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I. WHAT DO BUSINESSES DO AND WHAT DO LAWYERS FOR BUSINESSES DO?
A. Why does someone own a business or an interest in a business?
1. The Epstein-Freer View and the Roberts View:
a. People own businesses to make a profit
b. A business is also some form of activity that is organized to “create value” for its owners

i. A business can make money without creating value

ii. A business can create value without making money

c. {People may also own businesses w/others in order to spread the risk of failure}
2. Views of other “Gontser Machers”
a. Milton Friedman’s View/ Agency Principles/ CONTRACTARIAN Theory:
i. Friedman says that the primary purpose of the corporation is to make a profit.  
ii. AGENT
1. CEO = agent of the shareholders.
2. Agent is synonymous with EMPLOYEE
iii. PRINCIPAL
1. SHAREHOLDER  = principal
2. Principal is synonymous with EMPLOYER
3. PRINCIPAL = THE BOSSMAN!!!
iv. Important POINTS to remember:
1. An agent has MORE independence than an employee because a principal has LESS control over an agent than an employer has over his employee.
2. An independent contractor may not be an agent because he services others but may not be controlled by the person he services.  The house owner tells him that she wants a bathroom but she won’t tell him how to build it.
3. On the other hand, a store manager can tell an employee exactly how to do his job!
4. Therefore, there is a continuum of control…
5. Employer/Employee relationship is a subcategory of agency relationship.  But don’t always assume that an agent/principal relationship is employee/employer (it can be an independent contractor).
6. Master/Servant relationship is a subcategory of agency relationship
7. Under the contract theory, the corporation is NOT a separate entity.  
8. For Friedman, a corporation is a series of contracts coming together.  And the central contract at work is between the shareholders and the management.  In this theory, the shareholders are thus the principle and the executive officer is thus the agent.  The principals are hiring the agent to make money for them!  This is Friedman’s focus.

9. PROBLEMS: Purpose of a Business (book p4):

a) Would Friedman agree w/Ben & Jerry’s mission statement of giving to charities?  NO!!!  Friedman would NOT agree with Ben & Jerry’s charitable gifts because he would argue it is a corporate waste not to invest is profitable companies because of moral aversion.

10. Criticism of Friedman:  he doesn’t account for the fact that social responsibility may be the wish of the shareholders—that they may be acting as the agents, not the principals!

b. ENTITY Theory:
i. The problem with Friedman’s theory is that a CEO can be a shareholder!...
ii. CEO = agent of the corporation itself (not of the shareholders).  
iii. Officers are not DIRECT agents of the shareholders.  
iv. The corporation is actually the principal.  
v. The corporation IS a separate entity, its own legal person (separate from those who formed it).  As such, it is protected by free speech.

c. Yet, the corporation’s primary purpose is to make money for the shareholder.  So, in a sense, the CEO is an agent of the shareholder.  The shareholder is the ultimate principle!
d. The entity theory requires you to do more work (?) Once you see the corporation as a separate entity (entity theory), the CEO is an agent of the corporation and may therefore do some things that the shareholders don’t like (e.g. AP Smith!)

3. Views of Courts and Legislatures:
a. AP Smith v. Barlow (board is NOT liable):
i. Facts: Corporation gave $1500 to Princeton University and the shareholders objected to this gift.  The shareholders were angry because money which would have gone to them in the form of dividends was given away without their consent.
ii. The suit was brought by the corporation itself against the board seeking a declaratory judgment.  Barlow is the chairman of the board.
iii. Issue: was the gift intra vires (within the scope of authority) or ultra vires?

iv. Holding: the giving by the board was intra vires. The court ruled in favor of board. “We find that Π’s donation was a lawful exercise of the corporation’s implied and incidental powers under common-law principles and that it came within the express authority of the pertinent state legislation.”  The Πs argued that the gift was a morally and socially responsible business move.
v. Reasoning: public policy considerations, statute correctly applied.  

1. The fundamental purpose of a corporation is to make money.  The board and management team should have discretion as to how this is to be done.  Charitable gifts help the corporation in a number of ways.
2. The corporation is being a good citizen of NJ by donating to a university. 

3. The corporation has historically been viewed as an entity designed to improve public welfare.

4. Contributing to universities aids democracies and the social ordering in this country and is thus a worthy cause.

5. This is a modest amount of money

6. Pet Charity: the corporation was NOT giving to a pet charity.  Giving to a pet charity, according to Friedman, would be like acting as a principal for oneself.  This would be a bad thing b/c it would be self-serving—not in the interest of the corporation.
vi. CENTRAL THEME/ RULE: management can engage in activity that at least some of the shareholders disagree with. Court says corporations may do something that isn’t directly beneficial.  In terms of black letter law, court says:

1. must be some benefit to corporation

2. no pet charities
3. {Mutua: court should have questioned whether board members had ties to Princeton…}

b. Since 1950s, both statutory and case law made it clear that corporate officers have widespread discretion in giving to charity.  This is based on “entity theory of the firm”—viewing the corporation as a separate legal person with individual rights

B. How does the owner of a business make money from the business?
1. She can receive distributions from the business of all or part of the money that the business has earned

2. She can sell all or part of her ownership interests in the business for more than she paid for it
C. How does owner of a business (and her lawyer) know how much money the business has made and how much money the business is worth?

1. Income Statement 

2. Cash Flow Statement: A First Look
3. Balance Sheet

4. Cash Flow Statements: A Second Look

5. Financial statements and the value of a business

D. What does a lawyer for a business do?

1. Protect clients?

2. Cheat clients?

E. What are the legal structures for a business?

1. What choices are available?

a. Sole proprietorship 

b. Partnership
c. Corporation

2. How do you choose?

II. WHAT IS A SOLE PROPRIETORSHIP AND HOW DOES IT WORK?  {WHAT IS AGENCY LAW}  
A. What is a sole proprietorship? What is Sole Proprietorship Law? What are the problems in Starting a Business as a Sole Proprietorship? 
1. The business and actual owner are same legal entity.  Hence, there is no need to file any forms to start this business.
2. The SP is liable for torts and contracts of her employees.  There is no concept of limited liability.
3. For tax purposes, the SP can claim profits or losses.

B. What are the Problems in Operating a Business as a Sole Proprietorship? What are the relationships involved in operating a business?  
Employees and Introduction to Agency Principles and the Agency Relationship (see p2 supplement, Second Restatement § 1, 2):
1. Primary Elements of an Agency Relationship:

a. Consent: there must be consent from P that A will act on his behalf.  OR ARE WE TALKING ABOUT CONSENT BY THE AGENT TO ACT ON BEHALF OF PRINCIPAL?  Look at Second Restatement 
b. Manifestation: there must also be a manifestation of consent from one person to another to act on his behalf. 
i. Explicit: express manifestation
1. Words:

a) “buy me some chips”

b) “order those ingredients”
ii. Implicit: the agency relationship is implied from conduct
1. Conduct/Action:
a) Remember that conduct may also include the failure to act!

The type of manifestation leads to the type of authority that the agent has…

c. Authority:
i. Actual Authority

1. Actual Express Authority: 

a) P tells A “I want you to do this for me”
b) “Order the ingredients”

2. Actual Implied Authority: 
a) If burritos run out, A has implied authority to order more
b) If I tell Christie to make concert arrangements for me in NYC, it is implied that she will make the flight and hotel reservations.

ii. Apparent Authority (see p3 supplement, Second Restatement § 8)
1. When P manifests to a 3rd party that A has authority to act on his behalf.

a) P tells 3rd party that A will order

b) A tells 3rd party that he will order and P does nothing (omission).  P’s silence has manifested a reasonable belief in 3rd party that A is acting on P’s behalf.
c) Past relationships allow 3rd party to infer that the relationship will continue.

