fights again as part of larger tender-offer battle.

c) Reimbursement of Costs:

i) Basics

(1) Insiders –

(a) Get paid if they win

(b) Get paid if they lose – just have to show difference in policy, which is nearly always possible

(2) Outsiders

(a) Get nothing if they lose

(b) Get paid if they win – by shareholder vote (which they are likely to win b/c the shareholders just showed that they like them!)

ii) Incumbent Costs okay if Business Policy difference
(1) Levin v. MGM, Inc.
(a) Rules:

(i) If there are differences of business policy between the two groups (not just personality dispute), 

(ii) Then incumbent management can expend corporate resources to support their effort to solicit proxies.  
(iii) As long as:

1. The expenses are reasonable

2. The proxy statement discloses the fact that corp is bearing costs of management solicitation of proxies  
3. No fed statute or SEC rule is violated.  

(b) Rationale:

(i) Shareholders have right to make an informed decision.  

iii) Reimbursement of Insurgent Costs by SH vote
(1) Rosenfeld v. Fairchild Engine
(a) Facts:

(i) Proxy fight leads to replacement of Old board by New board.  Old board gets paid for reasonable expenses by New board.  New board gets paid for its expenses by virtue of simple-majority shareholder vote.

(ii) P brings derivative action to get reimbursement to both sides returned.  

(b) Holding:

(i) Incumbent Reimbursement: Same as Levin.      

(ii) Insurgent Reimbursement:  Stockholders have the right to reimburse successful insurgents for the reasonable expenses incurred by them in the contest

d) Private Actions for Proxy Rule Violations
i) Rule 14a-9: Proxy solicitation

(1) This is a federal fraud rule:

(a) “No solicitation … shall be made by means of any proxy statement … which … is false or misleading with respect to any material fact, or which omits to state any material fact necessary in order to make the statements therein not false or misleading.”

ii) Private Right of Action

(1) J.I. Case Co. v. Borak (1964) 

(a) Holds that there is an implied private right of action under Rule 14a-9.

(b) Remedy: Rescission or Damages

iii) Contrasting Cases:
(1) Mills v. Electric Auto-Lite Co. (S.Ct. 1970) ( MAKES ACTION VIABLE
(a) P’s claim that proxy statement used in merger was misleading b/c it failed to disclose that the directors were under the control of acquirer ( Conflict of interest
(b) Materiality:
(i) Standard:  Whether information would have been considered important by a reasonable SH in the process of deciding how to vote.  

1. Court rejects materiality standard tied to whether the merger was fair (and hence would have been approved).  This would insulate too much bad conduct from liability.  

(c) Causation
(i) We don’t require individual reliance – rather we look to chance that misstatement caused harm via materiality requirement.  

(d) Remedy:

(i) In determining the appropriate relief, the court can consider the fairness of the merger.  It is not always necessary to rescind the merger
(e) Attorneys Fees – 

(i) B/c no common fund, difficult to determine.  So look to “substantial benefit” conferred on the company.

(2) Seinfeld v. Bartz( COURT LESS EXCITED ABOUT ACTION

(a) P is SH in Cisco, brought suit as derivative action against company and directors

(b) Claims:

(i) Negligence:

1. Alleges that D’s acted negligently in preparing proxy statement in favor of amendment that would expand the number of options awarded to directors by failing to include Black-Scholes valuation of options. 
(ii) False & misleading statement:

1. “options valueless under mkt value appreciates”

(c) Court rejects both on materiality ground.

(i)  Omitted fact is material if it would have assumed actual significance in the deliberations of a reasonable
28) Shareholder Proposals
a) SEC has rule making power over proxy solicitations 

i) 34 Act Sec. 14(a)

(1) “It shall be unlawful for any person, by the use of the mails or by any means or instrumentality of interstate commerce or of any facility of a national securities exchange or otherwise, in contravention of such rules and regulations as the  Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors, to solicit or to permit the use of his name to solicit any proxy or consent or authorization in respect of any security (other than an exempted security) registered pursuant to section 12.”

b) SEC has used power to require inclusion of SH proposals in proxy statements:

i) Rule 14a-8 

(1) “If any security holder of an issuer notifies the issuer of his intention to present a proposal for action at a forthcoming meeting of the issuer’s security holders, the issuer shall set forth the proposal in its proxy statement and identify it in its form of proxy and provide means by which security holders [presenting a proposal may present in the proxy statement a statement of not more than 500 words in support of the proposal].”

