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I. AGENTS AND EMPLOYEES
a. Is person an agent?

i. Factors to consider: 
1. CONTROL: 
a. Master-servant rels: Query is whether the relationship is one in which P controls the details of what A does. 
b. usually means day-to-day operations, not just ability to veto decisions 

2. NATURE OF THE CONTRACT: does it intend to create employment

3. BUT the contract may be TRUMPED by ACTUAL CONDUCT of the parties. 
a. Details of the relationship via actions may show that there IS control 
4. Look at ACTUAL STATUS of the relationship. 
ii. Even if master is liable, generally agent is also liable (and master can pursue for recover anything s/he pays out to victim)

b. Types of Authority:

i. Actual Authority

1. Express:  (e.g. “I hire you to go down to the store and buy me bread and charge it to my store account.”).   

a. Corporation’s officers get express authority from: 

i. the bylaws of the corporation

ii. resolution (written) of the board

2. Implied (Mill St. Church, 14) – principle wants agent to do something, understood between the parties.  Implied actual authority to do what normally comes with the job.

ii. Apparent Authority:

1. Ability to bind the principle against the principle’s will!  Where it wasn’t the intention of the principle to convey the authority (otherwise it would be actual authority).  

a. Positional authority is most important form  

2. How does this work in litigation?

a. Burden of the 3rd party to verify the authority of the agent – true to a point.

i. If P denies agent ability to indicate limit of authority (i.e. secret bottom line) P is liable

b. Principle can sue to recover 

c. No need to prove reliance

3. How to create apparent authority?

a. Continuous course of conduct

b. Secret limitation 

c. Trade practices/power of position – Impracticable for 3rd part to determine lack of authority 

d. Continuation/termination – to avoid this P needs to give 3rd parties notice of termination

iii. Inherent Authority (rarely used)

1. Just by being an agent there is some penumbral agency authority

2. Arises from status of corporate officer, especially CEO or pres

c. Even if no authority, two ways for 3rd party to get paid:
i. principle can later ratify action of agent and thereby make it authorized. (Botticello v. Stefanovicz)

1. But principle’s ratification requires knowledge of agent’s acts

ii. Can sue agent under breach of warranty of authority 

d. TORT Authority Cases

i. 3 step query to determine whether employee or independent contractor:

1. STATUS: Is the relationship there? 
2. SCOPE of employment: Actions w/in the scope? Actions must be reasonably foreseeable. 

a. Scope of relationship – does it extend to this conduct? (i.e. NYU isn’t liable for prof. slugging someone on weekend).

b. Liable for detours but not for frolics

3. Impose liability?
a. Can impose liability for public policy reasons even if not within scope
ii. Tort liability cases:
1. Humble Oil & Refining Co. v. Martin – gas/service station, liable for injury?  Holding: YES, master/servant relations:

a. control of the details of station work, little or no business discretion allotted to station owner; “rents” determined by the amount of sales of Humble products; payment of some operating expenses.  Despite fact that set hours, prices, etc.

2. Hoover v. Sun Oil Company: fire in service station from employee’s negligence.  Holding: No liability, independent contractor. BAD, RARE HOLDING.
a. No control over the details of station’s day to day operation 

i. no written reports to Sun; he alone assumed the risk of profit or loss

b. Irrelevant that customers come because of Sun’s reputation; bases it on contract language which is just landlord/tenant 

3. Billops v. Magness Construction Co. – can plaintiffs sue Hilton corp for franchisee’s false imprisonment?  Yes (factual question), evidence supporting claim of actual authority/apparent agency:

a. Manifestations by the alleged principal which create a reasonable belief in a third party that the alleged agent is authorized to bind the principal  

i. Hilton logo and sign

ii. Requirement of color scheme

iii. Trading on Hilton name

4. Ira Bushey v. US – SCOPE OF EMPLOYMENT

a. Was seaman’s return from shore drunk, opening valve and flooding, within scope of employment?  YES

i. While seaman’s actions weren’t for employer’s benefit because foreseeable 
5. Manning v. Grimslet – recovery from baseball team owner when pitcher hits ball at heckling spectator?  Possible, jury question.

6. Arguello v. Conoco – claim of racism at service station.  Holding: no agency, independent contractor.  BUT racist statements made by store clerk were within scope of employment.
7. Majestic Realty v. Toti:

a. General rule: no liability for negligent acts of the contractor.  Exception:  

i. Where landowner retains control

ii. Where he hires incompetent contractor

iii. Where contract is for a nuisance per se

8. Murphy v. Holiday Inns, Inc. (slip and fall)

a. Holding: no principal-agent or master-servant relationship. 

b. Regulatory provisions had the purpose of achieving  standardization NOT control of daily business

c. Would have different holding today
iii. Situation Today:

1. Contract usually says franchisee isn’t company’s agent

2. BUT courts generally finds parent company liable.  Why?

a. Public isn’t privy to contract – estoppel idea, reliance on representation of “McDs”

b. Parent company exercises control; nature of relationship

3. Private negotiation:

a. Require franchisee to get insurance and indemnify parent company for any liability
e. Control and the Liability of Creditors

i. A. Gay Jenson Farms Co. v. Cargill, Inc. – holding: liable for contract ot buy grain from farmers.  Why?
1. Creditor had lots of control, active participant in Warren’s operations, not simply a financier

ii. How to determine supplier versus agent?

1. Supplier = Fixed price for property irrespective of price he paid
2. Supplier = acts in his own name, received title in his name
f. Contract Liability

i. LIND v. SCHENLEY (3D 1960): Creation of apparent authority (cloak of authority and ‘course of dealings’); 
1. Is promise of commission from sales manager binding on corporation?  YES apparent authority (position + course of conduct)

ii. 370 Leasing Corporation v. Ampex– contract is never signed by home office, as form requires, just signed by representative.  Court finds apparent authority based of company to act given that they knew that representative signed the contract (principal acts in such a manner as would lead a reasonably prudent person to suppose that the agent had the authority he purports to exercise)
1. Similar cases in insurance context where contract requires company approval; court says cashing cash and 3 weeks of non-response = binding contract

2. Agent has the apparent authority to do those things which are usual and proper to the conduct of business which he is employed to conduct. 

iii. Watteau v. Fenwick
1. Holding: An undisclosed principal is every bit as liable as a known principal; otherwise, the secret limitation of authority would prevail and defeat the action of the person dealing with the agent and then discovering that he was an agent and had a principal.

iv. Kidd v. Thomas A. Edison, Inc.
1. Fuller made a contract with Kidd for series of “tone test” recitals.  Defendant (Edison) claimed that Fuller’s only authority was to engage her for such recitals as he could later persuade record dealers to pay for her recitals.

2. Holding: Fuller is agent, Edison laible.  Given circumstances, customary implication was that his authority was without limitation of the kind here imposed.
3. Think about efficiency of not requiring 3rd parties to question agent’s authority. 

g. Fiduciary Obligation – duty of loyalty owed by agents to principals
i. Restatement of the Law (Second) of Agency

1. Duty of Loyalty: duty to act solely for the benefit of the principal in all matters connected with his agency (unless otherwise agreed)

2. Duty to Account for Profits Arising Out of Employment – agent who makes a profit in connection with transactions he does for principal must give the profit to the principal.

3. Duty to disclose to principle all facts which the agent knows or should know would reasonably affect the principal’s judgment, unless the principal has shown that he knows such facts or that he does not care to know them.

4. Agent cannot compete with principal on the subject matter of his agency
5. If agent has duty to 2 principals he has to 1- be fair to each and 2- disclose all facts which would reasonably affect judgment of each principal
6. Duty not to disclose confidential information, whether given to him by principal or learned by him during his duties as agent

7. After termination of agency: 

a. no duty not to compete with the principal;

b. duty not to disclose (to those who would compete with principal) trade secrets, written lists of names, or other similar confidential matters given to him only for the principal’s use or acquired by the agent in violation of duty.  
c. Allowed to use general info concerning method of business of the principal and memorized names of the customers 

ii. Reading v. Regem – Seargent who earned money though the veneer of security from his uniform/position required to return profits to army
1. Irrelevant that master hasn’t lost profit or suffered any damage NOR that master couldn’t have done this service itself

iii. General Automotive Manufacturing Co. v. Singer
1. Holding: Singer had the duty to exercise good faith by disclosing to Automotive all the facts regarding this matter;  Automotive could then decide whether to refuse the orders, fill them, or sub-job them, or decide to expand its operations.  Singer is liable for the amount of the profits he earned in his side line business.

iv. Town & Country House & Home Service, Inc. v. Newbery, housecleaning
1. Holding: Liable for using customer list to solicit for new business; they had already been screened by plaintiff at great effort and expense; plaintiffs can get injunction or some profits as damages.

2. Different if agent just got their names from the phone book
II. PARTNERSHIPS

a. Types of partnerships:

i. General partnerships -- each partner is potentially liable for all of the debts of the partnership, not just to extent of their investment 

ii. Limited partnerships:

1. 2 types of partners:

a. GP (general partner): unlimited liability, need at least 1 GP
b. LP (limited partner): liable only to extent of their contribution; limited participation & control in the business 
2. The only way to form an LP is to file per statutory requirements. 
iii. Joint Venture (can be two people or 2 corporations, but getting together for set time/function) -- generally not different from partnership BUT might be greater scope of apparent authority in a partnership.

b. Tax implications of partnership (often determines whether or not to incorporate)
i. IRS treats the partners as having earned their proportionate share fo the income (or expenses).

1. Regardless of whether the partnership distributes the income the partners have to pay the tax for their portion of the entire income.

ii. Flow-through: the partners pay the tax; the partnership pays nothing

iii. Cf. corporations who are taxed twice (once on corporate profits, other on distributed profits, i.e. dividends).  So enterprises with much dividends, that don’t tend to reinvest in the enterprise form as partnerships, e.g.:

1. real estate

2. motion picture

3. natural resource allocation

c. Is the Relationship a partnership?

i. Can become partners without realizing it!

ii. UPA/RUPA:

1. § 6.  Partnership Defined = Association of two or more persons to carry on as co-owners a business for profit.
a. Can be natural persons OR entities of any kind (corporation, partnerships, estate, trust, etc.). 
2. §401 and §301, answers the question: Why does it matter whether a partnership is deemed to exist?  Presumptive rules that arise when partnership exists.

a. §301: partner is an agent of the partner for carrying out ordinary business, unless 3rd party knew that partner had no authority
b. §401: creation of partnership accounts (share of profits + partners’ contribution) and liable for share of losses; each oartner has equal rights in management and conduct of the partnership business; need consent of all partners to become partner
i. Default rule: share profits equally and losses in relation to profit (so if agreement says profits shared 60-40 and says nothing about losses, losses are then default to be 60-40).  
ii. §401(j) – if within normal course of business only need consent of majority of partners; otherwise need unanimity
iii. Partnership is an entity distinct from its partners, e.g. it can sue, hold property, etc. as an entity 
3. RUPA: “Sharing of gross profits does NOT if ITSELF establish a partnership relationship” – NOT automatic but might be partnership. 

a. OLD UPA: “prima facie evidence”  (receipt profits PRIMA FACIE EVIDENCE unless….). 

b. RUPA: “presumption” (receipt of profits PRESUMED to be partner for business UNLESS ….) 

4. Under UPA profit sharing along isn’t enough (e.g. year-end bonus based on % of profits ≠ partnership); need to share profits and control of a business.   
a. Sharing of gross returns doesn’t itself establish partnership, 
b. BUT share of the profits of a business is prima facie evidence of partnership, unless profits were payments of debt, wages, etc.   
i. So important for creditors to be clear that this is debt not partnership (UPA  § 202) 

5. The object has to be to obtain a profit, it doesn’t have to actually be profitable.  E.g. object can’t be entertainment.

iii. Employment vs. Partnership:

1. Fenwick v. Unemployment Compensation Commission – was receptionist in beauty store made a partner when, in asking for a raise, they entered in a “partnership agreement”? (relevant for unemployment benefits) which included, as part of her salary 20% of net profits.
a. Holding: not partnership. Agreement was just about employee compensation.

b. Burden is on person alleging existence of partnership

c. Factors to consider:

i. Intention of the parties
ii. Agreement itself is evidential but not conclusive

iii. The right to share in profits

1. But not every right to share in profits constitutes a partnership

2. Presumption is that sharing profits suggests more of a risk than sharing gross receipts

iv. obligation to share in losses

v. The ownership and control of the partnership property and business

vi. Language in the agreement (used word “partner,” how much rights does each part have?)
vii. The conduct of the parties toward third persons.

1. Filing partnership income tax returns

2. Holding business out as a corporation

3. Use of partnership in making contracts

viii. The rights of the parties on dissolution 

iv. Lenders vs. Partners

1. Martin v. Peyton
a. Defendants lends $2.5M in liquid securities to KN&K; KN&K fails, creditors go after D arguing that they were in fact partners in the firm (i.e. they are personally liable).  
b. Holding: Lenders not partners.  Loan agreement provisions were to protect lenders’ interest, not to make them partners.  

i. Intention of parties not to become partners is clear.
ii. BUT investors called themselves trustees and agreement had provisions that gave some control to Ds (e.g. KN&K won’t change senior officers, won’t pay any dividends, etc. without Ds’ permission)

c. Planning note:

i. could have protected Ds by forming as LLP with Defendants as limited partners

ii. lenders could also require that the partnership incorporate, as many big lenders do.  

iii. Note: may be more protection to frame covenants negatively as opposed to allowed Ds to appoint officers, determine amount of dividends, etc.

2. Southex Exhibitions v. Rhode Island Builders: trade show producer sues builder association alleging they had partnership to only produce shows together.
a. Holding: no partnership.  Why?
i. Unequal risk of failure (indemnification against loss)
ii. Title: agreement not called partnership agreement
iii. Fixed term, not unlimimited duration
iv. Most management decisions made by one party
v. With 3rd parties conducted business separately (not in name of partnership)

vi. Mutual association never given a name

vii. Type of event – annual home show – is periodic
b. Close case; could have come out otherwise

v. Partnership by Estoppel

1. One who represents himself (or permits another to represent him) to anyone as a partner with others not actual partners, is liable to the person to whom a representation is made if the person believe that the representation.   
a. Can have partnership by estoppel even if not actually partners  

2. Young v. Jones (Price Waterhouse)

a. International partnership consisting of national partnerships in various countries; can PW-US, the parent, be liable for materially misleading financial statement of PW-Bahamas? 
b. Plaintiffs claim that brochure and ads use PW trademark, without distinguishing between US partner and foreign ones
c. Holding: no partnership by estoppel.   

i. No evidence that Young relied on statement referring to existence of partnership between PW and PW-Bahamas (no evidence that plaintiffs saw brochure).  

ii. And brochure doesn’t say they are partners or liable for each other.
d. Prof. thinks this case is nuts
vi. Contracting power on behalf of partnership 

vii. § 8.  Partnership Property

1. All property originally brought into the partnership stock or subsequently acquired by purchase or otherwise, on account of the partnership, is partnership property.

2. Real property may be acquired in the partnership name.  Title so acquired can be conveyed only in the partnership name.

viii. § 9. Partner Agent of Partnership as to Partnership Business.

1. Every partner is an agent of the partnership for the purpose of its business and the act of every partner
a. unless the partner has no authority to act for the partnership AND the 3rd party knows that 
2. Any act that isn’t part of the usual course of business does not bind the partnership unless authorized by the other partners.

3. Need unanimity to:  

a. Assign the partnership property to creditors 
b. Dispose of the good-will of the business.

c. Do any other act which would make it impossible to carry on the ordinary business of a partnership.

d. Confess a judgment.

e. Submit a partnership claim or liability to arbitration  
4. No act of a partner in contravention of a restriction on authority shall bind the partnership to persons knowing the restriction.

ix. § 15. Nature of Partner’s Liability.