2. TEST= reasonable belief in the 3rd party’s mind that an agency relationship exists and that the 3rd party will deal with A on P’s behalf.  All that matters is what the 3rd party reasonably believes to be true!!!!
iii. Inherent Authority

iv. Attorney-Client

1. Hayes v. National Service Industries: {Displeased client case; settlement enforceable; atty not liable}

a) Facts: Attorney settled a case.  The client argued that she did not give consent; therefore the settlement was not enforceable.

b) Rule: an act of an agent within the scope of his apparent authority binds the principal.

c) Arguments/Reasoning (that the atty has the power to settle the case on the client’s behalf):

a. Express Authority: 

i. The agreement b/w atty and clt gave express authority to settle on behalf of client.

ii. {There is a big overlap b/w actual authority and inherent authority.  In terms of inherent authority, Mutua argues that the type of authority that the atty has is based on the nature of the atty/clt relationship}

b. Implied Authority:

i. A had expressed authority to atty; settling case was reasonable way to carry out clts explicit instruction to represent him

ii. Settlement was reasonable way to end case peaceably 

iii. It is customary that attys settle cases on behalf of their client.

c. Apparent Authority:

i. Atty was acting and was clt’s agent during the proceedings (manifestation of consent by clt that atty has authority to act on her behalf)

ii. Clt fails to communicate any kind of limitation
d. Fiduciary Duty (Duties of trust):
i. Duty of Loyalty

ii. Duty of Care
	TYPES OF AUTHORITY:



	Actual Express Authority


	Actual Implied Authority
	Apparent Authority
	Inherent Authority (overlaps with other concepts)

	Manifest communication b/w P & A
	1. communication b/w P & A

2. necessary to reasonably carry out P’s instrument

3. Implied from express authority

4. What A reasonably believes

5. Or implied from custom

6. Or implied from acquiescence

7. Or implied from emergency
	1. Manifest (words, silence, conduct, negligence)

2. Communication b/w P & 3rd party

3. Reliance by 3rd party—in order to have a case, there must be reliance by the 3rd party
P and 3rd party dealings!
	1. Undisclosed principal

OR

2. A exceeds his authority but similar to what agent does (similar to apparent authority)

OR

3. Intimate part of job


2. Liability of Principals:

a. Contractual liabilities

1. PROBLEMS: Liability of the Sole Proprietor for Contracts of his Employee (CN p8, Book p39)( these hypos deal with APPARENT AUTHORITY:
ii. When P hires A, he tells her that part of her job is to order food.  A agrees. 

1. Is P liable to pay for the food A orders from TP? 

a) Yes.  P is liable to TP b/c P gave A authority on his behalf in ordering the food.

2. Is A liable? 

a) No!  He’s an agent.

b) §140: The liability of P to TP is clear when there is apparent or actual authority

c) §320: an agent is not party to the contract.

iii. Agee orders more than instructed? 

1. Is Propp liable to TP?

a) Yes.  P is liable under theory of apparent authority

b) Then define apparent authority

c) This created reasonable belief in TP that this is the way things work.  

d) What matters here is what the 3rd party reasonably believes to be true!

2. Is A liable to TP?

a) No.  

3. Is A liable to Propp?

a) Yes.  B/c A has a fiduciary duty to obey reasonable instructions of his principal.

b. Torts of Agents: 
i. REMEMBER: Both P and 3rd party can go after A.  But 3rd party will usually go after P b/c he probably has more money!

ii. PROBLEMS: Liability of the Sole Proprietor for Torts of Her Employee (p42 book)
iii. According to Second Restatement § 219 (p7 supplement, p10 of notes), a master is liable for the torts of his servants when:
1. P liable for acts of A done within the scope of P’s employment.  

2. Master not subject to liability for the torts of his servants acting outside the scope of their employment, UNLESS:

a) P/Master intended the consequence

b) P/Master was negligent or reckless

c) The conduct violated a non-delegable duty of the master

d) The 3rd party relied on apparent authority: the servant purported to act or speak on behalf of the principal and there was reliance upon apparent authority.  
c. Pattern of Behavior:

i. A hits customer once.  P is not liable.

ii. A hits customer several times, P will be liable b/c he should have known the pattern of behavior.

d. Ratification (Second Restatement § 82)
i. A buys materials w/out P’s consent but P pays the bill.  P will be liable even though A initially acted w/out authority.  

ii. An initial ratification may create apparent authority—it may create a reasonable belief in a 3rd party.
3. How to Attack an Agency Problem:

REMEMBER: this is all about arguments!!

a. See if agency relationship exists

i. Was authority given and accepted (consent to)?  Was there a manifestation of authority and actions taken based upon that authority?  ( 

ii. In order to answer these questions, look to the 5 types of authority:
1. Communication b/w P & A?
2. Communication b/w P & 3rd party? 
3. Etc., etc.
b. Whether the relationship is one of P/A more generally or employer/employee more specifically

c. Contract or Tort Case (liabilities will be different)?

i. P will only be responsible for tort committed by A is master/servant relationship exists.
d. Fiduciary Duties?

C. Franchises:
1.  A franchise is a contract b/w an individual and a corporation.  The individual buys the rights to use the corporation’s name.

2. In most cases, the relationship b/w franchisor and franchisee is not one of agency.  This is because the corporation typically relinquishes control to the individual.  The whole purpose of a franchise is to give the business to the individual and say “go do your thing, buddy”

3. In some cases, however, a court may find TORT LIABILITY (not contract liability) if the corporation retained a significant amount of CONTROL over the business.  The more the corporation controls the franchise, the more likely the court is to find tort liability.
4. Miller v. McDonald’s {stone in big mac; corporation IS liable}

a. Girl finds stone in her big mac while eating at a franchise.  She sues the corporation.
b. The court finds for the Π, against McDonald’s the corporation.

c. There is evidence that McDonald’s was vicariously liable for acts of franchise as its principal b/c it retained a great deal of control over them.  Corporation retained control over office hours, clothing, nature of supplies, etc etc.
d. This is a very fact specific case.

D. Trade Secrets:

1. Town & Country v. Newberry:  court ordered ( to enjoin from further solicitation of Π’s customers because ( retained the list of Π’s customers.

LEAVING AGENCY LAW and moving on to SOLE PROPRIETORS… 

E. How does a SP grow?

1. Funding by owner

2. Debt and Equity:
a. Overview of debt and equity

i. Debt and Equity differ in several respects:

1. Degree of risk each represents to provider of funds—equity more risky

2. Degree of risk each represents to the business—debt more risky

3. Potential return each offers to the investor—potentially unlimited return for equity

4. Cost of each to the business—equity has variable cost; debt has fixed cost.

b. Cash flow view of debt and equity

i. Equity is the right to the remaining cash flow; it is ownership

ii. Debt is a limited first claim on the cash flow—money that has to be repaid with interest
	
	DEBT


	EQUITY

	Repayment
	Business is legally obligated to repay the principal + interest 

	Business is NOT legally obligated to repay anything

	Risk
	More risky for the business; Less risky for the investor
	More risky to the investor;
Less risky for the business



	Reward
	Investor will only get back interest
	Investor can earn a potentially limited amount.  But can also lose everything.