(a) Significance:

(i) Any SH can get on the agenda.  

1. Note that directors usually control the agenda.  (Under state laws and articles of incorporation.)

(ii) SH doesn’t have to bear the expense of distributing the proposal

ii) Exceptions:
(1) Rule 14a-8(i)(1): 

(a) Exempts a proposal which is “not a proper subject for action by shareholders” under the laws of the jurisdiction of the company’s organization.

(2) Rule 14a-8(i)(5): 

(a) Exempts a proposal which “relates to operations which account for less than 5 percent of the issuer’s total assets at the end of its most recent fiscal year, and for less than 5 percent of its net earnings and gross sales for its most recent fiscal year, and is not otherwise significantly related to the issuer’s business.”

(3) Rule 14a-8[i](7):

(a) Exempts matters “relating to the conduct of the ordinary business operations of the registrant.”

(4) Rule 14a-8[i](6):

(a) Issuer can exclude a shareholder proposal which “deals with a matter beyond the registrant’s power to effectuate.”

(5) Rule 14a-8[i](4):

(a) Issuer can exclude a shareholder proposal which “relates to the redress of a personal claim or grievance against the company or any other person, or if it is designed to result in a benefit to you, or to further a personal interest, which is not shared by the other shareholders at large .”

iii) Process:  

(1) Company notifies SEC, SEC issues no-action letters, company denies request.

iv) Lovenheim:
(1) SH proposal re sale of pate.  

(a) 8(i))(1):  Not violated b/c proposal phrased as a request, not a command

(b) 8(i)(5):  P failed to meet 5% threshold, but found that “not otherwise significantly related” to include more than just economically significant issues.

v) NYC Employees’ Retirement System v. Dole Food Co
(1) SH proposal by pension fund investor re health care reform

(a) 8(i)(7) -- ordinary business operations – court rejects b/c health care policy has impact on company
(b) 8(i)(5) – insignificant relationship – court rejects b/c health care policy has impact on employee benefits, and meets 5% thresholds

(c) 8(i)(6) – power to effectuate – court rejects b/c proposal not explicitly call for lobbying

vi) Austin v. Consol. Edison Co
(1) SH proposal by union members re employee retirement at 30 yrs

(a) 8(i)(7) – ordinary bus ops – court hold that pension proposals fall into in this exception.  Plus P’s have collective bargaining.

(b) 8(i)(4) – personal benefit – this is here too

29) SH Inspection Rights
a) Del Gen Corp Law 220(b)

i) “Any SH … shall, upon written demand, have the right during the usual hours of business to inspect for any proper purpose, and to make copies from company’s stock ledger, list of SH’s.”

ii) “A proper purpose shall mean a purpose reasonably related to such person’s interest as a stockholder.”

b) Proper Purpose Test

i) State ex Rel. Pillsbury v. Honeywell
(1) P seeks to stop H’s munitions production of cluster bombs used in Vietnam

(2) Proper purpose test – must show purpose germane to interest as a SH.  Proper purpose  contemplates “concern w/ investment return.”  Not just w/ ideological concern

c) Tender offer – Court cares about informing SH’s
i) Crane v. Anaconda (NY 1976)

(1) Crane wants to take over Ana.  C requests SH list from A.  A refuses.  Then, C initiates tender offer and buys a large number of shares (approx 11%), then demands list again.  

(2) NY Statute:

(a) If you’re seeking the list, you must file an affidavit asserting that the inspection is “not desired for a purpose which is in the interest of a business or object other than the business of Anaconda.”

(i) Note the strangeness of this wording as applied here – C was clearly trying to get the list for its own purposes (taking over Anaconda), not for Anaconda’s sake

(3) Court distorts the language of the statute in order to further the goal of leveling the playing field between bidders and targets.  

(a) Unless the bidder gets SH list, it won’t be able to effectively communicate w/ SH’s about a matter that is likely to have a significant impact on the value of their investments.

d) Pretext Irrelevant; Different List Types
i) Sadler v. NCR Corp.
(1) Sadlers are SH’s who request list from NCR.  They are acting on behalf of AT&T, w/ whom they have an indemnification agreement.  

(2) AT&T has enough shares to call a special meeting.  At the special meeting, they plan to remove the entire board.  (Board election is staggered, so at normal meeting ATT couldn’t remove whole board.)  At the meeting, AT&T needs 80% of all shares to be voted in favor of replacing the board.  

