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I.
INTRODUCTION

· Main types of business organizations

· Proprietorship—Business owned, operated, run by 1 person; not its own entity

· General partnerships—2 or more individuals or other entities; exists as its own entity; residual form of business association.

· Partnerships with limited liability—Subset of partnerships; can divide partners b/w those who have and don’t have managerial liability. 

· Corporations—Separate legal entity

· Advantages of Corporate Form

· Limited liability of shareholders—Investors are only at risk for the purchase price of their shares in the corp.

· Perpetual existence of the corp—greater certainty and stability for investors

· Easy transferability of ownership interests—shares freely tradable, greater liquidity of ownership.

· Centralized management—s/h delegate control to board of directors; board cannot be instructed by s/h to take any specific course of action; can generally be removed only for cause.  Allows for passive investment.

· Tax considerations—Income retention by corp (but double-taxation for dividends).

· Criteria for choice of form

· Note: these are only standard answers -- remember most can be adjusted

· Remember, relationships can be contract-driven, to the extent permissible by law.  Statutes act only as default.  Can make partnership look more like corp, and vice versa through contracts.

· (1) Ability to raise capital—Corporation better ( raise capital by public sale of shares.

· (2) Tranferability of ownership interests—Corporation better ( Shares of stock are transferable; ownership interests in partnership is not.

· (3) Liability of owners for enterprise debts—Corporation better ( generally limited liability (s/h immune from corp debts); partnerships are not (owners personally liable). 
· But corporations do not guarantee limited liability.  E.g., A&B sign personally for loan to establish corp; liable unless novation. 

· And partnerships can avoid unlimited liability.  E.g., real estate partnership can borrow on non-recourse debt; bank can only seize the property, not personal assets. (( This is good way to achieve tax benefits of partnership, but liability benefits of corp.)

· (4) Economic planning potential—Can go either way

· (5) Tax implications for enterprise and owners—Corporations bad ( taxed at entity level; therefore distributions (e.g., dividends) double-taxed.  But: Income retention good.

· Partnerships ( good, b/c single tax only (only at individual level).  Also pass-through losses can offset personal gains.

· (6) Flexibility of control and financial structure—Partnerships better ( more flexibility.

· Laws applicable to corporations

· Model Business Corporation Act (1969, revised through 1981) (MBCA)

· Revised Model Business Corporations Act (1985) (RMBCA)

· Has been adopted in various revised forms by many states

· State corporations laws

· Most important states: DE, NY, NJ, CA

· Only state has power to create corp, confer limited liability for s/h.

· Rule: Internal affairs of corp are governed by law of state of incorporation (even if all other business in another state).

· Statutes interpreted by court decisions

· US Securities Act of 1933, as amended

· US Securities Exchange Act of 1934, as amended

· Objective: Regulate the securities markets by disclosure regulation

· US Internal Revenue Code of 1986 and Treasury Regulations

· State tax laws

· Corporation Structure:  Shareholders ( Board of Directors ( Officers
· Officers/Managers—Manage Corp’s operations (day-to-day management).  

· Hired, Supervised and Fired by Board at Senior level. Can be removed by board at any time, w/ or w/o cause
· Titles/duties set by bylaws or Bd. Resolution. DE 142(a). Officers chosen and hold offices for terms as prescribed by bylaws or determined by Bd. 142(b).

· Typical offices: CEO - Chief Executive Officer (often also Chairman of Board); COO - Chief Operational Officer (also often on board); CFO - Chief Financial Officer (also often on board).

· Officer Compensation: 

· Cash, bonuses, fringes, stock & stock options.

· 500-to-1 for chief executive to average employee. 

· Incentive compensation theory: If get % of profits, work harder, benefits all.

· Stock options ( biggest

· Only exercise if “in the money,” i.e., stock price above strike price; if stock goes down, no loss, but don’t buy.

· Incentive worry: Motivates to work for short-term gain, cash in on stock differential, then run away.

· Germany: stock options permissible; but rule: when executive exercises the option, mandated to hold onto stock for 3 years after exercising.

· Directors—elected by Shareholders to run Corp as Agent
· Key locus of Corporate governance.  Responsible for broad oversight rather than day-to-day operation. Usu. 9-10 members (used to be 25).

· Elected by s/h for terms (can be staggered-- in up to 3 classes). Sometimes can be removed by majority s/h vote (unless cumulative voting).

· Types of Directors:

· Inside—Full-time employees of Corp (including CEO). Usu. 2-3.

· Outside—Not employed by corp full-time, but may still be “affiliated” (e.g., banker, supplier, etc.)

· Independent—Outside director w/ no material relationship to Corp (except stock ownership). NYSE/Nasdaq require majority independent.

· No CPAs or lawyers -- conflict of interest.

· Generally chaired by CEO. Many Corps have lead director of Outside/Independent Directors.

· Committees:

· Bd entitled to designate committees w/ 1 or more directors by resolution of majority of Bd.  Committes may exercise all powers of Bd to extent authorized by Bd. Resolution or Corp bylaws.  DE 141(c)(1).

· Generally operate via Committees. 
· NYSE requires 3 committees (all independent Ds): Audit, Compensation, Nominating and Governance. Also common: Litigation.
· Audit committee (SOX § 301): 

· Independent Ds only. Maintain oversight over accounting and financial reporting processes. Selects the auditors. Provides additional degree of insulation of accountants, so board can’t manipulate accountants. Previously: Only NYSE requirement. SOX (if fed law applicable): at least 3 members, all independent; responsible for “appointment, compensation, oversight” of auditor.

· Nominating: Recommends director nominees; create written criteria for selection/eval of directors.

· Compensation: Reviews and recommends exec comp.

· Shareholders—Residual Claimants of Firm’s Equity.  

· Largest group who effectively own firm. Residual claim means Shareholders entitled to assets remaining after Corp is dissolved and obligations paid.  Gives group incentive to maximize value of Corp.

· Dispersed ownership -- few publicly traded corps have controlling s/h.

· Individuals: 25%.

· Institutional investors (e.g., mutual, pension funds): 50-70%

· Institutional execs vote the stock; not the individuals who contributed to the funds.

· Theoretically could create block voting; but mutual rarely active.

· Economic Analysis

· Conflict of interest

· Dividing control and ownership creates inherent potential conflict of interest.  Concern: Managers will use corp assets to benefit themselves rather than s/h.

· Berle-Means thesis:  B/c of diffuse s/h ownership, ownership and control separated; managers can pursue self-interest largely unconstrained by s/h opposition.

· Behavioral model: Managers seek their own stability in firm, more than profit.

· Econ response:

· Market forces constrain management from overreaching;

· Manager self-interest closely aligned w/ s/h: common interest in maximizing price of shares; therefore, low danger.

· Prof: Econ constraints are powerful; but not necessarily sufficient.

· Agency Cost Model:

· Principals (s/h) control agents: (1) create equity incentives, e.g., stock options; (2) “monitoring” controls (e.g., auditing); (3) “bonding” devices (agents promise performance, e.g., by basing salary on profits).

· Theory: Natural constraint on risk is risk-return payoff. Will drive up risk to reach natural equilibrium, where s/h return optimal, risk tolerable.

· Corporate Social Responsibility

· Traditional view: Fiduciary duty only to s/h.  Profitability (s/h value) exclusive objective.

· Dodd: Corps have duty to community.

· Corporate charity, conduct in public interest.

· W/o question, corporate management has legal authority to donate s/h money. E.g., RMBCA § 3.02(13).

· Only question is policy; should they?

· ALI § 2.01: “A corporation should have as its objective the conduct of business activities with a view to enhancing corporate profit and s/h gain. . .  . (b) Even if corporate profit and s/h gain are not thereby enhanced, corp . . . (3) may devote a reasonable amount of resources to public welfare, humanitarian, educational, and philanthropic purposes.”

· Corporate constituency statutes and fiduciary duties to non-s/h

· Corporate constituency statutes 

· Require or permit directors to consider interests of constituencies other than s/h, e.g., employees, creditors, local communities, etc.

· Debate over their merit.  Largely unenforceable by the constituencies.

· Fiduciary duties to non-s/h?  

· E.g., DE “zone of insolvency”: on brink of insolvency, s/h prefer high-risk venture w/ unlikely return (b/c most risk on creditors); impose fiduciary duty to creditors.

· Retreat: Creditors protected by debt instruments only.

· Capital Structure
· Introduction:
· Capital structure refers to the composition of a Corp’s sources of capital- mix between debt and equity.  Various subtypes w/in debt and equity.
· Both equity and debt may take convertible form.
· Gives owner of debt or preferred stock right to convert asset into common stock. Built in exercise right as conversion rate.
· Advantage of this security is that it has fixed return of debt or preferred stock while providing holder w/ opportunity to share in upside potential of company by converting to common.
· It is undesirable for start-up to have high debt to equity ratio- debt limits ability to grow, impairing credit, and giving initial fixed obligation.
· Equity (Stock)
· Typical characteristics of stock:
· Vote- Ability to vote over some issues such as control
· Residual ownership- liquidation right in what’s left of company
· Return- Ability to receive dividends
· Terminology:
· Authorized stock = max # of shares corp can sell (specified in Arts.).

· Issued stock = # of shares corp actually sells.

· Outstanding stock = shares that have been issued and not reacquired by corp.
· Issuance of stock
· Issuance occurs when corp sells or trades its own stock (not when individual sells).  It is a way to raise capital for corp.
· Must be issued for consideration.  
· Permissible consideration: cash (or equivalent), tangible or intangible property (including goodwill), or any previously rendered services to the corp.  
· Impermissible: promissory notes; future services.
· Amount of consideration:
· Par = “minimum issuance price.”  Min that corp must receive in exchange.  Need not have par stock. If so, set it low.
· No par = no min issuance price.  Bd sets reasonable price.
· Bd’s valuation of consideration is conclusive (so long as GF).
· Types of Stock:
· Common Stock- residual owners of Corp.
· Only asset all Corps must issue.  See, e.g. MBCA 6.01(b)(1)- At least one class of stock must have unlimited voting rights.  Also id. at (b)(2)- at least one class must have residual ownership.
· Control/ownership is vested in Common stockholders who have voting rights.
· Return and priority—Common stock owners are last in line for distribution of income (via dividends) and liquidation.  They get what’s left over.
· Dividend distribution is discretionary.
· Control.  First in line w/ respect to control
· Combination of residual ownership and control supposed to vest decisionmaking power w/ those whose incentive is to maximize long-term value to Corp.
· Preferred Stock - get dividends first
· Return and priority—Priority over common stock for income (via dividends) and asset liquidation but subordinate to debt.
· Control—Typically non-voting, except w/ respect to structural changes (merger and charter amendments).
· May acquire voting right if stock unpaid for certain period.
· May also adopt hybrid version of stock that gives preferred stock more complete voting rights.
· Dividends may be either fixed or discretionary.
· Stated- Fixed value dividend, creating obligation, but also upside limit. (No obligation to pay until declare dividends).
· Participating- Receives dividends along w/ common.
· Cumulative- Value accrues when not paid, but typically non interest bearing.
· Rights of preferred stock must be described in certificate of incorporation.  Not simply default like common stock.
· Preemptive rights
· Right of existing s/h to maintain her % of ownership by buying stock whenever new issuance of stock for money (not for property).  Most states require provision in Articles for preemptive rights.
· Debt
· Debt is contractual.

· Debt has priority over equity for asset distribution.

· Debt has no control- no voting power. But effective control through contracts.

· Debt does not share in upside potential of Corp- claim is fixed by face value.

· Unlike stock, debt has maturity date- time at which debt becomes due and owing.

· Creates a fixed obligation for Corp.

· In contrast, equity holders never have value come due and can’t push into bankruptcy.

· Short term obligations are called notes.  Long-term obligations are bonds (if secured by mortgage on Corp property) or debenture (unsecured).

II.
CORPORATE FORMATION

· Hierarchy of Governing Corporate Rules

· State Statute

· Takes precedence: If any document conflicts with state statute, state statute takes priority.

· Note: Always possible for state to change corporate laws, and therefore alter existing rights (“reservation of powers” clause in statute).

· Articles of Incorporation

· Create the corp.  Public.  Filed w/ state.

· Hard to change (requires s/h vote).

· Bylaws

· Not public.  Tend to be adopted only by board, not s/h.

· Note: for publicly traded corps, these are public.

· Other

· Formation Requirements

· (1) Incorporators

· One or more.  Can be people or entities.  (In NY, must be person.)

· Job:  Sign and file the articles.

· (2) Articles of Incorporation

· Contract b/w corp and s/h.  Also contract b/w corp and state.

· Required elements (e.g., DE § 102(a))

· Corporation Name (should include “magic word”)

· Office location

· Agent for service of process

· Authorized capital

· (1) Total authorized stock; (2) # of shares per class; (3) par value info; (4) voting rights; (5) preferences of each class.

· Names, addresses of incorporators (in DE)

· Purpose (can be to engage in all lawful activity) (in DE)

· Optional elements (e.g., DE § 102(b))

· Generally: Voting rules; financial issues; control structure; limitation on outsiders; etc.

· Straight vs. cumulative voting for directors.

· Supermajority quorum or voting requirements—must be in Articles.

· Share classes and voting rights—must be specified in Articles.

· S/h consent elimination—if state permits less than unanimous (DE), may want to eliminate through Articles (e.g., to protect minority in close corp). 

· S/h control agreements—if intrudes on bd power must be in Articles.

· Share transfer restrictions—need not be in Articles (can put on share).

· Preemptive rights of s/h

· Durational limit of corp’s existence

· § 102(b)(7) - Liability immunity for directors against everything except good faith/duty of loyalty. (i.e., avoid Van Gorkum std)

· Planning issues:

· Writing something into Articles protects minority interests.

· Large companies want simple Articles, for max flexibility.

· (3) Filing

· Must file Articles w/ State (and pay fee).

· Filing is conclusive proof of valid formation; de jure corp.

· (4) Act like a corporation!

· Must start doing business as corporation! Observe corporate formalities.

· Elect board; Board holds organizational meeting; board selects officers, adopts bylaws, issues shares, opens bank accounts, etc.

· BYLAWS: For internal governance. No particular provisions required. Provide general rules w/r/t meetings, notices, officers, directors, indemnification, etc.

· OTHER DOCUMENTS: S/h agreements, employment contracts, transfer restrictions, etc.

· Defective Incorporation

· Substantial compliance

· If file + substantially comply w/ statute ( corp is de jure.  

· E.g., name is confusing; capital insufficient; fee not paid ( corp still exists; just have to correct.

· Corporation by Estoppel

· Common law concept.  

· Theory: If party relies on representation, estopped from denying the representation.  

· General Rule: X cannot deny they’re a corp; but others can.

· Scenarios:

· (1) Corp X pretends to be partnership ( X can be sued as partnership.

· (2) Non-corp X pretends to be corp ( X can be sued as corp or individual (Don Swann).
· (3) If P dealt w/ X as if corp ( P estopped from claiming X not a corp as defense. (GA code/Walker case in Don Swann).

· Defective Incorporation/Pre-Incorporation Liability

· Individual liability! 

· E.g., RMBCA § 2.04.

· Common law: If fail to form corp, have formed partnership; partnership is the residual entity ( all partners liable for company’s debts.

· Liable even if rely in GF on lawyer’s representation that incorporated.  Tough.  Note:  If lawyer committed malpractice, could sue her.

· Pre-Incorporation Contracts:

· Promoter is liable for all pre-incorp contracts (until novation).

· Corporation is not liable for pre-incorp contracts until it adopts.

· Line is drawn at filing.  Applies to ALL business before Articles officially filed.  DO NOT carry on any business until certificate of incorp in your hand. 

· Thompson & Green (1984): De facto corp does not exist; line is drawn at filing; D is personally liable for debts; no estoppel defense (i.e., that P treated it as a corp, therefore debt should be corp’s).

· Choice of State of Incorporation

· Advantages of Local State:

· If activity only in 1 state, better to incorp there.

· Lower start-up cost; Taxed only in 1 state (can choose low-tax state).

· Lawyer can practice in her own court.

· Federal exemption.

· Advantages of Delaware:

· Most sophisticated statute

· DE Revision Commission ensures all new developments incorporated into statute w/in 2-3 months.

· Code sections never change; just create new subsection.

· DE Chancery Court

· Large body of case law.

· Dedicated and sophisticated court of equity.

· “Foreign Corporations” (i.e., out-of-state corps)

· Full faith and credit:

· Out-of-state corp must be recognized in other states.

· Law of state of incorporation governs rights/obligations of corp. I.e., Corp carries its governing law wherever it goes (e.g., NY court will apply DE law, if DE corp-- must follow DE precedent; but can’t create binding DE precedent).

· Registration Requirement:

· If “doing business” in another state, must register.

· “Doing business”: More than just shipping goods there.  E.g., have offices or employees in the state.

· Registration Requirements:

· (1) File copy of articles of incorporation w/ state.

· (2) Must consent to service of process in state courts.

· (3) Taxation of in-state activities.