	Control
	
	Investors gain control.  Equity is ownership.


3. Borrowing money

4. Sharing profits with a lender:
a. In re Estate of Fenimore: {stickler of a sister & deadbeat brother; sister loses to creditors}
i. Facts: F is in debt and inherits money.  Sister argues that she is entitled to the money first b/c she only loaned $ to the brother.  Creditors argue they are entitled to the money first b/c she was a partner is a business venture with her brother.  {If loan, sister would be considered creditor and get paid first}
ii. Holding: the agreement was a partnership agreement, not a loan agreement.  The court focused on the language of the agreement (“advanced him the money for the business”)

iii. Rule: under Delaware law, the receipt of profits by a person is prima facie evidence of partnership.  Lenders receive what is owed to them before partners do.

iv. Under RUPA 202, court would have probably come out the same.  RUPA 202 adds the language, “whether or not a person INTENDS to form the partnership”

III. WHAT IS A PARTNERSHIP AND HOW DOES IT WORK?
A. How do you know there is a partnership?

1. 2 or more persons who are co-owners of a business.

2. The partners share the profits

3. The partners bear the losses equally

4. The partners share the decision-making/management ability (unless the partnership agreement says otherwise)

5. Hopefully, there will be a partnership agreement

B. REMEMBER:

1. A corporation CAN be a partner in a partnership

2. But a partnership CANNOT be a corporation

3. Everything is waivable except RUPA 103b

C. What is a partnership?

1. Association of 2 or more persons to carry on as co-owners for profit (UPA § 6; RUPA § 202)
2. Partnership is entity distinct from its partners (RUPA § 202)
3. Partnership seen as aggregate of its partners for the purposes of taxation (UPA)
D. What is partnership law?

1. Primary source of law is partnership agreement
2. Every state except LA follows UPA
3. Half of states adopted RUPA
4. Case law fills in gaps of statutes

E. What are the legal problems in starting a business as a partnership?

1. No formal steps required (like there are for corporation)

2. Formal agreement not required, but recommended

3. Partners share equally in profits (UPA § 18)

4. Relations governed by partnership agreement (RUPA § 103).  Partners can contract around all of RUPA except provision 103.  RUPA § 103 is non-waivable.

5. Partners have equal rights in the management of business (RUPA § 401j)

F. What are the problems in operating a business as a partnership?

1. Arguments between partners and 3rd party: courts will look to statutes and case law

2. Arguments among partners: courts look to partnership agreement, then statute, then case law.

3. Fiduciary Duties.
Partners cannot waive their duty of care and loyalty

a. Duty of Loyalty

i. REMEMBER:
1. There is a duty to: 1) disclosure of opportunities 2) refrain from dealing with another party OR on behalf of a party having an interest adverse to the partnership 3) refrain from competing with the partnership (RUPA 404)
2. You CANNOT contract around these duties—but you can define what they mean.  Can’t eliminate them, but can limit them (RUPA 103).

ii. Meinhard v. Salmon (p82) NY Ct of appeals

1. Facts: S entered into 20 yr agreement with M; S was manager of the property.  S later ventured into deal with G but never told M.

2. Relevant Principles:

a) Undivided DUTY OF LOYALTY

b) Minimum duty of disclosure

c) Managers cannot usurp corporate opportunities that were brought to them in their capacity as managers.  Here, S would have never landed this opportunity with G if he wasn’t managing property to M!
d) It would have made a difference to Cardozo if S went out and found this opportunity on his own.

3. Rule: a managing partner has a supreme duty to disclose potential opportunities to his co-partner.

4. Cardozo argues that a “co-adventurer” is essentially the same thing as a partnership.

5. This is an excellent case with regards to FIDUCIARY DUTIES
6. Mutua thinks that RUPA 404e conflicts with Cardozo’s reasoning.  It says that a partner’s conduct doesn’t violate a duty just b/c it furthers the partner’s own interest.  This may be reconciled by asserting that problems only arise when your interests deviate from the goal of the partnership.

b. Duty of Care

i. You cannot unreasonably reduce duty of care (RUPA 103)

ii. Gross negligence violates duty of care (RUPA 404).  There is therefore a very LIMITED duty of care.  You have to really mess up in order to violate this!

c. Good faith and fair dealing: these are related to contract law.

4. PROPERTY INTERESTS: REVIEW p19 & 22 of notes, Problems on p79 of book {ASK JOE}.
5. Liability of Partners:

a. Partners are joint and severally liable EXCEPT:

i. When there is a limited liability partnership OR

ii. The partner is new

iii. This is RUPA 306 (UPA differs on this issue)

Under RUPA, there is a difference b/w liability and recovery (see RUPA 307)

b. Recovery (p23 CN):

i. Suing partnership

1. Under 307b, an action can be brought against the partnership

ii. Suing individual partner:

1. Can go after partner alone and recover from him (you would do this if he’s got $ or insurance!)

iii. Suing partners AND partnership
1. If you get a judgment against both the partnership AND a partner, you can only get at the personal assets of an individual partner if 1) the partner is personally liable AND 2) the partnership itself has insufficient assets.  
2. You must exhaust the partnership assets first!
iv. See page 23 for problems on this issue

G. How Does a Partnership Business Grow (p24 CN)?

1. Raise Money from Existing Owners
a. There is no statutory requirement that partners make initial or additional capital contributions, but requirements are often imposed by partnership agreements

b. Capital Contributions: RUPA refers to these but does NOT require that they be made.  As an attorney, you would advise your client:

i. Make sure that the partnership agreement spells out:

1. Standards as to when capital contributions should be made.  There should be an objective standard as to when capital contributions will be made—or else your client could be paying for the CEO’s jet!

2. Make sure that your client has a vote in deciding when capital contributions should be made

3. Make sure that your client knows what form the capital contributions will or should take.
ii. A good agreement will state:

1. The vote that triggers the obligation to contribute

2. The amount each partner is obligated to contribute

3. The time in which to make the additional contribution

4. The consequences of failure to contribute

c. LOAN vs. INVESTMENT (or Capital Contribution):

i. Loan gets paid back first!!

ii. RUPA § 404(f): a partner may lend money and transact other business with the partnership.   If the partner gives a loan, then in the event that the partnership declares bankruptcy or dissolves, he should receive the money on his loan before the other partners receive their capital contributions (see Fenimore).

iii. A partner would prefer that her investment is considered a loan rather than a capital contribution b/c she would be considered a priority creditor (see Fennimore). 

iv. The partner not contribution would prefer that another partner’s capital contribution be considered an investment (capital contribution) b/c there would be no right of repayment.