(3) Lists:

(a) Note that SH list will only contain those SH’s who are registered in the corporate registry.  

(b) However, most shares will be registered anonymously by a brokerage house under the name CEDE & Co.  

(c) CEDE list will identify the brokerages.  But this isn’t all that AT&T wants – it wants to be able to communicate directly w/ SH’s.

(d) NOBO list will identify non-objecting beneficial owners

(i) Non-objecting – don’t object to being contacted.  

(4) NCR refuses to produce these materials.

(a) Court finds that the Sadlers are eligible, even though they have relationship w/ ATT.  Section 1915 is to be liberally construed.

(b) Demand for the NOBO List

(i) Allen in RB Assocs held that NOBO list did not have to be produced b/c (1) of the burden of compiling (much stronger than for CEDE list) and (2) not necessary to proxy contest

(ii) Court rejects both of these arguments – compilation not very expensive.  Especially important facilitate communication in context of 80% rule.  
CLOSELY HELD FIRMS, MERGERS, TAKEOVERS

30) Closely Held Firms
a) Small companies suffer from oppression problems

b) Note major problems that can be present in both large and small firms:

i) Negligence

ii) Entrenchment

iii) Excessive Compensation

iv) Self-Dealing

c) Remedies in small firms:

i) Fid duty:

(1) Maj has duty to min stockholder

ii) Voice:

(1) Minority going to be able to have their voice heard

(2) However, if 51% owner can elect entire board, then minority is shut out

iii) Exit:

(1) Big problem for minority SH – there’s no market for minority shares

(2) You’re basically locked in

d) Shareholder Agreements
i) SA’s are designed to avoid oppression problems.

ii) Courts like SA’s and usually enforce unless they completely divest Bd of responsibility or if SA is harmful to someone who hasn’t signed it

iii) Note types of permissible of agreements

(1) Proxies

(2) Irrevocable proxies – this is legally ok as long as the holder has an interest
(3) Voting trusts - trustee gets to vote the trust according to principles set out in the trust

(4) SH Agreements 

iv) SH Agreements re voting are legal
(1) Ringling Bros – (Del.) 

(a) Cumulative voting structure:  Each stock can be voted for one director.  This protects minority SH’s.

(b) 3 SH’s.  Two smaller contract to act jointly in voting for directors.  Arbitration provision to deal w/ situation where they disagree.  

(c) Holding:

(i) Court recognizes SH Agreements as valid.  SH’s may lawfully contract to vote in certain way.  Arbitrator provision okay as deadlock-breaking measure.  

1. SH agreements serve useful purposes and are easier to use than trusts.

v) SA’s for directorships, employment, compensation
(1) McQuade v. Stoneham (NY)

(a) Mc is a minority SH, and S is the dominant SH.  By agreement, S is req’d to keep Mc as a board member, and as an officer at a certain salary

(b) Court holds that even though S treated Mc shabbily, the K is illegal and void insofar as it precludes the board of directors from changing officers, salaries or policies

(2) Clark v. Dodge (NY) – Reverses McQuade
(a) C is minority SH who knows secret formula.  

(b) SA provides:

(i) Employment & Board position:  D will vote such that C can continue as director and general manager as long as he continues to be “faithful, efficient, and competent”, 

(ii) Compensation:

1. C will receive ¼ of net income.  

2. D will not give large salaries to others that undercut C’s income

(c) Court upholds.  

(d) Limits:

(i) Can’t “sterilize” the board
(ii) No 3rd party is hurt

(iii) All SH’s agree to the SA.  

vi) SA protections for families
(1) Galler v. Galler
(a) Corp run by two brothers.  This is very like a pship

(b) Court upholds agreement providing for protection of families

(i) Duration ok – rest of widow’s life

(ii) Specific offices ok

(iii) Income for maintenance of families ok

(iv) Minimum Dividend Agreement ok

(v) Salary continuation to widow ok  

(c) Distinguishes close corporations’ needs for SA’s:

(i) SH’s can’t exit easily

(ii) Encourage entrepreneurs to enter small corps by allowing them to craft protections

(iii) Prevent oppression

vii) Courts honor SA’s even if corp not formally registered as close corp
(1) Ramos v. Estrada (CA)
(a) SA required that all SH’s must vote shares in manner determined by majority.  Estrada defects, triggering SA provision requiring her to sell her stake.
(b) Court enforces, even though corporation is not formally registered as close corporation.

e) Abuse of Control – Freeze Outs
i) Harms in close corporation typically go straight to the heart of management – salary, employment.  
(1) SH’s in close corporation often receive the bulk of their benefit from their participation in the form of a salary.

ii) Structure for pleading and proving case:

(1) Prima facie case:  Claim freeze out – must plead facts like lost salary, directorship, officership, offer for stock below value

(a) Defense:  Business purpose.  