1. All partners are liable

a. Jointly and severally for everything chargeable to the partnership under [rules for partners’ wrongful acts and breaches of trust] 

b. Jointly for all other debts and obligations of the partnership; but any partner may enter into a separate obligation to perform a partnership contract.

x. § 18. Rules Determining Rights and Duties of Partners.

1. The rights and duties of the partners in relation to the partnership shall be determined, subject to any agreement between them, by the following rules:

a. Each partner shall be repaid his contributions, whether by way of capital or advances to the partnership property and share equally in the profits and surplus remaining after all liabilities, including those to partners, are satisfied; and must contribute towards the losses, whether of capital or otherwise, sustained by the partnership according to his share in the profits.

b. The partnership must indemnify every partner in respect of payments made and personal liabilities reasonably incurred by him in the ordinary and proper conduct of its business, or for the preservation of its business or property.

c. A partner, who in aid of the partnership makes any payment or advance beyond the amount of capital which he agree to contribute, shall be paid interest from the date of the payment or advance.

d. A partner shall receive interest on the capital contributed by him only from the date when repayment should be made.  

e. All partners have equal rights in the management and conduct of the partnership business.

f. No partner is entitled to remuneration for acting in the partnership business, except that a surviving partner is entitled to reasonable compensation for his services in winding up the partnership affairs.

g. No person can become a member of a partnership without the consent of all the partners.

h. Any difference arising as to ordinary matters connected with the partnership business my be decided by a majority of the partners; but no act in contravention of any agreement between the partners may be done rightfully without the consent of all the partners.

d. The Fiduciary Obligations of Partners

i. Meinhard v. Salmon
1. Partners leased and renovated a hotel; when 20 year lease was about to revert, the man with the reversion interest contracted with Salmon to enter a new arrangement where he would run the hotel for a few more years and then tear down the whole block and supervise a new project.

2. Holding: Even though Salmon probably thought that he could do this in good faith, but where there is a nexus between the opportunity brought to the manager and the business conducted by him, he had a duty to at the very least alert Meinhard to the opportunity so that they could compete for it.  
a. Damages: Plaintiff was entitled to half of the value of the entire lease, or if they want to handle it in shares, 50% -1 (this will leave Salmon with the expected element of control.)
3. “Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior.”—Cardozo 
4. Dissent:  partnership venture had a definite termination date, seemed more like joint venture. 
5. Planning: how to avoid this scenario?

a. Specify partnerships’ limits (does it extend to other leases?)

b. In partner agreement specifically allow partners to enter into leases, related or unrelated

c. Disclosure, so as to allow Meinhardt to compete
ii. Revised Uniform Partnership Act (1994) 

1. § 404.  General Standards of Partner’s Conduct.

a. Fiduciary duties = duty of loyalty and the duty of care

b. Duty of loyalty/trust, 404(b): (acting in self-interested way to the detriment of others)
i. To account to the partnership and hold as trustee for it any property, profit, or benefit derived by the partner in the conduct and winding up of the partnership business or derived from a use by the partner of partnership property, including the appropriation of a partnership opportunity.  Affirmative obligation (account for benefits).
ii. Don’t do anything with an interest adverse to the partnership (or help someone who will) 
iii. To refrain from competing with the partnership in the conduct of the partnership business before the dissolution of the partnership.  Negative obligation not to do damage (e.g. Meehan v. Shawnessy)

c. Duty of care, 404(c): limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct or a knowing violation of the law.

i. lower standard than due care for normal employees

d. A partner shall discharge the duties to the partnership and the other partners and exercise any rights consistent with the obligation of good faith and fair dealing.

e. A partner does not violate a duty or obligation under the agreement merely because his conduct furthers the partner’s own interest.

f. What cannot be changed by the partnership agreement?
i. Unreasonably restrict access to books and records under §403(b)

ii. Eliminate duty of loyalty.  

1. But agreement can identify activities that do not violate duty of loyalty, so long as they are not manifestly unreasonable.  

2. Or, partners can ratify a particular act after the fact 

iii. Bane v. Ferguson
1. Law firm partner retires from a firm that had a non-contributing pension plan; there was an economically disastrous merger and the merged firm was dissolved (which triggered the end of the pension plan).  Retired partner sued under all sorts of theories.
2. Holding: Retired partner cannot get relief per duty of care.
a. A partner is a fiduciary of his partners, not of his former partners.  The retirement of the partner terminated the existence of that partnership as to him.

b. One who is a creditor by virtue of having been a partner is a lower priority than other creditors (quasi-partner)
c. Planning: get paid ASAP, get your pension in secured trust
iv. Meehan v. Shaughnessy
1. Siegel’s favorite case.  Meehan and Boyle, attorneys at a big Boston firm, Parker Coulter, decide that they are going to splinter off and form their own law firm, MBC, taking some of the other attorneys with them.  They decided to give only one month’s notice.  Meehan repeatedly denied that rumors of him leaving were true, even after they were renting office space, etc.  Before they gave notice, Boyle prepared letters to send to several clients on PC letterhead with authorization forms for them to return to his home transferring their cases to the new firm.  Yet it took them several days to turn over a list to PC listing which clients they would solicit.  

2. Holding: While MBC attorneys did not manipulate cases or handle them any differently (such as delaying their progress till after the split), and did not secretly compete with the partnership, they breached their fiduciary duty to PC by preparing to get the client’s consent, concealing which clients they were going after, and the substance and method of their communications with clients—effectively taking unfair advantage over their former partners.
a. Fiduciaries may plan to compete with the entity to which they owe allegiance provided that in the course of such duties they do not otherwise act in violation of their fiduciary duties.
b. Lesson:  Cannot lie in response to questions!  UPA §20, must render on demand true and full info of all thing affecting the partnership to any partner
v. Lawlis v. Kightlinger & Gray
1. Lawlis was an alcoholic partner at firm; the firm put him through rehab twice then fired him  Firm, which was on a unit system, was going to drop him down to 1 unit for a few months so he could keep his insurance and look for another job while taking a weekly draw up to a total of $25,000.  He sued claiming that (a) his expulsion was wrongful because it was not approved by 2/3 of the partners—this claim fails because he can only make it by saying that the partnership was dissolved when he was given notice of the recommendation that he be fired (he acknowledged as much by still voting in partnership votes); and (b) that his expulsion contravened the agreement’s implied duty of good faith and fair dealing because he was expelled for the predatory purposes of increasing partner profits by having less of them.
2. Holding: When a partner is involuntarily expelled from a business, his expulsion must have been “bona fide” or in “good faith” for a dissolution to occur without violation of the partnership agreement.  

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

b. To hold otherwise would engraft a “for cause” requirement where it had clearly been contracted out.

3. Planning: 

a. Needs expulsion arrangement as part of exit strategies 

i. Since ouster isn't ordinary RUPA would require unanimity, but partner vote vote himself out, so need to change default rule

b. AND it need to be without cause (to avoid litigation) 
c. BUT needs to compensate the ousted partner well enough that he lands on his feet so he doesn’t litigate; also ensures it is costly for partnership to kick someone out

e. Partnership Property

i. Putnam v. Shoaf
1. Widow sells her 50% interest in Frog Jump Gin to the Shoafs when it is heavily indebted.  Shoafs fire old bookkeeper and hire a new one who discovers old bookkeepers embezzlement; more than $68,000 is recovered, half of which goes to the other 50% owners.  Widow Putnam sues for her interest in the other half.   
2. Uniform Partnership Act (1914) 

a. § 24. Extent of Property Rights of a Partner

i. The property rights of a partner are

1. his rights in specific partnership property (equal use or possession by partners for partnership purposes—it is a possessory right incident to the partnership and does not exist absent the partnership)

2. his rights in the partnership (his share of the profits and surplus and the same is real property) and 

3. his right to participate in the management.

3. Holding: No recovery. Each partner doesn’t own any property, just owns an interested in the partnership which owns the property.  She had no specific interest in the admittedly unknown stuff.  This is like the discovery of oil once the transferor conveys his interest in the partnership.  Tough.  

ii. When partner conveys property don’t need all partners to sign the deed; the partnership itself can convey property (signed by a single partner) with proceeds going to partnership. 
1. Creditor of A can get A’s “charging interest” of partnership, any partnership distributions, and all of share upon dissolution.  Cannot get to partnership assets!  
f. Raising Additional Capital

1. Need mechanism for getting more money on demand; build this into partnership agreement. 

ii. Pro rata dilution

1. Permits the managing partner to issue a call for additional funds and provides that if any partner does not provide the funds called for, her or his share is reduced, according to the existing formula.  If some partners do not invest, then the points allocable to that partner are offered to the other partners.

iii. Penalty dilution

1. New points will be offered at a diluted price (say 4 to 1 on the initial investment).  If you do not buy at the diluted price, your existing investment will be worth a lot less.

iv. Require partners to make loans to the partnership, pro rata, when called upon; loans might bear interest with no distributions made to the partners until the full amounts of loan and interest are paid back.  

1. Problem: how do you enforce this?  You could allow for non-defaulting partners to make the loan and compensate them by providing for repayment of 150% of the amount loaned plus interest.

v. Provide in the partnership agreement that new shares can be sold to anyone at whatever price can be obtained.

vi. make partners sign an open note, like a line of credit for partnership 
g. The Rights of Partners in Management

i. Uniform Partnership Act (1914)—Default Rule

1. § 18 (e) [Rules Determining Rights and Duties of Partners]—All partners have the equal rights in the management and conduct of the partnership business.
2.  (j) If w/i ordinary course of business, decide by majority; if outside ordinary course requires unanimous consent of partners.

ii. National Biscuit Company v. Stroud
1. Stroud and Freeman entered a partnership, Stroud’s Food Center.  Stroud told NBC he would not be getting any more bread from them.  Freeman kept ordering bread from NBC.  

2. QP: What constitutes majority in partnership of 2?

3. Holding: Freeman’s bread purchases bound the partnership and Stroud since if there is an even split among an even number of partners, there can be no majority vote that will be effective to deprive either partner/faction of authority to act for the partnership.

4. Note: though NBC had notice, because Freeman still had authority to act on behalf of partnership the estoppel rules don’t apply.  
a. For partnership to decide that one partner cannot bind the partnership that is arguably outside ordinary course of business so need unanimity (if agreement is silent). 

iii. What to do when one party isn't working out?
1. Resolution of the dispute.  
2. Buyout. 
3. Break up the Partnership.  

iv. How to plan so dispute resolves itself on its own? 

1. Management Control 

a. Specify types of decisions that require majority vs. unanimous.  

b. Change voting rules, majority and super-majority—cutting out unanimity requirement for many things.  That way, no one individual has veto power.  

c. Specify which partners have which management duties.  Maybe equal management power doesn’t make sense.  

2. Alternative Dispute Resolution Procedure

3. Ex ante mechanism for buyout or expulsion

v. Day v. Sidley & Austin
1. Sidley merged with another firm, led to restructuring, which meant that Day had to share chairmanship responsibilities of DC office.   Day resigned because of his apparently bruised ego and suspicion that they were trying to force him out.  He sued, claiming that he would have never have voted for the merger if Sidley had not concealed material facts about the merger, and that the merger was such a fundamental change that the vote had to be unanimous.
2. QP: Does merger have to be unanimous? 

3. Holding: Generally, common law and statutory standards can be overridden by an agreement reached by the parties themselves, and the agreement here called for a majority vote.  Nor was there a breach of fiduciary duty by entering into merger negotiations before informing the other partners.  The remaining partners did not gain anything, including more power, as a result of the alleged withholding of information from the plaintiff.
4. You are free to make just about any agreement that suits you, but you make your bed, you lie in it.

5. The basic fiduciary duties are:

a. A partner must account for any profit acquired in a manner injurious to the interests of the partnership, such as commissions or purchases on the sale of partnership property

b. A partner cannot without the consent of the other partners, acquire for himself a partnership asset, nor may he divert to his own use a partnership opportunity and

c. He must not compete with the partnership within the scope of the business.

vi. Terminating the Partnership
1. Partnership will continue = need to value withdrawing partner’s interest.  Disassociation.
a. Note: confusingly, the UPA referred to disassociation as dissolution

2. OR “winding up”/dissolution collect assets and sell them off and distribute to the partners.  2 ways to wind up:

a. All assets are sold off, business is totally broken up
b. Entity sale: business as a whole is sold (usually as a judicially-supervised auction).
3. Partnership can be terminated (§31 UPA; §601 RUPA):
a. In violation of the agreement
b. Not in violation of the agreement
4. The Right to Dissolve – no breach of fiduciary obligations to terminate a partnership.
a. But lots of judicial discretion, don’t want to go to court!

b. Owen v. Cohen
i. Partners started having fundamental disagreements about management of the business and plaintiff partner sough judicial dissolution of the partnership.
ii. Holding: Plaintiff was entitled to a judicial dissolution of the partnership; a large number of trivial issues, if sufficient in the aggregate, can be cause for dissolution (this included the defendant’s appropriation of small sums from the partnership funds without plaintiff’s knowledge).    

iii. Test: if all confidence and cooperation between the parties has been destroyed or where one of the parties by his misbehavior materially hinders a proper conduct of the partnership business. Burden is on party seeking the winding up to prove this!
iv. How to dissolve: Plaintiff had loaned money to the partnership, and under the agreement this money should have been paid back out of the profits; the court had ordered that the loan be paid back out of the proceeds of the sale of the partnership’s assets.   
c. RUPA 601 provides that dissociation can occur:

i. If partnership has notice of partners’ express will to withdraw (effective as of date specified by partnership not immediately) OR

ii. Judicially: if partnership is no longer economic; it is not longer reasonably practicable given partners’ business conduct; partnership agreement no longer works 

d. Collins v. Lewis - Collins was the financial backer in the partnership and paid more than double his original commitment.  Relations between the partners began to break down, and Collins sought judicial dissolution of the partnership.
i. Holding: No right to dissolution where purpose was ‘oust’ other partner.

1. Can always terminate and face the breach of contract results (damages, etc.) 
ii. The court here may be denying dissolution because the complaining partner is using the threat of dissolution as a way of forcing his partner into a more favorable resolution of the suit

iii. If you want to put together a structure that has a buyout, you have to make sure that there is an evaluation technique explicitly laid out that will leave the court no choice—then you won’t even have to go to court because the outcome is so obvious. 

iv. Once you are in a court of equity, it is very hard to avoid the equities.   

5. Page v. Page
a. Page brothers; major creditor ($47K demand note) is a corporation wholly owned by the plaintiff.  The business had finally started to turn a profit, and the plaintiff sought a dissolution.  There was no written agreement; defendant argued that it was for a specific term—that term being “such reasonable time as necessary to enable said partnership to repay from profits indebtedness incurred in startup, etc.”—“put in so much money, and let the business pay itself out.”
b. Holding: a partner may not dissolve a partnership to gain the benefits of the business himself unless he fully compensates the partner for lost business opportunity.  
i. Strong notion of fiduciary responsibility.  The large demand note will make it hard to sell the business to anyone other than plaintiff, who will purchase for little cost, seems like bad faith

c. Note: Another court might have found that partnership at will can be terminated at will, and admonish the parties to write their contracts better next time.
vii. The Consequences of Disassociation
1. §602:  what is someone leaving the partnership entitled to get?
a. Capital account = $ partner given to the partnership.  
b. RUPA envisions mythical sale of partnership as of the date that C leaves [either sold in bits and pieces, i.e. liquidation, or sold as an entity]; but since closely-held businesses are very difficult to value, courts likely low-ball.

2. If dissociation is wrongful partner owes damages caused by dissociation (but he still has power to dissociate; can’t enjoin)  
a. When is disacctition wrongful? RUPA 602 

i. breach of express partnership provision

ii. if partnership-for-term before tern is up

3. Old (outdated) UPA rule: if you leave a partnership in violation of it, not only are you liable for damages but good-will value is excluded. 