· Consequences of failure to file/register in state

· Unpaid taxes; Fine; May not sue in state (but can be sued).  

· State corporate taxation

· Generally, 3-part formula: (1) Payroll; (2) Plant; (3) Revenues. For each element of formula: Numerator = portion in state; Denominator: total for corporation. Then arrive at base on which to pay tax.

· Must complete tax return for every state in which do business (that has corporate tax).

· Shareholder Liability (Despite Effective Incorporation)

· Basic Rule: Generally, s/h is NOT liable for debts of corp. Liability stops at borders of corporation.  Very very unlikely to hold s/h liable for corp.
· Values underlying limited liability:

· Lowers cost of investment by reducing transaction costs/monitoring costs (both vertically & horizontally), standardizes investment value (don’t have to investigate other s/h), increases liquidity.

· Permits greater range of risky activities by firms ( profits.

· Costs of limited liability:

· Externalization of Costs -- fail to internalize costs of doing business, e.g., Walkovsky (cab negligence).

· Fraud—Misrepresentation to Creditors

· Excessive risk taking.

· Inadequate Cap—Corp inadequately capitalized to meet obligations. 

· How can creditors protect themselves?: Can contractually “pierce” ex ante by having s/h or parent corp guarantee loans. Then can hold s/h liable.

· Bases for S/H liability (** note: often blended; should argue all three!**)

· (1) AGENCY: Agency: corp as agent for s/h:

· E.g., SUB wholly-owned subsidiary of PARENT that directs its day-to-day operations.

· Claim: SUB actually acting as agent of PARENT. In effect, changes relationship of s/h from ownership to direction and management.  Note: Not denying existence of corp.  Just arguing it’s an agent, so can sue s/h anyway.

· (2) REPRESENTATIONAL/Estoppel liability.

· SUB’s product is so closely identified with PARENT, will deem PARENT representationally liable for the product. E.g., local adopts the national brand.  E.g., McDonald’s local franchise “represents” that you are eating a McDonald’s Big Mac.

· Can sue both local and national McDonald’s based on representational liability (even if no agency, i.e., national not directing local, and even if though no defective incorp).

· Remedy for PARENT:  

· Contract ex ante w/ franchisee that it will (1) take out sufficient insurance; (2) indemnify the parent.

· Note: Not avoiding representational liability; allocating risk internally through contracts; agreeing around liability.

· (3) LIFING CORPORATE VEIL: disregarding the corporate entity.
· Veil piercing is equitable remedy w/ burden on P to establish.

· Veil never pieced for public co outside of parent/subsidiary context.  Only close corps.

· Most likely for individual Ds, especially if only 1 s/h.

· Equity stronger for tort plaintiff than K, given issues of notice, consent.  

· In K, party dealing w/ Corp has other ways to protect itself; e.g. requiring personal guarantee, structuring payments, etc.
· Factors for Lifting Corporate Veil:
· 1) Failure to observe formalities: books, records, meetings

· Esp danger for 1 s/h corporation, must emphasize the importance of observing formalities

· 2) Intermingling: Failure to maintain separation: bank accounts, billings

· S/h can’t treat corp as personal property.  Must have separate bank accounts, essential that money that comes in as revenue goes to the corporation’s account, billing document says “corporation.” 

· 3) Domination, mere instrumentality, etc.
· 4) Insufficient Capitalization: Assets inadequate to carry on expected business or bear expected business risks. (e.g., Cavaney)
· No requirement that corp have assets greater than reasonable to carry on business.  But, insufficient capital initially invested to cover liabilities or capital siphoned out to shareholders raises possibility, esp. where used as device to defraud creditors.
· Test is imposed at the time of establishment; Must be somewhere within the business range. Want to ensure that permanent capitalization at the beginning is adequate to cover what might be foreseeable.  

· Usu factor insufficient on its own.  Usually only applies when no capital is initially invested in Corp, and often combined w/ intermingling theory.  Kinney Shoe v. Polan.
· Vague to know what constitutes insuff cap.  Capital flow changes over-time and shouldn’t be sufficient to undermine liability.  Would defeat purpose of limited liability to make positive cash flows (profitability) the test for veil piercing. Possible method to compare to industry std.  Laya v. Erin Homes.
· 5) Fraud, inequity, misrepresentation
· Not sufficient, but usually necessary.  Lifting corp veil is an inherently equitable matter.  Consider fairness, equity.  But remember: policy of limited liability necessarily leads to under-compensation in some instances.
· Note: Less likely to pierce in contract case, b/c duty to investigate.
· 6) Parent/Sub Context:
· Alter Ego Theory—Parent treated Subsid Corp as Alter Ego, w/ no difference between P and the Subsid.

· Note: 100% ownership and identity of directors/officers not sufficient to pierce.  Strong reluctance to pierce.

· Steps in Fletcher v. Atex for alter ego finding:

· (1) Must establish single economic entity, w/ P dominating subsid.

· (2) Overall element of injustice/unfairness in allowing corporate shield.
· Important factors: Contract vs. Tort; Adequacy of initial capital & insurance; Role of disclosure.
· Cases (individual S/H): 
· Perpetual Real Estate Services, Inc. v. Michaelson Properties, Inc.: (contract): No piercing. 

· All corporate formalities followed, no wrongdoing, and contractual relationship. 

· PRES sues Michaelson and MPI, alleging MPI was Michaelson’s “alter ego or mere instrumentality” and seeking to pierce corporate veil.  Elements: (1) P must first establish that the corporate entity was the alter ego, alias, stooge or dummy of the individuals sought to be charged personally (mixing “agency” and “lifting veil” theories) - here, M followed formalities. (2) P must also establish that the corporation was a device or sham (i.e. proof of wrongdoing).  Here, no evidence that Michaelson used MPI to obscure fraud or crime.  Just drained out assets.
· Courts very reluctant to lift the veil in contract cases, such as this one, where the creditor has willingly transacted business with the corporation.
· Kinney Shoe Corp v. Polan: (contract): Pierced! 
· Classic lifting corporate veil ( failure to do business as a corporation:  No board of directors, no meetings, no minutes, no officers, no stock issued, no separation of assets, etc.

· Corp goes bankrupt; creditor sues Polan as individual.

· Only possible defense: Kinney Shoe Corp. could be estopped from asserting this because walked into situation will full knowledge: on notice that he was dealing w/ limited liability vehicle, so should have investigated and could have required personal guarantee, up front payments, etc., to protect himself.  
· Minton v. Cavaney (CA, Traynor) (negligence tort): Pierced!
· Veil pierced for inadequate capitalization + D active participant in corp’s affairs. Swimming pool w/ no insurance and almost no capital.  Note: Very rare case.
· Cases (corp S/H):
· Walkovsky v. Carlton: (tort) No piercing.  
· Cab driver and Sub clearly liable; but can’t reach Parent.  Only asset: $10K mandatory min insurance; insufficient to cover injuries. Corp formalities respected separating Corps from individual owner.  Hard to argue insuff cap when owner met statutory insurance min. Legislature’s fault. Corp legally took advantage of it.
· Horizontal piercing theory: Not going after Parent-- just claim all the Subs are really single entity. Viable where common operation of Subs w/ common financing, supplies, employees etc. Still can’t reach Parent’s assets, but could get all 10 Subs’ taxis.  (P did not argue this.) 

· Sub C owned 10 Corps, each of which had 2 cabs w/ only min $10k required insurance per cab.  P injured by one of cab drivers.  P claims separate Corps operated as single entity and that they were essentially and extension of their owner.
· Fletcher v. Atex, (product liability tort): Piercing denied. 

· Formalities followed; no “domination”; absence of injustice or unfairness (diff. b/w tort & product liability).

· Bd holding regular meetings w/ minutes, filing own tax returns, own employees, etc.  Use of common cash management system for all subsdid’s not suff. to pierce absence evidence of commingling.  Veto power of Parent as majority shareholder is legit and common, as is overlapping Bd.

· Bartle v. Home Owners Coop (debts of sub in bankruptcy): Piercing denied.  

· Formalities followed; separate existence always maintained; creditor knowledge; permissible use of Sub to limit liability of Parent. Shows strength of anti-piercing policy.  OK to create Sub simply to shield Parent from liability.

· Subsid W formed to build houses for Vets on lots owned by Parent.  W failed even though Parent HO invested additional sums beyond initial.  HO clearly formed for purpose of limiting liability in operation that couldn’t be expected to make profit.
· Manufacturing of dangerous products (policy question)

· Newport News Naval Shipyard:  Sub of United Technology.  Manufactures nuclear submarines.  NNNS is capitalized: lots of money.  But if nuclear submarine melts down, SHITLOAD of money. No capital will be enough to cover cost of injuries. Even insurance won’t underwrite.

· Arg for sealing off liability: No experienced Parent will undertake this socially beneficial activity w/o ability to seal off its assets.

· Arg against: Innocent victims left without remedy.

III.
NORMS OF CONDUCT AND DUTIES OF CORPORATE MANAGERS

· Formalities of Corporate Action

· Actions by S/H
· Shareholders have little control beyond electing board and voting for fundamental changes. 

· Shareholders can vote over issues but w/out control—e.g. Non-binding Shareholder proposals.   Can prompt negotiation (activist tactic). But Bd has independent obligation to exercise best judgment, regardless of S/H proposal.

· Can remove member of Bd by majority vote—unless cumulative voting, and enough shares oppose that would be sufficient to elect.
· Action by Shareholders meeting

· In U.S., s/h meeting is not organ of corporation.  

· Require physical attendance or proxy (i.e., designate on paper how s/h will vote). Under most laws now, permissible to attend by electronic means.  Usually used by smaller corporations to allow for video-conferencing, etc.

· Federal regulation: Regulates “proxy solicitation.” “Proxy Statement”: Announces s/h meeting of corporation.  Gives voting issue of that meeting. Notice of meeting is subject of disclosure regulations-- and this notice is what ends up providing us with all the info we know about corporations.

· Action by unanimous written consent

· All states allow s/h action w/o meeting, provided unanimous written consent of all s/h’s.  Theory: if everyone agrees, then no one damaged.  Note: Used for fast action (no notice, mtg, etc.).

· Action by non-unanimous consent:

· DE innovated.  Some but not all states allow. 

· Rule: any action that could be taken by s/h meeting, could be taken by consent of necessary majority (w/o s/h notice).  

· Note: Disenfranchises the minority s/h in very absolute way.  E.g., merger. So long as requisite majority agree, could take the action, file it with the state, and only afterwards notice given to the minority s/hs.

· NYSE and SEC forbid (b/c require proxy material). Only used for close corps. 

· Only default rule -- can write it out in Articles (but if not, beware!)

· Actions by Board (RMBCA §§ 8.01, 8.20, 8.20)  

· Board of Directors control the corp:

· “All corporate powers shall be exercised by or under authority of the board of directors”  RMBCA 8.01(b).  Most states share similar language.  Crux: It is w/ board of directors that power to act on behalf of corporation resides.

· Number of directors: usu. at least 3 (idea: collegial body)
· Number of Directors fixed in bylaws unless otherwise provided in certification of incorp.  141(b).
· In most states, can be only 1 person.  RMBCA 8.03. In some states, minimum number of board is 3 (unless fewer than 3 s/h, in which case minimum number of directors is number of s/h).

· Not a good idea to have only 1 director-- raises eyebrows.  E.g., sometimes banks require 3 signatures.

· Two ways Board can take action:

· (1) Meetings (RMBCA 8.20)
· Board acts by majority in meeting w/ quorum (DE 141(b)).  Formality of actions matter w/ what is a meeting, providing notice, adopting resolutions, keeping minutes, etc.  

· What constitutes a “meeting” can be ambiguous and is important for legal effect— some formalities required with calling it, providing notice, proposing and adopting resolutions w/ discussion, taking minutes, etc.
· Regular meetings - set by bylaws; no notice necessary.

· Special meetings - require notice (method set by bylaws).

· Attendance can be either in person or by electronic means.

· Note: Can never have proxy or voting agreement (need d’s independent judgment).
· Quorum: Majority of total directors, unless Articles or bylaws state otherwise.  141(b).

· Approval: Vote of majority of directors present at meeting at which quorum is present constitutes act unless Articles or bylaws require vote of greater number.  141(b).

· (2) Action by unanimous written consent (RMBCA 8.21):

· Make sure to file w/ corp -- lift corporate veil danger!

· Can’t act individually to bind Corp (as either Director or Shareholder).
· Committees:

· Board can designate committees by resolution. Committees may exercise all powers of Bd to extent authorized by Bd. Resolution or Corp bylaws.  DE 141(c)(1).
· Authority of Corporate Officers

· All authority of officers is traced to action of board.

· Bylaws as source of authority

· Usually top execs will find direct source of authority in the bylaws.

· All bylaws have section for officers (e.g., “Corporation shall have X officer.  Authority of X officer shall be . . .  .”).  Lays out top structure of corporation.  

· Note: Remember, bylaws not publicly filed (under state law).

· Specific authorities by board resolution

· Board resolutions can delegate specific authority to officers.

· E.g., Major corporate transactions will always be authorized by resolution of the board (usu followed by s/h vote).

· These board resolutions become subjects of lawsuits against board, claiming violating standard of care.  E.g., Disney litigation.

· Types of authority (“power of position”: apparent authority, inherent agency power):

· Actual—View through Agent.  Object manifestations of authority.  In Corp, generally through job description, Board resolutions, bylaws, etc.

· Implied—Authority necessary to execute expressly authorized roles.

· Apparent—Through eyes of third party; whether P’s conduct makes inference of authority reasonable.

· Note: In U.S., no agent has inherent power to bind corp.  Any 3rd party must verify person purporting to act on behalf of corporation is indeed authorized to act in that way for corporation. Need documentary evidence of that person’s authority, i.e., Bd resolution, bylaws, provision of the authorities w/r/t this person.

· Fiduciary Duty of Care (“Business Judgment Rule”)

· Duty of Care

· Fiduciary duty owed to the corporation by virtue of role of trust, confidence. Applies to corporate managers = directors, officers. Note: Whether officers and directors held to same duty of care is statutory matter-- usually, same.
· Duty of care applies w/ respect to disinterested conduct: e.g., director actions have caused loss to corporation, but no benefit to defendant. 
· Rule = Act with the care of an ordinarily prudent person in a like position.  (ALI § 4.01) But subject to BJR; therefore, BJR actually sets the standard.
· Personal liability: Every D that voted for action, acquiesced, or failed to object, jointly and severally liable for all damages. To avoid, dissent on record or in writing. Illness/disability/incompetence is no defense. United Jersey Bank.

· Note: Liability for violation of duty of care is very rare! 
· Tort elements:  Duty (to corp), Breach (gross negligence) Causation and Injury.
· For nonfeasance (e.g., director does nothing) -- breach is clear; but must show causation. Causation more direct for management abuse (e.g., United Jersey Bank) than mere poor management (have to speculate whether D’s oversight would have mattered). Note: Inaction only protected by BJR if omission was conscious exercise of BJ.
· For misfeasance (e.g., actions hurt company) -- causation is clear; but breach question is subject to BJR.
· Business Judgment Rule— Presumption that Bd’s business judgment fulfills duty of care if made (1) in GF; (2) not interested in the transaction; (3) is appropriately informed.
· Prerequisites:
· (1) Act in GF (no intentional wrongdoing)
· No BJR if breach GF.  BF includes actual intent to harm, and intentional dereliction of duty. Disney Litigation. 
· No BJR if violate public policy (fraud/illegality). (Miller v. AT&T).

· (2) Act w/o conflict (no benefit to Ds)
· No BJR if Conflict of Interest (Cookies) (duty of loyalty).
· If conflict, was cured? e.g. informed shareholder vote approving action.
· Standard of liability is gross negligence (Van Gorkum)
· To overcome BJR, must show gross negligence in discharging duty to supervise or to become informed.
· Standard is procedural (not substantive): 
· Determination made on objective basis re whether procedures followed by board were sufficient to justify the conclusion that board exercised business judgment. 

· Re: Become adequately informed (Van Gorkum) - considerations:
· (1) Nature of transaction - how serious?

· (2) Background of Ds - expected to use your own expertise

· (3) Extent of info and documentation available - Entitled to rely on opinions, reports, data from other managers, legal counsel, accountants, or other people who merit confidence.
· (4) Extent of analysis and deliberation - fact-intensive question.

