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0 – INTRODUCTION


1.
this class is about business activity



A.
most corporations use the business model



B.
business organization = enterprises/firms




1.
usually one or more people




2.
organized to provide goods and/or services to customers 
and generate revenue/profit

2.
a one person business is a proprietorship



A.
just one owner


B.
this is the simplest form of enterprise

3.
then, there are various forms of partnerships



A.
general or limited



B.
more than one owner



C.
a business FOR PROFIT




1.
might not be making a profit, but you need to at least be 

SEEKING a profit


4.
limited liability company (LLC)


A.
this is an intermediate form of business enterprise



B.
not an incorporated company



1.
not a corporation



C.
(the English definition is different from others)


5.
then…there is the corporation

6.
building blocks – a business structure


A.
you get parent and subsidiary enterprises




1.
you can see them all as one whole or as different blocks




2.
the structure is carefully chosen


B.
the blocks can be any kind of enterprise



1.
and they can even be in other countries



C.
complexity – potentially unlimited setups




1.
for the most part – the rules that govern each block remain 

the same as if that black was standing alone





a.
with some variations to be discussed later




2.
bread analogy – 




a.
if you understand how flour, yeast, salt, sugar, and 

water work, you can make bread 1000s of different ways





b.
likewise – if you understand how the different 
business enterprises work, you can put them together in many different ways


7.
our core study in this course will be the anatomy of these structures



A.
it’s really all about bringing people together for an economic 

purpose

1.
so that means we have to discuss other considerations 

besides just the law
a.
like taxes

b.
liability

c.
conflicts when people work together



B.
and there are outside implications, also




1.
on society




2.
social welfare




3.
employees


8.
most lawyers earn their money by setting these things up ahead of time


A.
so we need to look at it from that perspective


B.
worry less about litigation after, and more about ongoing business


C.
it’s all about the ability to break apart what people want to do, and 
then put it together according to the law and the best setup for them under the law



D.
the lawyer earns his money by adding value by making it a good 
setup for continued profit



1.
important is: how the different enterprises are structured 

and operate

I – AGENCY


0.
Introduction to Agency by Seigel



A.
agency is when the agent (A) acts for principal (P)



B.
can be based on physical or legal conduct



C.
a corporation can’t do anything without agents




1.
in fact, no organization can act without agents




2.
EXCEPT for proprietorships



D.
what is universal among is the connection between A and P



1.
“agency”




2.
and it comes with liability





a.
P being liable for A






i.
for things P authorized






ii.
but sometimes even for things P didn’t 

authorize






iii.
and sometimes even for things P didn’t even 

contemplate





b.
example:





i.
A is supposed to drive to NJ from NY for P





ii.
instead he goes to Arkansas, and gets into an 
accident there





iii.
to NJ was authorized





iv.
to Arkansas was not






v.
the accident was not contemplated by either






vi.
you can be held liable “on the conduct”



3.
another aspect is the obligation of A to P




a.
the fiduciary principle





b.
an obligation of loyalty





c.
example:





i.
lawyer A represents client P





d.
example:






i.
president/CEO is A representing P board of 
directors/corporation





e.
violation of this is possibly prohibited by statute




4.
the A/P relationship is universal




a.
it is everywhere





b.
we have to look at business relationships and ask 

when these relationships arise





c.
often it is not clear





d.
for example:






i.
if Siegel wants a new roof, and he pays a 

roofer






ii.
then roofer signs documents promising 

Siegel will pay






iii.
agency/liability?






iv.
no – independent contractor


1.
Who is an Agent?



A.
Gorton v. Doty (physical agency)



0.
facts – woman lends car for coach to drive players to 

school football game




1.
there is enough ambiguity in these relationships that we 

often have to ask if there is agency

a.
so we have pushed the law back

b.
and sometimes there is agency when not expected

c.
like here




2.
here we have a presumption that the driver is the agent of 

the owner
a.
based on the fact that she owns the car

b.
actions, status, and position can give rise to agency

c.
cites Willi v. Schaefer Hitchcock Co. – (page 3):

i.
“Furthermore, this court held in Willi v. 
Schaefer Hitchcock Co., in harmony with the clear weight of authority, that the fact of ownership alone (conceded here), regardless of the presence or absence of the owner in the car at the time of the accident, establishes a prima facie case against the owner for the reason that the presumption arises that the driver is the agent of the owner…”




d.
in NY – this is codified in statute

i.
in fact, if you leave your car unlocked and it gets stolen, the thief is your agent




3.
so here you have unintentional agency via a physical 

relationship



B.
A. Gay Jenson Farms Co. v. Cargill, Inc. (unintentional agency via 
a contractual relationship)



1.
facts: Cargill was lending money to Warren, Warren 

collapsed, farms sued b/c Warren owed them money
a.
Cargill had taken over/had taken control of some 
aspects of Warren





b.
results in liability for P (Cargill)





c.
Cargill (P)






      ↓     debtor/creditor rel. (maybe agency?)






Warren (A)




2.
important:





a.
the relationship arises as a result of the conduct of 

the parties, and not necessarily of their intentions






i.
so the relationship extends beyond explicit 

intentions





b.
so how can you deal with that beforehand?





i.
what are the limits to what you can do?






ii.
is there a way to totally eliminate liability?






iii.
or is there an area in which in creation of the 

relationship we can’t agree?

-
inescapable risk?





iv.
example:







-
trucking company hires a driver






-
trucking company owns the trucks







-
owners liability statute: so the 
company is liable







-
how can they avoid liability?








-
lots of guidelines for drivers?








-
there can still be a crash








-
why does the law do that?







-
this is a good example of when 
liability becomes important




3.
these notions of liability based on relationships is from 

common law





a.
statutes, if any, are only codifying this





b.
so, finding core notions about relationships and 
implication can be hard




c.
there are so many variations in types and forms of 
relationships that we get ambiguity eventually




d.
there isn’t always a clear-cut answer





e.
sometimes a relationship only arises via litigation






i.
like when a taxi hits someone






ii.
they didn’t know anything about each other 

before the accident






iii.
no private ordering ahead of time





f.
but this class is largely about private ordering ahead 

of time

i.
we can structure things ahead of time so 

they are set up the way we want






ii.
but then the common law, or statutes, or 
some kind of law will step in when there is a lack of private ordering






iii.
if people are in court litigating the type of 

relationship they had/have, it’s probably due to insufficient private ordering ahead of time






iv.
so lots of litigation could be prevented by 
good private ordering ahead of time



C.
so what is there that is uniform in both cases…that causes both to 

be agency?

1.
CONTROL


a.
it’s less clear in Gorton, but it’s there


i.
she basically tells the coach, “drive my car, 

get the students, take them to the game”





b.
in the Cargill case – Cargill controls Warren






i.
court lists nine factors







-
C’s constant recommendations to W 
by phone







-
C’s right of first refusal on grain







-
W can’t enter into mortgages, buy 
stock or pay dividends without C’s approval







-
C’s right of entry to W’s premises 
for periodic checks and audits







-
C’s correspondence and criticism 
regarding W’s finances, officers’ salaries and dividends







-
C’s determination that W needed 
“strong paternal guidance”






-
provision of drafts and forms to W 
upon which C’s name was imprinted







-
financing of all W’s purchases of 
grain plus operating expenses







-
C’s power to discontinue financing 
of W’s operations






ii.
why did D do all of that?







-
to minimize the risk of not getting 
paid back on the loans they extended to W






iii.
so there was control







-
these are mainstream, common 

things that lenders do






iv.
the golden rule is that if you lend money, 
you have control






v.
but also note – the farmers were being ill 

treated, it was a rural area with the large corps from out of town, and the court wanted to hold for the farmers


2.
LIABILITY OF PRINCIPAL TO THIRD PARTIES IN CONTRACT

Z.
background - note the tendency in American law to distinguish 
between physical and contractual sources of liability
1.
physical is like master/servant


a.
but we use principal/agent now


b.
agent is someone who works for another and is 

under the control of the principal


c.
if the control isn’t there, it’s an independent 

contractor




2.
then there are the contract cases – when P is liable for a 
contract that A made with a third party 
-(3 broad categories for when P is liable for A’s contracts):




a.
actual authority – express or implied (this is when 

that agent is in fact authorized) – this is when the P 

wanted something done and communicated that to the agent – sometimes clear, sometimes harder





i.
express – based on actually being told

-
“go to King Lumber, buy 2 x 4s, ship to me, sign the bill to me”

-
oral or written







-
when the principal literally told the 

agent to do it







-
another example is written 

authorization, like “power of attorney”







-
“common law attorney” is an agent






-
there can be a writing that designates 

the agent







-
some things in fact require a power 
of agency form – like board of directors do one so the VP can enter into a lease agreement for a corporation







-
ex: “buy me lumber”






ii.
implied – by the nature of the transaction

-
suppose the lumber is delivered, and the principal says “looks like we don’t have enough”






-
the authority is there, he really meant 

for A to get more, but he was not express about it






-
this is implied actual authority







-
this is what is going on in Mill Street 

Church of Christ v. Hogan







-
the principal has implied to the agent 

“go down and get some more”







-
ex: asks for lumber, but there is no 

truck, so the agent rents one







-
almost always a debatable issue





b.
apparent authority – 






i.
an oxymoron – better would be apparent 

agency power – this is when there is NOT any real authority (but we use the word anyway)






ii.
(may or may not be estoppel)





iii.
this is when A is in fact NOT authorized, but 
P creates that impression in any one of ways:
-
circumstances
-
dealings – ex: dad allows bank to 

honor checks forged by son, through the course of dealings, the son has apparent authority
-
trade custom

-
uniform/place

-
statements – a corporation with three 

shareholder, introduce each other as partners – now they each have apparent authority





iv.
authority can be implied, but this category is 
when there is NOT actual authority





v.
this is to mitigate any rule that the 3rd party 

has to determine agency






vi.
ex: an impostor is allowed, 3rd party is 

duped (estoppel)

-
want the public to be able to rely on 

appearances





vii.
ex: impostor – Macy’s registers are locked, 

so if a person can unlock it, that person is an employee





c.
inherent agency power





i.
Kidd – creates the doctrine (although it 

could have also been actual implied or even apparent)
3.
some/more backgrounding

a.
whatever:

i.
Lind is a good case for all






-
ask what are the factors in it, that 

establish a contractual relationship?







-
Kidd – does agent have power if 

intended or not?





b.
the party to be charged is…





i.
the top level







-
the oil company not the gas station







-
the hotel chain not the individual one







-
McDonalds not the single franchise






ii.
why is that?







-
first – they have more money






-
second – everybody thinks the agent 

is acting for the top-level company








-
the public perception is that 

at a Holiday Inn, Holiday Inn is responsible








-
and that’s what they want








-
it’s a planned structure for 
public identification





c.
note that in the United States, there is no structure 

that provides for a clear elucidation of the structure of a company
i.
it’s in the by-laws


-
which are not public

ii.
although there is a commercial register 

where they put down people who have the power to bind the corporation

iii.
some foreign companies even put bank account numbers on their letterhead
iv.
because you need to go through the company structure to verify agency

v.
like in the 370 Leasing case – 
-
should never have relied on this mid-level guy

-
should have requested the by-laws, board resolutions, etc.

vi.
it’s the third party’s duty to verify authority (if he/she is smart)
-
a competent lawyer won’t rely on apparent authority


-
should verify

vii.
like when a major transaction is closing

-
lawyers throw paper at each other

-
there are always documents that denote authority for the people signing the papers

-
and documents that say the corporation exists, etc.
-
a lot of corporate documents can be accessed on the ENDAR system

-
but you still need the signed papers in the file







-
the cases in the book are when there 
were no signed papers







-
the question becomes, how do you 
protect the company if an agent goes wacko?

viii.
in other countries they have a register, and that’s all you need





d.
if arguing for the 3rd party






i.
need to argue all three






ii.
AND that the position itself carries some 
power





e.
no clear, easy answers






i.
the categories overlap






ii.
and some cases are hard to tell what theory 

is being used





f.
the company – wants to limit the power of the agent




4.
IMPORTANT – FOR EXAM!!!





a.
first question is: what box?





b.
second question is: what policy supports that?






i.
P can better bear costs






ii.
P can better distribute costs






iii.
P takes on risks by using agents who might 

exceed authority






iv.
you want P liable for consequences visited 

upon the public because of P’s actions in trying to make money


A.
AUTHORITY




1.
Mill Street Church of Christ v. Hogan




a.
note – P-A does not always determine K or liability





i.
here, if the brother had the authority to hire 
his brother, then worker’s comp says that the church must pay






ii.
if he didn’t have the authority to hire his 

brother, the brother wasn’t an employee, and they don’t have to pay





b.
no third party seeking to enforce





i.
so it must be actual






ii.
and actual implied because it wasn’t 

expressly said





c.
we get that it was actual implied because of the 
Church’s conduct, and also the necessity



B.
APPARENT AUTHORITY




1.
Lind v. Schenley Industries, Inc.




a.
Brown (president)

↓
Herrfeldt (VP of sales)

↓

Kaufman

↓

Lind





b.
Lind could have made things much easier by getting 

this fixed in writing with the appropriate signatures






i.
why didn’t he do that?






ii.
“as long as we’re friends, lets make it a K”





iii.
it breeds distrust by talking about getting 

terms set ahead of time, but it’s better to be clear and up front about things, instead of litigating later





c.
facts are that Kaufman told Lind that he (Lind) was 

getting a huge raise

i.
Herrfeldt was involved, possibly confirmed 

it

ii.
so you could possibly say actual authority

iii.
but what can’t be denied is that Herrfeldt 

was involved in making the K

-
Herrfeldt has authority

-
his being involved in Kaufman 

making the K, makes it look to Lind that Kaufman has authority

-
therefore – it’s apparent authority




2.
Three-Seventy Leasing Corporation v. Ampex Corporation





a.
facts – Ampex selling computers, made a K, but it 

the K said not effective until Ampex signs

i.
it never was signed

ii.
but the court still said it was accepted





b.
so what was Ampex’s mistake?






i.
they allowed it to go too far






ii.
intra-office memo that Kays handles the 

account (so he was clothed in authority)






iii.
then Kays sends a letter than confirms 

delivery – court calls that the acceptance






iv.
Ampex allowed it all to go too far






v.
didn’t say no fast enough






vi.
the outcome flies in the face of the 

document






vii.
no one ever told 370 (Joyce) that Kays 

didn’t have the authority





c.
we know Kays is an agent






i.
but does he have the authority to bind 

Ampex was the question






ii.
court says he did have that power, see above



C.
INHERENT AGENCY POWER




1.
Watteau v. Fenwick





a.
in the cases so far, the world knew about the 

principal






i.
the difference here is that no one knows 

about the P






ii.
so the questions is whether the 3rd party can 

hold the P liable, and on what basis?





iii.
note – this is inherent agency, not apparent 

agency, so the agent is always liable





b.
the setup is that he has agency power, but he 

exceeds his power

i.
if he is made to look like he has authority, 

like he is acting on his own, then he does have all the authority, as if he were in fact the owner






ii.
although liability might be only for those 

transactions usual in such business




2.
Kidd v. Thomas A. Edison, Inc.





a.
the case could have also been actual implied or even 

apparent authority





i.
but Judge Learned Hand wants to create a 

new doctrine to impose on the P the liability for an agent who exceeds his or her authority – which is always a risk






ii.
this is the case that is always cited for this 

doctrine




3.
better case:




a.
insurance case – Sorber






i.
they advertise that they do business by 

phone






ii.
customer calls, impostor answers






iii.
he tells her the car is insured





b.
is the company liable?






i.
they say no – he was no an agent and had no 

authority






ii.
but they are liable because they advertised 

that they do business by phone, so that means the person who answers has authority when it comes to insurance





c.
could say apparent authority, but this is closer to 

inherent
i.
apparent would be if he knew her 

information






ii.
but this is inherent from the simple fact that 

they advertise that they do business on the phone, give a number, and the person answered the call



4.
inherent agency is a filler between the categories





a.
when there is no actual authority for the transaction, 

and not enough for apparent authority
i.
so – inherent





b.
it’s valuable because it pushes a court to construe 

apparent authority more broadly





c.
it’s all part of a larger notion to hold firms liable for 

conduct that visits consequences upon the public

i.
firms are in the best position to distribute the 

losses




5.
Nogales Service Center v. Atlantic Richfield Company




a.
facts – honor agents promise to make gas station 

competitive and give discount on gas?
i.
note – this case is on the border of inherent and apparent





b.
court looks at Restatement 2d of Agency 8A – 

which kind of re-casts inherent agency power so that it looks like apparent authority (gives three options)






i.
similar to what is authorized but in violation 

of orders






ii.
transaction would be authorized if for 

accepted motives, but is entered into for personal gain






iii.
disposes of goods outside of the authorized 

method




c.
question often is: is this within the scope?





d.
contemporary thinking may throw a holding into 

one category or another, but the liability is still there, and that is the important part





e.
inherent agency power is on the borders






i.
but you want the P liable because he/she/it is 

better equipped to bear and distribute the costs






ii.
P takes on risks by using agent(s) who might 

exceed authority



D.
RATIFICATION




1.
Botticello v. Stefanovicz





a.
agency is:





i.
manifestation by P that A will act for him






ii.
A accepts






iii.
parties agree that P controls





b.
being co-owners does not make each person an 

agent

i.
need authority to act for the other





c.
here, husband tried to sell without wife being part of 

it, and court said he had no authority to act for her
i.
but note that in America, husdands and wife are agents or appear to be





d.
he couldn’t bind her, so options would be:





i.
he’s not her agent






ii.
he is her agent but no authority






iii.
she ratified it





e.
either one or two, not three





f.
ratification – 





i.
act done for the P by A, professedly for P, 

affirmed later by P, when P ratifies P is 

aware of salient/material elements (or intentionally ignorant)





ii.
basically, there wasn’t authority when K 
was made, but the ratification can make it AS IF there was authority at the time the K was made






iii.
example – A makes a K for a corp not yet 

formed
-
corp is not formed, it can’t be a party 

to the K, but it can ratify later






iv.
in Botticello, she cashed the checks, but he 

never said he was acting for her, and she wasn’t aware of the salient elements





g.
also applied to torts (Dempsey v. Chambers)






i.
idiot drops coal into window instead of 
chute






ii.
boss sends bill for the coal






iii.
plaintiff sues for damaged window






iv.
boss tries to day the deliveryman was not 
acting with boss’s direction or knowledge





v.
but boss ratified when he sent bill – key is 
knowledge of salient elements



E.
ESTOPPEL




1.
Hoddeson v. Koos Bros.




a.
impostor salesman who takes her money





b.
could be inherent agency






i.
or promissory estoppel






ii.
maybe even apparent authority?





c.
court says “agency by estoppel”





d.
it’s a protected location, and the company allowed 

this guy to be there acting/looking like an agent





e.
there is morality






i.
and the company is in the best position to 

protect against this






ii.
and to distribute the costs





f.
if counseling:






i.
need to find ways of preventing this for the 

company and the customer







-
better monitoring of the sales floor







-
signs for the customer



F.
AGENT’S LIABILITY ON THE CONTRACT



1.
Atlantic Salmon A/S v. Curran

a.
can you sue the agent?




b.
well, you can sue on a warranty if A made a 

warranty that P would be bound and P is not bound





c.
or, if no P, or P not liable, A can be held liable if he 
doesn’t disclose his agency

i.
to avoid liability, he needs to disclose that he is acting in a representative capacity, and the identity of the principal

ii.
if he tried to keep it secret, he is liable on the K itself

iii.
and he is only off the hook if the plaintiff had actual knowledge, not constructive knowledge





d.
best: just sue both every time

3.
LIABILITY OF PRINCIPAL TO THIRD PARTIES IN TORT



A.
SERVANT VERSUS INDEPENDENT CONTRACTOR




1.
the issue is: when is the P liable for torts by the A?




a.
remember, agency needs:





i.
P says A will act for him






ii.
A accepts






iii.
they agree P controls





b.
lots of time it’s not one link:   P










↓










A






instead it’s lots:

x










↓










x










↓










x










↓










x










↓










plaintiff





c.
plaintiff wants to go up the chain and find the 

money





d.
control is big:






i.
truck driver – detailed control







-
hours







-
gas used







-
service to truck







-
how delivered







-
miles driven







-
route







-
speed






ii.
vs – UPS – where to deliver and that is it





e.
also – sphere






i.
truck driver – within the same company






ii.
vs. – a new company – somebody else – 

with revenue from other sources





f.
sometimes, if two entities share control, liability can 

be shared also





g.
some background:






i.
the thing is, people think of the larger entity, 

not the smaller one

-
ex:
McDonalds



↓



Franchisee (agent or 

independent contractor)

“154 W. 34th Street, Inc.”







