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I. AGENCY
3
A. Elements of Agency
Note: Intent or Belief of the parties that a P-A relationship exists is irrelevant
1. Manifestation - by P that the agent shall act for him
2. Acceptance - by A of the undertaking

3. Control - Understanding of the parties that the principal is to be in control of the undertaking

B. Type of Agent/Principals

1. Agent – person who by mutual assent acts on behalf of another and subject to the other's control

a) General Agent – authorized to conduct a series of transactions involving continuity of service

b) Special Agent – authorized to conduct only a single transaction

2. Principal – person who has control of the agent and person for whom the agent acts

a) Disclosed – 3rd person knows A is acting on behalf of P and knows P's identity

b) Partially Disclosed – T knows A is acting for P but doesn't know P's identity

c) Undisclosed – A purports to be acting on his own behalf.

C. Authority

1. Actual (from A's POV) – P's words or conduct would lead a reasonable person in A's position to believe that P had authorized him to so act

a) Express – authority conveyed by words or writing
b) Implied – inferred from words or from custom or from relations
c) Incidental – authority to do acts that are reasonably necessary to accomplish the actually authorized transaction
2. Apparent (from T's POV) –P's words or conduct would lead a reasonable person's in T's position to believe that P had authorized A to so act 
a) Authority of Position – Type of Apparent authority (P's conduct is giving A the position);  A power that is typically vested in a person holding the position

3. Estoppel – P intentionally or carelessly caused T's belief; T changes his position & T didn't take reasonable steps to notify (so close to apparent is really subsumed)

4. Inherent Authority (R2A § 194) – Reasonably foreseeable that A would take action even in violation of P's instructions; Used to split ties – as between P & T liability will fall more appropriately on P's plate
5. Ratification – after transaction without actual/apparent/inherent authority P – WITH FULL KNOWLEDGE – ratifies if treated as authorized:

Note: Doesn't conform to rules of K: can be accomplished w/o consideration or manifestation as if complete at time of 1st event

a) Expressly – affirms transaction after the fact

b) Implied – retains something which he would otherwise not be entitled to

c) Acquiescence, by – A performs acts and P fails to object, then A authorized to engage in similar acts in the future

6. Termination of – can be accomplished at any time even if breach of K (just leads to damages); always have the power even if not the right; Exception: Agency with Interest
D. Liability
1. of P to T
a) P is liable if A had any of 5 types; P is discharged if T gets judgment from A (for undisclosed)
2. of T to P (R2A § 292)
a) Liable if P would be to T; except when P undisclosed and P knew T wouldn't have dealt with P if she had known the principles identity.

3. of A to T
a) Undisclosed – A bound; Exception (Majority): T gets judgment against P after learning identity, A is discharged.  (Minority) no one discharged if judgment is unsatisfied
(1) Policy – a only party 3rd party knows; Allows 3rd party to investigate
(2) Fraud – only if T asks A if acting on other person's behalf & A says no
b) Partially disclosed – A bound as well as P
c) Disclosed – A not bound to T if P is liable (one of the 5 types exists).
d) No Authority – A is liable (split on expectation/reliance damages)

4. of A to P
a) No actual authority, but apparent authority - A liable for P

b) Inherent but no actual – unsettled

5. of P to A
a) P, generally, must indemnify A for actions under P's authority

E. The Agent's Duty of Loyalty

1. Fiduciary duty R2A §387 & subsequent.
a) Always must take action in favor of P, never A (otherwise lawsuit for breach of Fiduciary Duty)

b) Policy - From market POV, makes sense from both P & A (P wants assurances & A would get more business from the assurances)

2. Benefits made by A
a) $ made in the course of agency by A, due to P (Tarnowski v. Resop)
b) A is liable to P even if P made whole by T if A violated duty of loyalty (R2A § 407)
c) Consequential Damages are recoverable (lawsuit costs, etc.) when damages traceable & foreseeable from A's breach of loyalty

d) That A was criminal in getting $ no defense (Reading v. Attny General)
F. Introduction to Financial Statements

1. Agency Costs (Jensen & Meckling)
a) Monitoring expenditures – cost to keep tabs on agent
b) Bonding expenditures – costs to keep A incentives in line with P

c) Residual Losses – due to behavior inconsistent with P nonetheless

2. Balance Sheet

a) Snapshot

b) Assets valued at historical cost (can be misleading)

3. Income Statements

a) Over a period of time

II. PARTNERSHIP
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Note: Controlling law for Partnership is the state where P/S has CEO office

A. Partnership Formation

1. Elements

a) 2 or more persons; for profit (UPA §6)
b) Parties intent to form (not dispositive)
(1) TX slightly different is a RUPA state (if you think you are a partner is irrelevant)
(2) Moll's take – if you say you are a partner perhaps relevant
c) Shared profits or losses (UPA §6(4);RUPA §202(c))
(1) Gives a presumption of P/S – but even if rebutted, not dispositive
d) Right to participate in control (RUPA §202(a) (owners))
(1) Not in § specifically (but implied in carry on day-to-day business)

(2) Hire & Fire

(3) Capital Contribution; At Risk
(4) Affirmative Control better than veto power
e) Commonly held real-estate property

2. Partner By Estoppel (UPA §16)
a) Convince someone you are a partner (overrides even 2 person req.) 

3. Types

a) Joint Venture - P/S for specific project

b) At Will - No set term (express or implied)
c) Term - P/S Agreement indicates when P/S will end (express or implied)
B. The Legal Nature of a Partnership

1. UPA (§6) – aggregation theory (except: wrongful)
2. RUPA (§201) –entity theory 

C. The Ongoing Operation of Partnerships

1. Management

a) Ordinary Matters UPA 18(h); RUPA 401(j)

(1) Must be a majority to make decisions (in 2 person P/S, need both to agree) (may(read by courts as mandatory)

b) Extraordinary Act UPA 18 (h); §401(j)

(1) Requires Unanimity 

(a) Ex: starting new line of business

(b) Activity that conflicts with P/S agreement

c) Can be modified by agreement UPA §18(h) – where a "managing partner, committee, sr. part. etc.

d) If partner takes benefit of contested decision then partner has ratified the act & substitutes for before the fact authority.  (RUPA §301 comment)

e) Usually 1 partner = 1 vote; Texas changes – Goes by majority INTEREST

f) Still notification must happen and vote allowed, even if majority is assured (RUPA §401(f); UPA 18(a))

(1) Policy: All Partners Are Jointly & Severally Liable (so gives op to get out of Dodge)

(2) Cf. Corp. ( Owner not entitled to management

2. Profits

a) No entitlement to salary UPA (§18(f))

b) Partners share profits equally regardless of capital contribution (RUPA §401(b); UPA §18(a)) (cf. corp. where distributions given by % ownership)

c) Profits DON'T follow losses

d) Losses DO follow Profits
3. Transferability UPA 18(g)

a) No person can become a partner w/o consent of all

b) Cf. Corp. ( ownership freely transferable

D. The Authority of a Partner

1. All partners are agents of partnerships (apparent authority) §301(1)

2. Any partner can bind P/S for ordinary business (even if no actual authority through internal arrangements) unless 3rd party knows partner lacks authority.

