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Basic Business Forms:

Agency

Master/Servant

Independent Contractor

Debtor/Creditor

Partnership

Corporation



Limited Partnership:  creation of statute.  did not exist at common law.  Allows the limited partner to limit his exposure to liability to the amount of investment.  Only the general partner(s) is/are unlimitedly liable.  If you don’t meat the formalities under ULPA §201� XE "ULPA:201 -- Certificate of Limited Partnership" �, then you don’t get the protection, no matter what you intend.



Corporation:  also a creature of statute that did not exist at common law.  Shareholders are only liable for the cost of shares.  The corporation is still liable and the tortfeasor remains exposed no matter the business form.  Exception:  “piercing the corporate veil” - common law remedy, but trumps MBCA §6.22� XE "MBCA:6.22 -- Liability of Shareholders" �.

The Partnership

Introduction

A written agreement is not required, but is recommended.  Why wouldn’t you have a written agreement?  some think that forcing amicable parties to decide what happens when they no longer agree, fosters dispute.  Also, since you can’t possibly anticipate all areas of dispute, writing everything down can be considered a doomed endeavor.

Sharing of Profits and Losses



UPA §18� XE "UPA:18 -- Rights and Duties of Partners" �:

a)  losses are shared in proportion to profits

f)  not an impediment b/c compensation is “subject to any agreement.”  So one party can receive a salary in addition to profits and it can still be a partnership.



In everything except UPA §§13, 14, and 15� XE "UPA:13, 14, and 15 -- Wrongful Act Liabilities" �, you can do whatever you want.  But you can’t limit liability to 3rd parties.  You can, for instance set up profit sharing however you want.



notes p. 26:  (2)  Are 'income' partners "partners" for liability purposes?  The Krocheski article says they will be indemnified -- sounds like a veiled 'yes.'



Income partners v. equity partners:  Partners are partners no matter what in regards to 3rd parties.  Indemnification is only as good as those doing the indemnifying.



(3) and (4) note that partners will be personally liable beyond whatever limits are set by their insurance policies.  This may practically mean that small law firms will have to exclude certain types of work (securities, for instance) to keep insurance limits safe.



(5)  Notes that it's no longer 'up or out'.  This is partially because of changes in the business -- and partly because of the maturity of the system -- older partners are trying to line their pockets.  Contract attys are another form of long term relationship in a law firm other than partner.  They receive a set amount and don’t waste their training by not making partner.



(6)  Pension plans -- are becoming funded.  Before you had problems with younger attys paying for retirement of older attys - not happy.  Also, breakups cause problems no longer anyone to pay.  And the IRS requires non-discriminatory plans to get tax benefits -- all employees count.



p. 30:  A partner cannot limit her liability to third parties by agreement with other partners.  Only indemnification is allowed.

Management



Nabisco v. Stroud� XE "Nabisco v. Stroud" � (NC 1959)



Only a majority of partners can forbid another partner's actions, limit the scope of the business, or decide a disputed question.  When one partner acts with actual authority (no majority of partners disapproving) the partnership is liable.  



Hypo:  What if there was another partner saying no?  UPA §18� XE "UPA:18 -- Rights and Duties of Partners" �(e) says all partners have equal rights in conduct of business.  So if Nabisco doesn't know any more than that two other partners said no, Nabisco can still sell to Freeman without worrying based on that statute.  This means he had apparent authority.  The burden of risk is put on the other partners (since they chose to do business in the partnership form,) who can then sue Freeman.



Smith v. Dixon� XE "Smith v. Dixon" � (AR 1965):



Seller partnership contracts with buyer to sell land.  Authority of managing partner of partnership was expressly limited in the agreement; but he had apparent authority, so the contract is binding and the other partners must sue.  There was reasonable reliance on the apparent authority as the 3rd party didn’t know that the agent has no authority.



Notes:  look up Restatement (Second) of Agency� XE "Restatement (Second) of Agency" � sections that apply.



Note (3) -- whether he was the principal or the agent is moot -- partnership will be bound regardless.



Note (4):  UPA §9� XE "UPA:9 -- Partner Agent of Partnership" �(1)  partners are agents unless they have no actual authority and the person they deal with knows it (I think that incorporates both actual and apparent)-- get rest...



Rouse v. Pollard� XE "Rouse v. Pollard" � (NJ 1941):



Law firm, one of seven partners embezzles.  Issue:  are other partners liable?  No.  His transaction with client (personally keeping her money in 'escrow' in his personal account) was not within the scope of partnership business as determined by the ordinary course of business in New Jersey.  Apparently she didn't rely on the partnership, she was dealing with him personally; P doesn't have to affirmatively show reliance, but D may use as a defense the fact that P did not, and could not, rely on the partnership.



Roach v. Mead� XE "Roach v. Mead" � (1986):



Partnership is liable when one partner gives a client advice to loan money to him.  This is the trap set in Rouse v. Pollard� XE "Rouse v. Pollard" �.  UPA §14� XE "UPA:13, 14, and 15 -- Wrongful Act Liabilities" � (partnership bound by partner's breach of trust) refers back to UPA §9� XE "UPA:9 -- Partner Agent of Partnership" � (authority).  The court found it was reasonable for the client to rely on the partner's advice given in the office, but that when the partner went to the client's house, that exceeded the bounds of reasonable reliance, so other partners are not liable.  So the 2nd loan wasn’t covered because it was too far removed  from his capacity as a lawyer.  This case says to look at the reasonableness of the reliance.



Note (2) jury found second loan outside

(3)  Lawyer was outside bounds of professional conduct.

(4)  It's okay for lawyers to offer business advice to clients, as long as there's no self-dealing.

(5) no diff btwn ass. and ptr.

(6)  Sheinkopf v. Stone� XE "Sheinkopf v. Stone" �:  incoming partner is not personally liable for old crimes from before, unless she has knowledge of them and does not stop them.  The point -- law from outside areas applies when UPA doesn't forbid it.

Duties of Partners to Each Other



Meinhard v. Salmon� XE "Meinhard v. Salmon" � (NY 1928):  Cardozo -- liability!



The most cited case in business associations, partnership law, and corporate law.  



Gerry leased to Salmon (D) a hotel for 20 years.  D got the money from Meinhard (P), resulting in a joint venture (like a partnership but very limited -- partnership law applies) in a writing, where P was going to pay for half of work done, and D was going to give P profits.  When 4 months were left in lease, Gerry made a new lease to D's company for a bigger area, the buildings to be torn down and reconstructed.  D did not say anything to Meinhard.  



There was nothing in the joint venture to say that he should inform Meinhard.  But also nothing saying that it was okay for him to do this.  Since it was still within the scope of the joint venture (arising out of the originial lease), the court will assume that 'not honesty alone, but the punctilio of an honor the most sensitive,' is required of the joint venture partners.   They have a strong fiduciary duty based on mutual agency.  This duty makes disclosure of this sort mandatory.  



Note:  If this had been an all new lease for another lot, then there would be a different holding.  They should have put in the K that the partnership was limited to the 20 yrs and that no obligation arising out of this venture will be binding to the joint venture.



This is simply the traditional Cardozian good faith requirement -- note that it gives P the ability to sue D for his act, but doesn't make P liable if D's new K goes bad.  What a great deal!



Are partnerships aggregates or entities?  Not technically, but they're so big modernly that they are thought of as entitites.  And legally they are for some purposes, and not for others (tax law:  ptrships are aggregates of individuals).  Contrast:  the corporation is an entity for all purposes.  Note that this means the corporate form necessarily entails 'double taxation' while the partnership does not. 

Partnership as an Entity and Partnership Property



UPA Part V� XE "UPA:Part V" �:

UPA §24� XE "UPA:Part V:24 -- Property Rights of Partner" � -- prpoerty rights of a partner are (1) specific rights in partnership property, (2) interest in the partnership, and (3) right to participate in management.  

UPA §25� XE "UPA:Part V:25 -- Partner's Interest in Property" � -- partner's rights in specific partnership property are (1) co-owner as tenant in ptrshp (equal right to posess property for partnership purposes; not assignable severally; can only be attached by claim against the partnership; on death goes to other partners).  Note:  absent agreement to the contrary, partnership assets can only be used for partnership purposes.  

UPA §26� XE "UPA:Part V:26 -- Partner's Interest in Partnership" � -- partner's interest in the partnership means his share of profits, and this is personal property.

UPA §27� XE "UPA:Part V:27 -- Assignment of Interest" � -- partner can only assign his partnership interest, and it gives only right to profits, not right to manage or inspect books.  Partner cannot assign specific rights to property or right to participate in management (consistent with UPA §18� XE "UPA:18 -- Rights and Duties of Partners" �(e) -- equal rights to management, 18(g) -- unanimous consent to adding new partners).

UPA §28� XE "UPA:Part V:28 -- Charging Order" � -- a court can use a 'charging order' to effectively garnish partnership interest profits to pay a judgment creditor of a partner (foreclosure on partnership interest).  The significance:  creditors of an individual partner cannot reach partnership assets, but they can get an involuntary assignment of partnership interest under §28.



This is contrasted with corporate ownership, which is freely transferable (within SEC restrictions).

Partnership Dissolution

UPA §29� XE "UPA:29 -- Dissolution Defined" � -- 'dissolution' is a change in legal relationship 'caused by any partner ceasing to be associated in the carrying on of the business.'  After dissolution, the partnership 'winds up' and then 'terminates.'  



UPA §31� XE "UPA:31 -- Causes of Dissolution" � provides 'causes for dissolution', while UPA §32� XE "UPA:32 -- Dissolution by Decree" � provides for 'dissolution by decree of court'. §31 provides for relatively more objective reasons for dissolving (easily verifiable in court), while §32 provides more subjective reasons which will require court supervision.  Note that §32 gives courts discretion to order dissolution on application of a purchaser of a partner's interest.  Must be a special case -- child support claim insufficient; child support with large current extraordinary need (surgery) would be sufficient.



notes (1):  most partnership agreements allow for continuation of business indefinitely after dissolution, with the partners who leave paid off in cash.  (2) does this mean a new partnership has been formed?  not really.  

(3) without express agreement, do they have to wind up?  no, if they agree to continue, it's okay.



Collins v. Lewis� XE "Collins v. Lewis" �:  C promises to give money to L, who will manage the store and pay C back.  L wins because no grounds under UPA §32� XE "UPA:32 -- Dissolution by Decree" �(2).  Why doesn’t C use UPA §31� XE "UPA:31 -- Causes of Dissolution" �(2)?  Because C would have to breach the contract in order to dissolve the partnership -- would be liable for damages.  So he can get out, but the court won't do it for him...  Plus, courts don't like dissolving viable businesses.  



Adams v. Jarvis� XE "Adams v. Jarvis" �:  doctors' partnership provides that 'partnership shall not terminate upon incapacity, withdrawal, or death of partner.  P says UPA §29� XE "UPA:29 -- Dissolution Defined" � applies anyway -- it's a dissolution and they have to wind up. The court upholds the right of partners to 'vary' the law with express agreement.  



Meehan v. Shaughnessy� XE "Meehan v. Shaughnessy" �: UPA §20� XE "UPA:20 -- Duty to Render Information" � -- partners shall render on demand true and full information of all things affecting the partnership to any partner or representative under legal authority.  And the UPA is merely a minimum standard!!  It was how they withdrew that was bad.  Here, the withdrawing partners breached their fiduciary duty in solicitation of clients.  They tried to appropiate an asset to their advantage.  Remedy:  inappropiately solicited business goes into a trust for the old partnership.  This allows clients to go where they choose.



note (4) -- a non-competition agreement which takes away partnership profits due to a withdrawing partner is void as against public policy.  Reasonable non-competition agreements are OK.



note (5) -- can there be 'wrongful dissolution' of a partnership agreement?



Gelder Medical Group v. Webber� XE "Gelder Medical Group v. Webber" �:  D physician was expelled from doctor partnership according to terms of contract.  Presumed to be okay.  D wanted an implied good faith req for expulsion.  Ct. says no; the whole point of the agreement was to obviate UPA §32� XE "UPA:32 -- Dissolution by Decree" �.  Ct. holds that D has to make a showing of bad faith to recover; restrictive non-competition covenant was reasonable; so get out of here.  Non-compete agreements are typically upheld in the medical profession.

Inadvertent Partnerships

UPA §7� XE "UPA:7 -- Determining Existence of Partnership" �(4) says 'receipt by a person of a share of profits' is prima facie evidence of partnership.



Martin v. Peyton� XE "Martin v. Peyton" � (1927):  partnership by estoppel exists -- UPA §16� XE "UPA:16 -- Partner by Estoppel" �.  This case:  there was a ceiling and floor on the amounts to be received.  It was to pay a debt -- so under UPA §7� XE "UPA:7 -- Determining Existence of Partnership" �(4)(a) exception, the money was being received to pay a debt



Smith v. Kelley� XE "Smith v. Kelley" � (1971):  D's Kelley and Galloway were partners in an accounting firm; they hired Smith and paid him $1000/month.  He didn't contribute capital, manage, have authority, or bear losses, but they represented that he was a partner on their tax return and in a contract, a lawsuit, and a statement to the state board of accountancy.  Does this make Smith a partner?  No, intent between the partners is the test.  To third parties, he may be a partner, but internally, he is not.  See how he got screwed?  He may be personally liable for losses, but he can't get profits.



How could you change the facts so Smith would win?  If they have acted like he was a partner (sharing profits).  A partnership can form even w/o intent if conduct creates one.

The Modern Limited Partnership



Limited partnerships come from modern statutes.  The modern limited partnership is, however, a very different animal than that envisioned by the 1916 ULPA.  So they revised the statute in 1976.  



Benefits:  limited liability for partners, so it acts like a corporation, but is taxed like a partnership (single taxation).  They became great tax shelters, because they had lots of tax advantages -- accelerated depreciation and depletion provisions, generating enormous paper losses in early years of operation, to allow partners to deduct their investments.



Master Limited Partnerships:  The term for large, publicly traded limited partnerships.  The "Kintner Regulations" determine whether they will be taxed as partnerships or corporations:  they will be taxed as corporations if they have more than 2 of the following features:



continuity of life

centralization of management

liability for debts limited to organization assets

free transferability of interests



Note:  Master Limited Partnerships have basically been shut down in all industries except oil and gas.  Outside of that industry, anything that is publicly traded gets taxed like a corporation.



A limited partnership is a partnership of two or more persons including at least one general partner and at least one limited partner.  The 'general partner' assumes management and personal liability for debts.  The 'limited partner' contributes to the partnership in exchange for an interest, but is not active in management and has limited liability for debts, unless she takes a role in the management of the partnership.  A person can be both a limited and a general partner.



Creation:  (i) execute a certificate naming which partners are general and which are limited, and (ii) file the certificate in the county.  The purpose is to give all potential creditors notice of the limited liability.  



Delaney v. Fidelity Lease Ltd.� XE "Delaney v. Fidelity Lease Ltd." � (1975):  P (Delaney) leased property to D (Fidelity, a limited partnership) to run a fast food restaurant.  The only general partner was Interlease Corp., owned by the three people who were also limited partners.  Fidelity defaulted on the lease and P sued D, Interlease, and the three limited partners on the basis that they had become general partners by participating in management.  Issue:  Are they general partners?  Yes, if limited partners participate in management and control, they are general partners.  The corporate veil is pierced when the corporation is formed to evade the purposes of the law.  



Notes:  The case has been criticized.  The intent of the partners was to give themselves limited liability.  P's should not recover when they did not rely on the ability of the individuals to pay.  They could have written this liability into their contract; they didn't.  ULPA §7� XE "ULPA:7 -- Limited Partner Liability to Creditors" � (1916) makes limited partners liable when they participate in management -- the most litigation-generating section of the Act.  Led to the revision in 1976 (which Act has been adopted in every jurisdiction).



ULPA (1976) replaced that provision with ULPA §303� XE "ULPA:303 -- Liability to Third Parties" �(b), which provides a safe harbor for limited partners which will not in themselves expose them to general partner liability.  And ULPA §303(c) says the list is not exhaustive.  It's okay for a limited partner to serve as a director of a general partner corporation, and to participate even more in the management, as long as people don't transact business with the company reasonably relying on that person being a general partner.



(3)  Incomprehensible analysis of when llp's are treated as regular partnerships for tax purposes.  Trying to make a formula that will ensure that the corporate general partner is really unlimitedly liable.

Limited Liability Companies/Corporations 



New statutes allow the creation of limited liability corporations which are taxed like partnerships (single, not double, taxation).  It's a good idea because it allows planners to choose the best tax structure without giving up limited liability, and because it's less complex than S corporations and limited partnerships.  How do they do it?  Under the Kintner regulations, since they have limited liability, they have to make interests less transferable -- so you can't become an owner without approval of other owners.



An LLC is basically a limited partnership without a general partner.  Here there's no control question for limited partners.  If you sue the owners of an LLC, you get dismissed on summary judgment.  But  again, the LLC will remain a vehicle for closely held corporations (an alternative to the S corporation), not for really big ones, because of the lack of free transferability.

Selection of Business Form 



The following factors are considered:



Legal restrictions -- mostly gone modernly

Liability:  this is the primary concern.  Insurance is the principal way to avoid it.  But choice of form is obviously a big factor too.  Note that merely choosing the corporate form may only be a slight advantage, since most banks will require personal guarantees.  However, you at least get the advantage on paychecks and A/P on dissolution of the company.  

Taxation:  Options:  you can have a Chapter C (regular) corporation or a Chapter S (small) corporation.  S corporations have less than 35 shareholders, none of whom are nonresident aliens, corporatoins, or other artificial entitites; cannot own a controlling interest in another corporation, and can't issue more than one class of stock.  The benefit -- there's no taxation at the entity level.  Is this better?  Certainly, as long as the individual rate is always lower than the corporate rate.

Informality, flexibility, cost:  cost should not be an issue

Continuity of life:  a corporation has 'perpetual duration' unless its articles of incorporation provide otherwise; a partnership can always be dissolved at the will of any partner at any time, unless the partnership expressly denies that ability.  There is also an economic aspect to this; a successful partnership will continue after a partner orders dissolution; they simply re-form and continue.  However, this may affect the existence of certain legal relationships (contracts, etc.) to be severed.

Centralization of management:  corporations must be governed by a 'board of directors' (MBCA §8.01� XE "MBCA:8.01 -- Duties of Board of Directors" �); partnerships must have joint management (unless agreement provides otherwise)

Free transferability of interest:  partnerships have UPA §27� XE "UPA:Part V:27 -- Assignment of Interest" � and UPA §18� XE "UPA:18 -- Rights and Duties of Partners" �(g) saying a new member must be approved by old members.  Corporate shares are presumed to be freely alienable; but MBCA §6.27� XE "MBCA:6.27 -- Restriction on Share Transactions" � allows restrictions in the charter.



Problem I (handout I):  we have several investors, with varying amounts of capital, which we want to protect.  Next, we want to be able to deduct early year losses -- so C corp is out.  We want limited liability, so partnership is out.  We don't have a volunteer to be the general partner, unlimitedly liable, so LP is out (also because LP's can't get involved in management).  So, LLC is better on first look because S corp is more restrictive.

Professional Corporations and Limited Liability Partnerships

Professional Corporations



Origin:  desire of professionals to take advantage of corporate tax provisions in IRC (deductibility of employee benefit programs); they didn't apply to partners.  Now, the IRC provides for the same tax treatment regardless of business form, so the basic reason for existence is no longer valid.  IRC now allows a partnership to provide benefits such a medical expenses to partners as well as employees.



First Bank & Trust Co. v. Zagoria� XE "First Bank & Trust Co. v. Zagoria" � (1983):



Zagoria, a law firm partner, fraudulently withdrew funds from a client's trust account.  First Bank and Trust sued the law firm and the other partner for the deficit.  The law firm was a professional corporation.  Is the other partner personally liable for Zagoria's malpractice?  Yes.  The statute creating professional corporations provides for insulation of shareholder-lawyers from the debts of the corporation.  However, this only includes debts which are 'ordinary business obligations', not acts of fraud or malpractice.



In Texas, the result would be different -- their statute says that the corporation will be jointly liable but that other shareholders will not be.  You’re only liable for malfeasance; innocent parties are not liable.  So,  if a law deal goes sour, sue the lawyers on the deal and everyone under and over them (involved in the deal).

Limited Liability Partnerships

An LLP is a general partnership in which individual partners have a degree of limited liability.  Partners are only liable where they are actually involved or knew about it and did nothing.

Evolution of Corporate Law 

Historical Background

In England, doing business in corporate form had to be granted by the Crown.  And the first big uses were in colonization -- the crown would grant this power through charters so that these big companies could go there on their own money, and claim the land for the Crown.  The first corporations were ecclesiastical and non-profit.  Limited liability did not come until much later.  States at first required an individual statute to be passed to create each charter.  This obviously led to political corruption.  Corporate law is governed by state incorporation laws as well as securities and antitrust law.  Recently the law has moved away from restrictions on corporate activity, but many limitations still remain, and in some areas they are now growing and expanding again.



Louis K. Liggett Co. v. Lee� XE "Louis K. Liggett Co. v. Lee" � (1933):  P (LKL) owned a chain of retail stores in FL.  P challenged the validity of a FL tax on retail stores based on the total number of stores and other factors.  Is this an unconstitutional regulation of corporations under the Equal Protection Clause?  Yes.  It violates the 14th Amendment, because there is no reasonable classification for discriminating in the tax amount between chain stores and single retail stores.



Dissent (Brandeis):  States should be able to impose restrictions on the size and scope of corporate activity.  This is historically the tradition.  Why is he so concerned?  Because he's afraid of the growth of huge corporate power.

Public and Close Corporations

A public company is a large corporation with securities owned by a large number of people, traded between brokerage firms.  A close corporation is held by relatively few shareholders and not traded publicly.  Some states are passing specific regulations of close corporations (limiting transfer and trading of stock, regulating to ensure that the corporation isn't merely a tax evasion sham, zeroing out profits through salary).



Comment, Law for Sale:  Delaware Corporation Law of 1967:  Very critical of DE’s incorp statute.  The only interest was money.  The legislature wasn’t involved at all and was only interested in saving jobs.



Problem 3:  Precision Tools, Part II



(5)  Which is better -- local or Delaware incorporation?  Probably local.  Delaware would cost more, would have to qualify as a foreign corporation doing business in Texas, and you wouldn’t be subject to jurisdiction in DE.   But there is more case law in DE and many expert lawyers.  DE statutes are pro-management. 



Consider the situation of ARCO -- reincorporating in Delaware, in 1985, to take advantage of flexible laws, a permissive body of case law, and protection from takeover provided by elimination of cumulative voting.  On the other end is CA law, which is the most pro-shareholder, and applies that law to corporations which have 'minimum contacts' with CA (basically, corp's which are largely CA corporations) - a wrinkle in internal affairs law.  This passes const’l muster as long as it doesn’t unreasonably fetter interstate commerce.



Note:  a way to protect against takeovers is to stagger directorial elections so that terms are three years, and 1/3 are elected every year.



Why does Delaware still dominate the corporate location market?  Because lawyers know Delaware law, and advise their clients accordingly.



Note:  Cary and Winter write articles arguing about the merits of Delaware law.  Cary argues for 'federal chartering of corporations.'  Winter supports the current approach -- competition between states is healthy and ensures a corporation / shareholder balance.  Plus, federal securities regulation is enough federal law for the area.

Theories of Corporateness

Corporations can be considered separate entities, or aggregations of individuals, or (some say) a 'nexus of contracts' (a very laissez-faire attitude).



Economists like to view corps as a nexus of contracts.  They think there should be very little regulations governing operations.  The role of the state should only be to enforce those contracts.  This approach has been rejected but has influenced corp law, especially in regard to closely-held corps.  Our system is much more regulatory than they would like.



MBCA §8.01� XE "MBCA:8.01 -- Duties of Board of Directors" �(a) requires a board of directors unless eliminated by agreement (MBCA §7.32� XE "MBCA:7.32 -- Shareholder Agreements" �).  

Corporate Formation



Problem 3:  



(1)  Should we represent all three clients?  Model Rules of Professional Conduct 1.7 permits it as long as there is full disclosure and consent, but is it advisable?  Probably not.  



(2) What formalities are required by MBCA?  MBCA §4.01� XE "MBCA:4.01 -- Corporate Name" � defines the corporate name (must be distinugishable upon the records of secretary of state)  Then, go to MBCA Chapter 2.  To avoid all of these complications, simply go to a company dealing in 'corporation kits' (saving law billing hours).  Under MBCA §2.01� XE "MBCA:2.01 -- Incorporators" � you need an incorporator -- not a big deal.  



MBCA §2.02� XE "MBCA:2.02 -- Articles of Incorporation" �(a) provides the absolute minimum information necessary to register a corporation.  None of it is necessarily of any use to anybody -- it's easy to obfuscate the real information. §2.02(b) allows inclusion of names and addresses of individuals planning to serve as directors as well as provisions for (i) limitation of purpose (only if you want to limit it -- MBCA §3.01� XE "MBCA:3.01 -- Purposes" � makes it 'any lawful business' by default), (ii) regulation/management of business, (iii) limitation of powers; (iv) par value for shares, and (v) limited personal liability of shareholders.  Also, provisions which could be included in the bylaws and provisions limiting liability of directors can be set forth.



Note, however, that some of these provisions must include or be summarized here to get legal effect -- it's a notice issue.  Note: the only possible purpose for a limitation of corporate purposes is to allow the secretary of state, shareholders, and directors to bring ultra vires actions.  Note:  the corporation must maintain assets equal to its par value.  Theoretically, it is a fund which creditors can look to.  As a result, corporations are not allowed to issue dividends if assets fall to par value.  Today, many corps get around this by establishing a nominal par value.



Powers (MBCA §3.02� XE "MBCA:3.02 -- General Powers" �) define how a corporation can go about doing its purposes.  Ultra vires acts include exceeding powers as well as purposes.



MBCA §2.03� XE "MBCA:2.03 -- Incorporation" � says corporate existence begins upon filing of the articles of incorporation.  Next you have to have a meeting and get approved as a 'foreign corporation' in each state where you will be doing business.

The Doctrine of Ultra Vires



711 Kings Highway Corp. v. F.I.M.'s Marine Repair Serv., Inc.� XE "711 Kings Highway Corp. v. F.I.M.'s Marine Repair Serv., Inc." � (1966):



P is trying to use ultra vires as a sword.  Landlord is trying to get out of contract with tenant by saying tenant was acting outside of purposes and therefore the lease became invalid.  Held:  only a shareholder, former officer or director, or the Attorney General can do this.  Ct. said that you can’t use the doctrine as a sword to disavow binding contracts.



Theodora Holding Corp. v. Henderson� XE "Theodora Holding Corp. v. Henderson" � (1969):   Theodora owns Theodora Holding Corp which owns 11,000 of 40,500 voting shares of Alexander Dawson, Inc.  Her ex-husband controls ADI, which donates money every year to the Dawson Foundation.  Theodora is suing  to challenge a half-million dollar tax-deductible contribution made in 1967, with a net after-tax cost to shareholders of $80,000.  



Is the contribution valid?  Yes.  First, MBCA §3.02� XE "MBCA:3.02 -- General Powers" �(13) allows charitable donations.  The court looks to see if it's a reasonable charitable donation.  The IRC test for deductibility is based on a reasonable amount evaluation - 5% of otherwise taxable income.  It was a 'reasonable charitable contribution', since it is tax-deductible and the benefit far outweighs the small loss of income to the shareholders.  So it's okay for her to sue to enjoin an ultra vires act -- but this one isn't.



The result is that shareholders' rights are derogated to the extent that the statute permits reasonable donations.



A.P. Smith� XE "A.P. Smith" �



Corp. gifts to charitable organization serve a societal benefit, but this is a derogation of the purpose of corps.   Profits are supposed to go to shareholders.



