Agency

Elements/Creation

Relationship resulting from

Manifestation of consent by A

To act on P’s behalf

Subject to P’s control

Both consent

Obligations

P to 3 and vice versa

P to A vice versa

A to 3 and vice versa

Subject to Control

Gordon v. Doty

Coach acted under control when he consented to be the one who drives.

Jury tainted by knowledge of insurance policy?

Not Contractual

Agency Without Anyone Knowing It

Gay Jenson Farms Co. v. Cargill, Inc.

Farmers sue Cargill for Jenson’s defaults

principal is liable on contracts made by an agent on the principal's behalf

Agency relationship exists when control crosses some threshold.

Contractual relationship so strong that Cargill becomes a principal.

Purchasing Agents

If for benefit of the other, one who buys and conveys property is an agent.

Liability in Tort

Vicarious Liability/Respondeat Superior

Requires M/S Relation

Master is liable for the torts of the servant

Conduct of task controlled by master

Independent Contractors

Conduct not controlled by master

P sets out desired result, not how to accomplish it.

Control

Physical Conduct

Humble Oil & Refining Co. v. Martin

Difference between P/A and Master/Servant

Schneider operates the service station. Martin is injured by one of Schneider’s employees.

Legal right to control physical conduct of the job.

Look to terms of contract.

Hoover v. Sun Oil

Person injured at gas station

Owner found to be independent contractor

Scope of Employment

Nature of Conduct

Same general nature as conduct employed to perform?

Frolic and Detour

Removed in space and time from employment

Desire To Serve Master

Bushey v. U.S.

Motivated, at least in part, by a desire to serve the master.

Friendly wants to replace the traditional rules with some type of proximate cause analysis.

If some harm is foreseeable: Liability, even if the particular type of harm was unforeseeable.

Foreseeable that seamen going back and forth might damage the drydock.

The conduct must relate to the employment

Policy

Retribution

Loss spreading

Compensation

Deterrence

Torts of Independent Contractors

General Rule

Principal not liable

Exceptions

Principal retains control

Incompetent contractor

Nuisance per se

Non-delegable duty

Usually specified by statute.

Majestic Realty v. Toti

Contractor goofs and destroys building

P not liable for torts of independent contractor.

Principal Liability in Contract

Elements

By agent

Acting within authority

Proper form

Understood that P is the party to the K.

Five Kinds of Authority

Power v. Authority

Only in actual authority is there authority

Power in all five kinds

Actual

Express

Require manifestation of consent from P to A.

Implied

Such powers as are required to carry out the duties

Goes with the job

Mill St. Church v. Hogan

Did the agent have the authority to hire the subagent and bind P?

Apparent

Manifestation P->3

An apparent agent is a person who, whether or not authorized, reasonably appears to third persons, because of the manifestations of another, to be authorized to act as agent for such other.

Removal

Notice

Lind v. Schenley

Manager was clothed in the authority to make the 1% commission offer to Lind.

Employee manual.

370 Leasing

low employee signs giant leasing deal.

Ratification

Creation

A acts without authority

P can ratify if

Valid affirmation

Actual of implied

Know or reason to know all material facts

To whch the law will give effect

Nec. To protect the rights of innocent 3rd parties.

Botticello v. Stefanovicz

Marriage not enough to create agency

Wife didn’t know it was a lease with option to buy.

Acquiescence

Extension of actual authority by a series of actions.

Estoppel

creation

Key: Ommission is not a manifestation

Acts or Ommissions intentional or negligent create appearance.

Reasonable and good faith reliance on appearance of authority

Reliance

Hoddeson v. Koos Bros.

Fake furniture salesman takes money.

Estoppel only binds the P.

T not bound as in all other types of authority

Inherent (Catch-All)

Undisclosed Principals

Principal is liable for all the acts of A which are within the authority usually confided to an A of that character.

Transactions usual in the biz & on P’s account

Agent adds warranty

A exceeds authority.

Watteau v. Fenwick

Bar owned by P is appearently owned by A.

No actual authority to buy Bovril

No appearent authority

no manifestations by P.

P is hidden, unknown.

Agent Liability on K.

Disclosed P

None

Except where clear intent that A be bound

Partially or Undisclosed P

Agent Liable

Nonexistent P

Atlantic Salmon v. Curran

Nonexistent P, so A is liable.

Fiduciary Obligations in Agency

Care

care & skill

in locality

kind of work

plus special skills

Loyalty

Accounting for profits

Not to act as adverse party

Non compete

No conflicting interests

Use/disclose confidential info

Secret Profits

Reading v. Regem (secret profits)

Agent has duty to act solely for benefit of P in all matters connected with agency

Money held in constructive trust

Soldier rides along with smugglers.

Business Opportunity

Gen. Automotive v. Singer (usrping biz opportunities)

Should have disclosed to P that he was taking the jobs

Grabbing & Leaving

Town & Country v. Newberry (grabbing & leaving)

Former employees leave with customer list and successfully solicit them

Duty of confidentialiy extends past employment

Duty not to compete ends with employment or association

CA forbids non-compete clauses.

Trade Secret Factors

Not widely known

Info guarded

Valuable

Expensive to create or duplicate

Uniform Trade Secret Act in CA

Economic value from not being known

Reasonable efforts to maintain secrecy

Trade Secret Remedy

Injunctive relief

Damages

Remedy of Disgorgement

Can be better than K damages.

Parnership

Definition

A partnership is an association of two or more persons to carry on as co-owners a business for profit

If it aint anything else

Not sole proprietership

Not a corporation

Characteristics

2 or more people

for profit

contribution (capital, labor, land)

Share profit/loss

Share control/management

Sources of Law

Statute

UPA

RUPA

Common Law

Defined by K

Agency

Every partner is an agent of the partnership

UPA §9

For Usual partnership biz.