· Re: Oversight/Management (In re Caremark, Stone, United Jersey Bank):
· Board’s job is to monitor. But Bd can’t realistically prevent all fraud, illegality by employees and managers.  Board must implement info gathering and reporting system in place to monitor and detect non-compliance/illegality.
· Director liability for failure of oversight (“OR” test): Caremark, Stone:
· (1) Directors “utterly failed” to implement any reporting or information system or controls; or 
· (2) “Consciously failed to monitor or oversee” corporate operations; or 
· (3) “Directors knew they were not discharging their fiduciary obligations.” (knowledge)
· Director did nothing to inform herself. United Jersey Bank.
· Justifications for BJR:
· Encourage risks: Want Ds to take risks; by definition, can’t all turn out positively. Bad outcome doesn’t mean bad judgment, or lack of care.
· Avoid judicial meddling: Courts not well equipped to make business judgments; tendency to fashion remedy that serves gadfly function--push back on corp need to solve the problem.
· Encourage directors to serve: Otherwise exposure too great.
· Lose BJR in case of:
· Fraud/Illegality (Miller v. AT&T)

· Failure to acquire info to make informed judgment (Van Gorkum).
· Breach of Good faith (Disney)

· Conflict of Interest (Cookies)

· Corporate Waste (United Jersey Bank) (rarely successful)
· If lose BJR presumption:
· Board may still demonstrate it met Duty of Care, but can only do so after substantive review of intrinsic fairness, which is difficult standard to meet. Opens Bd decision to substantive review by Bd.  Also, review skeptical because only arises w/ Bd error or uncured conflict.
· Exculpation: § 102(b)(7) - Allows Corp to eliminate personal liability of Directors for breaches of duty of care by adopting in Articles. 
· Absolves of duty of care; only subject to Duty of Loyalty & Good Faith.

· Breach of GF = 

· (1) actual intent to harm (subjective BF), or 

· (2) intentional dereliction of duty; conscious disregard of responsibilities—actually turning the other way. 

· But does not include gross negligence.  Disney Litigation.

· Effectively eliminates personal liability for gross negligence.

· Also DE § 145 gives Corp power to indemnify directors, officers, employees.
· Cases
· Shellanskey v. Wrigley—BJR applied. Idiosyncratic, but no showing of conflict, fraud, or bad faith. Also no evidence on causation (other factors behind low attendance and financial losses). Wrigley Field corp president & 70% owner fails to install lights for night games at Wrigley Field (thought would ruin neighborhood). Very great weight to business judgment of directors. “Enjoy a presumption that formed in good faith and designed to benefit the corporation.” 
· Miller v. AT&T—Illegal conduct not protected by BJR. Failure to collect debt from DNC.  Alleged failed duty of care. D’s defense: Exercised BJ. Rule: No BJR when conduct is contrary to public policy.  
· Smith v. Van Gorkum—BJR standard is gross negligence.  But in order to exercise BJ, must educate yourself.  Ct finds D loses benefit of Business Judgment presumption because members failed to make judgment on an informed basis—failed to inform themselves of all material information reasonably available to them.  Errors: no inquire re VG’s role in setting terms; no review merger docs; no inquire into fairness of $55 price; no seek outside opinion on price; no ask views of senior mgmt; action in 2-hr mtg. w/o prior notice w/o emergency. 
· Frances v. United Jersey Bank—(oversight/management abuse/corp waste) close corp (widow & 2 sons). Problem of the dormant close-corp director.  Mother ill. Two sons bungled everything.  Holding: If mother ill, then presumptively not exercising business judgment. Acceptable conduct would have been: dissent, resignation. 

· In Re Walt Disney (2006)—Ct upholds and interprets DE § 102(b)(7). Claim: Bd approval of Pres termination payment ($130 million) either grossly negligent or in bad faith. Holding: No breach of GF; no intentional dereliction of duty. Not “best practices,” but not bad faith. (Procedurally better than VG: at least bd had mtgs.)
· In re Caremark International (oversight).  Issue: Directors’ duty to appropriately monitor and supervise enterprise. Holding: BJR protects.

· Stone v. Ritter (2006) (oversight). Elaborates on Caremark directors’ oversight role (technically dicta, b/c bd held not liable). Issue: what is standard of oversight required to satisfy the BJ rule. (1) Directors “utterly failed” to implement any reporting or information system or controls; or (2) “Consciously failed to monitor or oversee” corporate operations; or (3) “Directors knew they were not discharging their fiduciary obligations.”

· Duty of Loyalty (“Interested Transactions” by Directors and Officers)

· Duty of loyalty
· Fiduciary duty owed to the corporation by virtue of role of trust, confidence. Applies to directors, officers (and majority S/H).

· Based on agency issues w/ claims of divided loyalty.  Applies when corporation and director (or her financial interest) are parties to the same transaction.
· Potential transactions (“self-dealing”)

· Sales and purchases of property, inc. corp’s stock

· Loans to/from corp

· Dismissal of litigation

· Furnishing of services by “outside” director

· Mergers, Acquisitions, Squeezeouts, Freezeouts, Buyouts, Tender Offers

· Parent-Sub transactions

· Compensation

· Who counts as “interested”?

· Financial links of any kind.  But other relations (e.g., long-time friendship) usually won’t count. Under MBCA, close relatives count.

· Traditional common law approach

· Contract void ab initio: Any K b/w Pres and corporation (e.g., to sell land) was void.  This doctrine disappeared really fast b/c stupid.

· Contract voidable at option of corporation: Any K b/w corp and officer or director was valid, but could be voided if board didn’t like it.  Also stupid.

· Contemporary statutory rules (e.g., NYBCL § 713) ( reverse common law: no longer void/voidable, so long as meet conditions: 

· (1) Disinterested director approval (§ 713(a)(1)) - *procedural*

· Rule: Material facts disclosed to full board, and board by disinterested vote approves tx, then tx not void.  

· Interested Ds can be present (and count toward quorum) but can’t vote. Note: Strategically, sometimes better to not show up-- then can handle dissenting vote.

· How to count:  Need sufficient vote of disinterested directors; or by unanimous vote of disinterested directors, if votes insufficient. 

· Hypo 1: 6 board members, all present; 2 are interested; those 2 can’t vote; if remaining 4 vote for it, then OK.  4 is majority.

· Hypo 2: If only the 4 disinterested members are present (the 2 interested members absent themselves) then 4 is a quorum of board (b/c majority); so majority of 4 is 3, so only 3 must vote in favor of tx to approve.

· Hypo 3: If 5 are interested, and only 1 disinterested: Then the 1 disinterested director can carry the vote.

· (2) Shareholder approval (§ 713(a)(2)) - *procedural*

· Rule: Material facts disclosed to s/h, and approved by s/h vote.

· Majority S/H vote sufficient (traditional/NY view):

· Unlike directors, no fiduciary duty on owners. S/h’s get to vote their own interest. Thus, under NY law, only need 50.1%, regardless of “whose.”

· Majority “disinterested” S/H only (CA, DE): 

· Increasing idea of fiduciary duty on s/h as well-- in virtue of joint ownership. E.g., 1000 shares of stock, 200 of which are interested.  Those 200 don’t get to vote.  Need majority of remaining 800.

· Using disinterested majority s/h vote is best way to insulate tx from judicial review -- even CA will not usually examine merits.

· “Fairness audit” + disinterested S/H vote best insulation.

· (3) The entire fairness test (§ 713(b)) -- *substantive*

· Rule: Even if don’t procedurally insulate w/ disinterested director vote or s/h vote, can carry out tx w/o voiding if tx was “fair.”

· Burden on corp to “establish affirmatively that the contract or transaction was fair and reasonable as to the corporation at the time it was approved by the board, a committee or the shareholders.”

· Planning: Don’t rely on #3!  Will result in full hearing on the merits to establish that tx was entirely fair.  At least year delay.  Tx will be stayed pending resolution; will be dead by then.

· Burden of Proof

· Initial burden on P to demonstrate tx is interested; burden shifts to Bd.

· If Bd shows procedural “cure”:

· View #1: Safe Harbor—Disinterested D or S/H approval cures; BJR applies to disinterested D decision.

· Judicial review limited to duty of care review.

· In CA, only disinterested S/H vote insulates from review.

· View #2: Burden Shift—Approval removes “cloud” of automatic voidability, but court still inquires into fairness.  Burden on P to make showing of unfairness to trigger full hearing on merits. 

· E.g., Fliegler (DE): S/H approval does not remove from judicial scrutiny. 

· Remillard Brick Co. (CA): despite s/h approval, court retains power to examine into fairness of tx. (Note: Neither were disinterested S/H votes).

· If no procedural “cure,” burden on Bd to satisfy entire fairness test.

· Automatic full hearing on merits.

· No BJR applies to interested Ds.

· Entire Fairness Test

· Substantive:

· Replicate arm’s-length tx; fall into range of reasonableness; scrutinize tx, esp. the price and the value to the corp.

· Very intrusive judicial review.

· Note: For large tx (e.g., merger, acquisition, purchase of assets), corps will conduct “fairness audit” of tx: expert gives opinion of financial fairness of tx. Helps insulate tx.

· Procedural:

· (1) Full disclosure of all material info? - court can void based on improper disclosure, even if terms “fair.”

· (2) Disinterested approval? - were the “disinterested” Ds truly independent, or were they “dominated” by the interested D?  Dominated = acceded to interested D w/o ind judgment.

· (3) Role of interested D? - D may negotiate deal; but excessive participation may indicate dominance.

· Remedy

· Most courts permit either rescission or damages for improper interested tx.

· Majority S/H (oppression/domination)

· Often impose fiduciary duty on majority S/H, esp. for close corps.  Court will engage in fairness evaluation, even if 3-part statutory test satisfied.

· E.g., Cookies Food Products, Inc. v. Lakes Warehouse Distributing, Inc. (Iowa): Interested tx w/ majority S/H (who selected 5/6 Bd).  Subtext: Majority oppression w/ freeze-out. Holding: Despite satisfaction of 3-part test, Court has right to examine into fairness anyway. (finds fairness). 

· Parent-Sub Context

· Structure: P corp owns majority of S corp (but not wholly owned—S has some minority s/h). P forces some action on S.

· General rule: The “entire fairness” test applies to the tx, irrespective of approval. Parent owes fiduciary duty to Sub in Parent-Sub dealings.

· Benefit/Detriment Test—Burden shifts when Parent receives benefit to detriment (or exclusion of) minority shareholders (subsidiary).
· HYPO: Freeze-out merger: Corp A owns 80% of Corp T.  A can force merger of T into A (regardless of whether 20% owners of T agree).  Here, Court will examine fairness, EVEN if have fairness audit—b/c don’t have the voting safeguards. (Note: Could condition merger on majority approval of 20% disinterested S/H - but rarely do.)

· Case v. NY Central RR (NY): Parent: NY Central; Sub: Mahoning (74% S/H, officers & employees comprised entire Bd except 1); Valuable tax loss carry-forward shared; NY Central got most of value, Mahoning got some.  Claim: Minority S/H of Mahoning want more of $. Holding: Fairness review on merits; Fair agreement - neither corp would have had any benefit w/o the deal.

· Sinclair Oil Corp. v. Levien (DE): Dividend distribution w/ elements of “milking” assets. Sinclair owns 97% of Sinvin stock and holds all seats on Bd. of Sinven, meaning no opportunity for cure by disinterested Dirs. or shareholders—substantive fairness rev. Holding: fair on dividends (shared w/ minority S/H); not on contract enforcement (Sub did not seek damages for breach by Parent to detriment of minority S/H of Sub).

· Approval of Director and Officer Compensation

· Inherent conflict of interest in setting compensation.

· Excessive compensation raises issues of loyalty and self-dealing.

· Early practice: Recusal from board meeting

· Each director would leave the room in turn; other directors would set her compensation.  Ended up just being a formal dance.

· Modern statutes: permit participation, and validate compensation absent fraud.

· Rule: Board can set the compensation for directors (all Ds can participate); compensation so approved is valid, absent fraud.  

· Note: This is an exception to interested tx rule.  May not attack on “fairness” on grounds it was interested tx.  Exception.

· Rationale: Market will patrol the outcome.

· Often delegated to Compensation Committee (independent Ds).
· Publicly Traded vs. Close Corps
· Publicly traded/widely held corps: No judicial inquiry into compensation.  E.g., Rogers v. Hill. Will be subject to market.

· Close corps: Courts will examine compensation, often as part of inquiry into oppressive conduct. Classic majority oppression: Fire minority from board and all executive positions; give themselves huge compensation. E.g., Crowley - unfair to non-consenting minority for majority to appropriate such large compensation to themselves.

· Cash vs. Stock Options:

· Executive cash:  

· Need board approval.  Then judicial deference.

· Executive non-cash (e.g., stock options):

· (1) S/h approval (required for tax benefits under IRC § 422; NYSE; some state laws);

· IRC § 422 benefit - no tax on exercise (i.e., difference b/w strike price & value); pay tax only when sell stock.

· (2) Assurance of continued consideration (e.g., by vesting and service provisions);

· E.g., 5-year plan; 1/5 options vest each year; assures consideration for corp. Also: holding period (b/f selling).

· (3) Reasonable relationship b/w benefits to corp and value of options.  Note: This requirement has dropped away.

· Cases (ordinary compensation, i.e., salary, bonuses, pension):

· Adams v. Smith (Ala.): (gift, gratuity, waste) Bd gave voluntary pensions to widows of officers. Holding: Payment of corp $$ w/o consideration illegal (even w/ majority s/h approval).  Corporate waste. Note: This is a problem of timing.  If make agreement before officer retires or dies, then valid consideration. Note: Can give a retiring employee a token of appreciation (e.g., gold watch).  But not a Rolls Royce or pension plan.

· Mlinarcik v. Wehrung Parking Inc. (OH): (close corp) Court rejects excessive compensation claim ($17K vs. $2K); requires evidence of unreasonableness. 

· Crowley, Ruetz: closer judicial scrutiny of close corps.

· Rogers v. Hill (U.S.): (public) HUGE salary & bonus to execs. Salary (in 2007 dollars): $2 million; Bonus: $10.3 million (in cash--straight out of corp’s account!).  American Tobacco S/H sued (despite authorization in bylaws adopted by S/H). Court did not examine.

· Early cases re: stock options - highly technical and critical:

· Eliasberg v. Standard Oil Co. (NJ)

· Beard v. Elster (DE)

· Corporate Opportunities

· Status of “Corporate opportunity doctrine” (COD): 

· Sometimes considered freestanding doctrine.  Actually, just application of general fiduciary principles. Duty of GF overarching fiduciary obligation.

· Two components of COD:

· Negative obligation: 

· Not to compete with, do damage to, or otherwise impair the principal’s business. ( This is really just duty of GF.

· Affirmative obligation ** true COD **:

· Account to the principal for all benefits and opportunities arising out of or related to the principal’s business. Director cannot usurp corp opportunity.

· To whom does it apply:

· Obligation imposed on corporate directors, partners, employees. Employee’s fiduciary obligation from employment relationship.  Weaker. Officer’s duty is strongest.

· What is “corporate opportunity”?

· Guth v. Loft (DE):

· Anything in corp’s line of business & of practical advantage to it.

· Something corp has interest or expectancy in. E.g., Alexander.
· ALI § 5.05(b):
· Offered in course of duties such that person offering it expects it to be offered to corp. 
· Obtained through use of company resources + would be of interest to corp.
· For senior execs: closely related to corp’s current or expected business.
· “Individual capacity” exception:
· Guth Corollary—When business opportunity comes to officer/dir. in individual capacity, OK to take unless “essential” to Corp or Corp has “interest/expectancy.” E.g., Rapistan.
· But estoppel rule: Directors/Officers prohibited from using Corp assets to develop individual opportunities—includes both “hard” assets like cash, facilities and Ks and “soft” assets like good will, working time and Corp info. Note: Officers presumed so devoted/tied to corp that no individual capacity.
· How to discharge obligation:

· Method: (1) Disclosure to Bd; (2) Bd rejects; (3) Rejection by Bd is fair, or ratified by disinterested Ds or disinterested S/H. ALI § 5.05(a).

· But: May not take opp’y if would result in directly competing w/ corp (would violate negative obligation not to compete).

· Financial inability of corp is affirmative defense for D (but burden on D).  And courts skeptical. E.g., Irving Trust.

· Remedy for violation:

· Violation gives rise to constructive trust of all benefits, + damages, i.e., must turn over benefits to the corp.

· Even if doing just doing work for your uncle, have to turn over the benefit to your firm (and must charge fee if corp tells you to).

· Presumptive Duty Only -- Can be Varied by Contract:

· Obligations may be waived/varied by agreement.

· Can both narrow and expand fiduciary duty by contract.

· E.g., attempt to expand: employment contract to turn over all patents, copyrights, etc. acquired while employee.

· When in business of competing opportunities, e.g., Berg v. Horn, must modify fiduciary duty by contract ex ante:  E.g., 

· E.g., Manager of multiple shopping centers A, B, C.; Must resolve conflict by contract ex ante; otherwise, any new store directed to shopping center A, creates COD claim for centers B and C.  

· E.g., Real estate agent.  Has obligation to sell LOTS of houses (not just yours). Contract will have exculpatory clause to deal with conflicting interest.

· Cases (finding corp opp’y):

· Irving Trust v. Deutsch (DE law): Corp Bd rejected opp’y for insufficient funds. Ds acquired individually. Holding: Colorable case. Court skeptical as to defense as to lack of funds; No evidence of effort to collect on debt note from Ds. 