3. EXCEPTION: Limitations on property is effective against all third person if filed with recording office.

E. Liability for Partnership Obligations

Cf. Corp. where shareholders have no individual liability for Corp. Obligations
1. General

a) Partners individually liable for P/S obligations

b) Partner not liable for obligations of P/S before person's admission as partner § 306(b)
2. UPA §§ 13-17

a) Joint & Severally Liable for §15:

(1) §13 – Torts

(2) §14 – Breach of Trust

b) Jointly Liable for §15 all other debts & obligations

3. RUPA §306

a) Always Jointly & Severally

(1) exhaustion principle & have to try to collect from P/S first.

F. Partnership Interests and Partnership Property 

1. Real Property Exception
a) UPA

(1) May be owned by partnership ("Tenancy in partnership") or partner; Determines

(a) Who can transfer

(b) Creditor priority

(c) What happens when P/S Dissolved

b) RUPA – Property is owned by P/S not partners.

2. Assignee

a) Has to right to distributions

b) Can not force a dissolution

c) Liable for losses

d) No ownership interest

(1) Policy: could sell to a low life

e) UPA

(1) other partners can dissolve even if not at will

f) RUPA

(1) Can be kicked out person assigning interest under RUPA §601(4)(ii)

3. Creditor

a) UPA
(1) Creditors can get charging order to force foreclosure if term is over or at will
4. Priority

a) Partnership Creditors have priority to P/S Assets but if unfulfilled

b) Separate Creditors are on parity with P/S Creditors

G. The Partner's Duty of Loyalty

1. Partners have a Fiduciary Duty of Loyalty UPA §21
a) "duty of the finest loyalty…stricter than the morals of the market place… not honor alone but punctilio of an honor most sensitive."
2. RUPA §404(a) says ONLY the things listed are breach; most states have removed only
a) Account to the partnership; dealing with adverse party; competing, trustee for profits, etc. 
3. RUPA (Partnership Agreements have some provisions that are nonwaivable § 103; The obligation can be reduced but not eliminated (i.e., set some items that do not violate the duty of loyalty); DE law is different – can contract around fiduciary duty; UPA has no corresponding statute but is present in common law
H. Dissolution of Partnerships

Very easy to dissolve a P/S; cf. Corp. which is typically perpetual entity

1. Under UPA

a) Three Phases

(1) Dissolution (not = ending p/s)
(a) Happens any time 1 partner indicates he is leaving (b/c of aggregate theory) § 29

(2) Winding Up
(a) Selling off assets

(b) Paying off the creditors

(3) Termination

(a) Point in time when winding up is over

(b) Partnership dies at this point

b) UPA Wrongful Dissolution

(1) For Term P/S

(a) At end of term w/o violation §31(1)(a)

(b) Before end; Still dissolved by express will of any partner, but others have cause of action §31(2)

(2) At Will § 31(1)(b)

(a) Can be dissolved by the express will of any partner

(3) UPA

(a) Page v. Page – must prove was done for purpose of obtaining the P/S assets in bad faith

(b) Remaining Partner can get Damages

(c) Leaving Partner gets value w/o good will

(d) Remaining Partners can continue P/S

(4) Misdeeds of Partner as cause 

(a) UPA §38(2)

(i) Prejudicially Effects – Ex: Drugs & gambling

(ii) Makes impractical to carry on the business (persistent breach of conduct)

(iii) Std: Material, willfull, or persistent

(b) UPA §32(1)

(i) Continuing Bad Business Judgment

(ii) Incapacity

2. Disassociation/Dissolution under RUPA

a) §60x
(1) DOES NOT EXCEPT GOODWILL like UPA

(2) Always the power, but not the right §601

(3) Practical to carry on the bus

(4) Dissociated part bought out at value of entire concern w/o the leaving partner

(5) Paid immediately with "at will"; Not until end P/S if "term" P/S (with interest) unless there is undue hardship
(6) Rightful §601

(a) Rightfully: Express Will, unanimous vote of others, by triggering event

(7) Wrongful §602

(a) Wrongful: before term, against P/S agreement, 
(b) Damages to dissassociated
(c) Dissociated part bought out at value of entire concern (w/o that partner) as of that date – any goodwill damages that partner caused

b) §801

(1) Std: "impracticable to carry on the P/S"

(2) No Damages; just dissolve P/S
3. Hierarchy of creditors (UPA 40(b) & RUPA §401(h))
a) Outside creditors (highest)

b) Partner creditors

c) Partner capital contributions

d) Profit/Loss (default is split)
4. Distribution

a) UPA 38(1) & RUPA 807 – distribution may be forced to be in-cash

b) Policy – hard to value in-kind distribution.

III. HYBRID ENTITIES
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Remember, limited liability is only for vicarious liability – never removed from what you do.

A. Limited Partnership

1. To create must file with Secretary of State Name, bus. addr., all GPs, latest date to dissolve, agent for service

2. At least on GP (unlimited personal liability) & LP (only liable to extent of investment)
3. LP loses Limited Liability if

a) Also GP

b) Control Test: Participates in control and that liability is only to persons in a transaction that LP's conduct makes reasonably believe LP is a GP
c) Puts name in partnership – liable to creditors w/o actual knowledge if he knowingly permits name in title 
4. Ability to contractually setup organization to run as desired (cf. partnership which is anything except § 103) HOWEVER; can't get rid of Fiduciary Duty

B. Limited Liability <General> Partnership (Not a limited partnership)
1. No part stands for LP; this is a general partnership; there are no limited partners
2. Liabilities of GP are limited

3. TX is full shield (tort & K) others are partial shield (tort NOT K)

a) Excepts for Tort: Directly involved, notice & no action, or working under you

4. Policy: Advantage: can practice law w/o fear of partners; disad: stops collaboration

5. In TX must have 100k insurance
C. LLC[ompany] (started in 1997)
1. Not a corporation

2. Types

a) Member-Managed – agency to members
b) Manager-Managers – agency to managers
3. Attributes

a) All Members (owner of LLC) have limited liability (even if you have control of the business)
b) Pass through tax treatment like partnerships (check box – you chose how you want to be taxed)
c) Structural Flexibility (write an operating agreement (equiv. of partnership agreement)) to run the business however you want
d) Must pay a Franchise tax

e) Voting Default - evenly split between pro rata & per capita

4. Compared to Corporation

a) Slightly more freedom of contract (contract under corp. law is more limited).

b) LLC can have pass-through

c) LLC might be more expensive (have to draft an operating agreement so you need lawyers)
d) Sparser case law on LLC

e) Both have state income tax

5. Versus GP
a) All owners have limited liability for LLC compared to unlimited in GP

b) Under UPA (any partner's dissolution causes end of partnership) – not so with LLC; members can disassociate w/o breaking up LLC
6. Compared to LP
a) LLC everyone can control

7. Compared to LLP
a) LLC limited for all tort & K liability where some states still have partial shield statutes with only liability for K (TX still some liability – working under person, knew it was happening, etc.)

b) LLC has to pay a franchise tax; LLP does not (In TX 4.5% of net receipts)
c) State Income tax for LLC but not partnerships

D. LLLP (Limited Liability Limited Partnership)

1. Is a limited Partnership unlike the LLP

a) Must have at least 1 GP & 1 LP
b) But limits the liability of the GP as well as it is to the LLP
c) Limited partner might have more liability than a GP if they participate in control