Unless 3 knows

Partner has no authority

3rd party knows they have no authority

RUPA/UPA

Community practice might be relevant in nature of business.  UPA is historical regular acts of the P’ship, RUPA brings in general kind of business that might be done

§9(1) v. §301

Change of Nature or Scope

Requires unanimity

Partnership by Estoppel

Elements

Evidence of p’ship

Partner communicates that non partner is a partner

And it is reasonable

Evidence of reliance

Binds only those partners making such manifestations.

Example

Act as a partner to certain creditors, cant later deny it.

Pays bills in the name of Spade & Spade.

Only for those creditors.

Young v. Jones

Price Waterhouse

Look for Apparent Agency

Formation

Fenwik v. Unemployment Compensation Comm’n

Receptionist gets 20% of the profits.

Liability: No risk to her at all

Dissolution: Could not dissolve

Contributed no capital

Duration:

However, UPA allows K’ing around all of this

Lesson: Bend the rules, don’t break them.

Agreement Necessary

Partnership results from K.

Need not be written

Written K not determinative

Share of profits is prima facie evidence of P’ship.

Immutable

Fiduciary DoL cannot be substantially weakened

Fiduciary DoC cannot be unreasonably limited

Taxation

Pass through

Fiduciary Duties

Duty of Loyalty

Specific Duties

Partners cannot lie to each other about anything relevant to the P-ship;

Partners must account to the partnership for profits earned from P-ship property;

Partners cannot take a clandestine profit from the conduct of partnership business

A partner cannot take a business opportunity for himself which is the partnership’s property or which he had a duty to obtain for the firm.

Waiver

Can waive specific activities

Can’t waive in toto

Partnership Opportunity

Meinhard v. Salmon

Meinhard is a silent partner and gets cut out of subsequent deal

Extension of 20y lease is in P’ships scope.

Dissent argues it is not

Part of same joint venture.

Partners must dislose p’ship opportunities.

Duty of Care

Bane v. Ferguson

Retired partner not a fiduciary

Only relationship was contractual.

Grabbing and Leaving

Meehan v. Shaughnessy

Partners decide to leave. Notify clients, grab associates, 

Violated duties of loyalty by

Lying to clients and partners about intentions to leave.

Gave clients unequal choice between staying and leaving.  One sided notice.

Transferable Rights

Right to receive money

Can’t sell membership in p’ship

Can’t sell p’ship assets

Sale

Putnam v. Shoaf

Once you leave the p’ship, no claim on its assets

Jumping Frog Gin, accountant was embelzeling

Conveyed interest in partnership

Liability

Within Scope of Authority

Partnership

Must go through partnership before execution on personal assets

Personal

Can only attach share of revenue

P’ship creditors can attach personal assets

General Partnership

Joint and Several for Torts

UPA §15

Jointly for Debts

UPA §15

Limited Partnerships

Formation

File with sec. Of state.

General Partner

One or more

Full liability

May be a coroporation

Limited Partner

Only if exercises control

Holtzman v. De Escamilla

Limited partners cosigned the checks

Controlled planting decisions

Limited partners held general partners. 

Capital Account

Initial contribution (+)

Profits (+) / Losses (-)

Draw (-)

Losses follow profits

Pro rata or through K

Raising Additional Capital

Terms

Per Capita / Pro Rata

Pro Rata Rights

Right to participate at a certain percentage

Penalty Dillution

Let partners buy into investment at a cheaper price/point than in first round

First round $1000/point

Second round $250/point

Is 4:1 penalty dilution

Partnership Management Rights

Equal Vote

UPA §18

All partners have an equal rights in managing the business

When no majority – status quo prevails

Acts in contravention require unanimity

National Biscuit v. Stroud

Freeman bound the partnership in ordering bread

Since only 2 partners, no way to break deadlock over bread purchase.

So, no majority.  Held: Freeman was within his authority.

Even if Freeman didn’t have the authority, Stroud would have to notify Nabisco of this fact.

Stroud needed to dissolve and notify suppliers

Solutions

Appoint a tie-breaker

Give controlling interest

Expulsion

No Breach To Kick Out

Lawlis v. Knightlinger & Grey

Alcoholic partner makes wrongful dissolution claim.

No breach to kick out a partner

Partnership agreement (contract) gives right to vote partner out.

P’ship K Modification

Allow partners to eject others on majority votes

Restrained by fiduciary duties

Day v. Sidley & Austin

Day isn’t going to head the DC office anymore.

Firm has executive committee overrides UPA §18(e)

Alteration of default rules from unanimity to majority

Fiduciary duty claim

§21 UPA Holds partners accountable as fiduciaries

RUPA §403

No duty to render info about the internal structure of the firm

Delegated to Executive committee

No signs of self dealing

Dissolution

Definition

§29 UPA - change in relationship of the partners caused by any partner ceasing to be associated in the carrying on” of the firm’s business.

Not winding up

Process - Terms

UPA – Dissolution, Winding-up, termination

RUPA – Disassociation, winding-up, dissolution

Natural (UPA §31)

By the termination of definite term or particular undertaking specified in the agreement

Explicit – term of years

Implicit – sell the property

By the express will of any partner when no definite term or particular undertaking is specified,

By the expulsion of any partner from the business bona fide in accordance with such a power conferred by the agreement between the partners;

Wrongful

In contravention of the agreement between the partners, where the circumstances do not permit a dissolution under any other provision of this Section, by the express will of any partner at any time;

Wrongful Dissolution Effects

Wrongfull Partner

No liguidation rights

No option to continue

May have to wait it out for final share

Non Wrongful Partner

Right to force liquidation

Option to continue

Legal cause of action for breach.