· Guth v. Loft (DE): Guth is exec of Loft (candy store); Guth acquires Pepsi individually (w/o offering to Loft, and using some of Loft’s assets, though reimburses). Holding: Blatant corp opp’y. Result: All profits to Loft.

· Cases (no corp opp’y):

· Rapistan Corp v. Michaels (DE law): Opp’y presented to Defs as individuals on their own time.  Only “minimal” use of corp assets.  Holding: No corp opp’y (no need to examine desirability or necessity of opp’y to the corporation).

· Burg v. Horn (NY law): Realty Corp. Ds not employed full-time; already owned other corps in real estate business. Holding: Existing relationship appeared to contemplate outside deals by Ds. Duty to offer cannot fairly be implied absent further agreement. Note: Should have resolved by clear contract ex ante.
IV.
CORPORATE DISCLOSURE AND SECURITIES FRAUD

· Introduction to Securities
· Securities are investments.
· Two types of securities:
· Debt—investor lends capital to corp to be repaid w/ interest at specified date. Creditor, not owner, of corp. Bond = secured by corp assets; Debenture = unsecured.
· Equity (Stock)—investor buys stock, creates ownership interest in corp. Has residual interest in assets, distributions, carries various rights, e.g., to inspect records.
· Sources of corporate capital—only three ways for corp to raise money: 
· (1) Equity–security; financial markets; most important in early stages of company (e.g., IPOs).
· (2) Debt—security; financial markets; used throughout life of corp.
· (3) Retention of earnings (i.e., self-generated cash flow)—not a security; goods & services market; eventually, becomes most significant income source for corps (need positive cash flow to be successful!).
· Uniqueness of securities market (justifications for federal regulation):
· Economy depends greatly on securities market
· Individual buyers cannot inspect product like a tomato. (need disclosure.)
· Initial Public Offerings (“IPO”s):
· Initial sale of stock by corp to public.
· Distribution Chain: 
· Issuer (corp) ( underwriters (like wholesalers) ( dealers (like retailers) ( public buyer. (Profit at each layer of chain.)
· Types of underwriters: 
· Firm commitment: Underwriter buys security outright.
· Standby: Underwriter agrees to buy any stock that doesn’t sell on public market.

· Best efforts: If stock fails to sell, corp must take back.
· Applicable laws governing sales of securities
· Federal securities laws
· 1933 Act: Obligation to file documents for IPO
· 1934 Act: Obligation to file documents periodically
· State Corporate law
· State Securities laws (“Blue Sky” laws) (rare)
· Self-regulation of public listing exchanges—e.g. NYSE
· State Securities Laws (“Blue Sky” Laws)

· Often merit review (rather than disclosure regime): Certain stocks deemed too risky.

· Regulatory approaches: most common are (1) state licensing requirements for brokers, dealers; (2) prohibition on fraudulent practices; (3) state registration of securities to be sold in state.

· Congress has exempted “covered securities” (i.e., publicly traded on SEC-approved exchange) from “blue sky” registration requirements.  Thus, registration only applies to smaller issuers and most IPOs.

· State and individual investors can still sue for securities fraud under state law.

· 1933 Securities Act:  Disclosure Requirements for Initial Sale of Securities

· Purpose: Provide full disclosure to investors in public offerings (“truth in securities”).

· Choice of disclosure regulation vs. merit regulation:

· Merit regulation—gov’t decides which products get to be sold, e.g., FDA drug regulation.  Less info mandated to consumer.

· Disclosure regulation—gov’t requires seller to describe product, but doesn’t pick which products can be sold. Only works if all necessary info disclosed.  Lots of info to consumer. Market regulation depends on market’s appreciation of info.  If incapable of understanding, argument for merit regulation.

· Scope of application:

· § 2: “Security”: Defined in broadest terms (any note, stock, bond, etc.).

· § 5: Prohibition of any sale or delivery of securities (using mails or other interstate means of communication) unless registration statement is in effect as to that security. 

· Phrased as “it shall be unlawful”—any violation is criminal, go to jail.

· All-inclusive coverage—applies to everything (unless specific exemption).

· § 3 exempts certain securities.

· Intrastate offerings by local issuers to local investors (§ 3(a)(11))—narrow.  Corp must be incorporated and “do business” in-state; offering only to in-state residents.

· Small offerings (§ 3(b))—SEC has authority to exempt offerings < $5 million.

· § 4 exempts certain transactions

· All sales by anyone other than an issuer, underwriter, or dealer. § 4(1).

· Nonpublic offerings (§ 4(2))—securities only offered to “qualified investors” w/ sophistication & access to info.

· Implication:

· Burden of proof on seller to demonstrate not regulated.

· Minimize likelihood of anything falling through cracks.

· § 10: Info required in Prospectus

· General Rule:

· Obligation to file documents arises when making IPO.

· To sell securities, must prepare Registration Statement. Registration Statement must be filed w/ SEC (called S-1 filing).  SEC must stamp it effective.

· May not sell/deliver any security until registration statement effective.

· Security must be accompanied by Prospectus (key part of Registration Statement) to investor identifying basic facts about the issuer and the proposed offering.

· No other writings advertising issuance of securities other than prospectus allowed.

· Two ways to fail:

· (1) Failure to file

· Civil liability provision: § 12(a)(1)—Strict liability for failure to register when required by § 5. Remedy: Rescission: Purchaser may rescind tx, get money back w/ interest (or damages, if already re-sold security).

· (2) Material misleading statements or omissions in prospectus (or orally)

· Civil liability provisions: 
· § 11 (damages for deceptive registration statement); 
· § 12(a)(2) (rescission for misrepresentations orally or in prospectus, at time of sale—requires privity or direct solicitation).  
· 1934 Securities Exchange Act:  Disclosure Requirements for Secondary Market

· Act created SEC, required corps to register, and created periodic disclosure requirements.
· Corps must register w/ the SEC if:
· (1) Lists securities on national securities exchange. § 12(b).
· (2) Equity shares held by over 500 people and gross assets over $10m.  § 12(g).
· Note: Can avoid registration by reducing S/H below 500.
· (3) Corp files ’33 Act Registration that becomes effective. § 15(d).
· Registered companies must file periodic reports. (§ 13)
· Annual Report: Form 10-K.  Extensive.  Similar to IPO registration statement.
· Quarterly Report: Form 10-Q.  Updated financial info.
· Special Report: Form 8-K.  W/in 4 days of important events, e.g., bankruptcy, merger, acquisition of significant assets, etc.
· Proxy Statement (§ 14): Filed and sent out to S/H to secure votes at annual meeting.
· All financial papers are liability documents under § 14.
· For company to have an obligation to disclose information to the public, the information must be ripe and it must be material.
· No express civil liability provisions; only implied (under § 10, § 14).
· Securities & Exchange Commission (SEC) - powerful and successful agency
· SEA § 10: Legislative delegation to SEC; “unlawful” to violate SEC rules.
· Has all three powers of gov’t: Legislative—sets regs w/ force of law; core of disclosure requirements come from SEC; Exec—directs which reports are made, timing; Judicial—SEC proceedings can suspend lawyer, can impose fines.
· Non-political staff—best technical econ/market people in country.
· All filings are electronic: EDGAR, available at sec.gov.  Worldwide, easy access.
· Duty to Disclose (Timing)

· When is there an affirmative duty to disclose?

· Filing requirements in the statute (e.g., 10-K, etc.)

· At time of disclosure, must disclose all material relevant info at that time.

· Interim Events: 

· Merger agreements, earning declines, product failures, oil discovery, etc.

· Regardless, MUST disclose if insider trading or co trading its own shares.

· Duty to update/correct:

· Duty to correct old info - incorrect at time of prior disclosure

· Duty to update old info - correct before but misleading now (Backman)

· Affirmative Duty to Disclose—Interim Disclosure Obligation

· Assuming full disclosure in mandated periodic reports (e.g., 10-K), what kind of events trigger an affirmative obligation to make a particular disclosure in interim?

· General Rule:

· (1) (Ripeness) Interim disclosure obligation does no attach until information is ripe. Premature and inaccurate disclosure could harm shareholders.  Info is not ripe if:

· (1) Too speculative, unrefined; info should be “verified sufficiently to permit Os and Ds to have full confidence in accuracy”; corp may investigate first.

· (2) “Valid corporate purpose” exists for withholding disclosure. E.g., Mitchell v. Texas Gulf Sulphur Co. 

· (2) (Deference) In absence of insider activity taking advantage of info, normally court will defer to business judgment of management as to timing of disclosure.

· Duty to disclose ≠ Point of materiality.

· Immaterial-----> Material (reveal if leaks/trades)----->Affirmative Disclosure

· Affirmative disclosure—only required once nearly certain (e.g., when mergers reach “agreement-in-principle”).

· But: Even if no affirmative disclosure obligation, if there are any statements, trades, denials, or other activity, have a 10b-5 problem.  Therefore, reveal if someone is going to say something! 

· Materiality arises earlier—depends whether investor would value the info.  Balance event’s magnitude and probability. Merger agreements material.

· Rule: Once material, must disclose or keep silent. May not deny. Basic v. Levinson.
· Cases:

· Financial Industrial Fund v. McDonnell Douglas Corp:  Issue: whether corp has obligation to issue special earnings report at particular time. Rule: In absence of insider activity taking advantage of info, normally court will defer to business judgment of management as to timing of disclosure (so long as nothing untoward going on, e.g., selling their own stock).  But: If info is leaking, need to shut down trading and get the info out immediately. Facts: mutual fund bought shares 2 days before corp announced of sharp earnings decline.  P brings 10-b(5) claims and argues public disclosure of decline improperly delayed.  Delay in production became known—initial report made to press and then further investigation revealed substantial losses but not immediately reported.  Claim there was incentive to delay release of information to permit debt offering.

· Mitchell v. Texas Gulf Sulfur (10th Cir):  Corp could temporarily withhold info about striking oil well if serving valid Corp purpose under business judgment rule.  Corp claimed that info not ripe at time of initial press release because commercial potential hadn’t yet been fully investigated.

· Basic, Inc. v. Levinson (U.S. 1988): No affirmative duty to disclose, but duty not to deny, i.e., tell material lies. Ongoing negotiations re potential merger. Made 3 public statements denying potential merger or any corp development that would account for heavy stock trading. S/H who sold stock sued under Rule 10b-5. Holding: Merger negotiations may be material even prior to “agreement-in-principle”; though no affirmative duty to disclose, 10b-5 prohibits untrue statements of material facts (remanded). (By denying, not only misstated fact, but prob made it material.)

· Duty To Update and Correct
· Two duties: 

· (1) To Correct: If Statement was incorrect/misleading when made—clear and uncontroversial duty to correct statement. At date of disclosure, must disclose ALL relevant info at that time.

· (2) To Update: If Statement was initially correct, but has become false or misleading due to material events that have occurred after disclosure—duty is less clear. Must rely on a sort of Basic v. Levinson rule.

· Duty to update only arises if statement is still “live” and becomes false or misleading.
· To be live, must generally have had forward-looking intent.
· Consider whether market would be expected to continue to rely on it.
· Note: Creates disincentive to make forward-looking statements.
· Statement of earnings and current facts not forward looking. Polaroid.
· Debt-to-cap ratio projection can be forward looking. Quaker Oats.
· Partial disclosure can create duty to disclose in full, if would alter “total mix” of info. In Re Time Warner.
· If statement is very general, probably no duty.  See Gap Securities.

· Source matters—Corp has no duty to correct or update rumors sent out into the market that are not traced to senior leaders in the company. Time Warner.

· Cases:

· Backman v. Polaroid:  Initial statements concerning new product Polavision projecting worldwide sales.  Subsequent reports indicating record earnings, though noting problems and expenses w/ Polavision.  Later report that costs of product substantially exceeded revenues led to substantial drop in stock price.  Holding: statement concerning expenses were not forward looking and did not become incorrect or misleading, so no duty to update.

· Quaker Oats:  Ct found that company’s statement about its anticipated debt-to-cap ratio was found to be forward looking, such that when costly acquisition of Snapple became a probability, it had a duty to update.  Note: Probable acquisition of Snapple itself probably already material, but company would have discretion on release.  W/ forward looking statement, must update statement when it becomes unreliable.  This creates disincentive towards making forward-looking statements.
· In re Time Warner: (half-truths) Made disclosure w/r/t one type of business involvement.  In doing so, created negative implication that they were not involved with other alternative strategies. Holding: Implied misstatement - duty to disclose in full. Duty to disclose arises whenever secret info renders prior public statement materially misleading (not necessarily false). Partial disclosure could have been interpreted to claim that strategic alliances were going to solve their financial predicament in full.  Omission misleading as info would substantially alter “total mix.” Upshot:  By speaking a little bit, created obligation to speak more.
· Materiality—What must be Disclosed
· Materiality based on policy that only relevant information should be disclosed.  

· Reasons: 

· (1) prevent overburdening Corp; 

· (2) ensure public/investors can discern useful information.

· Note: Same materiality standard under § 14 (TSC) as for § 10(b) and Rule 10b-5 (Levinson).

· Rules:

· Fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in making investment/vote decision. TSC/Levinson.

· Not about results—not necessary that s/h would have reached different decision; but must find that s/h would have at least considered it.

· Note: Meaning of “reasonable” investor has evolved over time—paradigm from individual investor to more sophisticated institutional investors who require and process more info.

· Substantial likelihood that disclosure of omitted fact would have been viewed by reasonable investor as significantly altering total mix of information available. TSC.

· Depends on balance of indicated probability event will occur and magnitude of event. SEC v. Texas Gulf Sulphur/Levinson.

· Probability—factors: board res, instructions to bankers, negotiations. 

· Magnitude—judged in light of “totality of company’s activity” (Texas Gulf Sulfur); weigh event against Corp’s earnings, assets. 

· Materiality different from small co than large co. 

· Effect on value of share price key determinant for magnitude.

· These are heavily fact-specific inquiries.  See Levinson (rejects BL rules) 

· Remember: materiality ≠ duty to disclose (timing question).  

· Materiality:  whether info would be significant to reasonable investor’s decisions.

· Arguments about “secrecy” or whether “premature” go to timing, not materiality.

· Basic v. Levinson:

· Issue: When did merger negotiations become material? (Different from timing question of duty to disclose.)

· Rule: Merger negotiations were material. May not make material misrepresentation.

· Fact-specific inquiry.  Rejects proposed BL rules, e.g.,

· pre-merger negotiations immaterial as matter of law;

· pre-merger negotiations only material when agreement in principle reached; 

· misrepresentations are “per se” material.

· Civil Liabilities—Intro

· Injured s/h or investor has three main options for civil remedies:

· (1) Bring action at common law or equity;

· (2) Assert private cause of action under state “blue sky” law (express or implied);

· (3) Assert private cause of action under federal securities law (express or implied).

· Express: § 11, § 12 under 1933 Act.

· Implied: § 10 (Rule 10b-5), § 14 (Rule 14a-9), under 1934 Act.

· Advantages of civil damages regime:

· Incentive to make accurate statements—damages are stronger disincentive than criminal sanctions (too rare, high proof, requires state action, corp can’t go to jail).

· Equity—compensate an injured plaintiff.

· Disadvantages of civil damages regime:

· Disincentive to disclose anything—if there is any discretion in the disclosure, corp would rather not disclose anything to not risk liability. E.g., Donald Trump.

· More expensive—cost of liability exposure and extra care.

· Incentive to blizzard/overwhelming disclosure—docs longer, more complicated, more obscure, not to ensure against liability.

· Common Law Remedies

· Three principal causes of action: Breach of warranty, rescission, deceit.

· Breach of warranty:

· Only warranties in sale: Transfer effective; security genuine; security valid. Does not include implied warranty of quality or value.

· Rescission:

· Requirements: (1) Misrepresentation of material fact; (2) Justifiable reliance by buyer; (3) Privity

· Deceit:

· Requirements: (1) Misrepresentation of material fact; (2) Justifiable reliance by buyer; (3) Scienter—intent to deceive; (4) Causation—P suffered damages as result of reliance; (5) Standing—only Ps to whom misrepresentation directly made.

· Main problems with common law:

· Privity (e.g., face-to-face transaction)—most states require; P’s shares must be directly traceable to D.  Must affect only these 2 parties, no more.

· Any market transfer destroys privity, b/c as matter of law, shares not directly traceable to D.

· Proof—must prove D made statement and P relied on it.

· And only extends to facts, not opinions.

· State court jx—possibly hostile for foreign P if state corp.

· Blue Sky Statutes

· (1) Statutory antifraud provisions. 

· Untruth/omission, scienter, reliance, causation.

· (2) Fiduciary duty of disclosure:

· In almost all states, no affirmative obligation to supply financial info to S/H.

· Two types of fiduciary duties to disclose:

· (1) When S/H action required, fiduciary obligation that Bd disclose “fully and fairly all material info w/in bd’s control.”

· Not a full proxy report; only info necessary to the s/h decision. Only get financial reports if decision depends on financial knowledge.

· (2) If no S/H action required, no obligation to disclose anything.  But disseminating false info can give rise to violation of fiduciary duty.  