-
people think they are going to 

McDonalds, not “154 W. 34th Street, Inc.”






ii.
so, the franchise is independent, but uses 

supplies, name, and know-how of parent
-
but because their name is used, they 
have some rules also






-
so then a court might have to decide 
whether it amounts to control or not







-
it’s very fact determinative






iii.
also note – the lowest person in the chain is 

always liable





h.
indemnification contracts are used a lot





i.
usually A indemnifies P





ii.
they can’t decide the third party’s rights






-
but they can decide what happens 

amongst themselves






iii.
but indemnification is worthless if they can’t 

pay
-
AND you require it to be paid-up






iv.
so they require usually:







-
one – indemnification







-
two – insurance







-
three – present paid-up insurance






v.
they are covenants, if broken the franchisor 

can remove the franchise





vi.
if the insurance can’t cover everything, the 

franchisor will have to pay the difference






vii.
so the test is the control structure







-
can try to reduce the likelihood of 

liability by structure of relationship







-
but there are things that P feels 

MUST be controlled







-
that leans toward liability







-
so they have a contract solution






viii.
if done right – won’t completely eliminate 

litigation







-
but the victim can get compensated







-
and creates a more efficient solution 

for the parties

-
only one needs insurance

-
save money if only one needs to pay 

for insurance






ix.
facts about insurance not usually allowed to 

be entered into evidence




2.
Humble Oil & Refining Co v. Martin





a.
Humble





↓






W.T. Schneider






↓






Manis






↓






→plaintiff (Martin)





b.
brake was left off the car, which hit Martin





i.
Manis was the only employee at the gas 

station






ii.
Schneider operated the gas station






iii.
Humble owns the station





c.
so Schneider an agent or independent contractor?





i.
ownership is not determinative – the gas 

station is a corporation as is the oil company





ii.
big is: CONTROL







-
detailed or just general







-
here – court said detailed






iii.
sphere – Humble supplied everything




3.
Hoover v. Sun Oil Company





a.
Sun






↓






Barone






↓






Smilyk






↓






→ plaintiff (Hoover)





b.
court doesn’t find enough control here



4.
Murphy v. Holiday Inns, Inc.




a.
Holiday Inn






↓






Betsy-Len Corp






↓

→plaintiff (Murphy)





b.
an agreement between them that Betsy-Len will 
indemnify and that they are separate does not do anything





c.
court says no detailed control






i.
Holiday Inn wanted to keep hotels 

standardized, but didn’t have control over the day-to-day operations


B.
TORT LIABILITY AND APPARENT AGENCY




1.
Billops v. Magness Construction Co.




a.
Hilton





↓






Magness






↓

→ plaintiff (Billops)





b.
apparent agency:





i.
it was required by Hilton to be represented 

as only a Hilton, and that no one else was involved






ii.
and that was relied upon by the plaintiff






iii.
so Hilton is liable



C.
SCOPE OF EMPLOYMENT



1.
Nelson v. American-West African Line





a.
when is P liable for A’s intentional harm (physical 

acts)?






i.
answer is when it’s within the scope of 

employment






ii.
here, the boss said “wake up and turn to”






iii.
then he hit the guy





b.
boss had authority to order them to work anytime






i.
and when he said “and turn to” that means 

he wanted to guy to go to work, so the P is liable for his harm
2.
Ira S. Bushey and Sons, Inc. v. United States




a.
here, seaman caused damage to a dry-dock when 
coming home drunk at night




b.
this case expands liability for the P





i.
when you hire employees, and in the 
character of the work there is possibility of physical variation, and that can be contemplated, liability should follow





c.
ex: cabbies fighting each other can be expected




d.
ex: bartenders and violence




e.
key is: is physical violence expected?





i.
if so, liability follows






ii.
even if not exactly in the scope of work






iii.
and even if the specific conduct not 

expected





f.
also – NOT liable if act related to personal life, 

such as shooting wife’s lover





i.
but this was NOT shown to be due entirely 
to facets of his personal life




3.
Manning v. Grimsley





a.
baseball player throws ball at heckling spectator





b.
court twists a little to find liability:





i.
“ball thrown not from anger, but to prevent 
interference with his job, (the heckling was distracting him)”


D.
STATUTORY CLAIMS



1.
Arguello v. Conoco, Inc.





a.
systematic discrimination against minorities, and if 

they can show agency, you can get at the P




b.
it’s a balancing test:





i.
time, place and purpose of the actions






ii.
actions similar to what she was supposed to 

perform?






iii.
departure from normal methods?





iv.
did P reasonably expect the racial 

discrimination?



E.
LIABILITY FOR TORTS OF INDEPENDENT CONTRACTORS




1.
Majestic Realty Associates, Inc. v. Toti Contracting Co.





a.
you can get the P for something the I.C. does IF:





i.
“elevated risk” of injury to the public







-
then the P has direct, non-delegable 

liability





b.
also – landlords, autos, environment




c.
if it’s got the elevated risk, it’s direct liability






i.
owner → victim






ii.
none may come between





d.
here: it is inherently dangerous






i.
they were demolishing a building in the 
middle of a dense neighborhood right next to another building


4.
FIDUCIARY OBLIGATION OF AGENTS



A.
DUTIES DURING AGENCY




1.
this is all about what A owes to P





a.
there is the duty of loyalty





i.
negative







-
don’t do anything to harm the P






ii.
affirmative







-
DO give P all benefits incurred 

through employment





b.
duty of care - must exercise an amount of care 

appropriate to manage the beneficiary's interest




c.
duty to disclose – disclose certain information to P





d.
contracting can alter the duties




2.
Reading v. Regem




a.
army man uses his uniform to get money




b.
court says this violates the affirmative duty to give 

benefits to P




3.
General Automotive Manufacturing Co. v. Singer





a.
he made money for himself off of side projects that 
P couldn’t handle




b.
he loses – he needed to tell them and get their 

approval




c.
violates affirmative duty to give them benefits 

incurred, and to disclose


B.
DUTIES DURING AND AFTER TERMINATION OF AGENCY: 

HEREIN OF “GRABBING AND LEAVING”




1.
Town & Country House & Home Service, Inc. v. Newbery




a.
quick, group housecleaning method is taken and 
copied by former employees, who also took some clients




b.
it’s unfair competition – they solicited only 
customers that plaintiff spent a lot of time and money and effort on finding/screening





i.
the customers were a trade secret that they 
had spent time, effort, and money developing






ii.
but cleaning isn’t a trade secret – they are 
allowed to compete
II – PARTNERSHIPS


0.
BACKGROUND



A.
statutes mostly



B.
core elements, mostly having to do with internal relations are 
determined by state law = full faith and credit clause



1.
recognition of the entity




2.
conflicts of laws – which law governs?





a.
for INTERNAL AFFAIRS – the law of the state of 

establishment governs






i.
ex: if it’s a NY entity (established in NY) 

doing business in CA, CA courts will us NY 
law







-
but a CA court won’t behave the 
same as an NY court would





ii.
different in Europe?




b.
this allows for forum shopping – 

incorporate/establish in the state where you like the laws best





i.
this really happens a lot






ii.
it really is state law






iii.
there really are differences





c.
DC counts as its own state



C.
for partnerships – a movement for uniform laws



1.
UPA – Uniform Partnership Act





a.
RUPA – Revised Uniform Partnership Act




2.
ULPA – Uniform Limited Partnership Act





a.
RULPA – Revised Uniform Limited Partnership 

Act




3.
they are just proffered examples – like a restatement




4.
for corps – Uniform Commercial …




5.
many states adopted the acts almost in whole





a.
but they changed parts





b.
and they interpret the acts differently





c.
different states’ interpretations don’t bind the other 

states




d.
so the laws are NOT uniform



6.
so you get these reactions:




a.
annotated uniform acts






i.
noting different states’ cases and 

interpretations





b.
revised acts






i.
longer






ii.
answers questions






iii.
codifies cases






iv.
overrules cases





c.
states modify the acts when they adopt them




7.
federal law overlayer:





a.
mostly corporate law – less for partnerships





b.
needs the be interstate commerce





c.
raising of public money





d.
laid on top of the state laws





e.
we have taken pieces of what would be state law, 
and removed it to the feds (more on this later)


D.
see section 103 of RUPA (clearer than in UPA 18)




1.
(a) - the RUPA controls whatever the parties have not 

agreed to





a.
so it’s a contractual relationship





b.
contracts usually control





c.
if anything is lacking in the contract – see 103 – the 

act controls




d.
but this allows for the lawyers to make the law as 

between the partners






i.
that means advance planning




e.
and if it’s not written ahead of time, the RUPA will 
control





i.
that is necessary – people leave gaps






ii.
but you don’t want the RUPA intruding






iii.
so message #1 – make your own terms, 

don’t let the RUPA intrude




2.
but notice is says “except as otherwise provided in (b)” – 

and (b) says things that they can’t alter





a.
why let people do as they choose but fill in the gaps 
– because it’s necessary




b.
so why say they can’t alter certain things?






i.
to protect third parties






ii.
to protect the weaker party in the partnership





iii.
we like freedom to contract – but NOT 

100%




c.
everything spins around this






i.
the agreement creates and controls the 

partnership






ii.
RUPA fills in the gaps






iii.
some things are not free to be modified or 

eliminated






iv.
and that is in the state’s interest




d.
so the most important lawyering is in the creation of 

the agreement






i.
they start out as friends, may as well make 

an agreement then for when/if they are not friends





e.
what can’t be modified or eliminated:






i.
duty to provide copies of statements






ii.
restrict access to books






iii.
duty of loyalty






iv.
duty of care






v.
good faith and fair dealing






vi.
right to dissociate






vii.
right of court to expel






viii.
requirement to wind up






ix.
vary applicable law to limited liability 

partnerships






x.
restrict tights of third parties



E.
partnerships can be divided into types – general or limited



0.
it’s like a pinball machine → 

corporation





LP


LLC






LLP






general partnership





a.
so the general partnership is the catch-all for when 

the entity is not something else






i.
so the statute will fill in not just the terms – 

but the agreement itself





b.
divisions like this:






i.
corporation







-
closely-held







-
public






ii.
limited liability company






iii.
partnership







-
general








-
LLP







-
limited





c.
different meanings in other countries





d.
all the forms are important






i.
partnerships or companies







-
real estate companies







-
shopping centers







-
office buildings







-
entertainment companies – money 

sources







-
natural resource production







-
law firms = LLPs







-
start-up enterprises






ii.
some enterprises tend to take certain forms





iii.
concerns – 

-
flexibility

-
liability

-
taxes – partnerships – distribute 

profits






iv.
LLC – cash-driven companies




1.
general – 




a.
these include unlimited liability





b.
ONLY for the general partnership → don’t need 

filings or agreements

a.
there can be a partnership without people even knowing it


i.
for example – famous case of two 
grandmas knitting sweaters and selling them


-
they collectively buy wool 

and sell sweaters and 

divide the profit


-
don’t pay for some wool



-
get sued



-
court calls it a partnership, 

and each if fully liable for debts of the partnership






ii.
and see Martin v. Payton – the 
lenders were almost found to be partners







iii.
all the others need to file a document




2.
the LLP – limited liability partnership – is an offshoot of 
the general category – but it is obviously different from the standard general partnership
a.
need to file a document




3.
limited partnership




a.
only can lose what you put in





b.
need to file a document



F.
distinctions




1.
business vs. professional (goods vs. services)





a.
doesn’t matter




2.
business vs. non-business





a.
see RUPA 101(6) – needs to be a business FOR 

PROFIT




3.
two or more persons – 101(6)





a.
“persons” can mean entities like partnerships and 

corporations

1.
WHAT IS A PARTNERSHIP?  AND WHO ARE THE PARTNERS?



A.
PARTNERS COMPARED WITH EMPLOYEES




1.
Fenwick v. Unemployment Compensation Commission





a.
is the cashier and reception-clerk an employee or 

partner





i.
because if she is an employee, he has to pay 

into the unemployment fund, if a partner, he doesn’t





b.
RUPA 202 – Formation of Partnership






i.
intent and language is not determinative (so 
calling someone a partner does not make it so)






ii.
202(c) – factors to consider






-
not enough by itself → joint tenancy, 

tenancy in common, tenancy by the entirety, joint property, common property, part ownership






-
not enough by itself → sharing of 

gross returns







-
presumed to be a partnership → 
sharing of profits unless profits were received in payment





c.
factors from the case:






i.
intent






ii.
share profits






iii.
share losses






iv.
ownership of partnership prop






v.
control of partnership prop






vi.
control of business





vii.
language of the agreement






viii.
conduct to third parties





ix.
rights upon dissolution





d.
here – it was clear she was an employee even 

though he tried to call he a partner




e.
so they were calling themselves partners, and 

receiving shares






i.
but court says no anyway






ii.
public policy – she was really an employee, 

he would just being using partnership to avoid paying unemployment fund



B.
PARTNERS COMPARED WITH LENDERS




1.
Martin v. Peyton




a.
lenders lent money to KNK





i.
if they are partners, then they are liable for 

debts of the partnership






ii.
if just creditors, they can only lost their loan





b.
court didn’t see enough to find a partnership




c.
they did get profits by the agreement





d.
but see 202(c)(3) → profits create a presumption 

unless they are received in payment:






i.
of a debt by installments






ii.
for services





iii.
for rent






iv.
for health or retirement benefits






v.
interest on a loan






vi.
for the sale of the goodwill of a business in 

installments




e.
note – the plaintiff wanted to get to the deep pocket





f.
KNK needed more money






i.
defendants were a venture capital company 

that lends money







-
they usually get powers of control








-
to protect their investment







-
and they want a piece if the company 

they are investing in goes big







-
debenture → unsecured debt → they 
want to avoid that → they only want their debt to be what they put in at the most





ii.
so they gave money, got control, and the 

option to buy in





g.
so how do you avoid this in the future?






i.
well, KNK was already a partnership, so the 
argument was that they joined the partnership






ii.
but if KNK was a corp. → you are missing a 
core component of 202






-
in that you can’t just join with a 
corporation







-
you can create a new entity → but 
that is hard to do with just a loan






iii.
look at 202(c)(3)(i-iv)







-
can get profits for some things and 

not have a presumption







-
like take a shopping mall






-
the mall will take rent plus a 

percentage of sales (which is gross returns)







-
that is good for the business because 

some of the risk of not doing well is on the mall (business makes less, so does the mall)







-
and it is incentive for the mall to 

bring people in and keep the place nice







-
the mall gets rewarded for its 
investment







-
it’s pretty much universal for malls






-
so is the mall safe? NO







-
it’s the same risk as in Martin v. 
Peyton and Young v. Jones → getting the returns risks being a partnership and then being liable for debts






-
but if gross returns → “not by itself”








-
but #1 – there are often other 

aspects present – like control







-
#2 – even if someone does 

not have a cause of action → will still sue, and that costs money








-
estoppel/apparent agency → 
the person can say “I thought the mall ran all of the stores”







-
so to solve:








-
#1 - put it in the contract → 

“this is not a partnership”








-
#2 - have the store indemnify 
the mall, and get insurance, and show policy is paid-up







-
#3 – “covenants of inspection 

are only as lender”




2.
Southex Exhibitions, Inc. v. Rhode Island Builders 
Association, Inc.
a.
Southex wants to prevent RIBA from competing by 
saying RIBA is their partner (via the fiduciary duty)
b.
look at RUPA 202 (UPA 7)

i.
joint tenancy does not by itself make a 

partnership


ii.
so what else does it take?


iii.
answer is: other incidents of partnership


-
like joint management



-
and/or sharing of expenses/profits

c.
how can you prevent a partnership?


i.
bad lawyering gets you the ambiguous 
result, and that is what you want to prevent
d.
and note that:

i.
sharing gross returns doesn’t by itself make 
a partnership


ii.
but sharing profits makes a presumption of a 

partnership

iii.
there is a difference:



-
gross returns are what you have 
before you take out taxes, labor, interest, rent, and all other expenses



-
so you might have gross returns or 
gross profit, but still lose money


-
profit or net profit is what you have 
after you take all the expenses out of the gross returns


iv.
does a person prefer gross returns or net 

profit?


-
for example – an actor and movie 

money







-
you can get a higher percent of the 

net profits because you expect the number to be smaller






-
but you prefer the smaller percentage 

of the gross returns because you don’t know how they will handle the accounting → you might disagree with it







-
and if it does badly – might be zero 

net – bet every movie gets some gross returns






-
so the big dogs eat from the gross 
returns, the small dogs get a share of the profits if anything






-
plus, by sharing the profits, you risk 
being liable for debts as a partner






v.
so the point is that we can organize things 

percentages → with business and legal factors being considered simultaneously






-
and we need to remember Martin v. 
Peyton → creditors can become partners and lose much money (much more than they lend originally)







-
and law firm partners – not so great 

sometimes – because lots of the time your percentage cut can be less than your old fixed number, and now you are also liable for losses




e.
what happens when a partner leaves?






i.
well, this was lousy lawyering → they used 

the word partnership, but that is not what they meant






ii.
key was “no sharing of losses”






iii.
also – the time of the agreement and it 

showed limited duration







-
partnerships don’t just end – they 

need to be dissolved and everything split up

-
and the agreement was titled 

“agreement” instead of “partnership agreement”






iv.
good example of how not to draft






v.
two mistakes:







-
they didn’t consider the end when 

starting







-
used partner language but didn’t 

mean it






vi.
basically → the agreement term had ended, 

RIBA went with someone else and was now competing with Southex



C.
PARTNERSHIP BY ESTOPPEL




1.
Young v. Jones





a.
RUPA 301 → if you represent to the world that 
there is a partnership or that someone is acting for the partnership → then by estoppel it is so → and you are bound and terms of a partnership apply
i.
to me it looks like → if a partner acts is the 
ordinary course of business for a partnership, the partnership is bound, unless he had no authority, and the person he was dealing with knew or had reason to know that





b.
this is a variation of the franchise phenomenon






i.
but with Price Waterhouse accounting






ii.
the client thinks this is a world-wide system






iii.
but it clearly just the individual office





c.
the plaintiffs are saying they relied on the fact that it 

was Price Waterhouse saying they could invest in a bank, and the money disappeared, so they are looking at PW-Bahamas (who made the audit letter)

i.
it’s reliance to detriment





d.
but the court won’t let them get to PW-U.S.






i.
if that was possible, they would have world-

wide liability






-
and there would be lots of forum 

shopping







-
people could do major damage to 

these companies





e.
how to prevent this in the first place?





f.
court says no liability, and that is an interesting 

holding

i.
UPA 16(1) → A person who represents 
himself, or permits another to represent him, to anyone as a partner in an existing partnership or with others not actual partners, is liable to any such person to whom such a representation is made who has, on the faith of the representation, given credit to the actual or apparent partnership.

-
so if you represent that there is a 
partnership, or you allow another to do so, you are liable to someone who relies on that






ii.
but the court applies a really high standard







-
like saying to get McDonalds after 

eating at a franchise, it would need to say, “This is McDonalds, you are now eating a McDonalds hamburger.”







-
the name is not enough






iii.
the court says there needs to be an extension 

of credit by the plaintiff to the party making the representation






-
court takes that to mean lending 

money







-
but that could also mean, in reality, 

giving credence to what someone says







-
but anyway, that really rules out 
estoppel in the current case




g.
but just note that:





i.
the argument can be made






ii.
the plaintiff can make the argument, the 

defendant shouldn’t plan on using this case





h.
to plan:






i.
you probably can’t






ii.
in the more usual case → courts will find 

estoppel






iii.
maybe try to monitor things better?






iv.
better notification and control of reputation 

when it comes to third parties?


2.
THE FIDUCIARY OBLIGATIONS OF PARTNERS



A.
INTRODUCTION




1.
Meinhard v. Salmon





a.
there was old UPA 21 → 





i.
all partners are bound






ii.
account for any benefit






iii.
hold as trustee for the partnership any 
benefits derived by him without consent (so you can keep if there is consent)






iv.
applies to ANY transaction connected with 
the formation, conduct, liquidation, or use of property of the partnership





v.
so it’s about accounting back





b.
then Meinhard v. Salmon (4-3 case)





i.
the most widely cited case






ii.
the universal aspiration





c.
then new RUPA 404





d.
facts:





i.
Meinhard and Salmon were in a joint 

venture in the Hotel Bristol in NY






ii.
when it was going to end, the guy who held 
the reversion wanted to tear down the hotel and build a larger building






iii.
he made a deal with Salmon to do it together





iv.
Salmon never said a word about it to 

Meinhard





v.
did Salmon have some obligation(s) to 

Meinhard?





e.
well, first of all, Cardozo thinks a joint venture has 

fiduciary duties akin to those of partners






i.
but it’s not the same






ii.
joint ventures are limited when partnerships 

are not







-
for example – one movie vs. a movie 

business







-
or one building not a real estate 

business






iii.
for joint ventures, you need to define the 
limits





iv.
the question is: does a joint venture extend 

beyond lease terms?






-
Cardozo, for the majority, thinks it 

does







-
Andrews, in the minority, thinks it 

doesn’t





f.
the court rules that Salmon had an obligation to 

Meinhard and the Meinhard gets some shares of the new venture





g.
what could Salmon have done to prevent this?






i.
offer to M to participate






-
except he doesn’t want M to 

participate






ii.
full disclosure is definitely required






-
but is anything else?






iii.
also need to give him a chance to compete






-
not for 3 minutes







-
or 3 days and it’s snowing







-
but a real opportunity







-
of course, that’s only if there is a 

fiduciary obligation in the first place





h.
Cardozo uses the term punctilio





i.
a point of honor – a dueling term






ii.
not exactly correct





iii.
“finest loyalty” – only extends to the scope 
of the venture







-
for example – NOT a law firm and 
business ventures







-
NOT making movies and selling 
groceries





i.
Cardozo says that a trustee is held to a standard 
stricter than the morals of the marketplace
i.
and he assumes a trustee standard for this 
case

-
courts sometimes use that standard 
for breaches
ii.
but these guys are NOT trustees


-
and trustees ARE held to a higher 
standard
iii.
partners are held to the marketplace standard
iv.
business is risks

-
trustees need to preserve the 
investment and avoid risk


-
but partners need to take risks, to bet 
on the marketplace





v.
see RUPA 404(b)







-
today’s standard







-
different from Meinhard v. Salmon







-
(1) → 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






-
(2) → to refrain from dealing with 
the partnership in the conduct or winding up of the partnership business as or on behalf of a party having an interest adverse to the partnership






-
(3) → to refrain from competing 
with the partnership in the conduct of the partnership business before the dissolution of the partnership




j.
if we ignore the trustee/super high standard 

language, and assume the case stands for disclosure and opportunity, does it still stand?






i.
you have the issue of scope of the venture






-
needs to be the same scope






ii.
and also → the issue of scope in terms of a 

limited joint venture not extending beyond it’s terms







-
and Cardozo saying it does, Andrews 

saying it doesn’t






iii.
but Siegel says that the best advice is to give 

the other disclosure and opportunity to compete






-
because note in this case → the 

opportunity and discussions involving Salmon and the other guy happened before the agreement with Meinhard was over (but the discussions were about something to happen after)





h.
can the fiduciary obligation be limited ahead of 

time?






i.
take the example of someone who runs 4 

malls with 4 different partnerships






-
he send a tenant to one mall instead 

of the other 3







-
the other 3 cry foul







-
this violates the duty of loyalty






ii.
you can change things in the partnership 

agreement

-
404(a) → only need to worry about loyalty and care (the mall example being about loyalty)

-
so look at 103(b)(3)







-
you can’t eliminate the duty of 

loyalty
-
but you CAN change it







-
103(b)(4) → can’t unreasonably 

reduce the duty of care







-
103(b)(5) → can’t eliminate the duty 
of good faith and fair dealing






iii.
so why say that you can change loyalty but 

not eliminate it?