Problem 2:  Union Airlines



(1)  MBCA §3.02� XE "MBCA:3.02 -- General Powers" �(13) says corporations have power to make charitable donations.  MBCA §3.02(b) says a shareholder chould challenge on the ground that it lacked power, but apparently it did not lack the power, so he's fine, unless the donation is not charitable -- but it presumptively would be, I assume.



(2)  If the donation appeared to be a quid pro quo for invitation to join the opera board, it may be outside the power since the donation would be personal, not charitable. Theodora Holding Corp. v. Henderson� XE "Theodora Holding Corp. v. Henderson" � cited this idea from Smith Mfg.� XE "Smith Mfg." � -- but didn't apply the whole test to Theodora -- what about his personal benefit?  They forgot to consider that.



Law and economics would tell corporations not to make any corporate donations  -- let the shareholders do it -- problem, it would be with after tax dollars, and would lose the benefit of large-size donations.  Note:  Individuals donate an average of 2/3 percent of gross income, while corporations are at about 1%.



Carson would advise the client that the gift would be okay, but to include a caveat in the board meeting a recitation about the positive impact of the gift on the corporation, such as good PR.



The MBCA has not gone the way on MBCA §3.02� XE "MBCA:3.02 -- General Powers" � powers the way they did with MBCA §3.01� XE "MBCA:3.01 -- Purposes" � purposes -- powers are still enumerated and important.

Defective Incorporation

Preincorporation Promoter Contracts

Stanley J. How & Assoc., Inc. v. Boss� XE "Stanley J. How & Assoc., Inc. v. Boss" � (1963):  Facts -- Boss (D) signed a contract for architectural services as "agent for a corporation to be formed who will be the obligor."  The corporation was never formed;  the architect sued Boss.  Is Boss liable?  Yes.  The general rule is that whoever signs for a nonexistent corporation is personally liable, unless the intent is clearly expressed otherwise.



Restatement (Second) of Agency� XE "Restatement (Second) of Agency" � §326, comment b, says the following alternatives could represent the intent:  

it's a revocable offer to be accepted on formation of the corporation (the 'normal' understanding);

it's an offer made irrevocable for a limited time by the consideration of the promoter's implied promise of best efforts to organize a corporation and induce it to accept the offer; 

it's a contract binding the promoter with an agreement that his liability will terminate upon creation of the corporation and its agreement to be liable; or

it's a contract binding the promoter as a surety for the corporation's performance.



The rule:  all ambiguity is held against the agent.



Problem 3, question (4):  Lane can't get out of personal liability as a practical matter.  No company will sign a contract with a non-existent corporation without someone else being liable.

Corporation by Estoppel



Cranson v. IBM� XE "Cranson v. IBM" � (1964):  Facts:  IBM (P) sold typewriters to "Real Estate Service Bureau" (apparently a corporation).  Cranson (D) invested in RESB, signed the articles, got a stock certificate, and was an officer, but the attorney did not file the articles until six months later (two weeks after the typewriter contract).  IBM sued Cranson as a 'partner.'  Cranson says it really was a corporation, he shouldn't be liable.  Does 'corporation by estoppel' protect Cranson?  Yes.  IBM is estopped from looking at Cranson now, as IBM dealt with the business as a corporation and relied on the corporation's credit, not Cranson's.



Note -- this is a shaky area.  Relevant questions:  how much did the corporation try to comply with the requirements of incorporation?  How did P deal with the entity?  Did P know much about D's legal posture?  Did D know that no corporate entity existed?   ---- basic equity questions.



Back to Problem 3, question (4) -- why not just tell him it's a corporation?  It's an ethical violation.



Problem 3, question (3) -- Lane is going to be liable on both the sale of typewriters (because de facto corporation doctrine fails b/c Lane knew not a corporation - but not Gould and Green), and the tort injury (along with Gould and Green because there is no de facto corporation doctrine in tort.)



Under de facto corporation docrine have to take steps for it to apply - Gould and Green are OK, because they reviewed and signed papers.

Disregard of the Corporate Entity ("Piercing the Corporate Veil")



This is the reverse of the de facto corporation doctrine -- when we will pretend there's not a corporation



Bartle v. Home Owners Corp� XE "Bartle v. Home Owners Corp" � (1955):  Facts:  HOC (D) is a veterans' co-op which formed a sub-corporation (Westerlea) to construct homes.  Costs ran over, Westerlea went bankrupt.  Bartle (P) is the trustee in bankruptcy.  No fraud was proven; the two corporations did not mingle their affairs; so is D liable as the parent company for the debts?  No.  The point of the corporate form is to limit liability. 



The corporate veil will be pierced only where there is fraudulent use of the subsidiary by the parent or where the parent has acted along with the subsidiary to its benefit and to the creditors' detriment.



One judge dissented, saying the parent should be liable because the subsidiary was its agent.



Brunswick v. Waxman� XE "Brunswick v. Waxman" � (1979):  Waxman Construction Corporation (D) purchased bowling lanes / equipment from Brunswick Corp. (P), which now wants to hold WCC's officers liable for the deficiency on the contract.  WCC is a straw corporation created to insulate the officer shareholders from liability.



P argues several theories for holding the officers liable by 'piercing the corporate veil':

The Instrumentality Rule:  if the corporation acts as a mere agent acting for the stockholders as principals, then the stockholders are liable.  Relevant factors: (1) domination and control by stockholders which is so complete that the corporation has no separate mind, will, or existence of its own; (2) use of domination and control to commit fraud or wrong or any other dishonest or unjust act; and (3) injury caused by the control and wrong.  Note:  this is a slippery slope -- will invalidate the point of corporations.  In this case it doesn't apply -- they didn't misappropriate anything, no wrong done.

Personal Conduct of Corporate Business / 'Dummy' or 'Straw' Corporations:  If the corporation is a dummy for stockholders who are in reality carrying on the business in their personal capacities or for purely personal ends, then the stockholders are liable.  Mere disregard of corporate formalities will not suffice;  the shareholders have to actually cause the injury to P by their conduct.



Holding:  While WCC is clearly an undercapitalized straw corporation, P knew that, and consented to it in making the deal.  D wins. P was not an innocent.



The difference between this and Bartle v. Home Owners Corp� XE "Bartle v. Home Owners Corp" � is that the test is more clearly articulated -- and now it's 'fraud or wrong or other dishonent or unjust act', not only fraud that can hold you liable.  This is more expansive.  But it's not unjust here to leave the bargain the way it was written.



Dewitt Truck Brokers v. W. Ray Flemming Fruit Co.� XE "Dewitt Truck Brokers v. W. Ray Flemming Fruit Co." � (1976):  Flemming Fruit Co (P) sued the president of Dewitt Truck (D) for individual liability on debts.  He had run D with complete disregard of corporate formalities; D was undercapitalized; the president withdrew from D funds that were due P; and the president had stated to P that he would be personally liable.  He was supposed to pay the growers, pay himself, and pay the truckers.  He didn't pay the truckers.



No fraud was alleged; can the corporate veil be pierced?  Yes.  



The 'instrumentality rule' makes him liable.  One factor alone is insufficient.  A number of the factors should be present (gross undercapitalization, failure to observe corporate formalities, nonpayment of dividends, siphoning of funds by dominant stockholder, nonfunctioning of other officers or directors, absence of corporate records, etc.).   Why this different holding?  Here he was breaching the performance of the contract -- against the assumptions of the other party (remember the promise, but you can’t hold it against him because of SOF.  Here, there is an element of injustice or fundamental unfairness.  In the other cases, the other parties had no expectation of different outcomes.



Note that the instrumentality doctrine itself is used to pierce the veil when the corporation is used as an instrument to cause a wrong or injury -- not merely because it's an instrument.



Walkovszky v. Carlton� XE "Walkovszky v. Carlton" � (1966):  The most famous 'piercing' case.  Judge Fuld is one of the great justices -- surpassed only by Traynor ??.  Dissent is from Judge Keating, a two-time Senator (liberal Republican??) who lost to Robert Kennedy.



Walkovsky (P) was injured in an accident with a cab, and sued the cab driver, the corporation owning the cab, and Carlton (D), who owns the corporation and nine others like it.  P argued that D was personally liable because the ten corporations operated as a single entity, and were a fraud.  Are these facts sufficient to state a cause of action for piercing the corporate veil?  No.  Courts will only pierce the veil 'to prevent fraud or to achieve equity.'   P must allege the business was carried on in a 'personal capacity.'   



Next, in dicta, the court notes that on the undercapitalization part of the argument, since state statutes only require $10,000 of liability insurance per cab, the company was adequately capitalized.



Dissent:  just because the legislature sets a minimum liability insurance requirement, that doesn't mean the corporation was adequately capitalized.  This is a better argument.



As we see, agency/Instrumentality theories don’t work well in practice.  This case is interesting: they have recitations like Dewitt Truck Brokers v. W. Ray Flemming Fruit Co.� XE "Dewitt Truck Brokers v. W. Ray Flemming Fruit Co." � -- but these are not necessarily sufficient, since the point of the corporation is simply to make the corporation your instrument.  Presence of a factor like disregarding corporate formalities is described as a factor -- but now in this case they are not enough.  To distinguish on this basis is to distinguish based on something that does not have anything to do with the conduct of the corporation's business.



Note that P's recast their pleadings after this case with proper allegations of instrumentality, and D's settled.



Radaszewski v. Telecom Corp.� XE "Radaszewski v. Telecom Corp." � (1992):  Radaszewski (P) was injured in an accident with a truck driven by an employee of Contrux, Inc.  P sued Contrux and Telecom (D), the parent company of Contrux.  D was a foreign corporation, and the court ruled it had no personal jurisdiction over D.  Apparently one way to get personal jurisdiction over a parent company is to pierce the veil.



So, can we pierce the corporate veil here for undercapitalization, when the subsidiary has adequate liability insurance?  No.  To do this in a tort case you must show:  (i) complete shareholder control of corporate policy and business practice in respect to the transaction attacked; (ii) used to commit a fraud or wrong (breach of duty); (iii) causing injury to plaintiff.  The problem is part ii -- the corporation was undercapitalized in the accounting sense, but it was heavily insured.  The problem is the insurer went over -- that's not D's fault, and D shouldn't be liable.  Held:  no breach of duty (question of law).  



This case stands for the proposition the Keating was putting forth in Walkovszky v. Carlton� XE "Walkovszky v. Carlton" � -- the court can decide whether liability insurance is sufficient.  The notion of piercing the corporate veil has come a long way in tort cases -- this is an involuntary plaintiff (he didn't decide to deal with this undercapitalized entity).  So this shows to what extent we allow the corporate form to expose the public to risks without paying the price -- the test is whether they had 'sufficient' insurance/capitalization to cover tort claims, not merely legal 'minimum' amounts.



Also, this is a much more sophisticated test -- it's not just control, but control that it used to effect an unfairness.  Since the parent company reasonably tried to provide adequate insurance, equity will not act to punish it.



Dissent:  should have gone to the jury as a question of fact.  Insurance is not sufficient capitalization per se.



n4:  Minton v. Cavaney� XE "Minton v. Cavaney" � applies the 'piercing' rule to a lawyer serving as a temporary director of a corporation.   He tried to defend himself that he was temporary director.  Ct. says no, you can’t divorce the responsibilites from the position.  This was a pure undercapitalization/ins. case, and they had failed to follow corporate formalities.  The Ct. allowed recovery in this case in order to encourage adherence to corporate formalities.



n5:  The argument in the taxi cab case fails to account for the fact that if the veil can’t be pierced, the driver is sill liable as a tortfeasor.



Amer. Trading and Prod. v. Fischbach & Moore� XE "Amer. Trading and Prod. v. Fischbach & Moore" � (1970):  Refines the notion of control and domination.  Control must be 'actual exercise of control', not merely 'opportunity to exercise control.'



My Bread Baking v. Cumberland Farms� XE "My Bread Baking v. Cumberland Farms" � (1968):  One family dominated 6 separate corporations running stores; control was complete over all operations, but the desire was to limit each store's liability to its own operations.  The mode of operation might reasonably mislead third parties as to liability for claims.  When corps are confusedly intermingled, then we disregard separateness.



CFI (defendant stores) converted bread racks provided by MBB (a sole proprietorship -- not sophisticated) and claims that each individual store should be liable for each act, not the parent corporation.  Held:  parent company is liable.



Cargill, Inc. v. Hedge� XE "Cargill, Inc. v. Hedge" � (1985):  Reverse piercing of the veil.  Sam and Annette Hedge (D's) bought and incorporated a farm as Hedge Farms, Inc.  Annette was the sole shareholder.  HFI borrowed money from Cargill (P) which did not know it was dealing with a corporation.  P sued D's and the corporation for foreclosure.  D's claimed that they should get to keep the land under the homestead exemption.  Court rules for D -- there is a good policy argument that you should do this to further the homestead exemption.



So, in summary, we will pierce when there's lack of insurance, to prevent a wrong; and we will pierce to protect shareholder assets owned by the corporation when the interest is great.



US v. Kayser Roth Corp.� XE "US v. Kayser-Roth Corp." � (1989):  In addition to piercing the veil (a common law remedy) we must recognize the possibility of a federal law rendering intra-corporate actors liable.  Courts try to balance application of the common-law theories with the need to look toward deep pockets to satisfy liability claims, as in this case.  Where there is a statute, cts will apply it.



Pepper v. Litton� XE "Pepper v. Litton" � (1939):  The 'deep rock' doctrine.  Justice Douglas was in the 20's and 30's the expert on business and corporate matters -- he had been the president of the SEC before his appointment.  Later he became the champion of civil rights.  



The issue:  whose claims are subordinated in a bankruptcy proceeding (basically, because of the absolute priority rule, this means anybody classified in a class below 1 will get no money).  Insiders, shareholders usually are last -- usually getting little or nothing out of their investment.  



How did the court do this?  They looked to see if the transaction was carried out at arms’ length, and found a fiduciary duty in the debtor-creditor relationship, at least in bankruptcy.  This is revolutionary -- making insiders of a corporation have a fiduciary duty to the creditors while in bankruptcy.  Like Meinhard v. Salmon� XE "Meinhard v. Salmon" �, where Cardozo applied good faith to the joint venture.



What happened?  Litton found his corporation was about to go bankrupt; he got a judgment against the corporation for back pay; got a writ of execution against the corporation, forcing an auction, at which he bought all the corporation's assets.  He did this because he had an advantage over the other creditors in knowledge of impending bankruptcy -- if you do this action before bankruptcy, you get priority over the other creditors without the equality of creditors enforced by the court.



So, these actions, legal in regular contracts, are illegal because of his fiduciary duty.



Note:  insiders can lend to corp., but must act like a creditor.  They must have the papers to prove it is a bona fide transaction.  Burden is on insider to show the dealing is at arms’ length.



notes after Dewitt Truck Brokers v. W. Ray Flemming Fruit Co.� XE "Dewitt Truck Brokers v. W. Ray Flemming Fruit Co." �



n1:  documents rhetorical flourishes

n2-5:  underscore the observations we made about the sophistication of each party as a relevant factor in piercing the veil.  Contracts:  it’s not easy to justify protecting parties who fail to protet themselves.  They knew about limited liability.  Cts. are reluctant to provide protection in the absence of deception.



In tort claims, cts are more willing to provide protection because they were involuntary actors - no reliance on corp as a corp.  They will pierce the veil when undercapitalized to pay for normal risks fo the business.



In contracts cases, the capitalization shouldn't be an issue -- by contracting, the other party shows approval of amount of capitalization.



n7:  cases differ when it's an individual shareholder rather than another corporation to be held liable.  The policy considerations are less for protecting the money of another corporation, because those monies are definitely committed to the risk features of the market; also, it will not chill decisions to invest as greatly if only corporate shareholders are held liable.



Notes after Radaszewski v. Telecom Corp.� XE "Radaszewski v. Telecom Corp." � -- pp. 297-308



n7, 8:  the 'enterprise theory' is not the law.  Brother and sister corporations are not presumed to be liable -- only when they are used as a shell against the defense of tort liability.  E.g., Dow Corning and Dow Chemical, Exxon and subsidiary mining companies, etc.  Parent will be liable.  You have to look to see if the brother/sister or parent/subsidiary is acting independently and is a real actor.



n9:  study of actual cases -- more contracts than torts.  Why?  torts cases get settled.



n11:  there are three tests, very similar -- all require (1) domination, misuse, or abuse of corporate form causing (2) injustice if the corporate form is recognized.  Note:  the Second Circuit changed this test to be 1 or 2 -- this is too broad a test.  



Texas in Castleberry v. Branscum� XE "Castleberry v. Branscum" � held that the issue of piercing the veil was a question of fact for the jury.  



n13:  TBCA §8.02A� XE "TBCA:8.02 -- Liability of Shareholders of Foreign Corporations" � says liability of shareholders of foreign corporations is based on the state of incorporation.  This could be a potential conflict with regard to tort actions, which traditionally use the law of the state where the tort occurred.  So, Texas tort law would say use TX law, while TCBA §8.02A would say use Delaware law.



Problem 4: 



Two claims:  A/R claim by Acme, $750,000;  tort claim for gross negligence.



First:  the contract claim:  Acme will argue that New Higgins Corp. was a mere front for PTC to limit liability, with overlapping employees, owners, office space, sales force, etc.  They were sibling corporations with common control -- like My Bread Baking v. Cumberland Farms� XE "My Bread Baking v. Cumberland Farms" �.  Acme will probably lose without a showing of injustice.



Second:  the tort claim:  Argue that insurance was inadequate, company was not adequately capitalized.  Whether formalities were followed is not relevant.  Look at Walkovszky v. Carlton� XE "Walkovszky v. Carlton" � -- consider adequacy of capitalization and insurance.  There was no reliance on corp - involuntary plaintiff.



Third:  the bank's claim on its $75,000 note -- it was guaranteed by the three stockholders and PTC.   So, somebody's gotta pay it.  Bank can sue them personally.  What if it weren't guaranteed -- then they probably couldn't get money from shareholders without a showing of fraud.



And the shareholders' claim as creditors on their two $50,000 notes -- are they creditors?  The corporation did pay the interest; must look at the interest rate on the note, whether the equity structure was able to support the note payments, etc.

Financial Matters and the Closely Held Corporation

Types of Equity Securities



MBCA Chapter 6, Subchapter A provides for regulation of issuance of shares.  The Board can issue preferred stock at its discretion.  The preference for liquidation purposes is the face value of the stock, plus arrearage (cumulative unpaid dividends plus interest).  



Preferred shares usually can be redeemed by the enterprise at its discretion -- why?  to get out of a bad interest rate situation.  They have to pay a premium for this privilege of redemption -- to cover the holder's transaction cost.  Another common feature:  the ability to convert from preferred to common shares, when the price of common stock has risen to a certain level -- that way, if common rises high enough, the preferred will float along with it.  Sinking funds may be required to be set aside for retirement / redemption of preferred certificates on a cyclical basis.  Don’t actually have to pay dividends, but if they are paid, preferred gets money first.  If they are “passed,” and the shares are cumulative preferred shares, then back dividends have to be paid before any other dividends are paid.  Note:  preferred shares are only preferred in regard to common shares.  E.g.  dividends aren’t paid before legal obligations.



Common Shares:  have a rt to vote, but receive dividends after preferred shares



Preferred Shares:  no rt to vote, but receive dividends first.



Classes of Common Shares:  Different classes of common shares can be issued, each with their own unique rights.

Issuance of Shares



Authorization and Issuance of Common Shares Under the Model Act



MBCA §6.21� XE "MBCA:6.21 -- Issuance of Shares" �:  We know from MBCA §6.22� XE "MBCA:6.22 -- Liability of Shareholders" � that shareholder liability is limited to consideration given for the shares.  This section tells which kinds of shares can be issued.  



(a) gives the board of directors the power to issue by default; 

(b) lists the types of consideration allowed for issuance; the liberalizing amendment in 1984 was the addition of "contracts for services to be performed" as a valid type of consideration (usually put in escrow and paid out as services are performed, but not required). 

Debt Financing



The Concept of Leverage



Why use debt financing?

increase return on equity by using leverage

maintain stock control

tax advantages - interest is deductible



Why avoid debt?

risky -- big down-side potential if cash flow decreases significantly

affects other ratios



Slappey Drive Indus. Park v. US� XE "Slappey Drive Indus. Park v. US" � (1977):  Shareholders transferred land to closely held corporations in exchange for notes.  The corporations did not make timely interest payments on the notes -- only when they had 'plenty of cash.'  Will these loans be considered 'equity' rather than 'debt'?  Yes.  When money is placed at the risk of the business, it's equity.  Shareholders were more concerned with their status as shareholders than as creditors.  Therefore, IRS considered these payments to be dividends instead of interest payments.



Debt as a Planning Device



Obre v. Alban Tractor� XE "Obre v. Alban Tractor" � (1962):  The court upholds a structure in which Obre contributes $65,000 for 50% of the common stock plus preferred stock and a promissory note, while Nelson puts in $10,000 for 50% of the stock.  



Let's change the capital structure:  Obre:  $65 common.  [fill in]



Let's change the capital structure:  Obre:  $10 common, $55 preferred; Nelson, $10 common.  This is not as good for Obre because he doesn't get to be a creditor; not good for the corporation because it can't deduct interest payments.   



How about Obre $10 common, $55 note?  May be too much of an interest payment; and the court would have found it to be undercapitalized under the "deep rock" Pepper v. Litton� XE "Pepper v. Litton" � test.  



The moral:  smart accounting firm.

Issuance of Shares by a Going Concern:  Preemptive Rights and Dilution 



Stokes v. Cont'l Trust Co. of City of New York� XE "Stokes v. Cont'l Trust Co. of City of New York" � (1906):  Stokes (P) owned 221 of 5,000 shares of CTC (D).  D issued 5,000 new shares and sold them to a brokerage firm, thereby diluting P's ownership share.  P says he has a right to buy shares of the new offering so that he could maintain his ownership share.   Ct. agrees that there is an inherent right to maintain a proportionate interest.



The problem:  P wanted to buy the shares at par value of $100, not at market price of $450.   Remedy:  difference b/n selling price of securities and market price.



MBCA §6.30� XE "MBCA:6.30 -- Shareholders’ Preemptive Rights" �(a) makes preemptive rights to be an "opt-in" right -- you have to put it in the articles of incorporation.  And (b) adds a bunch of exceptions that you have to also specifically address to avoid.  This shows the MBCA's preference to avoid preemptive rights when possible, since they limit the corporation's ability to take advantage of business opportunities.



Katzowitz v. Sidler� XE "Katzowitz v. Sidler" � (1969):  A relationship goes bad between 3 partners, but all 3 get the opportunity to buy 25 more shares.  The corporation technically protected the preemptive rights of its shareholders; but the purchase price was inadequate.  Katzowitz rejected the offer; the others did not, so the balance was Katzowitz 5 shares, and each of the other two 30 shares.  Katzowitz then sued them to get 1/3 instead of his minute share.



The fact that the issuing price was so far below market price, plus the fact that it was for 'no business purpose' and the evidence that it was abuse of the closely held corporate form to force a minority shareholder to contribute more money, led to the conclusion that the issuance of additional shares would not be recognized.  And since this was a closely-held corp, there was no market for his shares even if he wanted to sell.

Distributions by a Closely Held Corporation 



Gottfried v. Gottfried� XE "Gottfried v. Gottfried" � (1947):  The minority shareholders are getting screwed by the majority shareholders, who pay themselves salaries and bonuses but do not pay dividends.  Held, no showing of bad faith was made, so screw the minority shareholders more.  No showing that salaries were unjust and some dividends had been paid.



Note:  this changes in the future, when oppression in small corporations is redefined to include "frustration of reasonable expectations."  See Davis v. Sheerin� XE "Davis v. Sheerin" � (infra).  



Dodge v. Ford Motor� XE "Dodge v. Ford Motor" � (1919):  Why does the court here interfere with the directors' decision about dividends?  Because they weren't working for profit maximization for the shareholders.  (You lose the defense of directoral control when it is clear that you’re not making good business decisions.)  And because the surplus was unusually large, even taking into account plans for expansion of business.  And because the Dodge brothers were depending on Ford dividends for expansion of their business.  Ford didn't want competition.  This is the exception to the general rule that courts won't interfere with decisions about divident payments.



Note:  modernly, the IRC has provisions (501, 502) dealing with excessive surpluses.



Herbert G. Hatt� XE "Herbert G. Hatt" � (1969):  Hatt married a woman who made him the president of her funeral home corporation.  The corporation was deducting the salaries paid to Hatt and his mother, as well as expenses for a boat and a plane used by the corporation.  The IRS decided that a 'reasonable' salary would be deductible, and the rest are taxable to him as dividends.  If there is no difference between the tax rate for earned income and dividends, then no effect to Hatt -- either way, no big deal to Hatt.  But the corporation gets a big bill from the IRS.  And for the boat and the plane -- half of those expenses become income to Hatt!  There's the kicker.  Especially because he doesn't have any cash with which to pay this bill.  And his mother's salary -- it's reasonable.

The MBCA:  Restrictions on Validity of Distributions 



The MBCA does not mandate required 'par value' capitalization.  Instead, MBCA §6.40� XE "MBCA:6.40 -- Distributions to shareholders" � uses the balance sheet test of whether assets exceed liabilities (plus dissolution preferences) after the distribution.  Why do they eliminate the 'par value' requirement?  Because they had divorced the selling price from the par value requirement.  Before, the requirement was that the worth of the enterprise had to equal shares issued times par value (after distributions).  This was no longer meaningful, so §6.40(c) prohibits distributions which either (1) make the corp. unable to pay its debts as they come due (cash flow test) or (2) reduce assets below liablilities plus dissolution preferences.



Note:  Generally Accepted Accounting Principles (GAAP) are not required here -- just something reasonable.  This gives directors a lot of discretion.

Management and Control of the Closely Held Corporation

Traditional Roles of Shareholders and Directors 



McQuade v. Stoneham� XE "McQuade v. Stoneham" � (New York, 1934):  Pound, J.  The paradigm case.  The "New York Giants" case.  Three stockholders agreed to 'use their best endeavors for the purpose of continuing [themselves] as directors and as officers.'  Later the other two kicked McQuade (P) out.  D's claim the contract was void for illegality because it compelled a director to vote to keep a particular person in office at a stated salary.  D's win.  Ct. says that you can’t enforce a K that makes direcctors vote for a certain person.  Note:  McQuade held some minor political office, and it was impermissible under public law to hold both a public and a private office simultaneously.  This case is still the black-letter law in every jurisdiction.  The estoppel and unclean hands doctrines would sometimes keep D's from using this defense; but the policy reasons outweigh those doctrines.



How does this fit with MBCA §8.01� XE "MBCA:8.01 -- Duties of Board of Directors" �(b)?  It says simply that the board of directors are in charge, subject to any limitations in the articles of incorporation or in an agreement authorized by MBCA §7.32� XE "MBCA:7.32 -- Shareholder Agreements" �.  



Why is the result different in Clark v. Dodge� XE "Clark v. Dodge" � (notes, p. 454)?  Because (1) there were only two shareholders, so agreement was unanimous; (2) there were 'weasel words' like "so long as he remains faithful, efficient, and competent'; (3) is was a slight impingement.



And why different in Long Park v. Trenton New Brunswick Theatres� XE "Long Park v. Trenton-New Brunswick Theatres" � (1948)?  The agreement totally emasculated the board of directors.  A great impingement on their power.  Invalid.



MBCA §8.25� XE "MBCA:8.25 -- Committees" � allows appointment of committees by the board of directors, with limited authority.  Many powers cannot be delegated.