2. Money from Outside Lenders
a. Loans

b. Lenders to partnerships in RUPA states are likely to request guarantees from individual partners in order to lower the risk, so that the lender will agree to accept a lower return such as a lower interest rate.
3. Raise Money through New Investors (Adding a New Partner)
a. Financial Issues

i. If the risk is high, then the short term or long term return to the investor has to be high as well in order to induce the investment
ii. The higher amount of debt a business has, the higher the risk to the owner, and the higher the rate of return on equity that the investor will look for.

b. Legal Issues

· Bringing in new investors raises 2 legal issues:
1) APPROVAL: Do all existing partners have to approve any new partner?
a. RUPA § 401(i): requires that a person become a new partner ONLY with consent of ALL existing partners, unless the partnership agreement provides otherwise.
b. RUPA § 401(j): amendments to a partnership agreement require the consent of ALL the partners.
2) LIABILITY: Is the new partner personally liable for all of the partnership’s existing debts?
a. RUPA § 306(b): a new partner is not personally liable for partnership obligations incurred before the person’s admission as a partner.
4. Earnings from Business Operations
a. Existing partners fund the growth of their business not only by deciding to put new money into the partnership but also by deciding not to take money out of the partnership.  
b. Any distribution of business earnings must be decided by majority of partners (majority vote).  If you don’t like this, then change it in the partnership agreement (RUPA 401(j))
H. How do the Owners of a Partnership Make Money (week 4 pC RN)?

1. Salary:
a. RUPA § 401(h): A partner cannot be paid for work performed for the partnership, except for reasonable compensation for services rendered in winding up the business of the partnership. 

b. But according to RUPA § 103(a), this may change according to the partnership agreement.

c. If the partnership agreement mentions salaries, then it is controlling

2. Profits:
a. The law with respect to partnership profits (like the law with respect to partnership salaries) is found primarily in the partnership agreement and other contracts and laws – not in case law or RUPA.
b. RUPA § 401(b): Each partner is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner’s share of the profits. This may be contracted around.
c. It only requires a MAJORITY of the partnership vote to say who gets distributions and when (profits and distributions are not the same).
d. It is common for a lender to require a business borrower to agree that it will not make any distributions to its owners until the loan is repaid.
i. Profits: if the business makes money. You can have profits without distributions if the partnership wants to reinvest the money it makes.

ii. Distributions: money given to the partners. You can have distributions without profits (after paying all debts, you can use the prior year’s earnings to pay the partners).
3. Sale of Ownership to Third Parties (TRANSFERABILITY):
a. There are 4 problems with this:
i. Must find a buyer

ii. Must gain any necessary approval from existing partners

iii. Must deal with the question of inherited obligations

iv. RUPA § 502: the only transferable interest of a partner in the partnership is the partner’s share of the profits and losses of the partnership and the partner’s right to receive distributions. And according to RUPA § 501, the partner cannot transfer partnership property.
b. RUPA § 503: The buyer of a partner’s interest will have no right to participate in business decisions.  NO MANAGEMENT RIGHTS!!!!
c. But, if the buyer buys a partnership interest from the partnership, then the buyer has a right to participate in decisions, as he is a full-fledged partner.

4. Sale of Ownership Interest Back to the Partnership:
a. Buy-Sell Agreements:
i. It is common for the partnership (or another) agreement among partners to provide for the sale of partnership interests back to the partnership or to other partners. 
ii. The following questions should be answered in the agreement:
1. Are the partners obligated to buy? Is it an option to buy?
2. What events trigger this obligation or option to buy?
3. How is the selling partner’s interest to be valued?
4. What is the method of funding the payment?
iii. Even if there is no buy-sell agreement, a partner has the power to compel the partnership to pay for her partnership interest by withdrawing from the partnership. 

b. Withdrawal of a Partner:
i. Withdrawal may or may not lead to the dissolution of the partnership

ii. If UPA controls, you need to know these terms:
1. Dissolution: not the end of the partnership – it is more like the beginning of the end. See UPA § 29.
2. Winding Up: occurs after dissolution – winding up of the business
3. Termination

iii. If RUPA controls the withdrawal of the partner, you need to know:
1. Dissociation (RUPA § 601)

2. Dissolution (RUPA § 801)

3. Winding Up

4. Termination


iv. You will be using either statute to answer:

1. What happens to the withdrawing partner if there is NO dissolution of the partnership?

2. What happens to the partnership and to partners if there IS dissolution of the partnership?


v. RUPA § 602: any partner has the power to disassociate (withdraw) at any time. They can make the partnership pay for their partnership interests in a couple of different ways: (1) the partnership will be dissolved, wound up and terminated OR (2) the partnership stays, but is forced to buy them out or dissolve.


1. If the withdrawal or dissociation violates the partnership agreement, or is before the end of the partnership term, or satisfies any other circumstance set out in RUPA § 602(b), then it is WRONGFUL.

a) If the dissociation is wrongful, the partner may be paid less for her partnership interest, and more importantly, may be paid later. See RUPA §§ 602(c), 701(c)¸ & 701(h). The partner still can withdraw, however.

b) If it is a partnership for a definite term, the dissociating partner will be paid at the end of the term, with his financial stake secured and collecting interest. The partnership cannot touch that money and if it is bankrupt at the end of the term, the dissociated partner will function as a creditor needed to be paid.


2. How much a withdrawing partner is paid depends not only on whether the dissociation was wrongful but also on:

a) Whether there is any provision in the partnership agreement establishing the payment to a withdrawing partner?

b) What happens to the partnership after the withdrawal?


3. Generally a partner is not liable for debts incurred by the partnership after his dissociation, unless the third party reasonably believes he is still a partner.


c. PROBLEMS: Partner Withdrawal (p102 book)


1. The partnership agreement provides that the partnership shall have a 10 year term but does not deal with withdrawal or disassociation of a partner.


a) Can P withdraw from the partnership in the 3rd year?

a. Yes. He can withdraw at any time (RUPA § 602).


b) Will the withdrawal be wrongful/unlawful?

a. Yes. According to RUPA § 602(b), the dissociation is wrongful if in the case of a partnership for a definite term, as is the case here, it is before the expiration of the term. 
b. This is true UNLESS the dissociation follows another wrongful dissociation or death.


c) When will P be paid for his partnership interest?

a. In 7 years. According to RUPA § 701(e), if no agreement for the purchase of a dissociated partner’s interest is reached within 120 days after a written demand for payment, the partnership shall pay the estimated buyout price with accrued interest. 
b. But, since this was a wrongful dissociation from a partnership with a definite term, the rule is different. According to RUPA § 701(h), a partner who wrongfully dissociates before the expiration of a definite term…is NOT entitled to payment of any portion of the buyout price UNTIL the expiration of the term, unless the partner establishes that earlier payment will not cause undue hardship to the partnership.


d) What will the buyout price be?

a. RUPA § 701(b): The buyout price is the amount that would have been distributable to the dissociating partner under § 807(b) plus interest from the date of dissociation to the date of payment.

b. But, according to RUPA § 701(c), DAMAGES for wrongful dissociation under § 602(b) must be offset from the buyout price.

e) Will Propp be paid for his partnership interest?

a. Yes, unless the partnership is in debt and/or P caused damages to the partnership from his early withdrawal.  
b. If Propp’s wrongful dissociation caused damages to the partnership, he would be liable for them.

d. Creel v. Lilly, 1999 (p103 book)
i. Rule: The estate of a deceased partner does not have the right to demand liquidation of a partnership where the partnership agreement does not expressly provide for continuation of the partnership and where the estate does not consent to continuation. Where the surviving partners have in good faith wound the business and the deceased partner’s estate is provided with an adequate accounting allowing for payment of a proportionate share of the business, then a forced sale of all partnership assets is unwarranted. 
I. Partnership Endgame:
Two paths for a partnership when a partner dies or withdraws from the partnership: 1) The remaining partners can buy the departing partner’s interest and CONTINUE the partnership business OR 2) Dissolution with wind-up and TERMINATION