IV. THE CORPORATE FORM
8
A. Preliminaries

1. Internal Affairs Doctrine

a) Internal Affairs are governed by the state law of incorporation regardless of where the work is done

2. Independent Legal Significance Doctrine for DGCL

a) If you find a provision that says you can do X then you can do X even if it undercuts the sprit or substance of other provisions of the code

3. Traits of a Corp.

a) Free Transferability of Ownership Interests

(1) Cf partnership – unanimous vote to allow a new partner b/c of unlimited liability

b) Limited Liability §102(b)(6)/RMBCA 6.22
(1) Shareholders only can lose the amount invested in the stock

(2) Can contract around (never happens)
(3) ONLY FOR PERSON DIDN'T DO IT; only vicarious
(4) Policy for Limited Liability

(a) Policy for: helping start business

(b) Can't get rid of: race to bottom

(c) Would price out small business if there was a minimum

(d) Especially K creditors, who knowingly enter in to a transaction who could have put restrictions on the K; got paid extra for risk

(e) Today: net value is better to have limited liability with inchoate business, but once the business is up and running the business must have more protection for the public

(5) Policy Against

(a) Tort victims especially as they didn't choose to enter a relationship, no bargaining, etc.

(b) Economic theory: Corp. will not internalize the costs of risk

c) Continuity of Existence

(1) Cf. partnership UPA – partnership dissolves if partner leaves
d) Centralized Management

(1) Owners of the corp. (called shareholders) are not the management (cf. general partnership where RUPA §401(f) all partners must be notified of business decisions)
(2) Shareholders elect directors – DGCL §141(a) – directors shall manage the corp. (not employee of the corp. – get director fees not salary)

(3) Directors elect officers – officers carry out the policy directors set & manage the company day-to-day

(4) B/C no mgt by shareholder ( No apparent authority

(5) Advantages

(a)  Solves too many cook problem
(b) S/H have limited liability – encourages invest.

(c) Leave the mgt. to the experts (specialization of skills)
(6) Disadvantages

(a) But has agency cost problem

e) Entity Status

(1) UPA P/S not an entry
(2) Taxation – entity is taxed 1st before distributions (Double taxation); Exception: S Corp
(3) S Corp req.

(a) 100 people or less (recent legislation)

(b) Only 1 class of stock

(c) Shareholders must be individuals or qualified trust

f) Publicly Held
4. Race to the bottom (Carey)
a) Mgrs. Make incorp. Decisions

b) DE law favor managers

5. Race to the top (Winters)

a) Then DE cos. Would have < avg. returns

b) Face nationalization

6. Forming A corp.
a) Pick State

b) File Certificate of Incorp./Charter/Articles of Incorp. w/ Secretary of State DE (§102 has req./RMBCA §2.02)
(1) Name not a natural person

(2) Address

(3) Nature of business

(4) # of shares if 1 class of stock

(5) Name & address of incorporator.

(6) Directors if incorporator are not going to manage.

(7) Sub-section b are optional
c) Draft By-Laws (internal rules for how corp. will work DE GCL §109/RMBCA 2.06
d) Must be notarized §103

e) §106 corp birth happens when secretary of state stamps

B. Promoters' Transactions

1. Oversees bring in a new business in to existence
2. Generally a promoter is liable even after Corp. comes into existence
3. Exception

a) T knows that the corporation isn't formed

b) T agreed to look solely to the corp. for performance

(1) Use adoption for a corporation after the fact adopts a contract

(2) Ratification is after the fact authority – but it assumes that the person had the ability to legally authorize it at their inception

C. Defective Incorporation

1. Different from promoter liability – both people think the corp. has been formed.
2. De Facto Incorporation Doctrine (Δ conduct)
a) Common Law Elements 

(1) Valid Statute under which incorp.is leagally possible

(2) Good-faith attempt to comply with the statute

(a) Example of failure to meet this: Cranson v. IBM (Cranson never sent in the incorporation forms)

(3) Some use or exercise of corporate privileges

3. Estoppel Doctrine (π conduct)
a) Three Branches of Estoppel

(1) T(Corp. 

(a) Corp uses as Δ
(b) I don't exist so you can't sue me

(2) Corp(T

(a) T uses as Δ
(b) You can't sue me, you don’t exist

(c) Rational – corp. dealt with T as a corp.

(3) T(Shareholders

(a) Aimed at conscious or voluntary interactions with the Corp. who chose to K with Corp; Doesn't Fit A Tort Victim
(b) Rational - Assumed risk of limited liability; would give you more than you bargained for (economic decision)

b) DE GCL § 329

(1) If a corp. sues or is sued, no one can have Δ corp doesn't exist

(2) T(Shareholder is under common case law

4. Model Act §2.04 (VA adopted)

a) Liable if knew corp. wasn't in existence & acted on behalf of the corp.

b) 5 Exceptions Noted

(1) honestly believed inc.

(2) letter delayed

(3) T urged immediate execution

(4) T knew Corp. didn't exist & dealt solely with corp.

(5) "Don't start doing business until I inc."

D. Piercing the Corporate Veil

1. 5 Elements
Big theme: is corp. acting like a separate entity (separate legal status is respected)

a) Inadequate Capitalization (present in almost all cases or no suit, so requires more)
(1) Legal – didn't put legally req. minimum
(2) Economic – not enough $ for foreseeable liability
b) Siphoning off of $ for perpetually under-funded
c) Failure to follow corporate formalities (Interesting point because only element that doesn't hurt victim)
(1) Not an element in TX (since 1998)
(2) Policy - Hurts smaller business who can't 
d) Fraudulent motive for corporate structure

e) Using corporate assets for another entity's purposes
f) Hidden 6th element: Is this a Tort victim.

2. Even if a piercing happens not all people are held liable
a) Controlling S/H, active managers, directors (even in name only)
3. Horizontally

a) Many bro. & sister corporations are really the same corporation.

b) Win a judgment against 1 corp 1st then you can aggregate the resources of all the companies to enforce the companies

c) Evidence

(1) Same office, phone #, etc

(2) Same mechanic

(3) Assets floated rent free between corporations

4. Vertical

a) Evidence

(1) Person pays expenses out of personal checking account
5. Reverse Piercing

a) Can't prove horizontal piercing but can prove two vertical piercing so you can "go up" and then "back down" in to sister company

6. Policy of Piercing
a) Against

(1) They weren't in control, so no deterrent value (so typically only happens in closely held companies)

(2) Transaction costs of monitoring would be expensive (shareholders lack expertise) (fails for closely held corp. again)
b) For

(1) Shareholders do have some control by selling

7. LLC

a) Not a lot of formalities so that factor gets weighted less.

b) Piercing Doctrine applies just as with other forms
E. Equitable Subordination

1. In bankruptcy owner/director/officer loans subordinated if:
a) O/D/O must have engaged in some kind of inequitable conduct

b) Misconduct resulted in injury to the creditors or conferred an unfair advantage on the claimant
c) Must not be inconsistent with the provisions of the bankruptcy act

F. Interpretation of Statutes and Contracts

1. Do § & K for corp apply to sole S/H & vice versa? YES.
G. Ultra Vires Conduct

1. Beyond the corporation's authority – largely dead, b/c "any legal activity"
2. Can be used to make a corp. to do one specific project to protect investors
3. Who can raise DGCL §124 & Model act 3.04
a) §124(1) Shareholder can enjoin the corp. from doing an act (only good before the act)

b) §124(2) derivatively can sue an present or former officer or director
c) §124(3) Attorney General for the state
d) Note: 3rd parties can't bring the claim (creditors); Nor can the company itself
4. S/H can bring derivatively even if solicited by corp. as long as S/H isn't an agent.