Extraneous

By any event which makes it unlawful for the business of the partnership to be carried on or for the members to carry it on in partnership;

Death of any partner unless the agreement between the partners provides otherwise;

By the bankruptcy of any partner or the partnership;

Court Decree (§32)

A partner becomes incapacitated from performing;

A partner’s misconduct prejudicially affects business

partner willfully/persistently breaches PA or otherwise conducts him/herself in a way that makes the ongoing relationship impractical to carry on

The business can only be operated at a loss

Other circumstances render dissolution equitable

Valuation

Gets greater of liquidation or going concern value minus damages

Unless “ undue hardship” wait until end of term for payout

After Dissolution

Agency terminates except for winding up issues.

Creditors of former p’ship become creditors of new p’ship

Departing partner entitled to accounting

Departing partner liable for debts UPA §36

New partners not personally liable for old p’ship debts

Buyout Agreements

Right of First Refusal

Right of Co. to purchase

Buy-Sell Agreements

Cookie breaking, other picks.

Valution

Buy/sell

Appraisal

Book value

G&S Investments v. Belman

Coke addict partner.
Court enforces buyout in Partnership agreement

No Renumeration for P’ship Biz

Jewel v. Boxer

Law firm splits into two law firms

Firm not controlled by a PA

Trial court uses ad-hoc hybrid approach combining participation and result oriented formula

Held

Pre-split percentages decide interests of new firms

Partners can’t get extra compensation for doing partnership business

§18 - No partner is entitled to remuneration for acting in the partnership business, except that a [surviving][RUPA eliminates] partner is entitled to reasonable compesnation for his services in winding up the partnership affairs

Corporations

Critical Features

Legal Personality

Some rights

Taxpayer

Limited Liability

SH’s not liable

Except for his own conduct perhaps

Separation of Ownership & Control

Board of Directors controls

Shareholders

Elect board

Vote on changes to articles

Mergers, sale

Flexible capital structure

Secondary trading markets

Securities

Stocks

Bonds

S-Corp

Close corporation

Pass through income

Constraints

number of SH

capital structure

Limited Liability

Incentives

Decreases incentive for SHs to monitor mgmt

Decreases incentive for SHs to monitor each other

Facilitates a simpler market for trading shares

Price makes it easier for outsiders to monitor performance

LL allows prices to reflect firm value.

LL promotes diversification of investments among SHs.

Negative externalities

The plaintiff inWalkovsky has no recourse 

Encourages risk-taking

Corps avoid social cost of activites

Issuance of Stock

Only so much as is authorized

Only classes in articles

SH must okay new types

Corp can sell for adequate renumeration

Delaware Specific Benefits

No minimum capital requirements

The need for only one incorporator (a corporation may be the incorporator)

Favorable franchise tax in comparison to other states.

For companies doing business outside of Delaware, no corporation income tax

no sales tax, personal property tax or intangible property tax on corporations

no taxation upon shares of stock held by non-residents and no inheritance tax upon non-resident holders

A corporation may keep all of its books and records outside of Delaware and may have a principal place of business/address outside of the state of Delaware as well

Highly competent judiciary in company law and extensive and detailed case law on this subject

Formation Steps

Draft bylaws (MBCA § 2.06)

Organizational meeting (MBCA § 2.05)

Name directors, if necessary

Adopt bylaws

Appoint officers

Issue stock

Promoters

Agent Prior to Incorporation

DoC, DoL

Releases

Often enter contracts with 3d parties on behalf of an unformed corp.

Need release from 3d partyu

Southern Gulf Marine v. Camcraft

Camcraft tries to deny K with unformed corp. entity.

Camcraft estopped from denying SGM’s existence.

Corporation by Estoppel

Third person though it was 

Windfall if its not held so.

De facto Corporatin

Promoters screw up

Defective corp

Good faith attempt

Acted as such

Piercing Corporate Veil

Follow Formalities

Agency Theory

M/S relationship.

Master probably acting in capacity as officer not SH, so no workie.

Entity Theory/Enterprise Liability

Unity of Interest

Integrated Resources

Hold all the bizs accountable when they fail to adhere to formalities and keep their working separate, no respect for each.

Walkovsky v. Carlton

Organization of the cab companies was not wrongful

Law sanctions this type of organization and shields it from liability

Vertical Piercing

Test

Unity of Ownership/Interest

Disallowing Inequitable

AKA Alter Ego Doctrine

Sea Land

Factors

Unity of interest and ownership

Shareholder uses corp. to further her own interests not the corps.

Not following formalities

Thin capitalization is not enough

All extant piercing cases involve close corps

Promote Injustice/Fraud

Sea Land v. Pepper Source

IL Test

Unity of interest and ownership

Lack of formalities

Commingling

Severe under capitalization

Use of assets as one’s own

Corps using other corp’s assets

Refusal would promote injustice or sanction fraud

Not enough that plaintiff cannot collect

In re Silicon Breast Implants

Parent, Bristol Meyers, make decisions for MEC

BM lawyers did work for MEC

MEC board members aloof

Factors

Common directors or officers

Common biz depts..

Financing the subsidiary

Undercap

Subsidiary only gets biz from parent

Lack of formalities

Tort

Injustice or fraud component waived.

Direct Liability

Apparent Agency/Authority

Manifestation of P/A or M/S

Reasonable belief

Detrimental reliance

Corporate Shareholders

Easier to pierce to.

LL for SH’s doesn’t apply to corps.

Reverse Piercing

No extant cases of reverse piercing into public corporations

Action to recover from corporation in which defendant is a shareholder

Planning PCV

Follow formalities

Get Insurance/Adequate capital

Avoid fraud/misrep

Planning Enterprise Liability

Separate accounts

Attention paid to sep. entities.