4. Prentiss v. Sheffel
a. There were three partners in a shopping mall venture, one of whom was not working out too well.  Two partners, with 85% of the interest, froze out and excluded the unpopular 15% partner from the partnership affairs.  It was a partnership at will that was dissolved when the two partners froze out the third from the management and affairs.  Defendant sought an order prohibiting plaintiffs from bidding on the business at the contemplated judicial sale.  
b. Holding: There was no indication that the exclusion of the defendant was done for the wrongful purpose of obtaining the partnership assets in bad faith rather than being merely the result of the inability of the partners to harmoniously function in a partnership relationship.

i. Also, the plaintiffs’ participation in the judicial sale only drove the price up, thus better compensating the defendant for his interest in the partnership.  

c. Even where the partner breached the fiduciary duty leading to the dissolution, courts do not generally see that as relevant to whether they can bid in the auction of the entity.

5. Monin v. Monin
a. Partnership of 2 Monin brothers; wanted to end relationship so had agreement providing for an auction for all of the assets of the partnership, including the milk routes. Sonny (B1) entered into a side deal with a key client, guaranteeing that the company wont have the key asset.   
b. Holding: Nothing less than absolute fairness will suffice when it comes to the fiduciary duty to a partnership and it extends to persons who have dissolved the partnership and have not completely wound up the partnership affairs.  By failing to withdraw his application after agreeing to sell his interest to Charles (including routes) and to let Charles continue the business, he positioned himself so that he could not lose, no matter what the client did at the expense of the partnership.  He owes Charles $64,000.

c. Remedy = revaluing partnership (not damages remedy based on breach of fiduciary duty)

6. Pav-Saver Corporation v. Vasso Corporation
a. Dale had patents and technical knowledge for the manufacture of paving machines, and Meersman had the financial support.  When the economy slumped, they could not agree on what direction to take the business, and Dale’s company, Pav-Saver Corp., dissolved the partnership.  When Meersman took over the business and ousted Dale from the office, Pav-Saver sought an accounting and a return of its trademark and patents.  
b. The partnership on its face contemplated a permanent partnership, terminable only upon mutual approval of the parties; the unilateral dissolution was indisputedly in contravention of the agreement.   
c. Holding: Despite the parties’ contractual direction that PSC’s patents would be returned to it upon the mutually approved expiration of the partnership, the right to possess the partnership property and continue in business upon a wrongful termination must be derived from and is controlled by the statute.

i. The trial court was right not to assign a value to the good will value of the patents and trademark in valuing PSC’s interest in the business.

d. Dissent: It is clear that the parties agreed the partnership only be allowed the use of the patents during the term of the agreement.  The agreement having been terminated, the right to use the patents is terminated.

7. What RUPA requires.  

a. Where B leaves the partnership (he and A are 50/50 partners) B gets 50% minus any damages his wrongful dissolution caused.  Price determined by liquidation value or actual sale price if sold.  RUPA § 701 
viii. The Sharing of Losses
1. RUPA 401 (unless the partners otherwise agree) a partner isn't paid  for services provided except for services in the winding-up

2. Kovacik v. Reed
a. Kovacik supplied the capital, Reed the labor with agreement to split profits that came out of the partnership.

b. Holding: It is the general rule that in the absence of an agreement to the contrary the law presumes that partners intended to participate equally in the profits and losses, irrespective of any inequality in the amounts each contributed to the capital, with the losses being shared in the same proportion as they share the profits.  Where one party contributes money and one party contributes service, then in the event of a loss each would lose his own capital, one his money and one his time and labor—the parties have equally shared in the losses.

c. Not the rule, RUPA § 401 rejects this saying that default rule is that labor-guy must contribute to capital loss..

ix. Buyout Agreements

1. A buy-out, or buy-sell, agreement is an agreement that allows a partner to end his relationship with the other partners and receive a cash payment, or series of payments, or some assets of the firm, in return for his interest in the firm.

a. Trigger events (e.g. death, disability, partner’s will) 

b. Obligation to buy versus option 
i. consequences for refusal to buy

c. Price (book value, appraisal, formula such as five times earnings, set price each year, relation to duration (e.g., lower price in the first five years))
d. Method of payment (cash, installments (with interest?)

e. Protection against debts of partnership

f. Procedure for offering either to buy or sell
2. G & S Investments v. Belman
a. Nordale, a partner, develops cocaine habit.  Two of the other partners seek a dissolution of the partnership so could carry on the business and buy out Nordale’s interest.  After the complaint was filed, Nordale died.  
b. Holding: The retirement/death/etc. rules apply here instead of the dissolution rules since the filing of the complaint in itself does not mark the judicial dissolution of the partnership.  Thus Nordale’s estate was entitled to his interest in the partnership, but the surviving general partners could carry on the business.  Nordale’s conduct was in contravention of the partnership agreement.  
c. The Buy-Out Formula
i. The agreement specified that the buyout price would be: the sums of the amount of the retiring general partner’s account plus an amount equal to the average of the prior 3 years’ profits and gains actually paid to the general partner.

ii. Capital account means the partner’s capital account as it appears on the books of the partnership—not the fair market value.

iii. Partnership buy-out agreements are valid and binding although the purchase price agreed upon is less or more than the actual value of the interest at the time of death.
3. Capital accounts are a running account, regularly changed, that attempt to quantify ownership.  Added: contributions by a partner, individual share of profits; subtracted: distributions to the partner, losses from the partnership.  Example:
a. 4 partners each contribute $100k.  X’s initial capital account = $100,000.  In first 3 years, there is $120,000 profits; split—X’s capital account = $130,000.  Total distribution of $40,000, split up—X’s capital account = $120,000.  Total losses of $500,000 in first 3 years, no distributions; X’s capital account = ($25,000).  

b. Any change in the value of the partnership’s real estate investment is ignored.  

x. Law Partnership Dissolutions

1. Jewel v. Boxer
a. Four partner firm splits two ways.  No partnership agreement at all.  Dispute over who gets proceeds from cases that wrap up after the firm divides.
b. Holding:  proceeds must be split among the Old Partnership—no special compensation to the lawyer that kept and maintained the case.  
i. A dissolved corporation continues until the winding up of unfinished partnership business.  

c. How can capital account be negative when FMV of ownership interest is positive?  Accounting issue:

i. Show a net loss at first because more operating expenses in beginning AND depreciation is front-loaded.  FMV based on potential for future profits. 

d. Seems to be changed by RUPA’s language of “exception for services rendered in winding-up partnership”

xi. Limited Partnerships
1. General partners have full liability (can be protected by insurance or non-recourse financing) AND exercise management control.

2. Limited Partners are liable only to the extent of their capital contribution AND don’t participate in management control.

3. Governed by RULPA.

a. §201: to form a limited partnership, must FILE (other likely just considered general partnership) but filing is basic, discloses little private info.
4. Often GP is corporation, with individuals as LPs.
5. Limited partnerships are still the primary vehicle for real estate, natural resource development, movie financing,

6. Holzman v. De Escamilla
a. Holding: Limited partners in a limited partnership become liable as general partners (with unlimited liability) when they take part in the control of the business. Old rule.
b. Revised Uniform Limited Partnership Act (RULPA) 

i. § 303(a): a limited partner who participates in control is liable only to persons who transact business with the limited partnership reasonably believing, based upon the limited partner’s conduct, that the limited partner is a general partner.  Estoppel idea, reliance by 3rd parties that GP.
ii. § 303(b): consulting with and advising a general partner ≠ control.

iii. LARGELY REVERSES HOLZMAN.

xii. LLP: limited-liability partnership.  Created by lawyers for the benefit of lawyere since partner in a law firm is part of the management.  How to deal with the problem of bankruptcy from one incompetent partner – LLP is a general partnership that:

1. is filed with the regulatory authority of the profession 

2. has a certain minimum investment

3. all of the partners are professionals (lawyers, doctors, etc)

4. malpractice of any one of the partners will bind all of the assets of the partnerships BUT will not serve as a basis for the individual liability of a partner who hasn’t participated in the liability. 

III. THE NATURE OF THE CORPORATION

a. Statutory structure:

i. Revised Model Business corporation act is widely adopted BUT

ii. New York and Delaware haven’t adopted it
1. In general, the law of the state of incorporation governs with respect to relationships inter se (within the corporation).

b. Foreign corporation = corporation incorporated in one state doing business in another.  Foreign corporation required to register in that state.   
c. What’s special about DE?

i. Cases decided quickly

ii. Heavily interpreted, clear! Allows you to plan
iii. Expertise and specialized courts.

iv. Revision committee, can make statutory changes w/i 30 days.
d. Promoters and the Corporate Entity

i. “promoter”—term of art referring to a person who identifies a business opportunity and puts together a deal, forming a corporation as the vehicle for investment by other people.

ii. Incorporations:

1. Incorporator delivers signatures to secretary of state (2.01 of RMBCA) and immediately upon signature and submission a board of director is named and the incorporator no longer has a role.

2. Article of incorporation must include corporate name, number of shares to be issued and name/address of office and agent; may include names of directors, purpose of business, how business will be managed, powers of board and of shareholders, initial value of shares, and imposition of personal liability on shareholders.
a. Planning: want to include in articles anything you want to be permanent; difficult to amend articles 
3. If you don’t file you are generally liable as partnership, even if you think there was a filing (i.e. lawyer fucked up) 

iii. Southern-Gulf Marine Co. No. 9, Inc. v. Camcraft, Inc.
1. A contracts with P signing a contract as an agent/president of the corporation to be formed.  Plaintiff filed suit alleging breach of a contract; D claimed no COA since no corporate existence at the time of contract and subsequent incorporation in different place 

2. Holding: Enforceable.  As a rule, one who contracts with what he acknowledges to be and treats as a corporation, incurring obligations in its favor, is estopped from denying its corporate existence, particularly when the obligations are sought to be enforced.  Plaintiff can still sue to enforce the contract.

a. Contract remains binding between the 2 parties that signed it.

3. BUT you shouldn’t sign a contract on behalf of (or with) a corporation that had not yet been formed.  Both sides screwed up. 

a. Exception: options contract, A grants to-be-formed B the option to bind it to a contract for the construction of a ship on these terms.  The option itself is a contract and must be purchased with consideration.

4. Planning:  Back to agency law, if corporation, after it exists, affirms (like ratification) by some act beyond just incorporation then that binds the corporation, but A still liable as guarantor. 
iv. § 2.03 Incorporation.

1. Unless a delayed effective date is specified, the corporate existence begins when the articles of incorporation are filed.

2. The secretary of state’s filing of the articles is conclusive proof that the incorporators satisfied all conditions precedent to incorporation except in a proceeding by the state to cancel or revoke the incorporation or involuntarily dissolve the corporation.
e. The Corporate Entity and Limited Liability

i. Liability scenarios:

1. Shareholder is individual; corporation engages in activity, P demands damages.

2. Shareholder is individual, multiple corporations, P is damaged by one, wants damages from all.  E.g. Walkovsky v. Carlton – corporations under common ownership [“brother-sister corps”].  Related vertically to same shareholder, not related horizontally.  

3. Shareholder is Parent Corporation, subsidiary corporation causes damage to P who wants to of through subsidiary to get to parent corporation. Silicon.

ii. Scenarios where courts will hold corporate shareholders directly liable:
1. Shareholder (generally another corporation) does business with P directly (e.g. McDonalds and Shell Oil cases from beginning of course; silicon implants too).  The fact that there is a corporation in between may not make any difference from the perspective of the corporation.  This is less lifting the corporate veil than going around it.  Direct liability claim. Huh?
2. Where arties haven’t made the corporations “activated” corp., whether thru fraud or stupidity.  Court asks whether the corporation has a bank account, has held meetings, have financial statements, stationary, etc.  Court says “mere instrumentality” “shell” – conclusive terms.  The actual tests are things that make the corporation a separate entity: employees, assets, etc.  
3. Walkovszky scenario – grossly inadequate assets.  Drain out the profits every year (via a dividend), so corporation is capitalized with as little money as necessary.  Cases go both ways.   
iii. Walkovszky v. Carlton
1. Plaintiff was severely injured by a taxi cab, which was one of two cabs held by one of many corporations; owners were forming many little corporations in order to limit liability. [Each corporation owned 2 taxis, worth little, 2 judgment-proof medallions, and no other asset.  Without breaking it up, P could sue and get entire taxi fleet.]

2. Plaintiff asserted that he should be able to hold stockholders personally liable for the damages because the multiple corporate structure constituted an unlawful attempt to defraud members of the general public who might be injured by the cabs.

3. Holding: The courts will disregard the corporate form or “pierce the corporate veil” whenever necessary to prevent fraud or to achieve equity.  In determining whether liability should be extended to reach assets beyond those belonging to the corporation, we are guided by general rules of agency.  Whenever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts upon the principle of respondeat superior applicable even where the agent is a natural person.  Such liability extends not only to the corporation’s commercial dealings but to its negligent acts as well.

4. There are two ways to pierce the corporate veil:

a. Corporation is a fragment of a larger corporation that conducts all of the business—then the larger corporation could be held liable through respondeat superior.

b. There is a dummy corporation for individuals conducting business in their personal capacity for personal ends; then the shareholder can also be liable.

5. NO piercing here, no liability because no evidence that Carlton and his associates were doing business in their individual capacities.
6. Note, in this scenario P could invoke:

a. Enterprise liability

b. Respondeat superior (agency)

c. Piercing the corporate veil – disregard the corporate entity  
iv. Sea-Land Services, Inc. v. Pepper Source – REVERSE PIERCING
1. Pepper Source stiffed Sea-Land on a freight bill.  Pepper Source had been drained of assets.  Sea-Land sued the corporation’s owner (attempting to pierce the corporate veil) and then attempted to reverse pierce the other corporations owned by the same man so that they too would be on the hook under the theory that they were not only alter egos of each other, but also alter egos of the owner, who should be individually liable for the judgment because he created and manipulated these corporations and their assets for his personal uses.  
2. Two-part test for disregarding the corporate entity: 
a. first, there must be such unity of interests and ownership that the separate personalities of the corporation and the individual or other corporation no longer exist; and 

b. second, circumstances must be such that adherence to the fiction of separate corporate existence would sanction a fraud or promote an injustice.

3. Holding:  

a. Prong 1 is easily satisfied: 

i. Pepper Source and the other corporations were owner’s playthings; they never held a single meeting, no article, bylaws, etc.  All from same office, and intermingling between corporate and personal assets.  

b. Prong 2 is more problematic, remand to find injustice:

v. When are courts more likely to “piece”?

1. Business is closely held

2. Plaintiff is tort creditor = involuntary

3. Defendant is corporate (not individual) shareholders

4. Failed to follow corporate formalities
5. Insiders co-mingled business assets with individual ones

6. Business is inadequately capitalized
7. Insiders deceived creditors
a. Grossly inadequate capital (very important!)

8. Enterprise liability

a. When there are multiple incorporations of the same business under common ownership

9. When there is a parent and subsidiary corporation look for:

a. Commonality in:
i. directors and officers (this is common)
ii. business departments – mixing business operations (advertising, insurance, research)
b. File consolidated tax returns (but this is a requirement at the 80% point) 
c. Parent finances the subsidiary; better if subsidiary can get debt financing; bank financing not guaranteed by parent.  
d. Parent organized the subsidiary  

e. Lack of independence in financial setting
f. All subsidiary business given from parent
g. Parent uses subsidiaries property as its own –imp’t! 
h. subsidiary doesn’t keep separate books, doesn’t observe basic corporate formalities

vi. Kinney Shoe Corporation v. Polan
1. Polan owned two corporations; no meetings were ever had and there were no officers.  Kinney and Polan negotiated a sublease for a building that Kinney held; Kinney subleased to one corporation which subleased part (for half the rent) to the other corporation.  The first corporation had no assets, no income, and no bank account; the only payment made to Kinney was from Polan’s personal funds.  Kinney sued for unpaid rent, but first corporation had no assets.  Kinney sought to pierce corporate veil and hold Polan liable.  