(i) P can respond by showing that business purpose could have been satisfied by means less harmful to P

iii) Classic Freeze-Out
(1) Wilkes v. Springside Nursing Home, Inc. (MA)

(a) Wilkes one of four SH’s in corp that runs Nursing home.  

(b) Freeze-out: Loses salary, Lost directorship and lost officership in the company, Offered to pay his stock below value

(i) Claim: Breach of fiduciary duty. 

1. Note that he was an at-will employee 

(ii) Remedy: Lost wages.  

iv) Narrowing the Freeze-Out Conditions
(1) Sugarman v. Sugarman
(a) Court implicitly cuts back on the Wilkes case by suggesting that a couple behaviors are not themselves sufficient to show breach of fiduciary duty

(i) Excessive Salaries to own father while inadequate salary to oother father

1. This is not breach of fiduciary duty (but might be grounds for derivative action)

(ii) Offer to buy stock below value

1. Not sufficient either – offer to buy not illegal.  Right to bargain.

(b) Conditions for Claim:

(i) Minority SH must establish

1. First, that the majority SH employed various devices to ensure that the minority SH is frozen out of any financial benefets from the corp

a. E.g., Through such means as the receipt of dividends or employment, 

2. Second, that the offer to buy stock at a low price is the “capstone of the majority plan” to freeze out the minority.

(c) Holding: Elements present here.

v) At-Will Employee (in New York)

(1) Law of NY much less friendly to minority SH’s

(2) Ingle v. Glamore Motor Sales, Inc. (NY)

(a) Ingle hired as sales manager.  Hired at will.  SA allows Ingle to buy shares in corp, and gives Glamore right to repurchase if Ingle cease to be employed “for any reason.”  Glamore fires and repurchases stock at fair market value.

(b) Holding:

(i) No breach of fiduciary duty:  

1. Minority SH who agrees to the repurchase of his shares upon termination of his employment for any reason, acquires no right from the corp or majority SH’s against at-will discharge

2. Glamore paid fair price.

vi) Minority SH with Veto Power has Fiduciary Duty
(1) Smith v. Atlantic Properties Inc. (MA)
(a) Weird SA:  Four SH’s.  Need 80% vote of shares to do pretty much anything.  

(b) This gives Wolfson the opportunity to block dividends, which he consistently does over a period of years, causing the company to incur serious IRS tax penalties for having excessive capital.  

(c) Holding:

(i) Court holds that a minority SH with blocking ability can be held liable for breach of fiduciary duty.  

f) 10b-5 and Close Corps

i) Jordan v. Duff and Phelps, Inc
(1) P must sell back stock at book value b/c leaving.  No freeze out b/c P leaving voluntarily.  
(2) Alleges 10b-5:
(a) Misrepresentation claim doesn’t work b/c this was just an omission and there’s no representation

(b) Insider trading – D&P knew that they were about to announce a merger, which was clearly material non-public information
(3) Holding (Easterbrook):

(a) Endorses insider trading claim here – duty to disclose

(b) Cites Posner on opportunistic behavior
(4) Posner dissents b/c could have fired at any time.  
31) Mergers
a) Statutory mergers

i) Requirements:
(1) Approval by Boards and SH’s of both companies
(a) In some states, no SH vote necessary if acquisition does not substantially diminish control (b/c other company is much smaller)
(2) SH’s who vote against have “appraisal rights”
b) Sale of Assets
i) Make deal w/ company directly.  Exchange assets for stock in acquiring company.  Then dissolve acquired company and distribute stock. 

(1) State laws vary on requirement of SH vote and availability of appraisal right.  

(2) Advantage: Avoid liabilities, and also may dodge SH vote/appraisal.
ii) Delaware Recognizes Sales of Assets
(1) Hariton v. Arco Elect., Inc. (Del.)

(a) Del Ct says sale of assets is not a merger.  

(i) Reorganization was accomplished through sale of assets and a mandatory plan of dissolution and distribution.  This is legal.  