Galler v. Galler� XE "Galler v. Galler" � (1964):  Emma Galler's (P) dead husband and his brother (D) owned 95% of the corporation's stock.  An employee owned the remaining stock.  P, her husband, D, and his wife all signed an agreement that the four of them would vote for themselves as the corporation's four directors, etc., and that upon the death of either brother, the corporations would give the widow a 'salary continuation contract' for a five-year period.  P is suing for an accounting and specific performance.



Is such an agreement enforceable?  Yes.  P wins.  Close corporations are allowed to deviate from corporate norms to effectuate the intentions of the parties.  The agreement did not injure anyone.  Basically, this decision exempts close corporations from the McQuade v. Stoneham� XE "McQuade v. Stoneham" � rule when the rationale for that principle is not present.



Look at the terms of their agreement.  



Part 2:  shareholders amending the bylaws:  MBCA §10.20� XE "MBCA:10.20 -- Amendment of Bylaws" �(b):  A corporation's shareholders may amend or repeal the bylaws. 



Part 9:  the stock certificates have a restriction in favor of this agreement:  Okay under MBCA §6.27� XE "MBCA:6.27 -- Restriction on Share Transactions" �.



Part 10:  salary continuation agreement -- it's without limitation.  So, court limits itself to the duration of the lives in being who are parties.



Note 3 (p. 467):  Estate of Hirshon� XE "Estate of Hirshon" � invalidated detailed rules given by a testator for governing his testamentary trust corporation.  Dead hand rule makes these rules likely to be stricken.



Note 4:  Somers v. AAA Temporary Service� XE "Somers v. AAA Temporary Service" �:  legislative enactments can restrict further.  Many states have adopted close-corp statute.  Under the general statutes and with clever drafting, attys were able to get around these problems so we don’t really need special close-corp statutes.



Triggs v. Triggs� XE "Triggs v. Triggs" � (1978; handout):  Father makes contract with one of three sons to give him control of the corporation after his death, by way of a purchase option on his stock, in exchange for various promises about voting together to control the board of directors.  P sues to exercise the option; D (father's estate) says the contract was illegal.  



Issue:  is the stock purchase agreement void because it is part of a contract which violates McQuade v. Stoneham� XE "McQuade v. Stoneham" �?  Court holds that if anything was illegal, it was other portions of the contract, not the stock purchase agreement.  What does this do to the rule in McQuade?  Well, it basically rewards/punishes people making these contracts by severing out the legal part of the contract.  Note: the illegal portion was never put into effect.



Gabrielli's dissent:  (1) the contract is to control the board with votes.  That's illegal, and the whole contract is void.  (2)  the agreement is invalid regardless of whether harm resulted. 



Fuchsberg's dissent:  this is an enforceable agreement, but it terminated within the father’s lifetime.  Use the Galler v. Galler� XE "Galler v. Galler" � approach -- The standard for illegality should be 'evidence of intent to defraud other stockholders or creditors.'  The absence of harm means greater liberality.



Zion v. Kurtz� XE "Zion v. Kurtz" � (NY, 1980):  Why is a New York court applying Delaware law?  The internal affairs rule.  Facts:  Zion (P) put up collateral for Kurtz (D) to buy control of a corporation.  P ended up owning the non-voting stock and D the voting stock  As part of the deal, P and D agreed that no business would be transacted wihout P's agreement.  P brought suit to cancel transactions made without approval.  

 

Issue:  Is such an agreement enforceable?  Yes.  "A corporation is to be governed by its board of directors, except where all shareholders agree and a provision is put in the articles of incorporation that the shareholders may govern."  D breached the contract by not putting the provision in the articles of incorporation, so D is held to his promise.



How does this affect McQuade v. Stoneham� XE "McQuade v. Stoneham" �?  Legislatures can make deviations from the rule in McQuade so long as statutory prescriptions are followed.  This is an estoppel case -- the existence of a writing estops a party to the agreement from claiming that statutory prescriptions were not followed -- since the statutory prescriptions are intended to provide notice, and such a party certainly had notice.  



Problem 5:  Precision Tools, Part IV:  



Question 1:  it seems like this would violate McQuade v. Stoneham� XE "McQuade v. Stoneham" �.  You could, of course, cite Galler v. Galler� XE "Galler v. Galler" � and Fuchsberg's dissent in Triggs v. Triggs� XE "Triggs v. Triggs" �, or imply in the Clark v. Dodge� XE "Clark v. Dodge" � 'as long as they remain faithful' clause.



Under MBCA §7.32� XE "MBCA:7.32 -- Shareholder Agreements" �, they can avoid the requirements of MBCA §8.01� XE "MBCA:8.01 -- Duties of Board of Directors" � (centrality of control by board of directors, the rule in McQuade), by making an agreement among the shareholders either in the articles or bylaws, or written ad made known to the corporation -- approved by all shareholders in any case.



Under NYBCL §620� XE "NYBCL:620" �:  same thing



Under DGCL §342, §350, §351, §354� XE "DGCL:342, 350, 351, 354" �:  a majority of shareholders can restrict the discretion of the board of directors -doesn’t have to be unanimous.



Question 2:  Is is a good idea to require high quorum and high voting requirements?  This would effectively require unanimity.  MBCA §7.25� XE "MBCA:7.25 -- Quorum and Voting Requirements" � and MBCA §7.27� XE "MBCA:7.27 -- Greater Quorum/Voting Requirements" � say you can raise the voting requirements in the articles, and MBCA §8.24� XE "MBCA:8.24 -- Quorum and Voting" � says for directors you can put voting requirements in the articles or bylaws.  MBCA §10.21� XE "MBCA:10.21 -- Bylaw Increasing Quorum or Voting Rights for S/H" � says changes in voting requirements for shareholders can be in the bylaws too if expressly authorized in the articles.  NYBCA §616� XE "NYBCA:616" � says it all has to be in the articles.  



Question 3:  MBCA §8.43� XE "MBCA:8.43 -- Resignation and Removal of Officers" � and MBCA §8.44� XE "MBCA:8.44 -- Contract Rights of Officers" � allow for contracts between officers and corporations; they can't require continuation of an officer after removal by the board of directors, but they can give liquidated damages for dismissal -- the golden parachute.

Shareholder Voting and Shareholders' Agreements



Salgo v. Matthews� XE "Salgo v. Matthews" � (1974):  Matthews (P) represented a faction trying to take control over General Electrodynamics Corp. from Salgo (D).  Salgo appointed an election inspector who refused to recognize disputed proxies solicited by P, causing P to lose the election.  The disputed shares were in the name of Pioneer Casualty Company, in bankruptcy, and beneficial title had been transferred to Shepherd, also in bankruptcy.  The proxies had been executed by Shepherd, but D claims that only Shepherd's bankruptcy trustee could do so.  P wants an injunction to force them to accept the proxies.



Issue:  Can a corporation require that its shares be voted only by their beneficial owner?  No, but P loses anyway:  (1) P could have obtained adequate relief by statutory remedy of quo warranto (define: 'by what right' -- oust the person from office later, rather than disrupting the meeting) after the election; (2) eligibility to vote in this corporation's bylaws is determined by corporate records.  Here, Pioneer had legal title, and could only act through its trustee, who appointed Shepard, who appointed P.



This case stands for the proposition that the record owner has the power to execute a proxy, not the beneficial owner.  P just lost because he sued for the wrong thing.  



Problem 6:  Production Corporation



Formula for determining # of shares needed to elect one director in a cumulative voting system.

			    S      +1

			D + 1

S=total # of shares voting     D=# of directors to be elected

To elect N directors:

			 NS   +1

			D+1

Question 1:  451 shares in a straight voting system; 101 in a cumulative voting system.  To control the board:  501 shares (5 of 8 directors).



Question 2:  to frustrate it:  stagger the years, require higher percentages 

  

Humphrys v. Winous� XE "Humphrys v. Winous" � (1956):  Winous Co. (D) had a board of directors of three members with staggered elections (one per year).  Humphrey (P), a shareholder, sued claiming that the classification was invalid because it nullified the state code section guaranteeing the right to vote cumulatively.  The state code also expressly allowed classification of directors.  P loses.  Note that the state law was later amended to require classes of directors to include at least three directors.



This is the "equal dignity rule" -- P cannot argue that if the court gives effect to one statutory provision, another provision will be undercut.  That is a legislative matter.  If the court has not indicated which should be preferred, the court can give effect to all, even if by so doing, it undercuts the effect of the other statute.  Note that by the time this case got appealed, the legislature had modified the statute to require 3 directors per classification and 3 classifications.



MBCA §7.28� XE "MBCA:7.28 -- Cumulative Voting" �(b) makes cumulative voting an 'opt in' provision, like preemptive rights, to give companies by default lots of freedom to have centralized, unanimous control when possible.  MBCA §8.04� XE "MBCA:8.04 -- Election of Directors by a Shareholder Class" � allows separate classes of shares to elect separate directors; MBCA §8.06� XE "MBCA:8.06 -- Staggered Terms for Directors" � allows staggered terms for directors so long as at least three in each class, with three classes (need 9 to qualify).  The salutory reason for staggered terms is continuity of director familiarity; the practical reason is to protect yourself from corporate takeovers.



Is cumulative voting good?  It may lead to better decision making since different ideas are heard; but it may lead to conflict.  It may be most meaningful in the "in-between" corporation.  Especially because it guarantees plurality shareholders directorial access to financial records, so they can "see the steamroller coming."



Ringling Bros. Barnum & Bailey Combined Shows v. Ringling� XE "Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling" � (1947)



One of the great cases in the annals of American corporate jurisprudence.  Mrs. Ringling (P) owned 315 shares, Mrs. Haley (D) 315, and North 370.  P and Haley entered into a ten-year agreement to vote together (the "ladies' agreement"), subject to arbitration if they disagree.  Their voting together assured election of five of the seven directors each year.  Later they did not agree, and D voted against the arbitrator's decision.  P sued D for specific performance.  The trial court upheld the agreement.  Reversed; the arbitrator's decision will not be enforced; instead, the votes cast illegally will not be counted.  



Grounds for objecting that the agreement is invalid:  (1)  It invalidates the rule in McQuade v. Stoneham� XE "McQuade v. Stoneham" � -- but it doesn't, because it's merely a voting agreement, and doesn't bind the conduct of the directors once elected; (2) It's a 'voting trust' (separation of the voting estate of ownership from all the other incidents of ownership, and placement of the voting estate in trustees).  In accordance with the historic suspicion of voting trusts, they are closely scrutinized.  But this is not a voting trust -- they did not give the arbitrator the right to cast their vote.



Why didn't Haley just get elected director, then vote with North?  Haley had been present when the Big Top burned down on July 6, 1944, and had been indicted and put in prison.  The Ringlings testified that Haley was not a good director so he would have to stay in jail.



NYBCL §609� XE "NYBCL:609" �:  Proxies (p. 508)  Part (f) says proxies are irrevocable only when stated on the form and held by one of an exclusive list of people.  



MBCA §7.22� XE "MBCA:7.22 -- Proxies" �(d):  Proxies are irrevocable only when stated on the form and held by one of a nonexclusive list of people.  A better construction -- allows people to add to the list by agreement.



Brown v. McLanahan� XE "Brown v. McLanahan" � (4th Cir. 1945):  The directors and trustees (Ds) of a 10-year voting trust of all the voting shares passed an amendment to the articles of incorporation near the end of the trust term.  It gave debenture holders (also Ds) voting rights.  This was an attempt to preserve their voting control over the corporation and to dilute the power of the preferred shareholders.  Brown (P), a preferred share owner, sued in a class action saying Ds actions violated their duties as trustees.  The trial court dismissed the claim.



Reversed; such actions did violate their fiduciary duties as trustees, which require that their actions can't be detrimental to the cestuis que trustent (owners of the preferred shares held in trust).  



Note:  There is a salutory reason for a voting trust here - it puts mgmt into the hands of experts, professionals.  Lenders are more likely to extend credity when they know professionals will make sure business turns a profit.



MBCA §7.30� XE "MBCA:7.30 -- Voting Trusts" � -- voting trusts:  confers on trustee the right to vote for the shareholders, transfers shares to the trustees, who then issue trust shares back to the shareholders for all the rights except voting.  A voting trust is limited for 10 yrs unless extended.



MBCA §7.31� XE "MBCA:7.31 -- Voting Agreements" � -- voting agreements -- just contracts between shareholders, are specifically enforceable (this cures the problem in Ringling Bros. Barnum & Bailey Combined Shows v. Ringling� XE "Ringling Bros.-Barnum & Bailey Combined Shows v. Ringling" �).



Lehrman v. Cohen� XE "Lehrman v. Cohen" � (Del. 1966):  The Cohen family (D) and Lehrman (P) owned equal voting power in the Giant Food Corporation (each owning different classes of common stock).  Each elected two of the four directors.    P acquired all of the AL class of stock, and D (who owned the AC class) insisted that a new class of stock be created (one share of AD stock with only the power to elect a fifth director to break the voting deadlock).  The stock was created and issued to Danzansky, the company lawyer, who elected himself director.  The board then unanimously elected him president with lots of perks.



Danzansky immediately resigned as director, elected someone else, who voted to ratify his election as president and his employment contract (over P's AL stock votes against).  P sued, claiming (i) that the AD class was an illegal voting trust (since they hadn’t complied with the statutory prescriptions), and (ii) stock with no rights but voting rights is illegal under state law.  P lost on summary judgment.  Affirmed.  



The first test for a voting trust is whether the voting right is separated from other incidents of ownership.  But this situation is not a voting trust -- the voting estate has not been separated from the other estates.  This shows the court's appreciation for the salutory aspects of the voting trust, rather than the historical suspicion of them.



Also, state law specifically allows creation of stock having no voting rights, so it must not prohibit the separation of voting rights from beneficial stock ownership.

Action by Directors



Baldwin v. Canfield� XE "Baldwin v. Canfield" � (Minn. 1879):  Formal board action required.  King owned all the stock and pledged it for a loan, partly to a bank and partly to Baldwin (P).  The corporation's only asset was a piece of land.  King agreed to sell the land to Canfield (D) for some bonds and a note.  D knew about the corporation but not about the pledge of stock.  King agreed to pay the loans with the consideration received from the sale, but he never did.  King gave D a deed from the corporation signed by some of the directors.  No directors' meeting was held authorizing the sale.  P sued to cancel the sale.



P wins.  The deed was not a valid conveyance.  "Directors must act as a board; the separate action individually of members of the board does not constitute official board action."  D has an equitable interest in the land subject to the interests of P.  Note:  if all directors had consented in writing, the result might change.



What a bullshit ruling.  The buyer knew that the shares were pledged and therefore that the sale was not valid.  Note the date -- this case is worthless.  Plus, the bank should have recorded their lien.



Mickshaw v. Coca Cola Bottling Co.� XE "Mickshaw v. Coca Cola Bottling Co." � (PA 1950): Ratification.  



Coke published in the local newspaper in 1940 an announcement that it would pay its workers who were drafted the difference between their army wage and their former wage for the entire length of their military service.  Why?  So they wouldn't quit in an attempt to evade the draft.



Feinberg, one of the three directors, had authorized the announcement.  Mick Ackerman, another director, knew of the advertisement and agreed to its publication.  Sam Ackerman, the third, "never disavowed the advertisement."  P (an employee who joined the army) sued to recover the money.



P wins.  A single director can bind a corporation to a contract, when coupled with the knowledge and acquiescence of all of the other board members.  And a majority of directors authorized the ad, so the promise is valid -- or at least they're estopped from denying it.



Hurley v. Ornsteen� XE "Hurley v. Ornsteen" � (Mass. 1942):  Contrary view.  



D owed Feldman and Co. for purchased securities.  The corporation's trustee in bankruptcy (P) sued to collect.  The articles said there were to be three directors, but only two were named in the case.  One offered to settle D's debt by selling the securities held as collateral, at a loss of $675 to the corporation).  D discussed this with the second director and then approved the transaction.  D says this was an "accord and satisfaction".



Issue:  Can a majority of the directors bind the corporation without the knowledge of the other directors where no formal meeting is held?  No.  P wins.  There is no evidence that the third board member ever ratified or acquiesced in the action of the other two directors.  Why the difference here?  There was no corporate benefit to the transaction.  Rule:  Gratuitous cancellation of debt owed to the corporation must be ratified or aqcuiesced to by all directors because it is not an otherwise valid corp engagement.  Cancellation of debt here prejudices other creditors of the corp.



This is a bullshit case.  It's the minority view -- normally if a majority knew of the transaction, or knew about it afterward and took no action to disaffirm it, the action will be held to be ratified.  Some decisions even say it will be ratified where directors reasonably should have known of the transaction.  The big question today is the effect of statutory enactments made since these cases.



Problem 7:  Widget Corporation



(1) Would a unanimous vote by the four available directors be effective?  Article III of the Model bylaws says a quorum (majority) is required.



(2)  Can the sick board member sign a proxy to let another director vote for him?  No, it violates the collegial nature of the board.  Has to be a two-way conversation.



(3)  Alternatives:  MBCA §8.20� XE "MBCA:8.20 -- Meetings" �(b) allows for conference calls.  MBCA §8.21� XE "MBCA:8.21 -- Action Without Meeting" � (Action w/o mtg) allows for written consent to substitute for an actual vote.  Baldwin v. Canfield� XE "Baldwin v. Canfield" � would be decided differently under this statute.  



(4)  How to prepare for future crisis when a quorum cannot be found:  MBCA §8.24� XE "MBCA:8.24 -- Quorum and Voting" �(b) says the articles/bylaws can make the quorum 1/3 of directors;  MBCA §8.24(d) lists ways for directors to get out of liability for a decision (draconian);  MBCA §8.25� XE "MBCA:8.25 -- Committees" � allows committees to be created with delegated powers (restricted from certain powers, however).  



Note:  MBCA §8.22� XE "MBCA:8.22 -- Notice of Meeting" � says no notice is required for general meetings, and two days are required for special meetings.  MBCA §8.23� XE "MBCA:8.23 -- Waiver of Notice" � allows for waiver of notice.

Authority of Officers



Black v. Harrison Home Co.� XE "Black v. Harrison Home Co." � (Cal. 1909):  Express authority.  



This case is to officers as Baldwin is to directors -- the classic 'paradigm' case.  The rule:  at common law, officers have little authority to bind the corporation.  Only the B of D can bind the corporation.  Delegation of authority of the B of D is to be narrowly read.



Harrison and family incorporated Harrison Home Co. (D) and elected C.G. Harrison president.  The bylaws authorized the president and secretary (daughter Olive) acting jointly to sell corporate land.  C.G . died, widow Sarah became president, Olive died, Sarah authorized an agent to sell land.  Black (P) purchased property through the agent but D refused to convey, saying Sarah couldn't bind the corporation.  P sued for specific performance and lost.  Holding:  the president cannot bind the corporation contrary to the bylaws.



Estoppel doesn't work to bind Sarah since Olive's estate still owns stock.



Lee v. Jenkins Brothers� XE "Lee v. Jenkins Brothers" � (2d Cir. 1959):  Apparent authority.  



The president of Jenkins Brothers (D) hired Lee (P) as an employee and in the presence of the vice president orally offered P a pension of $1,500 per year beginning in thirty years.  The board of directors never approved the pension.  P was later fired and was never paid the pension.  P sued the corporation and the president.



Issue:  Did the president have authority to bind the corporation to a long-term contract without board approval?  Yes -- he can bind the company by acts arising in the usual and regular course of business but not for contracts of 'extraordinary' nature.  This contract was not 'extraordinary' just because of its long length; it is generally settled that the pres. has authority to hire and discharge person and to set employment contracts for a specific number of years.  Thus, there is a question of facct to determine whether the pres. had apparen authority to enter the contract.  Look at circumstances:  reasonableness of the contract, the officer negotiating the contract, the # of shareholders, who the contracting 3rd party is, etc.

 

Carson:  this case is not 'apparent authority' -- because you have to give the appearance to a third party for that doctrine to work.  This case is really about whether he had 'inherent actual authority.'  So, the new rule for Black would be that the president could bind the corporation in ordinary business matters (in those facts, it was) unless the third party knows that the officer has no express authority.



In the Matter of Drive In Development Corp.� XE "In the Matter of Drive In Development Corp." � (7th Cir. 1966):  Reliance on representations of the officers.



Tastee Freez (the parent company of Drive In Development) wanted to borrow money from the National Boulevard Bank (P).  P required that Drive In (D) guarantee the loan, and Maranz signed it as "Chairman."  P asked for a resolution of D's board showing Maranz's authority to sign the guarantee.  P got a certified copy of D's board minutes, showing the authorization.



Later D went into Chapter XI, and P filed its claim for the amount of the unpaid loan.  In court, the referee disallowed the claim because the corporate minutes entered into evidence did not show the authorization.  P appeals.  Issue:  can P rely on the representations of its officers that they had authority?  Yes.  Reversed.  They (1) appeared to be acting within the scope of their apparent authority; (2) it was reasonable for P to assume they had authority based on the coroprate minutes received.



Note:  If you have any reason to doubt the validity of the information you get, then you cannot reasonably rely on it.  Modernly all loans have detailed binders to make sure that you win on summary judgment rather than resorting to the "rescue" of these cases.



Scientific Holding Co., Ltd. v. Plessey Inc.� XE "Scientific Holding Co., Ltd. v. Plessey Inc." � (2d Cir. 1974):  Friendly, J.  SH sold its assets to Plessey subject to various conditions, and modified the agreement at closing. Later SH sued to invalidate the modification because the signer had no authority.



The issue:  when the president says he doesn't know whether he has authority to make a modification, then signs it anyway, can the other party rely on it?  The decisive point is that since Scientific did not repudiate the amendment for lack of authorization until much later, it is estopped from doing it now.  



The court accepts the general proposition that a president can bind a corporation with regard to ordinary matters.  A president also has inherent authority to make 'housekeeping' changes.  To make this modification he has to have express authority.  Here, Kovar had specific authority to "make such changes in that agreement as in the opinion of the directors shall be necessary or appropriate."  



The Board of Directors was deemed to have ratified the agreement because (1) the knowledge was imputed to them when they should have known the information and (2) they did not repudiate in a reasonable time.



Problem 8:  Agency Relations 



Part I.

(1)  The best kind -- express actual authority.

(2)  Next:  inherent / implied actual authority.

(3)  Apparent authority, since he was in charge when they were gone.  The enterprise loses on close cases.

(4)  No authority, but ratified.  They may be sorry for ratifying it...  It is important to find out whether all the directors ratified it (Mickshaw v. Coca Cola Bottling Co.� XE "Mickshaw v. Coca Cola Bottling Co." �) or, alternatively, whether it could be imputed to the third director under Scientific Holding Co., Ltd. v. Plessey Inc.� XE "Scientific Holding Co., Ltd. v. Plessey Inc." �  Note, for instance, that if Jessica and Michael are merely officers, not directors, their action might be extraordinary.  Ratification is only as good as the ratifier.



Part II:  

(1)  What theories?  All theories: actual inherent authority, actual express authority, apparent authority, and ratification.  Ordinary transaction w/n inherent scope of authority of pres, enterprise cloaked agent w/ appearance of authority, accepted the benefits.

(2)  Settle.  Of course.



Part III:

When you're getting a loan:

1.  You get a certified copy of the articles of incorporation, and get a certificate of good standing from the Secretary of State.  

2.  You need to look at the powers of the corporation.  

3.  You want the signer to have express actual authority, shown in certified copy of corporate minutes of a resolution passed by BofD.

4.  Make sure that the authority is to do all acts necessary and that the person doing them is the authorized person.

5.  Get a certified copy of the signature of the signer and compare it to the signer's signature.

Shareholders:  Oppression, Dissention, Deadlock, and Dissolution

Distributions



Donahue v. Rodd Electrotype Co.� XE "Donahue v. Rodd Electrotype Co." � (Mass. 1975)



This is a path-breaking case, putting Mass. in the forefront of the movement to require fiduciary duties among shareholders.



Facts:  Rodd joined a company, gained control, and renamed it.  He transferred control to his children and retired.  The BofD (two of Harry's children and the company attorney) authorized the buyback of some of Harry's remaining shares.  After the transaction, the Rodd children owned 75% and a former employee's widow (P) owned 25%.  P claims the buyback was an unlawful distribution of corporate assets to controlling shareholders.



P sued the board and Rodd (D's) to rescind the purchase for breach of fiduciary duty to the minority shareholder, who was not given the equal opportunity to sell her shares at the same price.  D wins, P appeals.



Holding:  P wins.  The BofD breached fiduciary duties to P.  "Freeze-outs by majority shareholders controlling close corporations are illegal."  In a close corporation, shareholders owe each other the same fiduciary duties that partners do.  This is a higher standard than for regular corporations.  Cite Meinhard v. Salmon� XE "Meinhard v. Salmon" � -- and you know what that means.



When the controlling majority of a close corporation authorizes a purchase of its shares from the controlling majority, it must offer the same opportunity to the minority shareholders pro rata at the same price.  This makes sense because there is no other market for the shares except the majority shareholders.



Note:  they define the close corporation to be (1) few shareholders with (2) little mbbarket for shares (3) with lots of shareholder participation in management.  



Concurrence:  The holding should be limited to repurchasing, not to other actions of directors and shareholders.



Smith v. Atlantic Properties, Inc.� XE "Smith v. Atlantic Properties, Inc." � (Mass. 1981):



Facts:  Four guys formed a corporation to own land.  The articles specified an 80% vote required to do anything.  Everything went great until Wolfson refused to vote for dividend distributions so that money could be used for repairs -- but the others wouldn't vote for that.  Eventually, the IRS penalized the corporation with taxes on its unissued dividends, and again four years later.  The case went to the Tax Court and they lost;  Dr. Wolfson's acts were seen to be a form of tax evasion.



The other shareholders sue for court determination of dividends to be paid, removal of Wolfson as a director, and reimbursement by Wolfson of the penalty taxes.



Held:  



1.  Wolfson breached his fiduciary duty to the other stockholders (Donahue v. Rodd Electrotype Co.� XE "Donahue v. Rodd Electrotype Co." �).  The court noted that the 80% provision effectively makes the minority shareholder an ad hoc controlling interest.  They cited Wilkes (text, p. 437) for the idea that the court must balance the business interests claimed by the majority or controlling group and by the rival persons or group.  



Basically, the minority alleges unfairness; then the majority must show a legitimate business reason; then the minority must show that the same purpose could have been achieved without being unfair to the minority.  This rule leaves some room for "selfish ownership" by the majority.  Note that the issue in Donahue v. Rodd Electrotype Co.� XE "Donahue v. Rodd Electrotype Co." � was the use of corporate resources to redeem the shares -- personal assets could accomplish the same goal with impunity.



Shifting burdens:	Minority ( Must show injury

	Majority ( Must show business purpose

	Minority ( Must show that the business could have taken a less harsh measure



Nixon v. Blackwell� XE "Nixon v. Blackwell" � (p. 438) shows that Delaware won't treat closely held corporations the same way.  In Delaware majority shareholders can be greedier.



2.  It was reasonable for the lower court to conclude that he violated the fiduciary duty, despite the fact that he is a minority shareholder, not a majority shareholder like in Donahue v. Rodd Electrotype Co.� XE "Donahue v. Rodd Electrotype Co." �.



3.  discussion of remedy.

Deadlocks



Gearing v. Kelly� XE "Gearing v. Kelly" � (NY, 1962)



One director of four is gone; they still have a majority, but not a quorum.  One boycotted the mtg so she wouldn’t be outvoted.  Ct says she can’t do this and the equitable powers of the court allows a remedy.  The Maj. points out that she would have lost anyway.  Dissent:  No quorum, no good.



Modernly MBCA §8.10� XE "MBCA:8.10 -- Vacancy on Board" �(a)(3) fixes the ambiguity -- they must have a quorum to vote unless there are fewer than a quorum left.  Here, there is still a quorum left, so they would have had to meet.