Policy Tort v. Contract

Voluntary

Ex ante

Contract relations

Involuntary

Ex post

Torts

Purpose of Corps

Ultra Vires

Charitable Donations

AP Smith Mfg. v Barlow

Charitable contribution is ultra vires not ultra vires

Helps shareholders in the LONG run

Anonymous gifts wont help

Purpose usually “any legal purpose”

Ultra Vires

Action contrary to business purpose

Verry narrow now

Duty of Care

Applies To

Directors, Officers, Sr.Execs 

sometimes “powerful” shareholders

Definition MBCA § 8.30(a)

Directors shall act

in good faith, and

in a manner the director reasonably believes to be in the best interests of the corporation

Pleading

existence of duty

breach / BJR

burden on P

causation

damages

Business Judgment Rule

Policy / Purpose

Shelters corporate decision making from judicial review in the absence of a conflict of interest

Judges should not make corp. decisions

Desirable that corporations take risks.

Some decisions are risky and result in failure.

Definition

In the absence of a showing of fraud, illegality or self-dealing by the directors, their decision is final and not subject to review by the courts

Liability / Abstention

Rule of Liability

Gross negligence (Aronson v. Lewis)

Rule of Abstention

Substance not reviewed

Process reviewed, must be informed decision

Examples

Dodge v. Ford Motor Co. (Dividends)

Ford stops issuing special dividends, wants to lower price of car and build river rouge factory

Court orders issuance of dividend but lets factory move forward

Business carried on primarily for the proft of the shareholders.

Shelansky v. Wrigley (Private Agenda)

Any argument that passes the laugh test is suitable for BJR 

Not necessary to make these arguments though.  Burden on P to show fraud, illegaility, self-dealing

Kamin v. American Express (Bad Decision)

Amex buys DLJ, takes loss and dumps with in-kind dividend instead of selling directly.

BJR protects board

Board made informed decision.

Board consulted experts

No breach of Care

No bad faith

No uninformed decision making

No breach of Loyalty

Highly speculative claim that some directors would benefit.

However, they did not control the board

Overcoming BJR

Illegality or Fraud

Statement not in accord with the facts

Conflicts of Interest

Irrationality / Waste

Gross Negligence (Procedural)

Informed Basis

Generally

Courts will enforce procedural and not substantive decision making.

Make paper trail

Test

P must rebut BJR

directors have informed themselves all material reasonably available to them.

Consider only material facts that are reasonably available

Smith v. Van Gorkom

Facts

Statutory merger into New T Co.

Offer is $55 share, made by back of envelope calculation, share price is $38

Directors quickly agree to merger

No study of fair price to Pritzker

Price made by internal non-expert

Market test was bogus

Reliance defense unavailable because reports were uninformed.

Van Gorkom rests on the absence of a sufficient record of any deliberative process, rather than on failure to comply with some judicially imposed decision making model

Innattention/No Oversight

Lack of Decision Making

Francis v. United Jersey Bank

Sons pillage company while director (mother) willfully neglects duties

Duty of Care

Negligence standard

Perhaps more strict for financial intermediaries

Read & understand reports

Object to and report misconduct

Breach

Wilful neglect

Causation

Was breach proximate cause of loss

In re Caremark

SH’s sue directors direvatively for losses related to doctor kickback scheme

Case settles, when P would probably have lost on summary judgement.

Duty of Care

Duty to have compliance system

Policy manual

Employee training

Audits

Sanction for violations

Standard

Knew or should have known that 

violation were occurring 

took steps in good faith effort to prevent or remedy the situation 

proximately resulted in loss.

One Bite

Every dog gets one bite

Directors couldn’t be on notice until a violation has occurred

Affirmative Defenses

Fairness

Fair Price

Fair Dealing

Elements

Timing, initiation, negotiation, structure

Disclosure and approval of directors

Disclosure and approval of SH’s

Successful Use

Cinerama v. Technicolor

Well informed

Well advised, outside valuation

High price as compared to market, 100% premium

CEO sought highest price - Aggressive bargaining by fiduciary

Fiduciary’s knowledge of business

Surmountability of “lock-ups” by 3rd parties

Reliance

Reports by officers (§141)

DGCL § 141(e)

Good faith reliance

Reasonable basis for relying upon a delegated official or committee.

Must be informed expert, within competence

Selected with care

Not for waste or fraud

Ratification

Fully informed shareholders

Indemnification

Response to Van Gorkom

Tailored Rule

DGCL § 102(b)(7) is response to Van Gorkom

Permits “indemnity” provisions of directors for DoC violations

DoC still a default rule.

Duty of Loyalty/fraud doctrines still immutable

But see DGCL § 122(17)

Corporate opportunities can be waived by the corporation vis a vis officers & directors

Brehm v. Eisner

Ovitz hired with giant non-fault termination payoff.

Nonfault terminated after 14 months.

that is so one sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration”

equals irrationality or lack of good faith

“process due care” only no “substantive due care”

Duty of Loyalty

Generally

Self Dealing Transactions

Conflicts of Interest

Burden on D to Cleanse

Directors and Managers Sr. Officers

Cleanse (Safe Harbor) DGCL §144

Disinterested Directors

Great trust in truly disinterested board members.  Even if few in number.

Formal, written disclosure

Interested directors may be counted towards quorum

Majority of all disinterested directors even if not present, get them on the phone

Majority of disinterested directors even if they are less than a quorum

Interested can count towards quorum

Informed, disinterested

No financial interest in transaction

Not dominated by interested dir.

No family ties

Broz v. PriCellular

Almost a good example, although case cleared on other grounds, not corp. opportunity

Broz is president of cellular co. and on board or cell co. emerging from bankruptcy and being taken over

Broz buys cell lic.  Informally clears with other BoD and CEO

SH Ratification

Disclosure

Not A Controlling SH

Fliegler v. Lawrence

Option on mining land is exercised, SH sue.

Ratification under DGCL §144(a)(2) not effective because SH were also interested owners of new company

If Controlling

Look to fairness

Fairness

Fair Price

Fair Dealing

Burder to show fair

Tougher than showing not unfair

At time of transaction

Bayer v. Beran

Director hires wife to work on radio show advertising firm’s product.