H. The Objective and Conduct of the Corporation

1. Charitable Contributions 

a) Old Common Law Rule – charitable contributions had to have direct corporate benefit (A.P. Smith Test)
b) Today, not an issue: §122(9) & Model Act 3.02(13&15) authorizes charitable contributions (Still have a "reasonable" standard to be in the Corp. best interest)
2. Who's interest must a Corp. take into account

a) Shareholders
b) Must maximize shareholder wealth

c) When Close to Insolvency (Trust Fund Doctrine in TX)
(1) MUST consider creditors interests

(2) B/C there is a divergence of interest – creditors will only get what they loaned, shareholders may gamble on risky investments
3. Takeover context - Who's interest can a corp. take into account

a) New York §717(b)

(1) Employees, creditors, customers, retired employees, etc. without limitation (not only in take over context)

(2)  (b)(1)(v) – do not create a duty (allow other interests but do not mandate that they be included)

b) Delaware Case law

(1) Other constituencies is proper in takeover threat, but limited by some rationally related benefit accruing to the S/H
V. DISTRIBUTION OF CORP. RIGHTS &  POWERS
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A. Shareholdership in Publicly Held Corporations

1. Historically

a) Shareholder owns & manage the Co (tech. board, but shareholders can replace the directors at will)

2. Today (Berle & Means)
a) Real Control is with BOD

b) Historic view wrong for widely dispersed shareholders (collective action)
c) Hard to get a big voting block

d) Unsatisfied shareholders will just sell

e) Rationally Apathetic – not worth time & money to monitor corp. as individual stake is too small to do it even if it's a large gain for the Co.

3. Institutional Investor's swinging back
a) Power swung back to shareholders (still extremely difficult to remove BOD)

b) Agency Cost Problems

B. Allocation of Legal Power between Management & S/H
1. 141(a) – general rule BOD shall manage the corporation; not S/H (they can't force BOD to do anything); Shareholders can only Sell, Vote, Sue

2. S/H can remove w/ cause; S/H can't remove w/o cause w/o §

3. Board can't remove other directors w/ or w/o cause

4. Court can or can't remove for cause based on Jurisdiction

5. DE & Model: Majority of shares (not S/H) can vote to remove a director with or with out cause (§141(k)); If a certain class of shares can elect a director then only a majority of that class of shares (not shareholders) can remove the director

6. Model Act 8.09 allows court to remove a director
a) Important if director owns a majority of the stock

C. Board of Directors, Officers, Committees of the Board

1. Not a full-time job; meet at most 20 times a year
2. Information is filtered through C-level execs

3. Composition Constraints 

a) Director of BOD is normally the CEO, who sets salary of other C-level Execs.
b) People on the board have conflicts of interest

4. Committees Del GCL §141(c) & Model Act 8.25

a) Can have sub committees, except for very important issues
b) Compensation Committee is typical (independent outside directors)
c) Audit Committee is typical - Makes sure Corp. has sufficient record keeping, internal controls to detect fraud, compliance system to detect illegal activity in large organizations 

D. Formalities Required for Board Action

1. §141(b) Model Act 8.21
a) If no meeting is possible then a vote must be unanimous
2. Notice DGCL § 229/Model act § 8.22/8.23

a) Director can waive notice in writing

b) Showing up at meeting is waiving notice (unless showing up specifically to complain about notice)

3. §141(i) & Model Act 8.20(b)
a) Conference Call is OK as long as all persons can hear each other & constitute presence
4. Quorum §141(b)
a) Number of people required for the meeting to count
b) Default: majority of AUTHORIZED IN BYLAWS
c) Minimum: 1/3 Max: 100%

5. Authority (For a vote to count)
a) # people at the meeting for a proposition for the motion to pass

b) majority of the directors PRESENT at a meeting in which a quorum is present (not clear what happens if quorum is lost)
c) Abstentions are not votes, so they essentially default to Against

6. Large Publicly held Corps. Courts typically insist on Formal Rules

a) Protect passive shareholders

b) More resources to consult lawyers
E. Authority of Corporate Officers/Share Holders
1. Case law says not a lot of apparent authority; Pres/CEO has authority for regular and ordinary business
2. Shareholders have NO authority to bind the Co. (RUPA 3.01)

F. Formalities Required for Shareholder Action

1. Generally

a) Must have 1 annual meeting – (DGCL § 211)
b) Notice not to the beneficial owners but to the record holder

c) Notice as of Record Date for Dividends
d) Can send a proxy (don't have to show up in person).

2. How many votes to pass (DGCL) §216

a) Default: 1 SHARE = 1 VOTE

b) QUORUM: Default is a majority of VOTING
c) Minimum can be set lower to 1/3

d) Majority of the votes present for ordinary voting matters
e) Abstentions

(1) DE: Abstentions count as NO
(2) Model Act 7.27(c) – Votes cast in favor exceed votes cast against

3. DGCL 241(b)(1)Extraordinary matters – (ex. Changing the articles of incorp., mergers, sale of majority of assets)

a) Majority of all shares, NOT JUST VOTING SHARES
4. Consent of S/H w/o Meeting
a) DGCL 228(a)
(1) Writing

(2) You need min # shares if ALL voting shares voted
(3) §228(e) If not unanimous, then people who objected need notification
b) Model Act Need Unanimous written consent
5. Cumulative Voting §214
a) Must be written in to articles; minority S/H the ability to elect

b) Allows a shareholder to cast more votes for a director candidate than a 1 share 1 vote rule (§216 default)
c) Majority = Enough shares to elect a majority of the board

d) Straight voting

(1) Each shareholder can vote all votes for each vacancy

e) #CV = #dir * # of votes
f) N = ((X-1)*(D+1))/S

g) X = [(S*N)/(D+1)]+1

(1) X = # of shares you need

(2) N = Number of directors you want to elect

(3) S = total shares voting at the meeting (min&maj)
(4) D = number of directors to be elected
h) NOTE: to remove a director is a majority of votes without cause, so then cumulative voting is useless. Model Act 8.08(c) / DGCL §141(k)(ii) – solves this problem – can't remove if # of shares to keep is the # needed to vote the person in under cumulative voting.
i) % of stock you have to own to elect one director varies inversely to # of up for election (the less up for election the more stock you need to own).