(b) Note also that P wasn’t claiming that the price was unfair

iii) De Facto Merger Doctrine
(1) Farris v. Glen Alden Corp (PA)
(a) Larger company List decides to sell all its assets to smaller company Glen

(i) Structured this way to avoid PA law, which would have given Glen’s SH’s the right to dissent (and get appraisal) if Glen was merged into List.  

(ii) The asset sale was a way for List to avoid giving right of dissent to Glen SH’s, because Delaware law does not give this right.  

(b) Court applies the de facto merger doctrine – court will look to the substance of the transaction to determine its nature, rather than its form

(i) Court sees this txn as a rip-off – book value of Glen shares goes from $33 to $21

(2) PA legislature had tried to eliminate this doctrine, but court rejects this reading of the statute.  After this suit PA tries again.
c) Short-form Merger

i) Santa Fe Industries – 90% thresholds

d) Freeze-Out Claims
i) Involve dominant shareholder who attempts to freeze out minority, giving rise to breach of fiduciary duty claim

ii) Weinberger v. UOP, Inc. – Duty to Inform and Fairness
(1) Facts:

(a) Challenge to cash-out merger b/w UOP and its majority owner Signal.

(b) Signal acquires majority stake in UOP.  It controls board.  

(c) Two directors who are on both boards conduct feasibility study that concludes that any price up to $24 would be good investment for Signal.  They do not share this information with UOP.  

(d) Signal decides to pay $21. Signal Bd approves.

(e) Disinterested UOP Bd members approve.  Disinterested UOP SH’s approve (56% vote, and of those, 92% favor).  

(2) Merger challenged on three bases:

(a) No valid business purpose

(i) Delaware abandons this rule.  Says next two protections adequate.

(b) SH approval void b/c not informed.

(i) Not told about $21-24 range.  

1. Duty of loyalty conflict not disclosed – director overlap.  

2. Note ambiguity whether court enforcing statutory duty of informing or fiduciary duty.  

(ii) Lehman Brothers fairness study was only cursory

(c) Fairness analysis (Fair dealing and Fair price)
(i) Burdens:

1. If disinterested UOP SHs properly approve, then burden on P’s.  If did not properly approve, then burden on D’s.  

a. Here, approval not proper b/c SH’s were not informed.

b. Therefore, burden on D’s to show fairness.  

(ii) Fair Dealing
1. Duty of candor.  One w/ superior knowledge can’t use position to mislead SHs.

2. Conflict of Interest
a. Directors; Glanville – UOP director and author of Lehman opinion

3. Look to way that merger evolved and who controlled:

a. Structure

b. Timing – 4 days.  No compelling reason.  Del Cts don’t like this.  Cf. Van Gorkum.

c. Negotiations

i. Crawford.  President of UOP. Works for Signal subsidiary. Conflict!  He’s told that price will be $21, and he says it’s fine.

d. Disclosure

i. Withholding of Info; Cursory prep of fairness opin; Denied critical info -- $24 

(iii) Fair Price
1. Appraisal Remedy:

a. Del § 262:  Determine “fair” value based upon “all relevant factors.”  

2. Look to generally accepted methods in financial community.  Here, the Signal directors used cash flow analysis, just as the P’s expert did.  
a. Speculative elements of value are excluded.  

(d) Remedy:  Appraisal remedy.  Damages, not rescission.  

iii) Legitimate Business Purpose 
(1) Coggins v. NE Patriots FB Club, Inc.
(a) NE Patriots Case

(i) Sullivan succeeded in buying 100% of voting stock, but non-voting stock remained.  Loans were conditioned on pledging assets of the team to the bank.  To repay, he had to oust minority SHs

(ii) Merger – S creates new corp called New Patriots.  Merger b/w Old and New, in which voting stock of Old extinguished, and nonvoting stock of Old is exchanged for cash at $15 per share.  S ends up as sole owner of the New P’s, which lets him make his loan repayments.

(b) Mass applies two step inquiry – legit bus purp and fairness

(i) Legit purpose – no.  Just trying to get rid of minority in order to pay personal loans.  

(ii) Fairness under totality of circs – not fair

(c) Remedy: Damages

iv) Fairness
(1) Rabkin v. Philip Hunt Chem. Corp. (Del.

(a) Stock purchase agreement makes promise that if Olin purchased minority shares w/in one year, the price would have to be $25 per share.  Olin waits 1 year, then seeks to acquire minority interest at $20.  Outside lawyers evaluate, determine that $19-25 is fair.  