X-Action Was Fair

Firm got its money’s worth

Not designed to further her career

Lewis v. S.L. & E Inc

Tire store corp sits on land owned by other corp

Rents were too low, one firm under valued

Cleanse NY BCL §713

Interest must be substantial (unlike DE)

Disclose to BoD & get approval - quorum required

disinterest SH’s approve  – no quorum

Transaction fair & reasonable at that time.

Fliegler v. Lawrence

Intrinsic fairness proved – no liability

After cleanse, see BJR

Corporate Opportunity (Loyalty)

Directors, Officers, Dominant SH

Definition

Usurpation for personal gain of some prospective business venture or development in which the firm has a property right

Cause of action belongs to company directly or derivatively

Waiveable

DGCL §122

Corp can forgo certain classes of CO’s by charter

Tests (Use Many)

Interest

pre-existing contractual right to it  (e.g.., assets/land that corporation had been promised contractually)

Expectancy

Renewal rights

Reasonable expectancy

No K right

Necessity

Water rights for hydro plant

Line of Business

Guth v. Loft

Reasonable needs aspirations for expansion. 

Fairness

Conflict between corp and director.

Capacity

Defenses

Incapacity

Corp can’t act. Too poor, law, etc

Sources

Source came to the individual no to the corp.

Remedy

constructive trust

Example

Broz v. PriCellular

Broz is president of cellular co. and on board or cell co. emerging from bankruptcy and being taken over

Broz buys cell lic.  Informally clears with other BoD and CEO

Dominant Shareholders

Generally

SH Has No fiduciary duties

Controlling SH might

 if he controls the board

Can be dominant with <50%

Fairness Test

Fair Price

Fair Dealing

No at minority’s expense

benefit to controlling sh

detriment to minority SH

Burden on controlling SH

Super Majority Owner

Sinclair Oil v. Levien

Sinclair owns 97% of sinven

Large Dividends

BJR – burden on P

Sinven doesn’t expand

BJR- burden on P

Breach of K goes un enforced

Intrinsic Fairness – burden on D

Owner of One Class

Zahn v. Transamerica

Transamerica controlled the company and had most of B class shares.  T redeems shares without disclosing intent to liquidate the company.

Benefit for one class of SH.

Board has duty to lowest class of SH where there is a conflict

Derivative Action

Generally

suit in equity against a corp to compel it to sue a 3rd party

Two Suits in One

against corp to Make it to sue

against 3rd party

Attorney Fees

Boon to Attys

B/c the SH is suing “in right” of corp the corp is required to pay for the SH attorney fees if suit is successful (sometimes if it settles)

Direct Actions

Injury directly to SH

SH in his own name

COA belongs to the SH

Examples

payment of promised dividend

enjoin activities that are ultra vires

securities fraud/blue sky laws)

protecting participatory rights for SH

Derivative

on corp’s behalf

COA belongs to corp

injury to corp

Examples

Duty of care

Duty of loyalty

Deprivation of Voting Rights

Direct Action

No Bond

Eisenberg v. FTL Inc

Eisenberg complains of deprivation of voting rights to former Flying Tiger SH’s w/respect to operating company

Eisenberg Tests:

 who suffered the most direct injury (if corp, suit is derivative)

to whom did (’s duty run? (if corp, suit is derivative)

( qualifications

SH status

MBCA §7.41 limits standing to SH

Albeit by negative implication

Creditors may not bring derivative suit

Contemperous Ownership

MBCA §7.41(1) must be a SH at the time of the alleged wrongdoing

MBCA § 7.42 must be a SH when suit commenced

many states say also must remain a SH through final judgment

Fair and Adequate Representative

MBCA § 7.41(2) named ( must be a fair and adequate representative of the corp’s interest

No conflict of interest

No “unclean hands”

Security requirements

Post Bond

Low Stakes

Some States (not DE)

Demand requirements

Demand of BoD

most states require SH’s in derivative suits first to approach the B of D and demand that they pursue legal action… unless the SH can claim a valid excuse

Unless Futile

Disinterested

Defense of BJR

Special Litigation Committee

court may scrutinize the SLC’s investigation but the substantive interp of findings subject to BJR

2 pt test for demand-excused cases in which a SLC has recommended dismissal:

did SLC act independently in good faith and with reasonable investigation (w/ the BOP on (’s) AND

does dismissal pass indepdendent judicial inquiry into the BJ?

Interested directors can’t participate in board selection of the SLC

Securities Law

Purposes

Disclosure - Not Fairness

Fraud Prevention

State Blue Sky Laws

Federal Statutes

Securities Act of ‘33

Regulates initial offerings

Registration statement

Prospectus to investors

§11 Fraud in Reg. Statement

Defense is “due diligence”

§12(a)(1) Strict Liability for illegal offers and sales

Recission is remedy

§12(a)(2) Fraud in Prospectus or Sales Pitch

Exchange Act of ‘34

Regulates the secondary markets

Periodic Disclosures

§10b and Rule 10b-5

§14a and Proxy rules

Definition of Security

Securities Act § 2(a)(1)

Security

Stock

Landreth Timber

Per se security

note, bond, debenture

investment contract

Howey

Money employed by other for profit

Horizontal commonality – multiple investors

Vertical commonality – investor and promoter are in common enterprise

Expectation of profit not that important

any interest or instrument commonly known as a security

Applies To

Public corps

Close corps

General Partnerships

Circuits split

 Limited Partnerships

Some say per se security

LLC

Not a de facto security

Great Lakes v. Monsanto

Commercial v. Investment transaction

This is the sale of 100% of business effectuated by a stock transfer.

Landreth says sales of stock always a security transaction

Sale of all LLC interest is not a security

No horizontal pooling, some control of management, fails Howey

Private Placement Exemption §4(2)

REG D

Few Offerees

Number of offerees and relationship to issuer

Knowledge, wealth, sophistication, access to info.