(1) Simulated reduction of directors is to stager the directors up for vote
(2) §141(d) – classified or staggered board

(3) Wards off takeover bids

VI. PROXY SYSTEM & INFO. RIGHTS OF S/H
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A. Shareholder Informational Rights

1. Common Law: S/H acting in good faith for the purpose of advancing the interests of the corp. & protecting his interest as a stockholder has the right to inspect books & records at reasonable times. S/H has burden.
2. DGCL §220 – Right to Inspect Books/Shareholder list
a) 1 share enough
b) Seeking Stock Holder List

(1) Burden of proof §220(c) corporation has the burden of proof that purpose is improper
(a) B/C access to list is necessary for corporate democracy

(2) Today all you have to say is that you want to communicate with other shareholders & courts will force the list

(3) Policy: Less sensitive documents; Need for coordination for collective action; Corporate Democracy
c) Other purpose (books & records) is stockholder's burden

d) Corp. can string out law suit for years; shows §220 is ineffectual

e) 1985  rules for brokers – req. Stocks to be held in NOBO's names

(1) Certificate Depository (CeDe)

(2) Non-Objecting Beneficial Owners (NOBOs)

3. Federal Requirements

a) Securities Act (of 1933)

(1) Regulates the Primary Markets

b) 1934 Act

(1) Regulates the Secondary Markets

(2) Must Register with the SEC if

(a) §12 – if traded on National Exchange, you have to register you stock with the SEC

(b) §12(g)

(i) Must register if you have 500 shareholders

(ii) Exceeding $1M in assets

(iii) BUT SEC rule 12g-1 has upped to $10M in assets

(c) Important because now you have to comply with many rules which makes it expensive

c) Big Reports – Required if §12 req. met
(1) 10K - Annual Report

(2) 10Q – Quarterly Report

(3) 8K – major changes
B. Introduction to the Proxy Rules

1. Document where S/H appoints someone to cast vote for 1 or more specified actions.  Poxyholder – votes for bene holder.
C. Private Actions Under the Proxy Rules

1. Can bring as private right of action for violation (Borak (p.291)) – allows S/H to be watchdog.
2. Elements

a) Item under Federal Rule 14a-09 (p.1866)

(1) False or Misleading

	
	Objective

	Subjective
	
	MisRep
	No MisRep

	
	MisRep
	SUIT
	NO SUIT

	
	No MisRep
	Scienter or Negligence?
	NO SUIT


(2) Omissions

(3) Fails to Correct Previously Misleading

b) Materiality
(1) TSC – substantially likely that a reasonable shareholder would consider important (NOT change his/her mind)
(2) Any statement by a director will be material

c) Level of Fault

(1) Scienter – pro board

(2) Negligence – supports strike suits

d) Causation

(1) As long as materiality and proxy is an essential link in the vote can be proven, causation is given (Mills v. Electric Auto-Lite Co.)

(2) Recognizes that it's impossible to depose all shareholders & see how they would have voted

(3) BUT VA Bankshare: If you don't need the proxy, can't sue under 14(a) ( sue under state c/a
e) Damages

D. Shareholder Proposals
1. SEC Rule 14(a)-7

a) Corp. can Mail at s/h expense

b) or give list to s/h so they can mail
2. SEC Rule 14(a)-8

a) Must have $2k or 1% share value

b) 500 words or < 

c) You or rep. must attend meeting

d) Req. Corp. to put issue & discussion on ballot at Corp. Expense

(1) Federal Rules only pay for mailing cf. state rules for proxy reimbursement supra
e) S/H still has to hire an attorney & marketing help
f) Grounds Co. to not include in proxy (Q 9)
(1) Relating to Mgt. Ordinary Bus. Operations

(2) Illegal

(3) Personal grievances

g) If Corp. is not going to include the proposal
(1) Co. must tell SEC why it's booting s/h proposal
(2) SEC responds with a "no action letter"

E. Proxy Contests

1. Could be over anything, but usually two competing factions (incumbent board & outside slate)

2. Existing Board pays for their proxy fight out of Co. Money win or lose

a) Policy: helps shareholders know what is going on

b) They are supposed to be for s/h interest

c) Otherwise insurgents could easily force out BOD

d) No one would serve if had to pay personally
3. For insurgents to get reimbursed they must

a) Win

b) Have reimbursement be approved by S/H

c) Policy:

(1) Makes sure insurgent is serious

d) Only reasonable expenses can be reimbursed (see Rosenfeld v. Fairchild)
4. Favor's incumbent

a) Paid win or lose

b) Battles can be long - Incumbent being reimbursed

c) Wallstreet rule – people can vote by selling so only people satisfied remain

F. "Right to vote" can be made irrevocably §212(e)

1. With interest sufficient in law (specific or in Co. Generally); Overrules Chilson dicta that interest must be specifically in the stock itself (to keep interests aligned)

VII. CLOSE CORPORATIONS
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A. Introduction

1. Characterized By

a) Small number of shareholders

b) Owner-management 
c) Lack of market for stock

d) Formal restrictions on transfer of shares

2. Minority Shareholders can be "frozen out"

a) No rule that says owners must be in mgt.

b) Cut off from salary

c) Cut off from directorship

d) No market to sell

e) Traditional Corp. Law won't help – as internal matters are left to management not shareholders (business judgment rule dif to overcome – fairness to corp is the test)

3. How to protect from Freezeouts at the begining

a) This can be defined by a buy-sell agreement

b) Super majority votes

c) Employment agreements

4. DGCL Close-Corp Req:

a) Must elect Close Corp. Status §343

b) Not more than 30 owners
c) Has 1 or more Transfer restrictions under §202:

(1) 1st right of refusal

(2) Buy out option (put option)

(3) Consent before sale

(4) Obligatory sale upon condition

(5) Prohibition of sale if not unreasonable

d) No public offering allowed
e) OK to agreement where any S/H can dissolve corp. at will §355

B. Shareholder Voting Arrangements

Principal purpose is to obtain voting control

1. Voting agreements DGCL §218(c); RMBCA §7.31

a) Voting agreements for "side payment" illegal as public policy as shareholders have duty to act fairly & in good faith (Ralmbaum v. Magulsky)
b) Pooling or voting agreement settled by arbitrator doesn’t' make the arbitrator's decision the official vote, still must be executed by parties to arbitration (Ringling Bros.); When party doesn't follow arbitrator's ruling votes are all nullified.

c) Specific Enforcement allowed

d) Not need to file with Corp.

2. Voting Trusts  DGCL §218 RMBCA §7.30

a) Separating the voting rights of shares with the beneficial rights (cf. Agreements where person can breach)
b) Intended to be irrevocable
c) Perpetual under DGCL §218(a)
d) Model Act Limited to 10 years

e) Files with Corp

3. Classified Stock DGCL §212(a); RMBCA § 7.21
a) Default is 1 vote per share

b) Different classes can have varying proprietary rights & voting rights

C. Agreements Limiting the Board's Discretion

1. Historically Verbotten

a) Policy: § given to the BOD to direct the company
2. Today 30 or so states allow

a) Policy: S/H need the ability to constrain the BOD to assure the financial interest
b) Must check the jurisdiction to see how this must be done (put in articles, etc.)
c) Allowed if no:

(1) Fraud

(2) Injury to the Public

(3) Harm to creditors

(4) Minority Interest Complaint

3. DE: Fine for Close Corp. (DGCL §350 et. seq.)
a) Must Qualify & Elect to be CC
b) If S/H takes away power from BoD ( S/H now has the liability
D. Supermajority Requirements

E. Fiduciary Obligations of Shareholders of Close Corporations

First question one must ask with minority shareholder freeze out: where was the corp. incorporated?  B/C Internal Affairs doctrine tells what law to apply
1. MA (Donahue Duty Modified through Wilkes)

a) Hallmark: majority getting a disproportional benefit from their control in Close Corp.
b) Stockholder's in close Corp. owe each other the same duty as partners in a partnership; Not traditional Corp. Law – where only directors, officers, & controlling s/h, only owe a fiduciary duty to the corporation

c) Remedy is damages for "breach of fiduciary duty" cf. mandatory buy out where remedy is dissolution
d) Footnote 17 – even minority S/H in MA
(1) In TX – Donahue often seen as limited to controlling shareholders