(b) Claim:

(i) Bad faith (not K violation or disclosure)

(c) Holding:

(i) Olin had a “conscious intent . . . to deprive the Hunt minority of the same bargain”

(ii) On remand, trial court must focus on entire fairness
32) Takeovers
a) Tender Offers:

i) Advantages to offeror:

(1) Way to takeover company

(2) If unsuccessful, can often still make large profit (e.g. b/c stock bid up, or white knight comes in and bids at high price)

ii) Disadvantages to offeror:

(1) High transaction costs – lawyers, ibankers

(2) May be unsuccessful b/c of defensive measures

iii) Structure:

(1) Offeror can buy ‘any or all’ stocks tendered

(2) Offeror can impose conditions – e.g. acquire min 51%

(3) Two-tier:  Front-end, Back-end
iv) Economics:

(1) Offeror bids at a premium over mkt price

(2) Target stock price tends to rise as a result

(a) Price may even rise above premium price b/c market anticipates that target’s board will engage in defensive measures that 

(3) Note that offeror’s own stock often goes down as result of offer

(a) However, target stock goes up more than bidder’s stock goes down, so the tender offer results in a net-positive gain in stock value.  

(4) If offer unsuccessful, and firm’s current management remains in control, price of target’s stock tends to return to its original level

v) Target’s Board Responses:

(1) Resist and bargain

(2) Stay neutral

(3) Absolutely resis

b) Defensive Measures
i) Discriminatory Self-Tenders
(1) Unical
(a) T Boone Pickens makes coercive two-tier tender offer.  Board responds with a self-tender from which Pickens is excluded. Pickens sues. 

(b) Holding:

(i) BJR Rule does not automatically apply to defensive measures such as discriminatory self-tenders (because of board’s conflict of interest in perpetuating itself).  

(ii) To qualify for BJR, Board must show they had reasonable grounds for believing that a danger to corporate policy existed b/c of another person’s stock ownership.  

1. Board can’t act solely in order to entrench itself (though this isn’t much of a check on board action)

2. Defensive measure must be “reasonable” in relation to the “threat” to shareholders.  

(iii) Court upheld this discriminatory self-tender, but didn’t bless all such self-tenders

(2) Discriminatory self-tenders are now forbidden by SEC
(a) Also bad b/c saddle you w/ debt

ii) Poison Pills
(1) Poison pill is structured as a dividend: 

(a) Company issues it as a “right” to SH’s

(b) Board can redeem for nominal price

(c) If a certain SH acquires a minimum percentage of the company’s stock, the remaining SH’s have certain rights, such as the right to buy two shares of the issuer’s common stock or other securities as half price

(i) The acquirer is not able to participate.  This means that the acquirer’s interest is dramatically diluted
(2) Not regulated by SEC   b/c governed by state law

(3) Moran – Del court upheld use of poison pills

(4) How to Defeat:

(a) If the acquirer’s bid is sufficiently generous, the market pressure on the company to redeem the pill is very strong 

(b) Also company may increasingly appear to be just trying to entrench itself

(5) Duty to Auction
(a) Revlon
(i) Perelman seeks to take over Revlon. Makes inadequate initial offer.  Revlon resists, seeks out white knight.  Perelman makes series of better offers.  Revlon then makes deal with white knight.  

(ii) Holding:

1. Original measures (poison pill and discrim tender) okay because Perelman make a grossly inadequate

2. Duty to auction
a. Once the sale has become inevitable, the duty of the board is to get the best price for the SH’s

b. Lock-up, no-shop, and cancellation fees are all okay if they are in service of inducing an auction.  They may not be used to shut off an auction.  

(b) Paramount Comm. v. Time Inc.
(i) Facts:

1. Time wants to acquire Warner.  Arranges merger featuring stock-for-stock transfer.  

2. Just when deal seems almost complete, Paramount (Sumner Redstone) intervenes and offers to buy Time at dramatic premium ($175 over $125).

3. Time doesn’t want to be acquired.  They restructure deal w/ Warner as an acquisition.  

4. Paramount responds by raising its offer again.  Time refuses. Paramount sues.

(ii) Court analyzes whether Revlon duty of auction had kicked in:

1. Duty had not kicked in because it was not inevitable that Time would be sold.  

2. Court buys Time’s argument that Time would better protect the long term value of its share if it were not taken over by Paramount.  

a. Turns out not to be true.  
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