-
#1 → to alert people that court’s 

won’t enforce an elimination as against public policy







-
#2 → if a statute doesn’t provide 

this, courts will find it defective as against public policy and invalid





iv.
so what is left of Meinhard v. Salmon after 

103(b)(3)?
-
you can do anything but totally eliminate duty of loyalty
-
typical language: “partner can do anything as long as it is in good faith”

-
at the most base level → don’t steal
-
the morality of the marketplace

-
but, going down that road could go too far → unreasonable fees and people acting for personal benefit






v.
and note that M v. S is loyalty – 404(b) – 
NOT care – 404(c)



B.
AFTER DISSOLUTION




1.
Bane v. Ferguson





a.
this is duty of care




b.
he was out of the partnership (law firm)






i.
and it was dissolved because of negligent 

mismanagement






ii.
so he lost his pension





c.
one problem is that to violate the duty of care, needs 

to be gross negligence, reckless conduct, intentional misconduct, or knowing violation of law






i.
this probably didn’t fit that





d.
but hey, he was not longer a partner anyway, so he 

has no claim




e.
he should have insured his pension





f.
principles to live by: (with the best first)






i.
cash now! (not later)






ii.
or get a 3rd party contract (insurance)






iii.
or get a security interest in property






iv.
or get an unfunded promise to pay (risky)





g.
one of the most highly negotiated parts of a 
partnership agreement is the exit


C.
GRABBING AND LEAVING




1.
Meehan v. Shaughnessy





z.
duty of loyalty





a.
law firm peeps secured many clients while denying 
they were going to leave, then they left




b.
fiduciary violation:





i.
soliciting clients without telling the firm or 
informing the clients of a choice






ii.
it’s NOT the leaving, finding space, or 
starting a new firm without telling






iii.
it’s the competition aspect → the clients





c.
the court sets up a rule:





i.
need to give the clients a choice





d.
the question is: the extent of partner leaving and 

competing






i.
this can be modified by contract terms







-
such as non-compete clauses







-
which can be common for upper 
management







-
although courts sometimes find those 

to be overreaching, depending on industry, physical distance, time






-
to ensure it will upheld → combine it 

with a consulting contract



D.
EXPULSION

1.
Lawlis v. Kightlinger & Gray





a.
facts: guy became an alcoholic and they expelled 

him from the firm (he was a partner)




b.
there was a provision in the agreement on 

expulsion: 2/3 of the senior partners can expel someone upon the terms and conditions as set by the senior partners





c.
expulsion is an issue of the management




d.
see RUPA 401






i.
401(i) → a person may become partner only 

with consent of all the partners






ii.
401(j) → a difference as to the ordinary 

course of business can be decided by a majority







-
something outside the ordinary 

course of business or an amendment to the partnership agreement can only be decided by all of the partners





e.
601 → on expulsions






i.
says you can expel pursuant to the 

partnership agreement






ii.
so by negative implication, if it’s not in the 

partnership agreement, it’s a big deal






iii.
if not in the agreement →







-
the partner would need to consent







-
or have done something bad






iv.
otherwise → the expulsion is a wrongful act







-
with lots of remedies, including 

damages







-
or winding up the partnership itself






v.
as a general rule → you can’t get rid of a 
partner, in absence of a provision in the agreement, without going to court





f.
so they are okay at first because they followed the 

agreement





g.
so the next issue becomes whether they acted in bad 

faith






i.
the court says that an expulsion requires 

good faith

ii.
except they had a “no cause” clause in the 
agreement

iii.
so the court sides with them

iv.
but they would have had a problem if their 
only problem with him was that they didn’t like him






v.
but he had become an alcoholic, so the court 
said it was fine






vi.
but if the only issue with him was that they 
didn’t like him, the court might have said the agreement was not valid because it allowed them to expel someone in bad faith/predatory purpose

-
or maybe the court would have just 

said you can’t expel in bad faith






vii.
although, as a general matter, if there is a 
provision in the agreement, freely negotiated, then they are all stuck with it





viii.
the court says that if there is a no cause 

clause, the expulsion is in good faith unless there is a wrongful withholding of money or property legally due to the expelled partner at the time he is expelled






ix.
but Siegel said that the outcome here would 

be different if he was not an alcoholic





h.
best → to make agreements more fair, more 
tolerable by the expelled person and the courts, have the expulsion provision call for compensation


3.
PARTNERSHIP PROPERTY


A.
Putnam v. Shoaf




1.
see RUPA 201(a) → partnership is an entity distinct from 
its partners



2.
RUPA 203 → partnership property is different from 

personal property



3.
for example → say A & B are tenants in common → they 
make a partnership (or corporation) and convey their property to the partnership (or corporation)




a.
now, they don’t have anything, the partnership or 
corporation does





b.
this is a key point



4.
so it follows that if you convey your interest in the 

partnership, you no longer have an interest in the partnerships property




a.
you are done




5.
that’s basically what happened in this case





a.
the woman sold her interest





b.
then the partnership got a big settlement





c.
she sold, so she no longer has an interest in the 
partnership





d.
and whatever the partnership’s interest was in the 
settlement was separate from her interest






i.
even if the frauds giving rise to the 
settlement occurred while she was part of the partnership, it was all partnership property and partnership interest, and she sold out





e.
she’s done





i.
she had no personal interest






ii.
and she sold her interest in the partnership




6.
so why is there any confusion about this?




a.
because there are two aspects of the partnership that 

can be personal:





i.
liabilities of the partnership can be visited 
on the partners







-
some organizations can limit 
liability, like LLPs, but not general partnerships





b.
tax law → the partners pay taxes, not the 

partnership



7.
but RUPA 201 and 203 → mean what they say




8.
RUPA 204 deals with when property becomes partnership 

property versus personal property

a.
evidentiary rules

4.
RAISING ADDITIONAL CAPITAL


A.
the financing of a partnership

1.
getting more money for the partnership after it has already 

started



2.
the most common reason for bankruptcy of a partnership is 
a lack of funding





a.
so you want to start out with a mechanism for 
getting more money when it is needed





b.
where to get additional money:






i.
credit lines






ii.
or set up the partnership so that the partners 

can/must contribute more if needed







-
if they don’t, you can sue 

(complicated)






-
better is to just reduce the percentage 

they are entitled to





c.
if you know it is a losing cause, you refuse to pay 

any more






i.
but sometimes you can’t just walk away 

because you signed a promise to pay, a note they can call in, so then they sue you



B.
start with this:




1.
in a corporation, people with an interest have shares of 

stock → there are different kinds, but it is usually or can be on paper




2.
but for partnerships (at least general partnerships) → there 

is no piece of paper


C.
there are three interests that partners have that can be more or less 

realized


a.
just remember it can and should be altered by 

agreement, because otherwise the RUPA says equal division

1.
management → a voice in what the partnership does

a.
in a corporation → stock gets you a vote, and you 

can get more votes by getting more shares


b.
but in a partnership → it’s an equal division, one 

person, one vote

i.
of course, contracting can change that





c.
so in either case, shareholder democracy is really an 

oxymoron





d.
but in the default setting, why would partnerships 
be one person, one vote but not in a corporation?





i.
because a partnership involves personal 
participation





ii.
a corporation is delegated responsibility





iii.
also, partnerships involve personal liability





iv.
corporations do not involve personal 
liability





e.
look at RUPA 301 → 





i.
each partner is an agent, a participant






ii.
this can be change via contract






iii.
but let’s start with the standard model




2.
financial rights - two of them → #1 → interest in capital




a.
interest in capital






i.
each partner has a capital account






ii.
it’s like the balance of what has been 
contributed by that partner to the partnership






iii.
it is increased based on how much money 
the partner contributed







-
for example → law firm partners are 
required to make a large capital contribution






iv.
and remember, it’s not the partner’s money 
anymore, it is an interest in the organization, like stock






v.
also, you share of the profits of the 

partnership go into your capital account






-
you don’t get cash based on the 

profits, just like with stock







-
you get cash when those with the 

power decide to make a distribution → and the distribution can be some of your original contribution, or some of the profits






vi.
you also share the losses






-
which can be enough to cause a 

capital account to become negative







-
and that becomes YOUR 

PERSONAL obligation to the partnership






vii.
the capital account is always a dollar amount




3.
#2 → interest in profits/distribution




a.
this means a defined mechanism for dividing the 

profits among the partners





i.
it can be equal






ii.
it can be based on a percentage





b.
capital account is always a dollar amount





c.
so for example:






i.
imagine five partners, each gets 20% of the 

profits, and they end up with (in their capital account):

-
A→ 1 million

-
B → 500 grand

-
C → 500 grand

-
D → 200 grand

-
E → zero






ii.
how is that possible?







-
A put in the money






-
E brought in the clients






iii.
so their capital accounts are calculated 
separately






-
even though they get the same 

percentage






iv.
compare that to a corporation → the 
percentage of the profits a person gets is determined solely by how much money has been contributed




d.
distributions are less than profits






i.
that’s because of expenses?






ii.
better → they give you profits for the 
coming year based on an estimate, because you need/want the money then
-
but they give you less than the 

estimate







-
they want to hedge against the 

possibility that the estimate is off






-
so if they meet the estimate, they will 

give you extra, or else apply it to the next year





e.
RUPA 401 →






i.
401(a) → says that each partner has a capital 

account, or is deemed to have a capital account if it’s not in the agreement






ii.
401(b) → equal profits (but that can be 

changed, of course) → and losses applied at the same percentage as the profits are






iii.
401(f) → equal right to management (can be 

altered, though, I believe)





iv.
no compensation for services to benefit the 

partnership, except for services rendered in winding up the partnership






v.
any of those above can be altered by 
contract






-
but those are the default





f.
law firms calculate the percentage based on 

“contribution”





i.
and that can be business, billings, clients, 

collections, new clients, capital contribution, seniority, fixed percentage based on anything, number of billable hours, or dollar amount of billings




g.
look at Meehan v. Shaughnessy → where some of 

the partners took some clients and made a new firm






i.
the subtext is that maybe they were being 

more profitable than the others, so they wanted to leave and stop supporting the others






ii.
the might have just left because they felt 

they were entitled to a larger percentage





i.
profits could also be divided based on line of 
business






i.
so things could be calculated based on each 
department





j.
or a combination of multiple factors





k.
partnerships don’t usually make their arrangements 

public




l.
tax concerns?





m.
what difference does it make how profits are 

divided?






i.
the answer is that it can affect people’s 

conduct






ii.
for example → lawyers paid based on time, 

doctors per surgery






iii.
just keep in mind that the way a person gets 

compensated affects/dictates people’s lives






iv.
if working harder gets you nothing more, 

people won’t work harder, for example





n.
next we will learn how to tie this all together to 

raise additional capital





o.
and remember, this is all the subject of the 

partnership agreement






i.
we can make things the way we want them


5.
THE RIGHTS OF PARTNERS IN MANAGEMENT



A.
National Biscuit Company v. Stroud




1.
remember that the acts say that differences in the ordinary 

course of business can be decided by a majority of the partners




a.
not the ordinary course of business → need a 

unanimous vote




2.
but what if there are only two people?





a.
you can solve it ahead of time in the partnership 

agreement so that one person decides
i.
based on financial contribution

ii.
or a committee

iii.
or profits generated

iv.
or any way





b.
large partnerships can’t do anything by a vote, so 

they use committees a lot






i.
like law firms






ii.
must be in the agreement though






iii.
see Sidley v. Austin




3.
but what if there isn’t anything on the matter in the 

agreement?





a.
trouble






i.
RUPA 401(f) says equal rights of 

management is the default rule






ii.
RUPA 301(1) → each partner is an agent





b.
the facts here are → A & B are partners






i.
A says to B not to buy bread






ii.
B does anyway




4.
rule is → half is not a majority





a.
so B is not bound




5.
if there was a majority, they would need to tell the seller 

not to sell
a.
between 301 and 401, it’s a matter of internal and 
external rights

b.
if they minority can be bound at all (internally), 
sellers would need to know of the decision (external)




6.
BUT also note that, changing the rules so that B can’t buy 

bread, is not the ordinary course of business




a.
you are basically changing the agreement, taking 

away B’s authority





b.
and that requires a majority → to change the 

agreement/outside the ordinary course of business





c.
so the only options would be:





i.
change the partnership agreement via 
unanimous vote and tell sellers






ii.
 OR, dissolve the partnership → walk away







-
602 → says you can dissociate any 

time, it may be wrongful, but you can stop the liability






-
like pulling the emergency brake on 

a train → it is stopped, but you might get into trouble






iii.
OR expel?



7.
hypo → law firm with 8 partners





a.
one takes bad clients





b.
you could only expel or dissociate






i.
there is no use for the guy at all → different 

from the isolated bread issue





c.
so it is better to set things up ahead of time



B.
Summers v. Dooley




1.
they were collecting trash




a.
S wanted to hire another guy





b.
D refused





c.
S hired anyway, D wanted money back




2.
court awards the money → but that is the minority of 

jurisdictions
a.
he did continually voice objections, which mattered 

to this court, but that wouldn’t matter in the majority of jurisdictions




3.
for something like this → taking away authority to hire 

another guy → which is outside ordinary business → and you can’t get a unanimous vote obviously → dissociation is the only option usually

 


4.
in the majority of jurisdictions:




a.
need the majority of partners for ordinary business 

matters





b.
need unanimous for not ordinary





c.
otherwise dissociate or expel





d.
or else you are bound → and court won’t get you 

paid back




5.
if there are only two partners (or an even number)





z.
have a proviso for who decides if an impasse?






i.
but if you just can’t get along you will want:

a.
draft the agreement so that you can dissociate by agreement and it’s not a big deal





b.
dispute triggered exit





c.
who will continue?






i.
have a bidding




6.
distinctions:




a.
one bread purchase is ordinary





b.
decision about all is not



C.
Day v. Sidley & Austin




1.
he’s not happy about how he’s being treated by law firm



2.
but he’s stuck → the agreement controls





a.
unless bad faith, the agreement will control usually





b.
assume courts will enforce it





c.
don’t bet on anything that’s not in the agreement


6.
PARTNERSHIP DISSOLUTION


A.
THE RIGHT TO DISSOLVE




0.
Introduction





a.
difficult because they are decided based on older 

versions of UPA (29-32) – but still some remaining doctrinal value

i. plus they are sitting in equity, so they can fashion a remedy based on what they think is fair, and who they think has cleaner hands
b. core problem – drafting a contract so that it is clear and enforceable (still need to know the background law for this)
c. old UPA – dissolution and winding up are different

i. dissolution is when any partner leaves the partnership
ii. which doesn’t necessarily lead to a winding-up

iii. new RUPA – replaces “dissolution” with “dissociation” – which is a better word for it
iv. winding-up is when the business is closed down and sold off

· but sometimes it’s not split up

· it is kept whole, and the proceeds are divided up among the partners

· and sometimes the buyer is actually one of the old partners

· which is what happens in some of the cases we have

v. RUPA 601 – dissociation – when a partner leaves
· can be rightful – which means according to the agreement
· or wrongful – if it’s in violation of the agreement

vi. so what happens when a partner leaves, be it rightfully or wrongfully?
· does he get paid off or not?
· how much? (value v. damages)

· when?

· how secure?
1.
Owen v. Cohen





a.
in a two-person partnership, dissolution/dissociation 
automatically leads to a winding-up
b. here, defendant was being mean

c. question is:

i. who leaves

ii. who gets the business

iii. do both get paid

iv. is there a sale where they both can bid?

d. why does the plaintiff go to court instead of just saying he dissolves/dissociates – which he could do at any time?

i. because he doesn’t want it to count as a wrongful act

ii. seeking access to the court does not count as wrongdoing

iii. nor is seeking to dissolve/dissociate

iv. and if you go to court and the court says that you are the clean one – you can go ahead safely without risking damages and liabilities
v. but sometimes no time to go to court if the partnership is plowing itself into debt in the meantime
vi. RUPA 601(5) – court can expel a partner for wrongful conduct materially adverse to the partnership
vii. RUPA 801(5) – court can wind-up if partnership purpose is frustrated or not reasonably practicable

e. here, court dissociates, winds-up, and says the defendant can’t say anything because of his wrongful conduct

i. nor can he look to the partnership agreement, because of his wrongful conduct

f.
also note


i.
court said that a sum of money was 

advanced by a partner, to be paid back as soon as possible, so partnership was for term reasonably required to pay back the loan

2. Collins v. Lewis

a.
another plaintiff wants court to dissolve/dissociate 

him and wind-up because of a conflict between the two
b.
the jury denied relief

c.
in general, courts don’t want to use equity to end a 

business, so they want the plaintiff to show a lot of wrongdoing


i.
here the court didn’t see enough, noted 

either party can wrongfully dissociate, and then gave the whole mess back to the parties


ii.
note the subtext – plaintiff was being 
oppressive, wanted to use dissolution/dissociation to call the loan from the bank (which he happens to be a shareholder of)





d.
Siegel noted that courts have always had equity 
power, but the question is if they want to use it or not




3.
Page v. Page




a.
here, court found no implied term in the partnership 

agreement





i.
so it was therefore at will






ii.
as opposed to for a term or specific purpose





b.
and the rule is: if the partnership is at will, and 
nothing banning it in the partnership agreement, any partner can dissolve/dissociate any time, or “at will” and it’s not wrongful





i.
and if there are two partners, as here, that 
will lead to a winding-up



B.
THE CONSEQUENCES OF DISSOLUTION




0.
INTRO




a.
if someone leaves or is ousted, what rights does he 

or she have?




b.
if it leads to a winding-up, the question is how to 

divide it




c.
if it doesn’t get wound-up, how much should the 

person get paid?





d.
RUPA 701 – better than old UPA (buyout)





i.
and of course the partnership agreement can 

modify 701





e.
the rule for a buyout is: if not wrongful: he gets his 

share of which ever is greater





i.
amount from liquidation






ii.
or amount if sold as a whole





f.
but if it is not being sold or liquidated, it is hard to 

know what it is worth





i.
that is why it is important to have something 

on valuation in the partnership agreement





g.
RUPA 602(b) & 602(c) – wrongfulness/damages





i.
602(b) – wrongful if agreement is violated 
or expelled by a court for wrongfulness, etc.





ii.
602(c) – damages if wrongful




h.
701(h) – if wrongful the partner gets less and later 

(after undertaking finished)






i.
if rightful – he gets cash up front




1.
Prentiss v. Sheffel





a.
3-man partnership




b.
the two want to buy the partnership at an “entity 
sale” or judicially supervised dissolution sale

i.
and leave the third guy out





c.
the third guy cries wrongdoing






i.
the court doesn’t see it, though




d.
and says it was a partnership at will, so they can do 

this – it’s fine




e.
they wanted dissolve, he wanted windup






i
court notes that he wasn’t attacking the sale 

as improper, just that they were allowed to bid






i.
court sees no evidence of wrongfulness, so 

it’s fine




2.
Monin v. Monin





a.
a fiduciary violation




b.
two brothers dissolve, Charles wins auction for 
assets, Sonny takes to most valuable things anyway – the milk routes





c.
when Charles won the auction, Sonny should have 
withdrawn his name from consideration for the milk routes, and by not doing so, he violated the fiduciary duty




d.
so, even after dissolution/dissociation, can’t take a 

key asset without the other partners knowing and approving, especially when another is entitled to it




e.
Sonny had a duty when it came to the most valuable 
asset – the milk routes






i.
to be fair – absolute fairness





ii.
and since he sold to Charles – to withdraw 
his name





f.
he can’t just take the most valuable asset for free






i.
he can’t just take the most valuable asset




3.
Pav-Saver Corporation v. Vasso Corporation





a.
UPA 38 → if you wrongfully dissolve, you get the 
asset value not the entity value (asset value is less because it doesn’t include the good-will of the business)





i.
and you don’t get damages – you lose 
damages maybe





b.
 PSC wrongfully dissolved





i.
so loses value of the good-will





c.
but the patents → supposed to go to PSC when 
dissolution (according to agreement)






i.
but can stay with partnership as long as 
partnership is in place → in fact they are needed for the business





ii.
here, it was wound-up because only two 
partners, so the original partnership is gone, so the patents shouldn’t stay with the partnership → but that is what the court did






iii.
court ignores the agreement, looks to statute, 

says the patents are needed, they stay with the partnership




d.
this is a bad holding






i.
PSC should have gotten the patents





e.
the lesson is to be clear and comprehensive when 

drafting the agreement

i.
should have written:

-
if dissolution: this


-
if winding up: that


-
etc.


-
instead they say “expiration of the 

partnership”?




4.
issues to work out for leaving





a.
possible reasons include:






i.
retirement, dispute, death, voluntary buyout






ii.
each might mean different payout amount 
and timing






iii.
like if death, might want installments to 
family, or interest goes whole to a survivor, or life insurance to cover amount and timing






iv.
but there is no retirement insurance, so 
might prefer the installments






v.
if a dispute, may be a disagreement over 

valuation




b.
valuation approaches






i.
cashflow, potential for profits, use of 
comparables, book value (clear but may not capture full value), annual agree-upon value (most likely to reflect partner’s judgments), value based on the capital accounts





ii.
best is when everyone finds the value 

reasonable





c.
deferring payments over time is risky, because 

undiversified






i.
investment wisdom is diversified 

investments






ii.
this puts all in one place, so if the business 

has problems, can lose all






iii.
best is of course, “cash now”



C.
THE SHARING OF LOSSES




0.
intro





a.
can’t always predict courts, but you presume they 

will enforce the agreement





b.
to get value:






i.
can use formulas or book-value (which is 

simpler)







-
book value leads to a lower number, 

however, so why do it?







-
because t is easier, makes it possible 

for partnership to survive (when a larger capital account payout might be too much), and to discourage people fro leaving





c.
the lawyer’s role is to not just be a scrivener






i.
but to understand why they really want and 

draft for that




d.
contingencies might arise later, but you set a 

measure ahead of time and ignore those contingencies

i.
for example – if you get ¼ interest


-
and 1 million startup


-
you get 250,000


-
but true value may be 1.2 million


-
or less or more depending on lots of 
factors


-
that’s why when you include 
contingencies, you get uncertainty


-
so it might be better/easier to just go 

with a fixed amount




e.
estate tax issues:






i.
if it is a family partnership, book value 
might be better






-
because then, the extra value stay in 
the partnership, gets saved from estate tax, and it is like a gift to the survivors






ii.
but if building are owned, their value may 

have gone up a lot, so book-value might not reflect that, so there might be a big difference






iii.
why not book value?