(a) Δ – not a majority shareholder, couldn't have done without others going with me

(b) Π – like a partnership analogy (weak); better: Some people acting in concert are really a single controlling group.

e) MUST be S/H (for ex. not employee)

f) Flow

(1) Π – you owe me a Donahue duty

(2) Δ – nuh uh; At will

(a) Definition

(i) Can be fired at any time for any reason

(ii) Exception: employment contract with definite term

(iii) TX: strongly at will; (exception: clearly asked to do something illegal; race; religion)

(b) When at-will is Δ to Donahue Duty

(i) Buying shares not tied to job, could buy w/o employment

(ii) If dividends are paid, then don't have to be an employee to get investment back

(iii) Was an original founder – expectation of control, receive a return (not financial but still a psychic benefit)

(iv) When the sale happened  was a financial return made

(3) So what, Δ had legitimate business purpose

(a) Will be scrutinized (Smith) - > BJR

(b) Leg. Bus. Purpose: from the corporate POV

(c) Peculiar to person (drunk, incomp., etc.) has to be legitimate

(d) If salary is hidden (de facto) dividend no matter how bad employee shouldn't be able to take away S/H rights

(e) Personality problem is not a leg. Business purpose

(f) Economy bad?  Π – nec. To cut exp. Δ – why me?

(4) Π then has burden to prove less to min. interest to achieve the same ends

(a) Prob: any less harmful to minority leads to ridiculous results

(b) But still must weigh against "practicability of less harmful alt."

2. Conflict of Interest with BOD (only need 1 director to have)
a) When conflict then "Business Judgment Rule" overcome & you must prove that it is fair to the corporation

b) Note that fair to the business does not have to be fair to all stock holders

3. In DE
a) No Donahue Protection

b) Must electing Ch. 14 CC then K around
c) Policy Problem:

(1) Small businesses are often between family members or friends and to have a K would not be practical

(2) K have transaction costs

(3) Unsophisticated small business owners

(4) Can't foresee all the possible problems

(5) People get shares through inheritance or gift (no opportunity to bargain for protection)

F. The Valuation of a Business

Court takes a strong pro contract stance on buy-sell agreements.  Courts will only listen to traditional problems with contracts.  
Big Theme: If Judge likes π then he/she can find the value judge wants, so argue opponent is bad 

1. Policy for Buy-Sell Agreements
a) the whole point of the contract is to avoid litigation

b) risk is mutual – price could be too high as well as too low
c) Parties contracting are the most competent to value the company

2. Delaware Block Method Weighted value of
a) Market Value of the Stock

b) Value of Corp. Net Assess

(1) Typically undervalues as it is based on historical purchase $
c) Corp. Earnings Value

3. Comparative Company/Comparative Acquisition Approach

4. Discounted Cash Flow

G. Share Transfer Restrictions

Today: Restrictions except absolute ban (restraint on alienation) are ok – real problem is valuation.
1. DGCL §202
a) Must be conspicuously noted on stock certificates

b) Can restrict to class of people if not manifestly unreasonable

2. First Refusals

a) Must offer to corp. at same terms to 3rd party

3. First Options

a) Must be offered to the corp. at the fixed term of the offer

4. Consent Restraints

a) Most restrictive – need permission of board
5. Policy for allowing restrictions on close corp.
a) Have to work closely with these people
b) S/H have the right to sue
c) Confidential info. Needs to be kept secret

d) Upon Death may need liquidity to pay for estate taxes as no market
H. Dissolution
1. Model Act for Deadlock § 14.30

a) Deadlocked AND Business irreparable harm pending

b) Policy: Good to get productive assets flowing again; Remedy of last resort in Courts - court appoints a receiver to sell of the business

2. DE

a) Reg. Corp. §275 – traditional dissolution

(1) Either Majority of Directors 1st & Majority of voting shares 2nd (Can override the board) or:
(2) Majority of shareholders in writing
b) Close Corp: §355 of sub-chapter 14 – art. of corp can allow dissolution condition

I. Provisional Directors/Custodians/Receivers
1. Custodian (DGCL §226) - empowered to continue operation of the business

2. Receiver – supervises the selling off the company

3. Provisional Director (§353) - Basically a tie breaker on the board
J. Dissolution for Oppression and Mandatory Buyout 

1. Comparing to MA Donahue Duty

a) Called action for "shareholder action for oppression" cf. MA where it "breach of fiduciary duty"

b) π asking for dissolution or Mandatory Buyout as remedy cf. damages in MA (today always mandatory to keep assets working)
c) Focuses on Majority Focus (reasonable bus. Conduct) cf. MA & Donahue where they are focusing on Minority expectations

2. Found in Jurisdictions other than DE & MA

a) Codified in Model Act 14.30(2)(ii) - Directors or those in control have acted, are acting, or will act in oppressive or fraudulent

b) N.Y. Bus Corp Law. §1118 - Maj. Can fix the dissolution, by buying out the minority S/H for fair value

3. Oppression statute not available if traded on an established market (b/c otherwise you could just sell)

4. Oppression

a) Majority conduct that frustrates the reasonable expectation of investors that majority knew or should have known minority expected (Not necessary for traditional S/H rights – dividends, etc.);  Ex: Job, Role in Mgt. Financial Return
b) When do you look at the Expectation?

(1) Some jurisdictions, when the venture was established

(a) Problem: gift or inheritance; people didn't contemplate entering the venture

(2) NY: adds expectations that developed during the venture

5. Valuation

a) 1st school of thought: Fair value = % value of overall enterprise value

b) 2nd: school of thought: Market Value

(1) Minority Discount – reduces value for fact buyer will lack control

(2) Marketability Discount – reduced the value premised on fact close corp. is illiquid
(3) Silly because:

(a) Ironic if the majority buys b/c the shares just add to control

(b) No basis if Co. buys back the share also makes no sense – shares just retired

(c) no sense pretending selling on market, they are unwilling sellers

(d) motivates Majority to oppress

6. Flow

a) Π proves oppression & asks for dissolution

b) Δ can prove adequate alternative remedy (always buyout is ok) or court can dissolve.

VIII. THE DUTY OF CARE/LOYALTY/LAWFULLY
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A. The Duty of Loyalty/Care/Good Faith
1. Traditionally Fiduciary Duty

a) Owed BY Controlling S/H, Officers, Directors TO The Corporation
(1) Directors must discharge their duties in good faith and act as ordinary prudent persons would under similar circumstances in like positions (Codified in Model Act 8.30(b))

(2) UNLIKE TORTS: does not go below the average director; however if you have a higher standard then held to that level
(3) DE §141(e) – fully protected when relying in good faith on company records, employees, etc.

b) Suit may be brought by
(1) The corp (if directors vote to)

(2) Or by S/H derivatively

(3) Creditors when near Bankruptcy
(4) Creditors when Corp. Holds funds of others in trust

2. Business Judgment Rule (BJR) Flow
a) §141(e) - Strong Presumption is that decision maker is right (π must prove irrational); Δ Don't have to prove, just plead rational motive

(1) Example of Irrational

(a) Can't explain motives

(b) Give away assets for no considerations

(2) Almost always get presumption for

(a) Firing employees

(b) Dividends

(c) Removing directors, officers,

b) Π rebuts with Blasius Doctrine if applicable

(1) Elements

(a) BOD acts with the principal purpose of frustrating S/H will
(b) S/H haven't ratified the action.