Type of information that would have been in the registration statement

Few Units

Size of offering

Manner

No general advertising

Fraud in Registration Statement

Elements

Material Mistatement

Material for prudent investor with his own money

Includes omissions

Reliance & Detriment

Proximate Cause

Reduction of damages available if proved losses from other source than misstatements.

Persons Liable

Issuer

No defense

Experts

Not liable on the non-expertised parts

For expertised portions

Reasonable investigation

Had reasonable ground to think true.

Did think true (scienter)

Everyone Else (Signors, directors, underwriters)

For non-expertised portions

Reasonable investigation

Had reasonable ground to think true.

Did think true (scienter)

For expertised portions

Had reasonable ground to think true.

Did think true (scienter)

Due Dilligence Defense

Escott v. BarChris Construction Corp.

BarChris – Issuer No due diligence defense.

Pres & VP & Directors Liable despite poor education

Junior accountant didn’t create record of dilligence

Rule 10b-5

Statutory Elements

Interstate commerce

Device to defraud

Misstatement or Ommission

Misleading

Fraud

Purchase or sale of security

COA Elements

Duty

10b5 creates

Omissions need a corresponding duty to disclose

Material misrepresentation or Omission

Prudent investor test

Probability/Magnitude Test (Basic v. Levinson)

Private Misrepresentaiton

West v. Prudential Sec. Inc.

Not Fraud on the Maket.

Private lie of broker to clients wouldn’t have affected the share price so other buyers cannot sue for paying inflated price

Demand alone cannot drive price, only information can.

Horizontal demand curve

Scienter

Intent to defraud

Reckless often not enough

Medtest

Only hold liable if intent is there.

If unkown negotiation, no liability

Proximate cause

Transaction causation – caused the purchase

But for the fraud the P would not have invested.

Assumed in FOM and Ommission cases.

Loss Causation – fraud caused the loss

Market crash wasn’t part of loss defense

Market doen’t believe the misrep.

Reliance

Fraud on the Market (Basic)

Eliminates req. to prove reliance.  Assumes it.

Presumption that investor relied on integrity of market price—so investor need not have seen misrepresentation

Analysts read and digest corporate information.  These sophisticated investors drive the price.

Invoked when – 

Material public misrepresentation

Efficient market

Fraud on Market is Rebuttable

Show price not influenced

Make corrective statements.

FOM applies only to public statements

See West. v. Prudential

Ommission

Rebutable presumption of reliance

Damage

Standing

Purchasor & Sellers.

Blue Chip Stamps

Not those deceived into NOT buying

SEC or private right of action since 1971.

Damages

Difference in Value

Pommer v. Medtest Corp.

The difference between $200,000 and the amount an investor would have had to pay who was fully apprised of the pending patent (e.g. if there was a 90% chance that the patent would issue, then the price might have been $180,000: damages $20,000 whether or not the patent actually issues.

Material Mistatement

Judged at time of statement

Doesn’t matter that patent eventually issued.

Limits of 10b-5 & State Law

Not a Federal Fiduciary

Santa Fe Industries v. Green

Statutory merger undervalues shares

Disclosure was full & complete

No 10b5 action

Fairness claims go to the State.

10b5 Manipulation Examples

Wash sales

Volume increased by placing buy & sell orders at the same time.

Matched orders

Two brokers used for buy & sell orders from same person

Rigged prices

Insider Trading

Elements

Material Non-Public Info

Probability/magnitude test (Basic)

Somewhat meaningless, because insider has already considered the information material enough to trade upon.

Insider

Statutory - Managers, Directors, Officers, 10% SH

Constructive/Temp. (Dirks)

Disclose or Abstain

Cady Roberts

Trades Own Stock Recklessly

Scienter

Without diclosure

In Insider’s Own Stock

Defense

Disclose or Abstain

Cady-Roberts

All investors should have equal information

Info In Hands of Public

SEC v. Texas Gulf Sulphur

Insiders trade before information is public

Wait until info is in the hands of the market

Corporate Defendant

Through Agency

Agents have duty not to disclose corp information

It is okay for corps to keep some info secret, insiders just need to abstain during that period.

Not Own Stock - Chiarella

Markup man.  Trades in stock to which owe SH’s no duty.  No conviction

Introduction of Misappropriation in dissent

Constructive Insiders

Liability without fiduciary relationship

End of Level Playing Field Approach

Constructive Insiders (Dirks v SEC Fn 14)

obtain material nonpublic information from insider

an expectation that the outsider will keep information confidential

the relationship at least implies such a duty

Tipper Liability Elements

Tips Recklessly

Personal Benefit

Breach of loyalty by tipper

Gift, quid pro quo, enhanced reputation

Tipper Caveats

Liable for tippee’s trades if duty breached

Breach of duty through disclosure

No tippee liability without this

Can be liable for bad tips

Sec v. Switzer

Tipper does not breach, no personal benefit

Switzer not liable

US v. O’Hagan

Misappropriation theory consitent with 10b5

Tippee Liability Elements

Tipper Breached Duty

Liability is derivative of tipper’s

Tipper breached duty in disclosing

Inherits

Knows or has reason to know of breach

Policy

Deregulatory

Executive compensation

Market efficiency

Regulatory

Fairness

Property Rights

Who Harmed

SH’s who sold

Got screwed out of profit

SH’s who kept

Acquired Firm

Probably not

Acquiring firm

Had to pay more

Common Law

No Duty in Public Exchanges

No duty to disclose to SH’s

Face to Face

Majority Rule

No duty to disclose material information

Goodwin v. Agassiz

P caims he wouldn’t have sold to insiders

Can’t apply common law misrepresentaion without an assertion not in accord with the facts

Sale was on public exchange

Special Circumstances

Insiders must disclose sometimes

Highly material information

Concealment of identity or other active fraud

Especially vulnerable plaintiff

Misappropriation

Material Non-Public info

Breach of duty owed to source of information

Within Scope of Duty

Trades Recklessly

Misappropriation Generally

Family Members

Doesn’t apply

US v. Chestman

Does Apply

10b5-2

Duty of trust and confidence

Agreement to maintain confidence

Pattern of sharing confidences that receipient knows to keep quiet

Spouse, parent, child, sibling.