-
because if there is a dispute among 

the family members, low valuation produces a bad result







-
people get more or less than maybe 

they should





f.
you can never rely on people’s good faith






i.
“as long as we are friends now, let’s write it 

down, and write it down fair”




1.
Kovacik v. Reed





a.
RUPA 401 – parties share profits and losses equally





i.
that is the default rule





b.
but here, ignorant judges said Reed doesn’t share 

losses because he contributed labor, Kovacik gets all losses because he is the only one to contribute money





c.
that is wrong, 401 notes specifically say that losses 

and profits are equal even if one or more parties contribute no capital





d.
another lesson to draft a clear agreement




2.
G & S Investments v. Belman




a.
asking the court for dissolution does not cause 
dissolution




b.
they can continue the partnership because the 
agreement says so




c.
and the agreement also controlled the payout 

amount





i.
which was the capital account plus a 

formula





ii.
which was much less than fair market value



E.
LAW PARTNERSHIP DISSOLUTIONS




1.
Jewel v. Boxer
a.
UPA 18(f) – no compensation for services to the 
partnership





i.
except a surviving partner is compensated 
for winding-up the partnership affairs





b.
this court takes that to mean that you get 

compensation only when you are the only partner left





i.
and here, since there are several partners, 

they split things equally






ii.
most other courts don’t require that – the 
people who do more work get more compensation when it comes to winding things up





c.
but – put things in the agreement – even if it is 

unlikely to happen




2.
Meehan v. Shaughnessy





a.
even with a good agreement → you have the 

problem of what happens prior to dissolution






i.
how are unfinished things wrapped up






ii.
how are things separated





b.
here, they had a good agreement that spoke to these 

issues


7.
LIMITED PARTNERSHIPS



A.
intro



1.
LLPs tend to be the default form used now





a.
they have the same rules as for general partnerships 
(RUPA)





b.
so the partners can have the same rights as in a 

general partnership




c.
but not so for LPs




2.
and remember that under the RUPA you don’t need an 

agreement or filings

a.
but under tax law, partnerships need to file a tax 

return


i.
don’t need to pay taxes, but do need to file

ii.
for all partnership kinds

b.
assumed business names → need to be filed in most 

states


i.
not something that involves real names like 

“Siegel and Slain”

ii.
but yes something made up like “NY 

Business Partnership Number 26”

c.
but general partnerships don’t need to file to be a 

partnership


i.
but LPs and LLPs do



B.
LPs




1.
an institution held captive by its history





a.
goes back to the 19th century






i.
used by businesses who wanted to make it 

easier to raise capital during a time when it was harder to make a corporation





b.
goes like this:






i.
in general partnerships, partners can be 

liable for all losses, even beyond their investment






ii.
then there was the industrial revolution, and 

people wanted to raise large sums of money







-
and people wanted to contribute 
without liability





c.
so you get two classes of investors





i.
those who manage and are liable for losses






ii.
and the investors, who put in money but 
have no management control, and no liability for losses beyond the investment







-
they are not named in the filing, 
have no management duties or power, but they are listed in the agreement






-
to lose liability, you give money, but 

give up management control





d.
does it makes sense?





i.
well, it’s a creature of the times






ii.
with some reasons left for its use





e.
special tax features






i.
corps get taxed twice → when the 
corporation makes the money, and when the money goes to the shareholder






ii.
partnerships → only taxed once






iii.
so the whole point of the LP is to avoid the 

double taxation







-
assuming yearly payouts







-
which not everyone does





f.
RULPA 76 w/85 amendments





i.
use this one, not the 2001 version






ii.
reason → I think the 2001 is not in use






iii.
and states used to enact the uniform laws 

without changes







-
but they stopped doing that → they 

started to make changes







-
and some enacted the ’85 

amendments, some didn’t







-
so there is no uniformity, it’s a 

matrix, and you need to look at the specific state’s laws






iv.
and remember, you can register in one state, 
and do business in another







-
and for internal relations, they use 
the law of the state you register in, so you might end up with one state interpreting the laws of another







-
so you get different interpretations 

sometimes




g.
the LP






i.
more history and precedent, so it is favord 

for that reason




2.
the next class → more on LPs





a.
it is formed by filing a certificate with a state office





i.
which office depends on the state






ii.
it is a public document







-
some states have it online





b.
RULPA 201 → what is filed is not much





i.
name, address, name and address of each 
general partner, when they can dissolve, anything else they want





ii.
NOT limited partners, management 

structure, capital, profits, etc.
-
but that is all in the agreement

-
which is not public






iii.
but note that need and want to file more







-
information on the stock







-
but not who owns the stock





c.
so you can form an LP with the filing alone






i.
but just like with a general partnership







-
you can foul things up a lot with a 

bad agreement





d.
a tendency to use LPs to set up substantial projects 

with outside financing






i.
you don’t need to disclose who gave the 

outside money






ii.
often it is disclosed, however




3.
RULPA 303(a)





a.
needs to be at least one general partner





b.
limited partners are not liable to third parties






i.
UNLESS → they participate in control of 

the business
-
then liability to people transacted 

with if they reasonably believe he/she is a general partner






ii.
see Holzman v. De Escamilla → take part in 
control of the business, and liable as a general partner





c.
shareholder in corps can participate can not be 
liable






i.
so why the difference in LPs?







-
because the statute says so






ii.
makes any sense?







-
no







-
they are used for tax purposes, so 
they should be allowed to do some things





d.
new in RULPA





i.
the limited partners can do some things






ii.
the cases created ambiguity about what they 
could and couldn’t do






-
so 303 cleared that up






iii.
reverse Holzman → allows lots of 

participation







-
so you can stay limited unless you 

are THE MAN







-
and even if lots of control – the 

plaintiff must show a reasonable belief that he/she was a partner





e.
why do they want to participate?





i.
to protect their investment





f.
end result






i.
you can have an LP for tax purposes that 
functions much like a corporation




4.
need at least on general partner




a.
which is often a corporation





b.
what if the general partner is a limited liability 

entity itself?






i.
it still works





c.
but the general partner usually have some money




5.
third day – finishing with LPs





a.
lesson for the day:






i.
plan for tomorrow today






ii.
make investments to hedge against risk






iii.
bad things will happen, just a matter of 

when





b.
remember, need one general partner, and there can 

be several limited partners





i.
the general partner is often a corporation







-
and the corporation is often in the 

business of real estate, so it can be a general partner in several partnerships







-
has some capital






ii.
the limited partners are not usually 
shareholders of the general partner corporation





c.
conditions that need to be satisfied for tax 

advantages (this is tax law with substantive effect)

i.
general partner needs substantial 

capitalization





d.
this structure was attacked in Texas → 

unsuccessfully





i.
common in other countries also





e.
the main reason is: TAX LAW

III – THE NATURE OF THE CORPORATION


0.
INTRO



A.
as with most of this course, it is mostly state law




1.
incorporate into a state





a.
a few federal corps → like USPS, FDIC, 
Smithsonian





b.
D.C. counts as a state




2.
history of corporation law is history of state law





a.
3 states competed → NJ, NY, Del.




3.
used to be incorporated by governor or king




a.
as an act of grace





b.
whatever terms the state liked






i.
often very restrictive






ii.
such as where the annual meeting would be 
held, and management structure




4.
so the early competition between the states centered around 

easing these restrictions
a.
and Delaware pulled back the restrictions before the 

others, so that is why people like it
b.
“liberalization of the corporate laws”


i.
means opening it up to different ideas, 

conceptualizations, etc.

c.
Delaware kept the corps by being very liberal with 

the corps


i.
although that is not completely true

d.
but to get back to the history → the corps went 
where the laws were more liberal


i.
(side-note – we say “anti-trust” instead of 
“anti-corporate” because these all started out as trusts in the Mass. trust form)




5.
also – early emergence of a conflict principle





a.
“the internal affairs doctrine”





b.
conflicts of laws






i.
constitutional principle →







-
if incorporated in one state, the 

others should also recognize it (full faith and credit clause)






ii.
conflict of laws – 







-
for internal affairs, apply the rule of 

the state of incorporation







-
even if in another state





c.
so if you can use one state’s laws although doing 

business somewhere else





i.
you incorporate in the most favorable 

jurisdiction






ii.
it appears to be binary today







-
they go to the state they are doing 

business in







-
or Delaware




6.
more about state corporation laws and Delaware




a.
if you look at the present state of affairs






i.
some states stand on their own






ii.
and the rest follow the model business 

corporation act





b.
there were moves to make a federal corporation 

law, the constitutional nexus is there





c.
there are some advantages to a uniform national law






i.
but it will never happen






ii.
so they made a model act






iii.
it is similar to Illinois laws







-
it’s not bad – it’s fairly liberal





d.
but Delaware is prevalent






i.
and why, with the model act and all?






ii.
one reason is they have the Delaware laws 

going back to the 1930s, using the same numbering






-
(they will insert things into the 

middle)






iii.
and the U.S. uses common law







-
and Delaware kept the same 

language, unless necessary to change






iv.
and Delaware has a large body of 

interpretation






-
so their law is clearer






v.
they decided to retain the separation 

between law and equity







-
and corporation law is equity







-
and they send the most sophisticated 

judges to equity → so the most sophisticated judges do corporation law








-
(in other states your judge 

could be any yahoo)






vi.
also → they act quicker







-
you get a ruling much faster







-
something they market






vii.
and they have a certain group that handles 

revisions for corps







-
so revisions happen much faster than 

in other states







-
all the new law ideas get enacted 

there first, before the other states






viii.
also → lots of commentary






ix.
perception that it is better for corporations 

there →







-
do they lie down and play dead? no







-
they do protect people





e.
but sometime you might prefer your local state – the 

one you do business in






i.
it’s closer and more convenient






ii.
your local counsel knows the local laws 

better




7.
if you file in one state, and do business in another, you 

don’t need to do anything special





a.
except for register as a “foreign corporation” or else 

there can be monetary penalties




b.
why require that?






i.
because filing in a state amounts to consent 

to being served there →







-
that avoids venue and jurisdiction 

problems







-
which the state they do business in 

wants






ii.
also → filing in the state lets people know 

how to contact you






iii.
taxation:







-
taxes are based on where you are 

doing business







-
as many states as that includes







-
it gets expensive and complicated







-
just shipping stuff doesn’t count







-
what does count are things like: 

employees, offices, manufacturing



B.
incorporating a corporation




1.
start with the statute, then look at cases and/or annotations




2.
RMBCA → 2.01





a.
one or more persons can sign the articles of 

incorporation and file






i.
that establishes the corporation





b.
2.02(a) → must set forth:






i.
name (which can be an issue, need to clear 

the name in each state)






ii.
# of shares to issue







-
not just the number but the kinds of 

stock, which reveals the capital structure






iii.
address






iv.
and that’s it






v.
can be an unlimited life if nothing else





b.
2.02(b) → may set forth:






i.
these are used to govern the corporation







-
to establish the way you want it







-
and make it public





c.
filing the papers is easy





i.
but writing it well can be hard






ii.
don’t need to publish anything






iii.
don’t need to get anything appraised






iv.
don’t legally need capital







-
of course you do in reality, though


1.
PROMOTERS AND THE CORPORATE ENTITY



A.
the promoter




1.
puts the corporation together





a.
fiduciary duties to the corporation





b.
and obligations to third parties for pre-incorporation 

commitments



B.
Southern-Gulf Marine Co. No. 9, Inc. v. Camcraft, Inc.




1.
you would think the corporation is created first, and then it 

makes contracts




a.
but often the contracts are entered into before the 

corporation is formed





b.
so one party is contracting with a corporation that 

doesn’t exist




2.
here, defendant wanted to get out of the contract because 

the value of his boats had gone up

a.
but the court says that if the corporation gets 

incorporated, and it isn’t very different from how it was supposed to be, and adopts the contract without substantial change, then the other party is bound

b.
it’s estoppel → it was a contract with intention to be 

bound

i.
basically → he contracted with the non-

existent corporation, so he can’t later deny its existence




3.
the corporation doesn’t need to be identical to the way it 

was supposed to be





a.
just shouldn’t be substantially different




4.
does it go both ways?





a.
what if the buyer corporation to be incorporated 

never does incorporate?





b.
well, there could be an option contract, meaning a 

separate contract in which you pay extra to be able to proceed or not





c.
but what if you don’t do an option contract?






i.
you can say the contract is a nullity






ii.
or you can enforce against the actual person 
who signed it (he will be liable)







-
if he doesn’t sign it as an individual, 

the court will say he made a warranty







-
so if the corporation never forms, he 

will for sure be liable




d.
so we solved the mutuality of contract issue → it 

does go both ways




5.
what if the corporation does form but doesn’t accept/ratify 

the contract?





a.
then the individual is again, liable personally 

(warranty)




6.
what if it forms, accepts, but doesn’t have enough money




a.
the signer is again liable




7.
what if it forms, accepts, and has capital





a.
the signer is still liable





b.
some courts say primary, some say secondary




8.
what if once corporation is formed, he puts in a new 

contract that the corporation releases him from liability and accepts the old contract? → that can usually get him off the hook




9.
so again, why do it this way?





a.
it seems like it would be better to make an option 

contract or incorporate first





b.
the answer is that people are stupid





c.
it made more sense 75 years ago when it took 

longer to incorporate (months)






i.
but now you can incorporate fast





d.
so it’s just sloppy


2.
THE CORPORATE ENTITY AND LIMITED LIABILITY


A.
INTRO




1.
why is limited liability part of corporations?




a.
because we could/should ask if the piercing is 

technical or due to not fitting the reasoning




2.
let’s start with a corporation not legally formed





a.
can’t pierce because no corporation





b.
the legal forming of a corporation is a condition 

precedent





c.
there is some old case law that if there is a good 

faith effort to incorporate, you can still have limited liability




3.
but as a general matter




a.
no limited liability unless a validly formed 
corporation





b.
and needs to be carried on as a corporation






i.
that means a board of directors






ii.
adequate capital






iii.
meetings






iv.
minutes of the meetings taken






v.
etc.




c.
if those two rules are satisfied, the general rule is 

that shareholders are not liable





i.
with some cases holding they are liable


B.
Walkovsky v. Carlton




1.
he was hit by a cab, he wants to get Carlton, who is 

stockholder of several cab corporations, and is allegedly trying to defraud the public





a.
Carlton owns the stock of several taxi corporations




b.
each has two cabs





c.
minimum insurance





d.
main asset is the medallion, which is judgment-

proof





e.
it is broken-up that way on purpose – to insulate the 

assets from liability because of accidents



2.
court says no piercing





a.
Judge Keating dissents




3.
doesn’t necessarily mean you can’t go horizontal among 

corporations, but it does mean you can’t get the shareholder



4.
minimum capitalization, and minimum insurance





a.
and other requirements satisfied





b.
Keating thinks not okay





c.
California case to the contrary → insurance far 
below the potential for liability → you can pierce





d.
rest of U.S. follows NY approach




5.
rule is:





a.
despite minimum capitalization and insurance, has 

not charged that shareholders are actually doing business in their individual capacities, shuttling personal funds in and out of corporations without regard to formality and to suit their own immediate convenience



C.
Siegel’s hypo:



1.
Tenego Corporation – owns 100% of subsidiary:





Tenego Inc. – owns 100% of subsidiary:





Newport News (who makes nuclear submarines)




2.
assume there is an accident





a.
does liability go up the line?





i.
general rule is no





b.
is there any sense to that?






i.
other countries will recognize the larger 

entity (such as Germany)





ii.
a little in U.S. → federal corporation laws 

say that financial reporting needs to be consolidated







-
why? dunno





c.
can you get around that?






i.
maybe – if used for personal whatever – see 

Walkovsky




d.
why not liability going up here?






i.
money and control comes from the parent






ii.
there is potential for abuse







-
such as using the subs for bad things 

like:







-
crime – U.S. headquartered 

companies with subsidiaries doing things in other countries that are legal there but illegal here







-
environmental exposure – EPA can 

courts have recognized the line stopping liability from going up vertically



3.
so liability won’t go up unless there is come of the common 

law stuff that allows piercing





a.
and these rules can sometimes leave people high 

and dry






i.
for example:







-
mass torts (Bopal)







-
product liability







-
companies providing pensions and 
healthcare






ii.
and note that the United States is alone in 

keeping those issues in the private sphere






-
other countries keep those in the 

public sphere – more governmental involvement






iii.
but if those are private issues, and we are 

talking about a subsidiary, and the sub runs out of money, the people are left high and dry




4.
so if we look at page 208 in Walkovsky





a.
we can see it is not enough for them to just be 

undercapitalized





b.
need to show that the shareholders are really doing 

business as individuals





c.
why have it this way?






i.
because otherwise some companies would 

not exist at all






ii.
the shield allows highly risky endeavors to 

happen






iii.
such as pharmaceutical drugs







-
which would involve potentially 

crushing liabilities for shareholders







-
which would therefore prevent 

investment in a creation of the business in the first place





iv.
one or two major lawsuits can ruin you





v.
we don’t want to put key industries out of 

business







-
things we want and need







-
like drugs, nuclear things, potential 

environmental issues





d.
what about insurance






i.
just isn’t possible to cover it all







-
insurance companies aren’t stupid





e.
other devices to deal:





i.
maybe the government could jump in





f.
but anyway, the structure we have just might be 

essential for those key industries





g.
the risks/liabilities tend to be proportional to the 

returns





h.
vaccines → if the legal structure drives down the 
prices, and they have huge liability, they just won’t make them





i.
so we have insurance






i.
and limited liability



D.
so to look at Walkovsky v. Carlton again




1.
Siegel prefers the term LIFTING, as opposed to piercing





a.
piercing is just an attempt to make it sound more 

aggressive, but you are really lifting to see who is behind





b.
lifting means you don’t go around the corporation, 

you go THROUGH it, because it doesn’t really exist




2.
there are two (main) times we might lift:




a.
failure to observe the corporate formalities






i.
no separate bank accounts






ii.
no elected directors






iii.
no meetings






iv.
no offices






v.
intermingling of assets






vi.
no letterhead






vii.
corporate assets used for personal purposes






viii.
classic case cited is: ?






ix.
but in Walkovsky → they knew what they 

were doing, they followed the rules





b.
capital





i.
grossly inadequate capitalization






-
designed from the outset to not be 

able to meet obligations





c.
fraud?




3.
how often do people win on 2 when 1 was followed?





a.
depends on the jurisdiction





b.
but assuming the formalities were followed and the 

only issue is inadequate capitalization:






i.
tort claims are better because you never 

knew the capitalization






ii.
contract claims often fail because you 

should have known they had no capital

-
unless you were deceived or 

mistaken







-
or money drained after the 

transaction







-
this kind of applies to the formalities 

aspect also → if contract claim, hard to pierce because you should have known



E.
Sea-Land Services, Inc. v. Pepper Source




1.
here they lift → no capitalization, few formalities followed



F.
Kinney Shoe Corporation v. Polan




1.
a corporation with nothing → is getting lifted



G.
notes




1.
these cases are not what happens the majority of the time




2.
usually, if you make a contract and you know their capital 
situation → no recovery




3.
if you are the lawyer, ask the parent to guarantee



4.
of course that is all contracts





a.
tort → very different





b.
don’t know the corporations deal → so easier to lift




5.
in earlier cases, the lifting argument was not made because 

there was no 100% owner/parent





a.
potential for abuse is greatest when a single 

shareholder


H.
In re Silicone Gel Breast Implants Products Liability Litigation




1.
here, they are going on more of an agency/control theory 
than a lifting theory




a.
the totality of the circumstances must be evaluated 
to determine if it is an alter ego or mere instrumentality – factors:






i.
common directors/officers?






ii.
common business depts.






iii.
consolidate financial statements and tax 

returns





iv.
parent finances the sub






v.
grossly inadequate capital






vi.
parents pays sub’s expenses






vii.
sub gets no business but what parent gives it






viii.
parent uses sub’s property as its own






ix.
daily operations not kept separate






x.
corporate formalities not observed



2.
so argument one is control




3.
argument is reliance and holding out





a.
parent holding itself out as supporting the product





b.
name on packages, inserts, press releases supporting 

the product





c.
and add that plaintiffs say they relied on that





d.
estoppel?




4.
third argument → fundamental fairness




a.
should the law be structured so that a “slumlord” 

escapes liability?




5.
court says the corporation defendant gets no summary 

judgment here



I.
Frigidaire Sales Corporation v. Union Properties, Inc.



1.
there was an LP



2.
the general partner was a corporation




3.
the limited partners were officers, directors, or shareholders 
of the general partner corporation




4.
they are NOT liable!


3.
SHAREHOLDER DERIVATIVE ACTIONS



A.
INTRO → corporate structure – shareholders and board



1.
very different in the United States and in other countries




2.
the board controls




a.
responsibility was delegated to the board by the 
shareholders




3.
for the most part, the board’s power is absolute





a.
exceptions are that they don’t elect themselves – the 
shareholders do





b.
and it can’t by itself amendment the articles or 
incorporation, merge, dissolve, or sell corporation assets



4.
shareholders have no say in:




a.
suits by or against the corporation





b.
operations of daily business





c.
how dividends are distributed




5.
shareholders never vote to approve board actions





a.
some cases say they can’t





b.
basically they elect the board and that is it




6.
what if there is a huge suit, worth lots, and board doesn’t 

want to sue




a.
can the shareholders force?





b.
what if suit is against the board or part of it?





c.
yes → derivative actions can be brought by 

shareholders force a case against a third party to get to court

i.
NY law 626(a)-(b), etc.




7.
one main issue is preventing frivolous suits by attorneys 

seeking to line their own pockets





a.
need to balance shareholder rights with protecting 

corporation from frivolous suits




8.
let’s look at the procedure of this:





a.
a third party defendant






i.
sometimes an outsider






ii.
usually an executive or board member





b.
the corporation has a claim against a third party




9.
the corporation will be more ready to sue an outsider than a 

board member




a.
assume 15 directors





b.
5-3 will be insiders






i.
meaning they serve dual functions






ii.
like the president, vice-president, CEO, CFO






iii.
AND they are on the board





c.
the other 10 don’t have jobs for the corporation → 

they work for other entities

i.
such as other corporations, law firms, profs, 

public figures, bankers, investors

ii.
rarely public interest people

iii.
never accountants – CPAs

iv.
they are called “outside independent 

directors”





d.
this structure isn’t an accident → it’s a requirement




10.
so there is one board




a.
15, 18, 21 – usually an odd number





b.
and why would those 10 outsiders prefer to sue a 

third party than insiders, or even former insiders?






i.
because they are part of the management, 

and worried they might be found liable for something






ii.
plus cronyism/bias






iii.
it can affect the outcome, but not necessarily 

determinative





c.
Auerbach (NY) – court not concerned with bias





d.
Zapata (Del) – court can look at the outcome





e.
if the president is a potential defendant, there is a 

possibility that that might affect the decision





f.
and once the suit leaves the boardroom, everyone is 
exposed




g.
and you will be deemed a troublemaker





i.
or whistleblower






ii.
and they don’t live long, thrive, or get re-

elected






iii.
the culture is that you don’t rat on your 

friends






iv.
you don’t sue your own




11.
so NY 626 again





a.
the corporation has a cause of action against a third 

party




b.
and the shareholder brings it





c.
the defendant is the third party






i.
and the corporation is nominally the 

defendant (or plaintiff?), because they have to go to court





d.
but if successful, judgment is for the corporation





e.
so why would a shareholder do this?






i.
because the value of the shares goes up






ii.
and the lawyer behind it gets legal fees





iii.
often the lawyer wants to do it, he just finds 

some shareholders to support him

-
most lawyers want money, not good






iv.
so some suits might not be well motivated







-
just motivated by attorney greed






v.
so how do we differentiate?







-
between well motivated suits and not 

well motivated suits?