1. Dissolution, Winding Up, and Termination as Endgame for the Partnership:
a. UPA:
Death = Dissociation ( Winding Up ( Termination
i. Under UPA, the death of the partner results in the dissolution of the partnership and then winding up and termination (this is so because UPA views the partnership as an aggregate and not as an entity).
ii. BASICALLY, YOU DIE AND THE PARTNERSHIP DIES WITH YOU!
b. RUPA:
                                                     Dissolution ( Winding Up ( Termination
Death = Dissociation






Continuation (Buyout) See RUPA § 701
i. Under RUPA: dissociation, then…

1. Dissolution ( winding up ( termination

OR

2. Continuation/ Buyout (RUPA § 701)

ii. Under RUPA, the death of the partner is dissociation. 
1. Dissociation could lead to dissolution, then winding up, then termination. 
2. Dissociation could also lead to continuation of the partnership as long as the rest of the partners buy out the dead partner’s estate.
iii. BASICALLY, RUPA ALLOWS FOR A BUY-OUT OPTION!

c. RUPA § 601: Events Causing a Partner’s DISSOCIATION:
i. Withdrawal 

ii. Death

iii. Expulsion

iv. See the rest of 601

d. RUPA § 801: Events Causing DISSOLUTION (see 802(b) also):
1. If it’s a partnership AT WILL and the partner WITHDRAWS, then the partnership DISSOLVES as long as the partner wasn’t dissociated under 601(2)-(10).

2. If it’s a partnership for a DEFINITE term:

a. If after the death of a partner, half of the partners don’t say in 90 days that they want to continue the partnership, it dissolves.

b. The express will of ALL of the partners to wind up with result in dissolution.
c. The expiration of the term will result in dissolution

3. If there is an event agreed to in the partnership agreement resulting in the winding up of the partnership business, the partnership would dissolve.

4. See the rest of § 801.

e. PROBLEMS: PARTNERSHIP DISSOLUTION 114

1. P, A and C are partners in Bubba’s Burritos. The partnership agreement contains no provision relating to dissolution or to the duration of the partnership. C withdraws. Can P and A continue to operate the partnership?

a. No. They cannot operate it like they used to – the partnership will only be for the limited purpose of winding up. According to RUPA § 801(1), when there is no partnership agreement, the partnership dissolves if it is a partnership at will (indefinite term) and a partner expresses his desire to withdraw.
b. Withdrawal + No Partnership Agreement = Dissolution.


2. Same facts as #1. What if C wants the partnership to dissolve but P and A want to continue to operate the partnership?

a. No, P & A still cannot operate the partnership. C can force the partnership to dissolve.


3. Same facts as #1, except that C dies, and his widow wants the partnership to dissolve. Again, A and P do not want the partnership to dissolve. What result?

a. If the partner who wants to withdraw is a partner who was already dissociated under §§ 601(2)-(10), then according to RUPA § 801(1) and if it is a partnership at will, then the partnership is not dissolved. In this case, the death of C dissociates him from the partnership pursuant to RUPA§ 601(7). Hence, regardless of what his widow wants, A and P may continue to operate the partnership.

b. SO IF ONE PARTNER IS ALREADY DISASSOCIATED AND IT’S PARTNERSHIP AT WILL, PARTNERSHIP WILL NOT DISSOLVE UPON DEATH OF THAT PARTNER (?) See explanation below.
c. § 601(7): Death causes dissociation.

d. § 701(a): If a partner is dissociated from a partnership without resulting in a dissolution under § 801, then the partnership shall buy out the dissociated partner’s interest. 

e. § 801: If a partner dissociated under §§ 601(2)-(10), then the at-will partnership will not dissolve.

f. Hence, because C died (§ 601(7)), the partnership won’t dissolve (§ 801) and the partnership must buy out the partner’s interest (§ 701).  This is b/c according to §801(1), dissolution will happen upon withdrawal from a partner (601(1)).  BUT, if a partner dissociated under 601(2) – (10), then the other partners may buy him out and the partnership may continue.
g. Dissociation under 601(2) – (10) = Buy-Out option is available.


4. Drs. A, B, C, and D are in a partnership for a 10-year term. In year 3, Dr. A withdraws. Can Drs. B, C, and D continue the partnership?

a. Yes, they can continue the partnership. 
b. Under RUPA § 801(2), for partnerships with definite terms, it will be dissolved only if (1) within 90 days of the death or otherwise dissociation of a partner under RUPA § 601(6)-(10), HALF of the partners want to wind up, (2) if the express will of all the partners is to wind up or (3) the term expires. 
c. Here, A didn’t die, the term didn’t end, and 75% of the partners wanted to continue. Because only one of the partners wanted dissolution and not all of them, the partnership can continue. A is not entitled to be bought out until the term expires, under § 701(h).
5. Does the answer to #4 change if Dr. B wants to dissolve the partnership?

a. It would change if Dr. A dissociated pursuant to RUPA § 601(6)-(10). If he did, it would take at least 50% of the partnership to favor winding up in order to dissolve the partnership. 
b. However, Dr. A did not withdraw in that manner, and hence, all of the partners (and not just Dr. B) needed to express their will to dissolve.

c. Term agreement + Early withdrawal under 601(6) – (10) = dissolution ONLY if HALF of the partners agree to wind up.
d. Term agreement + Early withdrawal NOT under 601(6) – (10) = dissolution ONLY if ALL of the partners agree.

e. SO IF PARTNER WITHDRAWS PURSUANT TO 601(6) – (10), THEN ONLY HALF OF PARTNERS HAVE TO AGREE TO WIND UP.  OTHERWISE, ALL PARTNERS MUST DESIRE WITHDRAWAL.
f. Dissolution:


· It is not the end of the partnership – it is the beginning of the end. 

· The partnership continues for the limited purpose of winding up the business. 

g. Winding Up:

1. Entails selling assets, paying debts, and distributing the net balance, if any, to the partners in cash, according to their interests. 

2. The partnership entity continues, and the partners are associated in the winding up of the business until winding up is completed. 

3. When winding up is completed, the partnership entity terminates.
4. PROBLEMS: WINDING UP:
1. On dissolution, Bubba’s Burritos owes $100,000 to its creditors, including $20,000 lent to the partnership by one of its partners, C. Should the debt owed to C be treated differently from the debt owed to the other creditors?

a. See RUPA § 807(a): partners who loaned are treated like creditors and repaid before the rest of the partnership’s assets is distributed to the remaining partners
2. Can the creditors collect the unpaid balance of their claims from the partners individually?

a. Yes—if that partner is liable (RUPA § 306).
5. PROBLEMS of a dissolving partnership’s DISTRIBUTIONS to the partners: 

· The problems of a dissolving partnership’s distributions to the partners “according to their interests” can be complicated, if the partnership agreement does not fully address these problems.
· RUPA provides default rules to address the problems in §§ 401 and 807:
· Unless partners otherwise agree:

1. They share responsibility not only for the losses from operation of the partnership business but also partners’ losses from investment in the partnership. See RUPA § 401(b).

2. The amount of each partner’s loss from her investment in the partnership is determined from her partnership account, a bookkeeping device which keeps track of how much a partner puts into the partnership and how much she has taken out of the partnership. See RUPA § 401(a).

3. When a partnership is dissolved, the partnership is legally obligated to pay each partner an amount measured by the balance in her partnership account.