MBCA §8.05� XE "MBCA:8.05 -- Terms of Directors Generally" �(e) says directors continue to serve if there is a deadlock in the next election -- that's why this is such a big deal.  If there is an actual vote, she will lose power.



In Re Radom & Neidorff, Inc.� XE "In Re Radom & Neidorff, Inc." � (NY 1954)



Facts:  Brother and sister own 50% each, they don't get along.  Brother sues to dissolve the corporation.  Brother loses. 



See MBCA §14.30� XE "MBCA:14.30 -- Judicial Dissolution" � -- the court may dissolve a corporation.  It's exclusive discretion.  The court here chose not to -- showing the predisposition not to disturb going concerns.



Why doesn't Brother just pull out and start a competing business?  He'd lose under Meinhard v. Salmon� XE "Meinhard v. Salmon" � and Donahue v. Rodd Electrotype Co.� XE "Donahue v. Rodd Electrotype Co." �.  



If the court had granted the dissolution, would that have been a fair result?  No, it would have oppressed the sister, who built the business with her husband, and who would no longer have the going concern value of the corporation.  And the brother would buy the corporation at the sherriff's sale, thereby obtaining that goodwill value for himself.



The fact that brother has not gotten his salary is not grounds for dissolving the corporation.  



MBCA 14 deals with dissolution:



Subchapter A deals with voluntary dissolution:

-- MBCA §14.01� XE "MBCA:14.01 -- Dissolution by Incorporators / Initial Directors" � allows for dissolution by a majority of the incorporators or initial directors before commencing business.

-- MBCA §14.02� XE "MBCA:14.02 -- Dissolution by BofD and Shareholders" � allows the BofD and shareholders to dissolve

-- MBCA §14.03 to 14.07� XE "MBCA:14.03-14.07 -- Mechanics of Dissolution" � deal with the mechanics.



Subchapter B deals with administrative dissolution (secretary of state)  (MBCA §§14.20 to 14.23� XE "MBCA:14.20-14.23 -- Administrative Dissolution" �)



Subchapter C deals with judicial dissolution -- MBCA §14.30� XE "MBCA:14.30 -- Judicial Dissolution" � is the general rule; MBCA §14.34� XE "MBCA:14.34 -- Buyout in Lieu of Dissolution" � allows for voluntary buyouts in lieu of dissolution. §14.34(d) allows for court-ordered buyouts.

Modern Remedies for Oppression, Dissention, and Deadlock



The original statutory remedy was involuntary dissolution.  Modernly, MBCA §14.30� XE "MBCA:14.30 -- Judicial Dissolution" �(2) is the typical involuntary dissolution statute.



Recent developments are:  

(1) the definition of oppressive conduct has been broadened to be more like partnership law for close corporations;

(2)  new remedies for minority shareholders have been developed.



Davis v. Sheerin� XE "Davis v. Sheerin" � (Tx. Ct. App. 1988)



Facts:  Davis (D) and Sheerin (P) formed a corporation in 1955, D owning 55% and P owning 45%.  D managed the corporation.  In 1985, D refused P's request to inspect the books of the corporation, claiming P no longer owned any stock, having gifted it to D in the late 1960's.  P sued; the jury found that P owned 45%; the court ordered D to "buy out" P's stock for $550,000.  D appeals.



Issue:  Is a court-enforced buyout an appropriate remedy?



Holding:  Yes.  It's an equitable remedy enforceable when the legal remedy is inadequate.



This is a change from Gottfried v. Gottfried� XE "Gottfried v. Gottfried" � -- the definition of 'oppression' is expanded now to include frustration of reasonable expectations.  Before, you had to show dastardly deeds.



Abreu v. Unica Industrial Sales, Inc.� XE "Abreu v. Unica Industrial Sales, Inc." � (Ill. App. Ct. 1991)



Facts:  Abreu's (P's) husband, Manny, co-founded Ebro Foods, Inc. and owned 50%.  The other 50% was owned by LaPreferida, Inc. (co-owned by Ralph and William Steinbarth (D's).  Ralph formed Unica (D) to compete with Ebro; it took away Ebro's business with Kraft Foods, and D's tried to obtain Ebro's formulas.



P sued in a derivative suit under IBCA §12.55(b) which provides for alternative remedies to dissolution in cases where there is a close corporation and hostile factions exist and create oppression of one of the ownership interests.  The section provides for appointment of a provisional director.



The court found fraudulent self-dealing by D's, removed Ralph as an Ebro director (leaving P and one of D's nominees in a deadlock), and apoopinted the general manager of Ebro (P's son-in-law) to resolve the deadlock.  D appeals, claiming that the appointment is invalid because the director is not impartial.  



Issues:  

(a)  Does the provisional director have to be strictly impartial under the statute?  

(b)  Did the provisional director improperly exercise his authority?



Held:  No, Yes.  The provisional director has to be in the best interests of the corporation, but not strictly unbiased.  But the provisional director exceeded his authority when he voted with P to pay P's expenses before D's board member had decided how to vote.  Since he had been instructed not to vote except in case of a deadlock, this was bad.  His action is reversed.  Re-vote.



This reflects a policy decision to favor the collegial nature of the BofD.  Here, the choice of director was  reasonable because of the immediacy and the need for a director that already had familiarity of the business.



Problem 9:  Precision Tools Revisited, Part V



Part A.  Michael will not succeed in suing for restoration to his position as president.  It is easy for them to show a valid business purpose.  But Michael may point out the substantially increased salary to Jessica -- but he would have to show that it was unfair to pay her that much -- hard to do.  The agreement will not help him, since the 'mutual understanding' was not reduced to writing, while the rest was; the rule in McQuade v. Stoneham� XE "McQuade v. Stoneham" � requires such things to be written; also, McQuade will not allow an agreement to control directors.  Plus, MBCA §7.32� XE "MBCA:7.32 -- Shareholder Agreements" � requires shareholders' agreements to be in writing.  But maybe Zion v. Kurtz� XE "Zion v. Kurtz" � applies since this is a closely held corp.



On payment of dividends, he would have to satisfy the Donahue v. Rodd Electrotype Co.� XE "Donahue v. Rodd Electrotype Co." � standard as modified by Wilkes -- it's a freeze-out.  He has to show lack of a good business reason.  It seems like a smart move to stop paying dividends and cts are very reluctant to compel dividends. 



Part B:  If Michael and Jessica sue Bernie for damaging PTC by voting against proposals -- this would be the Smith v. Atlantic Properties, Inc.� XE "Smith v. Atlantic Properties, Inc." � case, but tougher for them to win.  They would have a harder time proving damage from failure to follow advantageous business plans.  Here, you don’t have to scope and amt of harm spelled out like in Smith; here you would have to come up with a figure.



Part C:  Could Michael compel dissolution?

1.  Michael suing:

(a)  Under:

NYBCL §1104 -- 50% required to sue on deadlock

NYBCL §1104-a (petition for dissolution) -- 20% required to sue for oppressive action, modified by Kemp & Beatley (not read), which adopts the 'frustration of reasonable expectations' definition -- he could sue.

NYBCL §1118 (buy-out provision)



(b)  Under:

MBCA §14.30� XE "MBCA:14.30 -- Judicial Dissolution" �(2)(ii) says he can sue if the majority has acted in a manner that is oppressive.  Depends on the interpretation of 'oppressive' given by the court.

MBCA §14.32� XE "MBCA:14.32 -- Receivership / Custodianship" � -- can appoint custodian or receiver for deadlock

MBCA §14.34� XE "MBCA:14.34 -- Buyout in Lieu of Dissolution" � (buy-out provision)



(c) Under:

DGCL §226 -- custodian or receiver for deadlock or other cause.  

DGCL §352 -- custodian for close corporation, or provisional director

DGCL §353 -- appointment of provisional director (must be impartial)

DGCL §355 -- stockholders can be given option to dissolve the corporation.



It appears that an option to dissolve has to be included in A of I.

Shareholder Voting and Agreements, cont.



Ling and Co. v. Trinity Sav. and Loan Ass'n� XE "Ling and Co. v. Trinity Sav. and Loan Ass'n" � (TX 1972)



Facts:  Trinity sued Bruce Bowman for money owed and to foreclose on 1500 shares of Ling stock pledged by Bowman.  Bowman did not appear or appeal.  The court entered summary judgment and foreclosed the security interest in the stock and ordered it sold.  



Ling's argument is that the stock certificate, on its face, showed a restriction on transferability which makes void its use as collateral.  The appeals court reversed because  the restriction was not reasonable and also was not conspicuously shown on the face of the instrument.



Held:  the restriction was not conspicuous; it was reasonable; but the restriction is effective against buyers who know about it despite its inconspicuousness or unreasonableness.  Reversed and remanded to find out if the S&L knew of the restriction.



MBCA §6.27� XE "MBCA:6.27 -- Restriction on Share Transactions" � allows a restriction on transferablity is enforceable if it is reasonable (not a flat prohibition) and conspicuously noted on the front or back of the certificate.



Policy reasons for this choice:  to allow corporations to keep their tax statuses, maintain their 'close corporation' status (see DGCL §342), to keep from being regulated by the SEC, to allow shareholders to control who else gets to be a shareholder (the partnership paradigm).  



Waldbaum, Buy-Sell Agreements



My notes:



Often, small corporations are terminated upon the death or withdrawal of a share-holder/officer, in many cases due to the lack of an effective and fair buy-sell agreement.



Almost without exception, closely held corporations do not pay dividends.  So when a shareholder dies, his family wants dividends, and that screws the business up.  The only solution:  the estate should sell the shares to the surviving shareholders.  The problem:  setting a price without a market.



How do buy-sell agreements solve these problems:  bargaining is equal since the agreements are written up front; plus, it lets everyone know in advance how things will work out.  What price?  Either:  (1) book value at date of death (assuming book value comes somewhere near market price; (2) fixed price, periodically reviewed and updated; (3) by appraisal; (4) self-adjusting formulae.



Two basic types of buy-sell agreements:  (1) cross-purchase agreement between shareholders; (2) stock-redemption agreement.



Carson's comments:



Could you just sell one another $1 options to buy the stock?  Sure, no reason why not -- any prohibition would have to come from contract law (fraud, duress, unconscionability, etc.)



Note:  It there is no price or formula set by the agreement, the IRS will determine the price for estate and gift tax purposes.  If the price set is 'reasonable,' the IRS will accept it.



Who should have the option?  The other shareholders or the company?  The problem with the company buying them is that the corporation may not be able to continue to pay its debts as they come due after redeeming the stock -- the solution is to get insurance to cover it.



Since these agreements are in derogation of common law, they must be carefully drafted.  The 'trigger events' must be clearly spelled out.  Death, withdrawal, even divorce can be triggers -- note that divorce trigger is invalid if it transfers the stock to the corporation at  a low value to punish the spouse.

Control and Management in the Publicly Held Corporation

'Social Responsibility' or the Lack Thereof



Decision making in public corporations is likely to have a much greater effect on the world than the same decisions in private corporations.



The Role of Giant Corporations in the American and World Economies:  Corporate Secrecy:  Overview (1971)



Corporate giantism and secrecy relates to power choices.  Traditional theory says that the corporation is obligated to serve society's interests as well as economic interests.  But a few corporations have become much larger in size and power than the states and the markets with which they deal.



Barber, The American Corporation:  Its Power, Its Money, Its Politics (1970)



A mere 100 firms, less than 0.1 percent, account for fully a third of the value added by manufacturing, employ 25% of manufacturing  employees, make nearly 40% of new capital expenditures, and own half of the assets used in manufacturing.  



Playboy Interview:  Milton Friedman (1973)



Free enterprise means corporations should not do things primarily because of social repsponsibility.  That doesn't mean they shouldn't do good things; instead, they should do good things when they are cost-effective.  Let the market decide social responsibility issues.



Rodewald, The Corporate Social Responsibility Debate:  Unanswered Questions About 



Traditional View:  The "managers as agents-of-capital" view -- Friedman's view.  Managers are supposed to maximize shareholder profits.  This means that managers are morally obligated to make the choice to maximize profits, if necessary, against a choice which is socially responsible but decreases corporate profits.



Objections:  The flaw in the traditional  view is the assumption that the government will police the corporate actions by making laws concerning the environment, etc, so that it is the laws, not the decisions of the managers, which curtail corporate profits.  The government will not be able to cover all the loopholes.



Moral Reform View:  The "managers as agents of society" view says that managers should also take into account human, social, and environmental consequences of their decisions.  If negative externalities are unavoidable from their decisions, they can choose to internalize some of those costs.  The problem with this view:  it leads to more and more complexity in decision making.



Fischel, The Corporate Governance Movement (1982)



It's not simply a governance question -- for instance, the manager's decision to pollute or not to pollute.  The question is really where costs should be imposed between the users of the river and the businesses on the river -- should the company pay, or the people, to keep it clean?  



The American Law Institute, IBCA, PBCL



These statutes provide a basis for corporations to defend certain actions.  Note that the statutes say "may" do these things.  So, in a takeover, company management, who have been ignoring the stakeholders for hundreds of years, can suddenly defend the company by saying such a decision would be bad for the stakeholders.



Judge Allen (Delaware), Our Schizophrenic Conception of the Business Corporation (1992)



Two views of corporations:  (1) private property of shareholders (accepted by the courts); (2) social institution created by states (accepted by the legislatures).



Rationale for the private property model:  the conclusionary notion that shareholders 'own' the corporation; the assertion that the model maximizes wealth creation.  This is the idea in Dodge v. Ford Motor� XE "Dodge v. Ford Motor" �.



Ford's losing idea in Dodge is view (2).  It never became a big problem until the 1980's, with all the corporate takeovers.  Big issues were at stake.



Regardless, the courts and the legislatures have eventually endorsed the social entity view.  Twenty-eight states in the late 1980's passed statutes requiring corporate directors to consider the interest of all corporate "stakeholders." 

Shareholders



Livingston, The American Stockholder (1958)



These two articles are the traditional mid 1900's view of the American stockholder.



discusses the separation of control and management in big corporations -- and the agency problems inherent.  The board of directors may not continue to advance the interest of the stockholders once put in power.



The "Wall Street Rule" to solve this problem:  if you're not happy, sell your shares.



Fischel, Efficient Capital Market Theory, the Market for Corporate Control, and  the Regulation of Cash Tender Offers (1978)



His point:  management / board of directors must be doing the shareholders' interest, because the market effectively polices it.  If management follows its interest in derogation of shareholder interests, stock prices will fall, and management will be ousted.



Barber, The American Corporation:  Its Power, Its Money, Its Politics (1970):



This makes the question for the future:  if the investors are watching the management and therefore policing their actions, who's watching the big institutional investors (mutual funds, pension funds)?  



Role of Giant Corporations (1972) and Final Report of the SEC on the Practice of Recording the Ownership of Securities in the Records in Other than the Name of the Beneficial Owner (1976):



Brokerage firms and trusts maintain possession of the shares and are the 'nominee' owners listed in the records of the corporations.  Disadvantages of this practice:  it makes communications between issuers and shareholders more circuitous; complicates regulation by masking the beneficial owners, etc.  But the beneficial owners, although not listed in the corporation's records, are still getting to exercise their rights -- established procedures have overcome the disadvantages.

Directors



Hamilton, Reliance and Liability Standards for Outside Directors (1989)



Notes that actual management of big corporations is done by the executives, not the board of directors.



Land, Building a More Effective Board of Directors (1972)



Management effectively controls the BofD, rather than vice versa.  Despite the rule in McQuade v. Stoneham� XE "McQuade v. Stoneham" �, the rule has actually been that the executives / officers are really running the show.  This is still true for 99% of the corporations in Dallas and Houston today.



The balance of the materials show changes in this dynamic.  Note that the changes tend to appear in the biggest corporations -- the Fortune 500.  Why?  Because these are most likely to be owned mostly by institutional investors.  So, things are changing, but mostly at the top.



Notes p. 632:  The modern era of director involvement begain with the Watergate era.  Lots of big coroprations were found to have engaged in bribery, etc.  As a result, we began to see independent 'outside directors' (non-employees) rather than 'inside directors' (full-time executives).  Note that you can have a non-independent outside director -- like a representative of a vendor, etc., with a financial interest in the corporation.  



Independent directors are more neutral.  Professor Mace in 1971 noted that directors are supposed to provide "discipline, advice, and counsel" to management, except in times of crisis.  Things they don't do:  set strategy, ask discerning questions, pick new CEO's.  Things have changed some since 1971.



Manning, The Business Judgment Rule and the Director's Duty of Attention:  Time for Reality (1984)



Modernly, directors have become more aware of their responsibilities.  Publicity during takeover bids has increased knowledge of roles.  But real-life limitations will restrict the amount of attention a director can pay to corporate activities.  They seldom meet  and have little time to really give consideration to proposals.  Also, who can be on the board is limited by the Clayton AntiTrust Act:  you need expertise, but the boards can’t be interlocking.



So, while scholars may advocate a greater role for outside directors, there are limits.  



Note, p. 643:  J. Goldburg said that the boards of directors had become too limited in power, and advised the hiring of "a small staff of experts"...



Corporate Director's Guidebook (1978)



Several committees should exist in a BofD which are only composed of independent outside directors -- the Nominating Committee, the Compensation Committee, and the Audit Committee, for instance.



Note that outside directors are well-paid -- but this doesn't affect independence since they are so rich.  Also, inclusion of stakeholders on the board has been advised, but the actual effect has been a slight broadening.  Inclusion of representatives of other constituencies like labor has also been suggested.

Conflicts Between Directors and Shareholders

 

Gimbel v. Signal Companies� XE "Gimbel v. Signal Companies" � (Del. 1974) (handout)



Facts:  Signal's BofD approved a proposal to sell its wholly owned subsidiary to Burmah Oil.  A Signal shareholder sued for a preliminary injunction to prevent the sale, claiming a favorable vote from a majority of Signal shareholders was necessary to authorize the sale.  The subsidiary, Signal Gas & Oil, was 26% of Signal's assets, 41% of its net worth, and produced 15% of its revenues and earnings.



Law:  8 Del.C. 271(a) requires majority stockholder approval for the sale of "all or substantially all" of the assets of a Del. corporation.  Delaware uses both a ‘qualitative’ and a ‘quantitative’ analysis -- it is substantially all if it numerically proves so, or if it discontinues the corporation’s main business.  This is distinguished because it was not more than half, and because it was one of several industry divisions.



MBCA §12.01� XE "MBCA:12.01 -- Sale of Assets in Regular Course of Business" � and MBCA §12.02� XE "MBCA:12.02 -- Sale of Assets Other..." � use a less qualitative analysis:  12.01 says that the BofD can sell all or substantially all of the assets without shareholder approval if such sale is 'within the regular course of business' (a real estate, holding company.)  12.02 says that they need shareholder approval if it's all or substantially all but not within the regular course of business.



Here, the ct. decided that there was no need for a majority approval by stockholders b/c this sale was not substantially all.  They also seems to say that this was in the course of ordinary business as well.

Management and Control:  Traditional Roles, cont.



Matter of Auer v. Dressel� XE "Matter of Auer v. Dressel" � (NY 1954)



Facts:  Shareholders sued to compel the president to call a special meeting of shareholders.  The bylaws say the president must call a meeting when requested by a majority of the voting stockholders.  In this case 55% had asked for the meeting.  They wanted to pass a resolution to rehire their president and to amend the articles of incorporation and bylaws so that the vacancies on the board would be filled with their people.



Held:  the president has no discretion.  He must call the meeting, regardless of the fact that the things they want to do are illegal.



This is distinguished from Salgo v. Matthews� XE "Salgo v. Matthews" � where they needed a quo warranto there, but only a writ of mandamus here.



Issues:  (1)  The shareholders want a meeting to require the reinstatement of the former president.  This violates McQuade v. Stoneham� XE "McQuade v. Stoneham" � but the majority say that they have the right to call a meeting and express their views.  The dissent would not.



(2)  The shareholders want to amend the bylaws so they can elect successor directors who have been removed.  This is okay, because shareholders have an ‘inherent right’ to remove directors for cause.  Majority:  this is a minimal impingement on the rights of other shareholders.  



Dissent:  Shareholders have no right to call a meeting for a proposal which is illegal.  Plus, shareholder meeting doesn’t really mean shareholder meeting.  It means a few people meeting with proxies in their hands, and the proxies will have been authorized before the case for and against the directors has been heard.  And besides, this adversely effects all classes so they should be able to vote too.



Campbell v. Loew's, Inc.� XE "Campbell v. Loew's, Inc." �  (Del. 1957) (handout)



Facts:  A battle for control of Loew’s, Inc.  The two factions reached a compromise -- each would have 6 directors and a neutral director would resolve deadlocks.  Later, two Vogel directors and one Tomlinson director resigned.  The remaining five Tomlinson directors were the only attendees at the next board meeting, and their attempt to fill two vacancies was ruled invalid for lack of a quorum in a separate case.



Vogel, as president, sent out a notice calling a special shareholders’ meeting to fill director vacancies, increase the size of the BofD, and to remove Tomlinson and Meyer as directors.  P sued to enjoin the meeting.



Issues:  

(1)  Was Vogel’s call of a shareholder meeting legal?  P says he had no authority to do so.  The by-laws state that the president has the power to call a special shareholder meeting for any purpose.  Regardless of the fact that the purposes were not in furtherance of the routine business of the corporation, he has the power to do it.



(2)  Did the president have authority to propose an amendment of the bylaws to enlarge the BofD?  Yes, the bylaws authorize it -- same thing.



(3)  Did the president have the power to call a meeting to fill vacancies on the board? Yes, the bylaws authorize him to call a meeting “for any purpose.”



Yes, this puts the president and the board in direct conflict.  But that’s what the by-laws say.  If you don’t like it, change your bylaws.



(4)  Did the stockholders have the power between annual meetings to elect directors to fill newly created directorships?  Yes.  They have the inherent right to do so.  Del. law gives that right also to the directors, but doesn’t take it away from the stockholders.



(5)  Did the shareholders have the power to remove directors from office for cause?  Yes.  Although Del. law does not speak on the issue, and does on officers, the court finds a risk of damage to corporations if directors cannot be removed for cause.  So this is another inherent right.



(6)  Is the call to meeting invalid because it did not specify charges agains the directors to be removed, and did not serve them with notice?  No.  The directors got copies of the letters; they need be no more specific.  Note that the definition of cause chosen by the court excluded “legitimate differences over business policy.”



(7)  Did the letter’s accusations constitute ‘cause’ as a matter of law?  Yes.  Lack of cooperation, desire to take control are not sufficient cause.  But ‘calculated plan of harassment’ constitutes legal cause.  



(8)  Did the directors have a reasonable opportunity to be heard?  No.  The letter solicited proxies from shareholders based on a unilateral presentation of the facts by those in control of the corporate facilities.  This is the important point, the rule of the opinion; this point was not addressed in Matter of Auer v. Dressel� XE "Matter of Auer v. Dressel" �.  This is the rule on removal for cause.  You have to have some semblance of due process.



After this case, you cannot solicit proxies unless the accused director had a chance to be heard on the issue.



MBCA §8.08� XE "MBCA:8.08 -- Removal of Directors by Shareholders" �(a):  The shareholders may remove one or more directors with or without cause unless the articles of incorporation require that removal be for cause.  This curbs litigation over the issue of cause and facilitates transfers.



Schnell v. Chris Craft Industries� XE "Schnell v. Chris-Craft Industries" � (Del. 1971) (handout)



Facts:  Minority shareholders made a public filing on 10/16/71 with the SEC of their intention to wage a control fight at the next annual meeting.  On 10/18, the BofD of Chris-Craft amended the corporate by-laws and moved the annual meeting from January 11 to December 8.  The trial court found their actions to be an attempt to frustrate the intentions of the minority shareholders, but said that the shareholders delayed too long in seeking judicial relief.



Holding:  They did comply with the law in changing the bylaws.  But they still did so for an inequitable purpose.  They had ‘attempted to utilize the corporate machinery for the purpose of perpetuating themselves in office.’



Problem 10:  LaFrance Cosmetics



(1)  Do they need shareholder approval?  They have opposition from Margaret and probably the bank.  Plus, the company went public to pay for this expansion into the perfume industry.



MBCA §12.01� XE "MBCA:12.01 -- Sale of Assets in Regular Course of Business" � -- all or substantially all must means about 2/3 or so of assets.  This is the line where you would be careful.  So in this situation you would be concerned, and advise the client to invest the money in a campaign to win public support -- that’s cheaper than litigating.  Note that MBCA §12.02� XE "MBCA:12.02 -- Sale of Assets Other..." � requires that the BofD approve with shareholder authorization -- so it has to pass both groups.



(2)(a) Could the shareholders pass a resolution directing the sale of the perfume division?  They can, but it would carry no weight. Matter of Auer v. Dressel� XE "Matter of Auer v. Dressel" �



(2)(b)(i)  Can the shareholders remove directors who oppose the sale?  Yes, 8.08(a) allows the removal of directors with or without cause.  The procedure:



MBCA §7.02� XE "MBCA:7.02 -- Special Meeting" � president calls a meeting -- Article II, s. 2

MBCA §7.05� XE "MBCA:7.05 -- Notice of Meeting" � notice of meeting -- Article II, s 4

MBCA §7.25� XE "MBCA:7.25 -- Quorum and Voting Requirements" � quorum of meeting -- Article II, s 7



(2)(b)(ii)  What would the challenged directors do?  Claim no opportunity to be heard on the issue. 



(2)(b)(iii) What if the articles said “A director may be removed only for cause...”?  Then the shareholders are screwed.



(2)(c)  Could shareholders ‘pack’ the board by amending AofI or bylaws and adding new directors who would vote in favor of sale?  In regards to bylaws, this is an area where there is concurrent power b/n directors and shareholder. MBCA §10.20� XE "MBCA:10.20 -- Amendment of Bylaws" �(a)(2)  The BofD can amend the bylaws, and so can the shareholders.  The shareholders, however, can amend, and then take away the power of amendment from the directors.  When can the directors trump the shareholders?  When you put it in the articles of incorporation -- because then changes to the aricles of incorporation have to be authorized by the board of directors.

Duty of Care and the Business Judgment Rule 



Litwin v. Allen� XE "Litwin v. Allen" � (NY Supreme 1940)



Facts:  Shareholder (P) brought a derivative action against the directors of Guaranty Trust and its subsidiary (Guaranty Company).  The Trust Comapny purchased bonds from Alleghany Corp. and gave an option to Alleghany to repurchase them in six months.  If the option was not exercised, the subsidiary (Guaranty Company) was obligated to purchase the bonds at the same price.  Alleghany could not get a loan, so the subsidiary bought the bonds at $105 (market value in the $80's).  The bonds subsequently dropped in price, and the Guaranty Company lost a lot of money.



Issue:  Did the director violate the duty of due care by entering the transaction with Alleghany?



Held:  Yes.  P wins.  The duty of due care is higher for bank directors than for other companies since banks are affected with the public interest.  The standard is the care of "reasonably prudent bankers."  The purchase by Guaranty was an ultra vires act because it is against public policy for banks to give such an option.



All the directors that voted for or ratified the purchase violated their duty of due care.  It was stupid to purchase a risk instrument and then transfer away all of the upside potential to a third party, and all the downside potential to their subsidiary.  The directors are responsible for the losses from holding the bonds until the option expiration date.



Why did the price fall so much?  Because the financial wherewithal of Alleghany Corporation (credit rating) fell, and so the price fell.  The directors were improvident in not noting that the price of the bonds is already beginning to fall -- the upside risk is minimal, the downside risk is great, and their only possible reward is a fixed interest rate.