· But requires proof of damage to corp or s/h; and proof of individual reliance (prob no class action). E.g., Malone v. Brincat (DE).

· Could be available for non-sale (unlike federal—Blue Chip Stamps)

· Securities Act of 1933, § 11 - False Registration Statement (express)

· Only applies to IPO!  Highest liability standard. 

· Rule: Purchaser of registered security can recover damages from issuer and others if registration statement contains material misstatements/omissions.

· Changes from state laws of deceit/fraud (“broadens law of deceit”):

· Eliminates privity—allows Ps who purchased shares on secondary market.

· Burden on D—P need only prove material misstatement; need not prove scienter, reliance, or causation. (Need not even have read prospectus!)

· Can sue everyone involved! (Except dealer.)

· Who can be plaintiff: Any purchaser. 

· § 11(a): any person acquiring such security (unless it is proved that at the time of such acquisition he knew of such untruth or omission).
· Who can be a defendant: EVERYONE (except dealers).  

· § 11(a): Issuer, directors (whether or not signed), incoming directors (if listed), senior execs who signed, underwriters, expert whose opinion is used (e.g., accountants, engineers, appraisers).

· Fact basis of claim: untrue statement/omission of material fact
· § 11(a): show that “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”
· TSC test for materiality.
· Damages: 
· Difference b/w IPO price and price on date of suit’s filing.
· Burden of Proof on D:
· § 11(b) (“no person, other than the issuer, shall be liable as provided therein who shall sustain the burden of proof”).
· Defenses:
· Issuer (corp)—ABSOLUTE strict liability. 
· Non-exempt under § 11(b).
· Only possible defense: prove P knew of such untruth or omission at the time of acquisition (see § 11(a)).
· Secondary participants (e.g., Corp’s Bd, underwriters, accountants)—
· (1) Publicly resign—§ 11(b)(1): Publicly resign from Bd before registration statement effective (and inform SEC).
· (2) No knowledge + alert SEC—§ 11(b)(2): No knowledge of that portion of registration statement; informed SEC and public upon becoming aware.
· (3) Due Diligence Defense (see below)
· Due Diligence Defense (§ 11(b)):
	
	Expertised Portion
	Non-expertised portion

	Expert
	Reasonable investigation + reasonable & actual belief that statements true and no omission of material fact. § 11(b)(3)(B)
	No liability

	Non-Expert
	No reasonable or actual belief that untrue. (May rely on experts w/o investigation.) § 11(b)(3)(C)
	Reasonable investigation + reasonable & actual belief that statements true and no omission of material fact. § 11(b)(3)(A)


· “Reasonableness” Standard for investigation and belief:

· § 11(c): “standard of reasonableness shall be that required of a prudent man in the management of his own property.”

· Reasonableness is continuum (Escott v. BarChris Construction):
· Consider each D’s position in co, role in offering, access to info.
· Insiders: broad access to info; treated as virtual guarantors of statement’s accuracy.
· Non-employee outsiders w/o advisory relationship: must read registration statement and follow up on obvious problems.
· Corp lawyer strategy: “Expertise” as much of statement as possible.
· Analysis of § 11:
· VERY EXPENSIVE.  All fees in § 11 setting (i.e., IPO) are higher than elsewhere (e.g., 10-K reports): reflects both greater liability and greater standard of care.

· Uninsurable liability—cannot insure against this liability.

· Economically, inefficient and excessive.  But won’t repeal.
· Few § 11 actions—probably b/c experts follow very high standard of care.
· Securities Act of 1933, § 12 (express)
· Remedy for both § 12(a)(1) and § 12(a)(2) is rescission.

· § 12(a)(1)—Violation of § 5: Failure to File

· § 12(a)(2)—Untrue Statement or Omission
· Broader than § 11:
· Applies to both prospectus and oral statements w/r/t registered securities.

· But applies only to initial IPO process. Gustafson
· Looks to the time of sale.

· Important if developments arise after registration statement effective.

· Damages measure: Rescission (sometimes can be greater).

· Narrower than § 11:

· Defendant must be in privity w/ P or have actively solicited the sale.

· Actual seller who passes title.

· Other participants who assist in selling effort, e.g., lawyers, advisers.

· “Reasonable care” defense does not include specific reference to need for “reasonable investigation.”

· But most courts find “reasonable care” = “due diligence.”

· Implied Civil Liability—Rule 10b-5: Securities Fraud
· 1934 Act, § 10(b)

· “It shall be unlawful for any person, directly or indirectly, by use of any means or instrumentality of interstate commerce, mails, or any facility of any national securities exchange: (b) To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered . . . any manipulative or deceptive device or contrivance in contravention of such rules and regulation as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.

· Rule 10b-5 (Employment of Manipulative and Deceptive Devices)

· “It shall be unlawful for any person . . . in connection with purchase or sale of any security:

· (a) To employ any device, scheme or artifice to defraud;

· (b) To make any untrue statement of material fact or to omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading, or; 

· (c) to engage in any act, practice or course of business which operates or would as fraud or deceit upon any person.
· Implied private civil cause of action. Kardon v. National Gypsum (ED PA)—first case.
· Elements:
· Standing—Buyer or Seller of any security—registered or not, public or closely held.
· Materiality—Substantial likelihood reasonable investor would find important
· Misrepresentation or material omission w/ duty to disclose
· Reliance/Causation—Were securities traded on efficient market?
· Scienter—Misrepresentation was knowing or reckless
· Damages—P suffered damages. (Note: Better to sue for injunction b/f actions!)
· (1) Standing—need a sale
· P may be Buyer or Seller of any security—registered or not, public or closely held.
· But not parties who failed to purchase/sell!  Blue Chip Stamps.
· Blue Chip Stamps: Misleadingly pessimistic prospectus led P not to buy stock. Turns out stock was a good value.  P sues under 10b-5.  Holding: No violation.  Court adopts Birnbaum rule, requiring actual purchase or sale.  W/o sale, no violation.

· Note: This creates asymmetry and eliminates deserving actions (non-purchaser has detriment too, but no remedy).

· But: Alternative would encourage vexatious litigation, difficulties of causation and proof, discerning class of Ps of hypothetical buyers.

· Dissent: Would adopt more expansive “logical nexus” test.
· Note: D can be any person (including entities)—very broad.

· (2) Materiality

· TSC/Basic test: 

· “Substantial likelihood a reasonable shareholder would [not might] consider fact important” in deciding whether to buy.  TSC/Levinson. [but need not show would change s/h’s decision]

· Substantial likelihood that statement or omission “significantly altered the total mix” of information available. TSC.
· Consider probability of event and magnitude of event.

· Statements/omissions related to economic factors more likely to be material—company’s assets, sales, etc.

· Common quantitative standard: 5% of company’s net income = material.

· Qualitative standard may also be used depending on factors like management motivation—e.g. meet earnings report, secure bonus, etc.

· Management integrity issues (embezzlement, etc.) almost always found material.

· Key issue is whether behavior or facts about management relate to success of company—tradeoff for publicly listed company between disclose and privacy.

· Ethical/environmental issues generally not considered material until they begin to have economic effect (because they influence share value), e.g. South Africa investment.  This indicates materiality can evolve—is a moving target.

· Cases:

· Texas Gulf Sulphur (2d Cir): Insiders bought shares on marketplace b/f disclosing info re discovered ore deposits. Held: Material; violation of 10b-5.

· TSC v. Northway (U.S.): (§ 14 case) Gives the modern materiality test.

· Basic v. Levinson: (§ 10) Adopts TSC test.
· (3) Misrepresentation

· Outright lies.

· Incomplete truths (“half truths”)—omission can render misleading. Time Warner.

· Omissions/silence only actionable if there is a duty to disclose.

· Must first find duty to disclose, as threshold matter (see above).

· E.g., Affiliated Ute Citizens: Bank’s relationship of trust toward s/h (as transfer agent of s/h’s corp) created affirmative duty to disclose full selling options. Breach = Omitting to tell s/h of alternative market w/ higher prices.

· Insider Trading: 

· Purchase of shares based on insider info is itself a 10b-5 violation.  Subject to civil and criminal penalties. Texas Gulf Sulphur.

· Statements of opinion:  opinions can also be materially misleading

· False or misleading statements of belief, as well as fact, can also violate § 14 or Rule 10b-5 (even when stated in conclusory terms).

· Requirements:

· Same materiality standard: Whether s/h would consider it important.

· Must be knowing misstatement of one’s own opinion (i.e., consciously did not believe the opinion) ( hard question of proof.

· And must be false/misleading as to the subject matter, not just psychological state.

· E.g., Virginia Bankshares:  Opinion expressed in proxy statement for vote on minority buy-out: “high value” and “fair price” for shares. Holding: TSC test applies, can be liable, even if conclusory.

· Forward-looking statements: subject to § 21E(c)/“bespeaks caution doctrine”

· SEC now requires some forward-looking statements.  They are unavoidably speculative, but can be extremely valuable to potential investor.

· E.g., We project revenues from project X will be Y.

· Note: Only in non-audited documents. Auditors/accountants will never make forward-looking statements (e.g., project cash flow).

· Problem: Any time don’t come true, people want to sue.

· Solutions:  

· Safe Harbor (§ 21E(c), 1934 Act): Not liable for forward-looking statements in private action under 1934 Act if “identified as forward-looking and includes cautionary statements.”

· “Bespeaks Caution” Doctrine (common law): If enough cautionary language in document, cut off liability. Donald Trump Casino.

· Note: Still could be liable under state laws re misstatements.  But state court would prob apply Donald Trump reasoning.
· (4) Causation and Reliance
· Loss Causation (proximate cause): 
· P must show fraud (not another factor) produced the claimed losses ( must exclude possibility that another factor caused it instead.
· Q: was decline in share value attributable to material misstatement or omission by Corp or to some other factor, e.g., spike in oil prices?
· Proof of change in stock price w/ corrective disclosure can help establish, but must show there was not an intervening event (for Corp or wider economy) producing loss.
· Reliance (transaction causation) (“but for” cause):
· P must show that “but for” D’s fraud, P would not have entered tx (at all or on those terms), i.e., P relied on D’s statement/omission.
· Q: Did P read it, rely on it, etc.?
· In special cases, proof of reliance is relaxed (see immediately below):
· Nondisclosure (in violation of duty)—reliance presumed.
· If D violates duty to disclose, and undisclosed facts are material, and P buys/sells, then proof of reliance not necessary.  
· Materiality creates inference of reliance, b/c reasonable s/h would have considered important. Requiring P to prove specific reliance on something not said would be too hard. E.g., Affiliated Ute Citizens. 
· D can argue non-reliance as affirmative defense.
· Affiliated Ute Citizens (U.S.): Nondisclosure of material fact. Corp offered to buy s/h’s stock, but didn’t reveal side deal (similar to Kardon v. National Gypsum—first case to imply 10b-5 civil liability). Holding: Positive proof of reliance not prerequisite to recovery, once prove material. Upshot: Carves out exception for non-disclosure from reliance requirement.
· Half Truths (Partial Omissions)—split of authority.
· Some courts require proof of reliance, e.g., Abell v. Potomac Insurance (5th Circuit, 1988).
· Others apply Affiliated Ute presumption, e.g., Chris-Craft v. Piper Aircraft (2nd Circuit, 1973).
· Affirmative misrepresentations face-to-face—no presumption.
· P must prove reliance.  Simon v. Merrill Lynch.
· Affirmative misrepresentations in open market—rebuttable presumption.
· Fraud-on-the-market theory (Basic v. Levinson):  To buy on market is by definition to rely on misrepresentation.
· Efficient market hypothesis: Efficient market rapidly and efficiently incorporates public info into market price of publicly traded security.
· Fraud on Market: Corp lied to the market, and Ps bought on the market. Efficient market absorbs and reflects public info. Therefore, buying/selling in market is by definition relying upon information disclosed to the market. Market price by definition reflects disclosure into marketplace of all material info. Basic v. Levinson.
· Melds financial theory and empirical data into law.
· Not available in an omission case; only for affirmative disclosure.
· Upshot: B/c based on market price rather than info itself, P may make fraud-on-market claim even if never read the info herself.
· Reliance is rebuttable presumption—can rebut by showing: 
· (1) Market not efficient.  D can show market is thin, or misrepresentation did not in fact affect stock’s price, e.g. if market makers knew truth and factored into price, or if credible news entered market anyway.  See, e.g., Apple Securities. Litig.

· (2) Particular P would have traded regardless of misrepresentation.
· ( rebuttal means P must demonstrate individualized reliance.
· Basic v. Levinson: Creates “fraud on the market” theory. 
· Facts: Merger negotiations; false press release denying negotiations. P’s claim: Depressed stock; P sold in depressed market based on info. D’s defense: No causation. Holding: An investor who buys or sells stock at price set by market does so in reliance on the integrity of the price.  Reliance on info may be presumed for purpose of 10b-5 action. Reflects reality that Buyer is a price-taker, not price-setter.  Takes price that market sets.  That price itself is a reflection of all publicly available info.

· Dura Pharmaceuticals v. Broudo (2006): Limits Levinson.  
· P still must prove loss causation. “Logical link b/w disclosure and inflated price is not invariably strong.” Must examine whether other factors also affected price. The longer the time b/w purchase and sale, the more likely other factors caused the loss. Upshot: Showing that disclosure “artificially inflated price” is not enough; must also show actually caused P’s damage, e.g., that share price fell significantly after disclosure of info. 
· Note: Decided in context of PSLRA: Imposes explicit causation requirement—P has “the burden of proving” that D’s misrepresentations “caused the loss for which P seeks to recover.” 
· (5) Scienter
· 10b-5 P must prove scienter—intent to deceive, manipulate or defraud.

· Note: Different from § 11 liability, which has no scienter requirement.

· SEC must also prove scienter for § 10(b) injunction. Aaron v. SEC.

· Minimum necessary is probably recklessness. 

· Negligence is not enough for liability. Ernst.

· Lower cts after Ernst have required recklessness.  Recklessness interpreted strictly as close to intent.  Susntrand Corp; ITT v. Conrfeld.

· PSLRA creates safe harbor for “forward looking statements” unless statement made w/ “actual knowledge of falsity.” 

· This safe harbor further corroborates recklessness std for 10b-5 (otherwise safe harbor would be unnecessary).

· Ernst & Ernst v. Hochfelder: Clear financial material misrepresentation. Company prepared info; accountants issued opinion after. Issue: Whether can hold accountants liable under 10b-5. Holding: Cannot hold liable, absent scienter. Negligence is not enough. “When statute speaks so specifically in terms of manipulation and deception . . . we are unwilling to extend statute to negligent conduct.” Note:  By inference, also applies to § 14.
· PSLRA (Private Securities Litigation Reform Act of 1995): 
· Heightens 10b-5 scienter pleading requirements: plead w/ particularity “facts giving rise to a strong inference” that D acted w/ requisite state of mind.
· Tellabs, Inc v. Makor: (interpreting PSLRA)
· Inquiry is inherently comparative; must consider plausible competing inferences ( court grants P’s facts, but does not grant P’s inferences; considers D’s inferences; like a mini-determination. 
· Courts must consider complaint in entirety, as well as other sources courts ordinarily examine, e.g., docs incorporated into complaint by reference, and matters of which court may take judicial notice ( court can investigate surrounding market on its own.
· Criticism: Infringes on 7th Amendment (although Congress could eliminate remedy altogether, can’t impose any conditions it wants).
· For SEC actions only: Aiding and abetting liability where Ds “knowingly provided substantial assistance.”  Partially abrogates Central Bank of Denver (no liability for “aiding and abetting” under § 10(b) or 10b-5).
· (6) Damages
· Ps can seek range of equitable and legal remedies, including injunction.

· Statutory limit (§ 28): recovery cannot exceed actual damages. 

· But see Randall: actual damages ≠ net economic harm to plaintiff; P can recover more than actual economic loss.

· Theory: Return P to ex ante position, if fraud had not occurred.

· Out of pocket damages—(usual remedy) Award to P difference between purchase price and “actual” value of stock exchanged in transaction (on the day traded).

· Requires assessing the “true” value of the stock in the abstract.

· “True” value measure: usually market price on day of corrective disclosure.

· Other courts look to change in price just before and just after disclosure: only award the amount of this change (represents value of the information).

· PSLRA cap (§ 21D(e)): Measure of  “actual” value capped at average price over 90-day period after corrective disclosure. Note: Will reduce P’s recovery if stock goes up.

· Rescission—cancel the transaction; get stock or money back. Only works if privity.

· Unjust enrichment/Rescissionary—disgorge benefits (i.e., difference b/w purchase and resale price); give benefit to defrauded party. Randall.

· Most appropriate when parties in privity relationship.

· Probably only available if out-of-pocket damages not calculable b/c no (or thin) secondary market. P can’t “play the market” by waiting to seek rescission only if stock declines.

· Cover measure—assumes P will mitigate losses by selling or reinvesting. Fix damages at price shortly after fraud was revealed.