4. If at dissolution of the partnership, the sum of the balances of the individual partners’ partnership accounts exceeds the partnership assets remaining after payment of creditors, the partners will have to contribute additional funds to the partnership so losses from investments are shared appropriately.
6. PROBLEMS ON PARTNERSHIP ACCOUNTS:
1. After dissolution and paying creditors, Bubba’s Burritos has $200,000 left. If the balance on C’s partnership account is $100,000, P’s is $8,000 and A’s is $2,000 (this is the balance – keep in mind that they may have put in more and taken a distribution of a certain amount). How should the $200,000 be divided between them?

a. After paying C $100,000, P $8,000 and A $2,000, there will be $90,000 left. 

b. This $90,000 surplus is divided equally.

c. Hence, C will get $130,000, P will get $38,000 and A will get $32,000.

2. Same facts as #1, but the partnership only had $20,000 after paying its creditors. How is it distributed? 

a. The amount is a loss to be shared equally.

b. The total loss is $90,000 [$20,000 – ($100,000 + 8,000 + 2,000)].

c. The loss would be divided among the three partners equally. Each would have to bear $30,000.

d. Hence, C would receive $70,000 ($100,000-30,000).

e. P would pay $22,000 ($8,000 - $30,000).

f. A would pay $28,000 ($2,000 - $30,000).

g. The money that P and A pay ($50,000) would be combined with the $20,000 to make C’s $70,000. C still bears an equal loss, because he lost $30,000 out of his initial investment of $100,000.

h. Kovacik v. Reed, 1957, Supreme Ct of California (p28 CN, p117 book):
i. FACTS: Π and Δ agreed to share profits, but the π didn’t ask and the Δ didn’t agree to sharing losses. The business did poorly and dissolved. The π asked the Δ for one half of the losses on his $10,000 investment. The Δ said he never agreed to share losses as his only contribution was his labor
ii. RULE: loss of money a party contributed is not entitled to recover any part of it from a party that contributed only services.  ( does not have to share in the losses.
iii. Keep in mind that this wasn’t decided under RUPA.  Under 401(b), each partner is to share in the losses in proportion to their share of the profits. Under RUPA, the Δ would have to pay 50% of the losses because he shared 50% of the profits.
iv. This is about Π getting paid (responsibility for partnership losses), not about creditors getting paid (responsibility for unpaid obligations of partnership—like owing to creditors).
2. Expulsion as Endgame for a Partner:
a. Expulsion is mentioned but not expressly dealt with by RUPA (see RUPA §§601(3)-(5)).  § 601(3) recognizes the possibility that partnership agreements might provide for the expulsion of partners.

b. Bohatch v. Butler: 1998, Supreme Ct of TX (p30 CN, p122 book):
i. Facts: Partner expelled b/c she, in GF, wrongfully accused another partner of overbilling.

ii. Rule: a firm doesn’t owe a fiduciary duty to a partner to refrain from expelling her after she accuses another partner of misconduct.

iii. There was no dissolution here b/c the partnership agreement provided for expulsion.

iv. RUPA default rules don’t apply b/c there is a partnership agreement.  This scenario would NOT cause dissolution under RUPA.
v. Π sues on tort and K claim.  Court basically says that tort fiduciary duties of other partners does NOT trump the essential nature of a partnership.

3. Freeze-Out as Endgame for a Partner:
a. Freeze-Out: used to describe a situation in which a person who owns a majority interest in a business acts to compel a minority owner of the business to sell or otherwise give up her interest.  Basically, where majority owner compels minority owner to give up the business.

b. Page v. Page: 
i. Facts: the partnership was not making much money. Π owned corporation that was owed money by the partnership.  The π wanted to terminate the partnership. The Δ feared that upon dissolution he will receive very little and that the π, who is the managing partner and knows how to conduct the operations of the partnership, will receive a business that will become profitable. 
ii. Rule: A partner is not bound to remain in a partnership.  However, a partner may not, by use of adverse pressure, freeze out a co-partner and appropriate the business for his own benefit.

iii. Court held this was at will partnership, not term agreement.  Therefore, Π could end partnership at any time he wanted. If it were a term partnership, then there would be a penalty against Π for leaving.
Various ways a person’s ownership interest in a partnership may end:
1. Freeze out (Page).

2. Expulsion (Bohatch)

3. Withdrawal from the partnership followed by either the partnership’s purchase of her partnership interest or dissolution of the partnership (Creel).

4. Sale to the partnership or an existing partner pursuant to an agreement

5. Sale to a 3rd party of her transferable interest in the partnership, i.e., share of profits and losses and right to receive distributions.

6. Sale of the entire partnership

7. The partnership also ends when it is converted into another business structure.

Concerns about setting up a partnership:

1. How will the partnership dissolve or terminate?

a. Is this going to be a term partnership or an at-will partnership? 

b. How will partners leave, withdraw, get kicked out?

2. Liability:

a. Partners will want indemnification (cover, insure, underwrite)
3. New partners:

a. How to sell your interest to 3rd parties

b. Buy back agreements

4. The nature of the partnership?  What is your goal?

5. Who will have control of the decisions?

a. Control

b. Management

c. How management relates to contributions

d. Rights to manage

e. Voting

6. How partners are going to make money?

a. Profits

b. Losses 

c. Salaries: Under the default rules, partners do not get salary!

d. Contributions –what types of contributions will there be?

i. When?

ii. Where?

iii. Type?

iv. How much?

v. Who gets to decide—who gets to vote?

e. How do you sell your shares?

7. Property:

a. How will it be acquired?

b. Who owns what?
Tax consequences of a particular form of business will be important to what clients select.

IV. WHAT IS A CORPORATION AND HOW DOES A BUSINESS BECOME A CORPORATION?
A. What is a Corporation and What is Corporate Law?

1. Elements of a Corporation:
a. Corporation is separate legal entity
b. Shareholders not usually liable for the debts of the corporation

c. Separation of ownership and control/management.  More centralized management.

d. Free transferability of interest (assuming there is a secondary market).

e. Unlimited life

2. Corporate Law is…

a. Four sources of corporate law:
i. State statutes

ii. Articles of incorporation

iii. Case law

iv. Federal Statutes

B. What are the Legal Problems in Starting a Business as a Corporation?

1. Preparing Necessary Papers: must file necessary papers with the state (unlike SP and Partnership)
a. Articles of incorporation: logistical information about the corporation (name, address, etc) 

i. filed with the state
b. Bylaws: rules that the corporation promulgates after formation.  Adopted for the corporation’s internal governance.  

i. not filed with the state
c. If there is conflict b/w bylaws and articles, articles will govern!

d. PROCESS to go through:
i. Look for articles of incorporation online
ii. Look for business laws that govern the relevant state
iii. File form with secretary of state through the mail.  Wait to get certificate back.
iv. Create the bylaws—pull out some model bylaws.  Tweak them to your client’s needs.  Have your client look at these bylaws.
v. Call your meeting with all of the incorporators.  
vi. Elect your directors.  You may also have the directors appoint officers.
vii. If there are no securities requirements, you may also want to sell the stock.
2. Contracting Before Incorporating:
a. Promoters joint and severally liable for all liabilities created before creation of a corporation
b. QUESTION on PRE-INCORPORATION CONTRACTS:  Client made contracts before corporation was formed.  Who is liable for those contracts? 

i. The client.  The client is the promoter and the promoter is liable for occurrences pre-incorporation. This is true under MBCA §2.04 and under agency principles.  The general rule is that you (promoter) are liable for things you sign before the corporation is formed.