(2) Δ must meet a compelling interest standard (highest standard)

c) Π Rebuts with one of these 4
(1) DUTY OF LOYALTY - Officer not disinterested, conflict of interest, duty of loyalty problems (only need 1 director to have conflict to be a problem) AND (Sinclair Doctrine for maj. S/H CoI) must have a disproportionate benefit to the majority (always works except for dividends)

(a) No Rat: ( burden says on Δ with EF std.

(b) S/H Ratification or Director Ratification the burden shifts back to the π STD depends on who ratifies & who has CoI:
(i) Controlling Shareholder (De Facto or De Jure) CoI:
(a) Director Ratification or S/H Ratification (w/ full disclosure) ( EF

(ii) non-Controlling CoI:
(a) Director Ratification ( Split BJR/EF

(b) S/H Ratification ( BJR

(iii) Director (DE §144) CoI ok if:

(a) Disclosed & Disinterested Ratification (even < quorum); OR
(b) Disclosed & S/H Ratification

(2) DUTY OF CARE PROCESS - Used unreasonable decision making process

(a) No Rat: BoP on π to prove gross negligence
(b) Rat by S/H ( Duty of Care extinguished

(3) DUTY OF CARE SUBSTANCE (NORMAL BJR) - Had no Rational Business Purpose (minimal substantive scrutiny); Δ proves ( Δ wins
(4) * DUTY OF GOOD FAITH (Different & separate from loyalty & care) – Established in Disney; Duty not to act consciously and intentionally dereliction of duty

d) No rat. ( If presumption is rebutted burden shifts back to Δ & court judges decisions by "entire fairness" standard
e) Policy

(1) For

(a) Stops harassing law suits

(b) S/H can sell – market will take care of problems in mgt.
(c) Combats Hindsight bias (people can't distinguish between bad decision & decision that turned out badly)
(d) Encourages Risk Taking (users can diversify unlike torts)

(e) Courts are worse at making business decisions

(2) Against

(a) Agency Costs Facilitated b/c managers can deviate significantly and will be insulated from law suit
3. Selling Company (Van Gorkom-ize)
a) No valuation of company (outside preferred)
b) Hasty decision without exigent circumstances
c) Need to Q insiders who propose deals

d) Board needs to read the merger document

B. The Duty to Act Lawfully

1. Illegal Conduct = Irrational; so it will negate BJR

C. Limits on Liability; Directors' and Officers' Insurance

1. DE: Exculpatory Clause to limit Fiduciary Duty to Corp (§102(b)(7))
a) Can limit D&O damages for personal liability (Duty of Care by elimination & irrational)
b) Can't stop suits for injunctive relief
c) Can't limit intentional acts

d) Can't get rid of Duty of Loyalty/Conflict of interest
e) Can't get rid of duty of law

2. DGCL §145 Indemnification

a) Corp. can indemnify director 

(1) For Criminal or Civil

(2) If actin gin good faith or didn't know conduct was crim.

b) Corp. can buy D&O insurance

3. Policy Arguments

a) For protection

(1) Gives Directors room to take risk

(2) Keeps qualified directors

b) Against Protection

(1) Shareholders can be hurt without recourse

(2) Agency Costs increase without incentives inline
IX. THE DUTY OF LOYALTY
20
This is a S/H derivative suit, so it has all of the expensive requirements that go with it (opposed to de facto merger)
A. Elements of Entire Fairness?

1. Fair Dealing

a) how purchase was initiated, negotiated, structured, director approval obtained, timed, disclosed to the directors

(1) Time pressure bad

(2) Fiduciary initiated bad – controlling insiders have more pressures than arms length

(3) Negotiations Little bad

(4) Not full disclosure bad (same evidence in failure to ratification comes in here) – not a problem if not material, they already knew, Treemont (Only have to replicate arms length transaction and wouldn't have to disclose with a stranger)
2. Fair Price

a) $ that would have been received at arms length (market price)

3. This is a totality test, not both prongs must be met

B. What is disinterested?

1. Not like Judge recusal standard

2. No personal Interest

a) ALI §1.23

(1) Party of transaction

(2) Familiar, business, or financial relationship to person in the transaction & would be expected to effect director's judgment

3. Needs to be independent

a) Board should be able to negotiate at arms length

b) Example: negotiating with family or friend (can you come down hard on your mother?)

C. Compensation and the Doctrine of Waste

1. Historically a separate doctrine, but today just handled under normal Self-Interested Transaction
D. The Corporate Opportunity Doctrine

1. Can't steal business opportunities from the business

E. Duties of Controlling Shareholders

1. If directors owe fiduciary, then person who controls directors also should have a fiduciary duty.

F. Sales of Control

X. INSIDER TRADING
20
A. The Common Law

1. Majority Rule: Directors didn't owe Fid. Duty when selling shares
a) Exceptions: Fraud/Concealment/Special Circumstances

2. Kansas Rule: req. D & O to fully disclose b4 sale

3. Silence

a) Can't sue for fraud when remaining silent unless there is a fiduciary duty to disclose

4. Affirmative Misrepresentation

5. ½ Truth

a) What was said was true, but the omission makes part said misleading

B. Rule 10b-5 (FEDERAL RULE)
1. Prohibitions

a) Prohibits affirmative misrepresentations

b) Prohibits ½ truths

c) Silence if there was a duty to disclose
2. Not a mandatory Disclosure Rule - DISCLOSE OR ABSTAIN
a) Policy – Co. would never search for information to give a competitive advantage if they were then forced disclose

3. Elements for Private Civil Action

a) Not for SEC in admin. Action.
b) Deception or Manipulation (i.e., Fraud)

(1) Unfairness is not enough (then you bring breach of Fiduciary Duty state claim)
c) ONLY in SILENCE CASES: DUTY TO DISCLOSE

(1) Trading while silent is ok, unless there is a duty to disclose

d) Π has to be a purchaser or seller
(1) For ex: had I known I would have sold

e) Must have Scienter (intent to deceive); recklessness enough
f) Materiality

(1) Misstatement or Omission of non-material fact immaterial

(2) Is there a reasonable likelihood that the investor would have been important

(3) Speculative or Contingent
(a) Likelihood of the event (probability)
(b) Magnitude of the event if it does
g) Reliance

(1) Fraud On The Market Theory

(a) Π relies on the fact that the market price is correct, and if Δ corrupts the market price by lying or withholding then π has reliance

(b) Presumption that must be rebutted by Δ (ex: has to prove π knew market price was wrong)
h) Causation

4. When Duty To Disclose
a) Charella Duty - Insider (directory, officer) or anyone who works for company who gets co
b) Dirks – Charella duty is assumed

(1) Insider's tip was breach of insider's duty (end run around) when the insider gets a personal benefit from the tip