“It’s improvident to tie the hands of the directors” -- and that’s why they’re liable for that six-month period only.  Note that on p. 738 at the top the court says directors are trustees, meaning they owe a high duty of due care; and on p. 739 at the bottom notes that they are not like trustees of an express trust who are personally liable for negligence.  “We do not want directors to be so risk averse that their fear of liability cowers them from making risky decisions; we will punish only those who make grossly improvident decisions.”  Basically, there is no recovery for a faulty decision, only for a faulty-decision making process unless there is great improvidence as there was here.



Shlensky v. Wrigley� XE "Shlensky v. Wrigley" � (Ill. App. 1968)



This is the paradigm case for the business judgment rule.



Facts:  Shlensky (P), a minority shareholder in Wrigley (D), the corporation that owns Wrigley and the Cubs, sued the directors for not installing lights so they could have night games, and make more money.



The court said that they will not disturb the "business judgment" of a majority of directors, absent fraud, illegality, or a conflict of interest.  But we see that gross negligence or great improvidence as in Litwin v. Allen� XE "Litwin v. Allen" � will also suffice.  Background rule is non-interference with private decision-making.



There is no conclusive evidence that the installation of lights and scheduling of night games will accrue a new benefit in revenues to D.



Francis v. United Jersey Bank� XE "Francis v. United Jersey Bank" � (NJ 1981), notes p. 748.



A very important case.  A widow took over as director and mismanaged the corporation.  Her sons were embezzling funds from the corp.  The bankruptcy trustee sued when the corporation became insolvent.



Why doesn’t the business judgment rule save her?  Because she didn’t exercise any business judgment.  Because she did absolutely nothing as director.  Plus, it was a reinsurance corporation, which is quasi-financial and therefore should have higher standards.  Also, the beneficiary of the estate is her two sons, the perpetrators of the fraud, so any recovery against her estate will be recovery from the perpetrators.



Graham v. Allis Chalmers� XE "Graham v. Allis-Chalmers" � (Del. 1963) (handout)



Facts:  Derivative action on behalf of Allis-Chalmers against its directors and four other employees.  The four other employees as well as the corporation were indicted for violating Federal anti-trust laws; the non-director employees were not served with process.  P intends to hold the directors liable for damages, on the basis of either actual or constructive knowledge of the violations.



In the hearing, no evidence was produced of either active or constructive knowledge.  P next argued that the directors were liable under negligence for not ‘taking action designed to learn of and prevent anti-trust activity...’  The BofD in this company merely reviews profit goal budgets on an annual basis; there is no participation in pricing decisions.



P points to two 1937 decrees regarding anti-trust violations by Allis-Chalmers as ‘notice’ that anti-trust activity may be continuing.  This is obviously ridiculous.



This case is extremely important in the context of publicly held corporations.  Decentralized management is necessary in modern public corporations, and directors cannot be expected to know everything that happens in the company.



The test is still:  directors must use the care that an ordinarily careful and prudent person would use in similar circumstances.  For example, a brokerage firm has to put in safeguards - look to standards for each type of industry.  Now the company may have to put in safeguards for a period of ime because they have now been put on notice.

Duty of Care, cont.



Smith v.  Van Gorkom� XE "Smith v.  Van Gorkom" � (DE 1985)



“The reverberations of this case were extensive.”



Facts:  Shareholders (Ps) of Trans Union sued Trans Union seeking recission of a merger into New T Company (a subsidiary of Marmon Group (D), controlled by Pritzker), or, alternatively, damages against the BofD (Ds).



Trans Union was a profitable leasing corporation with excess tax credits.  One solution was a leveraged buy-out by management.  Van Gorkom (chairman) rejected this idea because it would be a conflict of interest, but indicated he would sell his own stock to the corporation.  Then he approached Pritzker, a takeover specialist, and began negotiating sale of Trans Union.  He did not consult the board or management.



He presented the offer to the board without any analysis and brought in an outside lawyer who told them they could be sued if they didn't vote for it.  The board accepted the offer.  Within 10 days, they got two significantly better offers.  



Issue:  Did the directors act in accordance with the "business judgment" rule?  



Held:  No.  Reversed.  The directors were guilty of gross negligence.  They are relying on the “business judgment rule” to protect them.  But the "business judgment" rule presumes that directors act on an informed basis, in good faith, and in honest belief that their actions are for the good of the company.  P must rebut this presumption.  



P did rebut this presumption because (1) they made the decision too quickly, (2) without getting information about the company’s intrinsic worth, and (3) without reviewing formal merger documents.  Therefore, the “business judgment rule” doesn’t protect them.



This shows a move toward holding directors to at least some standards when the issue involves a large financial transaction.



Note:  compare MBCA §8.30� XE "MBCA:8.30 -- General Standards for Directors" � for general standards for directors.  How does 8.30(a) interact with the “business judgment” rule?  8.30(a) is the prerequisite for protection by the “business judgment” rule.  If you comply with 8.30(a), you are only liable if you are grossly negligent; otherwise you can be liable for ordinary negligence in BofD.  



This fits with Litwin v. Allen� XE "Litwin v. Allen" � -- the burden of proof is on the plaintiff; in this case P satisfied the burden.  In Shlensky v. Wrigley� XE "Shlensky v. Wrigley" �, P’s offered no evidence to show that 8.30(a) hadn’t been complied with.  



After the case was remanded, there was a settlement.



Note:  This case is incredibly controversial.  Most academics think it was totally wrong.



Dissent:  There were 10 directors; the five outside directors were CEO's of successful companies; the other five had years of experience with Trans Union.  They knew what was up.



Problem 11:  National Metal Products, Part I



1.  Possible suits: A ‘transactionally based’ suit for the merger itself; plus, a suit based on the management of the company.



2.  Standard of care?  Defenses?  See MBCA §8.30� XE "MBCA:8.30 -- General Standards for Directors" �(a) and (b).

(a)  Sarah Meacham will argue that she was a figurehead director.  But there’s no such thing.  She will argue that she should not be liable because she didn’t attend the meeting -- but that won’t work either.  She also can’t claim that she knew too little.  There is a presumption that directors comprehend.  (But if she were an expert, she would be held to a higher standard.  There’s a floor, but not a ceiling.)  She will argue that there is no causal relationship between her conduct and the injury.  Courts often say that no causal relatinship need be proven, but they really mean that you don’t have to prove it to the same extent that you would in a regular tort action.



(b)  Mays will argue that he abstained from the vote; if he satisfies the formal requirements of MBCA §8.24� XE "MBCA:8.24 -- Quorum and Voting" �(d) he will have absolute protection.



3(a)  To what extent can the directors rely on Meacham’s recommendation?  MBCA §8.30� XE "MBCA:8.30 -- General Standards for Directors" �(b) says they can rely if they reasonably believe he can be relied upon; 8.30(c) notes that that reliance may have been unreasonable since he coudn’t answer questions about the financial statements.



3(b)  Rely on Jordan’s study?  No -- conflict of interest.  His company is going to be performing the merger.  “You can’t serve God and Mammon alone.”



3(c)  Gray’s “program”?  Hah! totally inadequate - reliance would be unreasonable.



The point:  8.30(b) depends on context.  It is not a ‘trump card’ to prevent liability for directors.  



4  “Is there a unitary standard for determining a director’s liability?  Do some directors face a greater risk of liability because of their conduct or their knowledge?

(a)  Meacham  -- since he knew of the problems, he is clearly liable.

(b)  Jordan -- his proximity to the useful facts makes him more likely to be liable

(c)  Gray -- same, but only liable for operation, not merger on this basis.



5. Does the bjr (business judgement rule) protect the dir's?  What is the rel. of the bjr to the duty of care?

they did consider something.  (so it can be distinguished from Francis v. United Jersey Bank� XE "Francis v. United Jersey Bank" �)  

Compare to Smith v. Van Gorkom:

transaction is one of significant magnitude, but not as high as one where the SH is shorn of their investment. Smith

what about the level of consideration?  in  this case, the dir's still have control of company and the SH's maintain their investment.

maybe this case is worse: in Smith the dir's didn't seem to have any doubts, here questions were raised and weren't really answered.

If Smith is controlling, then you have to find liability in this case.



The duty of due care is a prerequisite for invoking the Business Judgment Rule -- MBCA §8.30� XE "MBCA:8.30 -- General Standards for Directors" �(a).   Burden is on P to show they have not met the duties.  If dir's can show they were acting in good faith, with care ord. person would apply, manner believed to be in the best interest of the corp., then they are entitled to the protection of the bjr.  This means their decision is protected unless it is grossly negligent and irrational or grossly improper.  When there's no protection of the Business Judgment Rule, it may be like civil damage claims that the preponderance of the evidence may be the substantive std.  The Business Judgment Rule is closer to beyond a reasonable doubt than to a preponderance of the evidence.



6.  What would be the effect on the litigation if National had adopted a charter amendment allowed by Del. Code §102(b)(7) and MBCA §2.02� XE "MBCA:2.02 -- Articles of Incorporation" �(b)(4)?



DE provision prospectively reverse the result in Smith v. Van Gorkom?

yes, it leaves open the option for injunctions, but precludes money damages only for violations of the duty of care

by it's express lang., §102 (b)(7) could reverse the result in Smith, in fact, the legis. history says expressly this provision does just that.

if one of these provisions applies, (and thus negates personal liability for violations of the duty of care), plt's atty. would plead something more like "breach of the dir's duty of loyalty"  

Litwin v. Allen� XE "Litwin v. Allen" �: the intermingling of the business relationships strongly suggests that these relationships influenced the transactions—element of the violation of the duty of loyalty.  

Francis v. United Jersey Bank� XE "Francis v. United Jersey Bank" � also shows a violation of the duty of loyalty as she received some of the loans and distributions herself. 

Smith he wanted to bail, wasn’t worried about being loyal.

Could also argue that the gross recklessness is in bad faith.



7.  Role of the duty of due care in monitoring dir's performance?  Other mechanisms available to ensure that dir's use sufficient care?  How effective are they?



Law and Economics folks want the market to take care of the duty of care.  Litigation is wasteful.  SH's will sell if the duty of care isn't met.  Then takover-artists will come in and take over.

Other mechanisms: remove barriers that slow down hostile takeovers; align the interests of those who control with the interests of the SH's (like paying them in stocks)



Joy v. North� XE "Joy v. North" � (2d Cir. 1982)  Winter, J.  (handout)



Commentary on the business judgment rule -- it’s important because it allows for risk-friendly decision making, increasing returns on investments.

The Duty of Loyalty and Conflict of Interest

Self-Dealing



Schlensky v. South Parkway Building Corp.� XE "Schlensky v. South Parkway Building Corp." � (IL, 1960)  (Handout)



Of the dir's who approved the trans., half were in the pocket of the guy who ran it.  When there is an inside corp, prongs of fiduciary duty include care and loyalty.

 

When issues of loyalty are set forth, there is no statute exculpating personal liability for violations of the duty of loyalty.  In transactions b/n corps w/common directors, the directors have the shifted burden to prove the transaction was fair.



When are loyalty questions raised?

personal financial interest distinct from the interest of P.

disparate impact of a financial nature and control over the company (must be on both side of the transaction, controlling it, and reap a benefit distinct from the plt.)



Where do the burdens rest?

P's have to prove the interest and control.

proponents of the transaction must prove its fairness.



In this case there was an attempt to shift the burden.  At the common law then, an informed vote of the majority of the independent dir's would shift the burden to P's to show unfairness.



Marciano v. Nakash� XE "Marciano v. Nakash" � (DE 1987)



Shares split 50/50 betw. two S/H's, M and N.  Inside loan was made to corp. run by N.  M's sued to subordinate their claims and place the N's on parity with the M's.  Sought to negate the creditor claims, since there may not be much left after the creditors are paid.

M's suit was based on the claim that, even though the loan was fair, because it was an inside deal, it was voidable at the option of the corp.  



Under DE law, there were statutory provisions providing for approval of conflicting transactions by a vote of disinterested dir's or disinterests SH's.  That was impossible in this corp. because everything was split 50/50: SH's and dir's.  



Ct. held the loan was valid.  DE statute was not the only way to legitimize and inside deal.  Statute expressly provides for non-voidability if the transaction is fair.



MBCA §8.31� XE "MBCA:8.31 -- Director Conflict of Interest" �, (even though MBCA deleted and substituted Subch. F, most jur's have kept 8.31).  We will presume 8.31 is in effect, not subch. F.



Initial rule: self-dealing transactions were voidable at the insistence of any SH.  Consequently, so-called insider loans were effectively chilled.  Detrimental to bus. development: insiders deal with their corp's in a manner that is often advantageous to the corp.



CL then began to apply a fairness std., but there was still considerable uncertainty.  So the CL then decided to approach these trans's differently if there was a disintersted body (dir's or SH's) that approved it.



* Eventually codified like 8.31 and DE §144.



Burden is shifted if there are disintersted dir's or S/H's approving the trans.

Court's approach to these questions: 

if trans. fair, sustained; 

if unfair, voided;

If unclear, deference to the disinterested decision-making body



Heller v. Boylan� XE "Heller v. Boylan" � (NY Supreme 1941)



7 out of 62,000 SH's sued, seeking recovery for the corp. from the dir's for improper payments to the company's officers.  They thought it was overcompensation to the officers of the co.  



P's lost.  The ct. thought there wan't any proof of waste or spoilation on the part of P.  (pretty high std. to meet)



As a result of Rogers v. Hill� XE "Rogers v. Hill" � (middle of p. 832), there was a settlement under which the exec.'s agreed to abide by a new compensation format, prospectively.  Women started smoking in unforeseen numbers.  The right to act as foolishly as the other gender resulted in great profits.



Where is the burden here?  Why is this case in the duty of loyalty section?

technically they don't control their compensation, so the duty doesn't shift to the def's.

compensation typically falls under the duty of care, not of loyalty.  Also, compensation is disclosed in public corp's.

SH's affirmed the applicable by-law.  If SH's are upset about compensation, they can raise it at meetings, so ct's don't like to intervene in the compensation of the executives.

Distributions, cont.



Wilderman v. Wilderman� XE "Wilderman v. Wilderman" � (DE 1974)



Holding:  The president cannot raise her salary without approval from the board of directors.  Note that the authority to compensate corporate officers is normally vested in the BofD, and normally a matter of contract.  Since the contract only provided for $20,800 per year, the additional amounts received must be attributable to quantum meruit. She has burden to show that the raise didn’t violate her duty of loyalty since she is on both sides of the transaction and sees a benefit.  The proponent has the burden of establishing reasonableness.



Compare to Heller v. Boylan� XE "Heller v. Boylan" �: had to show waste & spoilation because it was a publicly-held corp.  Cts are unwilling to scrutinize very closely in publicly-held corps, but are willing to in regards to closely-held corps.

Self-Dealing, cont.



Sinclair Oil Corp. v. Levien� XE "Sinclair Oil Corp. v. Levien" � (DE 1971)



A minority shareholder (3,000/120,000) sued Sinclair, the majority shareholder in its subsidiary, “Sinven.”  The directors of Sinven were nominated by Sinclair and were not independent of Sinclair.  Because they were on both sides of the transaction, we have to use a standard of intrinsic fairness:

	1) high degree of fairness

		Ct said there was no self-dealing, so we don’t apply the intrinsic fairness test.

	2) shift in burden of proof  



Issue 1:  This is not a ‘duty of loyalty’ issue because there was no self-dealing; it’s merely a ‘duty of care’ issue.  



Issue 2:  Was it wrong not to allow Sinven to expand its operations?  No, since it had an interest in ‘atomizing’ its subsidiaries along country lines.



Issue 3:  Breach of contract -- Sinclair caused Sinven to contract with International to sell all its crude oil.  Sinclair then caused the contract to be breached, and did not allow Sinven to pursue the breach, thereby taking away 3% of that total from the 3% shareholders. Since there was self-dealing here, we apply the intrinsic fairness standard.  This is a ‘duty of loyalty’ issue, not a ‘duty of care’ issue.  Sinclair loses because the business judgement rule is never available to defend against a duty of loyalty suit.



Weinberger v. UOP, Inc.� XE "Weinberger v. UOP, Inc." � (DE 1983)



A “path-breaking” decision because it laid to rest the idea that the Delaware court was entirely beholden to corporate interests.  



The “cash-out” merger allows a parent company owning more than 50% of a subsidiary’s shares to force the minority shareholders to sell their shares at a price set by the parent company.  



This is a duty of loyalty case.  The plaintiff has to prove the intrinsic unfairness.  Why is it duty of loyalty?  Because the parent corporation controls both sides of the transaction, and it has a disparate impact because the minority shareholders lose their ownership interest.



Why did Signal solicit minority shareholders to vote for the merger, when they already had the vote?  Because at common law, the informed vote of the minority has the effect of shifting the burden to plaintiff to show unfairness.  If they hadn’t, it would have been Signal’s reponsibility to show fairness.  The problem:  the minority wasn’t informed with all the material facts, so the burden doesn’t shift.  See MBCA §8.31� XE "MBCA:8.31 -- Director Conflict of Interest" � for comparison.



Why was the proponent unable to show fair dealing?  Because they solicited the minority votes with less than full disclosure.  More importantly, the study was prepared by directors who were common directors of both the proponent and the opponent, and then not shared with the other directors.  A study done by an outside director would have been okay.  Also, the target needed an independent negotiating body.  



Why do they drop the “Delaware block” approach to valuing securities?  Because it’s outmoded.  It is still used but no longer required.

	Ex. 	earnings 10 x .5=5.00

		assets     11x .4=4.40

		market    12x .1=1.20 (this is low because there is a thin market

				10.60

Now you can use another approach “one corresponding with either logic or existing law.”



Did the plaintiffs exercise their ‘dissenter’s rights’?  MBCA §13.01� XE "MBCA:13.01 -- Right to Dissent, Definitions" � and MBCA §13.02� XE "MBCA:13.02 -- Right to Dissent" � provide the right of shareholders to dissent from corporate actions and obtain payment of the fair value of their shares.  They did not exercise their ‘dissenter’s rights’ in a timely fashion.  So what does this case say about dissenter’s rights?  In this and pending cases, the court allowed for recissiory damages, as long as they are not speculative.  What’s the difference between recissiory damages and “fair value”?  Fair value is limited to the price before the news of the merger went out.  Recissiory damages are based on the transaction going wrong.  So, plaintiffs here chose not to use their dissenters’ rights since they would only get $14 compared to $24 or so.  



So, the court is saying, we think, that dissent and appraisal are the remedy after this case, and that recissiory damages are for this case only.  Subsequent Delaware cases have cleared this up some -- it’s similar to the law in the MBCA:  an objecting shareholder may only dissent and seek appraisal if the basis of the objection is merely one of inadequate price.  The court may consider all relevant factors.  ??  Where there is a showing of unlawful or fraudulent conduct, recissiory damages are the only appropriate remedy.  Also, it’s not an either/or situation for the dissenting shareholder -- she is not precluded from pursuing both dissent and appraisal as well as recissiory damages as alternative proceedings.



Difference b/n fair dealing and fair price:

	-unlawful conduct (fair dealing) should be put back in same position as you were in previously

	-if no unlawful conduct in separating you from the benefit/ownership interest, then you have to 	follow dissent and appraisal as anticipated under corp law



Problem 12:  Milton Corporation -- Part I



1.  Under MBCA §8.31� XE "MBCA:8.31 -- Director Conflict of Interest" �, who may be counted for a quorum?  Any number more than one which is a majority of the disinterested voters.  How many votes will be required for approval?  A majority of the disinterested voters.  Who is interested?  The three family members directly, and probably the corporate counsel indirectly, since his job depends entirely on them.



2.  If the corporate counsel, plus the three outside directors approve the transaction unanimously, can a shareholder enjoin the lease?  What must the plaintiff show?  Where’s the burden of proof?  P can challenge the transaction, but bears the burden to show unfairness.  Follow the Schlensky v. South Parkway Building Corp.� XE "Schlensky v. South Parkway Building Corp." � approach.  Look to similar transaction to see if this one is conducted at arms length.



3.  What is White’s risk of liability if he votes in favor of the transaction?  He can’t have a conflict of interest, so it’s a duty of care case.  The business judgment rule is available, P’s must meet the burden to show lack of adherence to MBCA §8.30� XE "MBCA:8.30 -- General Standards for Directors" �(a).



4.  What if the Corporation tries to get the shareholders to ratify the transaction.  Do the Milton family members get to participate? No, only disinterested shareholders. It appears that if they participated only a nullification of their votes would be req’d, but they participate at their peril.  MBCA §8.31� XE "MBCA:8.31 -- Director Conflict of Interest" �(d)  What effect does ratification have on claims for liability?  If there is a defect in the notice to shareholders, the directors will be screwed.



5.  What if a provision was added to the articles of incorporation saying that conflict of interest transactions are okay?  That won’t destroy your duty of due care as a director.  Such a provision will have no weight.  Need a statutory enactment such as DE §102(b)(7).  However, if you do it by express contract, it would be a closer question.



6.  To what extent can the directors rely on the business judgment rule in a suit challenging the transaction? 



7.  What role does the duty of loyalty play in monitoring directors’ performances?  there are no other mechanisms??

Corporate Opportunity 



Why do we need a doctrine of corporate opportunity?  To find out which things are owned by a corporation and which things aren’t.



Miller v. Miller� XE "Miller v. Miller" � (Minn. 1974):  Oscar Miller (P), minority shareholder of Miller Waste Mills, brought a shareholder’s derivative suit to recover assets and profits from corporations formed by Benjamin and Rudolph Miller (Ds), the founders of Miller Waste Mills, while they were officers and directors of Miller Waste.  It is alleged that the corporations formed by Ds were wrongfully diverted corporate opportunities.  The related corporations were created to take advantage of business opportunities, but this is not wrong.  The development of related industries is not a wrongful conversion of corporate opportunities.



The earliest test:  the “interest in” or “expectancy” test -- the corporation had to have a beachhead in the business.  



Issue:  Did the business opportunities developed by Ds belong to Miller Waste?  No.  The new standard is the “line of business test”, which examines whether the opportunity is within the knowledge, experience, and ability (financial, etc.) of the existing corporation, coupled with the “fairness test,” which determines whether it is fair and equitable for a fiduciary to take advantage of an opportunity (i.e., was the opportunity presented to the individuals as individuals, or in their capacity as corporate representatives, etc.).  In this case, the related industries were not within the line of business of Miller Waste, and it was not unfair for Ds to take advantage of them.  Plus, they disclosed the opportunities to the officers, directors, and shareholders.  They did not use corporate facilities to do it.  The “spun-off” businesses did not injure the original business; in fact, they helped it.  Plus, the employees of the new businesses were not full-time employees of the old businesses.



There’s an unspoken policy reason:  the less skilled family members should not profit from the business opportunities available to the more skilled family members.



Klinicki v. Lundgren� XE "Klinicki v. Lundgren" � (Oregon 1985):



Klinicki (P) and Lundgren (D) were Pan American pilots in West Germany.  P and D formed Berlinair.  D was president, and he and his family owned 66% of the company; P was in charge of operations and owned 33%.  D secretly negotiated a major contract with an organization of travel agents and formed a separate company to pursue the opportunity.  P and D had both made the initial contact with the travel agents, and had formed Berlinair with this type of opportunity in mind.  P sued, won; D appealed, saying Berlinair would not have had the financial resources to take advantage of the opportunity.



Held:  D loses because he should have disclosed the opportunity to the BofD, even if the company can’t take advantage of the rule.  This is a prophylactic rule, coming from the ALI.  The ‘corporate opportunity’ doctrine is a common law doctrine; the Oregon court was persuaded by the ALI’s formulation, and adopted it instead.  The effect is to make corporate opportunities into conflict of interest, duty of loyalty issues, on which a disinterested majority of the BofD must vote.  The rule is prophylactic, because the BofD was previously able to pick opportunities and secretly take advantage of them.  Now, the usurper bears the expenses and the burdens. 



Relief:  must turn over the profits to be held in trust for the P’s corp.



Problem 13:  Milton Corporation -- Part II



Is it wrong for White to take advantage of the offer to buy a casino, when he is president and C/B of Petro Investments, and on the BofD of Milton Corporation?  Is it a corporate opportunity?  Probably not.  Officers had been charged with seeking the oportunity.  The casino was in London, not the US, and White was acting in an individual context.  Plus, he owes more loyalty to Petro than to Milton.  



Note:  The ALI’s approach is different for full-time employees than for outside directors.  You need outside directors, so you can’t limit their outside opportunities or they won’t serve on the board.

Regulation of Securities Distributions 

Public Offerings



1 Hazen, Treatise on the Law of Securities Regulation (1990)



Marketing of fradulently valued securities began in 1911 with Kansas’ “blue sky law” regulating state securities.  Today all states have blue sky legislation.  State commissioners were given the power to approve the merits of each investment; however, the laws were still relatively ineffective for two reasons:

	1) substantive:  didn’t differ much from CL fraud

	2) procedural:  many of the most significant fraudulent schemes were interstate which were beyond the states’ jurisdictions and police powers.  

  

After the crash of 1929, Congress began to regulate with the “Truth in Securities” Act (1933), which requires registration of all securities being placed with the public for the first time.  It is limited in scope:  it covers only distributions of securities, and its investor protection reach extends only to purchasers of securities. The focus was the intial public offering. (IPO)



In 1934, Congress passed the Securities Exchange Act of 1934, a more comprehensive regulation which created the SEC and regulates all aspects of public security trading.  Compliance with these acts involves the filing of a registration statement in Schedule A with a prospectus and additional information.  This involves the use of professional securities underwriters and securities firms to distribute the securities.  A sloppy registration statement exposes the attorneys to personal liablity to investors.  



Handout III:  The Regulation of Securities Issuance



The recurrent theme of securities regulation is “disclosure, again disclosure, and still more disclosure.”  The manner of the functioning of the 1933 Act� XE "SEA (1933)" � can be understood by examining the underwriting process, which is basically an insurance scheme.  



A traditional “underwriter” is an investment banker who helps the company issuing the securities to sell them to the public, and insures, for a fee, the success of the offering from the issuer’s point of view by purchasing any part of the new issue not taken up by the public within a certain time.  This is the “old-fashioned”, or “strict” or “standby” system.



Modern, ordinary securities offerings are done through “firm commitment” underwriting, which is like manufacturing:  the issuer is the ‘manufacturer’, the underwriters are the ‘wholesalers,’ and the securities dealers are ‘retailers’ to the public.  The underwriters actually purchase the securities and resell them at a markup.



A third type used for small IPO’s is “best efforts” underwriting, which is not underwriting.  The underwriters simply promise to use their best efforts to guarantee the success of the offering.  



Handout IV -- Preparation of the Registration Statement:  An Overview



The hardest part of the registration statement in an initial IPO are the description of the company’s business, properties, material transactions with insiders, and use of proceeds.  Also important is required emphasis in highlighting disclosures of adverse facts. If there are sufficient adverse factors in an offering, they have to be set forth in detail at the beginning of the prospectus.  Also, certain adverse factors have to be referred to in bold face on the prospectus cover page.  This can sometimes disproportionately highlight relatively insignificant transactions. (A red herring is a preliminary prospectus.)



The SEC reviews the registration statement but has no authority to pass on the merits of a particular offering.  The sole thrust of their examination is adequate disclosure.  



The prospects is both a selling document and a disclosure document (insurance policy against liability).  Traditionally, only “hard facts” were included in a prospectus; modernly, “soft information” such as predictive information based on opinions and subjective evaluations is included when it has a reasonable basis in fact and represents management’s good faith judgment.



Normally, the registration statement becomes effective in 28 days; in an IPO, the company usually waives this minimum since it normally takes longer than 28 days to get together.  Every time you make an amendment to a registration statement, the 28 days start over again.  More importantly, only the SEC can decrease the time below the 28-day limit.  This is interesting -- when you finally figure out the selling price, you amend the statement to include the price, and the 28 days starts again -- but you’re ready to sell, so you have to get the SEC to waive it.