· Disclosure of fraud presents P w/ second investment decision. Give P reasonable period of time to make that decision.  That decision breaks causation for D.  D not responsible for further market changes.

· Texas Gulf Sulphur: Damages should permit one to “cover” by reinvestment to avoid loss w/in reasonable time after fraud revealed. Facts: P sold stock based on misleading press release. Then corrective press release Apr. 16.  By Apr. 20, reasonable investor would have been aware of correction.  At that time, should allow reasonable time lapse to permit investor to decide whether to reinvest. Court fixes damages at highest value achieved in next 9 days. After that, any further upside gain P could have obtained by repurchasing. Goal: Award reasonable investor amount which offsets loss suffered by deceitfully induced sale (but not more).

· Consequential damages—few courts allow. Award P damages for losses proximately caused by D’s misrepresentations.  Must prove causal nexus w/ reasonable certainty.

· Expectation damages—not allowed.  “Promised” value is irrelevant to damages.

· Effective Dissemination Doctrine—Fraud period ends w/ effective dissemination.

· This is really about reliance, more than damages. 

· Lag b/w release of info and full effective dissemination to investing public. Prior fraud ends once effective dissemination accomplished (i.e., when “reasonable” investor would become aware of it).

· Investor’s reliance should be reasonable: P is expected to exercise due diligence as investor, and apprise himself of available info w/in reasonable period of time.
· Was 5-7 days in Texas Gulf Sulfur. Now very short (under 24 hrs).
· Texas Gulf Sulfur: Rumors began Apr. 11. Misleading press release Apr. 12. Corrective statement Apr. 16. P sold Apr. 22, in  reliance on first statement. Holding: By Apr. 22, reasonable investor would not have relied on first statement; would have become informed of second statement.  P’s action dismissed.
· Problems with implied civil damages:

· Inapt: If problem is bad info, should stop the tx to get good info.  Injunction.

· Makes things worse: Punishes existing s/h: money comes from corp’s funds.
· Calculation problems: W/o privity, there are mismatch problems.  More potential Ps than Ds.  Worry: Punishment is excessive. E.g., Ds gained $1 million through deception; now facing claim of $100 million (b/c so many shares changed hands during time period). Should each P receive full value of claim, or only pro rata share of disgorgement of D’s gains?
· E.g., Texas Gulf Sulphur: Ps suing Ds who made insider trades; but no equivalence b/w Ds gains and Ps losses. Hard to solve.
· Limits on 10b-5 Actions

· “In Connection With” sale or purchase—D need not be in privity, or even a party to a security tx, so long as behavior affects tx (e.g, company that issues press releases). 
· But need connection b/w sale and deceptive device. Should not be too tangential.  Don’t use fed securities law where real issue is corporate freeze-out or other management misdeed.
· Possible defendants: “any person” (inc. entities) (very broad): e.g.,
· Company that issues misleading press release
· Buyer/seller who misrepresents material info (common law fraud).
· Buyer/seller who trades on material inside info (note: only a problem if there is duty to abstain or disclose, which comes from fiduciary relationship w/ S/H, i.e., only high-ups in corp). E.g., Texas Gulf.
· Basis of liability is only informational.  10b-5 does not deal w/ fiduciary obligations or internal mismanagement. Sante Fe.
· Santa Fe Industries v. Green: Parent merger w/ Sub w/o Sub’s minority S/H consent. S/h try to stop by filing 10b-5 claim, where fraud = no valid business purpose and price too low. Holding: No federal COA. No misrepresentation or failure to disclose; fed securities laws don’t reach fiduciary duties. State COAs: (1) statutory appraisal remedy; (2) entire fairness test of tx.  But neither allows P to prevent the tx entirely.

· Banker’s Life (1971): Mismanagement in connection w/ purchase/sale of stock. 10b-5 claim lies. Constituted more than mere internal management.

· Internal affairs doctrine—Internal affairs of Corp subject to state not federal law.
· No private cause of action for aiding and abetting liability under 10(b) and 10(b)-5.  See Central Bank of Denver. 
· PSLRA: But SEC actions for injunctions and admin penalties appropriate for aiding and abetting liability where Ds “knowingly provided substantial assistance.”  
· Statute of Limitations: (a) 1 yr after discovery of facts; or (b) 3 yrs after violation.
V.
SHAREHOLDER VOTING

· Shareholder Voting—Intro

· Corp law protects s/h’s investment in three primary ways:

· Voting rights

· Litigation rights to enforce management accountability

· Liquidity rights to sell shares.


· Debt Holders vs. Equity Holders

· S/H get control through voting.

· Debt holders get control through agreement; not voting.

· Do not have voting rights—but can protect investment through negative covenants in contractual instruments.

· If corp violates, bondholders can call debt—real control!

· Only 2 ways S/H can take valid corporate action:

· (1) Meeting that satisfies quorum, voting, and notice rules.

· Regular meeting—elect directors.

· Special meeting—can be called for specific purpose.

· Notice—must give written notice to every s/h entitled to vote.

· (2) Written s/h consent (usually unanimous; but see DE § 228)

· Required Shareholder Voting

· Types of S/H vote:

· (1) Voting for directors—need plurality of a quorum.

· Notice—state: full and fair disclosure; fed: proxy materials.

· Meeting of s/h

· Quorum—through proxy or physical presence.

· Default: Majority of voting shares.  Can increase through Articles of Incorporation (but can’t decrease).

· Note: only # of shares matters; # of people irrelevant.

· Vote—plurality of quorum.

·  (2) Voting on major corporate changes—absolute majority of voting shares
· Types: Mergers, sale of all assets, Articles amendment, dissolution.

· Sometimes merger demands more than others.

· Board must approve first by resolution.

· S/h voting requirement: 

· Absolute majority of all voting shares; quorum irrelevant.

· Class voting rights: Need majority of each class that votes.

· Articles can grant class special vote for action.

· Statutory class vote to any class of shares whose rights, privileges, preferences could be adversely affected.

· (3) Voting on other matters—usu. majority of quorum
· S/h proposals; interested transactions; stock option plans; etc.

· For interested tx, need majority of (disinterested) s/h.

· Types of s/h voting rights—must be in Articles of Incorporation!
· Presumption is: 1 share, 1 vote (vote is by shares, not people).

· Voting/Non-voting stock: Permissible for some stock to be non-voting.

· NYSE: all listed stock must be voting.

· Partial/Multiple voting stock: Can have shares w/ varied voting rights.  

· E.g., single share has 5 votes, or 1/10 of a vote.

· Contingent voting: I.e., Stock can vote on only some things.

· E.g., class can vote only on mergers.

· E.g., “springing” voting right in preferred stock: no vote unless no dividends issued for X number of years, then get vote.

· Special director voting classes—rare

· Different classes elect different directors.  E.g., shares 1–10 elect directors A and B; shares 11–20 elect directors C and D.

· Regardless of type of share, get a vote for some major corp changes.

· Voting Procedures

· Record date rule: “Record s/h” as of the “record date” has right to vote.

· “Record s/h” = Owner listed in corp stock record book.

· All stock rights go to “record” owner.  If A sells stock to B, B is the equitable owner, but not yet the record owner until changes on the record.  If something happens b/f changing record ownership (e.g., dividend), goes to A, not B. 

· “Street name” = Certificate keeps name of broker, but all ownership rights (inc. voting) pass to the individual owner.

· “Record date” = Eligibility cut-off date. Announced in advance.

· If sell after record date, can sell voting rights by contract, e.g., agree to send proxy with Buyer’s vote.

· Exceptions: Corp cannot vote for reacquired stock; Deceased s/h’s executor can vote s/h’s shares.

· Proxy voting

· Proxy: Official designation of person to act as agent and vote.

· (1) Writing; (2) signed by record s/h; (3) directed to secretary of corp; (4) authorizing designee to vote shares in certain way.

· Proxy voting has largely superseded s/h meeting itself. Outcome determined by proxy vote.

· Proxy voting only permissible for s/h voting.

· Recognize it’s financial enterprise; traditional rule that must be present to vote inappropriate.

· Directors may not vote by proxy.

· Revocability of proxy—Sending in a subsequent proxy impliedly revokes proxy.

· Irrevocable proxies—Proxies are revocable at will even if they say “irrevocable.”

· UNLESS: proxyholder has equitable interest in the shares (e.g., is the new owner); then proxy can be irrevocable.

· Electronic proxies—States are beginning to allow. So long as it can be determined was authorized by s/h.

· Proxy is a ministerial function—Agent has no discretion at all.  However you tell him to vote, that’s how your vote is counted.

· Under state law, your vote counts even if designee never shows up, or even if he fails to vote as instructed.  Effectively you vote by mail.

· Shareholder consents—substitute for s/h vote

· Shareholder consents can substitute for s/h vote.

· Can carry out s/h action w/o notice, meeting, or vote.

· Useful for closely held corp—allows for faster action.

· Traditional rule: Unanimous written consent

· In most states, require unanimous written consent from all s/h.

· Just a single piece of paper, w/ everyone’s signature.

· Non-unanimous written consent—e.g., DE § 228

· DE allows s/h action by written consent of simple majority of s/h.

· Danger to minority rights!  Majority can take action, e.g., merger, and never even notify minority until after deal is done. Too late to get an injunction, even if majority violated duty of care, or relied on materially misleading info.

· Presumptive rule—can only alter through Articles (not bylaws!). 

· Lost advantages of s/h vote: advance notice, meeting discussion, possibility of getting injunction in advance.

· Note: Only applies to non-publicly owned corps. For fed law, proxy rules apply to any solicitation (i.e., any contacts b/w s/h).

· Datapoint Corp. v. Plaza Securities: Corp tried to limit § 228 in bylaws (not in Articles) by setting delayed record date for s/h consent action.  Holding: Ineffective unless in Articles. (But limited by Empire of Carolina.)
· Major Corporate Changes
· Types: Mergers, sale of all assets, Articles amendment, dissolution.

· Sometimes merger demands more than others.

· Three main requirements:

· (1) Board must approve first by resolution;

· (2) S/h approval, after full notice;

· Notice/disclosure: Fed—proxy materials; State—full and fair disclosure for voting notice.

· S/H approval: absolute majority of voting shares. Statutory class vote.

· (3) Right of appraisal for dissenting s/h.

· For asset sale, merger. (Not dissolution.)

· Mergers

· Statutory Mergers—rare

· Require s/h approval from both corps.

· Class vote required if includes provision that would require class vote in case of Articles amendment.

· Appraisal remedy generally available to dissenting s/h. 

· Acquiring corp takes on all of Target corp’s liabilities (could exceed acquisition price).

· Takeover—stock acquisition of target

· Does not require vote of s/h of either corp.

· Protects from Target’s liabilities (so long as don’t dissolve).

· Sale of Assets followed by dissolution


· Requires s/h approval only for selling corp (no vote for buying corp).

· Receive stock in Acquiring corp in exchange.

· Triangular Mergers

· Create structure to limit liability to the acquisition price of T. Ensure P is never infected w/ liabilities of T. S/h of P don’t vote, b/c P is not merging. S/h of T receive stock in P (not in S).

· (1)  Forward Triangular Mergers: 

· P creates subsidiary S.  Then T is merged into S.  Left with P and S.  Potential liabilities of T are sealed off at S ( will never travel up to P.  Authorized by Internal Revenue Code § 368(a)(1).

· (2) Reverse Triangular Merger: 

· P creates subsidiary S.  Then S is merged into T (b/c T already exists and has tons of bank contracts that you don’t want to re-negotiate). How?  “Poof.”  Statute is allows it (IRC § 368(a)(2)).  S is created only to disappear. Allows board to take on T as subsidiary w/ limited liability. 

· Proxy Contest Expenses

· Proxy contest: S/h battling the existing management.

· Can have proxy contest both for board elections, and other issues (e.g., merger).

· If no contest, “fix is in.”  E.g., bd nominates 9 directors for 9 positions.

· Issue: Soliciting proxies is expensive!  Both for challenger and for incumbents.

· Financing of contest is a state law question.   Most important case is Rosenfeld.

· General rules:

· (1) Management expenses in proxy contest are reimbursable from corporate treasury, so long as contest based on “policy.”

· Regardless of whether win or lose. (Will usually advance money upfront, to make sure get money even in case of loss.)

· But: If based on personal power/personalities, not. 

· Note: Court will ALWAYS find that it’s for policy.

· Permissible expenses: all reasonable expenses.  E.g., TV, newspaper, mailings, brochures.  Not private jet.

· (2) No mandatory reimbursement of insurgents, whether win or lose.

· If you lose, reimbursement very unlikely.

· If you win, new board can vote to reimburse.

· Note: If it’s only an issue contest, even if win, reimbursement unlikely, b/c bd is unchanged and still hostile.

· Upshot: Outsiders must finance themselves.  Risky, lopsided.  All or nothing—if no you lose, your money is wasted.

· Proposals for modification: (Note: Proposals are mostly academic)

· Make reimbursement proportional.

· Allow automatic reimbursement of winners (w/o requiring approval).

· Alternatives to proxy contest:

· S/h proposal: 

· If strong enough s/h, could demand their own slate.  Would have to be at least 10% s/h.  Would have to be a mutual fund or institutional investor.

· Vote no, even w/o alternative slate: 

· Prevent board from being seated b/c of “substantial s/h disapproval.”

· Takeover:  ** best alternative**

· Make tender offer (i.e., offer to buy other s/h stock) or acquisition to acquire physical control of the corporation.

· Use same money you would have used for proxy contest.  But instead, buy large block of stock.

· Once your group has 60% of stock, can change the board.  But even if lose, money isn’t just lost-- at least you have the stocks.

· Institutional investors already own large bulk; if they join forces, effectively own the corp.  Can replace bd, or tell them to leave.

· This has largely displaced proxy contests.  Why?

· Prudential:

· Entry ticket for proxy ticket is very high; and it’s all or nothing.

· With debt financing or collection of people, can get enough to make tender offer to oust.

· Economic:

· Company that is the target for a proxy contest is one that is not well managed; means stock will likely be depressed; so stock price will be low and a good deal.

· Management’s ability to oppose takeover:

· Stagger management elections -- so can only replace a few directors at a time.

· “Poison pill” - management makes takeover unattractive. E.g., 

· (1) Set up provision in articles of corporation that provides to existing s/h (i.e., initial s/h) an option to buy huge number of shares if shift in control beyond certain percentage.  Upshot:  If control shifts, option springs up that allows the historical s/h (which is usually the management) to buy the shares—get the control back.

· (2) Corporate compensation structures—give executives large payment if pushed out.

· Special Voting Procedures 

· Cumulative Voting—only for electing directors

· Straight voting: (norm) Each vote w/in share cast for diff. directorship.

· Top vote-getters are elected (plurality).

· Majority s/h can select every position on the board. Minority s/h can be entirely suppressed.

· Note: No point in running a proxy contest if there is a majority s/h in straight voting context.

· Cumulative voting: Can cumulate all votes across directorships.

· Protects minority voting rights.  Can cumulate all votes for single or few candidate(s).

· This allows constituent voting: Majority s/h A can’t do anything to stop minority s/h B from electing someone to the board.

· Rule: V > (shares x candidates)/(positions + 1)

· The number of votes necessary to win is greater than the number of voting shares times the number of candidates you want to elect, divided by number of positions plus 1.

· Chart: Guaranteed safe harbor—amount you must vote to GUARANTEE person on the board.  No one else can frustrate it, no matter how they vote.  Note: The larger the board, the smaller % you need to get elected.

	Board Size
	> Fraction/% of vote necessary to elect 1 board member

	1
	½ ( 50%

	2
	1/3 ( 33.3%

	3
	¼ ( 25%

	4
	1/5 ( 20%

	5
	1/6 ( 16.7%

	6
	1/7 ( 14 2/7%

	7
	1/8 ( 12.5%

	8
	1/9 ( 11.1%

	9
	1/10 ( 10%

	10
	1/11 ( 9 1/9%


· Planning: Can determine division of control simply by allocating shares, fixing # of directors, and imposing cumulative voting.  Can lock in control structure w/o litigation.

· Example: 

· 3 s/h: Want A to elect 2, B to elect 1, C to elect 1. 

· Write in Articles: Board will consist of 4 members; elections will be annual cumulative voting. 

· Give A 50% of shares, B 25%, C 25%.

· A is guaranteed 2, B 1, and C 1.  Can lock in this result w/o litigation.

· But will be disrupted by change.  E.g., additional s/h join, A dies, B sells, sabotage, disputes, deadlock.

· Class voting

· Explicit class voting by provision in the articles of incorporation.

· Can limit, alter, specify, or eliminate voting rights of class.

· Mandatory class voting on major corporate changes. 
· Requirement that class of shareholders adversely affected by change approve it by majority vote of class.
· E.g. creation of new senior security class subordinating rights, limiting voting rights, changing shares, etc.
· Immutable rule!  Goes against contractarian norm of corporate law. Statutorily granted franchise—absolute right to vote when vote could negatively affect the share (e.g., reduce its voting rights). 