Hippocratice Oath

US v. Willis

Physician found to have duty to patient.

Tender Offer Strict Liability(14e3)

O’ Hagan

Strict liability in relation to tender offers.  Stops all insiders from disclosing to those that might trade on it

No duty required.

Elements

Material, non public info about tender

Know or reason to know info came from inside

Purchase or sell securities

Short Swing Profits §16(a)

Elements

Directors, Officers, or 10%

6 month window

Registered Companies

Generally

Disallows profits made by insiders in 6 month trade windows

Profits go to company

Derrivative actions allowed

Lawyers get fees.  Perm. Employ Act

Securities

Stocks and convertible debt

Long and short positions

Shares are fungible

Directors/Officers

at purchase OR sale

10%

holding at purchase AND sale

10% holder can sell to dip below limit then sell freely

Reliance Electric v. Emerson

Foremost-McKesson v. Provident Sec. Co.

Takeovers

Option not sale for 16(a) purposes

Kern County Land Co. v. Oxy

Shareholder Voting

Meetings

Types

Annual

Special

Election of Directors

Fundamental changes

Mergers, sale of assets

Shareholder resolutions

Voting Rules

Quorum required

Majority is default quorum

MBCA

Majority of aye greater than nay.

DE

Majority of shares present.

Abstentions can cause measure to fail

Only SH on record date can vote

Proxy Voting (14a3 Rules)

Provide proxy statement before soliciting proxy

incumbents must provide annual report

broadly construed

Exempt Actions

Public statements of intent

Editorials 

10 or fewer persons

Prior business relationship

Expenses in Fights

Reimbursable if not excessive or illegal

Levin v MGM

Insurgents

May pay themselves back

Must be policy not personnel issue

Rosenfeld v. Fairchild

Reasonable and proper

Incumbents win or lose

Insurgents

Must win

SH must ratify

Shareholder Proposals

14a-8 Includes ethical/social signifigance

Excluded

 < 5% of biz

beyond power to effectuate

keep language precatory to avoid orders.

Not significantly related to firm’s business

submitted in past and failed awfully

biz operations (BJR instead)

Include  ethical/social significance

Lovenheim v Iroquois Brands

Inspection Rights

Duty to Provide

Exchange (’34) Act

Mail or provide list

State Laws Differ

Many different inspection rights

Proper Purpose

Delaware 220

Written demand

Proper purpose

Reasonably related to interest as 

Tender offer.

Crane v. Anaconda

Improper Purpose

Change in Social Policy

Pillsbury v. Honeywell, Inc.

Involvement in anti-personnel device mnfg.

Does not forward corporate interest (profit)

Burden

Corp. – if SH only wants SH list

Show improper purpose

SH – other info requested

Prove proper purpose

Doing Business in State

Exception to “internal affairs” doctrine

Usually courts rule by state of incorp.

Doing biz in NY, NY SH list rules apply

List types

CEDE

lists names of brokers, and registered owner, usually Cede & Co.

NOBO

Non objecting beneficial owners

Some of the real beneficial owners.

Sadler v. NCR

Okay for NY resident to get the NOBO list

Even if some expense for corp.

Delaware

Only CEDE list available

Shareholder Voting Controls

Rights

Economic Rights

Dividends

Residual claims

MBCA 6.01 requires

Management Rights

Elect directors

MBCA 6.01 – shares can be non-voting

Merger, sale of assets, etc

Non Voting Stock

Some states prohibit

Two methods

Stroh v. Blackhawk

Cheap class of shares (B) with no dividend rights embody control of corp.  A shares get dividend, but are outnumbered.

Power without accountability

Incentive to mismanage?

Depress value of A shares enough to make them want to buy B shares.

De-Facto Non-Voting Stock

Elect BoD via different classes of shares (B->6, A->3)

Two classes

A class, voting – in % with control

B class, non-voting in % with investment

Preffered Stock

Debt

Voting Trust

Shares placed in trust

Trustee votes

No deadlock problems

Proceeds distributed to beneficial owners

Often time (10y) limited.

Voting Pool

Contractual relationship

Ringling Brothers v. Ringling

Damage provisions difficult to specify or compute

Specific performance?

Less legal restrictions, freedom to contract

Ramos v. Estrada

Irrevocable Proxys

Proxy holder must have “interest” in firm

Control Constraints

SH Agreement Actions

Require certain officers & Directors

Specify compensation or dividend policy

Require SH approval of BoD actions

Directors

Who Not What

You can agree how to vote as SH but not as directors, unless

The corp is close

The agreement is unanimous

Or near unanimous with no objection

Invalid Constraints

McQuade v. Stoneham

Protect minority SH

Against public policy

Cheats SH out of benefit of ind. director

Or - just prosecute Dirs. For non-independent decisions, DoL

Unanimity Validates

Clark v. Dodge

No minority protection, all agree

Near Unanimity

Galler v. Galler

Close corp

No minority objection

Reasonable terms

Reasonable time limits

Reasonable benefits

Need Not be Statutorily Close

Ramos v. Estrada

Close Corp – SH Duties

Background

Sinclair v. Levien

Freeze Outs

Legitimate business purpose

Legitimate business purpose

Wilkes v Springside (MA)

Burden on majority to show

Less harmful alternative

Burder shifted to minority

Balance

court must balance the two

Veto Creares Fiduciary Duty

Smith v. Atlantic (MA)

Wolfson’s use of his veto power was inconsistent with that duty because it subjected the corporation to an unnecessary assessment of penalty taxes

Delaware No Duty

Nixon v. Blackwell (DE)

No special duties

SH gets his bargain

Use other tools.