Right now we have dual securities regulation.  A bill in Congress is pending to get rid of state securities regulation, with which you have to comply for every state in which you plan to sell.  What a pain.



Handout V:  Civil Liabilities Under the Securities Act



Two standards for registration statements:  

the “expertized” portion, the expert is liable if not conforming with industry standards.

the rest of the document



See the list at Section 11 of the 1933 Act� XE "SEA (1933)" � for a list of who to sue.



Note that at common law, omissions in disclosure was not a basis for suing... an affirmative act was required.  So, the biggest changes provided by Section 11:  absolute liability for the registrar, and liability for omissions.

Regulation of Securities Distributions, Cont.



SEC v. Ralston Purina� XE "SEC v. Ralston Purina" � (1953)



Facts:  Between 1947 and 1951, Ralston Purina (D) sold nearly $2 million of its stock to employees without registration, and using the mails.  D claimed the “private offering” exemption.  The trial court dismissed the SEC’s suit to enjoin D’s activities.  The court of appeals affirmed; the Supreme Court reversed.



D’s offering of stock to “key employees” (really all employees) was a public offering.  Public offerings need not be open to the whole world.  The private offering exemption is available only where the protection of the Act is not needed (an offering to sophisticated investors.  Absent a showing of special circumstances, a corporation’s employees are as much in need of protection as any members of the investing public.



The burden of proof in pleading the exemption is on the issuer of securities.  D would only carry that burden if the employees were shown to have access to the kind of information the registration would disclose.



The relevant section is Section 4(2) of the 1933 Act� XE "SEA (1933)" �,  which exempts transactions not involving a public offering.



Section 5 covers any security transaction using the instruments of interstate commerce unless one of the Section 4 exemptions are met (1 -- not an issuer, underwriter, or dealer; 2 -- transactions not involving a public offering).



Securities Act Release No. 33-5450 (1974)



This release explains the intent of Section 3(a)(11):  “Any security part of an issue sold only to persons resident within a single state or territory by a person resident and doing business within, or a corporation incorporated and doing within the state or territory.”  This is intended to allow issuers with localized operations to sell securities as part of a plan of local financing.  Rule 147� XE "SEA (1933) Rules:147 -- Definitions for Section 3(a)(11)" � provides specific number values to determine the application of “part of an issue”, “resident within”, and “doing business within.”  In doing so, Rule 147 provides a “safe harbor” for staying within Section 3(a)(11). This is supposed to only be binding on the SEC, but cts have deferred to this rule in private litigation as well to define what is “local.”  Before the promulgation of this rule, issuers would seek approval from the SEC in a no-action letter.



This is a narrow construction of the exemption; it complicates the raising of capital by small businesses.  In response, the SEC adopted Regulation D� XE "SEA (1933):Regulation D -- Limited Offer and Sale of Unregistered Securities" �, a series of exemptions for limited offerings by small businesses.  



Look at Rule 147� XE "SEA (1933) Rules:147 -- Definitions for Section 3(a)(11)" �, part (c) -- 80% floor local amounts; part (e) -- resales within 9 months have to stay within the state or territory.  Note that jurisprudence still exists outside of  these rules -- 75% can still be argued to be within 3(a)(11) -- it’s just that the burden of proof shifts to D.



Note also that Section 2(a)(11) (p. 751) solves the underwriter loophole problem from Section 4(1) -- it says that anyone who performs ‘underwriter-like’ functions is an underwriter.



Securities Act Release No. 33-6389 (1982)



This release is to announce the adoption of Regulation D� XE "SEA (1933):Regulation D -- Limited Offer and Sale of Unregistered Securities" � to prevent disproportionate restraints on small issuers.  



Regulation D� XE "SEA (1933):Regulation D -- Limited Offer and Sale of Unregistered Securities" � -- Rules Governing the Limited Offer and Sale of Securities Without Registration Under the Securities Act of 1933 (1993)



Note:  this regulation is not available to issuers who are scheming to avoid the registration provisions of the Act.



Rule 501� XE "SEA (1933) Rules:501 -- Definitions for Regulation D" � -- Definitions

accredited investor -- any person who is, or who reasonably appears to be:  a bank, S&L, broker, insurance company, investment company, or business development company; a corporation, trust, partnership with assets over $5 million; any director, executive, or general partner of the issuer or its general partners, etc.

number of purchasers -- don’t count relatives or a purchaser, a trust related to a purchaser, a corporation related to a purchaser, or an accredited investor.  Why exclude them?  They’re rich.  They have leverage and ability to absorb losses.  They have self-help.



Rule 502� XE "SEA (1933) Rules:502 -- General Conditions" � -- General Conditions to be met



Information requirements -- if the issuer sells securities under Rule 505� XE "SEA (1933) Rules:505 -- Exemption for offers less than $5 million" � or 506 to non-accredited investors, they have to provide information (prospectus).  



Note:  see Section 12(1) and 12(2) of the 1933 Act� XE "SEA (1933)" �:  if you don’t comply with Section 5 and provide a registration statement, you will be liable for simple negligence claims from purchasers.  [examine this further]



Limitations on resale -- you have to get a representation from the purchaser that she is buying for investment purposes, not for resale; provide written disclosure that they cannot be resold; and put a legend on the certificate stating these restrictions.



Rule 504� XE "SEA (1933) Rules:504 -- Exemption for offers less than $1,000,000" � -- Exemption for offerings less than $1 million



You can sell less than $1 million to anybody as long as you comply with state blue sky laws.



Rule 505� XE "SEA (1933) Rules:505 -- Exemption for offers less than $5 million" � -- Exemption for limited offers less than $5 million



No more than 35 non-accredited purchasers.



Rule 506� XE "SEA (1933) Rules:506 -- Exemption for offers in general" � -- Exemption for limited offers in general



No more than 35, and they all have to be savvy investors.



Rule 508� XE "SEA (1933) Rules:508 -- Good Faith Attempt to Comply with Regulation D" � -- Housekeeping



A good faith attempt to comply will cover your ass.



Smith v. Gross� XE "Smith v. Gross" � (1979)



Facts:  Gross and others (Ds) represented to Gerald and Mary Smith (Ps) that earthworms were easy to raise and would multiply 64 times per year that defendants would buy back earthworms produced by plaintiffs at $2.25 per pound.  The earthworms multipled only about eight times per year and Ds could afford to pay $2.25 per pound only for purpose of resale to other investors at an inflated price.



Issue:  Did the transactions involve an investment contract type of security?



Held, yes.  Defendants had violated federal securities laws.  The S.Ct had set out the conditions for an investment contract in SEC v. W.J. Howey Co.� XE "SEC v. W.J. Howey Co." � (S.Ct. 1946), set out the conditions for an investment contract. The test is whether the scheme involves 

	(i) an investment of money 

	(ii) in a common enterprise 

	(iii) with profits 

	[(iv)] solely from the efforts of others.

The third element was interpreted in SEC v. Glenn W. Turner Enterprises, Inc.� XE "SEC v. Glenn W. Turner Enterprises, Inc." � (9th Cir 1973) to mean “whether the efforts made by those other than the investor are the undeniably significant ones... which affect the failure or success of the enterprise.”   This was in reponse to the attempts by underwriters to delegate tasks to issuers to avoid liability.



Ps did invest money in a common enterprise -- one in which the fortune of Ps was interwoven with and dependent upon the efforts and success of Ds.  P claimed that they satisfied the third test because they could not receive the promised income unless Ds purchased their harvest.  Therefore, Ps alleged facts sufficient to establish an investment contract at the summary judgment level.



D argued that it was a franchise agreement, which is not a security.  But franchise agreements are different because they involve selling to the public, not back to the investor.  The point of this case -- if it’s a passive investment, it’s a security and must be registered.



See United Housing Found. v. Forman� XE "United Housing Found. v. Forman" � (1975, p. 325) -- you could buy a ‘share of stock’ which allowed you to lease an apartment in the housing cooperative.  Unhappy tenants sued saying it was an investment contract because (1) it said ‘stock’ and (2) SEC v. W.J. Howey Co.� XE "SEC v. W.J. Howey Co." � test said so.  The S.Ct. denied application of securities law since it didn’t have the typical characteristics of common stock from Section 3(a)(11):

	dividends

	negotiability

	ability to pledge

	voting rights proportionate to ownership

	fluctuation of value.



They had also tried to argue that since the ground floor was reserved for commercial enterprises, the profits came from the work of others.  The Ct. said the rent rebates were too insignificant to be profits.



Notes, p. 390:  (4)  The definition of “security” will be construed only to protect those who need protection.  The S.Ct. rejected the so-called “sale of business doctrine” and held that the sale of a majority of the shares of a closely held corporation was a sale of a “security” based on a literal reading of section 2(1), making available the protections of Sections 12(1) and (2) (recission if you didn’t get a prospectus (negligence), or if fraud existed despite qualification for an exemption).



Note under Section 12(2), although no specific information is required when selling to accredited investors, you still give some information to prevent liability here.

Proxy Regulation 



Handout VI -- The Securities Exchange Act of 1934



The 1934 Act� XE "SEA (1934)" � is an amalgamation of provisions, much broader than the 1933 Act� XE "SEA (1933)" � (directed mostly at new issues of securities by a company), touching nearly every aspect of securities trading.  It requires that issuers having a class of security traded on a national exchange, or those with assets over $5 million and a class of equity security held by more than 500 persons, register the security with the SEC.  This is a different registration from that required by the 1933 Act, although much of the same information is required.



These companies must form an annual Form 10-K, plus a supplemental quarterly 10-Q and occasional significant event reports on Form 8-K.  These reports are all made publicly available.  The SEC has adopted an integrated disclosure system to cover the disclosure requirements of both Acts.  The system is a three-tier system based on the registrant’s reporting history:



Form S-1 is the long-form registration statement used by issuers.

Form S-2 is less detailed, for issuers who have reported for three or more years under the 1934 Act� XE "SEA (1934)" �.  Some 1934 Act information (10-K, 10-Q) can be incorporated into the prospectus.

Form S-3 is the least detailed, and more 10-K and 10-Q information can be incorporated by reference into the prospectus.

Registration Statement:  prospectus + financial stats



Since 1992, small business issuers (revenues less than $25 million, in the US or Canada, not an investment company, no public float over $25 million) have been able to use Forms SB-2, 10-SB, 10-KSB, and 10-QSB.  



The 1934 Act� XE "SEA (1934)" � also regulates stock exchanges.  The most famous rule:  Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � defines conduct which constitutes manipulation or deception:  “to make any untrue statement of a material fact or to omit a material fact,” etc.  



Compare to Sections 11 and 12 of the 1933 Act� XE "SEA (1933)" �.  Lawyers are ordinarily not liable because they are not listed parties under Section 11; they are not experts rendering opinions in the registration statements.  So, you can’t get them under Section 11, unless they are also directors.  Under Section 12 (the anti-fraud provision), sellers become liable, but not lawyers or accountants.  Only people involved in marketing become liable.



But it’s even hard to get lawyers under Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � for aiding and abetting -- some case I think Central Bank of Denver� XE "Central Bank of Denver" �.

Scope of Regulation



1934 Act� XE "SEA (1934)" �:

Section 14(a) -- it’s illegal to transact in securities registered under Section 12 in violation of the SEC’s rules.

Section 12(a) -- no stock can be traded on a national exchange unless it is registered under this section.

Section 12(g) -- Issuers engaged in interstate commerce or affecting interstate commerce or whose securities are traded through instruments of interstate commerce shall register securities if held by more than 500 people and if it has assets over $5 million -- unless the security is exempt. 



Studebaker Corp. v. Gittlin� XE "Studebaker Corp. v. Gittlin" � (1966)



NY law required that corporations permit shareholders owning or representing 5% of any class of outstanding stock to inspect the list of shareholders so long as they did not intend to use the list for a purpose unrelated to the business of the corporation.  Gittlin (D) owned 5,000 shares and got authorizations from 145,000 other shares to total more than 5%.  However, D did not comply with several of the federal proxy rules (such as 14a=3, requiring disclosure of information concerning the purpose of soliciting a proxy, as well as requirement of filing of proxy material).  Studebaker (P) refused, alleging that D was getting the list to initiate a corporate takeover.



Issue:  Is a request for authorization to use shareholder rights to get a shareholder list, intended to be used in a takeover attempt, a proxy solicitation?  Yes.  D did not follow proxy solicitation rules, and therefore P’s request for an injunction is granted.



This is a good rule because Section 14(a) states that it applies to requests for authorizations to vote a security or with respect to a security.  Since this request related to a security, it needs to comply with the proxy rules so the shareholder will not get false or misleading information. But this requires a tipping of the hand by the proponent, so its obviously very pro-management.



Note:  There is a safe harbor for solicitation, broadly defined, for ten or fewer persons.  Also, in October 1992, the SEC amended Rule 14a=1� XE "SEA (1934) Rules:14a-1 -- Definitions for Proxy Rules" �(l) to expand the safe harbor to include communications by security holders not otherwise engaging in proxy solicitation, merely stating how the security holder will vote, when it is broadcast, or directed to persons to whom the holder owes a fiduciary duty in connection with the voting, or made in response to unsolicited requests for information. This allows institutional investors to be able to communicate and keeps the balance of power more even.

Proxy Forms, Proxy Statements, and Annual Reports



Comprehensive federal proxy regulations provide the basic structure for corporate democracy (such as it is).  They are complex, lengthy, and detailed, and their sequencing is illogical.  They include regulations concerning: 

the proxy form:  Rule 14a=4� XE "SEA (1934) Rules:14a-4 -- Requirements as to Proxy" � -- to ensure that shareholders have the option to vote or disapprove issues submitted to them and for or against specific directors

proxy statement:  Rule 14a=3� XE "SEA (1934) Rules:14a-3 -- Information to be Furnished" � -- requires a statement, plus compliance with Regulation S_X� XE "SEA (1934) Rules:Regulation S-X -- financial data" � -- financial data -- and Regulation S_K� XE "SEA (1934) Rules:Regulation S-K -- non-financial data" � -- non-financial data

annual reports:  Rule 14a=3� XE "SEA (1934) Rules:14a-3 -- Information to be Furnished" � -- requires an annual report integrating reporting information and discussion and analysis in the MD&A section.  

false and misleading statements

inclusion of certain shareholder proposals in the proxy solicitation

communications to be mailed to security holders

proxy fights (Chapter 14)



In the Matter of Caterpillar, Inc.� XE "In the Matter of Caterpillar, Inc." � (1992)



Caterpillar’s (D) Brazilian subsidiary had 5% of D’s sales but 23% of net profits due to favorable currency exchange rates.  D’s management informed the board members that this was a volatile situation and could impact the next year’s earnings.  However, D didn’t mention Brazil in its 10-K or its first-quarter 10-Q the next year.  This is bad.  



Issue:  Does a company meet SEC filing requirements if it fails to disclose in its 10-K and 10-Q reports possible material consequences from operations in a foreign subsidiary?  No.  All known material consequences must be disclosed.  Of course.  An investor reading the 10-K would be misled if it was not noted that the huge earnings increase was due to exchange rate volatility.  I can’t believe they did this.  



Rule:  Item 303(a) of Regulation S_K� XE "SEA (1934) Rules:Regulation S-K -- non-financial data" � requires 10-K reports to provide information necessary to understand the results of operations, including discussion of unusual items and known trends and uncertainties.  Material changes from the preceding year must be discussed.  Interpretative comments representative of future performance and disclosure of the likelihood of certain prospective developments are also required.  



Note [from personal accounting knowledge] -- if you’re pretty sure that you’re gonna have a huge loss coming up -- like a lawsuit or something -- like it’s a 90% chance you’re gonna lose a bundle -- you better disclose that in your report, and it might be a good idea to make provision for it in your financial statements (recognize a current loss and a liability incurred), since it involves an event that has already occurred with future consequences -- for the same reason that you would report the revenue from a sale of a million computers, even if the bill wasn’t gonna be paid till next year.  Ask me if this doesn’t make sense.



The lesson of this case:  technical compliance with reporting requirements is not sufficient if it obfuscates the material consequences and changes in operational results.



Final Report of the SEC on the Practice of Recording the Ownership of Securities in the Records of the Issuer in other than the name of the beneficial owner of such securities, continued...  (1976)



Banks and brokerages are the ones recorded as owners in the issuer’s records.  Therefore, they’re the ones who have to sign the proxies.  Basically, banks and brokerages often simply vote the securities they hold for their customers (with their permission, of course).  Other times, they sign the proxies and mail them to the customers, asking them to send them along to the issuer.  Alternatively, they ask the shareholder how to vote and then send the proxy themselves.  Conclusion:  this system is effective, the issuers like it, and almost all stockholders like it too.  



Unfortunately, recent growth in the clearing system has made this process a lot more burdensome.  In 1983, the SEC developed a method by which the registrant can demand a list of the beneficial owners’ addresses as of a certain date.  This is called the NOBO (‘non-objecting beneficial owner’) approach.  Brokers don’t like identifying the identity of beneficial holders.  On the other hand, beneficial owners may want to be directly involved.  I doubt it.

False or Misleading Statements in Connection with Proxy Solicitations



Rule 14a=9� XE "SEA (1934) Rules:14a-9 --False or Misleading Statements" �  False or Misleading Statements



You can’t make false or misleading statements.  Just because the Commission passed on it doesn’t mean it’s not false or misleading.  Things can be false or misleading depending on the context.  !!!!  That’s dangerous.  !!!!  Examples of things that may be misleading:

predictions of future market values;

impugning character, integrity or personal reputation or alleging improper, illegal, or immoral conduct without factual foundation;

failure to clearly identify the proxy form and statement;

claims regarding the future results of a solicitation



Note that the common law rule was simply “whether the material was so tainted with fraud that it caused inequity.”  Also, fraud at common law did not result from omissions, and required scienter.  The 6th Circuit has interpreted in the requirement of scienter to get lawyers and accountants, but left it for the rest.



There is a safe harbor for future predictions -- you must have a reasonable basis for making them and they must be presented in an appropriate fact.  Regulation S_K� XE "SEA (1934) Rules:Regulation S-K -- non-financial data" �, Item 10(b). You want to encourage future statements to some extent.  Knowing what happened in the past isn’t as helpful to a new investor as the company’s plans.



There are three forms of Efficient Capital Market Hypothesis, but we only discussed one in class:

Cannot predict the future value of securities based on past performance.  This is based on the weak form, or random walk theory of law and economics.  Therefore the prospectus would be insignifcant if mgmt is not allowed to tell you what they are going to do.



J.I. Case Co. v. Borak� XE "J.I. Case Co. v. Borak" � (S.Ct. 1964)



Shareholder sued for damages and recission of a merger effected through circulation of a false and misleading proxy statement.  The shareholder wanted recission under Section 14(a).



Issue:  Where there are false and misleading statements in the proxy statement in violation of Section 14(a) of the 1934 Act� XE "SEA (1934)" �, and where the transaction is complete and the proxies were material to winning the vote for the transaction:  (1)  do the shareholders have a derivitave cause of action under Section 14(a), and if so, (2)  will the court grant the remedy of recission?  Holding:  Yes, and yes.  Remanded for trial.  A private right of action is implied in the Act, and the court can provide such remedies as required to effectuate the Act’s purpose.  



Why is this decision wrong?  Section 18(a) specifically states a private right of action; Section 14(a) does not.  The current Court would have decided the other way, but has not overruled this decision.  What if it went the other way?  Plaintiffs would have to go to state law, and probably show scienter.  Plus, plaintiffs would have to file a bond, to show an interest of from 5 to 20 percent.  



Why is this decision right?  Otherwise, enforcement would be left up to the SEC.  But the SEC doesn’t look to see if there is a false or misleading statement in proxies - unlike the materials for an IPO.  Allowing a private action lets private attys fill in as a private atty general.



Mills v. Electric Auto Lite Co.� XE "Mills v. Electric Auto-Lite Co." � (S.Ct. 1970; note case)



Shareholders brought a derivitave suit to enjoin Electric (D) from voting proxies it had solicited to approve a merger into M Corp.  Proxy materials did not disclose that M controlled 54% of D and D’s BofD.  The merger was already carried out; the suit was for recission.  



Issue:  When P proves that the solicitation contained materially misleading statements of fact, must P also prove reliance on the contents of the statement and causation of her injury (voting as she did)?  Held:  no.  Remanded.  P only has to prove materiality (reasonable reliance) plus that the votes influenced were an “essential link” in winning. If the shareholders had known that the BofD was not impartial, they might have looked closer at the deal.  The court throws in interim attorney fees for P too, just for fun (and to help shareholder P’s get good attorneys).  Another idea the current court wouldn’t have done, but is upholding out of deference.  



The lower court allowed a “fairness test” as a defense. The problem with a fairness test is that shareholders may have voted for it whether it was fair or unfair.  The S. Ct. overturns it and substitutes this more objective test, designed to effectuate shareholder desires as much as possible. If you’ve shown materiality, then you’ve shown a causal relationship where the vote is an essential link.



Note the P’s ended up getting screwed because they could not show that they lost any money.



TSC Indus. Inc. v. Northway, Inc.� XE "TSC Indus. Inc. v. Northway, Inc." � (S.Ct. 1976)



National Industries bought 34% of TSC Industries’ common stock and put five people on the board.  Then National proposed a buyout of TSC in a stock-for-stock exchange.  The board (less the abstaining National directors) approved the transaction.  A shareholder of TSC sued, claiming there were false and misleading statements in National’s proxy statement.  Particularly, the alleged violations included lack of disclosure:

that the president of National was the chairman of the board of TSC;

that National may have been in ‘control’ of TSC through its 34% stock ownership;

of a brokerage firm’s opinion that the price on part of National’s stock would decline; and

that 9% of the stock purchases of National were by a mutual fund with connections to National or by National itself, which may have manipulated the stock price of National.

 

Issue:  Are these statements / omissions “material”?  Held:  No.  Summary judgment denied.  A statement is “material” if there is a “substantial likelihood” that a reasonable shareholder would consider it important in deciding how to vote.  A reasonable mind could differ on whether these were material.  So no summary judgment saying they were.  This is a stricter definition than in the past -- we don’t just want a likelihood that it would be important, we want proof that it would be important -- otherwise proxy statements will be a thousand pages long.



Practically, this means that materiality is now a mixed law/fact question -- so it has to be litigated, can’t be assumed like in Mills v. Electric Auto Lite Co.� XE "Mills v. Electric Auto-Lite Co." �, so P is in greater danger of recovering no attorney’s fees.



Note, p. 702:  Shidler v. All American Life & Fin.Corp.� XE "Shidler v. All American Life & Fin.Corp." � (8th Cir. 1985) -- the standard is negligence for everyone; only the 6th Circuit distinguishes between professionals (accountants and lawyers) and corporate fiduciaries by requiring scienter for the professionals.  



Virginia Bankshares, Inc. v. Sandberg� XE "Virginia Bankshares, Inc. v. Sandberg" � (S.Ct. 1991)



In 1986, First American Bankshares, Inc. (FABI), a holding company of banks, began a freeze-out merger in which FABV (Virginia), 85% owned by FABI, was merged into Virginia Bankshares, Inc., a wholly owned subsidiary of FABI.  FABI got an investment banker to report that $42 per share was a fair price.  The solicitation described the value as “high” and the price offered as “fair”.  Minority shareholders mostly approved, but Sandburg (P) did not, and sued for damages on the basis of material misrepresentations.  Jury found for P, the circuit court affirmed, and here it is.



(1)  Were the qualitative statements like “high price” misleading and material?  Held: Yes.  The crux of the materiality question is that the court will allow a contextual assessment of what is materially misleading.  The paradigm approach was to take each statement and examine it and what it relateed to; now the statements are taken as a whole considering the amount of other misleading and non-misleading opinions.  Statements about internal belief by directors may be material, if accompanied by misleading objective statements; but without, they are insufficient -- to avoid vexatious, endless litigation over beliefs.



(2)  Is there a federal claim when P is a minority shareholder whose vote is not required to approve the transaction and where by solicitation of proxies P has lost no other available remedies?   Held:  No.  These votes are not the “essential link” between the solicitation and winning the vote.  This is basically to overturn dissenting lower courts.  P argued that the votes were an “essential link” through public relations, and through deprivation of a state right of action, but the court requires that the solicitation actually obtain votes which then cause the vote to change.



Problem 14:  National Metal Products -- Part II



(I)(1)  Did National’s press release violate SEC Proxy Rule 14a=3� XE "SEA (1934) Rules:14a-3 -- Information to be Furnished" �?  It says you can’t have a solicitation unless the person solicited has a proxy statement.  A solicitation is, according to Rule 14a=1� XE "SEA (1934) Rules:14a-1 -- Definitions for Proxy Rules" �(l)(iii), communication reasonably calculated to result in the procurement, etc. of a proxy.  This is really more of a general announcement than a solicitation; the meeting is still three months away.  Note that the deregulation applies only to people not associated with the registrant -- so Studebaker Corp. v. Gittlin� XE "Studebaker Corp. v. Gittlin" �’s definition of proxy solicitations is made to apply only to people associated with the company -- other people’s statements are unregulated.



(II)(1)(a)  Did the proxy statement violate Rule 14a=9� XE "SEA (1934) Rules:14a-9 --False or Misleading Statements" � -- yes.  This is basically Smith v. Van Gorkom.  As P’s attorney you argue that the decision making process was not explained sufficiently, and that shareholders were misled by the term “judgment” to believe that due care had been taken.   The anti-trust violations were not sufficiently disclosed. Gramm v. Allise Chambers  What about environmental problems?  The amount, $500,000 is immaterial in a co. with sales of $550M/yr.  Some cts say deceptive conduct by high-level mgmt is in itself material, but in general cts say you need financial materiality.



(b)  How do you rephrase the statements?  Eliminate “judgment.”  Describe the process in more detail.  Mention that the board of directors is well-seasoned, etc. The best thing to do is to tell the shareholders everything.  They go along with mgmt anyway.



(2)(a)  Does Rogers have a federal claim?  Yes.  Cite Mills v. Electric Auto Lite Co.� XE "Mills v. Electric Auto-Lite Co." �, etc.  

(b)  In what capacity?  Derivative or direct?  Derivative, more likely -- because all of the shareholders were affected.  

(c)  In what court?  Under Section 27, federal courts have exclusive jurisdiction.  

(d)  What causation can he show?  The stockholders voted overwhelmingly for approval.  Do his claims concerning price fixing and environmental concerns fail for lack of causation?  Those that existed before the merger will fail. 

(e)  What degree of fault?  Negligence, unless professionals in the 6th circuit.  

(f)  What relief?  realistically, damages.  From whom?  From any negligent defendant.



(3)  Unfairness is not enough.  Disclosure is the focus of the Federal securities law, not fairness.  To consider fairness here would be to federalize all of the state securities laws and there would be no need for breach of fiduciary duty cases.



(4)  What if Meacham owns a majority of the National stock?  You would automatically have an essential link.  But the court plainly rejected the approach in Virginia Bankshares, Inc. v. Sandberg� XE "Virginia Bankshares, Inc. v. Sandberg" �, after he wrote this question.

Shareholder Proposals



Rule 14a=8� XE "SEA (1934) Rules:14a-8 -- Proposals of Security Holders" �.  Proposals of security holders



Allows a shareholder to submit a proposal for the proxy statement, which management must include in its solicitation, unless it has a reason for rejecting the proposal. Generally speaking, 14a=8 provides a modest forum for shareholders to make proposals.  Have to be serious in order to utilize registrants proxy mechanisms.  Requirements:



Rule 14a=8� XE "SEA (1934) Rules:14a-8 -- Proposals of Security Holders" �(a)(1):  Each shareholder must own $1000 share or 1%.

Rule 14a=8� XE "SEA (1934) Rules:14a-8 -- Proposals of Security Holders" �(a)(2):  Have to attend meeting.  In regard to procedural reqs, normally not much disputation.  Pretty clear whether you meet the reqs.