2. Holding: Polan bought no stock, made no capital contribution, kept no minutes, and elected no officers.  This is the classic scenario where you can pierce the corporate veil.  Kinney should not have been denied on the “third prong” because the corporation was strictly a shell.  “When nothing is invested in the corporation, the corporation provides no protection to its owner; nothing in, nothing out, no protection.”
a. Possible third prong, duty to investigate: (permissive not mandatory)
i. Question whether it would be reasonable to expect the injured party to conduct an investigation prior to contracting; if so, such party will be charged with the knowledge that a reasonable credit investigation would disclose?

vii. Note on Parent-Subsidiaries

1. Parent corporations own all the shares of common stock of another corporation, the subsidiary.  Why this form of organization?

a. Generally, the parent, like any other shareholder, is not liable for the debts of the subsidiary, so the parent can undertake an activity without putting at risk its own assets beyond those it commits to the subsidiary.

b. Pitfalls to avoid:

i. Susceptible to same problems of piercing the corporate veil if not adequately maintained.

ii. Can become directly liable by virtue of its participation in the activities of the subsidiary.

viii. In re Silicone Gel Breast Implants Products Liability Litigation
1. Bristol was the sole shareholder of MEC, a major supplier of breast implants.  Plaintiffs argued both piercing the corporate veil and direct liability.  MEC had a board of 3 directors: a Bristol VP (head of Bristol’s Health Care Group—reported to Bristol’s president or chairman), another Bristol exec, and the MEC president.  MEC presidents had little awareness of this board or any meetings, and the Bristol VP could not be outvoted.

i. Corporate Control Theory, The totality of the circumstances test for whether a subsidiary is an alter ego or mere instrumentality of a parent corporation: all jurisdictions require a showing of substantial domination.   
b. Delaware courts do not require a showing of fraud if a subsidiary is found to be the mere instrumentality or alter ego of its sole shareholder. 
2. Direct Liability Claims
a. There is a case for direct liability because Bristol put its name on the packaging and promotional materials and issued the reassuring press releases. 
ix. Frigidaire Sales Corp v. Union Properties, Inc. Limited Partnership case
1. Defendants were LPs as well as officers, directors and shareholders of the corporate general partner, but they were scrupulous about observing the corporate form.  

2. Holding: Limited partners do not incur general liability for the limited partnership’s obligations simply because they are officers, directors, or shareholders of the corporate general partner.

3. If a corporate general partner is inadequately capitalized, the rights of a creditor are adequately protected under the “piercing the corporate veil” doctrine.  

f. Shareholder Derivative Actions

i. Model Business Corporations Act (1984)
1. § 7.41 Standing

a. A shareholder may not commence or maintain a derivative proceeding unless the shareholder:

i. was a shareholder of the corporation at the time of the act or omission complained of or became a shareholder through transfer from one who was a shareholder at that time; and

ii. fairly and adequately represents the interests of the corporation in enforcing the right of the corporation {not a requirement in any of the states}
2. § 7.42 Demand

a. No shareholder may commence a derivative proceeding until:

i. A written demand has been made upon the corporation to take suitable action; and

ii. 90 days have expired from the date the demand was made unless the shareholder has earlier been notified that the demand has been rejected by the corporation or unless irreparable injury to the corporation would result by waiting for the expiration of the 90-day period.

3. § 7.43 Stay of Proceedings

a. If the corporation commences an inquiry into the allegations made in the demand or complaint, the court may stay any derivative proceeding for such period as the court deems appropriate.

4. § 7.44 Dismissal

a. A derivative proceeding shall be dismissed by the court on motion by the corporation if a panel has determined in good faith after conducting a reasonable inquiry upon which its conclusions are based that the maintenance of the derivative proceeding is not in the best interests of the corporation.
b. That decision is made by:

i. A majority vote of independent directors present at a meeting if the independent directors constitute a quorum

ii. A majority vote of a committee consisting of two or more independent directors appointed by a majority vote directors present at a meeting of the board of directors, whether or not such independent directors constituted a quorum.

c. None of the following shall by itself cause a director to be considered not independent for purposes of this section:

i. The nomination or election of the director by persons who are defendants in the derivative proceeding or against whom action is demanded.

ii. The naming of the director as a defendant in the derivative proceeding or as a person against whom action is demanded; or

iii. The approval by the director of the act being challenged in the derivative proceeding or demand if the act resulted in no personal benefit to the director.

d. If a derivative proceeding is commenced after a demand is rejected, the complaint shall allege with particularity facts establishing either that a majority of the board did not consist of independent directors at the time the determination was made or that there was not a good faith inquiry made.

e. If a majority of the board of directors does not consist of independent directors at the time the determination is made, the corporation shall have the burden of proving that the good faith investigation was made.  If a majority of the board consists of independent directors at the time the determination is made, the plaintiff shall have the burden of proving the good faith inquiry was not made.
f. The court may appoint a panel of one or more independent persons upon motion by the corporation to make a determination whether the maintenance of the derivative proceeding is in the bes interest of the corporation; the plaintiff will have the burden of proving that the good faith inquiry was not made.

5. NY law – 4 obstacles to bringing suit 

a. Security for expenses ($50K)

b. Standing:  shareholder at the time of bringing the action, and at the time of the infraction motivating the suit.  
c. demand requirement -- complaint must set forth with “particularity” efforts to get board to correct the problem (bring suit, initiated by the corporation itself), or must explain why the plaintiff didn’t try to do so

d. Need court approval for settlement

ii. What is a shareholder derivate actions

1. 3rd party defendants: shareholder wants corporation to bring suit against 3rd party, i.e. for a patent infringement. Easy case because it is rare and if  Corp. isn't pursuing a good claim you can usually find clear monkey business
2. inside defendants, i.e. defendant is in board of directors, or officer: derivative suit, shareholder as nominal plaintiff corporation as nominal defendant, but the corporation is the real plaintiff in interest.
a. Note, however, there is only one suit.  
3. Brought by plaintiff attorney’s since corp. pays attorneys fees of successful plaintiff
iii. Introduction

1. Cohen v. Beneficial Industrial Loan Corporation
a. A NJ law required that the plaintiff, if he has less than 5% of the corporation’s shares, post security for the defendant corporation’s reasonable expenses, including counsel fees.  And if P loses court can make the plaintiff pay the corporations defense legal fees.

b. Holding:  Upholds the NJ statute:
c. Constitutional to use the amount of one’s financial interest, which measures his individual injury from the misconduct to be redressed, as some measure of the good faith and responsibility of one who seeks at his own election to act as custodian of the interests of all stockholders, and as an indication that volunteers for the large burdens of the litigation from a real sense of grievance and is not putting forward a claim to capitalize personally.
i. Concern about settlement and attorneys fees (which prof. thinks is overstated).

d. DE never enacted a security for expense statute to reduce litigation of this type…

2. Eisenberg v. Flying Tiger Line, Inc.
a. Eisenberg sued to enjoin a merger because he claimed that it was intended to dilute his voting rights.  His case was dismissed when he did not post security for the shareholder suit.  Issue became whether his suit was representative or derivative.

b. Holding: Eisenberg’s suit was representative, and he should not have been required to post security.

i. This is about his rights rather than the corporation’s: injury is one to the plaintiff as a stockholder and to him individually and not to the corporation 
c. Here the reorganization deprived Eisenberg of his voice in the affairs of their previously existing company in the merger.  

d. The New York legislature amended its corporate shareholder derivative security statute to specify that suits are not derivative only if brought in the right of a corporation to procure a judgment “in its favor.”
3. Note on Settlements and Attorney Fees

a. If a derivative action is settled before judgment, the corporation can pay the legal fees of the plaintiff and of the defendants.  

b. If a judgment for money damages is imposed on the defendants, except to the extent that they are covered by insurance, they will be required to pay those damages and may be required to bear the cost of their defense as well.
c. Delaware Gen. Corp. Law § 145(b)—The corporation may pay the defendants’ expenses only if the court determines that despite the adjudication of liability but in view of all the circumstances of the case, the defendant is fairly entitled to indemnity.

d. In re General Tire and Rubber Company Securities Litigation: example of a non-monetary settlement with seemingly generous attorney fees.

i. General Tire and RKO had engaged in ubiquitous corporate improprieties and apparent illegalities.  Derivative actions filed claimed losses of over $100 million.  Settled with $500,000 paid to plaintiffs’ attorneys, without any added benefit since SEC was pursuing other remedies. 
4. Note on Individual Recovery in a Derivative Action

a. Lynch v. Patterson—Where there were three shareholders in the corporation, and two of them misbehaved, the third filed a derivative action to recover for excessive salaries that the two paid themselves; the court awarded recovery to the third as an individual since returning it to the corporation would simply return the funds to the control of the wrongdoers.

iv. The Requirement of Demand on the Directors
1. If demand is excused you can go directly to lawsuit (decision on the merits) otherwise need to make demand before can proceed.  

2. Options when shareholder makes demand:

a. Board can vote whether to bring suit

i. Board can say Yes initiates a lawsuit = rare.  Once it is in court, the court must approve a discontinuance/settlement of the suit.  There will be a decision on the merits.  
ii. If Board says NO… can give up or bring suit.
1. BUT such suits are under very deferential review, per business judgment rule
b. Board can appoint independent committee
3. Grimes v. Donald (DELAWARE)
a. DE law gives less deference to management than NY 

b. Grimes argued that the Board breached its fiduciary duties by abdicating its authority, failing to exercise due care and committing waste because of the terms of CEO Donald’s employment contract terms: the contract allowed Donald a constructive termination without cause as a result of “unreasonable interference, in his good-faith judgment, by the Board or a substantial stockholder of the Company, in his carrying out of his duties.”  Grimes wrote to the Board and demanded that it abrogate the agreements.  It refused the demand, saying that it had obtained reports from its lawyer and from its analyst saying that it had looked into it.
c. QP: attempt here to distinguish between a direct claim and a derivative claim. Not only is a direct claim (in NY) immune from 627 (security from expenses) but also from 626 (no need for demand on the directors). 

d. Holding: To pursue a direct action, the stockholder-plaintiff must allege more than an injury resulting from a wrong to the corporation.  He must raise an injury which is separate and distinct from that suffered by other shareholders which exists independently of any right of the corporation.

i. Once P decides to make demand he cannot later argue that demand was excused.  
ii. Example of direct = compel payments of dividens declaraed by not distributed (though some held this derivative), compel inspection of shareholders’ lists; requires sharegolders’ meeting.  RE Shareholders’ structural, financial, or voting rights – not fiduciary duties of directors, officers, and controlling shareholders.  
e. Abdication: directors cannot abdicate or delegate the duties lying that the heart of the management of the corporations.

i. Business decisions are not an abdication of directorial authority merely because they limit a board’s freedom of future action.  
ii. Board still has the choice not to go with Grimes’ will; it can just pay the big severance package.

f. Demand Requirement:

i. If a claim belongs to the corporation, it is the corporation, acting through the board, which must make the decision whether or not to assert it.  

ii. Justification/excuse for not making demand =  reasonable doubt that the board is capable of making an independent decision to assert the claim:
1. a majority of the board has a material financial or familial interest;

2. a majority is incapable independently for other reason, ie domination or control; or

3. the underlying transaction is not the product of a valid exercise of business judgment.

a. I.e. the transaction on its face is so egregious!

iii. If the stockholder cannot plead such assertions with the tools at hand (i.e. public documents), he must make a demand on the board.  

iv. Since Grimes made a pre-suit demand, he was required by Delaware Chancery Rule 23.1 to plead with particularity why the Board’s refusal of the demand was wrongful; he would have to include particularized allegations which would raise a reasonable doubt that the Board’s decision to reject the demand was the product of a valid business judgment.

4. Marx v. Akers (NY)
a. Shareholder’s derivative suit against IBM was dismissed when he did not first make a demand on the board.  Complaint alleged that while profits declined, the board awarded excessive compensation to 15 outside directors on the 18 member board.  
b. Holding:  demand excused since directors always self-interested re compensation.  BUT failed to show that there is a wrong to the corporation, no proof of excessivness.

i. Courts take a hands-off approach to compensation so long as it’s competitive.

5. Purposes of the demand requirement:

a. Relieve courts from deciding matters of internal corporate governance by providing corporate directors with opportunities to correct alleged abuses.

b. Provide corporate boards with reasonable protection from harassment on litigation on matters clearly within the discretion of directors.

c. Discourage “strike suits” commenced by shareholders for personal gain rather than for the benefit of the corporation.

6. Types of demand requirements:

a. Delaware: disjunctive: once director interest has been established, the business judgment rule becomes inapplicable and the demand is excused without further inquiry.

i. Does this mean DE only does step-1 of 2-part test?
b. Universal demand requirement: 11 states, Model Business Corporation Act: allows commencement of a derivative proceeding within 90 days of the demand unless the demand is rejected earlier or possibility or irreparable injury.  

i. No possibility of demand-excused!  

ii. But after demand is rejected can bring derivative suit and argue that demand rejection wasn’t disinterested, not in good faith, or not informed.
1. Board can move for dismissal if majority of independent directors determine that suit isn't in corporation’s best interest.

c. NEW YORK: § 626(c)

i. Demand is excused because of futility when a complaint alleges with particularity that a majority of the board of directors is interested in the challenged transaction.  Director interest may either be self-interest in the transaction at issue or a loss of independence because a director with no direct interest in a transaction is controlled by a self-interested director.  OR
ii. Board did not fully inform themselves about the challenged transaction to the extent reasonably appropriate under the circumstances.

iii. OR challenged transaction was so egregious on its face that it could not have been the product of sound business judgment of the directors.  
v. The Role of Special Committees
1. Special litigation committee (SLC) – sometimes this a standing committee of the board, severed with relationship with lawsuit, delegated the responsibility to determine whether the action will be brought.  

a. an absolute delegation for the purpose of 1 litigation isn’t an abdication of responsibility.  

b. SLCs made up of directors who hadn’t participated in challenged transaction (could not be named defendants)

c. SLCS are very pro-director defendants, rarely vote to continue suit against collegaue

2. Auerbach v. Bennett (NEW YORK)
a. GTE directed that an internal investigation be launched to find out if it had engaged in questionable payments in foreign countries.  Auerbach launched a derivative action.  GTE created a special litigation committee, which consisted of three disinterested directors who joined the corporations after the shenanigans and report.  The special committee decided that it was not in the best interests of the corporation to proceed.  
b. Holding: The determination of the special litigation committee forecloses further judicial inquiry in this case.  Courts have consistently held that the business judgment rule applies.  
c. Only hope is if P shows:

i. remaining directors making the decision are not disinterested and independent OR
ii. hadn’t acted on informed basis
1. Proof that the investigation has been so restricted in scope, shallow in execution, or so pro forma or halfhearted as to constitute a sham or pretext (i.e. violation of business judgment rule)

d. This is the old approach.   
3. Zapata Corp. v. Maldonado (DELAWARE)
a. Maldonado filed a derivative action for breach of fiduciary duty without first making a demand; he claimed that it was excused for futility because all of the directors were named as defendants.  Zapata formed a committee with new outside directors, which said it shouldn’t pursue litigation.  

b. Holding: where demand was excused, there is heightened scrutiny.  Recognition that even disinterested directors will be hesitant to judge other directors (“subconscious abuse).  2-part inquiry:

i. Procedural inquiry:

1. Defendant shave burden of proving independence, good faith, and bases for conclusions

ii. Substantive inquiry

1. Trial court may apply own business judgment – intrusive test.  

c. Only applies in demand-excused cases!
g. The Role and Purposes of Corporations

i. A.P. Smith Mfg. Co. v. Barlow
1. Corporation decided to give Princeton University $1500.  

2. Holding: corporation can donate to anyone they please so long as it is generally charitable/public interest in nature (doesn’t have to obviously benefit the corporation).  