At Will Employment

Jordan v. Duff and Phelps

10b-5 action hinges on at will employment

can’t hold stock unless employee

can fire for bad reason?

Transfers of Control

Control Premiums Allowed

No Share & Share Alike

Zetlin v. Hanson Holdings

Exceptions

Looting, loyalty (opportunity) fraud, bad faith.

European Rule

Requires x-fer over 30% to make offer for all.

Sale of Corporate Offices

Naked Office Sale Illegal

Replacement of Board

Allowed With Effective Control

Control premium can include transfer of control of BoD.

Essex Universal v. Yates

Transfer of effective control allows seritatim resignation and replacement of board.

Here, 28%

Sale of All Assets

Frandsen v. Jensen-Sundquist

Right of first refusal and “tag along” not implicated by sale of assets versus sale of company

Poor lawyering.  Merger would have been outside K too.

Sale of Corporate Opportunity

Perlman v. Feldmann

Sui generis

Control premium included sale of corportate opportunity.

Feldman plan, interest free loans allowing corp. to inveset in capital plant.

Control Transfer Methods

Proxy contest

Tender offer

Benefits

No voting necessary

Required Disclosures

Williams Act

Triggered at 5%

Public Announcement of Deal

Disclosure of purchases that lead to an offer

Identity

Plans & Intentions

Other relationships in regard to securities of the target

Stock purchases

Merger

Considerations

Tax consequences

Dissenter’s Rights

Regular

Two companies combine into one.

Triangular

Forward

New company survives

Reverse

Acquired company survives

Consequence

Only SH’s vote, which will mean just the corp. parent

Approval (DE §251)

T & A Boards

T & A SH’s

Appraisal

Available to T & A SH

Neither in DE

Appraisal in DE (§262)

Available to both

If A Listed or > 200 SH, no appraisal.

Unless consideration not in stock

Statutory

File articles of merger to complete.

Liability Assumed

Consideration

Passes to non-dissenting SH’s.

De Facto Mergers

Definition

Holding in List v. Glen Alden

Transaction fundamentally changes nature of business, SH against her will accept shares in a different business

Dissenter’s Rights in PA

Substance over Form (PA)

List v. Glen Alden

Pennsylvania courts were receptive

SH in parent of entity used in triangular merger wants appraisal rights

No De Facto Merger in DE

Harriton v. Arco Electronics

Asset sale followed by dissolution legal

Regulatory Arbitrage Okay

Each statute equal in dignity

De Facto Non-Merger

Equal Dignity of Laws

Rauch v. RCA

No liquidation, so preferred shares don’t get liquidation value.

Consolidation

Two companies form a new one.

Sale of assets

Approval

DE §271

T BoD & SH

A BoD

Appraisal

DE - None

Complicated

All assets must be x-fered

Liquidation Follows

Distribution through dividend

Liability Not Assumed

Some emerging tort doctrines hold otherwise

Appraisal Rights

Equitable Remedy

Available when fraud, waste, self-dealing

Weinberger

Private Emminent Domain

Can’t Keep Shares, Tough Shit

Appraisal is the only other option

Freeze Outs

Reasons

Publicly held costs (reporting)

Minority Fiduciary Responsibilities

Complete Control

Approval

BoD and Majority of SH’s

Operation

Shares converted into IOU’s

Burden Shifting

Approval of Majority of Minority

D must show disclosure of all material facts

Upon showing burden shifts to P to show unfair

Otherwise D must show was fair

Without Approval

P must present some evidence of fraud, self-dealing, etc.

Business Purpose TEST

Not self-dealing, etc

Coggins v. NE Patriots

No biz purpose, biz guarantees personal loan

Entire Fairnress

Fair Price

Fair Dealing

Takeovers

Defenses

Greenmail

Pay off the potential acquiror to go away (usually by purchasing her shares)

Competition

Find a friendly “white knight” to take over firm

Allocate “lockup” rights to first/preferred bidder

Scorched Earth Policy

Poison Pills

Share Repurchases at a premium

Turn the Tables

The “Pac-Man” Defense. The original takeover target attempts to swallow (takeover) the original bidder.

Loyalty Problems

Perpetuate in Office

Chef v Mathes (furnace company)

Chef Tests (Defunct)

Inside Directors (Cheff & Trenkamp)

Direct Conflict of Interest in their desire to perpetuate themselves in office. ==> DoL analysis.

Directors must either show cleansing of the transaction after full disclosure or “fairness” to corporation.

Outside Directors (the conflict is less)

Lower standard, need to show good faith and reasonable investigation

Note there is NO presumption of duty of care (BJR)

Directors must affirmatively demonstrate:

Reasonable investigation gave grounds to perceive danger to corporate policy and effectiveness; and 

Good faith of their actions.

Coercive Offers

Unocal Test

Threat

Good faith

Reasonable investigation

Danger exists to company

Proportionality

Two Tier Tenders

Unocal v. Mesa

Mesa sues.  Unocal won’t buy their shares, treats differently than other SH.  Duty of loyalty

Auction Duties (Revlon)

Company up for sale

maximize the company's value

sell to highest bidder:

Trigger Point

"The directors' role changed from defenders of the corporate bastion to auctioneers charged with getting the best price for the stockholders at a sale of the company."

Poison Pills

Rights

Option to buy stock or debt at discount

Causes dillution

Increases purchase price

Triggers

Target level of stock

SH/Employment Contract

Duration

Directors/Officers

Job Description

Compensation

Dividend

Termination

Liquidated Damages

Sale/Transfer/New SH

Exit

Liquidation

Taxes

Control Devices

Supermajorities

Vote pooling

vote trusts

multiple share classes

irrevocable proxies

transfer limits

buy/sell agreements
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