-
balance the two extremes of free 

reign for lawyers and free reign/indemnity for execs?





f.
note that the execs make 300x what the workers do






i.
that is because they face potential for huge 

liability






ii.
in England → 40x






iii.
Germany → even less




12.
Cohen v. Beneficial Industrial Loan Corporation




a.
plaintiff must be a contemporary and 
contemporaneous stockholder




b.
it can be expensive to pursue a suit, or defend one





i.
so these cases often settle






ii.
and then the money goes to the plaintiff and 

his lawyer





iii.
so it’s a detriment to everyone else






iv.
that led to changes to NY 626:





c.
NY 626






i.
same – (a) - actions can be brought





ii.
same – (b) - must be a contemporaneous 

shareholder






iii.
new – (c) – in any such action, need to say 

the efforts to get the corporation to act, or why excused (demand requirement)






iv.
new – (d) – can’t stop, settle, or compromise 

without court approval






-
must make a motion to the court with 

the terms included







-
need notice to shareholders and a 

chance for them to speak







-
this short-circuits the old way





v.
new – (e) – court can award the plaintiff 

attorney’s fees, and court decides the amount





d.
NY 627 – (equivalent of NJ statute at issue in 

Cohen)

i.
need to have 5% of the stock, or for it to 
worth over $50,000

-
otherwise, defendant can require 
security for expenses including attorney’s fees


-
and plaintiff is liable if loses


-
and court can require more, too


-
because 5% owners wouldn’t do this


-
and the requirements ensure that 
lesser owners are serious


-
and if they aren’t, the money 

becomes available to the defendant




e.
so – what’s the issue here?






i.
does the federal court apply this state rule?







-
(it’s a diversity jurisdiction case)






ii.
well, no if procedural, yes if substantive







-
court says substantive because it 

control access to the courts







-
and the history of the rule bears that 

out





f.
and it is not unconstitutional





g.
but the rule was never adopted my a majority of the 

states





i.
not Del






ii.
why?







-
courts CAN make rules on their own 

without the leg that say you can’t discontinue a suit without permission







-
but in Del, the constituents are 

lawyers who deal with corporations, and they don’t want to hurt them






iii.
security for expenses was a bad idea, and 

gradually abandoned







-
but NY kept it, but with the original 

$50,000 number, which with inflation is nothing now, so it rarely applies





h.
so is the case totally irrelevant now?






i.
no, the substantive holding is important:







-
that regulation of derivative suits is 

substantive not procedural






ii.
so if you incorporation in Del., you get its 

laws (for internal affairs)






-
so you bring derivative suits where 

you like the laws






-
in diversity, you get the laws of the 

forum state







-
here, suit in NJ for Del corporation, 

defendants were the corporation and some managers of it
-
corporation doing business in NJ







-
so he would have been better off 

suing in Delaware



13.
Eisenberg v. Flying Tiger Line, Inc.




a.
it was a contrived merger to destroy the voting 

rights of the minority shareholders




b.
the issue, however, was this preliminary 

determination that is made before the suit even gets to the merits:






i.
he didn’t post the security

ii.
but he doesn’t have to if it personal and not 

derivative







-
court says it is personal




c.
Gordon v. Elliman






i.
said this kind of suit is derivative






ii.
law is then changed → rule is whether the 

action is commenced the get a judgment for the corporation “in its favor”






iii.
does the benefit flow back to the 

corporation?







-
here this was action to enjoin action 

by the corporation







-
that is personal/direct





d.
can the corporation stop the suit because they say 

so?






i.
not if it is personal/derivative



B.
THE REQUIREMENT OF DEMAND ON THE DIRECTORS



1.
Grimes v. Donald





a.
NY 626(c) → the demand req.





i.
a chance for the mgmt to take action on its 

own





ii.
a view that the mgmt controls the 

corporation





b.
the first consideration is, is demand required?





i.
forget the litigation committee for now






ii.
if they say go ahead, you can start the suit, 
and they are supposed to follow through, and they are in trouble if they don’t




c.
but sometimes the plaintiff doesn’t want to make a 

demand






i.
if they say no, you need to overcome that 

decision






ii.
for example – if you want a change to the 

law library, and you ask the librarian, and she says no, dean doesn’t want to overrule that – but if you go straight to the dean, you don’t have to overcome the no from the librarian






iii.
and if they say no – they get the business 

judgment rule in their favor big time







-
if you go without them, you have the 

demand excused standard, which is easier





d.
is there a difference between business judgment and 

a litigation decision?






i.
yes







-
buying a bldg vs. suing your friends






ii.
but courts still use it






iii.
why do business judgments get so much 

deference in the first place?







-
because the corporation is supposed 

to take risks







-
does that reasoning apply to 

decisions about whether to pursue suits?







-
no – you don’t take risks on suits, 

buying a bldg is a risk, suing is about legal rights







-
Zapata case – court says it will apply 

its own judgment





e.
but anyway, to continue with that case of Grimes →





i.
he has two main claims






-
president of corporation gets too 

much $







-
and delegation – president has too 

much power – can’t be removed
-
(the board appoints the 
president and is supposed to control him and the corporation)
-
the argument is that if they 
can’t remove him, they can’t control him, they can’t exercise their fiduciary obligations to the corporation






ii.
the overcompensation they say is derivative






iii.
is the abdication direct or derivative?






-
case calls it direct






-
it does appear to be derivative 
because it looks to benefit the entire corporation







-
note that it doesn’t need to be 

monetary to be derivative – the compensation claims are about NOT paying






-
court notes it is about more than an 

injury from a wrong to the corporation, but an injury separate and distinct from other shareholders, or a wrong involving a contractual right of the shareholder, which exists independently of any right of the corporation

-
reason → here, they say he just 

wants the agreement invalidated, no money would go to the corporation




f.
so they call the abdication of duty direct – so no 

demand is needed






i.
then they rule on the merits







-
and say no cause of action stated





ii.
we can see from the court’s attitude why 
executive compensation in the United States is what it is






iii.
why is this not abdication of their fiduciary 
duty?







-
well, start with the bedrock principle 

that the board decides the compensation and agreement for execs






-
it’s beyond examination






iv.
but what about the part where he says they 
can’t control the president any more?






-
directors can’t delegate the detriment 
of the corporation







-
but they can decide strategy







-
and they can fire him








-
which is required by law








-
but they would have to make 
a large termination payment








-
but they can decide the 
amount for themselves (legally)





g.
what about the derivative side – the waste claim






i.
that he gets too much






ii.
never really examined → it’s business 

judgment






iii.
that’s why the pay is so disproportionate





h.
he made demand – they said no






i.
so once he made demand, it’s in the board’s 

hands






ii.
can’t say, “it would have been excused”



2.
Marx v. Akers

a.
when is demand excused? - NY






-
need to be very specific on why







-
“particularity” – NY – higher bar







-
it’s a burden that can keep people 

from even getting in the door







-
it’s a preliminary “mini-hearing”







-
any of these:






i.
board is interested






ii.
did not fully inform themselves






iii.
poor decision





b.
Del – is reasonable doubt exists that they can’t use 
independent judgment because:





i.
financial interest






ii.
can’t be independent because of domination 

or control





iii.
underlying transaction not valid use of 

business judgment



C.
THE ROLE OF SPECIAL COMMITTEES




1.
Auerbach v. Bennett





a.
the thing is that they get a committee of people not 

on the board





i.
that avoids an attack about self-interest






ii.
they just need to be disinterested, 

independent, need absolute delegation




b.
is it an unreasonable delegation – the next issue






i.
not really litigated





c.
the board manages and supervises






i.
but the committee is different






ii.
it’s like driving and telling someone else 

how to drive





d.
other countries have a group directly supervising 

the board

i.
here, it’s a long wavy line to the outside 

committee

ii.
the effect is it destroys the option of saying 

demand is excused
iii.
and what does the committee need to be 

completely shielded?


-
disinterested


-
independent


-
have all the information needed to be 

able to reach an independent result






iv.
notwithstanding – court won’t listen to 

screaming




2.
Zapata Corporation v. Maldonado





a.
variation on the same theme





i.
court recites business judgment rule





b.
says boards power comes from statute






i.
commentators would say it’s more about 

contract now





c.
court has three standards:






i.
independence






ii.
good faith






iii.
reasonable investigation





d.
but this is Delaware, and they have a different view 

compared to NY





i.
NY & Del – those three above – 

independence, good faith, reasonable investigation





ii.
Del adds this → court should apply its own 

substantive judgment







-
but that is worrisome because judges 

are not business experts







-
even if step one is passed, 

corporation can still lose if court thinks in step 2, that the decision doesn’t satisfy the corporations spirit, or the committee prematurely terminated the shareholders grievance







-
looks like a second tier test on 

business judgment







-
and they can think about larger 

issues of public policy





e.
court in del for the first time sees the derivative suit 

as having implications for the public






i.
so we can see del does not always go for the 

directors




f.
and note that whether demand is excused often 

determines the outcome






i.
for example – if the grand jury indicts, 

probably going to jail






ii.
here, if demand is not excused, probably no 

way to win






iii.
that is why Zapata in important – court 

might actually deal with the second step

4.
THE ROLE AND PURPOSES OF CORPORATIONS



Z.
Intro




1.
these are cases where there are versions on giving to charity




2.
could be phrased as “carrying out activity not a primary or 
maybe even a secondary purpose of the corporation”




3.
the number one purpose of the corporation is to maximize 

shareholder benefits



4.
why should they give to charity?





a.
it can be like advertising




b.
if you serve the larger public interest that might 

help your long-term interest





c.
can we support a benefit to society with no direct 

benefit to us – like raising employee wages and/or lowering prices




5.
the money is corporation money, not personal




6.
Delaware law allows for corporations to give to charity





a.
says that have that power



A.
A.P. Smith Mfg. Co. v. Barlow




1.
want to donate to Princeton



2.
there was a new statute that says they can do things like this




3.
hypo – you need 80% vote to merge




a.
plaintiff has 25% of stock





b.
rules are changed so you only need a maj





c.
an unconstitutional taking?




4.
case – important because the law is constantly changing





a.
the court notes that every corporation charter is 
subject to alteration, suspension, or repeal by the leg.



5.
the board decides who to give to




a.
and who are the big economic powers in the United 

States?






i.
the corporations




6.
note




a.
if they give to charity, they don’t actually lose the 

full amount because it is tax deductible





b.
and what if this is not allowed?






i.
big problems







-
schools would close





c.
most money is corporate



7.
can they contract out?




z.
statute says it needs to serve corporation interest





a.
possibly





b.
won’t happen





c.
shareholders can enforce w/shareholder action






i.
quo rononto – “by what power”




8.
court says the donation was in belief that it would advance 

the interest of the corporation and the community it is in

a.
and it was a modest donation to a great institution



B.
Dodge v. Ford Motor Co.




1.
two things – 




a.
Ford want to build a plant to make parts





b.
instead of dividends, drop prices




2.
so it’s not totally about charity





a.
he didn’t want the Dodges to be in his company





b.
or to make their own





c.
he didn’t want to pay them any money (dividends)



3.
he owned the majority of the shares, apparently he just 

announced how things would be



4.
the Dodges had financed him and owned 10%



5.
a “freeze-in”




a.
wants to charity them to death





b.
get the value down and buy them out cheap




6.
majority shareholder oppression




7.
 is it direct or derivative to mandate the payment of 
dividends?





a.
is it for judgment on behalf of the corp?






i.
and if it yields a judgment, what would that 
be?







-
two possibilities – force the 

dividends, or an injunction






-
neither helps the corp





b.
so it’s clearly direct




8.
the claim by the plaintiffs was that it was oppressive 

conduct





a.
value of shares would go down





b.
so what can you say about that?






i.
charity






ii.
to stiff Dodge bros






iii.
dumb






iv.
smart





c.
lowering price will increase demand, and keep out 

competitors

i.
he just happened to be able to bother the 

Dodge bros at the same time – which he liked





d.
courts would never attack lowering the price today





e.
why is this different from the recent marketing 

campaigns for cars “employee prices for everyone”?





i.
because in 1919 they could corner the 

market, but not today






ii.
a ceiling – in 1919 the market could buy 

more cars at a lower price, but today the market is saturated






iii.
today, companies are losing money to 
increase demand, which is a bad idea
· the more they sell, the more money they lose

· it’s what you are making – Ford was making money even at the lower price
f.
he was also building the first assembly line – he was 

a genius




9.
anyway – the US rule on dividends:





a.
nothing the shareholders can do – it’s all up to the 

board




b.
this case limits that rule






i.
the point at which the discretion runs out, 
when the court steps in, is when it is being used as an oppressive device against the shareholders and no good justification
· that is – the non-declaration of dividends

· the court didn’t want to say he was being a bad guy and being oppressive

· he was powerful

· he was trying to freeze them in

· it wasn’t charity

c.
precedent value – damn near none


i.
just cited that you can mandate the payment 

of dividends


ii.
but not followed


iii.
just look for controlling the shareholders



-
freezing out the minority 

shareholders



C.
Shlensky v. Wrigley



1.
the business judgment rule – great weight is given



2.
he didn’t want lights and night games – said it would 

destroy the neighborhood




a.
it would actually help maybe




3.
court says – if you don’t like the board and the decisions, 

change the board or sell your shares





a.
but note he couldn’t do that






i.
it wasn’t a public corp, so no market, so he 

can’t sell, and he’s a minority owner so he can’t change anything





b.
but it’s all about deference to the board




4.
the only thing disquieting is if you compare to Dodge or 

Amex




a.
the question is whether there is a countervailing 

interest





b.
when the conduct is oppressive the court will step in





c.
Dodge is one end – Shlensky is the other





d.
charity is ok, but it can be a disguise for oppression, 
that’s when the court will step in






i.
but usually no remedy

V – THE DUTIES OF OFFICERS, DIRECTORS, AND OTHER INSIDERS


0.
INTRO



A.
huh?




1.
why is this different from agency – because a lot more 

money is at stake





a.
but it’s kind of the same





b.
duty of care – first cases

i.
and duty of loyalty issues – personal 

benefits




c.
it gets complicated because violating the duty of 

care can mean huge liability - $500 million for example






i.
that gives rise to an issue on the risk






ii.
wouldn’t you feel differently if there was a 

cap?





d.
here, what has been done is to reduce liability down 

to negligence(?)




e.
NY 717 – duty of directors – risky vs. careless






i.
often confused






ii.
operative language – for good faith (loyalty) 

and care:

· ordinarily prudent

f.
model business corp act:


i.
good faith – and what he reasonably 

believes to be the best interests

ii.
this takes us from objective, to subjective 

internal standard – his belief






iii.
comment notes that it used to say ordinarily 
prudent, and it was changed because there is inherent risk





g.
care and caution are not the same






i.
in a similar position means other directors






ii.
need to take risk carefully – not an 
oxymoron






iii.
for example – space travel – risk requires 

knowledge and care
· Smith v. Van Gorkom illustrates it best

iv.
could we insist on a high degree of care and 

still have risk-taking?


-
for example – a trust


-
what if the trustee invests in a 

gov bond that might lose money



-
risk is inherent



-
some risk no matter what you 

do



-
“life is fatal”





h.
the board is expected to take risks – so why would it 
flow from that that they should be concerned with being held liable for violating the duty of care?





i.
there is always that possibility that someone 

who is unsatisfied will say the board was not informed, not careful, and a court will hear it and hold against you






ii.
for example – even a perfect doc who is 
careful every time still has that risk that a patient will not recover and he will get sued and lose







-
and is it enough for the doc to win?


-
his reputation is harmed, costs 


money to defend yourself (US does not charge the loser), and there is usually a settlement even if you are innocent







-
so there is always a risk that even a 

perfect doctor can have personal, monetary, and reputational costs







-
that translates to high insurance costs







-
there’s a problem there






iii.
the legal system needs a way to differentiate 
between justified and unjustified cases





i.
the directors have huge liability






i.
so most insurers can’t cover that






ii.
so imagine a director who has been careful, 

takes a risk






iii.
the stock goes up and the shareholders are 

happy







-
down and he gets sued






iv.
but imagine everyone was very careful







-
does that mean it won’t go to court?







-
no – it might and then huge legal 
costs






v.
that is why – 8.30 – the ordinarily prudent 

standard is called problematic






-
that’s the dynamic







-
doesn’t mean they whole system 

should be changed







-
but they shouldn’t deny that a 

problem exists





j.
so how to mitigate this?






i.
possibly – limit the amount of liability







-
for example – 3x a year’s salary






ii.
changing it from unlimited liability makes a 

big difference







-
unlimited liability can destroy people






iii.
everyone has a duty of care – drivers of cars, 

everyone







-
so why should it be different for 

directors?


1.
THE OBLIGATIONS OF CONTROL: DUTY OF CARE



A.
Kamin v. American Express Company




1.
a tax point of view





a.
they bought shares of a company (DLJ) which 

tanked





b.
directors want to give the DLJ shares to the 

shareholders of Amex

i.
instead of selling them on the market – in 

which case they would save a lot in taxes





c.
plaintiff wants the board stopped




d.
but he didn’t ask for a temporary restraining order – 

so it happened already




e.
so now he wants to recover from the board the loss






i.
says they violated the duty of care





f.
the board knew about the tax advantages – but 

wanted to distro the shares instead because to sell them would be a huge loss and the value of the shares of Amex would tank

i.
but really, it was bad for them either way




g.
they asked the SEC about not calling it a loss, SEC 

said it should be disclosed, but SEC didn’t take action because it was a small amount of $




2.
so rule: high deference to board – business judgment rule





a.
court says it won’t interfere unless a clear case of 

fraud, oppression, arbitrary action or breach of trust




b.
won’t superimpose their own judgment




3.
then look at Van Gorkom – court decides to look beyond 

the board’s reasons and ask if it really was good judgment

a.
del 102(b)(7) – leg response to Van Gorkom – we’ll 

see how Disney case has court responding


B.
pre - Smith v. Van Gorkom notes



1.
between VG and Disney – the leg enacts 102(b)(7)




2.
what is the business judgment rule?




a.
the std, on the face of it, appears to be that the std of 
care is that which would be exercised by a reasonable person in the same position




b.
courts are reluctant to step in and evaluate the 

conduct as long as the people were informed and impartial



3.
on the flip side – what the court does is adopt a rule they 

call procedure





a.
unless the plaintiff can show they did not exercise a 

form of judgment, no action can proceed




b.
does that look procedural or substantive





c.
it appears to focus on the procedures followed, not 

the decision itself





d.
it’s meet/read/discuss? vs. good decision?





e.
there is a substantive element





f.
the presumption changes the rules – changes who 

needs to show what






i.
it’s more than a burden of proof, it’s heavier 

than that






ii.
their judgment is respected unless the 

plaintiff can jump through these hoops, then they need to jump through these hoops






iii.
so you could call it a substantive rule instead 

of a presumption





iv.
so why use procedure or presumption 

words?





v.
it’s a big deal – if you call it a presumption – 

the court gets to decide which way it wants to go






-
leaves the court with the option of 

going either way




4.
another component is that the court is making new law





a.
so these words let them pretend they are NOT 

making new law, but finding it





b.
it’s a dialogue between the courts and the leg


C.
Smith v. Van Gorkom




0.
VG had led the corp to be sold to Pritzker at low price, and 

board had not questioned it



1.
the standard of care suggests the board can be second-

guessed




a.
reaction to that: the business judgment rule




b.
so what gives rise to the violation here?






i.
does the std affect liability?



2.
what std was applied or purported to be applied?





a.
they say gross negligence






i.
is that greater or lesser liability?




b.
prof – it didn’t raise the bar






i.
maybe lowered it







-
in terms of the standard for their 

conduct




3.
another hypothesis – did they inform themselves?





z.
no protection for directors who made an 

unintelligent or unadvised decision






i.
gross negligence is the std for determining 

whether they were informed





a.
we don’t want to just think about the case, but about 

how to prepare a board ahead of time





b.
so in a merger/when selling a company:






i.
want outside research on the value of the 

company





c.
why isn’t market price the value?






i.
because event are not taken into account






ii.
putting it into play for a takeover affects the 

market/value






iii.
if someone is willing to buy the place whole, 

it affects the value





d.
so you outside info/research comparing things, 

market, value




4.
so:





a.
counsel should make sure that the board gets 

informed




b.
also – the time spent making the decision





i.
there needs to be notice ahead of time





ii.
and time spent debating that day






iii.
in this day and age we have e-mail, but the 

meeting needs to stay open as long as needed






iv.
and log objections





c.
shareholder approval – they need to adequately 

informed



5.
court says:





a.
didn’t adequately inform themselves as to VG’s role





b.
uninformed as to the intrinsic value





c.
so they were grossly negligent when they approved 

the sale in only 2 hours




6.
look at the language:





a.
presumption of business judgment rule





b.
unless uninformed




c.
then gross negligence std for whether the decision 

was informed




7.
“at a minimum” was gross negligence – comes into play 

later



8.
just because there was a substantial premium was paid over 

market price, doesn’t make it fair




a.
this was a slam-dunk case





b.
couldn’t have gone the other way




9.
important – the statutory language



10.
important – look at the settlement





a.
23 mil





b.
15 million shares X $10 a share = 150 million 

damages





c.
so it was a small settlement





d.
does that make the end result irrelevant?





e.
plus:





i.
11 mil from Pritzkers, 10 from insurance






ii.
so 2 is left






iii.
1 to VG





f.
1 million isn’t a slap on the wrist






i.
but it’s a lot less than it could have been





g.
you can’t make the shareholders whole





i.
but the court did this to punish and deter


D.
next the del leg enacts 102(b)(7)




1.
says you can put into the cert of incorp a proviso 
eliminating liability except for:





a.
loyalty





b.
acts of bad faith





c.
illegal dividends





d.
loyalty




2.
so, on it’s face it allows you to eliminate the std of care




a.
but they need to ask the shareholders




b.
of course it gets approved always





c.
you don’t want them to fear taking risks




3.
does this make stock value go up or down?





a.
no effect




4.
so if it doesn’t affect value:




a.
we can conclude that 102(b)(7) is right, VG case 

wrong





b.
on its face it appears to overrule Smith v. VG and 

drop the std below gross negligence




5.
if they can contract for it – should the shareholders get 

what they want?





a.
you could also say – no change in value means 

Smith does not add value




6.
hypo – 




a.
if you are going 120 mph in Nevada





b.
more likely to get into an accident





c.
it’s not a certainty, just more probable




7.
so is 102(b)(7) contracting out of VG rule really private?





a.
the old rule was a deterrent




8.
why preserve loyalty?




9.
if duty is to corp, not shareholders, why let shareholders 

waive something without being unanimous?





a.
unless it is in the original articles of incorp – when 

the corp starts out – then everybody knows about it when they buy





b.
but assuming they add it later:






i.
the leg has the power to allow it





c.
not a technical question anyway, just policy




10.
more difficult – corporate waste:





a.
giving money away, not to charity, but just getting 

rid of money = corporate waste




b.
it is never permissible – it’s outside the business 

judgment rule






i.
ex: burning the plant down





c.
but you can get shareholder approval






i.
but must be unanimous




11.
so, doesn’t 102(b)(7) 





a.
shift the line





b.
and why a maj instead of unanimous



12.
people get negligence and gross neg confused





a.
so they, the legislature, just tosses the standard of 
acre altogether




13.
it’s a US thing – not in other countries



E.
Brehm v. Eisner - 2000



1.
now we are post 102(b)(7)




2.
core arg – violation of std of care




a.
plaintiff says board failed to inform itself about total 

costs and incentives for hiring Ovitz (it was very 

generous to him, and he actually made more if fired than if he stays)




3.
defenses – 




a.
derivative – need to make a demand first






i.
in the first case – court goes for that





b.
complaint is amended so demand is excused – court 

goes for that in the second case




c.
third case – finally reaches merits – holds for 

defendant



4.
the first Brehm case in the book – 





a.
they look at the facts





b.
it is as close to Smith as it could be






i.
except for 102(b)(7)





c.
it’s an easy case for gross negligence





d.
but it gets dismissed for just having conclusory 

allegations – nothing factual/substantive





i.
not enough specifics to waive/excuse 

demand




5.
the plaintiffs say they can’t get the facts they need




a.
court says you get the “tools at hand”




6.
so they need to get/they get some threshold info





a.
then they need to show demand excused





b.
then win the case



F.
In re The Walt Disney Company Derivative Litigation – 2003



1.
not a case on merit or facts




a.
but just based on the allegations, assuming they are 
true, could demand be excused?





b.
court says they need to raise reasonable doubt that 
they could have been impartial, in good faith, or informed



2.
is the court troubled like Siegel is?