(a) When the insider personally benefits from the tip

(b) $ is enough, but more circumspect is ok too

(c) Gift of information to family & friend is classic benefit

(2) The tippee knows or should know about the insider's breach

c) Note this leaves a hole called Warehousing

(1) Insider or tippee can still buy the Co. being acquired b/c no duty to that company

d) Constructive Insider

(1) Outsider who has info. Legitimately disclose

(2) Corp. expected that person would keep the 411 confidential (for example relationship implied a duty; attny-client always)
5. Who can Sue

a) SEC Act §20(A)

(1) Contemporaneous buyers & sellers can sue traders & tippers

6. Misappropriation Theory (O'Hagan)

a) Duty owed to the source of the information (likely not the Co. Shareholders like Charella & Dirks) for breaking confidentiality
(1) So note, if the source allows you to disclose (Co. tells analyst they are buying company & you should buy target, then no prob. here)

7. Tender Offer (14e-3)

a) Can't trade on inside information if:

(1) Know or should know that info. Isn't public

(2) Know or should know information came from buyer or seller

(3) NO DUTY TO DISCLOSE – CAN'T TRADE

XI. SHAREHOLDER DERIVATIVE SUITS
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A. Introduction

1. Brought by a S/H on behalf of the corporation
2. Winnings go back to the corp

a) So rational apathy problem is in play

3. Make this decision before you go to Fiduciary Duty 

B. The Nature of the Derivative Action

1. Pro

a) Help combat agency costs

2. Cons

a) Drain of time & resources on the company

b) Strike suits are often successful

3.  Very expensive to meet requirements not required in a direct action

a) Contemporaneous Ownership Rule
b) Must maintain an ownership position
c) Must make a demand on the board to sue themselves first.
d) Security for expenses § - must post bond

C. Elements for Individual Recovery in Derivative Actions

1. Whom was the duty owed

a) S/H – Direct

b) Corp – Derivative
2. All S/H hurt the same/π injury separate & distinct/π complaining about K right owed to him/her personally
a) Same – derivative
b) Diff – Direct

3. Harmed the Corp or affects traditional S/H Right

a) Harmed Corp – derivative

b) S/H Right – direct (dividends, voting rights)
(1) Right to dividends

(2) Right to inspect books

4. Examples

a) Preferred Stock

(1) To whom is the duty owed

(a) S/H through contract

(2) Differentially Hurt

(a) Yes, by not paying preferred more $ in corp.

(3) Traditional S/H Right?

(a) Yes, cuts direct

b) Reg. Stock Dividends

(1) To whom is the duty owed

(a) Corp.

(2) Differentially Hurt

(a) No

(3) Traditional S/H Right?

(a) Yes, cuts direct (modern cases uses this >other factors)

5. Policy

a) Pro

(1) Derivative will protect creditors & other shareholders from successful lawsuits with large damages

b) Con

(1) Doesn't punish majority S/H if the $ goes back in the corp.
6. Barth v. Barth

a) When policy reasons are missing (Ex: CC) ( may bring direct
b) In TX § for < 35 S/H ( at court discretion.
c) Not in DE, no special duty between S/H so doesn't follow.
D. The Contemporaneous-Ownership Rule

1. Exceptions

a) Continuing Wrong Exception

(1) Can sue if wrong began before purchase but continued until after you purchased

b) Operation of Law Exception

(1) Can sue as long as the transferor was wronged

(2) Transfer happened via op of law (inheritance, divorce, etc.)

E. Right to a Jury Trial

F. Demand on the Board

1. Demand Utility Exception
a) When the demand would be futile (similar to BJR rebut items, except now need Majority)
(1) Majority of directors are interested

(2) Majority of directors failed to inform themselves

(3) Majority of directors failed to exercise their business judgment

G. Demand on the Shareholders

1. If the maj. of S/H thinks there's no merit then can't bring

2. only some jurisdictions

H. Sorbanes-Oxley

1. Audit committee must be independent

2. Must admit if you don't have a code of ethics

3. Officer Certifications

a) CEO & CFO must certify every quarterly report

4. Prohibits loans to officers

5. New administrative agency to supervise & regulate public accounting firm.
I. Indemnification and Insurance

XII. CORPORATE COMBINATIONS
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Remember, All of the merger rights do not obviate the Breach of Fiduciary Duty

Also remember, when the buying Co. & Selling Co. are incorporated in different states, each is viewed in light of the state they are incorporated.

A. Sale of Almost All Assets (§271)
1. Approval

a) Selling Company Board must approve (1st)
b) Majority of shares of Selling Co.'s Shares (2nd)

c) Buying Co Board (3rd)
(1) Board can scuttle deal even if S/H approve

d) S/H of Buying Co. not necessary

e) Note: No appraisal rights in DE

2. What is Substantially All Assets

a) Quantitative analysis 

(1) example ½ of assets
b) Qualitative analysis

(1) Must be out of course of normal transactions (ex: selling subsidiary when normally just make consumer goods)
(2) Is this something that the buyers of the stock wouldn't have expected when buying

3. Not a structural change under DGCL

a) Only things listed in §262(b)

b) Could have put in articles of incorporation
4. Legal Effect

a) Do not have assumption of all the liabilities

5. Why the creditor shouldn't worry

a) The Co. should get $ for the sale

6. Pennsylvania Rule or de facto merger doctrine

a) When corp. tries to structure as sale of sub. All assets but looks like a merger, courts will treat it as a merger

b) Majority rule

c) TX: overrules by §

d) Not followed in DE

7. Why you want de facto merger

a) Voting Rights

b) Appraisal Rights

B. Merger

1. Approval

a) BOD of both Cos. 

b) Maj. of outstanding voting stock of each Co. have

c) Minorities Get Appraisal Rights (except for publicly traded Cos.)

2. Legal Effect

a) Assets & Liability assumed by law (no k, deeds, etc.)

3. Merger Agreement
a) Sets forth consideration given to disappearing Co. S/H (Shares of surviving Co., bonds, preferred, cash, rights, stock of any corp. etc.)

4. Practical Effect

a) Assets added

b) Liabilities added

c) Business owned by surviving & ending co. shareholders

d) Surviving co. control the board

C. Small Scale Merger

1. Buying corp can't issue more than 20% of outstanding stock

a) Surviving Co. S/H don't get to vote (disappearing still get to vote)

2. Parent owns 90% of sub-co. which is disappearing

a) Neither parent S/H nor board of sub-company directors get a vote

D. Shareholder Approval

1. gives minority s/h who is dissatisfied with structural change of corp. the right to say "I want out"

2. Structural Change

a) Merger

b) Sale of majority of assets

3. Should receive a "fair value"

4. To Execute

a) Must write to the board

b) Must be before the vote

c) Can't then vote in favor of the deal (can abstain or vote no)

d) Corp. then makes offer of "fair value"

e) 120 days to file a law suite to petition for appraisal (offer is low or non-existent)
5. Not available if stock is trade on the market or held by > 2000 shareholders
6. Plan of Merger

a) Contract that shows what the selling Co. S/H will get

b) Can pay with anything §251 of DGCL

7. Triangular

a) Regular

(1) Target merges in to Sub and Sub survives

b) Reverse

(1) Sub merges into Target & Target survives

c) Why set it up

(1) Insulate liability

(2) Remove parent Co. S/H from having a voice in the take over.[image: image1][image: image2][image: image3]
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