Rule 14a=8� XE "SEA (1934) Rules:14a-8 -- Proposals of Security Holders" �(b)(1):  Can have name deleted to discourage publicity seeking.

Rule 14a=8� XE "SEA (1934) Rules:14a-8 -- Proposals of Security Holders" �(c):  Bases for rejecting shareholder proposals:  (1) state law; (2) proposed violation of law; (3) inconsistency with SEC proxy rules, including 14a=9; (4) relates to personal claim, grievance, or interest of individual shareholder; (5) relates to less than 5% of assets, revenues, and net earnings, and is not otherwise significantly related to the business; etc.



Rauchman v. Mobil Corp.� XE "Rauchman v. Mobil Corp." � (6th Cir. 1984)



Olayan, a Saudi, was up for reelection to Mobil’s (D) BofD at its annual shareholders’ meeting.  Rauchman (P), a shareholder, submitted a proposal for inclusion in D’s proxy statement that the bylaws be amended to prohibit election of a citizen of an OPEC country to Mobil’s board.  D refused to include the proposal under Rule 14a=8� XE "SEA (1934) Rules:14a-8 -- Proposals of Security Holders" �(c)(8), which allows companies to exclude proposals relating to an election to the board.  The SEC agreed with the company and granted D a ‘no-action letter.’  P sued under Section 14(a) and Rule 14a=8.  Summary judgment for D.  Affirmed.



P has a private right of action under this rule, but P’s proposal was properly excluded.  The court gives a private right here to be consistent with J.I. Case Co. v. Borak� XE "J.I. Case Co. v. Borak" � -- which provided a private right of action under Section 14(a) -- but for Rule 14a=9� XE "SEA (1934) Rules:14a-9 --False or Misleading Statements" �.  D properly excluded the proposal, because a shareholder could not both vote for P’s proposal and still vote to elect Olayan to the board, sso the proposal improperly relates to a matter concerning election.  If you want to offer an alternative slate of directors, you have to finance it yourself -- no “bootstrapping” allowed.  Note:  the provision is construed quite liberally -- even if the proposal is just related to the election of an officer in the future, it’s still not allowed.



Lovenheim v. Iroquois Brands� XE "Lovenheim v. Iroquois Brands" � (D.C. 1985; handout)



Lovenheim (P), owner of 200 shares of Iroquois Brands, submitted a proposal for inclusion in the company’s proxy statement calling for an investigation of the procedure of force-feeding geese to produce pat(.  The company refused to include the proposal based on Rule 14a=8� XE "SEA (1934) Rules:14a-8 -- Proposals of Security Holders" �(c)(5), which allows the issuer to omit proposals related to operations accounting for less than 5% of net assets, net earnings, and gross sales, and not otherwise significantly related to the issuer’s business.



P contends that although pat( sales are far less than 5%, they are significantly related to the business because they have ‘ethical or social significance.’  The Court noted that before 1983, the rule did not include the word otherwise.  Thus, it seems clear that the phrase “significantly related” is not limited to economic significance.  P’s request for a preliminary injunction is granted.



Note the purpose is to provide a middle ground.  Directors can’t be sued for not mentioning geese stuffing in the annual report, since it has no material economic effect.  But they can’t exclude a shareholder proposal relating to it, since it does significantly relate to the company’s business.  



Procedure under Rule 14a=8� XE "SEA (1934) Rules:14a-8 -- Proposals of Security Holders" �: Shareholders propose inclusion and if the registrant accedes, then there is no controversy.  However, the registrant may request a “no-action” letter.  The registrant states that it proposes to exclude the proposal and gives its reason why.  Then the Commission either grants the request or denies it.  Proponent can still sue for injunctive relief - that proxy will not be distributed without the included proposal.  Most interesting cases come up in Dist Ct.  Registrant can also sue for injunctive relief.



Effect of these proposals:  Until recently, there were very few tangible effects.  Social and political proposals normally didn’t pass.  But registrant may give a commitment of tangible action that satisfies proponent, but doesn’t fulfill the entire proposal.  Institutional investors traditionally been involved only in managerial proposals, not social or political.  This has been changing, so the significance of these proposals is on the rise.



Problem 15



Shareholder proposal to change the by-laws to add a provision regarding closing of plants.

Eligibility:  $1500 worth of stock

May UMC management exclude the proposal from the proxy statement under Rule 14a=8� XE "SEA (1934) Rules:14a-8 -- Proposals of Security Holders" �(c)?  



Don’t shareholders have the right to amend by-laws?  Does this have to be included regardless of the 14a=8(c) exceptions?  Some courts say that shareholders have an inherent rt to amend by-laws, so they have to include it regardless of subject matter.  Other courts say that merely casting it in the form of a bylaw amendment does not make it required for inclusion.  In that case, look at the exceptions:



14a=8(c)(1):  “Not a proper subject for action by security holders.”  To get around this, the shareholder should put the proposal in the form of a recommendation -- the holding from Auer v. Dressel:  A proposal otherwise violative of directoral control (McQuade v. Stoneham� XE "McQuade v. Stoneham" �) is ok if in the form of a recommendation.



14a=8(c)(3):  Contrary to any of the Commission’s proxy rules and regulations under 14a=9 (false and misleading statements)?  The statement about the company’s “disregard for its workers” may be false and misleading.  If P’s remove this statement, it will probably fly.  The SEC allows amendments.



14a=8(c)(5):  Not related to a proposal that is economically significant, as in Lovenheim v. Iroquois Brands� XE "Lovenheim v. Iroquois Brands" �.  But here, the impact may be otherwise significantly related to the registrant’s business.  Downsizing has become a public policy topic.  This shows the co.’s direct involvement in downsizing.



14a=8(c)(7):  Related to “ordinary business operations.”  Is shutting down plants an ordinary operation?  Hope not.  If it can be shut down without involvement of BofD (under a set policy, for instance), then it would be an ordinary operation.



So, the answer for the proponent:  either make it a bylaw if the court will accept it, otherwise make it a recommendation, which gets it past 14a=8(c)(1).



(B)  

Must they include an amendment to the bylaws that the BofD shall recommend annually to the stockholders the selection of the Corporate General Counsel, which shall become effective upon ratification?  No.  14a=8(c)(1) should eliminate it under the rule of McQuade v. Stoneham� XE "McQuade v. Stoneham" � because it relates to raticifaction, not a shareholder power in this instance.  Again, could be solved by making it a recommendation.  Note:  Amendments regarding CPA’s, on the other hand, are the shareholder’s responsibility, and so must be included.



(C)  The employees’ union wants to elect its president to the board.  They want to use the company’s proxy materials to solicit votes.  No, cite Rauchman v. Mobil Corp.� XE "Rauchman v. Mobil Corp." �, Rule 14a=8� XE "SEA (1934) Rules:14a-8 -- Proposals of Security Holders" �(c)(8).



Note:  It’s hard to do a cost-benefit analysis of shareholder proposals since most don’t pass, and the corporations implement them into their own proposals in a lesser, but satisfactory form.  The larger the enterprise, the greater the proponsity for shareholder initiative -- very little in threshold-public corporations.

Communicating with shareholders



Rule 14a-7  Obligations of registrants to provide a list of, or mail soliciting material to, security holders



Upon request by shareholders, the registrant must provide a list of security holders, or mail the soliciting material at the proponent’s expense.  The proponent has to provide an affidavit that the information will only be used for solicitation purposes, and will not be disclosed, and must reimburse the registrant for reasonable expenses.  Note that it is always more expensive when the registrant mails them out, because “reasonable” does not mean “cheap.”  As a result, there is very little activity under the registrant mail-out provision, because getting the list is expensive, since you usually still have to find the beneficial owners, and having the company mail it is also expensive, since it’s a “reasonable” standard.



Practical note:  probably better for the company to mail it itself.  The shareholder can also seek this remedy under state statutory and common law.  This can be useful in closely held and thinly held public corporations.  Another smart alternative is to investigate the published holdings of large institutional investors in order to avoid alerting the corporation to your activities.

Corporate Books and Records



MBCA Chapter 16 provides guidelines for corporate books and records issues, some very novel compared to older statutes.  This is an area where some states have deviated from the MBCA and written their own provisions. 



MBCA §16.01� XE "MBCA:16.01 -- Corporate Records" �(a) requires a corporation to keep a minimum set of core documents as the permanent records of the corporation.  

16.01(e) requires every corporation to keep a copy of specified documents which must be routinely available to any shareholder during business hours under MBCA §16.02� XE "MBCA:16.02 -- Inspection by Shareholders" �(a) so long as in good faith and for a proper purpose, described with reasonable particularity, and for records directly connected with her purpose -- 16.02(c).

16.01(b) requires maintainance of “appropriate accounting records” -- note that this only means keeping current records, not permanent records.  Also, “appropriate” means records adequate to prepare financial statements which fairly present the financial position and transactions of the corpration.

16.01(c) requires corporations to maintain a “record” of their shareholders -- but only the record holders, not the beneficial owners.

MBCA §16.04� XE "MBCA:16.04 -- Court-Ordered Inspection" �(d) -- if the court orders inspection, it can impose reasonable restrictions on the use.

MBCA §16.20� XE "MBCA:16.20 -- Financial Statements for Shareholders" � requires large corporations with professionally prepared financial statements to distribute those statements to shareholders.  It only affects non-public corporations since public corporations are required to do this by the SEC.  It does not require GAAP, but it does require consistency with preparation of corporate statements.  Some jurisdictions have deleted this requirement when adopting the MBCA.

MBCA §16.22� XE "MBCA:16.22 -- Annual Report for Sec. of State" � requires annual reports to be filed with the secretary of state.

MBCA §16.21� XE "MBCA:16.21 -- Other Reports to Shareholders" � specifically requires disclosure to shareholders about (a) indemnification or advancement of expenses to directors and (b) issuance of shares for promissory notes or for future services.



BBC Acquisition v. Durr Fillauer Medical� XE "BBC Acquisition v. Durr-Fillauer Medical" � (Del. 1992)



Durr-Fillauer Medical (D) entered into an agreement with Cardinal to merge; Bergen Brunswig Corporation, in the same business as D, formed a wholly owned subsidiary, BBC Acquisition (P), to buy 100 shares of D stock.  P then made a $26 tender offer for D shares, which exceeded the Cardinal offer.  P also sued D’s directors for breaching their fiduciary duties by preferring Cardinal, making a formal demand to inspect D’s shareholder list and other records, including those given to Cardinal and confidential records about D’s business.



P indicated that the purpose of seeking these records was to communicate with D shareholders and solicit proxies, and to value the D shares it owned.  D delivered everything but the confidential material it had given Cardinal.  Cardinal increased its offer.  P sued, demanding the information so it could determine what to do with its offer.



Issue:  Is seeking confidential information for the purpose of determining a tender offer price a proper purpose?  Held:  No.   Del. Code §220 says that a shareholder may inspect corporate books and record if a proper purpose is shown, but the shareholder has the burden of showing a proper purpose.  P’s real purpose was to value D to determine its offering price.  If the real purpose was to determine the value of its shares, it would be a proper purpose.  Doesn’t matter that secondary purpose was proper.



n1  An unfettered right of inspection would allow the purchase of a small stake to give any competitor free access.  We have to balance the value and confidentiality of corporate records against the ownership interest of shareholders.  For small share holdings, the shareholder’s stake is minimal, while the risk to the corporation is great.  



Remember Studebaker Corp. v. Gittlin� XE "Studebaker Corp. v. Gittlin" �?  The shareholders were trying to get together 5% of the shares to satisfy a statutory modification requiring a 5% interest as well as a proper purpose.  Shareholders rights are quite limited because of the risk; Most states allow inspection if you meet a threshold stake in the corporation, showing “seriousness of purpose.”



n2  A proper purpose is to value your shares - this really only works in closely-held corps.  In public corps, market price is the value.  Same thing with communication.



n6  Often the req’d SEC info is simply not enough to decide whether you want to buy a corp or even to value shares.



Parsons v. Jefferson Pilot Corp.� XE "Parsons v. Jefferson-Pilot Corp." � (NC 1993)



Louise Parsons (P) owned 300,000 shares of Jefferson (D) stock.  She requested a list of stock beneficial owners (“NOBO”, or “non-objecting beneficial owner” list) and access to accounting records to look for mismanagement.  D didn’t have a list of beneficial owners, and refused both requests.  P asked for records of compensation to officers, board members, and their families.  D again refused.  P sought a preliminary injunction.  The trial court made them let P inspect records of board and shareholder actions, but nothing else.  The appellate court reversed and remanded to see if the records were ‘directly related’ to P’s purpose.



MBCA §16.02� XE "MBCA:16.02 -- Inspection by Shareholders" �(a):  A shareholder can inspect the records listed in MBCA §16.01� XE "MBCA:16.01 -- Corporate Records" �(e).  Must satisfy 16.02(c) to inspect records in 16.02(b), and must pay under MBCA §16.03� XE "MBCA:16.03 -- Scope of Inspection Right" �.



MBCA §16.04� XE "MBCA:16.04 -- Court-Ordered Inspection" �(d):  The court can impose restrictions on the use of records if it orders inspection (like discovery requests).  



Issues:  (1)  Do common law shareholder inspection rights still exist when NC has enacted a statute covering them?  Held:  Yes.  The statute allows that courts may decide to compel production of corporate records.  This is read to mean that common law shareholder rights are still in place.  Thus, shareholders may make reasonable inspections of accounting records of public corporations for proper purposes.



(2)  The only reason D doesn’t have to give them a list of beneficial owners is because it does not have such a list.  If it had such a list, it would have to give it to shareholders with a proper purpose.



Relationship to common law and codification:  codification was supposed to cut down amount of litigation, by explicitly stating what inspection rights are guaranteed.  If you have to litigate for 3 years, there is effectively no inspection right.  Common law still has to handle nonroutine requests.  Here, there was no attempt to pre-empt the common law.



So, the big holding here:  There is no right to request records which the corporation doesn’t have.



Note:  After this case, they changed the law to specifically revoke all common law rights of inspection.



What about directors’ rights to inspection? Common law holds that directors have broad rights to inspection.  That’s why people want cumulative voting - direct access through a director.  It’s generally true then that a shareholder must show a proper purpose.  In regard to a director, the corp has the burden of showing that it is an improper purpose.  ALI §3.03 says that director has right to inspect almost anything.

Fundamental Changes:  Mergers, Recap’s, and Charter Amendments



Bove v. Community Hotel Corp. of Newport, Rhode Island� XE "Bove v. Community Hotel Corp. of Newport, Rhode Island" � (RI 1969)



Community Hotel Corp. (D)  had common and preferred shares outstanding.  Dividends on the preferred were accrued and unpaid for 24 years.  D formed a new corporation to merge with itself, so that it could retire the preferred shares.  A two-thirds shareholder vote of each class was required.  To do it directly would require a unanimous vote.  A preferred shareholder sued to enjoin the merger.



Issue:  Can a corporation use a merger to do things it can’t do by amendment of the articles?  Held:  Yes.  D wins.  You can merge so long as you don’t violate state law.  The purpose of the merger is irrelevant.  It is not ‘unfair’ per se considering the fact that the shareholders have appraisal rights and got to vote on the issue.  The issue of whether accrued dividends can be canceled is another issue.  



The court cites Trustees of Dartmouth College v. Woodward� XE "Trustees of Dartmouth College v. Woodward" �, where the corporate charter was considered a contract, and J. Story recommended that legislatures reserve as a part of the corporate charter the right of amendment or repeal... and since we have statutes like MBCA §1.02� XE "MBCA:1.02 -- Reservation of Power to Amend or Repeal" � (reservation of power to amend or repeal), that means that the court could rescind this transaction.  Why does this argument fail? 



Because of the “equal dignity rule” from Humphrys v. Winous� XE "Humphrys v. Winous" � -- you can’t argue that applying one statutory provision undercuts another -- that’s a legislative decision.  The court won’t exercise its authority in equity here because there is no unfairness to fix.  The preferred shareholders ended up with 91% of the equity of the venture -- this is an improvement in their situation.  Also remember that courts like ongoing businesses.



MBCA §10.01� XE "MBCA:10.01 -- Authority to Amend" �(b) says a shareholder does not have a vesed property right.  In this state, you could only amend A of I if there was a unanimous vote of preferred shareholders.



MBCA §1.02� XE "MBCA:1.02 -- Reservation of Power to Amend or Repeal" � reservation of power to amend or repeal by state legislature solves this problem



Farris v. Glen Alden Corp.� XE "Farris v. Glen Alden Corp." � (PA 1958)



A dissenting shareholder (P) of Glen Alden (D), a coal company, sued for the right to have his shares appraised and purchased for cash in a merger.  A reorganization agreement called for D to issue its shares to purchase the assets of List, a holding company, which was larger and would control the board.  List’s shareholders would own 75% of the stock of the combined companies.  State law permits dissenting shareholders in a merger to have the buying corporation pay cash for their shares.



Issue:  Is a reorganization plan really a “de facto” merger, making the state merger statutes apply?  Held:  Yes.  The test for a merger is whether the combination “fundamentally changes the corporate character” so that P’s interest is really in a different corporation.  This transaction is a merger -- (1) board control changes, (2) stock majority ownership changes; and (3) book value would be diluted.  



Practical note:  D was trying to effect a merger without having to spend cash -- if they call it a merger, dissenting shareholders can appraise and sell for cash to the company, so they could cause a cash drain.  Note also that this was unusual in that the small company was buying the large one, and so the “sale of all or substantially all” of List’s assets, so dissenting shareholders of List could get cash, but not the Glen Alden assets.



If this is a merger, there are dissenter’s rights to deal with.  Dissenters have the right to the fair value of their shares in cash.  D’s didn’t want to deal with them so they tried another route.  Here, there is a statute that, D’s claim, is supposed to abridge the rights of dissenters unless the merger follows statutory prescriptions.  Ct says that might be the committee’s intent, but not the legislative intent.  Also, this case involved a smaller company swallowing up a larger company.  So can’t use a sale of essentially all of the assets because that give dissenter’s rights too.



Look at results:  shareholders now own part of a company entirely different than the one they had originally bought.  Their shares are greatly diminished in value.  Effect is of a merger.



After this case, the PA legislature amended the statutes to eliminate this doctrine.  It remains controversial but unliked.



Hariton v. Arco Electronics, Inc.� XE "Hariton v. Arco Electronics, Inc." � (Del. 1963; handout)



P, a stockholder of Arco Electronics, challenged the validity of a purchase by Loral Electronics, a NY corporation, of Arco’s assets.  The court upholds the reorganization plan involving a two-step transaction:

	1)  A sells assets to B in exchange for common stock of B

	2)  A dissolves, distributes common stock of B to its shareholders



P asserts that the transaction was a de facto merger and is unlawful since Arco did not comply with the merger provisions of Delaware law.  Prior to the merger, Arco was a wholesale distributor of parts for electronic equipment.  Loral was an R&D company developing electronic equipment.  Loral was much bigger than Arco.  The agreement was unanimously passed.  P says this was a merger; D says it was a sale of assets.



There is a possibility of overlap between the merger statute and the sale of assets statute.  Heilbrunn held that the doctrine of de facto merger has been recognized in Delaware.  In earlier cases, however, the doctrine was applied in situations where the sale of assets statute was not complied with.  The court will defer to the legislaure’s decisions in this area.  Since the transaction satisfied the sale of assets section, the merger section need not be considered.



Carson’s summary:  Delaware law says shareholders have no dissent and appraisal rights in sale of assets cases.  This is a sale of assets case -- they complied strictly and literally with the sale of assets statute.  While it may also be a merger, even if it were the stockholders still will not have the rights.  The de facto merger doctrine is not preferred in corporate law.  E.g. the 3rd circuit in Terry v. Penn Central Railroad has said that it may still use the doctrine in limited cases, despite the clear legislative intent that it not be applied.



Another factor was that the diminution in values is much less than in Farris v. Glen Alden Corp.� XE "Farris v. Glen Alden Corp." �.  No self-interested dealings - no control by proponent of target before the transaction.  Modern shareholder of the publicly held corp is not as concerned with product identity as he is with return on investment.  Today, a portfolio may be interested in product identity, but not at the time of this case.



Note: Why do they want to buy assets, not shares?  So they don’t have to take the liabilities as well.  Also, they get out of leases, contracts, etc. Continuation of business doctrine and other doctrines have thrust liability on purchasers afterwards though.  One area in which the de facto merger doctrine is regularly applied is successor liability.  MBCA §14.07� XE "MBCA:14.03-14.07 -- Mechanics of Dissolution" � attempts to address this problem by broadening the right to proceed against the shareholders of the disappearing corp receiving liquidated distributions, but doesn’t address the issue directly.  It sets a limit of five years after notice of dissolution is given.  

Transactions in Shares

Introduction:  The Approach of State Courts



Common law fraud:	1)affirmative representation

			2)of a material fact

			3)scienter

			4)reliance

			5)damages



Goodwin v. Agassiz� XE "Goodwin v. Agassiz" � (Mass. 1933) -- no fiduciary duty to stockholder in certain situations



D  (a director) bought P’s stock after hearing of a geologist’s theory that he planned to have the company test on company property without disclosure.   P sued D for rescission of the sale.



Issue:  Is it a breach of the director’s fiduciary duty to intentionally not disclose material facts concerning the company to a shareholder from whom the director is buying stock? Held:  No.  P loses.  Since the transaction was impersonal, on an exchange, with merely technical privity and no relation or personal connection, no duty to the shareholder existed.  Since D only hoped for improvement, it’s not fraud and there’s no duty of disclosure.



Compare to common law: 

no affirmative material fact (federal law has expanded this to include any material information or an omission.

Strong v. Repide� XE "Strong v. Repide" � -- a majority shareholder purchased P’s stock while conducting negotiations to sell corporate property.  Majority shareholder loses b/c he took steps to hide his real identity and the actual fact concerning a probability of an immediate sale.

Hotchkiss v. Fisher� XE "Hotchkiss v. Fisher" �, P, a widow, relied on conversations with the CEO, who then bought her shares at a very low price. He loses b/c he has a fiduciary duty to her -- special facts and circumstances:  widow who is financially unsophisticated, reliance on unhelpful advice, and a windfall.

Practical note:  this shows that concepts of fiduciary duty are not as refined in traditional state common law as they are in modern federal law.



Diamond v. Oreamuno� XE "Diamond v. Oreamuno" � (NY 1969) -- minority view -- allows shareholders to sue derivatively for insider trading



Officers knew that profits were going to be cut and price of stock would drop.  They sold theirs before the drop.



Issue:  When fiduciaries use material inside information to deal in the corporation’s stock, may the corporation recover for any profit made?  Held:  Yes.  P wins, even if no damage can be shown to the corporation, because the deterrent effect is the key.



This could be dangerous.  The decision is criticized because it is based on a Restatement provision intended to prevent directors from taking advantage of corporate opportunities, and on Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b) of the 1934 Act� XE "SEA (1934)" �, which is (1) not state law and (2) only supposed to apply to both a purchase and a sale within 60 days (this was just a sale).  Most other jurisdictions have not followed this lead -- they require material harm to be shown.

Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" �:  The Basic Federal Antifraud Provision



1934 Act� XE "SEA (1934)" �, Section 10(b) and Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" �: Employment of Manipulative and Deceptive Devices:  It is illegal to use interstate commerce to use any manipulative or deceptive device in contravention of the rules supporting this section.  The most heavily litigated provision of the Act.  The rule applies to every transaction in securities, even if companies are not registered, unlike Rule 14a=9� XE "SEA (1934) Rules:14a-9 --False or Misleading Statements" �, which only applies to certain types of transactions.



Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � is a favorite of the plaintiffs’ bar because it allows federal procedural benefits: nationwide service of process, liberal venue provisions, generous discovery rules, pendent jurisdiction of state claims, no need to post a bond, and possibly more sympathetic judges and juries.



Cases have held that there is a short statute of limitations (Lampf, Pleva, Likind, et al v. Gilbertson� XE "Lampf, Pleva, Likind, et al v. Gilbertson" �) and there is a need of proof of scienter (Ernst & Ernst v. Hochfelder� XE "Ernst & Ernst v. Hochfelder" �).  Exemplary damages are also not available.



Blue Chip Stamps v. Manor Drug Stores� XE "Blue Chip Stamps v. Manor Drug Stores" � (1975) -- rule applies only to fraudulent inducement, not deterrence



Manor (P) did not buy from Blue Chip (D) based on a negative prospectus.  P sued under Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" �, saying that the prospectus was overly negative and because of his reliance on it, he didn’t buy.



Issue:  Does Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � apply to people discouraged by statement from purchasing the stock?  



Held:  No, because the rule says “purchase or sell.”  The company was overly pessimistic in its prospectus because it was about to have to share its profits with shareholders under an antitrust decision.  Rehnquist reads the statute expressly.  This is the Burger and Rehnquist hostility to the previous liberal interpretation of the Federal Acts.  Remember Virginia Bankshares, Inc. v. Sandberg� XE "Virginia Bankshares, Inc. v. Sandberg" � where the directors’ reasons and opinions were found to be enough for liability?  This is the opposite.  This opinion is important not only for its holding but also for the Court’s modern hostility toward liberal interpretations of the Acts.



Ernst & Ernst v. Hochfelder� XE "Ernst & Ernst v. Hochfelder" � (1976) -- scienter / intentional conduct  required for liability under Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" �



D, an accounting firm, audited a small securities firm and prepared its statements to the SEC and the Midwestern Stock Exchange.  The firm’s president embezzled money given to him by customers (P’s).  P’s charged that D was negligent in its audit for not discovering the fraud.  



Issue:  Does Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � apply when D is negligent and thus aids the perpetration of fraud?  



Held:  No.  Intentional, affirmative act required.  This is a narrow reading of Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � -- it seems to focus on effects, not intent.  But this is the conservative Burger court, and they note that Section 10(b), enacted by Congress, is narrower than Rule 10b=5, written by the Commission, and therefore the rule must be limited to the scope of the authorizing statute. 



Dissent (Blackmun, Brennan) -- the statute is supposed to prevent the harm, not deter the act.  Shareholders can be victimized as easily by negligent conduct as by positive intent.



Note:  some lower cts have found D’s liable under Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � on the basis of reckless conduct.  Also, this case did not answer whether scienter should be req’d in SEC enforcement actions seeking injunctive relief.  Aaron v. SEC� XE "Aaron v. SEC" � (1980) answered the question in the affirmative.



n2  This case didn’t discourage litigation much -- now you just allege scienter.  But Central Bank of Denver� XE "Central Bank of Denver" � (1993) has been a big impediment to the plaintiff’s bar.  The court reversed 40 years of cases where aiding and abetting fraud was a violation you could sue for under Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" �.  After this, only the direct perpetrator can be held liable.  So, P’s in private actions must now allege direct responsibility and scienter (for SEC actions, the Securities Reform Act of 1995� XE "Securities Reform Act of 1995" � restored aiding and abetting as a premise for SEC action only, not a private right of action, and made recklessness sufficient, except for an outside director, who must meet a higher level).



Santa Fe Indus., Inc. v. Green� XE "Santa Fe Indus., Inc. v. Green" � (1977) -- Compliance with state law can satisfy fiduciary duty



Santa Fe Industries (D) owned more than 90% of the outstanding stock of a subsidiary and, desiring to eliminate the minority shareholders, used a Delaware short-form merger statute (based on MBCA §11.04� XE "MBCA:11.04 -- Merger of Subsidiary" �) that allowed a corporation holding more than 90% of the stock of a subsidiary to merge it into the parent, paying cash to the minority shareholders, and giving only a remedy of appraisal to those shareholders.  (This is to avoid the Sinclair Oil Corp. v. Levien� XE "Sinclair Oil Corp. v. Levien" � problem, where the tiny minority makes trouble at every turn.)  Shareholders (P) sued to enjoin the merger for violation of Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" �.  They claimed that Rule 10b=5 was breached because (1) there was no business purpose except to freeze out the minority and (2) the price was grossly inadequate.