3.
this is their response to 102(b)(7)




4.
hey – there is no certainty in life – it is a band of 

gradiations
a.
even waste – throwing money away – always room 

to argue




5.
defenses:





a.
you need to set forth with particularity why demand 

is excused





b.
no cause of action stated





c.
court rules for plaintiffs on both




6.
case proceeds to merits




7.
back to the 2003 case:





a.
you can say demand is excused – which they do say 

based on reason to doubt whether the boards actions were undertaken honestly and in good faith





b.
but then you have a motion to dismiss






i.
saying this is about care, and they are 

immune




8.
court says, “these facts if proved…”





a.
show that by not exercising enough care, you 

violated the duty of loyalty





b.
they transmogrify the duty of care into good 

faith/loyalty





c.
and loyalty can’t be excluded



9.
this isn’t about business judgment rule – it’s outside the 

rule altogether

a.
Smith v. VG rises form the ashes like a phoenix




10.
is Smith different from Disney?




a.
yes – in Smith they were just stupid





b.
here, they willfully, knowingly ignorant





c.
Disney is more extreme





d.
and they even won in the end – but it was an 

expensive trial





e.
ct eventually held for defendant – but just barely




11.
what is important to know is that 102(b)(7) does not make 
you totally immune





a.
willful ignorance can be called loyalty




b.
why? – because the court does not like 102(b)(7)





c.
they dare the legislature to eliminate good 

faith/loyalty – but they won’t do that





d.
this is post-Enron, Tyco, etc.






i.
major concerns with passivity or intentional 

misconduct






ii.
Del was concerned




12.
the 2005 hearing on the merits:





a.
ultimately a person-by-person determination that 

faithfulness was not violated



G.
Francis v. United Jersey Bank




1.
classic case





a.
closely-held corporation





b.
the dad died – the kids took advantage of the mother 

and the corporation




c.
an important case




2.
message:





a.
stay awake!!




3.
imagine you are on a board – or someone asks you to be





a.
says he wants to start a corporation with a setup like 
this





b.
“I didn’t know” is no excuse





c.
nor – didn’t pay attention





d.
nor – I was sick




4.
she – the mother/wife was a director




a.
some duty to be active




b.
an affirmative duty to inform yourself, supervise, 

take action




5.
difference from Smith and Disney:




a.
this was pure waste – not a legit thing going on





b.
it happens





c.
this was not an exotic fraud





d.
most fraud is not exotic





e.
all you need to do is be awake




6.
if you have a board member who can’t pay attention:





a.
you might want to withdraw from the board




b.
or take action if you know what is going on




7.
here the court makes the point that just telling them she 

knew would probably have caused them to stop




8.
you CAN rely on reports – NY 717(a)




9.
family members on the board – 





a.
as a favor or whatever





b.
must still pay attention




10.
take minutes of the meetings




11.
audit reports – by certified public accountants – often 
required for public corps
a.
but if not a public corporation – not required – so 
not often audited

b.
unless the bank wants one before granting a loan

c.
and this case shows why they are nice




12.
exculpatory provision – won’t play against creditors




a.
if there are only shareholders and no directors – 

they will go after the shareholders




13.
a director can voice objection to what is going on and often 

be okay




a.
unless money is wasted





b.
but put your objection in the meeting minutes





c.
tell the shareholders directly





d.
tell someone outside



H.
In re Caremark International Inc. Derivative Litigation



1.
a settlement discussion based on a alleged breach of the 

duty of care



2.
not much is given





a.
and the court says not much would be given if they 

went all the way




3.
court talks about how it is hard to look at the decision – 
they prefer to look at process only




a.
and not second-guess the directors




4.
“no evidence that the director defendants were guilty of a 
sustained failure to exercise their oversight function”



5.
the directors don’t always act rationally – but we assume 

that and just look at the process



6.
“The corporate form gets its utility in large part from its 
ability to allow diversified investors to accept greater investment risk. If those in charge of the corporation are to be adjudged personally liable for losses on the basis of a substantive judgment based upon what an persons of ordinary or average judgment and average risk assessment talent regard as "prudent" "sensible" or even "rational", such persons will have a strong incentive at the margin to authorize less risky investment projects.”

2.
DUTY OF LOYALTY


A.
DIRECTORS AND MANAGERS




1.
Bayer v. Beran





a.
the contract for a huge ad campaign went to the 

wife of the president of the corporation






i.
court says she was not indispensable





ii.
and her salary for the time was huge




b.
today – this would be an interested directors 

transaction






i.
would not be allowed today






ii.
but Siegel tells us the directors were 

important people and the court didn’t want to rule against them





c.
is it an interested director’s transaction?






i.
it is NOT void or voidable if:






-
there is full disclosure and approval 
by a disinterested board which is 
unanimous







-
OR the full disclosure and approval 
by disinterested shareholders can approve (maj?)

 




ii.
it says no K void or voidable if…







-
that is because some courts used 

voids, others said voidable







-
the leg specifically wanted to 

overrule that stuff







-
like NY 620(b) – 713 was 

specifically to overrule case law







-
no action is void or voidable for this 

reason alone

-
if you get the approval







-
leg wanted to allow some contracts 

that otherwise would have been voidable





iii.
in partnerships







-
can also allow loyalty violations with 

approval







-
713 is the consensus view in US 

states





d.
let’s diagram:






i.
unanimous disinterested board approval 

(minus those interested)






ii.
disinterested shareholder approval







-
if they are interested – I think that 

their vote is voided – see Fleger v. Lawrence






iii.
if neither of the above takes place – 







-
then it is voidable unless you can 

show it was fair and reasonable







-
case law – “entire fairness” test from 
Pepper – 








-
how to show in hearing in 

court? – on merits – not summary judgment





e.
so the setup is – in terms of transactions – three 

alternatives:






i.
board approval – precludes challenge






ii.
shareholder approval – also precludes 

challenge






iii.
if neither a1 or a2 – you proceed to the 

merits – to show entire fairness and reasonableness







-
which is a disaster







-
they can get preliminary injunctions 

and hold things up for years







-
you don’t want that







-
it’s not automatically void – it’s 

voidable and they hear it on the merits







-
they preserved the Pepper test – but 

you don’t want it





f.
so when do you want a1 or a2?






i.
well, one problem with a1 is when all of the 

directors are interested






ii.
and even if you have one or two 

disinterested directors – the statute is complied with, but you are pushing it and the plaintiff will claim they actually are interested and then a court will end up hearing the case







-
for example – just because a boiler 

goes up to 250, do you want to put it at the max possible






iii.
Siegel tells us that when lots of the board is 

interested – or it is a big transaction – the court will intervene






iv.
best is when you have 18 on the board and 

only one is interested






v.
but it kind of depends on the jurisdiction – 






-
NY and Del won’t intervene as much







-
California will – and that is a good 

reason to not incorporate there





g.
and what about a2






i.
one issue is, for example, corporation to buy 

land from the prez who is also on the board at a large profit to him, and he is the majority shareholder





ii.
or disclosure problems – if it is not 

adequately described






iii.
and if it is a public corporation – and a vote 
– you need to disclose to the SEC, have a public showing, and it gets expensive





iv.
solutions – 






-
avoid significant expense by 

including it on the annual proxy







-
unless demonstrably mismanaged 

corporation – if the shareholders are satisfied with the corporation – they will approve







-
MUST be FULL disclosure






v.
for example:







-
if the corporation is going to buy 
back the president’s stock:








-
put on proxy








-
so no one gets sued








-
vote conditioned on a 
majority of the disinterested shareholders






vi.
this is smart







-
safest of the bunch







-
the shareholder vote, even if not 
determinate, means it is less likely a shareholder will sue







-
it also constrains how far you can go





h.
but this case preceded 713






i.
then there was 713






ii.
then there was Lewis (the next case)






iii.
the leg thought that you might sometimes 

want interested directors





i.
Pepper v. Litton






i.
burden on the director to show fairness to 

the corporation






ii.
but that is hard to satisfy in this case – 

because she was just an ordinary singer and she was getting paid very well







-
so the court does not even go there



2.
Lewis v. S.L. & E., Inc.





a.
the gets laid on top of everything we had so far




b.
basically, it is 2 corporations, with the same 

directors






i.
it’s like that for tax and estate concerns






ii.
SLE rents land to LGT






iii.
claim is that the rent is so low that the 

resources of SLE are being wasted






iv.
they felt SLE existed purely for the benefit 

of LGT





c.
this is fine if everyone’s interests are aligned





i.
but they weren’t






ii.
some people owned shares in SLE but not 

LGT





d.
so now we have 713 → court looks to it






i.
never was any approval






ii.
so we go to the fairness test






iii.
burden is on those who seek to enforce the 

transaction/contract






iv.
they can’t prove fairness





e.
remedy is:






i.
plaintiffs get their shares adjusted upward 

for the fair rental value of the property


B.
CORPORATE OPPORTUNITIES




1.
Broz v. Cellular Information Systems, Inc.





a.
Guth v. Loft is the big precedent case





i.
Guth works for Loft





ii.
he uses company resources to buy Pepsi 

company






iii.
this is a violation – he had a duty to Loft






iv.
so Loft gets to buy Pepsi from him, but at 

original cost – and in fact the value had gone up






v.
remedy is what the case is cited for







-
denial of the entire benefit to the 

violator





b.
what is a corporate opportunity?






i.
anything that would touch upon what you 

would consider the director’s role






ii.
basically anything that would benefit the 

corporation






iii.
the rule applies to executive and directors







-
although lower people also have 

fiduciary obligations





c.
the thing about this case is that they let him off





i.
why?






ii.
to satisfy the law, he has to offer the 

opportunity to them, along with a full disclosure






iii.
which he actually did






iv.
so why did they sue?







-
because the company was acquired 

by another company







-
which had been competing for the 

contract






v.
and independent of this doctrine – he could 
have argued against the new company suing because he had no duty to them







-
but when they acquired the rights to 
the opportunity, they also acquired the approval of the old company







-
they are the successor for all intents 

and purposes





d.
this is the right way to do it






i.
notify them






ii.
full disclosure






iii.
offer it to them






iv.
document it all







-
best is a board resolution on it



C.
DOMINANT SHAREHOLDERS




1.
Sinclair Oil Corporation v. Levien





a.
Sinven is what the dispute is over





i.
Sinclair owns 97%






ii.
plaintiff owns 3%




b.
Sinclair is draining Sinven





i.
if they owned 100% could there still be a 
complaint?







-
yes, from creditors – that so much 
was drained that the loan couldn’t be paid back






ii.
they are having Sinven pay all of it’s assets 

out through dividends





c.
obligation to corporation not shareholders?





i.
court does say that the parent can’t receive 

something to the exclusion and detriment of the minority shareholders





d.
but the minority shareholders got the same 

dividends as the parent






i.
the court buys that





e.
but Siegel says to see Dodge – even if everyone is 

treated equally it is still not okay – they were passing up opportunities and basically ruining the corporation






i.
Siegel says it is a terrible case





f.
anyway – the majority shareholder is held to a 

fiduciary obligation





i.
ask if it is really fair? (what is going on)







-
even thought the same dividend – 

ask if it is really fair – see Dodge (no one was getting a dividend – but it was to oppress the minority)






ii.
here you have an interested board







-
and no shareholder approval







-
so maybe we need the fairness test






iii.
but the court says it is fine







-
we have to ask if that makes sense






iv.
if they do a high enough payout – it will be 
self-liquidation






-
but the court says that equal payment 
satisfies the law






v.
Siegel says it is self-dealing






-
but not an easy case







-
where do you draw the line?




2.
Zahn v. Transamerica Corporation




a.
T causes the A of AxtoniFisher shares to be 
redeemed





i.
at 80






ii.
but they have all this tobacco that went up in 
price but the world doesn’t know






iii.
if the value of the tobacco was computed – 
the shares would be worth actually 240






iv.
allegations of conflicting interest – 






-
Axton could call the A shares







-
Transamerica owned the majority of 

voting shares







-
Trans decided to redeem the A stock






-
then liquidate Axton – so Trans 
would end up with most of the value of the tobacco






v.
the A shares got a higher dividend but didn’t 

vote
-
the A shares could be called anytime

-
but they could be converted into B 
shares 1:1

-
you could go from higher dividend, 
no vote, and maybe being called to lower div, vote, and no calling






vi.
it’s a peculiar arrangement






-
they had to give 60 days notice, so 
you had 60 days to convert






-
but they could call at $60 anytime







-
so if it is worth 62 and they call, you 
lose money, if it is worth 30, they won’t call but if they did, you make money they lose







-
if the B is worth 30, and they call the 
A for 60, you might just prefer to take the 60







-
except for the tobacco






vii.
Trans gets this plan







-
call at 60, then liquidate





b.
combo of fraud and interested directors






i.
they lied about the plans





ii.
they said the call was incidental







-
if they admitted it was prior to 
liquidation, people would have converted





c.
on remand – the people get what they would have 
gotten if they had converted to B, not as if there was no call at all





d.
shareholder liability – they used their position as 
controlling shareholder to cause the directors to do certain things





e.
Siegel – what drove the case is the deception



D.
RATIFICATION




1.
Fliegler v. Lawrence





a.
very important – see MBCA 8.63





i.
if the shareholders approve – you need a maj 
of the disinterested shares






ii.
so the director and his wife’s shares are 
disqualified





b.
here, the shareholders approved the transaction





c.
but only a third of the disinterested shareholders 
even voted – so the court decides it needs to go to the fairness test

-
the court doesn’t want to presume 
how the non-voters would have voted






i.
you get a different substantive standard and 

of proof





ii.
otherwise – business judgment rule and 

burden on plaintiff to show not fair (presumption of deference to board)






iii.
fairness analysis – examines merits







-
usually into the dollar amounts







-
did the shareholders get what the 

interested parties got?







-
burden on defendant to show it was 

fair




2.
In re Wheelabrator Technologies, Inc. Shareholders 

Litigation





a.
does the presence of interested shares destroy the 
vote?





i.
no






ii.
I believe the court would disqualify the 
interested shares





b.
the ratification then destroys the fairness test





c.
the cases make clear – 






i.
you can have disinterested director approval 
or disinterested shareholder approval


3.
DISCOSURE AND FAIRNESS



Z.
now we move to federal law




1.
the 33 and 34 acts





a.
but they are “as amended” – so there have been 
many changes





b.
they are lynchpins of law that is inherently 
administrative





c.
the SEC has leg, judicial, and exec power




2.
so you get the statute and congress





a.
and admin regulations from the SEC





b.
it’s really two bodies of law






i.
although the regulations are inferior – but 
more detailed and extensive





c.
and then you have the cases






i.
judicial decisions from the federal courts






ii.
and administrative proceedings




3.
the fount of the authority is the commerce clause in the 
United States constitution

a.
so if you stay in one state you can avoid all of this – except that is incredibly hard

b.
the law emerged from a failure of confidence in public investment


i.
and there were three ways to handle that:



-
substantive or entry regulations




-
example – a rule that no one 

raises money without asking for approval is the opposite of an open-entry system like we have – and a long time ago you had to ask the king for approval

-
this is the kind of 

thing you find in China today



-
merit regulations




-
an example of this would be 

to regulate the securities




-
like who is allowed to sell 

stock








-
or what stock can be sold




-
this happens with 

prescription drugs



-
disclosure regulations – which was 

chosen

-
this allows anyone to sell 
anything but dictates what they must say about it

-
so the market is open but 
there has to be full and fair disclosure

c.
so it basically all hinges on disclosure




4.
the states did some of this kind of stuff





a.
called blue sky laws because people were promised 
good land but all they got were blue skies






i.
it was in place before the 30s crash





b.
problem was that they were not sufficient






i.
forum and jurisdiction problems






ii.
substantive and political reasons that the 
states did not want to act





c.
stock markets are inherently interstate – perfect for 
the federal government




5.
the federal government needed to be responsive to 
changing conditions – changing every year




a.
so they delegated to the SEC




b.
a lot of the agencies turned out to be failures – but 
the SEC worked






i.
fraud down and stays down





ii.
confidence up and stays up






iii.
areas not regulated by SEC – the opposite





c.
why has the SEC worked when other federal 

agencies have failed?





i.
the acts made the objectives clear







-
so the SEC had more guidance and 

structure than the FAA for example






ii.
members appointed by the president with 

consent of senate







-
other agencies became repositories 

for political hacks







-
SEC had people with real expertise







-
the tradition may have developed 

because the United States could not afford to have the markets fail, and markets are something where you need a lot of expertise






iii.
also – people believe in the market 

regulations







-
as opposed to something like 

speeding or pot





d.
note – disclosure laws only work when people read 

the materials and pay attention – which lots of people don’t but bigger firms and stuff do




6.
if we had merit regulation





a.
starting is risky






i.
the NYSE supported that





b.
rejected because the open market was deemed to be 
a place where it wasn’t right for the federal government to make those kinds of risky determinations





c.
in rejecting that – faith was placed in the public that 
people would be smart and make appropriate decisions for themselves





d.
the philosophy is very different from substance or 

food supplements, drugs, cars – these are all things that can be barred from the market completely via merit regulations
i.
is vioxx more dangerous than a share of 

Enron?

-
these are public issues that can have 
huge detrimental effects

-
death by heart attack or death by 
poverty




7.
it is a historical accident that the acts are separate and not in 

one





a.
for congress, it was more efficient to do it that way






i.
the 33 act is about initial public offerings





ii.
the 34 act is about the secondary market





b.
the 33 acts requires progressive disclosures as a 

precedent to being able to offer the stock for sale to the public





i.
the information amounts to a virtual 

encyclopedia about the company






ii.
and it subject to all sorts of laws imposing 

liability





c.
how widely is the net spread?






i.
very widely







-
every kind of investment vehicle is 

required to disclose under the 33 act





d.
would something less elaborate and less of a burden 

work?




8.
there are 3-4 major components of disclosure





a.
the lynchpin – the central component – is the 

financial statements






i.
can people actually be relied upon to read it?







-
no







-
we have experts do that for us







-
then it is incorporated into the 

market price




9.
problems:




a.
we are depending on intermediaries






i.
people don’t make informed decisions on 
their own






ii.
and we can’t really expect that anyway






iii.
but we get the assumption that the 
information in not for the average investor anyway






iv.
not like they would understand it





b.
the rules don’t apply to companies that are not 
publicly traded?






i.
so then the idea that the market price reflects 
the information is out the window





c.
it all rests on the integrity of the information – 
which can be falsified




10.
three broad characteristics of the financial information





a.
consolidated balance sheets





i.
what they own and owe listed out






ii.
but the information is old





b.
cash flow






i.
tells us future dividends






ii.
the most powerful tool





c.
income statement




11.
note – CPAs like Ernst and Young sign it





a.
an assurance to the public that it can be relied upon





b.
40 pages of detailed notes




c.
SEC requires the disclosures to be certified by a 

CPA





d.
core region that is: S-K




12.
8 pages of background of the company





a.
item 7 – management assessment of the company





b.
lots of required information



13.
so we end up with a long, detailed report with lots of 

information





a.
the debate isn’t over what is required, it is over 

whether the information is materially misleading




14.
how is it regulated?





a.
the 33 act – 





i.
can’t sell securities without a registration 
statement (key proviso in section 5)





b.
two possible ways to regulate:






i.
start with nothing and add






ii.
start with everything and exempt some 
things






iii.
ex – grading – some profs start with zero 
and go up, some with 100 and go down






iv.
this law imposes the obligation to register on 
everything and then exempts some stuff





c.
so, means:





i.
this:







-
8 – process







-
10 – contacts







-
3 – securities exempted







-
4 – transactions exempted





d.
so everything is under the rules, and burden on the 
company to show some exception applies




15.
section 4 of the 33 act – transaction exempted:





a.
(1) - transactions not by the issuer, underwriter or 

dealer




b.
(2) – not public




16.
liabilities





a.
section 11 – high standard of liability for everyone 
associated with the registration statement





b.
section 12 – other liabilities




c.
section 20 – the right to prosecute in criminal law






i.
lots of people went to jail for violating 

section 5





d.
broad jurisdiction – includes United States citizens 
abroad buying foreign securities




e.
any nexus at all and you will get nailed



A.
DEFINITION OF A SECURITY




1.
what is a security?




a.
core – component of the setup





i.
2(a)(1) – language of a security sounds very 
broad




2.
SEC v. W.J. Howey – best-known case





a.
people would buy a tiny little bit of an orange grove




b.
optional contract for Howey to service the trees






i.
then they would share profits





c.
the SEC sues






i.
is it a security and therefore the 33 act 

applies and there needs to be registration?




d.
is it an “investment contract”?

i.
the supreme court focuses on the investment 
nature/structure
ii.
it’s an investment with certain aspects:

-
1 – investment of money


-
2 – common enterprise


-
3 – profits solely from the efforts of 

others





e.
so this is






i.
and so is anything with those 3 things






ii.
this closes any loophole for things that do 

not fit the usual molds






-
instead focuses on the substance of 

the arrangement







-
the Howey standard is used to get at 

the economic substance of it






iii.
lots of other cases about investments is:







-
cattle







-
breeding bulls







-
art







-
minerals





f.
a couple things about the case:






i.
during the early days of the laws – 40-70, 
courts expand the boundaries






-
later the courts shrink the boundaries







-
all part of history






ii.
federal SEC laws are born of the depression






-
the laws and administrators viewed 

security investment as a danger







-
that led to greater regulation




3.
United Housing Foundation, Inc. v. Forman





a.
a co-op case






i.
an NY apartment house






ii.
people buy one apartment – shared interest 

in the hallways, etc.