3. Note: money being given away here is the shareholders’ money, not the corporation’s money.  And of course the shareholders haven’t been asked – response: they can always sell their stock.

ii. Delaware, CA, NY, and PA law all allow for charitable contributions.

1. Arguably, however, these contributions under Delaware law must serve the basic purpose of business corporations to maximize profits but courts give the board wide latitude in its business judgment on these issues.
2. CA, NY, and PA explicitly state that don’t need to consider profit in making such donations

iii. Dodge v. Ford Motor Co. UPDATED
1. The Dodge brothers owned stock in the Ford Motor Co.; they sued to enjoin the no-dividend plan on the theory that it was inimical to the best interests of the company and its shareholders.  Ford also refused to buy them out at any price.
2. Ford was benefiting employees by paying them more, and he was making his product less expensive so as to distribute it more widely.  Here they were looking at a $80/car reduction in the price of the car = $48M dollar difference in return.  Here Ford is trying to engage in predatory pricing to capture the market and so cut the Dodge brothers out of the business.  But Ford was convincing the Court that what he was doing was high-minded and charitable (to such a degree that the court said you cannot do this!).  Court suggests that corporation cannot be run for charitable purposes.

3. Dodge v. Ford Motor Co. stands for the proposition that in general when the statute says that dividends will be distributed at the discretion of the board, it is extremely rare that the court will force the corporation to pay out dividends.  First case where the court holds that when a dividend is withheld for reasons that are fundamentally not ok.

4. Directors owe both a fiduciary duty to the corporation and a duty of care (ordinary due care negligence).  The cases are all talking about due care.  

iv. Shlensky v. Wrigley (Illinois case)
1. Stockholder derivative suit against the directors for negligence and mismanagement because Wrigley refused to install lights& schedule night games, even though record shows that would increase revenue. 
2. Holding: No relief for Shlensky.  Court won’t question directors’ competence absent sign of fraud, illegality or conflict of interest in making that decision.   
v. American Law Institute, Principles of Corporate Governance: Analysis and Recommendations (1994)

1. § 2.01.  The Objective and Conduct of the Corporation

a. a corporation should have as its objective the conduct of business activities with a view to enhancing corporate profit and shareholder gain.

b. Even if corporate profit and shareholder gain are not thereby enhanced, the corporation, in the conduct of its business:
i. Is obliged, to the same extent as a natural person, to act within the boundaries set by law;

ii. May take into account ethical considerations 
iii. May devote a reasonable amount of resources to public welfare, educational, and philanthropy 
vi. The business judgment rule has been narrowed down to meaning that as long as the director is awake and sober, no matter how stupid he is he is probably not violating the standard of care.  This seems to be more around gross negligence or at somewhere between it and willful wrongdoing.   
IV. THE DUTIES OF OFFICERS, DIRECTORS, AND OTHER INSIDERS
a. Duty of Care

i. Statutory:

1. NY law § 717, duty of directors -- ordinary negligence standard, for reasonable person in a like position.  Director is entitled to rely on statement prepared by someone else [cf. Sarbon-Oxley which requires director to know himself, not rely on statements of others]

2. RMBCA, § 8.30 and § 8.31– presumption of non-liability, burden of proof on plaintiff to prove that the challenged conduct wasn’t in good faith or a decision that the director did not reasonably believe to be in the best interest of the corporation or the director wasn’t sufficiently informed.  

a. Also need to prove proximate harm

b. Powerfully reduced standard of care, less than ordinary negligence.
3. DE, §102(b)(7), eliminating personal liability of corporation directors for breach of fiduciary duty of director for any standard of care short of willful conduct.  So long as:

a. still responsible for breach of loyalty (Walt Disney case)

b. No breach of good faith or intentional misconduct or knowing violation of law

c. illegal derivatives aren’t included

d. cannot eliminate liability prior to date
4. Some states require that a 102(b)(7) provision be approved at the time or founding or by unanimous vote – but most states allow for approval by a majority (minority could always sell their stock). 

ii. Kamin v. American Express (NY)
1. Stock bought at $30M, worth $5M now, $25 million loss.  Corporation could liquidate at corporate level (corporate tax deduction for the loss) OR could distribute the stock-in-kind to their own shareholders (taxable event for shareholders).  They chose the latter so they wouldn’t have to report the loss which would reduce their reported earnings for the year.   

a. Real reason IBM did this?  The executives’ bonus compensation was keyed into total net earnings for year.   
2. Holding: No problem, deference to board’s accountants.  Court dismisses notion of self-interest.  Absent evidence of bad-faith, the fact that decision was  damaging to the corporation wasn’t enough, “mere errors in judgment.”
iii. Smith v. Van Gorkum (DE 1985) opposite approach, liability imposed
1. Trans Union has a net carryover loss for tax purposes and at this point in time there was a 5-year time limit on the carryover loss.  So Van Gorkin sees this and decides to sell the company in order to get the carryover losses for their shareholders.

2. Holding: Directors could be liable for not informing themselves adequately when they approved the sale of a company in a negotiated merger.
a. While it was rare to find liability, standard here is NOT ordinary negligence. Board was grossly negligent, just a rubber-stamp (didn’t review documents, question price, seek outside input) based on CEO’s oral presentation.
b. Board must act on informed judgment.
3. Idea of process: board needs to exercise due care in evaluating risk  
iv. Brehm v. Eisner, Walt Disney Litigation (DE 2000)
1. Board approved an elaborate contract for Obitz without any outside advice and without much debate despite knowing of Eisner’s long-standing relationship with Obitz, and delegates to Eisner the authority to negotiate the terms, including re options.  

2. Holding:  remanded to determine if board’s decision was protected by business judgment rule.
a. Directors knew that they were making decisions without adequate information, causing stockholders a loss. Conduct fell outside business judgment, breach of good faith

b. Demand is excused, and case alleges enough facts to demonstrate potential claim.    

c. No protection by the 102-b-7 clause, because that clause cannot provide protection for breaches of loyalty or lack of good faith/knowing violation on law = good faith violation.

3. Van Gorkin gets reinterpreted in Walt Disney litigation – as interpreted in those cases, the court wasn’t simply looking at the standard of care, but that this goes into the question of whether the directors acted in good faith.  
v. Francis v. United Jersey Bank
1. Closely-held (family) corporation: director allows ne'er-do-well profligate sons ruin the corporation financially.

2. Holding: Director liable to 3rd party.  Members of board must exercise business judgment – if you cannot attend to the duties of being on the board you need to get off the board.  Total abdication of responsibility unacceptable.
vi. In Re Caremark International Inc. Derivative Litigation (DE 1996)
1. Settlement of derivative litigation provide very little but there was also little likelihood that that directors would have been held liable.  

2. In approving settlement, court examines merits of both sides of the case, no rubber stamp.
3. Holds that court can look only to process—NEVER to the content of the decision.  (but this might be changed by Disney #2).

b. Duty of Loyalty; self-dealing transactions
i. Arises when directors are on both sides of transaction: director owes fiduciary duty to corporation but is also personally profiting from transaction (e.g. director is selling property she owns to the corporation)

1. Old law: if directors with financial interest participate in the deliberations the transaction was “void.”

2. Common law rule: corporation can choose to walk from the transaction. Limited corporations ability ability to enter into desirable transactions.  
3. Statutory rules: 

a. NY Bus. Corp. §713 reversed the common law: “no contract between a corporation and one of its directors shall be either void or voidable for this reason alone” so long as a series the transaction is approved (per 713(a)):
i. by disinterested director/committee with full disclosure [transactional point: might want to disclose director’s profit] [Note: defense theory of Smith v. Van Gorkin was approval by the shareholders, but court said that the shareholders did not have full and fair disclosure], need at least 1 disinterested director (but if there are 14 interested directors, 1 disinterested, the pressure there may lead a court to say that that result would be inequitable – if a large majority of the board is interested go to step 2)
ii. Approved by vote of shareholders [what if director owns 40%, shareholders 60%, do you need >30% of shareholders, or is greater than 10% enough – NY law 717(a)(2) doesn’t require 30% but the model code does.
iii. (b): if the contract isn’t approved through “a” the corporation can avoid the contract unless the parties shall establish (burden of proof) that the transaction was fair and reasonable – the courts often describe this test as the entire fairness test.  
b. The court doesn’t examine the fairness of an interested transaction so long as it is approved by (a)(1) or (a)(2).  However, if the court gets to the fairness test there has to be a trial – discovery, depositions, hearing, etc.  
c. If you disclose the transaction and the board/shareholders approves it a complaining shareholder would have a very hard to get the court in NY/DE to look at it as a matter of substance.  But in CA the court will likely still look into it.  
4. When does this most come up?  
a. Board compensation is always interested
b. another common scenario is loans.  714 limits the ability of corporations to make loans to directors/officers although they are authorized.
ii. Baker v. Beran (before NY Law 713): $500 fee for one night of chairing radio campaign.  
1. QP: Is this an interested director’s transaction [Note: this predates NY bus. Law 713].  
a. Holding: Not interested, de minimus AND  wasn’t important enough to go the board

i. Problem with holding, de minimus should be based on effect on director, not on corp.,  ($500 = 20K) and 

ii. Problem with this argument: want to go through process of approval because you don’t want to have shareholder to haul the president into court.

b. NY enacted 713 to avoid just this scenario.
iii. Lewis v. S.L. & E., Inc.  Family business, gas station.  Lewis breaks this up into 2 corporations here:  SLE rents land & building to LGT – tires (serves to insulate business from liability, allocate tax burdens mor eefficienctly, and divide family business among heirs during parents’ lifetimed).

1. QP: fairness of the continuing contract and then non-contract between SLE and LGT for the rental of the property.  

2. Holding: conflicting interest transaction at the director level so rental payment has to pass the test of being fair and reasonable and the court holds that it was not. 

a. (NOTE: present day law would likely find a conflict at the shareholder level) – why? What does this mean
iv. BROZ v. CELLULAR INFORMATION SYSTEM (DEL 1996) (P. 361): Broz is president and sole shareholder of RFBC; also on board of CIS.  CIS get’s opportunity to buy cell license and rejects it.  Price Waterhouse acquires CIS and brings action against Broz.

1. QP: is Broz under the same fiduciary obligation to the possible acquirer?  Is this a corporate opportunity?
2. Holding: No.  Corporation in financial difficulty had no cognizable interest or expectancy in a cell license that was offered to a different corporation run by one of its directors.  
a. RULE: To qualify as corporate opportunity, the corporation must have a cognizable interest or expectancy in the deal (like conflict of interest)
3. When are directors required to get board’s consent: 
a. business opportunity that is presented to senior executive with expectation that that will be communicated to the corporation OR

b. senior executive becomes aware of opportunity, even if it outside of business time.  Complicated in  multi-industry company 
4. Director’s obligation in situation of corporate opportunity:

a. Directory has to offer the opportunity to the corporation (not required to formally offer to board but that would provide safe harbor as they can exercise independent business judgment),

i. Note:

b. AND make disclosure about the conflict of interest 
c. If corporation rejects the opportunity director can use it

5. Note: fiduciary duty can be expanded/contracted by contract.  
6. Remedy when director usurps a corporate opportunity without consent? Liability for profits realized OR lost profits and damages suffered by the corporation

v. Sinclair Oil v. Levien (DE 1971) – NOT GOOD LAW
1. Parent-subsidiary dealings: minority shareholders of Sinven (a partially-owned subsidiary of Sinclair Oil) alleging:
a. That SO forced a high-dividend on Sinven to deplete it

b. SO allocated money to other—wholly owned – subsidiers 

c. Sinven preffered other SO affilitates and didn’t enforce contracts againt them.

2. Holding: need to shouw a clear parental preference detrimenalt to the subsideirey; assumption is that dealing between parent=and sub are propr, burden on minority shareholders to show that dealing weren’t thos ethat might be expecte din armd-length transaction

vi. Zahn v. Trans America (3rd Cir. 1947) – 
1. TA had Class A (subject to corporate buy-back at liquidation value + accrued dividends) and Class B stock (real stock, with voting control); Zahn held Class A stock.

2. Controlling shareholder had TA convert all of the minority’s class – without disclosing what the inventory was worth (would have given SH right to convert to class B stock) so that controlling shareholder received most of company’s liquidation value.
3. Holding: Stock redemption invalidated because it preferred controlling shareholder – breach of duty.  No reason for class A redemption except for controlling class B shareholder to ptofit.  
a. Obligation to provide full information to SH
b. Provide to SH the fair right to exercise their right. 
4. Remedy = damages to make the transaction fair, lost profit from conversion to B (assuming that’s what SH would have done with complete info).
5.  IMPLICATIONS: 

a. Purchase of stock is a purchase of a contractual instrument and so is subject to limitations. 
i. BUT in CA court may look at the fairness in market terms and look beyond the contract terms of the shares—in a dominated situation like this.

b. Had there been FULL DISCLOSURE and OPEN DEALING, NOT violation of fid obligation to call stock. 

vii.  FLIEGLER v. LAWRENCE (DEL 1976) (P. 382): Shareholder vote must be DISINTERESTED SH vote. 
1. Holding: SH ratification NOT valid where majority was NOT disinterested SH. (Transaction held to be valid b/c ‘intrinsically fair’) 
a. Even when SH vote in their capacity as SH, the SH vote will NOT be considered as satisfying Del statute §144 unless vote is one by disinterested SH. 
i. Even though there is NO such express language in DEL §144 
ii. Incorporated specifically in MBA. 
b. Here, majority of SH votes were cast by DF in their capacity as SH. (INTERESTED parties). 

c. DEL §144: No contract or transaction between corp and 1+ directors shall be void/voidable solely b/c director is present at or participates in the meeting of the board which authorizes the contract or transaction solely b/c his votes counted for such purpose IF: 

i. Material facts are known to the BOD and BOD in good faith authorizes the contract/transaction by a vote of majority of disinterested directors OR

ii. Materials facts are disclosed to SH and contract is approved in good faith by vote of SH OR

iii. Contract or transaction is fair to the corp at the time it was authorized, approved, ratified by the board, committee or SH. 
d. Note that Model Business Act enacts this rule – disenfranchises those shares held by a director.
e. Some state law says this doesn’t matter.
viii. In re Wheelabrator Technologies Shareholders Litigation (Del 1995)
1. Entire fairness std to be applied EVEN when maj SH vote and is fully informed WHENEVER there is evidence of dominant SH. Otherwise, business judgment standard governs. 
2. Merger agreement – DF held special mtng. Directors approved merger. Distribution of proxy stmt to SH. At special SH mtng, majority of SH approved the agreement. 
3. CT: Remanded. 
a. Participation of controlling/dominant SH critical in applying the ‘entire fairness’ std b/c of the potential for process manipulation by the controlling SH and the concern that the controlling SH’s continued presence might influence even a fully informed SH vote. 
i. Fiduciary obligation on part of dominating shareholder with interested transaction

b. OTHERWISE (if NO controlling/dominant SH and SH are fully informed), the business judgment standard applies. 
c. in case of dominating SH, that vote will have an effect but that SH vote will NOT preclude examination of CT into fairness of the t/a. 
4. SUMMARY: 
a. Expands concept of fid obligation: 
b. To make interested board member transaction valud, 3-part test:

i. Disinterested board of director

ii. Shareholder vote – by disinterested shareholder
iii. “Entire fairness test” – waste or abuse 
V. Federal Law: 1933 and 1934 Securities ACTs

a. Everything before this was state law, now we’re doing the federal stuff!  
b. Basic idea is that of disclosure. Is System of regulatory disclosure good?

i. YES: History has shown that w/o such regulation, such disclosure is NOT made. 

ii. NO: System is VERY burdensome, very expensive, very elaborate.   Markets will ensure that information is disclosed. 

c. Comparision of 1933 and 1934 Securities Act
i. 1933:

1. Concerned with initial public offerings of securities (IPOs) 
2. Concerned with primary market (issuer of securities sells them to investors). 
3. “Securities” not limited to stock
4. Act applies when offering for the first time the sale of security to the public. Once that offering is made to the public, the role of the Act disappears. 
ii. 1934:

1. Concerned with everything else – trade and secondary markets and SEC. 
2. Secondary Market: Investors trade securities amongst themselves w/o any significant participation by original issuer. 
3. Created SEC. 
i.  1933 Act: Disclosure req’d before you can offer security for sale: 
1. §5 – Registration Requirement:  

a. §5(a): security may not be offered for sale through mails/use of other means of interstate commerce unless registration stmt has been filed with the SEC

i. Requires filing with the government and disclosure to the public

b. Absolute prohibition against selling security unless there is a REGISTRATION STMT. 
c. Registration stmt:

i. Document has to be prepared
ii. Must be filed with SEC
iii. SEC reviews information, makes determination if acceptable or not. 
iv. If acceptable, only then can security be sold. 
d. It IS possible (but very difficult) to make offering that is intra-state (all w/in one state). That would be exempted from registration req. 
i. Ex: NY employees; NY business but incorporate in DEL – that falls under ‘interstate’ and so subject to registration req. 
e. §5)b): Securities may not be sold until the registration stmt has become effective AND
i. BUT after document is at SEC (before it is effective) company can make pre-effective disclosures to potential buyers – allocations, i.e. opportunities to purchase (just on this edge of an offer).
f. §5)c): The prospectus (disclosure document) must be delivered to the purchaser before sale. 

i. As precondition of selling sec though, have to supply reg statement to anybody who wants to buy it. 
ii. “Prospectus”: slightly abbreviated version of sec reg stmt. 
iii. Prospectus must meet reqs of Rule 10. 
2. Exemptions to registration req: 

a. §3: Some securities exempted entirely
b. §4)1):  Exempts some transactions (one time exemptions). 
i. Exemption applies to transaction by any person other than those by issuer, underwriter, or dealer.  These are generally transactions that will fall under the ’34 act.
ii. Burden on seller to prove that he isn't issuer/underwriter/dealer. Issuer: corporation; Underwriter: Any person who has purchased from issuer w/objective of selling/distributing security (i.e., Merrill-Lynch)
c. §4)2): Exempts t/a by issuer NOT involved in any public offering.
i. SEC v. Rallston Purina - Purina developed a plan to sell stock to their key employees (defined as people working for the company for a substantial period of time).  Holding: this is a public offering because 1- Employees aren’t sophisticated investors; not naturally in a position to know this information; 2 – offered to large number of employees 3 Relationship -- Employee may not be in a position to ask and expect answers

ii. Bottom line in Duran – Need to demonstrate that all offerers had available the information a registration prospectus would have provided = have sophistication, ability to understand, financial wherewithal to bear the loss.   
3. §8: Taking Effect of Registration Stmts: 

a. When filed with FCC, nominally effective in 20 days. 
b. Every time change in doc, 20 day period starts anew. 
c. Depending on how seasoned the co, the reg stmt may become effective w/in 30-45 days. For first time IPOs, may take up to 6 months to 1 year. 
4. What does the SEC do? 

a. statements NOT examined for accuracy (staffing req would be to high; impractical). 
b. Facial examination. 
i. SEC will often recommend changes on the nature of disclosure, the accounting principles applied, etc.  

5. Public investors are relied on as private attorney generals – reliance on the public to enforce standards of disclosure and reasonableness. 
a. 2 documents filed with SEC (’33 act = Form S-1; ’34 Act parallel form is annual report 10-K).  Both contain: 
b. Financial Stmts
i. CORE disclosure req’d by SEC has to do with co’s FINANCIAL INFORMATION (traditional financial info –balance sheets, stmt of income). 
ii. Manager’s Discussion of Management Analysis (MDMA) – notes/footnotes/discussions. 
iii. Detailed info regarding nature/terms/interest rates of debts, stock ownership. 
6. 2 categories of CASE LAW: 
a. To what extent is a particular t/a or event or set of circumstances encompassed by the federal securities clause? 
b. What happens when there is:
i. Violation of specific statutory provisions? 
ii. What is the nature of the remedy? 
iii. What is the nature of the offense?
7. Definition of a Security (needs to be security to be governed by Act)

a. If not governed by federal law, plaintiff can still assert claim under state common law fraud but much less likely to win.  Need to show:

i. damage, no absolute right of rescission 

ii. reliance on the representation

iii. intent to deceive 

iv. Plaintiff has burden of proof; plead with particularity

v. Need privity between the parties that are involved; representation needs to be made to the party who relied on it, insufficient for representation to be made to marketplace. 

b. §2.1 (SA) (X-ACT analogous) Def of Security: “Stock, notes, bonds.” 
i. “Evidence of indebtedness” “investment contracts” “any instrument commonly known as a security” 
c. Test (per Howey which held that sale of land in orange grove where company will harvest the oranges for you; sell them for you; and give you the results if a security even though not selling an interest in the grove):

i. investment of money

ii. common enterprise (not one person investing but multiple people invest in common)

iii. seeking profits from the efforts of others (drawing out a share of the profits)
d. Landreth Timber Co. v. Landreth.  Sale to one buyer of 100% of stock of closely held corporation.  9th circuit says this isn’t investment contract because this isn’t a collective investment scheme and there isn’t an expectation of profit from the work of others.  Supreme Court reverses, saying that [per §2(a)(1)] this is stock – open-and-shut case.   
e. Great Lakes Chemical, etc.  This is a 100% purchase (like Landreth) of LLC; in a LLC the interests are not called stock.  Court says the characteristics of stock identified in Landreth are not the characteristics here.  Holding = not a security.

i. Note: this is exceptional, normally have a broad definition of security.  
8. 2-fold protection to buyer, an absolute right of rescission (i.e. right to sell) if: 

a. If registration is required under section 5

i. Protection, under §11, if the offer to sell is misleading 

ii. Protection, under §12a(1), if it isn’t filed

b. If registration isn’t required under section 5 and it is misleading (using untrue facts or omitting material fact), §12a(2)

9. Enforced by:

a. SEC can bring action on administrative/civil/criminal grounds

b. Defrauded customer can bring suit

10. Registration Process
a. DORAN v. PETROLEUM MGM CORP (5TH Circ. 1977) (p. 399): Private v. Public Offering determined by # of offerees, nature of the disclosure (whether offeree had access/given info that would have been required on reg stmt) and qualification of the offeree (sophisticated investor? Access to information?) Bottom line query: did offerees know or have a realistic opportunity to learn facts essential to an investment judgment? 
b. Distinction between PUBLIC from NON-PUBLIC: 
i. Number of offerees (but not determinative).  More offerees, more likelihood of public offering (8 investors here)
ii. Number of units offered
iii. Nature of the information & knowledge that investors would have via nature of their positions. 
iv. Characteristics/Qualifications of these people in their role in the company (relationship of offeree to issuer)  Sophisticated investor – NOT determinative though. 
c. Why the preference to AVOID registration process req of the 1933 Act? 
i. Expensive 
ii. Financially costly
iii. Waiting period – time consuming
iv. Exposure also to §11 liability
v. Involves lawyers and accounting
vi. Whole process of private offering is a simpler process. 
vii. The costs serve as entry barrier to capital markets. 
d. Offeror regardless should STILL prepare disclosure doc.  (Especially given state law).

11. CIVIL LIABILITIES
a. §11 SA: Express cause of action directed at fraud committed in connection w/sale of securities through use of registration stmt. 
i. Material misrepresentation or misstatement must be in registration statement
b. No privity req. Can sue: 
i. All members of BOD
ii. Underwriter of securities. 
iii. Director/partners/issuer at time of filing of reg stmt
iv. (Even if director forgot to sign stmt, still liable)
v. KEY: Can also sue every accountant, engineer, appraiser or any person whose profession gives authority to stmt made by him (includes counsel) who has w/in his consent named or certified the reg stmt. OR whose evaluation purports to have been certified by him – the expertised portion of the report. 
vi. Any part cited/prepared by that particular person. 
c. How to avoid liability in §11 case: 
i. “Noisy withdrawal”: If can demonstrate that before registration stmt became defective, you were gone and NOT part of the t/a. NOT liable then. 
ii. “Whistle Blower Provision”: If such part of the registration stmt became defective w/o his knowledge and gave reasonable notice that did NOT know of such t/a. 
iii. For directors (non-experts): after reasonable investigation had reasonable ground to believe that registration statement was truthful – burden on defendant to prove that he has made reasonable investigation and had reasonable ground to believe there was no misstatements and there were actually no misstatements.  
iv. “Reasonable investigation” by an EXPERT (not by a layman). 
d. Basis for the “Due Diligence” process. 

i. NOT affirmative obligation – client NOT required to perform it. 
ii. Only viable defense though to §11 claim (for lawyers, preparors).
e. Disjunction between state & fed law: 

i. Under STATE law, if bylaws permit it, directors won’t be held liable short of criminal behavior (unlikely for directors to be held liable)

ii. Under Fed law, can be a ‘slam dunk’ (but only concerned with disclosure) 
f. What is a material fact?

g. NOTE: if buyer actually knows – not should have known – about the misstatement no case.

12. §12)a)1) SA: Strict liability imposed on sellers of securities for offers or sales made in violation of §5. 
a. Improper failure to register sec. 
b. Main remedy: rescission. 
c. Buyer can recover consideration paid + interest – income rec’d on the security. 
d. §12)a)2): General civil liability provision for fraud/misrepresentation. 
i. Imposed for material misrepresentations/misstatements on reg stmts
ii. AND maybe imposed where DF made oral stmts containing misrep or misstatement. 
iii. Can also be imposed in exempt offerings that involved misrep/misstmt. 
e. ESCOTT v. BARCHRIS CONSTRUCTION CORP (SDNY 1968) (P. 409): Interpretation of §11 claim.  
i. §11 claim: holding: calim valid, no due diligence defense where defendant (a young lawyer) relied on others to get it right, made no investigations.  He should have known that he should have investigated.  
ii.  Misttatement here  = overreporting of income.  BOD knew that if they had told public the truth, the public offering would NOT have happened. 
iii. “Material”: Info that average prudent investor ought reasonably to be informed before purchasing security. 
iv. Represents notion that standard of care is very high. 
v. Self-protection message – if you are going to be a director, counsel, etc. you personally need to maintain records of your own diligence  
ii. 1934 Securities Exchange Act 
1. Act applies to company with more than 500 equity owners. 
2. REPORTING §12-G: 
a. Required company who has certain amt of assets to register with SEC
i. annual (form 10K; similarly to the prospectuses under ’33 act)

ii. quarterly (form 10Q – ~ 3-4 pages, containing quarterly earnings, changes in assets, etc; normally not audited)

iii. special/periodical (form 8K – occurs when there are major events, such as replacing president)
3. Also: 

a. Section 16(b) short-swing profits (we’ll discussion this later)

b. Section 18, misstatements generally

4. PROXY VOTING, RULE §14: 
a. Requires that registered company provides to its SH info: 
i. Annual report
ii. Report on shareholder meetings
iii. Card that entitles them to vote. 
b. Applies ONLY to filed docs under 1934 Act.  NOT applicable to those outside context of filed documents. 
5. General Anti-Fraud Rule 10 (parallel to provisions in 1933 Act).  Rule 10)b)5).  Criminal sanction for mistatatements: 
a. Unlawful to employ any device, scheme, or artifice to defraud
b. Make any untrue statement or omit a material fact necessary in order to the stmt made, in light of the circumstances under which they were made, NOT misleading OR
i. NOTE: materiality standard. Involves ‘untrue stmt’ OR ‘staying silent on material fact’ 
c. To engage in any act, practice, or course of business which operates or would operate as fraud or deceit upon any person in connection with sale of security. 
d. Provision covers EVERYTHING – NOT just registered companies. 
i. Extends to every kind of representational or mis-representational fraud SO LONG as there is a jurisdictional nexus of interstate commerce. 
e. CARDEN v. NAT”L GYPSUM: Co agreed to terms of merger – shares of stock to get $18. NOT publicly traded company. One of SH approached by president of DF. Asks if anything going on – not told. PL sold shares for $10. Discovered pre-existing arrangement to sell shares for $18/share. Brought action against DF – included criminal violation (material omission). 
i. 1st case that CT implied civil right of action for violation of fed sec law. 

ii. Claim that R 10)b)5) meant to protect ppl like PL here and intended to prohibit conduct like DF here. 
f. BASIC v. LEVINSON (USSC 1988) (P. 427): Rule 10)b)5); “materiality” standard; “fraud on the market”  
i. Basic (publicly traded corp) and Combustion Engineers. CE looked to B as target acquisition.  NOTE:  At time of contemplating merger, there can be a great deal of uncertainty as whether merger will go through. CE and B talking but involved long period of time and great uncertainty. 
ii. Newspapers picked up on these talks and asks company about the merger:  Options.
iii. Problems with Confirm and say ‘yes’ – subject to merger = compoorsomised position of CE; B becomes subject to hostile takeovers; if merger doesn’t happen market interpret that as a failure and stock would plummet.  SH who bought stocks in anticipation of that merger may sue then. 
iv. Problem with NO – no merger talks.  This is option taken by BASIC (said no 3 times).  Opens company up to liability for lying.

v. Can say “no comment.”  Best way to go but will be intereted by market and by press as a ‘yes’.
vi. Holding:  Rule 10(b)(5) doesn’t allow company to say no when the issue is material (and merger negotiations are material even before reach agreement in principle).
vii. Material defined as substantial likelihood that disclosure would have been viewed by investor as having significantly altered the ‘total mix’ of the information available (rejects any bright line rule about def’n of materiality). 
viii. Built on idea that market price rapidly reflects available info.  Materiality std here is broader standard.  “Fraud on the Market”:  Based on efficient market hypothesis – market rapidly takes into account and impounds publicly available information. 
ix. CT: NO requirement to show reliance b/c release of press release affects the market P and in affecting the market P, it necessarily implies reliance by buyer/seller (since buyers/seller in the market affect the market P). 

x. IMPLICATIONS:   Only proper answer that B could have given would have been no comment (nothing in 10(b)(5) requires corporation to say anything) – this only has credibility if company uses it every time there is uncertainty!
g. West v. Prudential Securities
i. Fraud on the market argument based on false information that was privately disclosed, not publicly.  Plaintiffs did not receive directly the false information shared.  

ii. Hofman tells fib to 11 friends, who buy stock based on his fib.  Stock price experiences upward drift in the price.  This is not entirely explained by the people to whom Hofman told the fib. 

iii. Does Basic v. Levinson, fraud on the market apply?

iv. Holding: no cause of action since there is no mechanism to explain effect of non-public information.  

v. Actually there are some theories that explain effect: strong form market efficiency (documents slow/weak, but there, market response to non-public information).  Cf. semi-strong form market efficiency (market responds very quickly to new information) 

vi. Rule: Basic only applies to public information. 
h. POMMER v. MIDTEST CORP (7th CIRC. 1992): Evidence of potential “material” misrepresentation where Midtest failed to inform Pommer that patent not likely to occur soon – disclosure is necessary in assistingPommer in assessing risk. 
i. Plaintiff claimed that victims of fraud b/c defendant made materially false stmts regarding passage of patent. 
ii. DF’s claim – sophisticated buyers know that probability of merger is low & always the possibility that the patent will not go through.  ISSUE: Materiality
iii. Holding: puffery here may be material and therefore constitute 10(b)(5) violation, remand to trial court to determine.   
iv. NOT enough that PL should have/may have recognized risk. Disclosures necessary in assisting PL in assessing risk. 
v. BUT case shows that would still be smart idea to put together a formal disclosure document that contains all the relevant information fully disclosed and supply it to the buyer. Have them sign it. EVEN W/O FORMAL REG REQ.  Disclose all information Refrain from ‘puffery’
i. Judicial limitation on 10-b-5
i. Standing req: Protections of 10)b)5) extend only to purchasers and sellers of sec.  No case for those claiming they would have purchased.