Issue:  Does Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � provide a remedy for breach of fiduciary duty even when there is full disclosure, no misrepresentations, and state law permits the transaction?  



Held:  No.  P loses.  Again, the point of these rules is full and truthful disclosure.  Plus, the investors had an adequate remedy (appraisal) for both of their claims).   Federal laws are meant only to cover disclosure and misrepresentations, not mismanagement (a state law area).  Note that if the court considered the available state law remedies inadequate, Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � might still apply.  After this case P’s must show a material misrepresetation or omission of fact.



This case was criticized as too pro-corporation (remember Cary’s article about the “Race to the Bottom”, where states try to reduce their laws to the minimum to attract corporations to their states), but in Weinberger v. UOP, Inc.� XE "Weinberger v. UOP, Inc." �, the Delaware court showed that they would try to balance shareholder rights against corporate rights, settling the criticism once and for all.



Basic Inc. v. Levinson� XE "Basic Inc. v. Levinson" � (1988)



Basic began merger discussions with Combustion Engineering in 1976.  During 1977 and 1978, Basic deined repeatedly that it was in merger negotiations.  P’s, shareholders who sold after its denials but before the merger was finally announced, sued under Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" �.



The district court presumed reliance by the shareholders under a “fraud on the market” theory.  The court granted summary judgment for D’s because the announcements was true in that no negotiations were going on, and later that the negotiations were not reasonably certain to become a merger agreement.  The appellate court reversed and remanded, saying preliminary negotiations could be material.



Issues:  



(1)  Is the standard for deciding whether negotiations have to be disclosed a materiality standard under Rule 10b=5?  Yes.  The TSC Indus. Inc. v. Northway, Inc.� XE "TSC Indus. Inc. v. Northway, Inc." � test for Rule 14a=9� XE "SEA (1934) Rules:14a-9 --False or Misleading Statements" � is used:  a fact is material if there is substantial likelihood that a shareholder would consider it important.  The probability that the merger will occur and the magnitude of the event are examined.  All circumstances must be considered -- there’s no bright-line rule.  



The traditional choices for standards of announcing here were either:  (a) if you have an “agreement in principle”, you have to announce, or (b) if you deny it, any information about ongoing acquisition discussions becomes material.  The court rejected both of those standards, and chose a test which balances the probability of reaching an agreement and the significance of that agreement in order to determine materiality.



(2)  Is a rebuttable presumption of reliance appropriate on the basis of a “fraud on the market”?  Yes.  The court believes the market price incorporates all publicly available information (the “semi-strong” version of the efficient market hypothesis).  Therefore, when a plaintiff relies on the price, she relies on all available information, and therefore can be presumed by the court to have relied on the statement.  



Presumption of reliance is necessary because direct proof of reliance is hard and would virtually eliminate the possibility of a shareholder class action.  Note:  If the “semi-strong” version were true, brokers would be out of  a job.  The “strong” hypothesis is that all material information is reflected in the price.  The “weak” hypothesis is the random walk theory.



The presumption of reliance allocates the burden of proof to D’s in situations where P’s have relied on the integrity of the market (that the price was an accurate reflection of the stock’s value) -- which Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � is supposed to protect.  D’s could rebut the presumption by showing that the misrepresentation / omission did not distort market price (e.g., the market makers knew the real facts anyway) or that individual P’s knew D’s were probably misrepresenting the status of negotiations.



Dissent:  The “fraud on the market” theory should not be applied here; it’s an economic doctrine, not a fraud doctrine.  If Congress wants it in there, they’ll do it.  Congress also specifically rejected a price-based provision and chose a specific reliance requirement for  a reason.  Also, it goes against the fundamental policy of disclosure, where investors help themselves.  P’s made money here.  And some P’s disbelieved the company’s statement and actually bought in during that time, and made money. 

Insider Trading



Introduction:  



Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � was not developed with the idea of deterring insider trading, but over the years that has become its primary focus.  It was held to be an appropriate basis for a private suit in Kardon v. National Gypsum Co.� XE "Kardon v. National Gypsum Co." � (1947).  



The first case to suggest that insider trading in public markets might be covered by Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � was In the Matter of Cady, Roberts, & Co.� XE "In the Matter of Cady, Roberts, & Co." � (1961).  SEC Chairman Cary (the same Cary that made the phrase “race to the bottom” famous in the Pennsylvania Law Review) broadly stated that insider trading is covered.  The company was an integrated financial investment firm -- put together prospectuses and managed investment accounts.  While working on an account, the manager discovered some negative info about the client.  Mentioned this to another employee and they ended up dumping the stock of all the rest of the firm’s clients.  Violation of Rule 10b=5.



Liability for insider trading is based on:

1)	The existence of a relationship giving access to information intended to be available only for a corporate purpose and not for the personal benefit of anyone; and

2)	The inherent unfairness involved where a party takes advantage of such info knowing it is unavailable to those with whom he is dealing.



The argument against regulating insider trading -- let the market, not the government, punish the inside traders.



Carlton & Fischel, The Regulation of Insider Trading (1983):  



Seems to say that insider trading is good.  The share price will move closer to what it would be if information were disclosed when insiders trade.  Therefore, the price is right and companies don’t have to make public announcements.  They won’t be liable for suits if the info turns out to be false.  Other arguments against insider trading is that it is unfair and immoral.  But why?  They claim it’s not, because it’s efficient.  It gives shareholders property rights in valuable information.



To the extent that insider trading is bad, let the market reflect that.  Investors will avoid companies that allow it if they really don’t like it.  Let those in the know decide how bad it is, not the govt.  And isn’t it better to have the info disclosed in any manner asap?  Just watch the trading to determine whether info is good or bad?



Some think the ability to trade on inside info is extra compensation to insiders.



Regulation Under Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" �:



SEC v. Texas Gulf Sulphur Co.� XE "SEC v. Texas Gulf Sulphur Co." � (2nd Cir. 1968)



This is the first great decisional case. There are problems with applying state law because no liability for omissions unless special circumstances:  but there would never be special circumstances between these types of actors.

 

Following a discovery of potential copper, zinc, and silver deposits but prior to full disclosure of the discovery, several TGS employees bought stock.  P brought an action against those employees for insider trading and against TGS for a misleading press release.  Tippees who bought TGS stock were also joined as Ds.



Issues:  (1)  Is it a violation of Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � for officers, directors, and employees, knowing material undisclosed information, to purchase securities or receive options to purchase securities prior to disclosure?  Held:  Yes.  Those who have access to inside information cannot take advantage of such information knowing that it is unavailable to those she’s dealing with. The information must be extraordinary in nature and must be reasonably certain to have a substantial effect on the market price.  Look at probability and magnitude -- Basic Inc. v. Levinson� XE "Basic Inc. v. Levinson" �.



(2)  Can you hold the tipsters liable?  Yes.  Anyone who uses inside information “in connection with” a purchase or sale is liable.  They doen’t even have to be involved in the transaction.



(3)  Is the misleading press release a violation?  Probably.  Management has to show that it was diligent in ascertaining that the information was the whole truth, and that it was disseminated in good faith.  The court remands to the trial court to determine if the release was misleading and if so, whether the company violated the required standard of care in issuing it.  



Negligent insider conduct is sufficient for liability, but good faith is a defense.  Note:  scienter requirement was added later, in Ernst & Ernst v. Hochfelder� XE "Ernst & Ernst v. Hochfelder" �, so not as bad as it sounds.



Note:  There are other rules which can get people for this type of activity -- but no express provision for a private right of action under them, and the Supreme Court’s not gonna imply one.  So the SEC can get you for violating, for example, stock exchange rules, but a shareholder can’t.



Note:  the question of tippee liability was not reached, but tippers were held liable for the profits made by the tippees.  Later cases recognized that full “disgorgement” or restitution may be sought from tippees as well as from insiders themselves.  But you have to show scienter for each and every D.



One suggestion that would allow insiders to have a stake in the company but avoids the problem of insider trading is a periodic investment program.   This would set up a timetable for buying stocks not based on disclosure.



Chiarella v. US� XE "Chiarella v. US" � (1980)



An employee of a printer of financials which was printing corporate takeover bids was convicted under Section 10(b) based on his purchasing of stock in target companies without informing their shareholders of his knowledge and then selling them at a profit.



Issue:  Does a person who learns inside information from confidential documents violate Section 10(b) if he fails to disclose the information prior to making trades?  Held:  No.  He was under no duty to speak because he was not in a fiduciary relationship with the shareholders of the corporation.  He dealt with shareholders only through impersonal market transactions.  The duty arises from the relationship between the parties, not from ability to acquire information.  (Sounds like bullshit to me.)



Dissent (Blackmun) -- there should be parity of information between buyer and seller.  The majority rejected this idea as not in Section 10(b).  Blackmun says to ignore the common law principles and merely read the statute.  But the majority still believes that the principles for application of Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � must be rooted in the common law.



Dissent (Burger) -- Anyone who misappropriates inside information has an absolute duty to either disclose it or refrain from trading.  Bad faith is the key.  This opinion -- the origin of the modern misappropriation theory -- has been accepted in several Circuits.  See note 2 below.  The majority is more mindful of the defendant’s rights, and will not uphold his conviction when the jury was not instructed on the matter of “stealing” the information.



n1:  

(a)	Secretary / messenger, employee of seller has a fiduciary duty to company, so loses.

(b)	Conversation overheard in restaurant:  no duty.

(c)	Reporter calling from press conference loses -- has to have reason to believe the information was publicly communicated at the time.

(d)	Subtippee who believes tipper has connections with employees -- inherits duty of tippee -- argue that there’s not scienter but still probably lose.



Note: In the Matter of Cady, Roberts, & Co.� XE "In the Matter of Cady, Roberts, & Co." � rejected the argument that fiduciary duty was a defense -- duty to tell other clients to sell the stock.  Court said no, because they could not be held liable for breach of fiduciary duty to clients since to tell them would subject the brokerage to civil liabilities.



n2:  Rule 14e=3� XE "SEA (1934) Rules:14e-3 -- Tender Offers" � was passed after Chiarella to cover “tender offers” (undefined), imposing a duty of disclosure on any person who trades in securites while in possession of material information acquired directly or indirectly from:

the offering person

the issuer 

officer

director

partner 

employee

any person acting on behalf of the offering person or the issuer



A “tender offer” is not defined, but is analogous to a public sale.  A person may be tried for an insider trading violation based on a breach of fiduciary duty by the trader, regardless of whether the duty runs to the issuer of the securities involved or to other parties.  This theory is called the misappropriation theory.  



All the exchanges have rules about what type disclosure you need to make - but there is no private right of action.  You can’t bootstrap.  But the SEC can go after you for violating exchange rules because they regulate the exchanges.



Carpenter v. US� XE "Carpenter v. US" � (1987) -- Liability for Fraudulent Inducement Without Participation in Transactions



D wrote a  Wall Street Journal column which gave investment reviews and even influenced stock prices.  D engaged in a scheme where he gave stockbrokers advance information about his reviews of stocks, for a net profit of $690,000.  The SEC sued D for violation of Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � and for violation of the mail and wire fraud statutes.



Issues:  

(1)  Does Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � apply?  Yes.  It’s manipulative trading, regardless of what device is used.  

(2)  Do the federal mail and wire fraud statutes apply?  Yes.  They apply to any scheme to deprive another of money or property by means of false pretenses, etc.  



The Ct was evenly divided on the Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � issue and so affirm.  Problem was that the employer was not employed itself by a purchaser or seller. On the facts of Chiarella v. US� XE "Chiarella v. US" �, the misappropiation theory probably would have been affirmed.  The fraud was in connection with a purchase or sale of securities within the meaning of Rule 10b=5, although the Journal was neither a buyer or a seller.  Rule 10b=5 applies to all manipulative trading, whether the info originates from inside or outside the corp.



The Ds’ activities were a scheme to defraud the Journal within the meaning of the mail and wire fraud statutes in that they interfered with the Journal’s right to determine how the intellectual property was to be used.



Comment:  In 1988, Congress amended the mail fraud statute to include a “scheme or artifice to deprive another of the intangible right of honest services.”  Obviously, they wanted to make clear that this sort of scheme would be covered.



Dirks v. SEC� XE "Dirks v. SEC" � (1983) -- Insider tipster liable only if she personally benefits from revealing the information



D, an employee of a broker-dealer specializing in insurance company investments.  He received inside information that a company’s assets were overstated.  D investigated by interviewing company officers and employees, some of whom confirmed the charge.  D told some of his clients, who sold, driving the market price down.  The SEC sued D under Section 17(a) of the 1933 Act� XE "SEA (1933)" � for aiding and abetting his clients.



Issue:  Where the insider is not motivated by personal gain, is a person who got the inside information and passed it on to others in violation of Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" �?  No.  To be an insider, you have to have a fiduciary relationship with the shareholders of the company.  The SEC says that a tippee inherits the fiduciary duty of the insider if she knows of it.  But the court knows this would inhibit market analysts from doing their work.  So, the test is whether the insider will personally benefit, directly or indirectly, from her disclosure.  Since there was no personal benefit, there is no breach.



Dissent (Blackmun):  There is no difference to the shareholders whether the insider had a good or bad purpose.  None of these requirements are found in the acts or regulations.  But this is an exceptional case -- very rare.



Comment:  Outsiders may become fiduciaries of the shareholders when they have entered into a confidential relationship in the conduct of the business of the corporation and are given access to information solely for corporate purposes.



Note:  While the benefit requirement might seem onerous, the SEC has had little problem in finding such a benefit.  Even a benefit relating to a close personal relationship with a woman has qualified.  And you can become a “temporary insider,” which makes you subject to a fiduciary duty.



Insider trading penalties:



Pursuant to the 1934 Act� XE "SEA (1934)" �, recovery is limited by Section 20A� XE "SEA (1934):Section 20A -- Insider Trading" � to the private Ps to the profit or the loss avoided. Section 21A� XE "SEA (1934):Section 21A -- Civil Penalties" � limits penalties imposed by the SEC to three times the amount.  21A(e) is a bounty provision.  21A(b) penalizes the lack of a system to catch insider trading.  Note that your total exposure is to three times the amount.  Private recovery for insider trading is reduced by the amt paid to the co.  That’s why the SEC doesn’t always penalize to the full extent.  Otherwise, private rights of actions would be pointless if there is no recovery.

1934 Act� XE "SEA (1934)" � Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b)



Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(a)  If you are the beneficial owner of 10% of any security registered pursuant to Section §12 or if you are the director or and officer of the issuer of such security, you must file a statement with the SEC of the amt of all equity securities of such issuer that you own within a particular period of time.  You also must submit statements of any changes



Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b)  To prevent the unfair use of info by such a beneficial owner, director, or officer by reason of his relationship to the issuer, any profit realized by him from any purchase and sale, or any sale and purchase within any period of six months is recoverable (with certain exceptions.)  Suit may be instituted at law or in equity by the issuer, or by any owner of security of the issuer in the name and in behalf of the issuer.  Two year statute of limitations.



Compare to Rule 10b=5� XE "SEA (1934) Rules:10b-5 -- Anti-Fraud Provision" � - need scienter, applies to all, don’t need offsetting transaction w/n 6mth period, also look to whom it applies, no requirement of disclosure.



The purpose of this section is appears to prevent manipulation of market prices by insiders, but does not fulfill its stated purpose.   It only applies if you restore your securities to their prior position after the info becomes public.  Most insiders are willing to permanently change the size of their investment to take advantage of inside info.



It is very easy to file a suit since the reports are publicly available, you get atty’s fees and finding a P is so easy - they don’t even have to be a shareholder at the time of the transaction and only have to own one share.  (Recovery is by the corporation subject only to atty’s fees.)  In determining profits, use the lowest price in, the highest price out within 6 mths.  This is punitive in nature - Ds, nightmare.



Several changes have been made to reduce areas of uncertainty about the application of Section 16(b):

a)	def of officers now only includes:  president, principal financial officer, principal accounting officer, any VP in charge of a principal business unit, division, or funcion, and other personas performing policy-making functions for the issuer.

b)	def of beneficial owner and equity security are made more objective defining direct and indirect pecuniary interest, but excluding ownership of derivatives such as options or warrants.

c)	the treatment of derivative securities are treated differently:  the acquisition of a derivative is a Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b) purchase, but the exercise of an option is not.

d)	purchases or sales made before a person becomes an officer or director need not be reported.

e)	an 18 mth transition period was provided to permit employers to bring their plans into compliance.



Jammies Int’l, Inc v. Lazarus� XE "Jammies Int’l, Inc v. Lazarus" � (1989)



Lazarus (D) is an officer of Toys R Us.  His wife Kaplan (D) and he signed a prenuptial agreement that stated that she retained her property as private property.  She invested her money, sometimes asking for advice, but didn’t always take it.  She sold some Toy stock against his advice within a six month period when Lazarus bought Toys stock that he had under option.  Jammies (P) owned Toys stock and brought suit for recovery of the profits under Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b) after Toys refused to bring suit.



Issue:  Is the stock of a director’s wife attributed to him for the purposes of Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b) purchases and sales? Not in this case



You have to look at the facts of the situation.  For the ownership of one spouse to be attribuable to the other, there must be some benefit to the insider from the ownership of the securities by the other spouse.  Here, there was no general sharing of expenses.  And the insider spouse must exercise substantial control over the investment decisions of the other spouse.  Lazarus obviously did not.



Gollust v. Mendell� XE "Gollust v. Mendell" � (1991)



P owned stock in Viacom International, Inc.  He alleged that a group operated as a single unit, thus owning more than 10% of  the common stock, and this group violated Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b) by buying and selling International’s stock a a profit in less than 6 mths.  P filed suit in federal district court, but while the suit was pending a merger resulted in P no longer owning International stock.  Ds moved for a dismissal, as the statute required that P be a shareholder.  Now only Viacom owned International stock and it did not wish to pursue the action.



Issue:  May P who properly began a Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b) action, continue to prosecute the action after a merger involving the issuer, resulting in P exchanging the stockholder’s interest in the issuer for stock in the issuer’s new corporate parent? Yes



The statute says that ownership need only be at the time the suit is instituted; it need not be continuous through the trial.  However, P could not divest himself of all financial interest in the outcome of the litigation by selling his interest in the parent’s stock.  The owner of shares of a parent corp which has only one asset, a subsidiary, whose stock was formerly owned by P and was exchanged for parent stock in a merger, has sufficient financial interest to grant standing.  Compare:  only need one share of stock to bring an action.



If there is a situation beyond the D’s control, he will not be liable for those transactions.  Ex.  cash-out merger.



n1  The 10% shareholder rule makes Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b) particulary applicable in takeover situations.  Several decisions have tried to solve the problems.  Foremost Mckesson, Inc v. Provident Sec. Co.� XE "Foremost Mckesson, Inc v. Provident Sec. Co." �  held that the transaction by which a person becomes a 10% shareholder is not itself a purchase that may be matched with subsequent sales.



C.R.A. Realty Corp. v. Fremont General Corp.� XE "C.R.A. Realty Corp. v. Fremont General Corp." � (1993)



McIntyre (D) and his wife formed a trust with more than 10% of the common stock of Fremont General Corp.  D and his wife were the sole beneficiaries and he was the trustee.  They loaned their son $2M and took a demand note with a pledge of 198,187 Fremont shares as security.  The son, after termination of employment at Fremont, sold the Fremont shares at a price of $19.835/share to his parents to pay the debt and for additional cash.  Then the McIntyres sold 70,000 of the Fremont shares for $20.75/share.  CRA demanded that the board recover the profit on this trade, but the board refused.  The dist. ct. granted D summary judgment under an exemption to Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b) for stock acquired in satisfaction of a debt.  Pledged shares that are sold to satisfy a debt obligation are not counted for transactional purpose.  This is only a problem where the shares’ value exceeds that of the debt due to appreciation.  So those that exceed the amount do count as a transaction under 16(b).



Issue:  Should shares not acquired as part of a satisfaction of a debt be a purchase under Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b)?  Yes



Cts have held that some transactions involving purchases and shares are unorthodox and should not involve Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b) purchases or sales, but in those cases the acquisition of the shares was involuntary;  that is not the case here.  D agreed to purchase these shares, when he did not have to in order to satisfy the pre-existing debt.  Those which go beyond the debt obligation are not exempted.  You have to read the exemption narrowly.



Profit is calculated as follows:

Proceeds = 56,694 x 20.75 = $1,176,400.50

Cost = 56,694 x 19.385 = 1,124,525,49

Profit = $51,875.01

The other 13,306 are covered by the debt satisfaction exemption.



So should Section 16� XE "SEA (1934):Section 16 -- Directors, Officers, Stockholders" �(b) be eliminated?  it presumes a scienter even when the change is due to personal circumstances, not insider info.   Law and economics school thinks the provision is great because it keeps in and out transactions from occurring.

Sale of Control



Zetlin v. Hanson Holdings, Inc. � XE "Zetlin v. Hanson Holdings, Inc." � (1979)



It’s OK for controlling shareholder to sell his shares at a premium as long as there is no fraud or looting.  Minority shareholders don’t get to share in the premium.  Burden of proving harm is on objecting shareholders.  A control premium might be appropiate since control gives the shareholder control over the company and allocation of assets.



Debaun v. First W.  Bank and Trust Co.� XE "Debaun v. First W.  Bank and Trust Co." � (1975)



Debaun and Stephens (Ps) owned 30 of the 100 shares in a photo finishing business where they worked.  Upon the death of the founder who held 70 shares, the stock went to a trust administered by First Western (D).  D decided to sell the stock to Mattison who had unsatisfied judgment rendered against it.  Notwithstanding all the info adverse to Mattison that was available to D, D accepted Mattison’s offer to purchase.  In less than one year, the corporation’s net worth of $220,000 was reduced to a net deficit of $200,000.  Ps sued D to recover for breach of its duty to minority shareholders in selling to Mattison.



Issue:  Does a controlling shareholder owe the other shareholders a duty not to sell its controlling interest to an individual who was likely to loot the corp? Yes



D knew of Mattison’s financial liabilities and that Mattison ould not meet his obligations to pay for the corp without using its asets.  A majority shareholder owes a duty to the minority to invesigate an individual and not to sell to him if they reasonably should know he will loot the corp.   There was actual knowledge here - financial report revealed pending litigation, bankruptcies, and tax liens against previous Mattison ventures.



Damages:  amt necessary to restore the negative net worth + value of tangible assets + going business value determined with reference to its future profits reasonably estimated.





So, sale of control at a premium can cause some problems.  The premium must be recouped.  You will have to rune the corp. in a different manner:  more efficient, effective mgmt or looting at expense of minorities.  The responsibility of a selling party does not extend further than checking credit worthiness/history, ability to continue mgmt, and financial wherewithal in regard to the particular venture.  If leveraged buyout, look at analysis from outside individual.



n1 You need a discerning analysis of credit worthiness.  Here, they did get a Dun and Bradstreet report, but didn’t follow up.



n2  This has been criticized as setting too low a standard, so don’t rely on ALI (5.16



n3  DE law is closer to the standard you should rely on:  circumstances would alert a reasonable person to a risk.



Perlman v. Feldmann� XE "Perlman v. Feldmann" � (1955)



Perlmann and other minority shareholders (Ps) brought a derivative shareholder action against Feldmann (D) pres, and chairman of the board and 37% owner, for selling his shares at $20/share (market price was $12/share) to customers of the corp.  After the sale, the directors resigned and the purchasers appointed a new board and gained control of the corp.



Issue:  May the controlling shareholder be held for any “premium” price he receives for a sale of corp control, where the motivation for the acquisition is the purchase of a particular “corporate asset” - here, steel supplies during wartime - for which the premium is paid?  Yes



The director and majority shareholder is in a fiduciary position to the corp and to the minority shareholders.  Here the sale included an element of corp goodwill and thus unusual profit to D that really belonged to all the shareholders.  D has the burden to prove otherwise.  Although this type of action is normally derivative, here Ps can recover individually since, if the corp recovered, those buying the corp and participated in the wrong would share in recovery.  Unusual circumstances play a key role in understanding this decision:  voluntary freeze on price of steel during wartime shortage during Korean War.



Feldmann plan was a way to get around price freeze.  It was essentially an interest-free loan - have to pay a premium by pre-paying to insure a supply of steel.  The end-users didn’t want to have to do this, so they decided to buy the steel co. themselves so that they would have dominion over the deployment of assets.  Minority was obviously upset that the controlling shareholders refused to pursue the Feldmann plan any longer, and the controlling faction could argue that there was no one now who would pay the premium since they themselves had destroyed the market.



Remedy:  remand to determine what the stock was worth w/o control.  The premium belongs pro rata to all shareholders.



Dissent:  There is no fiduciary duty owed by a director or as a majority shareholder.  Carson says that many cts would probably follow the dissent rather than the majority.



n1  On remand, it was determined that the value of he stock was $14.67, so Feldmann had received a premium of  $5.33 per share.  Ps were entitled to a judgment of $1,339,769 + interest as holders of 67%.  Apparently, the damages were awarded personally instead of to the corp.  Cts can do this where it’s equitable.



Consequences of enforced sharing of premiums:  reduced number of sales of control.  But we want sales of control because you get more efficient use of resources.  And it would make it harder for majority shareholders to sell.  Cts want to stay out of this sort of thing.  Legislatures can pass equal oppportunity laws in regards to sales of control if they wanted to.



Petition of Caplan� XE "Petition of Caplan" � (1964)



Cohn owned 3% of Lionel Corp, but controlled 7 of 10 directors.  He agreed to sell his shares to Defiance and to have his directors resign to be replaced with nominees of Defiance.  Defiance then sold its interest in the K to Sonnabend and its nominees replaced by Sonnabend’s nominees.  A shareholder of Lionel challenged the elections of the 7 Sonnabend nominees.



Issue:  May control of a corp, apart from stock control, be traded? No.  Control may only be traded as part of a trade of actual stock control.  Therefore, the elections are illegal and to be vacated.  Management of a corp is not the subject of trade.



It is not OK to acquire control accompanied by no stock or insufficient stock.  Corp law does not forbid securing resignations of members of the BofD as part of a transaction.  It is perfectly OK to convey the natural consequence of tranferring control.



n1 Carter v. Muscat� XE "Carter v. Muscat" � (1964)  was a similar case, but the transfer was of 9.7% of shares.  Full disclosure was made and some of the newly appointed directors were reelected in a subsequent election.  The Ct said that where a trade of 50% is involved, the question of what % is necessary to control the board is a matter of fact.  In this case, the change in control was upheld because there was disclosure, no objections, and endorsement of the directors through a subsequent election.



In a publicly held corp, 20% is usually sufficient to gain control, but you have to look at other circumstances, such as how disparate the shareholders are and if there is any organized opposition.



n3 Essex Universal Corp. v. Yates � XE "Essex Universal Corp. v. Yates" �(1962)  cannot sell a corp office.



n4 In 1970, Congress added a rule to the 1934 Act� XE "SEA (1934)" � dealing with the transfer of control through seriatim resignations of directors.  Rule 14(f)=1� XE "SEA (1934) Rules:14f-1 -- Change in Majority of Directors" � requires the issuer to disseminate certain info to all holders of record entitled to vote at a meeting.  The info must identify the persons to whom control was transferred, describe the transaction by which control was transferred, the source of any consideration paid, the identity of the new directors, transactions with the issuer, the remuneration to be paid to directors and management, and the amount of securities held by principal shareholders.  This only applies where there is an arrangement or understanding with persons acquiring more than 5% of the stock of an issuer by which any persons are to be elected or designated as directors of the issuer, otherwise than at a mtg of security holders, and the persons so elected or designate will constitue a majority of the directors.
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