· Can still be coercion via control of Bd and allocation of dividends.
· Supermajority and unanimous vote

· Permissible articles provisions. E.g., RMBCA § 7.27

· Corporations are permitted to impose greater requirements on voting and quorum in articles of incorporation.

· RMBCA § 7.27: Requires supermajority to impose supermajority requirement.  To amend articles to provide for greater quorum or voting requirements, must be approved by the proposed procedure. 

· Most states: Simple majority can adopt supermajority requirement.

· Tactical uses of supermajority or unanimity requirements:  

· Why to use?  Provide minority veto power.

· When should they be used?  Very sparingly.  

· Holdout problems—Allows 1 person hold-out. Almost nothing can be accomplished—almost everyone is objectionable to someone.

· Impairs ability to sell stock ( lowers value of stock.

· E.g., coops much cheaper than condos b/c of transferability restrictions.

· Removal and Vacancies

·  Removal of directors for cause

· Director may be removed for cause before expiration of term by majority vote of s/h at special meeting called for that purpose.

· Authority provided by statute and by common law.

· Grounds: e.g., felony, insanity, bankruptcy, sale of all his shares.

· Rare.  And results in automatic litigation—director will oppose.

· Removal of directors without cause

· DE § 141: Any director can be removed w/o cause by majority s/h vote.

· Exceptions:

· Classified board: If board is classified (e.g., staggered), members may be removed only w/ cause, unless Articles provide otherwise.

· Cumulative voting: Can’t remove if there are enough votes in opposition that would be sufficient to elect. 

· Effects of written consent under DE § 228.

· Using § 228, majority s/h can surreptitiously remove entire board by written consent! (if straight voting)

· Filling board vacancies

· At common law, filled by s/h.

· Statutes can permit vacancies to be filled by board vote.

· Vacancy could result from: resignation, removal, increase in directorships.

· Removal of officers

· Officers can be removed w/o cause at all times. E.g., NYCBL § 716.

· Even if contract says may only remove for cause. Gives right of action for contractual breach.  But can still kick him out.

· Reason: Board is responsible for management; can’t tie hands.

· S/h generally cannot remove officers.

· Caveat: Officer elected by s/h may not be removed by board w/o cause.

· Only s/h vote can remove the officer.

· But board can take away all his power, even though can’t remove.

· Only affects closely held corps:  In publicly held corp, officers aren’t elected by s/h.

· Federal Proxy Regulation— Securities Exchange Act of 1934, § 14

· Securities Exchange Act of 1934, § 14—Proxies

· Introduction:

· Goal of § 14: Require corporate disclosure when soliciting proxies.

· Similar to 1933 Act IPO disclosure requirements—but focus is on election contests, rather than investment decisions. Affects materiality & remedies.

· Core of framework is § 14.  But sparse; meat is in SEC regs.

· § 14(a)— “It shall be unlawful for any person” to solicit (or permit use of name to solicit) any proxy or consent or authorization in respect of any a security of a registered company “in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate.”

· Statutory delegation of rulemaking authority to SEC.

· SEC requires proxy statement and annual report for solicitation.

· § 14(b): Delegates SEC rulemaking authority on transmission of proxies.

· § 14(c): Requirement of annual report in absence of proxy solicitation.

· Backhanded way of requiring annual report, even if you fail to make it under § 14(a). Closed loophole where corps didn’t solicit proxies (avoiding proxy materials) if enough s/h would attend meeting to reach quorum.

· § 12(g): Application of § 14 requirements to companies with 500 or more s/h and $10 million or more gross assets (even if not on NYSE).

· § 12(g) requires registration w/ SEC ( registration triggers § 14.  

· SEC 12g-1 (current rule): Requires $10 million in assets. (Statute only required $1 million.)

· Real issue is 500 s/h.  If below 500, off the radar. Companies will reduce s/h to avoid proxy disclosure (e.g., exec compensation).

· SEC’s proxy rules—four general categories:

· (1) Disclosure of material info to s/h w/r/t proposals for s/h action.

· (2) Election contests (certain rights for insurgents w/ rival slate).

· (3) S/h proposals—can free-ride on corp’s mailing; but s/h proposals necessarily only precatory (bd has “all corp powers”).

· (4) Antifraud rule for proxy materials (Rule 14a-9—like 10b-5).
· Definitions: 
· “Proxy”—Defined broadly to include every proxy, consent or authorization, which may also take form of failure object or to dissent.  Reg. 14(a)–(1)(f).  Essentially includes every attempt to get SH to act w/ respect to her shares outside of buying and selling.
· Proxy solicitation: communication to SH under circumstances reasonably calculated to result in procurement, withholding or revocation of proxy. Proxy statement must be sent to everyone deemed solicited. Note: Exemption if sent to fewer than 10 s/h.
· Information Required To Be Furnished
· Three documents must go out to s/h in connection w/ s/h meeting or vote:

· (1) 10K Annual Report—accompanies or precedes proxy statement (if relates to election of directors).

· (2) Form of proxy—piece of paper on which s/h mark vote, date, and sign their name—format must comply w/ Rule 14a-4. Note: Proxy must be approved by SEC before you can use it!
· (3) Proxy statement—must accompany or precede proxy form. Booklet describing meeting, etc.—very elaborate disclosure.

· Rules for format of proxy (form)—Rule 14a-4

· WHO is soliciting proxy—at top of form in boldface type.

· E.g., if insurgents, must say so.

· Blank place to date the proxy.  Reason: Any newer proxy supersedes prior proxies. 

· Separate and clear identification of all matters to be acted upon—anything material must be specified!  If not, can’t discuss at the meeting.  (If try, could bring § 14 action.)

· If new matter arises just before meeting, management will usually delay the meeting and re-solicit w/ new material.

· For each matter, boxes to specify approval, disapproval, or abstention.

· Usual rule (for federal law): If you don’t vote, but you do sign, management can mark it however they want.  But if you DON’T sign it or send it back in, they can’t vote for you.  Your shares just don’t vote. 

· Identification of all candidates for the board; separate opportunity to withhold proxy for any candidate.

· Form must specify that shares will be voted as provided in the proxy, subject to reasonable specified conditions. Rule 14a-4(e).

· Form can state management reserves discretion on other minor matters. But this discretion could never extend to major things like mergers, stock options, interested transactions, etc. 

· Proxy statement: must comply w/ Rule 14a-3 and Schedule 14A:

· Date, time, place of meeting—authority is for that meeting only.

· Who is soliciting the proxy—and their interest in the matters.

· Revocability of the proxy

· Voting rights, beneficial ownership interests of large stockholders

· Detail on executive compensation—charts and criteria.

· If relates to election of directors:

· Full detail on directors, execs, nominees.

· Bd operation: number of meetings, committees, attendance.
· Disclosure of transactions between Dir. and Corp required.
· Contents of proxy statement—laid out by Schedule 14A (**don’t need to know in detail for exam**)

· Details of annual meeting (must be accessible).

· Corporate governance, board structure - detailed discussion—way board acts, how they choose committees, etc.

· Director compensation (non-officers) - elaborate discussion.

· Director nominee information

· Company and shareholder proposals

· Common stock ownership

· Executive compensation *** very elaborate

· Audit fees

· Audit committee report
· Shareholder Proposals—Rule 14a-8
· Low-cost alternative to proxy contest.  S/h can attach proposal to corp’s own proxy statement (s/h only pays marginal cost). R. 14a–8
· SH-initiated changes: 
· Some states allow s/h to amend bylaws (e.g., DE in AFSCME); 
· Few states allow s/h to initiate amendment to Articles.  
· All other SH proposals must always be precatory because SH may not mandate action to Bd given general delegation of authority to exercise “all Corp powers.”  See DE 141(a); MBCA 8.01(b).
· Subject matter of 14a-8 proposals:

· Often re corporate governance, or social activism.

· Historically, many 14a-8 proposals are adopted, even if they fail. Act as experiment for acceptability for corporate change; starts public consciousness.  Many corporate changes over last 50 years have been preceded by 14a-8 campaigns.
· Must corp accept the proposal?
· Whether Management must include Shareholder Proposal in proxy statement is based on whether proposal is material or whether it is otherwise excludable by falling w/in category of exemptions.
· S/h can seek injunction under Rule 14a-8.

· Also, 14a-9 liability if Corp fails to include material SH proposal w/out grounds for exclusion, then proxy statement is false/misleading on basis of material omission.

· S/H Eligibility and Procedural Requirements
· Continuously held at least $2k in market value or 1% of Corp securities for at least one year at time of submission.  R. 14a–8(b)(1).
· Each SH limited to 1 proposal per meeting.  R. 14a–8(c)
· Submit 120 days before proxy statement released.  14a–8(e).
· If eligibility/procedural requirements not adhered to, Corp may exclude but only after providing SH w/ notice and opportunity to correct.  14a–8(f).  Burden to show exclusion on Corp.  14a–8(g)
· Corp’s Grounds for Exclusion: Rule 14a-8(i) 

· Procedure: Corp must explain grounds for exclusion to SEC.  DCF issues “no action letter” if agrees. SH have private right of action to challenge exclusions.  P can sue for injunction under 14a-8.  

· 14a–8(i)(1)—Proposal not a proper subject for action by the shareholders under the laws of the state where the Corp is incorporated.

· Ex: SH cannot amend Articles directly—Bd has to adopt resolution which shareholders then approve.  S/h can only make recommendation for Bd. to amend. 

· 14a–8(i)(4)—Personal grievance or special interest.

· Primarily political rather relating to SH interests as SH in Corp.
· 14a–8(i)(5)—Relevance.  Proposal relates to operations which account for less than 5% of the corporation’s total assets and less than 5% of net earnings and gross sales [revenues] and is not otherwise significantly related to corporation’s business. [essentially materiality requirement]

· Iroquois Brands: Ct found SH proposal to form committee to study animal suffering in foie gras production was a proper subject even though it was only a very small percentage of Ds business.  Ct found proposal significantly related to Corp business in light of ethical and social significance.
· 14a–8(i)(6)—Corp lacks power or authority to implement.

· 14a–8(i)(7)—Proposal concerns a matter pertaining to the ordinary business operations of the corporation.

· Often invoked. If proposal relates to day-to-day operation of Corp concerning issues reserved to Bd. or Management, exemption applies.  Reflects policy underlying State Corp laws.

· 14a–8(i)(8)—Relates to an election for Bd.

· 14a–8(i)(9)—Conflicts w/ Corp proposal.

· 14a–8(i)(10)–(12)—Substantial implementation, duplication.

· 14a–8(i)(13)—Specification of dividends.

· Examples

· Execution Compensation—In. Always material and must be included.  Central to Bd’s role as agent for SH.

· Securities Risk Management—Out. Ordinary business: Bd/mgmnt has authority to oversee investment of Corp assets.

· Screen for investments implicating human rights/genocide—Must be included

· Majority voting rules—In, so long as state law allows.

· Amending bylaws.  Unclear.  Tension btwn delegation to Bd under DE 141(a) and permissive nature of bylaws under DE 109(b). (Allowed in AFSCME v. AIG.)

· Cases  (Issue: whether SEC’s “no action” decision should be sent back for reconsideration; mixed question of corp and admin law; but if SEC violates its own regulation or statute, must send back.)
· Medical Committee for Human Rights: Group of Doctors submit SH proposal requesting Dow board adopt Articles amendment that it will not sell napalm w/out assurance that it wouldn’t be used against people. Corp tried to exclude under both special interest 14a–8(i)(4) and ordinary business/management function 14a–8(i)(7) exceptions. Court was uncomfortable w/ defense, b/c put those 2 defenses together, and virtually no proposal could be made. Note: Could have invalidated 14a-8 altogether; was not required by statute; need not have proposals at all. Court holds issue moot.
· Peck v. Greyhound (SDNY 1951): Denies injunction b/c P failed to exhaust administrative remedies or show irreparable harm. Admin remedy:  Could have asked SEC to take action to stop the proxy material. After court issues decision, SEC amends 14a-8 to create exclusion for this situation -- “primarily for purpose of racial, religious, etc….” Remember, SEC has total power to shape 14a-8 right. 
· Lovenheim v. Iroquois Brands (1985): Pate du frois gras. Precedent: Ethical and social issues may be considered “significantly related” to a corporation’s business even if that portion of the business is economically insignificant.
· Roosevelt v. DuPont: 14a-8 provides private right of action to obtain injunction. Here, SEC affirmed, falls w/in ordinary business operations, b/c proposal relates to timing—not extraordinary matter of whether to change production or have immediate cessation.

· Cracker Barrell: SEC initially tried to adopt blanket policy excluding all employment issues in allowing Corp to exclude proposal to prohibit discrimination on basis of sexual orientation.  SEC subsequently changed policy, and employment issues are decided on case-by-case basis based on social importance, relevance, etc.
· AFSCME (Pension Plan) v. AIG (2d Cir. 2006): Proposal to amend bylaws for how to elect board (would require including s/h-nominated candidates on corp ballot). Corp excludes based on Rule 14a-8(i)(8) (“relates to an election”). Holding: Exclusion only applies to proposals that relate to particular election; not proposals establishing election procedural rules generally. Note: Overturned by SEC rule.
· Antifraud Implied Civil Liability—Rule 14a-9

· Rule 14a-9—False or Misleading Statement:

· “No solicitation subject to this regulation shall be made by means of any proxy statement . . . containing any statement which, at the time . . . 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 or necessary to correct any statement in any earlier communication with respect to the solicitation of a proxy for the same meeting or subject matter which has become false or misleading.”

· Implied civil remedy for violations.  Borak. 
· Elements for 14a–9 claim (same as 10b–5, but some modified):
· (1) Standing
· (2) Materiality

· (3) Scienter

· (4) Causation **real question in 14a-9 cases**

· (5) Damages

· Remedy: Damages or injunction.

· Standing—Must have been SH who was subject to solicitation, i.e., entitled to vote as record holder or beneficial owner at time of solicitation. But need not have read or relied on proxy statement for standing.

· Excludes party who buys on basis of proxy statement (though could bring 10b-5).

· Materiality—Same legal standard as TSC and Basic. 

· However, different context for claim can affect inquiry—i.e. what is material for investment decision is not necessarily material for voting/election decision.  

· Failure to include info mandated by proxy requirements is per se material.
· TSC v. Northway (U.S.): § 14 case: Proxy materials re merger (asset sale for stock in acquiring corp); omitted facts revealing degree of control over Target’s board; Ct remanded against new materiality standard.
· Scienter—Standard for scienter somewhat ambiguous in 14a–9 claims, but appears to be less than in 10b–5.  Negligence likely sufficient. 
· Causation—Essential link test (Mills): Can satisfy causation by showing proxy solicitation itself (not necessarily the particular defect) was an essential link in the accomplishment of the transaction (b/c by def’n, defect was material).
· Caveat (Virginia Bankshares): Whenever s/h vote is not strictly necessary to carry out the tx (e.g., s/h vote is to “ratify” rather than “approve”), proxy statement is not an essential link
· (Maybe) Unless induces s/h to forfeit state remedy.
· Upshot: 14a-9 does not apply to interested director tx—relegated to state law. B/c technically s/h vote only immunizing the tx from attack under state law; not strictly necessary to carry out the tx. 
· Mills v. Electric Auto (U.S.):  Proxy materials for merger vote included statement that bd “has carefully considered” and “recommends” the merger.  Failed to disclose that entire bd were nominee’s of and under “control and domination” of acquiring corp (though disclosed acquiring corp was majority s/h).  Material misrepresentation. D’s defense: No harm no foul—it was a good deal.  Ct rejects: Issue is disclosure, not fairness. Where omission is material, causation satisfied by showing proxy solicitation is essential link in accomplishment of tx. Obviously, vote on merger is essential to merger.  
· Virginia Bank Shares (U.S.): Limits Mills. Proxy solicitation for merger, but majority s/h owned 85% of shares—therefore, minority s/h’s votes were unnecessary to approve tx. Corp had vote to insulate tx against potential attack under state law for unfairness. Holding: Minority vote was not essential to carry out the tx (nor did it deprive P of state remedy, b/c fraudulently induced vote would not immunize from fairness review). No 14a-9 causation.
· Remedy—Varies.  Can be damages but others as well such as invalidating proxies, re-solicitation and re-vote.
· J.I. Case Co. v. Borak (U.S. 1964): (seminal case of implied civil remedies) Claim: Violation of § 14(a): material misstatement/omission in connection w/ merger proxy statement. Remedy sought: injunction. Court implies private remedy from jurisdictional § 27. (§ 27 reasoning later overturned.)
VI.
CLOSE CORPORATIONS

· Character and Status of Close Corporations (“Closely held corps”)

· Character:

· (1) Held by small number of owners—consensus that fewer than 25 s/h. Some statutes set outer limits.

· (2) S/h commonly are also directors and officers—partnership-like. S/h closely involved in management: more than a “mere investor.”

· (3) Need for customized control structure—all custom-tailored; not off the shelf.

· This is the legal rationale for different treatment of close corps.