ii. scienter – person making false stmts must have made it w/the intent to deceive/manipulate/defraud (but recklessness is sufficient),

j. SANTA FE v. GREEN (1977) (P. 446): NO 10)b)5) claim where claim rests on violation of fiduciary obligation – remedies available in STATE law. Constricting of scope of 10)b)5) – CT’s unwillingness to federalize concepts of corporate law beyond scope of disclosure. 
i. Holding: 10b-5 only regulates deception, not unfair corporate transactions or breaches of fiduciary duty
ii. Parent co. merger with majority-owned subsidiary after giving minority shareholder notice of the merger and info re their rights to a state remedy.  
iii. Unfairly low price where defendant was willing to pay lass than half of stock value ISN’T fraud.
iv. Statutory Appraisal Remedy: Right to refuse terms of merger and to petition CT to appraise values of share and to pay value of shares in cash. 
v. State Law Remedy Questioning Entire Fairness of the t/a: Nature of the fid obligation. 90% SH stands in fid obligation to 10% minority. 
vi. One of key components of holding: PL NOT w/o a remedy – had alternative state law remedies.   If case had gone other way (if CT HAD found violation of 10)b)5), would result in very broad federalization of concepts of corporate law. 
k. DEUTSCHMAN v. BENEFICIAL CORP (3D 1988) (P. 451): 10)b)5) protection applies to OPTIONS as well. Material misrepresentation to the underlying is a misrepresentation on the option. 
i. Class action. Claim that DF issued false stmts regarding losses in insurance division which it knew was false and misleading. Claim that misleading stmts placed artificial floor under market price of stock. Purchasers of call option purchased stock then at artificially inflated P. 
ii. ISSUE: Whether 10)b)5) protection extends to issuance of options.  Holding: YES.
iii. Call: right to buy at strike P.  Put: right to sell at strike P. 
iv. If option is dependant in part on value of the underlying stock & if there is a misrepresentation in the 10)b)5) sense of material facts bearing on the stock, then the misrepresentation does affect value of the stock.
6. INSIDE INFORMATION: 
a. Fact pattern: Insider learns something about company; goes out into the marketplace at time when P of stock is $17 & buys up a lot of shares. Some time afterwards, when information becomes public, the price of the stock normalizes at $53/share.  Profit of $36K made by insider on the market impersonally NOT as result of revealing/not revealing information (issue is NOT disclosure). Issue is that in w/in this time frame, there existed collection of outsiders who had sold the stock, not knowing the information that I had. Claim by outsiders that I owe them b/c he committed fraud; violated fid obligation to SH. 
b. GOODWIN v. AGASSIZ (MASS 1933) (p. 457): No violation where DF’s knowledge was geologist’s theory that property may have copper deposits and did not communicate knowledge to SH buyer- theory then was ‘at most hope, possibly an expectation’. “Fraud cannot be presumed, must be proven.” Emphasis on relationship between director-SH – NOT trustee relationship. Note the impersonal, market exchange. 
i. Classic common law holding:  No COA cause no special facts, buyer bought across impersonal exchange, and it is unclear that the facts are material
ii. Fraud cannot be presumed; must be proved. 
iii. Director NOT in position of trustee with SH. 
iv. Still good law re common law tort of misrepresentation --  need specially created prohibition/right and need privity.   

c. SEC v. TEXAS GULF SULPHUR  (2d Circ. 1969): Selling/Buying of stock on basis of inside information constitutes violation of 10)b)5). 
i. Huge leap: insider trading = 10b-5 violation! Basis of rule is policy that all investors trading on impersonal exchanges have equal access to material information. All investors should be subject to identical market risks. 
ii. DF dug exploratory hole and found high mineral content; did more drilling in secret.  DP employees bought up co. stock.  Press release #1 said (lied) no definite conclusions about ore size/quality.  4/13 press release noted that 10M tons of ore struck. 4/16 press conference – officers during conference went out & bought shares too. Buying by insiders beginning with the time of exploratory mining and ending at the time of the issuance of the press release. During period of drilling, the market price gained steadily.  
iii. Note: this is case of civil enforcement by the SEC. 
iv. RULE: anybody who has “material” inside information must either disclose to investing public OR abstain from trading in or recommending the security while the info remains undisclosed.  Negative mandate. 
v. Definition of materiality: whether a reasonable man would attach importance in determining his choice of action.  The fact that all the defendants bought isn’t itself proof of materiality.   
vi. PROBLEMS WITH HOLDING: 
vii. Disgorgement Notion: Violation did NOT cause PL’s loss but rather DF’s gain. Unless there is a specific statutory enactment, difficult to require insiders to reimburse loss of outsiders. 
viii. Highly Disproportionate punishment –impossible. 10)b)5) could not protect victims in this case – need some other rule that created an affirmative obligation to create disclosure earlier in the game to allow people to trade on the market. 
d. Should insider trading be prohitbed:
i. NO:  most insider trading escapes detection (misleads public); unclear whether any victims to insider trading; may be a good way of compensating employees (privileged right)
ii. YES: basic equity, making profits based on others’ ignorance
e. Timing problem: even if we outlaw insider trading how long should we prohibit the trading by insiders?  Probably the answer is that 10b-5 prohibits insiders from trading for 15 minutes.
f. Amendment to 1934 Act: §21d
i. Provides express c/a for damages to traders against insider traders for up to 3X the insider’s profit. 
ii. Recoverable amount: Amt of profit – amt disgorged in SEC action. 
g. Who is liable?
i. General case =  insider, director, or attorney that gets the info from the company and trades on the basis of this (through friend in another system).  
ii. OR director passes along info to a member of his family (both of whom know it is inside) and both are liable (tipper and tippee).
h. CHIARELLA v. US (1980) (P. 472): Criminal prosecution of PRINTER who figured out target of tender offer and purchased shares (and made profit) on basis of that information. NO violation – “duty to abstain turns on relationship of trust between SH and corp” 
i. Company made every reasonable effort to keep identity of the tender offer a secret but DF correctly identified the target of the tender offer. Bought shares of stock through a broker. Sold shares as profit. Indicted under 10)b)5). 
ii. CT: NO violation – DF NOT insider.   He had no duty to abstain/disclose, no relationship of trust here. 
iii. This is why there was no case against Martha!
i. DIRKS v. SEC (1983) (P. 473): No violation of 10b-5 against defendant who uncovered fraud and made it public. Duty to disclose does NOT arise from mere possession of non-public market information. 
i. Weird case where SEC prosecuted whistleblower.    
ii. Rule:  Duty to disclose under 10)b)5) does NOT arise from mere possession of non-public market information. Duty arises from existence of fiduciary relationship. 
iii. Not ALL breached of fid relationship create 10)b)5) claim – must also be evidence of ‘manipulation’ or ‘deception.’ 
iv. Test is whether insider will benefit directly/indirectly from the disclosure.  Here, tippers motivated by desire to expose fraud. 
v. IMPLICATIONS:  CANNOT include as 10)b)5) violation information that outsiders generate as a result of their own investigate efforts. 
j. US v. O’Hagen (1997) (P. 481): Violation of 10b-5 where law firm partner in firm traded on information regarding tender offer. Partner had no relationship to company though. 
i. Tender offer by GM to Pillsbury. GM retained defendant as counsel (defendant had no relationship with Pillsbury).  Defendant bought Pillsbury stock. 
ii. Effect of announcement of offer was that P of stock would go up. DF made huge profit ($4M). 
iii. Holding: 10b-5 violation even though defendant didn’t represent target company.  Confidential info = using deceptive devide per 10b.  Counsel is liable for trading on his client's confidential information (misappropriation liability).
iv. 14e-3 violation – disclosure req’d in tender offer.  No question that 14e-3 prohibited DF’s conduct.   
v. Court gives SEC wide latitude to “define and prescribe means reasonably designed to prevent fraudulent acts under 14-e of ’34 act”
7. SHORT SWING PROFITS: 
a. §16b: imposes automatic strict liability on any director, officer, or 10% shareholder who makes a profit in short-swing transaction within 6-month period.  Corp. can recover any profit realized. 

i. No proof of intent or scienter required! No inside info needed! 
ii. Recovery is to corporation; suit can be brought by corporation of by shareholder
b. Match any transaction that produces a profit.  Match any purchase with a sale regardless of order during 6-mth period in which sales price is higher than purchase price.  Example: president does following w/I 6mth:
i. Buy @ 50; sell @ 60: profit = 10
ii. Buys @  $50; sells @ $40; buy @ $30; sell @ 20: profit = 10 (cheapest buy = 30; highest sell = 40)
c. Don’t offset losses (i.e. where sale price is lower than purchase price)
d. Must be officer or director at either sale or purchase 
e. 10% shareholder status must exist “immediately before” both the purchase and the sale it is to be matched with.
f. Compare to 10b-5: 
g. Applies only to registered securities. 
h. Why require recovery when really a loss?  Want to end such transactions.   
i. Reliance Electric Co v. Emerson Electric – purchase on 1/1 of 13.2%, sale on 5/5 just enough to be <10%; sell rest on 5/15.
i. No recovery – if technically below 10% statute doesn’t apply.
ii. After this case 10% shareholder component of 16b close to eviscerated (still have officer/director requirement)

j. Foremost-McKesson – need to be 10% shareholder before purchase.  Defendants became 15% as a result of purchase, they weren’t at 10% before the purchase.   
k. KERN COUNTY v. OCCIDENTAL PETROLEUM (1973): Exchange and exercise of option agreement NOT ‘sale’ under 16b where exchange was involuntary and no possibility of speculative abuse of the inside information.
i. As part of merger they sell Kern an option that can’t be exercised until after 6 months.  Is thjis a security?
ii. Court says no action – goes to purpose of 16b and here there is nothing to indicate either inside info or potential for speculative abuse.  This decision comes out of the blue!
iii. Disposition was forced as part of the merger t/a.  Sale was NOT volitional sale – forced sale on the SH. 
iv. Mere execution of option to sell is NOT generally regarded as a ‘sale’ 
iii. Problems of Control:  PROXY FIGHTS: 
1. Few SH attend public corporation annual meeting so outcome of decisions often determined by who has the most PROXIES (agents who vote on behalf of shareholders).
a. Proxies = way of voting by mail.  Normal qouram, 50.1% of voting shareholders need to be present in person or by proxy or there is no meeting.  
i. DE: need majority of all shareholders to approve a merger (so if only 51% give proxy all need to approve)  
2. State law – 2 limitations:

a. if you appear in the meeting and vote in person that invalidates the proxy

b. can send in a later dated proxy, the most recent proxy governs
3. If stock is held in “street name”, broker/bank will forward material to beneficial owner. 
4. Ousting the current management, §14a-7: 
a. When insurgent group wants to contest mgmt and solicit proxies, mgmt has choice.  
i. Can MAIL insurgent group’s materials directly to SH & charge the group for the cost (management’s preference) OR 
ii. Can give insurgent group SH list.
b. When does this happen? Usually just when corporation isn't doing very well.  Very difficult to do (see Levin v. MGM).
i. Since SEC proxy rules apply equally to corporation or person soliciting votes it is very expensive to do proxy challenge.   
ii. ALSO process is one in which if you spend $ and run the campaign and lose, out of personal $. On other hand, if mgmt runs contest against you, they are spending corporate $. 
iii. Alternative: Tender offers & acquisitions.   If you spend $1M on proxy contest and lose you lost $1M; but if you start spending $1M to buy-up assets you get an asset of value and you can then vote (and then be names to the board; or get a majority; or worse case, sell the stock) 
5. All corporations require a board of directors and provide for a mechanism of shareholder elections of that board.  Great model in theory but really only works with 50-100 shareholders and 6-10 person board.

a. Doesn’t work for close corporations because not really delegating to the board, shareholders are functionally the management

b. Doesn’t work with classic public corporation because board elections is  dominated by nomination process; who nominates is the more important question than who votes (usually 18-people running for 18-slots)
6. Vote – what do shareholders vote on or ratify?

a. on board of directors

b. on major corporate changes (e.g. amendment of articles, merger of corporation, sale of all of corporation’s assets, dissolution)

c. certain transactions (e.g. interested directors transactions, executive compensation such as stock option plans).

d. Miscellaneous items: Ratify the selection of companies auditors (not always the case, but sometimes they have to ratify); Vote on various proposals put forward by either the corporation of a shareholder group.

e. BUT won’t be voting on:  Blanket approval of board of directors from previous year NOR dividend 

7. Strategic Use of Proxies: LEVIN v. MGM (SDNY 1967) (P. 520): Legitimacy of Expenses in proxy solicitation. Emphasis NOT so much on ‘nature’ of expenses but whether contest is one that involves real issue of corporate mgmt. 
a. Plaintiff claims that defendant wrongfully solicited proxies by having MGM pay for the services of attorneys, public relations firms and proxy-soliciting organizations in proxy contest. 
b. Holding: management can use the corporation’s own money to pay the expenses of running its campaign for its candidates.  
i. Needs to be contest over policy rather than one of pure control and personality AND 
ii. expenditures themselves must be  cultivated to inform the shareholders, advise, etc. 
c. Court doesn’t look at nature of expenses, just nature of dispute – is it policy or personal?  Rare for the expenses to be considered unreasonable, exception = special dinners for big shareholders and trips to golf resorts.
8. Reimbursement of Costs: ROSENFELD v. FAIRCHILD ENGINE & AIRPLANE (NY 1955) (p. 523): Members of new BOD can be reimbursed by corporation for expenditures incurred in proxy fight pursuant to affirmative vote of the SH
a. Insurgents won contest. SH ratified corporate payment of the expenses. Claim brought by one of SH to compel return of $ paid out of corporate treasury to reimburse both sides in proxy contest. 
b. Holding: reimbursement ok.  When directors act in good faith in a contest over policy, they have the right to incur reasonable and proper expenses for solicitation of proxies and in defense of their corporate policies. 
c. New BOD can also be reimbursed via affirmative vote of SH. 
d. NOTE: this likely wouldn’t have legitimate reimbursement if issue had NOT been put to the SH.
i. Winning does NOT create automatic right to reimbursement – new BOD were NOT mgmt and directors at time!
e. Incentives for both parties to spend, spend, spend:
i. Insider: if they win they get reimbursed, if they lose and quickly reimburse likely not be successfully challenged.
ii. Outsiders: if they spend a little and they lose no way the insiders would pay the loser’s expenses; but if they win they can vote to reimburse themselves
9. §14 of ’34 Act regulate proxies.  Regulate the way in which voting and other matters decided at SH mtngs are handled when SH does not physically attend the mtng themselves. 
a. §14a = prohibition on soliciting proxies in violation of SEC rules. 
i. “Solicitation” interpreted broadly – preliminary requests for purpose of wanting access to corporate list – PROXY. (STUDEBAKER v. GITTLIN) 
b. 3 types of docs that are required to be supplied to SH w/connection to solicitation of proxy (§14.a).  Absence of any of these will cause SEC to stop the meeting; each has to be filed by the SEC and approved.
i. ANNUAL REPORT:  

ii. PROXY STMT: short document with action that shareholders will take (e.g.  Listing of candidates for BOD; stock ownership; criminal activity) AND agenda items for annual meeting (need full disclosure – must include all material facts.  

iii. PROXY FORM:  Card with name of person soliciting the vote for what purpose, signer has option to mark out which way proxy will vote.  Everything is yes/no (no write-ins) If you don’t send proxy back shares aren’t voted!  
c. Proxy MUST vote those shares in the manner in which they have been designated by the proxy form.  Proxy has no power NOT to vote or to vote any other way.
i. Cannot have default rule for voting shares that arent retuened.