ii. Novation: you want the corporation to adopt the contract promoter made prior to incorporations so it becomes the obligation of the corporation.
3. Issuing Stock

a. Issuance: corporation’s sale of its own stock

b. Authorized Shares: the number of shares a corporation has legal authority to issue/sell.  This number is determined by the articles of incorporation.

c. Outstanding Shares: shares that are actually issued.

d. Classes of Stock:

i. Preferred stock: issued on more favorable terms than common stock.  The favorably treatment is related to (1) dividend rights (2) liquidation rights (3) redemption rights

ii. Common stock: class of stock that is not preferred.   If you only have one kind of stock, they are all common stock.
e. Par Value: minimum price for which a corporation can issue/sell its shares/stocks.  This is just a minimum issuance price, not a fixed price.  Generally, the par value is going to be really low.  The board decides if amount for a share is adequate and their determination is conclusive

i. Stated Capital: includes at least the aggregate par value of all issued shares of par value stock.  Cannot be distributed to shareholders.  If the par value is $1 and the corporation issues 2,000 shares, then $2000 must be reflected in the stated capital.

ii. Capital Surplus: funds received in excess of par value.  May be distributed back to shareholders in dividends.  
iii. Both stated and surplus capital would be listed as equity on the balance sheet.  Remember that there is no right of repayment for equity; it is an investment in the corporation.
iv. The idea of par value is different from what happens on the stock market because the stock market reflects publicly traded shares—not shares traded by the issuing corporation.
4. Choosing the State of Incorporation and Qualifying as a “Foreign Corporation”
V. How Does a Corporation Operate?

A. Who is Liable to the Corporation’s Creditors?

1. The general rule is that SH are not liable for what the corporation does or does not do.  In partnership, partners are personally liable.  In corporation, the corporation itself is liable.

2. Piercing the Corporate Veil:

a. Piercing the corporate veil is a judicially created exception to the general rule that shareholders are not liable for acts of the corporation.

b. Keep in mind that many of the PCV cases involve single shareholders!!

c. Dewitt Truck Brokers v. W. Ray Flemming Fruit Co. {oral assurance by screw-up shareholder} U.S. Dist. Ct of Appeals, 1975, p38 CN, p158 book: 
i. Facts: Fleming, the corporation’s principal shareholder, orally assured the π that he would personally pay for the fruit transportation if the corporation did not. The corporation didn’t pay for it and the corporation owed the π $15,000. The corporation was, in practice, a close, one-man corporation, by which Fleming owned 90% of the corporation’s outstanding stock. The corporation never observed corporate formalities, like a stockholders’ meeting. No stockholder other than Flemming ever received a salary, dividend or fee. Nor did any stockholder other than Flemming have a say in the decisions of the corporation. The corporation was undercapitalized without any real capital

ii. Rule: When a shareholder is a substantial owner of stock, personally assures payment, and there are other fairness concerns, the court will hold the principal shareholder liable for the debts of the corporation.
iii. Important points and fairness concerns (FACT PATTERNS TO LOOK FOR):

1. Major shareholder

2. Undercapitalization: corporation was grossly undercapitalized for the purposes of the corporate undertaking.  Putting in adequate capital to begin with can operate in your favor.
3. Breach of corporate formalities: there was a failure to observe corporate formalities, 
4. non-payment of dividends, the insolvency of the debtor corporation, siphoning of funds of the corporation by the dominant stockholder, absence of corporate records, and the fact that the corporation is merely a façade for the operations of the dominant stockholder
d. In Dewiit, the π was invoking the piercing the corporate veil doctrine to hold an individual shareholder liable for his or her corporation’s torts. What if the shareholder itself is a corporation?  A corporation can be a shareholder of another corporation. A corporation whose stock is owned by another corporation is commonly referred to as a “subsidiary.” 
e. A subsidiary is a corporation, a majority or all of the outstanding stock of which is owned by another corporation, called the parent corporation.
f. A parent corporation is not liable for the contracts, torts, and other obligations of its subsidiary corporation UNLESS there is a contractual or judicial exception to the rule that a shareholder is not liable for the acts or debts of the corporation.

g. In re Silicone Breast Implants: {controlling parent is liable} U.S. Dist. Ct. Ala., 1995, p39 CN, p166 Book.
i. Facts: Bristol is the sole shareholder of MEC, a major supplier of breast implants, but has never itself manufactured or distributed breast implants. Bristol had extensive control over MEC. The πs have two theories of recovery: (1) Corporate control: deals with piercing the corporate veil to abrogate limited liability and hold Bristol responsible for MEC’s actions.  (2) Direct liability: strict products liability, negligence, negligent failure to warn, misrepresentation, fraud and participation.
ii. Court holds in favor of Π/against Bristol.

iii. Rule: When a corporation is so controlled as to be the alter ego or mere instrumentality of its stockholder, the corporate form may be disregarded in the interests of justice. When determining whether a subsidiary may be found to be the alter ego or mere instrumentality of the parent corporation, the totality of circumstances must be evaluated. All jurisdictions require a showing of substantial domination.  

iv. PCV has sufficient basis when corporation is so controlled as to be the alter ego of its stockholder.
v. Important Points (MORE FACT PATTERNS TO LOOK FOR):

1. Corporate control was evident here—so much so that MEC became the alter ego of Bristol.  Bristol/( controlled everything!
2. Direct TORT liability was imposed

3. Some argue that the courts should be less likely to PCV in CONTRACT cases b/c the party voluntarily enters into a K.

	WHAT TO KNOW ABOUT PIERCING THE CORPORATE VEIL:

What are the boundaries/factors in courts choosing to pierce corporate veil?

Things to Keep in Mind:

1. Alter ego: you are just using corp for your own acts, for your own self-interest.  Related to corporate formalities.  You would demonstrate that corp not your alter ego by est that you followed corp formalities.

2. Respecting Corporate Formalities: There are very few instances where CV was pierced when SH respected corp formalities.  If there are 2 or more SH, there is less likelihood that misconduct will occur—you’re more likely to hold meetings, have records, etc. Law becomes murky if formalities not respected. Usually second element that must be proved.  For some, disregard of sep entity is enuf to PCV.  Some cts require more proof for injustice—but it’s unclear.  

a. Records

b. Meetings 

3. Inequity/Fairness: this is usually coupled with something else.  Ask whether it will be unfair to Π to NOT PCV.

4. Undercapitalization: will be linked w/something else.  Capitalization is about how much cushion you set up for the corporation.

5. No Co-Mingling of Funds: Lawyers should keep corporation funds sep from personal funds.

6. FRAUD: court will PCV with fraud alone—doesn’t need to be coupled with anything! Fraud is an independent basis for liability—but often requires proof that Π relied on fraudulent activity. There can be a piercing in spite of respecting rituals and formalities if there is fraud.