· (4) Absence of investment liquidity—people are invested in enterprise for long haul; can’t just sell your shares if need money.

· (5) Difficulty of assessing value of ownership interests—no public market; don’t know worth of company or shares.

· (6) Greater danger of deadlock—few shares, supermajority requirements, personalities.

· Status:

· Close corps are subset of not publicly held corps.

· Distinguished by their characteristics—not a legal difference.

· U.S. law vs. civil law—

· U.S. structure is primarily contractual. Some states have special “close corporation” statutes; others simply allow contractual variation. Most statutes are enabling only.  E.g., NY § 620: Validates agreements, w/ conditions.

· In Germany, “close corps” called “company w/ limited liability.”  Different entity from public share companies. If want to change status, must reincorporate.  U.S. structure is completely different.

· Special “close corporation” chapter or provision.

· MD, CA, DE. “Electing” close corporation. Alternate universe provision. Closest thing we have to Euro example.  Popularity has faded out.

· Tendency more toward NY approach:  Corp is a corp. But can alter control through agreements w/ certain conditions.
· Lawyer’s role—more of a planner than litigator.  Must consider:

· Control questions—who controls?

· Investment/Contribution—who contributes what?  How is it measured?  Not always money.

· Division of profits—how to allocate credit?  In accord w/ capital they contributed?  In accord w/ labor?

· What happens when things change?—A dies, B wants to sell, C disagrees, etc.

· Majority s/h fiduciary duty to minority s/h in close corps:

· Donahue: s/h in close corp owe each other partnership fiduciary duties.

· Wilkes: Limits Donahue. Minority freeze-out. Implied agreement that all 4 investors would participate equally. Then W fired as exec, salary eliminated, not re-elected to board. Ct: Denial of employment of minority by majority esp. pernicious in close corp, where salary sole source of income stream from investment. Held: Violated fiduciary duty. Standard: Donahue too strict; Ct balances asserted business purpose w/ minority’s harmed interest.

· Share transfer restrictions

· Presumption of free transferability of shares

· In corps, presumption of free transferability of shares.  If you want to limit transferability, must do it explicitly by contract.

· In partnerships, interests not transferable. B/c partner holds series of status relationships: financial, management, joint liability (unlike s/h). Even if assign financial rights, cannot become new partner w/o approval of other partners.

· Reasons for transfer restrictions

· Precluding transfers to potentially unacceptable s/h—e.g., out of state residents.

· Avoid triggering federal securities laws! All business, sale, s/h intrastate. 

· Prevent s/h hostile to corp’s best interests (e.g., competitors).

· Some restrictions against public policy are invalid, e.g., race, religion.

· Assuring orderly succession of ownership—set up restrictions for when s/h wants to sell all her shares.

· Providing exit mechanism for retired, deceased, or dissenting s/h—Options:

· (1) Sale arrangements (for the shares)

· (2) Dissolve corporation altogether

· (3) Sale of entire entity—really like a subset of dissolving corp.

· (4) Merger w/ another corporation—now hold shares in the public corporation; becomes publicly tradable and readily marketable.

· (5) Go public - make public offering of certain block of stock.

· Like a combination of merger and sale. Creates a market—valuation, tradability.  Also, let you get the cash out.

· Maintaining the validity and enforceability of s/h control agreements.

· Preserving certain Securities Law exemptions: e.g., private offering, intrastate.

· Preserving certain tax elections: e.g., Subchapter S.

· Requirements for validity of share transfer restrictions

· (1) Consent or vote—every share that will be limited must accept the limitation.

· Issuing shares—limitation must be purchased w/ limitation.

· Outstanding shares—cannot impose limitation on outstanding stock over negative vote of those shares.  Majority vote is incapable of imposing restriction on share if the existing s/h votes against it. 

· E.g., 750 out of 1000 outstanding shares vote to adopt Articles amendment imposing limitations on all common stock. Result: INVALID as to dissenting 250 (and probably as to all 1000).

· (2) Notice—conspicuous notice must be on face of shares!

· Put notice ON the share, then attach TO the share the full description of restriction.  Staple five times!  Don’t let anyone ignore it!

· Effect of bona fide purchase w/o notice: purchaser can seek rescission, or void the restriction on the share. (Unless had actual knowledge.)

· Note: Restriction need not be in Articles or publicly filed.

· (3) Compliance w/ public policy—analyzed under property law. 

· Unreasonableness of price—rarely examined, so long as the price or the price-setting method was consensual and agreed to in good faith. 

· Allen v. Biltmore Tissue: Court upheld restriction against estate executor’s argument that violated public policy for being confiscatory (only 1/10000 of value) b/c every member of family entered agreement consensually and knowingly.  Court would not intervene/disrupt contract. Lesson: Don’t write restrictions that gamble on who will die first!

· Consent restraint—other s/h must consent to sale.

· Generally disfavored by courts—must limit “unreasonable denial.” Otherwise, s/h can be frozen in. Rafe v. Hindin 

· But compare DE § 202(c)—explicitly permits consent restraints.

· Types of restriction: (note: there is no perfect option!)

· (1) Absolute or conditional prohibition on sale

· (2) Consent restraints—problem: inefficient. Other s/h don’t internalize cost of saying “no” by having to buy the shares themselves.

· (3) First option restraint—corp or other s/h has option to buy first.

· “First option” = “call” = right to buy at given price. 

· Note: “put” is right to sell something at given price.

· Requires pricing mechanism. Options: Used fixed formula, or arbitration, or some other formula.  Fixing valuation method is difficult.

· Procedure: S/h get option to buy at determined price.  If they do not exercise, then restraint disappears, A is free to sell to anyone at any price. 

· Problems: Fixing valuation method; Timing—B and C might not have $.

· (4) Right of first refusal—s/h get right to buy at third-party’s offer price.

· This is actually a type of first option restraint—third-party sets price.

· Procedure: After N offers price, s/h have right to buy at that price. 

· Problem: Disincentive for N to make offer in first place. N only wins if bad offer—pays too much! If good offer, then B and C will take it, b/c they have more info.

· (5) Mandatory buy-sell agreements

· Combination of both a “put” and a “call”: You have right to sell at certain price, and corp has right to buy at that price.

· Pricing Methods:

· Meet best price

· Third-party pricing

· Formula pricing

· Fixed prices, w/ or w/o reset

· Timing considerations

· Leaving s/h needs money.  Existing s/h might not have money. Timing for one may not work for timing for others.

· S/H Voting Agreements for Election of Directors

· Easiest way to ensure corporate control is representation on board.

· Simple 1 share, 1 vote no good when desired control allocation does not match capital.

· Even in close corp, good to maintain a board.  Communicates to world it’s a corp.  Mandates collegial decisionmaking. Fiduciary duties of board somewhat meaningful.

· Note: Can apply to other ordinary s/h voting too, e.g., major corp changes.

· Mechanisms for controlling voting in close corporations:

· Cumulative voting—often the best.  But not widely used.

· Classes of directors—certain directorships elected by certain s/h class.

· Valid in DE. Lehrman v. Cohen. Validity uncertain in others.

· Make some shares non-voting—can separate equity from control.

· But remember statutory class voting, regardless of share type.

· Greater than majority or unanimity voting or quorum provisions—not a form of voting arrangement; rather enfranchises a smaller than usual group to stop action.

· Voting trusts—widely used.

· Voting agreements—may be written into Articles. Widely used.

· Planning considerations:

· Legality—validity

· Enforceability

· Requires legal intervention/self-operating—#1 goal is to avoid getting court involved.  Court (1) can screw it up; (2) will be expensive, slow, disputatious.

· Flexibility—ability to adjust to changes.

· Voting Trusts

· Trust—Separate legal entity that receives an asset, which is managed by a trustee, for the benefit of beneficiaries. Strong fiduciary obligation.

· Voting trust is a real trust.  S/h convey shares to trust; legal title held by trust; then trust agreement designates way trustee must vote shares. Note: S/h still have beneficiary interest in shares; only purpose is voting.

· Virtues:

· Valid—subject to state conditions.

· Self-operating—trustee will follow agreement.

· Specifically enforceable—can sue trustee for injunction if violates.

· Disadvantages of voting trusts (conditions depend on state):

· Term limits: Every state puts term limit on voting trust (often 10-20 years). And no term can ever exceed rule against perpetuities.

· Public document: In some states, may have to be filed publicly.  In those states, validity dependent on its publicity; otherwise, not valid.

· Unanimity: In some states, voting trust must be open to all s/h to be valid; can’t limit to only a few s/h.

· Voting Agreements

· Early courts frustrated voting agreements—wary of contracting s/h rights.

· Ringling: Pooling agreement b/w 2 of 3 s/h—agree to agree on votes, or else arbitrator’s choice binding. Holding: s/h agreement valid; but not specifically enforceable absent binding proxies.

· Abercrombie: To void Ringling pitfall, parties made voting agreement binding through irrevocable power to vote. Holding: Void, b/c this is in substance a voting trust, but doesn’t comply w/ trust requirements. Reflects theory that § 218 has substantive value; i.e., any agreements should be public and of limited duration. 

· Statutes explicitly validate voting agreements, e.g., DE § 218(d); NY § 620(a).

· Only requirements: (1) In writing, (2) Signed by s/h.

· More liberal than for control agreements (see below).

· Virtues of voting agreements:

· No publicity requirement—can be secret, invisible.

· Specifically enforceable—at this point, courts respect agreement.

· Disadvantages:

· Not self-executing—requires court to enforce.

· S/H Control Agreements

· Control agreements = s/h agreement on detailed operational control—substantive activities that normally would be managed by the board.  E.g., choice of officers, salaries, pensions, dividends, corporate policies, retirement, control over areas of the business.

· Dangers (try to avoid control agreements! Corps usually regret!):

· Intrude on fiduciary duty of board—resolved by imposing fiduciary duty on s/h.

· Exposes s/h to fiduciary obligations—can be sued for violation of duty of care.

· Binding!—cannot remove officer if it’s in a control agreement.

· Can be stuck b/w rock and hard place when combine w/ fiduciary duty. Fiduciary duty to remove exec, but binding agreement to keep exec.

· Veil piercing—more the s/h look like partners, greater the risk (need formality).

· Alternatives to control agreements:

· Long-term employment contracts for executives—can lay out salary, fringe, vacation, length, conditions—and can specify damages for breach. 

· Need not be publicly filed, unlike control agreement.

· Provisions in bylaws or Articles—mostly negative controls, e.g., veto power for certain actions, voting/quorum rules for board, rules on dividend distribution.

· Note: Easier to get enforcement of Articles than control agreement.

· Varied common law history of control agreements:

· Early cases often struck down agreements as “sterilizing the board.”  Worried about board’s discharging fiduciary obligation while hands tied.

· McQuade v. Stoneham: Control agreement among 3 s/h (majority s/h) choosing officers and salaries. Holding: Illegal—intrudes on directors’ fiduciary obligation.

· Long Park, Inc. v. Trenton-New Brunswick Theatres: All 3 s/h (unanimous) agree that 1 will have full authority to manage corp for 19 years. Holding: Clear violation. Bd “sterilized.” Too large of an incursion on bd—entire deprivation of management control.

· Other early cases validated agreements when entered into essentially unanimously—so long as don’t cut off board powers entirely. Based on special needs of close corporations.  Nobody hurt.

· Clark v. Dodge: 2 s/h total: D 75%; C 25%. C senior exec, knew secret formula. Unanimous control agreement: C will (1) be director; (2) be exec (if competent); (3) receive ¼ income. Holding: Enforceable. 

· Galler v. Galler: watershed case—first explication of contractarian view. Control agreement among 2 of 3 s/h: (1) elect them and wives as Ds; (2) require 3 Ds quorum; (3) dividend formula; (4) 5-yr pension payments to wives upon s/h death. Court upholds, based on special needs of close corps (s/h “more than mere investor”; majority oppression worry; bd inherently personal; no liquidity).

· Modern statutes—control agreements valid, subject to conditions: (NYBCL § 620(b)):

· (1) Unanimous approval by all s/h

· (2) Share transfer restriction

· All shares must be subject to notice and consent to control agreement.

· Agreement terminates if anyone buys share w/o notice and consent.

· (3) No listing nor public trading—if you do, agreement terminates.
· (4) Inclusion in Articles/Certificate of incorporation

· Therefore must be (1) filed w/ state, and (2) public.

· Reason: Notice to third parties (e.g., banks, etc.) of restriction on fiduciary duty of board.  Demonstrates view that fiduciary duty extends not just to s/h; but also to corp in general, inc. all of its stakeholders.

· Note: Inclusion in Articles does not suffice as notice for share transfer.

· (5) Exposure (of s/h) to director fiduciary liability. E.g., § 620(f):

· Relieves bd of responsibility to extent that management is controlled by any such provision; s/h subject to fiduciary duty w/r/t intrusions.

· Duty of care—courts more apt to find violation in close corp context (e.g., United Jersey Bank). 

· Solutions: 

· Adhere to formalities!  Documentation very important for close corps, esp. if altering control structure. Esp. when doing well!

· Can use DE § 102(b)(7) to absolve for anything but intentional acts (bad faith).

· Enforceability

· Even if agreement valid, enforceability depends on whether agreement provides realistic basis for enforcement.

· E.g., A is in charge of financial operations—vague. Court has no way to enforce.

· E.g., No expenditure over $10,000 w/o A’s approval—enforceable. 

· Must consider enforceability when drafting—may not want enforceability!

· Dissent and Deadlock

· When things go wrong in close corps . . . 

· Types of problems:

· (1) Director deadlock—e.g., NC statute: Ds deadlocked and s/h unable to break, so business can no longer be conducted to advantage of all s/h.

· If require unanimity, 1 dissent creates deadlock.

· If 50/50 split, have deadlock no matter what.

· Odd-numbered bd doesn’t solve; 1 person will abstain.

· (2) S/h deadlock: fail to elect directors—e.g., NC statute: s/h deadlocked in voting power—unable to elect Ds at 2 consecutive annual mtgs or replace Ds whose terms have expired.

· (3) Oppressive conduct—s/h majority takes action that is allegedly illegal, or improper, or inconsistent w/ agreement, or something.  E.g., fire, take actions to entrench board domination, buy back shares, issue dividends, etc.

· Disputes arise when corp is doing well!  If not valuable, s/h will just walk away.

· But dissolution is drastic—if that’s the only remedy, can be disastrous for all.

· Three possible levels at which to deal w/ problem:

· (1) Remedy built into agreement itself—write into agreement method of resolving dispute that takes hold right away, so statutory provision never triggered.  

· Classic options:

· Mediation 

· Arbitration

· Buy out

· Dissolution

· Enforceability—if make agreement that in event of irresolvable dispute, either s/h may petition court for dissolution, will be specifically enforceable.

· (2) Statutory (or common law) resolution

· Some statutory and common law provisions provide for dissolution of corporation in case of deadlock (and sometimes oppression).

· Unique! Involuntary dissolution by request of minority of s/h.

· General circs in which can exercise: (1) Os, Ds, or majority S/H have been guilty of fraud, have abused and oppressed minority s/h, or have grossly mismanaged corp; (2) deadlock exists among s/h that has resulted in stoppage of corp activity, or culminated in usurpation of control by some s/h to exclusion of others; (3) impossible for corp to obtain objectives for which it was formed or for business to be carried on profitably.

· Equitable remedies:  Alternatives to dissolution, e.g., invalidation of provision; order mandatory buy out of minority; etc.  Authorized by both inherent power of court and specific statutes. 

· (3) Dispute continues, and parties end up killing each other

· This can happen when court refuses remedy, e.g., NY—required that corp be “subject to irreparable damage” as result of deadlock. NC changed to only require that “corp can no longer be conducted to advantage of all the s/h.”

· O’Neal (scholar re close corps):

· Close corps give rise to “reasonable expectations,” e.g., participation in mgmt, or employment w/ co.  Like incorporated partnerships.

· Courts traditionally reluctant to interfere in internal affairs—but minority has neither power to dissolve (as partner), nor way out (as in public corp). Stuck.

· Courts should grant remedy whenever managers or controlling s/h disappoint minority s/h’s “reasonable expectations,” even if action literally allowed by powers.  In close corp, articles and bylaws almost never reflect the full business bargain of the participants.

· N.C. Statute: Power to liquidate assets when established that:

· Ds deadlocked and s/h unable to break, so business can no longer be conducted to advantage of all s/h;

· s/h deadlocked in voting power—unable to elect Ds at 2 consecutive annual mtgs or replace Ds whose terms have expired.

· Unanimous agreement entitling complaining s/h to liquidation/dissolution upon this event.

· Liquidation reasonably necessary for protection of rights or interests of complaining s/h.

· Cases:

· Meiselman: Holding: S/h’s “reasonable expectations” included in “rights or interests” in close corp. Michael’s interests greater than D’s contend. Remanded.

· Bonavita: 2 husbands; both employed; salary only income. 1 dies; salary ceases; window receives nothing from shares bc no dividend; other husband receiving $400K in salary. Held: Classic oppression.
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