-
like a condominium





b.
the early NY approach – 





i.
a corporation owns the whole building






ii.
the people buy shares of the corporation 

reflecting the size of their apt







-
coupled with a rental lease






iii.
they don’t own the apt outright – 







-
they have the right to occupy plus 

stock ownership






iv.
it’s got pros and constitution




c.
so the claim here is false representation






i.
it looks like a stock on it’s face






ii.
it’s called stock






iii.
it’s not an investment contract like the 

orange groves






iv.
court says it’s not a security






v.
they might have said it was back in 1946





d.
court identifies 5 features of stock and says if they 

are present in the current case






i.
dividends received based on profits - no






ii.
negotiability – no






iii.
ability to be pledged or hypothecated – 

maybe






iv.
voting rights in proportion to the number of 

shares owned – yes






v.
ability to appreciate in value - yes





e.
so you might conclude the laws don’t apply to co-

ops





i.
federal laws don’t






ii.
NY laws do





f.
but think about it:





i.
the oranges – were to make money/profit






ii.
co-ops – are about living there




4.
Landreth Timber Co. v. Landreth




a.
this is unquestionably stock





i.
the difference was that the buyer bought 

100% of it




b.
the 9th circuit said it wasn’t a security





c.
but the United States Supreme Court said that it was 

a security






i.
that it is stock plain and simple






ii.
the Howey test only applies to investment 

contracts – this is stock




5.
Great Lakes Chemical Corporation v. Monsanto Co.




a.
this one is similar to Landreth





i.
but it’s an interest in an LLC not stock in a 
corporation




b.
but because it is not stock – the court says that it is 
neither an investment contract – so it is not a security



6.
notes





a.
whether you like the laws depends on what you 

think of the statutory interpretations





b.
key point – the current era is about a more literal 

interpretation of the laws





c.
nowadays – Landreth might go the other way






i.
it’s just that if the entire business is sold – 

do the laws apply





d.
in the cases – the plaintiff will allege fraud and say 
he wasn’t told what he was supposed to be told under the law – or he was told the wrong things





e.
so now that we discussed what a security is – we 
turn to the extent to which the registration requirement applies



B.
THE REGISTRATION PROCESS




1.
INTRO





a.
two tracks – the public marketing of securities goes 
on top of the structure of the 33 act





i.
next we he will tell us about how the stock 
exchange works





b.
ex: imagine we are marketing tomatoes in the San 

Joaquin Valley in California





i.
50,000 tons of tomatoes






ii.
how to sell?







-
a sign by the road?







-
no – wouldn’t sell enough that way






iii.
so you set up a distribution network – an 

analogy to securities





iv.
grower







to 4 wholesalers







to 20 distributors







to 100 retailers







to 500 customers






v.
it all gets set up before the tomatoes are 

even grown







-
that way the tomatoes can get there 

fast while still ripe





c.
components of the distribution network






i.
established tiers






ii.
adds utility to the tomatoes







-
people don’t want to fly to get them 

– they want them at the corner store







-
and they will pay more per tomato if 

ti is at the corner store







-
so for the distribution network – the 

price goes up with each tier





d.
so now imagine a newly public corporation





i.
equivalent of the tomato grower is the:

-
issuer (the company itself – like Intel, GM)






ii.
people assume the market economy means 
the product – the tomatoes







-
here – the market is the financing of 
companies – “money market”







-
it’s a very complicated thing 
compared to tomatoes






-
it’s really a market in money






-
no use for it except to get money







-
you put in money, you want money 

back







-
you don’t get something you can eat 

or live in







-
that makes all the difference







-
like art – it can be an investment, but 
you can also enjoy it for itself (or a house)





iii.
so the issuer issues a financial instrument






-
can they put a sign on the road that 

says “stock for sale”?







-
yes







-
probably wouldn’t sell enough 
though





iv.
so they set up a structure






-
the underwriter buys a portion of the 

shares – a batch







-
the IPO – the initial public offering – 

newly issued shares plus some of the founder’s shares sold at a profit to him/her






v.
then the underwriter sells to dealers – 

brokers – who buy stock on the exchange, and sell to …






vi.
us – the public






vii.
looks like this:







issuer







sells to 4 underwriters







to lots of dealers






to us





e.
there is a big buildup to the event





i.
the structure is already pre-setup






ii.
once the SEC decides to accept the 
registration – the sale goes through really quickly







-
this part is different from the 
tomatoes







-
we’re talking same day






iii.
for several reasons – practice and character 
of the stock





iv.
apparently, if it goes up, it is gone instantly







-
and if it goes down, people wait







-
that is because people can still get it 
for the original price





f.
and who decides the price





i.
well, with the tomatoes, people can compare 

prices and pick






ii.
stock, you don’t buy for love







-
art you buy for love






iii.
stock you want to go up in price







-
so people ask what it is worth






iv.
and the answer is cash flows







-
what it is worth is a function of the 

expectation of the cash flows





g.
there are two kinds of money made on stocks






i.
dividends






ii.
value increases





h.
you want to make money






i.
what determines the cash flows?







-
how much money comes out of the 

company?






ii.
A – it’s operations, or growth in assets





i.
what determines if the operations make money?






i.
tomatoes – you can taste if they are good






ii.
stock – you can’t drive or taste, so how can 

you know if it is good – if it will go up?






iii.
A – you look at the data they provide – you 

look to that for guidance – or you look at any data – to try to figure out the future





j.
the required disclosures are designed to help the 
investor in determining the future





i.
the cash flows - the amounts, the risk, 

timing, etc.




k.
that is ALL that disclosure is about






i.
helping investors estimate future cash flows 
– which then determines the value




l.
what determines the market price – useless lawyer 

answers:






i.
Adam Smith’s unseen hand of the market 

place – magic!






ii.
efficient market – price emerges from all the 

relevant information




m.
what makes the market so efficient?






i.
we have many buyers collectively deciding 

the value






ii.
not one hand – but many






iii.
the price constantly fluctuates






iv.
eventually a consensus emerges





n.
is the value what it sells for?






i.
when you get right down to it →







-
someone offers for x price, people 

buy at that, or less, or more






ii.
take a brand-new share for example







-
if the price goes below the 

underwritten price – which is apparently the price it sells for originally – then no one will buy it – it is worth less than you can buy it for






-
if it goes up – the company wishes 

they sold it for more






iii.
for example – a Jaguar





iv.
the underwriter can’t change the initial price







-
so he/she wants to figure out the best 
price







-
there is last-minute pricing – maybe 
the day of – but no changes after that





o.
3 ways of underwriting:





i.
firm commitment





ii.
best efforts






iii.
standby







-
the first two are more heavily used







-
they rely heavily on information





p.
these are all modern insights






i.
the 33 & 34 acts have been updated and 

maintained




q.
let’s look at the core sections of section 5





i.
(c) – unlawful to sell securities without 
registration







-
this is the first step in the process – 
assuming it is a public offering and a security






ii.
so point one is that you can’t offer to sell 
without filing with the SEC






iii.
filings with the SEC are public documents







-
and most/all go electronic – and then 
they are available on the SEC website (EDGAR)





r.
so the SEC gets the registration document





i.
8(a) – it becomes effective 20 days after 
filing





ii.
if amended – that date becomes the filing 
date






iii.
established companies like GM won’t get 
comments – they will go straight through






iv.
but new companies will get lots of 
comments – it will be a minimum of 60 days before the SEC lets it go through





v.
they can also accelerate things





s.
5(a)






i.
unless a registration statement on file – you 

can’t sell






ii.
so 5(a) and 5(c) – look to filing before you 

can communicate anything to the public





t.
they don’t look for completeness or honesty – 





i.
just to see compliance with the law






ii.
IRS will






iii.
not SEC though







-
why?







-
because they made an early 

determination that it would be impractical/impossible






iv.
but they made disincentives for having 

misleading information in there






v.
they make a serious review – but you can’t 

rely on it




u.
so you can’t sell without the registration – 






i.
but you can’t market without having 

something






ii.
so they make a prospectus – the document 

they filed with the SEC but with the disclaimer







-
red writing on the side – “red 

herring”





v.
unless registration statement effective – 






i.
you can’t use the mails or interstate 
commerce for selling it






ii.
you can pre-sell the whole thing – but the 

buyer is not bound until the final statement





iii.
in practical terms – the whole pre-selling 

thing is contingent on the registration





w.
“underwriting” comes from insurance





i.
buy what isn’t sold?






ii.
firm commitment







-
to buy all the stock







-
only for the most tried-and-true 

companies







-
ex – price will be 30, underwriter 

buys all at 25, sells at 30







-
it costs the company a lot







-
that is why Google tried to do it on 

its own








-
which you can do – not 
necessarily better





iii.
best efforts – 






-
new companies







-
“we’ll do our best – if we can’t sell 

it, oh well”







-
like consignment







-
they could just say “tough” – but 
they try to sell because if they just say tough, they won’t get more customers






-
if the price is too low or too high – 

it’s really bad – so it is a risky business






-
it’s all about getting to market with 

sufficient information




2.
SEC v. Ralston Purina




a.
imagine a magic green room





i.
if you get selected as a key employee – you 

go in and find out everything about the company






ii.
then you decide what you want to do






iii.
is that okay?






iv.
that’s the issue






v.
if you violate section 5 – you face section 12 

remedies






vi.
does that satisfy the core requirements?





b.
how about a foreign company listing the same 

information as in Hungary, but translated?






i.
no – you can either do it all from scratch – 

or a massive reconciliation between the two countries





c.
4(2) doesn’t define private offering – so the court 
fashioned four factors to consider






i.
# of offerees and their relationship to the 

issuer

-
not more than a handful
-
because if spread broadly – need 

regulations
-
relationship to issuer – important


-
ex – offering to a bank – who 

can easily get the information and will walk away otherwise






ii.
# of units offered






-
the number of severable units






iii.
size of the offering






-
see Doran – how are they given 

access?






iv.
manner of the offering







-
see Doran – how are they given 

access?





d.
the exception is really limited to those who can the 

information on their own




3.
Doran v. Petroleum Management Corporation





a.
this one is about the meaning of a public offering






i.
the amount of information, timing, form→







-
has to be the same whether public or 

private






ii.
one small exception – for private offerings – 

can just be access







-
but it might need to be the kind of 

access that goes with your job, not intended for that purpose
b.
so the difference between the magic green room and 

insiders → 






i.
insiders have access constantly, regulated






ii.
so this exception is for insiders, a narrow 

category






iii.
otherwise it is not your job to seek out the 

information






iv.
the green room won’t work – it doesn’t 
satisfy the requirements – filing…






-
it’s not a prospectus





c.
SEC is very protective of its turf





i.
argument is made that they should be more 
protective of the foreign companies, but SEC insists they do it SEC way





d.
the green room might be better – but SEC wants it 
their way – the prospectus




e.
this case – is about how the private offering 
exemption is narrowly defined






i.
Siegel says we will eventually need 
standardized disclosure throughout the entire world




f.
tiers – full 33 act registration






i.
filing to DC/EDGAR (public)






ii.
section 11 – see Bar Chris






iii.
accountants/attorneys





iv.
cost, liability, publicity, time





g.
in between are regulatory private offering 

exemptions (regulation D)





i.
exempts the initial sale if:





ii.
less than 1 million dollars






iii.
or over 1 mil and less than 35 buyers






iv.
or over 1 mil and 35 buyers but they pass a 

test of sophistication





h.
then there is 4(2) – the other extreme – eliminates 
all of it – 






i.
of course in reality the people get all of the 
relevant information





i.
so getting out of the top tier does not automatically 

get you to 4(2)






i.
what’s different about the middle tiers and 

top?






ii.
you don’t need to send and file as much 

information





iii.
not filed in DC, not on EDGAR, doesn’t go 

public





iv.
not as extensive section 11 penalties





j.
so we have these tiers:





i.
public






ii.
middle







-
movie deals, oil and gas exploration







-
example – one million to/from each 
investor







-
regulation D






iii.
private/banks







-
narrowly construed to prevent fraud





k.
section 12(a)(1) – penalties






i.
absolute rescission against anyone who sold 
them – not just the company




l.
remember – 4(2) is rarely safe






i.
there is full registration






ii.
in between – mechanical means to be sure 

you are safe





m.
the court here says they need to get full access, or 

be shown to have privileged status – and remands




4.
some notes





a.
one change to the 33 act






i.
extremely high standard of liability







-
to root out any possibility of 

misstatement in the prospectus







-
the only other option would be an 
audit by SEC – but they can’t do that over and over





ii.
so section 11 is the answer –







-
then we will lay Escott v. BarChris 

on top





b.
section 11 →






i.
if any part had an untrue fact or omission 

that was material
ii.
material is – see Basic – if it alter the “total 

mix”






iii.
any person who acquired such securities, 

unless defendant can show the person knew






iv.
the person can sue





c.
so we have an action for anyone who acquires such 

securities






i.
liability goes to anyone who signs the 

registration statement






ii.
and it must be signed by:







-
members of the board







-
underwriters







-
intermediaries






iii.
plus must be signed by a lot of other people:







-
accountants







-
appraisers







-
attorneys






iv.
must have all the accountant’s notes







-
it’s the part beginning with financial 

statements







-
mgmt notes?





d.
the 34 act is different





i.
the document filed under the 33 act is 

essentially a registration prior to selling





ii.
only the 33 document has the extensive 

liability






iii.
the 33 act – the initial public disclosure






iv.
after that – the liability is much different






v.
a broad net is laid





e.
so – 11(b)






i.
note that without (b) – it is absolute liability






ii.
liability of the issuer IS ABSOLUTE






-
“notwithstanding the issuer”







-
and note that if the company is not 
incorporated – then the individual people are liable




f.
for the others – there are some defenses





i.
one is people who bailed out before the 
registration statement became effective






-
like when the person says something 

is wrong but the others won’t listen






-
you feel forced to leave







-
you just can’t look the other way






ii.
whistleblowers






iii.
non-expertised part






-
if there was after investigation 

reasonable grounds to believe it







-
one notch higher than due care







-
must reasonably and actually believe







-
obligation to examine






iv.
the expertised part

-
reasonable investigation standard 
based on character of the expert as an expert




g.
section 11 may require a high standard upon the 
experts



5.
Escott v. BarChris Construction





a.
made it look like their bowling lane making 

company was going up but it was crashing





b.
this case is good law – 






i.
you look at each individual person who 

signed the statement to see if:







-
bailed







-
whistleblower







-
investigated with due diligence and 

reason to believe







-
reasonably relied on expert





c.
does greater liability alter behavior?





i.
maybe






ii.
it’s certainly a powerful incentive for some 
of the part D exemptions





d.
what if section 11 doesn’t apply – for information 

outside of the registration statement itself?






i.
see section 12






ii.
if you violate section 5 – absolute right of 

rescission







-
section 5 is doing things before a 

registration statement is accepted







-
apparently money damages on 

section 11 (large?)






iii.
why wouldn’t people prefer to just not 

register and face 5 instead of 11?







-
because 5 can have criminal 

penalties






iv.
so people don’t make unregistered offerings






v.
section 12(a)(2) – liability is not as powerful 
as 11, but burden still on defendant



C.
RULE 10B-5



1.
Intro




a.
now we move on to the 34 act






i.
the 33 act is remember, the stuff at the 
beginning, the initial public offering






ii.
the 34 act is for the secondary market





b.
two events that the 1934 act regulates:






i.
the market itself







-
buying and selling







-
continuing disclosure to update 

information






ii.
other things besides buying and selling







-
voting on directors







-
on mergers







-
shareholder proposals?





c.
the 1934 act is also all about disclosure






i.
but here it is on a continuing basis






ii.
the 1933 act is just a one-shot deal





d.
the 1934 act breaks things into several sets of 

documents






i.
section 14 is annual reports like the 10-K






-
like an annual prospectus







-
the same information






ii.
10-Q – quarterly brief






iii.
8-K – special information – change of 
directors or other unusual events





e.
shareholder meetings:






i.
proxy statement







-
antecedent to the meeting






ii.
form of proxy – the voting document






iii.
annual report – looks like the 10-K





f.
so what makes this work?






i.
has to be a filing







-
in DC







-
electronic







-
available to everybody






ii.
misstatements get 3 different kinds of 

penalties






-
criminal







-
administrative – SEC can stop the 

document from being used – can stop the annual meeting







-
civil damages remedies





g.
section 14 – the rosetta stone






i.
rendering of unlawfulness to solicit votes in 

violation of the rules






ii.
it’s a statutory delegation of authority – to 

the SEC to make rules to govern the solicitation






iii.
basically they say – SEC shall make rules as 

to how proxies shall be solicited, violation of which is unlawful






iv.
a party relying on them can sue





h.
section 10 – any security…






i.
basically, the SEC can make rules 
prohibiting manipulative devices





ii.
it was to delegate legislative power to the 

SEC, but their power is limited to what is in the statute





iii.
10B-5 is the most famous






iv.
see section 17 of 1933 act – it is similar







-
no fraud or deceit






v.
10B-5 draws directly from the statute







-
it’s brand-new stuff






vi.
they use the same language as congress – so 
no one can say they exceeded authority






-
precedent in regulation drafting





vii.
but all you see is a prohibition






-
SEC says private people can sue for 
money – which is not in the statute







-
it was meant for SEC to sue or 
charge criminally





i.
section 21(?) – 





i.
the civil action was added later







-
first chapter was Kardon case







-
the company told her 28 was a good 

price, didn’t tell her they were getting 35, court implies a civil remedy, Basic upholds it




2.
Kardon v. National Gypsum





a.
it was about a mis or non-representation





i.
that is the basis for the implied remedy





b.
section 10B-5 doesn’t say it needs to be from them 
to her






i.
it says ANY mis or non-rep






ii.
so imagine they make a mis or non-rep to 

the NYSE, and A buys






iii.
there is a complication







-
we are missing privity







-
it went across some anonymous 

exchange






iv.
the original intention was to address deals 

on the exchange







-
and the SEC can still sue







-
what is hard is an action by A





v.
so they say they were defrauded by the 

market price

-
and that is Basic




3.
Basic Inc. v. Levinson





a.
a big case





i.
Santa Fe is another biggie





b.
“fraud on the market”



4.
short description of corporate finance





a.
AKA contemporary economic theory




b.
notes






i.
important to know – but need a deeper study






ii.
deeper study leads you to ask how far the 
theory should be extended







-
to criminal law?







-
domestic?







-
doesn’t fit everything





c.
start with this:





i.
when we say the market reflects information 
– we are talking about the stock price in this context






ii.
it’s fair to say that the most efficient (fast-
responding) is the world-wide money-market (stocks, etc.)






-
the time it takes from announcement 

until information is reflected in the price is 15 minutes





d.
the question in Basic and other cases is what about 
deceptive information?






i.
will that cause a reaction?





ii.
because if the market does reflect false 
information, can’t we make a case that the plaintiff doesn’t need to know the information, because plaintiff relies on the price and therefore is affected by the information even if plaintiff doesn’t know about the misleading information






iii.
whether the information is right or wrong – 
it affects the market





iv.
this is the central proposition in Basic




e.
you get small fluctuations until a big one when they 
release the information






i.
like a thermostat or oven





ii.
so it is never perfect






-
or in equilibrium





f.
true? – there are categories of information for the 

market
i.
information about the price itself – like price 
history

ii.
public information

iii.
all information





g.
weak-from market efficiency





i.
at the least, the market reflects the history






ii.
so it is in there, so no point in caring about it







-
except during the 15 minutes







-
like going 50 mph at exit 6, doesn’t 
men you are going 50 at exit 4, you might not even get to exit 4, you could say there is a pattern, but you don’t really know what will happen







-
so the history might mean 

something, might not





h.
semi-strong form market efficiency





i.
to the extent that there is public information 
– it is reflected in the market price efficiently, rapidly





ii.
has been tested – it happens fast






iii.
but the price doesn’t get updated faster than 
15 minutes







-
if you want to find out faster than 
that, you need a connection on the floor of the NYSE






iv.
it’s all well-proven





i.
so the basis for the fraud on the market theory is 
that the plaintiff didn’t need to rely on the information his or herself





i.
just that the plaintiff relied on the market 
price, which incorporated the deceptive information





ii.
the market effect/price/market itself is 

enough





iii.
the plaintiff doesn’t need to demonstrate 

relying on the information himself





j.
what about non-public information






i.
Basic was press releases






ii.
see West




5.
West v. Prudential Securities, Inc.





a.
non-public information?






i.
proven that it won’t reflect that




b.
in a large trading market – private information 
won’t have any effect






i.
well-proven





c.
this is the core of Basic






i.
the United States Supreme Court bought into 
semi-strong form market efficiency







-
they plaintiffs didn’t win, they just 
got their class certified





ii.
but here in West, no showing that private 
information will affect the market price




d.
the argument was that:





i.
the information was disclosed to some 

people






ii.
which drove up demand, which drove up the 

price






iii.
but in a huge market, it takes big trading to 

make any effect






iv.
and Judge Easterbrook wants to see proof 

not just assumptions




6.
materiality





a.
if it would significantly alter the “total mix” of 
information available to the investor

i.
I think it has to be material and reflected on 

the market, although if it changes the price, it probably is material





b.
when does it become material?






i.
big deals like mergers are material earlier





ii.
no assurance that it will happen until it 
actually does happen






iii.
there is no bright line – but typically the 
preliminary agreement is when



7.
how to comply with 10B-5





a.
these companies want to keep mergers secret





b.
Basic was making press releases saying no merger 

because they didn’t want it to affect the price until it was actually happening




c.
the violation is not not disclosing something






i.
it’s an affirmative misstatement





ii.
or misleading omissions?





d.
what’s prohibited is deception






i.
in Basic it wasn’t not disclosing somethinig, 

it was denying the merger





e.
so it is not the non-disclosure, it is buying and 

selling without disclosing
i.
or others buying and selling and false 
information




f.
in this context – you can avoid the violating by not 

disclosing, so, 
if CBS says they heard about a merger






i.
you can say it’s true, you are negotiating







-
but then you have confidentiality 

issues







-
and if the company is known to be 

on the market competitors will get involved







-
and the market price immediately 

changes so that affects the negotiations






ii.
lie = badbadbad






iii.
say nothing at all – hard to do





g.
but if you lie and it is about a material fact = 
liability





h.
but sometimes, even without disclosure, the price 
starts to creep up anyway





i.
if it’s a material fact





ii.
because people catch on






iii.
leaks






iv.
so eventually you need to disclose





i.
so often, it’s possible to stay silent, but often better 
to tell





j.
a material omission





i.
is bad when associated with a statement said 

or action taken






ii.
this is the inside information deal






iii.
you can’t lie






iv.
or trade based on the inside information




8.
Pommer v. Medtest Corporation




a.
this case simply means lots of leeway for the 
factfinder when it comes to deciding if the information is material





i.
if there is potential that it is material






ii.
and the jury says it is






iii.
the judge can’t set that aside – you give 
leeway to the factfinder




9.
notes about a private cause of action




a.
it’s a difference in kind, not degree




b.
SEC or crim vs. private $





c.
it opens a pandora’s box – who gets money, who 

doesn’t

i.
seller/buyers?
ii.
how much?

iii.
what time period?