ii. BUT can have rule (if disclosed) on votes for signed but not voted proxies that are returned  

d. Private Action for Proxy-Rule Violations:  J.I. Case Co. v. Borak
i. Court reads in civil damages remedy when it clearly isn’t there.  Reasoning: purpose of 14(a) is protecting investors which requires damages remedy

ii. Now: shareholders can stop any major corporate matter that requires shareholder vote (not likely to happen in vote on board of directors) by carefully reading proxy materials to find anything missing or misleading and bring 1- injunction to stop meeting or 2- afterwards to rectify the situation.  Serious threat to corporations which wish to carry out transactions.  

e. Mills v. Electric Auto-Lite Co. (U.S. 1970)
i. Holding: So long as misstatement was material don’t need proof of actual reliance (i.e. no proof that plaintiff shareholder actually read and relied on misstatements in voting) – no causal connection between injury to plaintiffs and 14a violation.
ii. Causality, then, is causality in structure (was it necessary for them to solicit the proxy and have shareholder vote), not causality in fact.   
iii. Fact that directors were nominated/elected by dominating corporation was considered to be material.   

iv. Relief = setting aside merger is possible but not required.  Alt: damages.  

f. Seinfeld v. Batz.  Issue is a detailed question of materiality. 

i. Corp. raises the number of stock option to outside directors from 20K to 30K without including the Black-Scholes value.  Does this misrepresent compensation?

ii. Holding: not material, not per accounting standard; pushing the envelope.  

iii. Material = substantial likelihood that reasonable shareholder would consider it important in deciding how to vote NOT that would have cause shareholder to change his vote

10. Shareholder Proposals: Rule 14a-8:  gives shareholder right to demand that corp. put their proposal on the proxy statement for shareholder vote.

a. Examples of SH proposals: 
i. Transcript of mtng
ii. Mgmt’s choice of auditor should be made known to SH and SH should have choice to ratify that choice. 
b. Eligibility for submitting proposal (R 14.a-8.b)
i. SH must have continuously held at least $2K in market value or 1% of the company’s securities entitled to be voted on for at least 1 year by the date the SH submits the proposal. Must continue to hold those securities through date of meeting. 
c. Bases for company to exclude proposal (note, however, it is unclear why corporations fight so much; seems like lack of confidence in wisdom of constituents, scared to level with them)
i. Improper under state law
ii. Violation of law
iii. Violation of proxy rules (Rule 14.a-9: false & misleading stmt)
iv. Personal Grievance/Special Interest
v. Relevance: Proposal relates to operations that account for less than 5% of the company’s total assets at the end of its most recent fiscal year, AND for less than 5% of its net earnings and gross sales – NOT ‘significantly related’ to the company’s interest. 
vi. Absence of power/authority
vii. Management Functions: Matters relating to co’s ordinary business operations
viii. Relates to election
ix. Conflicts with company proposal (directly conflicts)
x. Substantially Implemented already
xi. Duplication
xii. Readmission
xiii. Deals with specific amount of dividends. 
d. Note catch-22: if proposal deals with something too big then beyond power to implement OR if it is too small then it is ordinary business matter – or both (e.g. stopping manufacture of napalm is either governmental policy decision or just a tiny piece of business; ordinary management) 
e. If SH makes request & mgmt wants to exclude proposal, company must submit the matter to the SEC indicating reason for rejection. 
i. If SEC agrees that matter need NOT appear on proxy material, then will send letter to corp stating that SEC would NOT take action against corp if corp decides to exclude SH proposal =  ‘no action’ letter which is reviewable by district court. 
f. LOVENHEIM v. IROQUOIS BRAND (DEL 1985) (P. 542):  Issues of ‘ethical and social significance’ is RELEVANT (even though may not be clearly economically significant). 
i. Foie gras resolution. Calling for creation of committee to study the methods used by its supplier and to report to the SH its findings & opinions. 
ii. While way below 5% threshold it can be “otherwise significantly related to issuer’s business” by having ethical significance – not limited to economic significance 
iii. Shareholders’ access to proxy stmts is regardless of whether proposals are likely to pass and regardless of immediate force of the resolution if enacted.  

g. NYC EMPLOYEE’S RETIREMENT SYSTEM v. DOLE FOOD CO (2d Circ. 1992) (p. 547):  SH proposal to establish committee to research implications of health care plan and policies INCLUDED in corp proxy stmt – does NOT fall under ‘ordinary business’ exception nor the ‘insignificant relationship’ exceptions of Rule 14)1-8. 
i. Holding: include in proxy statement.  This is socially significant (doesn’t fall under insignificant relationship exception) and definitely occupies >5% of income
ii. Edge of the law.  Example of proposal being used to express attitudes/voices. 
h. AUSTIN v. CONSOLIDATED EDISON (SDNY 1992) (P. 552): SH proposal on pension plan rights of employees EXCLUDED on basis that constitutes ‘ordinary business affairs’ of the corp. 
i. YES – SEC has long record of ‘no action’ letters on this exact subject (pension plans). 
ii. Issue NOT so extraordinary that SH vote is only forum or most effective forum in which issue can be raised. 
11. Shareholder Demand Cases – 
a. Right of inspection of shareholders – these usually arise under state law in which shareholder is attempting to get a list of the other shareholders of the corporation.
i. Superimposed on state law alternate federal remedy – corporation can agree to mail your materials at cost instead of sending you the list.  So 14-a-7 is a second route if the state law isn’t on your side.

b. Can also get access to minutes of board of directors but need stronger case on what the affirmative purpose is for that (i.e. asking for more in-depth information than just asking for contact list).

c. General requirements of these state statutes:

i. Condition on being a stockholder (sometime for a period of months, certain percentage).

ii. Invariably conditioned on command being for a proper purpose
d. CRANE v. ANACONDA (2ND CIRC. 1976): SH has access to SH list in order to ascertain the identity of SH for the avowed purpose of informing them directly of its exchange and soliciting tenders of stock. 
i. Case involved tender offer; PL (buyer) wanted access to SH list so that they could contact all SH regarding tender offer purchase and to reply to misleading stmts made by defendants regarding the tender offer purchase. 
ii. Defendants’ argue that it cannot be in the business of the corporation to take over the corporation.
iii. Holding: proper purpose = get rid of management or make a tender offer (take over) that is a proper purpose!  So shareholder should get access to books/records.
iv. IMPROPER to use SH list to sell addresses to telemarketer. 
e. STATE ex rel. PILLSBURY v. HONEYWELL (MINN 1971)
i. Holding: not proper purpose because not related to shareholder’s ecomic intrest when shareholder wanted contact list and all corporate records dealing with ammunition 
ii. SH cannot be put into position of micro-managing the corp. 
iii. Just trying to oppose Vietnam war.
f. NOTE: Access to docs: 
i. Docs that are ‘accessible’ to SH: Stock record books & Record of SH mtng (if have proper purpse); articles of incorporation; bylaws
ii. Docs that have ‘doubtful’ access:  Financial stmts 
iii. No access:  Tax returns;  Deeper financial/operational records” (i.e., ammunitions): 
g. SADLER v. NCR CORP (2d Circ. 1991) (p. 564): Conflict of law issue – state can authorize production of SH list w/o violating the commerce clause.
i. NYBCL enables NY residents owning shares of foreign corp to obtain list of corp’s SH (so long as has been owner of shares for more than 6 months OR holds 5% of stock). 
ii. Maryland law (state of incorporation) requires its corps to disclose SH lists who have held stock for at least 6 mos at least 5% of the stock. 
iii. Indirect conflict between 2 state laws. 
iv. Holding:  NY state law can authorize production of SH list w/o violating commerce clause.   Compilation of list ‘relatively simple mechanical task’
v. “Access to SH lists is a recognized exception to the internal affairs doctrine as a matter of corporate law and conflicts of law, and it should take a substantial threat of conflict adversely affecting interstate commerce before a CT invalidates state’s assertion of this traditional authority.”  
b. SHAREHOLDER VOTING CONTROL & CLOSELY HELD CORPORATIONS: 
i. Fundamentals 
1. Difference between corporation with 5 shareholder and 5000?

a. 5= management by the owners.  Want stable control arrangements that they can enforce among themselves.  Participatory ownership.
b. 5000 = management that is delegated.  Shareholders as passive investors who elect board of directors who delegates to officers who delegate…
2. Statutory body of law that makes it possible for parties to achieve this form by contract.   IMPORTANT: law of close corporations is law that you write in document when you CREATE the corporation. 
a. How to structure the corporation? What are the  individual concerns/ultimate objectives? 
i. Vote for the BOD effectively
ii. Day to day mgmt
iii. Distinct from BOD
iv. Set up so if in minority position, NOT taken advantage of. 
v. Profit 
vi. Variation of a ‘lock in’ / ‘lock out’ – restrict parties abiliy to sell shares.  Different than puclicly-held corporation = changing hands of shares  changes ownership. 
vii. Exit strategy
ii. Voting Control
1. Generally most concerned with voting at board level

a. Also vote re major corporate changes and special approvals – but not with daily management (under 14aa-8 and state law) – e.g. who is president. 
2. Number of votes = number of shares * number of office positions.  E.g. 4-person board; S has 60 shares (so 240 votes) and Y has 40 shares (160 votes)
3. 2 types of voting:

a. Straight voting (predominant method in publicly-held corproation; default rule except CA):  S cannot vote more that 60 votes for any one candidate (same idea that can’t vote 2x for pres instead of 1/pres & 1/gov’r)
i. Problem: Whenever there is a majority shareholder the minority shareholder get no representation at all.  S’s candidates always wins against Y.

b. Cumulative voting (CA mandates!): Each director runs at large (not for director position #1, #2, etc.) and top-4 (in 4-person board) vote-getters get elected.
i. Possible to have ties.  E.g. S votes 60 for 4 candidates; Y votes 160 for 1 = 4-way tie for 3 slots.
c. How to ensure that each shareholder is guaranteed to elect at least 1 director? Which form of control does this work for? 

i. Need more votes than (voting shares * number of director positions to be elected) / (director positions + 1)).  
ii. Cheat sheet:  

	Board Size
	Percentage

	1
	>50%

	2
	>33 ½%

	3
	>25%

	4
	>20%

	5
	>16 2/3%

	6
	>14 2/3%


iii. So 5 shareholders, each wants 1 vote, needs to have >16 2/3 of the vote.  Similarly, if one person buys 15% of stock and wants to vote at least one person to board, the board has to be at least 6 people strong

iv. 2 problems: 1- if everyone just votes their percentage there is often a 5-way tie (and shareholder can move to dissolve corporation due to deadlock) 2- if anyone messes up (if dividing vote over more candidates might not end up with as much as planned)
d. RINGLING BROS-BARNUM v. RINGLEY (DEL SUPP CT 1947) (P. 579): SH voting agreement valid but NOT specifically enforceable. Has been overruled now by state statutes. 
i. 882 votes required to elect someone to board.  Wasteful to vote more than that.  And since Mr. N voted 864 for Mr. W and 863 for Mr. G – did NOT guarantee election of any of these ppl.  Nobody really executed voting shares correctly. 
ii. Holding: agreement valid but not specifically enforceable. 
iii. VALID agreement: can contract with one another re how to vote in the future 
iv. NY §620 explicitly validates voting agreements and ensures that they are specifically enforceable.   No requirement that corporation call itself a close corporation. 
e. Ways to ensure control:

i. voting agreement – bad cause isn't self-enforcing; good: anonymous and not time-limited.
ii. voting trust -- legal entity with a trustee to whom shareholders convey their shares.  Self-enforcing if properly drafter  BUT they are generally time-limited by statute.  Also no anaymity (conveyance is public).   

iii. voting and non-voting shares

iv. cumulatively (preferred method, no litigation, self-enforcing)  -- Need to have requirement for cumulative voting (and adequate board) in articles of incorporation should require cumulative voting AND require a unanimous vote of the shareholders to change these provisions.  

4. Also concern with managerial control.  The executives, not the board, are responsible for business policies (these have been sharply differentiated from management control in the statutes)
a. Can divide control separate from the ownership:  STROH v. BLACKHAWK HOLDING CORP (ILL 1971) (P.573):  Issuance of class of shares with voting rights but NO ownership rights – OK, still constitutes shares.
i. Can divide up control by giving shareholders number of shares in relation to interest, but ensure that everyone has an equal say by making some of the shares non-voting.
b. Voting shares are worth more than nonvoting shares – much more!  Why?  

i. Can take control of company (elect board, vote on mergers)

ii. Non-voting shares are riskier, dependent on the judgment of others, cannot grab control and take over.

iii. Voting shares have discretion to push the edges of fiduciary obligations

iv. Ability to do business in the way that you think is appropriate. 

v. If you have a corporation worth $10M, 51% of the stock is worth considerably more than 5.1M since it gives you the power to control the way the corporation operates which, in itself is a form of asset. 
c. Dillema: When you divide the stock into voting/non-voting stock so as to have a voting structure that is different than ownership structure then you end up creating a class of stock that is not equivalent to non-voting stock, something that is worth more.  
d. Green Giant case: Ok to convert non-voting shares to voting shares and in the process take away many of the shares.
5. Shareholder’s control of the board.
a. MCQUADE v. STONEHAM (NY 1934) (P. 586): SH agreement VOID where limited BOD’s discretion to remove/replace director. BOD has discretion to run business – has absolute power to remove director (tho may have damages if contract involved) but power is absolute. 
i. Holding: cannot preclude board (by shareholder agreement) from changing salaries, officers, policies, etc.  The business of a corporation shall be managed by its board of directors.  
ii. Cannot take away from board one of their key duties.
b. CLARK v. DODGE (NY 1936): SH agreement that director would remain on BOD so long as ‘faithful, efficient and competent’ VALID where CT found enforcement would impose “no damage” and where directors were sole SH of the corp. 
i. If the enforcement of a particular K damages nobody, not even in any perceptible degree to the public, no reason for finding it illegal. 
ii. Exception case: Precursor to GALLER. 
c. Galler v. Galler (Ill. 1964): 
i. First case that says that in a unanimous agreement you can change the board structure.  Deeply intrusive agreement.  
ii. See close-corporations as economically different from publicly-held corporation and if they are unanimous they don’t damage anyone.

d. NY §620(b):

i. Overrules Stoneham

ii. requires the agreement to exist in the articles of incorporation (this is the majority/near universal rule) – makes the agreement part of the public record (important for creditors)
iii. must be unanimous (even among those without voting power).  (Idea that no one is hurt, not composmising rights of minorities) 
iv. shares are transferred/issued only to those who know/consent in writing to the amendment/provision (shares can’t be publicly traded)
v. Liability 620(f): imposes the burden on shareholders, not directors, for the liability for managerial acts and directors.  Two hats: as shareholder you can vote you own interest and have limited liability BUT as director you have an obligation of due faith and due care (i.e. business judgment rule, Francis v. United Jersey Bank) – creditor can bring action against shareholders personally.  
e. DE:
i.  §141(a): allows certificate of incorporation to dictate that corporation won’t be run by board of directors (similar to law in NY, but less elaborated in statute)
ii. §342)1): Close corporation status can be elected by corps whit NO MORE than 30 SH. 
iii. §351: Certificate of incorporation of close corp may provide that the business of the corp shall be managed by the SH rather than by BOD. 
iv. RAMOS v. ESTRADA (CAL 1992) (P. 605): Voting restriction agreement VALID (even though NOT close corporation). 
v. NOTE: Case is NOT a §620)b) agreement –NOT one which takes power over board. Agreement here is only one that governs voting of directors. Non-unanimous agreement on voting of directors. NOT closely held corp. 













A mere agreement to share profits and losses does not make a partnership, but both the sharing of profits and losses are usual in partnership agreements and practices.





Van Dorn: Piercing the corporate veil requires:


Unity of interests and ownership that there is no separate personality AND


Adhering to the corporate fiction would sanction a fraud or promote injustice.
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