iv.
so we have decisions on the limits




10.
Blue Chip Stamp





a.
plaintiff didn’t buy or sell in reliance on information




b.
but no buying or selling = no cause of action





c.
the SEC can still act though



11.
Ernst & Ernst v. Hochfelder





a.
needs to be reckless, knowing or intentional 
violation




b.
negligence is not enough




12.
so the court is looking to narrow it down a bit




13.
Central Bank of Denver




a.
no liability to those who aid and abet




b.
must be direct




14.
Santa Fe Industries v. Green




a.
the maj was looking to get the minority out





i.
once they get 95%, they can do a short-form 
merger





ii.
pay the minority for their shares and merge 

the sub into the parent






iii.
the minority can demand the court value the 

shares





b.
but here they didn’t want to do that






i.
some states say you can have a test for the 

fairness – but most states you can’t stop it

-
you can just get a valuation on the 
price

-
California lets you get shares in the 
parent





ii.
long term shareholders have tax concerns






-
fairness determinations usually end 

up being about the price paid out anyway






iii.
one reason a parent prefers the sub to be 
intact is to limit liability







-
and taxes




c.
the point is – the federal government don’t care 
about fairness – only disclosures






i.
tradition says the federal government only 
regulate disclosure – the states get everything else






ii.
if not deception or manipulation – the 

federal government doesn’t care

-
this might have been unfair but they 

were honest about it




15.
Deutschman v. Beneficial Corporation




a.
this case is all about options





i.
example – you can buy stock within 90 days 
at 11, price is 10






-
so if it goes to 13, your option is 
worth 2 per share







-
if the price does not go up, your 
option is worth nothing, you have wasted whatever you paid for it





ii.
or sell options – option to sell for 10, price is 
11, value is if price goes below 10






iii.
so buying an option is buying risk






iv.
value is the present value of the chance the 
price will go the way you want






v.
but it’s not a bet on a horse, it is based on 
the performance of the corporation – so it is derivative – option value is derived from the stock





b.
so does 10B-5 apply to people who only buy 
options but not stock?





i.
yes






ii.
it’s not exactly the same, but it is the same 
market





c.
this is good solid law

4.
INSIDE INFORMATION



Z.
intro




1.
well, first we had the early 10B-5 cases with a misrep 
straight to a party – like Kardon




2.
then the fraud on the market theory – Basic




3.
and then inside information – 




a.
this is different from the first two not in degree but 

in kind





b.
the big difference is – nothing is said at all


A.
Goodwin v. Agassiz




1.
nothing is said



2.
theory is:




a.
material inside information that would affect the 

total mix





b.
and person with the information buys or sells





c.
remedy is rescission




3.
but here there was no privity – plaintiff sold his shares on 
the market, they bought



4.
so this is the old rule – buys or sells on market, without any 
misrepresentations = no remedy



5.
Texas Gulf turns this on its head





a.
but first let’s ask who is hurt?





b.
maybe no one – people would in fact be encouraged 
to get information on their own





c.
but then again – it is about making things fair




d.
if it’s not fair, people won’t play






i.
like weighted dice





e.
the 1933 and 1934 acts have a preamble that says 
the purpose is to restore confidence and fairness




f.
so it isn’t about economics – it’s just about fairness



B.
SEC v. Texas Gulf Sulphur Co.




1.
first case on insider trading




a.
shows you what kind of things go on




b.
story of people driven by greed




2.
they were digging holes and not admitting they had a great 

find



3.
notice it is SEC v. TGS




a.
so the court doesn’t need to think about the market





b.
SEC wants to take profits made for the government




4.
this is based on 10B-5 proviso #3



5.
it was creeping up because people saw the insiders buying 

and so they were thinking

a.
strong-form efficiency

b.
SEC and NYSE monitors the stock and if they see a 

creep it is because something is not being revealed

c.
the creep encourages the people to disclose earlier




6.
anyway, they were not obligated to disclose – they just 

couldn’t buy or sell without disclosing

a.
and it has to be a material fact




b.
and neither can you tell you family and friends and 

then they trade



C.
Chiarella v. United States




1.
he was working at the printing company so he knew what 

was going on so he made a profit – but the court said he was not an insider


D.
Dirks v. SEC




1.
he knew there was fraud and the price was going to 

plummet




a.
he was trying to tell everyone, no one would listen




2.
he tells his clients, who sell, and he gets prosecuted



3.
court says he isn’t in trouble – he didn’t trade – he got 

nothing


E.
United States v. O’Hagan




1.
this is similar to Dirks, but we can’t have a rule that is 
based on good guy/bad guy



2.
he was the lawyer for Grand Met, who was going to buy 

Pillsbury, so he buys tons of Pillsbury and makes a huge profit
a.
no way people wouldn’t have known

b.
no way he would have gotten away




3.
but he wasn’t an insider of Pillsbury – so how to find him 

liable?

a.
classical theory – when you are an insider of a 
corporation and you trade that corporation’s stock based on material inside information

i.
but that won’t fly here because he was not 
an insider of Pillsbury

b.
so: misappropriation theory


i.
when a person misappropriates confidential 

information, for securities trading purposes, in breach of duty owed to the source of the information





ii.
gets information from an insider, with a 

fiduciary duty, then buys or sells for his own benefit




4.
but the thing is, he wasn’t an insider to Pillsbury, whose 

stock he traded




a.
but the court says it doesn’t make sense to let him 

get away with it just because he represented the bidder not the seller





b.
so they say he’s done for




5.
difference from Dirks:





a.
he tried to tell the public




b.
and didn’t use himself





c.
and didn’t get via fiduciary duty (got it himself 
from his own investigations)





d.
he was more like an investigative reporter than a 
lawyer with a fiduciary duty to the source of the information




6.
could say that O’Hagan has a due process claim because he 

didn’t know his conduct could lead to criminal liability




a.
oh well




7.
unresolved – how do you prevent information from being 

misused but still let people get it?


F.
Carpenter v. United States



1.
Wall Street Journal writer’s advice affects stock prices





a.
so he tells his friends ahead of time who use the 

information




2.
scheme to defraud




3.
misappropriation – journal’s confidential property, 

fiduciary duty, used for his (or family/friends’ benefit)


G.
notes



1.
lots of ambiguity





a.
trying to make a level playing field





b.
can’t be perfect – but we’re trying to prevent abuses





c.
could say we’ve failed because of abuses






i.
but Siegel says no – you can’t be perfect, but 

it would be bad if we didn’t prosecute cases like these




2.
Dirks case – 





a.
to be safe – 






i.
we now have the Internet






ii.
so he could post on a blog – disclosure – 

then tell his clients to sell






iii.
also telling his position and all so people 

know it is good information


5.
SHORT-SWING PROFITS


A.
notes



1.
Siegel doesn’t like this law




2.
law is:





a.
insiders or 10% owners must give the company all 

profits made within 6 months from buying/selling





b.
also – when insider or 10% owner buys or sells, 

need to file a statement




3.
it was to address a particular kind of abuse rampant before 

1933/1934 acts



4.
why don’t you need to show there was inside information?




a.
because it was after the crash, to please the public




5.
problems:




a.
sweeps in transactions where nothing was wrong






i.
note no criminal penalties






ii.
and because of this, court wants to confine it






iii.
it’s the kind of thing where only his mother 

gave a favorable comment





b.
it has very square dimensions so it can be gamed





i.
simply wait until 6 months and one day



B.
Radiance Electric v. Emerson Electric



1.
if it is a plan, and you sell some before 6 months, so as to 

fall under to 10% mark, and then sell the rest after the 6 months are up, and you needing to pay profits?



2.
no – only what happens within the 6 months – 





a.
even if it is part of a plan, if it falls outside the 6 

months, that is all that matters



C.
Foremost-McKesson, Inc. v. Provident Securities Company



1.
for the purchase to count, you need to be above 10% 

already



2.
if the purchase puts you above 10%, then it doesn’t count



D.
Kern County Land Co. v. Occidental Petroleum Corporation




1.
defendant had to get rid of stock as part of a merger – so it 

doesn’t count because they weren’t trying to reap some benefit

VI – PROBLEMS OF CONTROL


1.
PROXY FIGHTS



Z.
intro



1.
chapter goes state/fed/state





a.
there’s an interplay there




2.
start w/state





a.
when they have a shareholder meeting





i.
it’s an event – something that actually 

happens





b.
for the meeting there had to be:






i.
a board resolution on the date, time, place, 

issues







-
this is a formal transaction recorded 

in the minutes






ii.
old way – needed written notice to the 
shareholders, with time, place, and subjects





iii.
meeting – not validly established unless the 
terms are satisfied





c.
you needed one and two above, and enough 
shareholders for a quorum – a majority (before you could elect board members or do other things)





i.
and not a majority of those present, but of all 
the shares able to vote







-
and that amount can be increase but 

not decreased





ii.
note that a partnership is subject to changes 

but starts out one person, one vote







-
a corporation is one vote per share






iii.
so since a lot of people can’t go, they can be 

present by proxy

-
it’s not voting by mail

-
it’s designating another to vote for 

you

-
it’s the law

-
but the proxy has to vote the way 

you choose, and the proxy doesn’t actually need to go, doesn’t actually need to present the proxy cards

-
so actually it is just like voting by 

mail

-
they usually do go, though





d.
the way they did it in the 1960s:






i.
in person






ii.
by proxy






iii.
or by unanimous written consent of 
shareholders, you can “have” a meeting





e.
(first was paper) - but then you could participate by 
phone





i.
then video






ii.
now internet







-
you could have attendance by 

internet, and real-time voting – changes the whole dynamic






iii.
there is a current proposal to allow 
companies to do it all via Internet – the materials, voting, everything – which changes everything because it is much cheaper





iv.
you can vote your proxy via internet now – 
but the proposal is to allow real-time participation






-
would really change things



3.
let’s begin again





a.
so there is a resolution by the board to have a 
meeting to elect the board, and some other proposals





i.
a booklet goes out with all the relevant 
information






ii.
to the shareholders






iii.
state law requires fair disclosure






iv.
federal law – section 14 – the federal 
government can regulate the proxy statement – can get it, review it, approve it or disapprove it






-
can require certain information or 

not






-
needs to have the candidates, 

compensation, qualifications, proposals, annual report




b.
and they also send out the proxy card





i.
where people vote





c.
the board in some insiders and some outsiders






i.
bankers, lawyers, not accountants because 
then they can’t audit, almost never public interest




d.
but for 15 spots, 15 candidates






i.
it’s more like a ratification than an election







-
it is vote for all







-
abstain







-
or run your own slate and wage a 

fight/contest






ii.
but the fight was uncommon because it was 
expensive






-
very much so






iii.
very rare to have more candidates than spots







-
maybe a trend toward that, though






-
that would affect the process a lot






-
issues of pluralities



A.
STRATEGIC USE OF PROXIES



1.
Levin v. Metro-Goldwyn-Mayer, Inc.





a.
you expect the proxy fight when the shareholders 

are mad – from price going down or breach of duty




b.
the issue in this case is who pays the expenses





c.
rule is:






i.
company pays for the insiders’ expenses







-
unless illegal expenditures







-
unless it is personal and not policy – 

but you can always spin it to be policy






ii.
outsiders pay their own







-
unless they win – then they can put it 

to the shareholders to get reimbursed – which would be approved of course because the shareholders just voted them the winners





d.
this is why the SEC proposal for Internet procedures 

would make a big difference – 





i.
if mgmt spends none and outsiders spend 

tons and still might not win – it’s not worth it






ii.
but the proposal would make it a lot less 

expensive



B.
REIMBURSEMENT OF COSTS



1.
Rosenfeld v. Fairchild Engine & Airplane Corporation





a.
same as above




b.
dissent – says no authority to throw away money, 
even if approved by shareholders, unless unanimous (this was maj)






i.
he thinks it is waste to pay even for the 

winning side





c.
this of course encourages the insiders to spend as 

much as possible – because they get paid back if they win or lose






i.
for the outsiders it is a hard choice







-
spend less and lose – it’s gone







-
spend more and win and get paid 

back







-
but never guaranteed a win





d.
proxy contests may come back w/SEC proposal






i.
but they had fallen by the wayside






ii.
that’s because people would rather use a 
tender offer – that way it’s cheaper to make changes (because you are in control) – and they stand to make more from improvements because they own more stock






iii.
but if it is online – much cheaper to do 

everything






-
might increase proxy contests – and 

shareholder democracy







-
Chinese curse – may you live in 

interesting times – these are interesting times



C.
PRIVATE ACTIONS FOR PROXY RULE VIOLATIONS



1.
J.I. Case Co. v. Borak





a.
section 10 prohibiting misleading statements and 
insider trading applies to all securities





i.
but 14 – which requires certain disclosures 
and filings only applies to companies who need to register






ii.
this is the proxy rules deal




b.
12(g) – sets the threshold – 






i.
assets of 1 million – not so big





ii.
500 or more owners – can be big





c.
so we have a bifurcated disclosure regime – 





i.
if you fit 12, then you need to do all sorts of 
stuff – disclosure and filings







-
and reveal all sorts of info






ii.
if you are below the threshold – 







-
you can’t find out anything about a 
company







-
no sec filing requirements







-
and under state law – no affirmative 
duty to do all sorts of this disclosure stuff






-
this is the state/federal distinction




d.
so anyway – if it is a 12g company – you can find 

out a lot more information





i.
and this case means that if it not accurate – 

you can get into a lot of trouble






ii.
if not a 12g company – not much is 

available

-
that is a reason that a lot of companies want to go private




e.
this is the first case to make a private, civil, federal 
action for inaccurate information on a proxy statement





i.
it was bad information leading to a merger 

vote






ii.
it’s just like 10 – the same prohibitive 
language in the statute used to create a private action





iii.
and 14 has since been expanded to include 

tons of disclosures




f.
you get the same issues as with 10 – that is, how to 

satisfy the rules





i.
the SEC can have criminal remedies or stop 

the meeting






ii.
for the private action: what remedy, reliance 
needed?, materiality?







-
same issues as with Basic – court 
sees them all as parallel





g.
it’s the same materiality test – 





i.
would it alter the total mix







-
reasonably probable to affect the 

decision?





ii.
it’s a relatively low threshold

iii.
not whether it affected this shareholder, just 
would it affect a shareholder




2.
Mills v. Electric Auto-Lite Co.




a.
to what degree do we need causation/reliance?




b.
the answer is – would it have made a difference





i.
if the parent owns a majority and you only 
need a majority of votes – it wouldn’t have made a difference






ii.
but if the parent owns 54%, and you need 
2/3, then you needed those minority votes, so it could have made a difference





c.
10B-5 has the purchase and sale requirement






i.
this requires that the information might have 

altered things – was the misinformed people’s vote needed





d.
if you sue before the action





i.
you can stop the meeting, stop the vote, 
require re-distribution






ii.
if it does go ahead – they won’t unscramble 
the merger






-
the remedy would be damages







-
but not if the plaintiff did not suffer 
money damages






-
although there might still be 
attorney’s fees






iii.
in the real world – 






-
you are best to sue before it happens







-
if no remedy – is there any point to 

the suit?




3.
Seinfeld v. Bartz




a.
is it material that they didn’t disclose executive 
stock options value using a certain accepted method?




b.
court says it is not material




c.
omission of fact can be material if a reasonable 

shareholder would consider it important in deciding how to vote




d.
court is skeptical of this newfangled equation





i.
but it is more common now after enron



D.
SHAREHOLDER PROPOSALS




0.
intro





a.
it needs to be a 12g corporation





b.
then people want to mandate that the proxy from the 
corporation has their proposal on it






i.
can use the disclosure hook






ii.
but 14a-8 is really the federal government 
intruding into corporation governance






iii.
used to be used to ratify auditors and get a 
record of the meeting – which are now commonplace





c.
the SEC knew 14a-8 was an indirect voice for the 

shareholders





i.
but where do you draw the lines?






ii.
health care for employees






iii.
goose liver





d.
Pope v. Greyhound - 51





i.
wanted a vote on ending segregated busses





ii.
court said it was general policy or ordinary 
business






iii.
so can’t mandate it





e.
years later people used this for






i.
getting companies out of war in Vietnam






ii.
out of south Africa





f.
it’s important because these are private companies 

but they affect life out in the street






i.
they are governed by shareholders






ii.
and we have this SEC rule that they can put 
stuff on the ballot






iii.
how do you evaluate this role?






-
maybe say the government is the 

only person that should force people out of Vietnam







-
and here we have shareholders trying 

that






iv.
three possibilities:







-
government, shareholders, public






v.
the market might not be the best way to 

please constituencies





g.
the three exceptions are:






i.
ordinary business conduct – that is for the 

board






ii.
inconsequential – or small part of business 
operations (5%)





iii.
beyond power to effectuate



1.
Lovenheim v. Iroquois Brands, Ltd.





a.
you can’t tell them how to handle ordinary business 

conduct – so they get around that by saying form a committee to study whatever
i.
tendency to get the corporation to act

ii.
raising awareness is a legit proposal

b.
that’s what he wants here – form a committee to 

study the company’s force –feeding of geese





c.
they say it’s either ordinary business, or 

inconsequential
i.
well he got around the ordinary business 

with the committee
ii.
and they say it is below to 5%


-
except court says it’s not just about 

money – it can be social, ethical, or political

iii.
so he is in



2.
Dow Chemical





a.
stop making napalm





b.
same as above





c.
courts lean towards to proposals because they don’t 

cost money to put on the proxy






i.
move to allow shareholders to also put on 

candidates for the board






ii.
they don’t want to government to step in and 

legislate





d.
you do need 5-10% before you can resubmit





i.
get 15 and the will listen




3.
NYCERS v. Dole




a.
want a committee on the employees health 

insurance





b.
court says to include






i.
they can effectuate






ii.
not insig






iii.
not ordinary business







-
ordinary business is mundane stuff







-
one plant closing – not all







-
this is big enough




4.
Austin v. ConEd




a.
resolution on age of retirement




b.
court says no






i.
it’s ordinary business





ii.
it’s mundane



E.
SHAREHOLDER INSPECTION RIGHTS



0.
intro





a.
usually the shareholder lists





b.
but question is what docs?






i.
shareholder names and addresses






ii.
records of meetings






iii.
minutes






iv.
financial records





c.
usually the shareholder lists






i.
to contact them to vote against the mgmt





d.
many places have a rule that mgmt can give list or 
put on proxies themselves






i.
but option 2 not desirable because you give 
the mgmt the first look






ii.
and they want to wine and dine the biggies






iii.
but some states say you can get a list of the 

people who don’t mind being contacted





iv.
or you can get the list if you own enough 

stock and have a proper purpose







-
fighting mgmt is proper






v.
if mgmt sends you pay costs




1.
Crane v. Anaconda





a.
NY applies to corporations doing business in NY





i.
some states would use the law of the state of 

incorporation





ii.
but some states prefer their own – NY and 

California
-
NY does it selectively
-
this is one selection

-
and NYSE is here, so if you are on 

the exchange, you have got the NY inspection rights





b.
court says they satisfy the 5% rule, proper purpose, 

never sold lists, owner for at least 6 months – so they get the lists




c.
improper purpose is junk mail





i.
challenging the war




2.
State ex rel. Pillsbury v. Honeywell





a.
challenging the war is improper






i.
could have said mixed motives – but he 

wanted to lose – to make a statement



3.
Sadler v. NRC Corporation




a.
often the stock is held in street name – the broker – 
who sends stuff to the beneficial owner





b.
here they want to beneficial owner names – the 
NOBO lists – those who don’t mind being contacted




c.
corporation doesn’t have one – but court says it’s 

easy to make





i.
so they get it


2.
SHAREHOLDER VOTING CONTROL


Z.
intro




1.
these cases are about diving up ownership and voting




2.
majority rule is straight voting





a.
one vote per share




3.
some have cumulative





a.
one vote per share times the number of spots




4.
either way – it’s a plurality election





a.
winners are the top vote getters




5.
so there are ways of dividing up the ownership and the 

voting




6.
and you can make agreements among the shareholders



A.
Stroh v. Blackhawk Holding Corporation




1.
they tried to divide up the voting and the dividends




2.
old Illinois rule was you couldn’t, but that has since 

changed



3.
the rule was every share needed a vote – so they made 

shares with votes and no dividends





a.
court upholds it




4.
since changed





a.
now you can have any arrangement you want



B.
Peerless



1.
company didn’t like the way the voting was going – so they 

adjourned to have a vote later – was it to frustrate the shareholders?





a.
court says to go to trial


3.
CONTROL IN CLOSELY HELD CORPORATIONS



A.
Ringling




1.
how many votes does it take to win in cumulative voting? 

(guaranteed)





a.
(shares total x spots/spots + 1) + 1





b.
that’s for a guarantee – might take less depending 
on how the others vote




2.
so you can vote safe – or try to spread your votes hoping it 

might take less



3.
this case just says that voting agreements are valid





a.
court can enforce them




4.
another formula for guaranteeing election is:





(1/spots plus 1)





a.
in partnerships you can alter things so people have 

votes according to anything you want




b.
but in corporations it’s one vote per share



5.
we can separate money and votes:





a.
make some shares with votes, and then tons without





i.
and all get money





b.
it can be done – it’s fine





c.
EXCEPT public corporations – need to be one-vote-
one-share





i.
NYSE rule



6.
this case tells us another way of diving money and control 

is a voting trust – 




a.
you let the trust control the voting – you get the 

money






i.
the trust has the legal title – controls the 

voting – the owner gets the benefits






ii.
the trustee votes in accordance with the 

agreement





b.
the blind trust is the Cheney trick as if you don’t 

have anything to do with the voting – you just get the money




c.
problem with the trust is it is time limited






i.
that can also be good – if you stop agreeing





d.
and requires a public record




7.
so this case says you can make these agreements





a.
and they are enforceable





b.
and they don’t need a time limit





c.
and they don’t need to be public





d.
also called pooling agreements




8.
but here the court was stupid – 




a.
could have had a re-vote





b.
or declared her votes as they should have been 

according to the agreement





c.
instead they just invalidated her votes





d.
but the law was changed – court will enforce if it is 

on voting by shareholders, and in writing



9.
some places require unanimity



10.
which are preferred





a.
the trust enforces itself





b.
agreements might need the court



B.
McQuade v. Stoneham




1.
now they don’t want to dictate just voting, but officers and 

policies also



2.
court says that is the board’s province


C.
Clark v. Dodge



1.
now the court is more receptive to the agreements



D.
Galler v. Galler




1.
now the court is cool with it




2.
but needs to be unanimous




3.
directors are relieved of liability




i.
for fiduciary obligations





ii.
still protected from debts – if they observe the 
formalities




4.
put the agreement with the cert of incorporation





i.
future owner must agree



E.
 in many states you need to be a statutory close corporation to do 

this



1.
or not – Ramos




2.
need unanimity, non-transferable shares?


F.
Ramos – 



1.
the agreements work – you can get fucked it you don’t 
follow them