7. Unity of interest

8. Instrumentality

9. None of the features to the left usually stands on its own—there needs to be more than one.  Usually, courts will hand down a list of factors or reasons for PCV. 

c. One set of cases, SH ignores all formalities but keeps pouring $ in—cts less likely to PCV, or...

d. SH has ignored corp formalities but continues to take $ out—doesn’t rise to the level of fraud but there is still some concern



	Court doesn’t talk about intent.  They just list acts.  You can unintentionally use corp as a shield—you may just be really optimistic!  This happens often



	This is not fixed—it is highly uncertain.  We just need to be aware that this exists and that courts may PCV



B. CONTROL & MANAGEMENT: Who Gets to Make Decisions for the Corporation?
1. Remember that ownership separate from management (separate entity theory).  But also remember that in a closed corporation, a person can play more than one role.
2. Shareholders OWN the corporation and the Board MANAGES the corporation (MBCA §8.01).  Yet, SH can limit the power of the Board or do away with the board with a SH agreement (MBCA §7.32).  This may happen in a closed corporation.  
3. MBCA vs. ALI:  

a. The MBCA does not reflect the reality that the CEO really manages the corporation, not the board.  
b. Under ALI, the board must oversee management and maintain a voice in major decisions.  

4. Closed corporation or Closely held corporation: refers to corporation that has relatively few SH and stock which is not publicly traded.  Some states have sep statute for closely held corporations
5. Board of Directors and Officers:
a. Board of Directors:

i. PROBLEMS: Corporate decision-making/Power of the board (p41 CN, p186 book):  What could the board of McDonald’s do?
1. Personnel: Who hires CEO and other employees?
a. The Board would hire the CEO and the officer would hire an intern.

b. bd won’t care who interns are—they won’t decide this

2. Operations: 

a. BOARD= broad policy decisions; OFFICER= specific decisions.

b. Whether to close to observe Sabbath? ( The Board would decide whether to close the stores on Shabbat, as this is a broad policy decision. The Board would not decide whether to close a specific store, an officer would decide this.
c. Whether to close in Alabama Univ ( an officer in the dept (department head) will make this decision.  The board won’t make this decision!  But if during civil rts, then bd might make decisions b/c it would become a broad policy decision. 

3. Acquisitions:  Who decides whether McDonald’s should acquire Poli-Grip and who decides whether it should acquire Buffy’s Burritos?

i. The Board would have to agree to acquire the makers of Poli-Grip denture adhesive, because this is a decision that involves another large company and may affect the nature of the company if Poli-Grip is in a different field than the corporation in question. The Board may also have to approve of any acquisitions that would diversify its holdings.

ii. In contrast, the CEO would probably be the one to acquire a small business, like Buffy’s Burritos, that is in the same field as the corporation in question.

ii. McQuade (Π) v. Stoneham: 
1. Facts: Stoneham (S), McGraw (MC), and McQuade(MQ) were all shareholders of Company.  They then named themselves directors—S had right to name all directors as he saw fit.  (’s S and MC didn’t keep their agreement to keep Π as treasurer and he was dropped. The SH are entering into an agreement to use their best efforts to maintain each other as directors of the bd and as officers of the corp
2. Rule: A contract is illegal and void so far as it precludes the board of directors, at the risk of incurring legal liability, from changing officers, salaries, or policies or retaining individuals in office, except by consent of the contracting parties.
3. Court held that Π’s discharge was NOT wrongful.  The K here is VOID b/c SH (agreement) can’t limit power of Bd.  SH may combine to elect bd (see also § 7.32).  
4. However, the power to unite is limited to the election.  So SH can choose board, but can’t tell them how to do their job. (7.32 says that you can limit the power bd when all SH agree).

5. This case is a good statement about management and the role of management in selecting board members.  
6. Most jurisdictions would have upheld this K and allowed MQ to pursue damages for breach of K.
7. MUTUA: this case is thought to be a director’s agreement case but is really about a SH agreement! 

8. McCabe case is usually thought to hold that an agreement that restricts board discretion is problematic when SH don’t act on behalf of all SH.  YOU WANT TO PROTECT MINORITY SH WHEN THEY ARE NOT PART OF THE AGREEMENT.
b. Officers:
i. SH elect board.  Board appoints senior officers.

ii. Officers are designated in the bylaws

iii. Officers are AGENTS of the corporation.  Board members, on the other hand, are NOT agents of the corporation.

6. Shareholders’ DECISIONS Instead of Directors’ Decisions:
a. Villar v. Kernan: {naïve minority SH gets shafted} Sup Ct of Maine, 1997 (p42 CN, p193 book).
i. Facts: Π and ( incorporated and orally agreed that there would never be salaries.  ( later entered into consulting agreement with the corporation whereby he would receive a weekly amount of money.  
ii. V/Π was a minority SH (48%) and therefore could not make management decisions.  Something is happening that Π doesn’t like but he can’t do anything about it (if not in writing)!!! These are some of the issues you see when you look at closed corporation
iii. Court held that the oral agreement was void.

iv. RULE: In order to be enforceable, section 618 requires a shareholder agreement prohibiting the shareholders’ receipt of salaries from the corporation to be in writing. (less power to SH).
v. Keep in mind: Since McQuade, New York has adopted a statute that permits shareholders of corporations with relatively few shareholders to enter into agreements controlling board decisions.  The ruling in McQuade would therefore come out differently if it were litigated today (more power to SH).
vi. This agreement would have been enforceable under Delaware or MBCA if it had been in writing.

vii. Viller could have had a buy-out agreement!!!

7. Shareholders’ Decisions about Directors and Cumulative VOTING:
a. Straight voting: separate election for each person

b. Cumulative voting: everyone pools their votes at one session.  Multiply { number of shares  X  number of director positions }

Formula to determine the number of shares needed to elect one director:

S=total number of shares voting

D=number of directors to be elected


[S/(D+1)] + 1 = number of shares needed to elect one director.

c. PROBLEMS: Cumulative Voting: (p44 CN, p201 book)
1. A, C, and P come to you to incorporate.  Do you recommend cumulative voting?

a. Cumulative voting gives minority shareholders more of a voice.

b. Here, they may be a conflict in advising all 3 of these people:

i. If you’re advising Capel, you might recommend straight voting because he’s putting up a lot of money.

ii. If you’re advising Agee, you would recommend cumulative voting because she only put up a little bit of money.

2. 3.1: There are 5 directors and 100 outstanding shares.  How many votes needed to elect Epstein?

a. 100 shares divided by 5 directors plus 1=  16.7 + 1 = 17 shares

b. It will take approximately 17 or 18 shares to elect Epstein

c. Remember: this formula gives you the number of shares you need to elect a board member.  Multiply that number by the number of board positions, and you will get the number of votes you need.

[ Number of shares   X   Number of directors = Number of votes needed ]

3. With 30 shares, could Propp elect 2 directors to the board?

a. No, he doesn’t have enough shares

b. He would need 34 shares

4. With 40 shares together, could P and A vote together to elect 2 directors?

a. Yes, they only need 34 and they have 40 between them.

1. Since you have 100 shares, you have 500 votes (shares x the number of board of directors).

5. 3.3: Suppose the board consists of only 3 directors.  How many shares would be needed to elect Epstein?

a. 100/3+1=4  = 25 +1 = 26

b. It will take 26 shares to elect Epstein (but 78 votes).
c. Remember: that unless you have all 100 shares, you are not going to be able to elect all of the directors!

8. Shareholders’ Voting on Directors’ Decisions on “Fundamental Corporate Changes”:
9. Where Shareholders Vote and Who Votes:
10. Who Votes and Proxies?

11. Federal PROXY Rules:
a. False or Misleading Statement of Fact:
i. Virginia Bankshares, Inc. v. Sandberg: U.S. Sup Ct, 1991, p47 CN, p208 book {doubly shafted minority SH}
1. Facts: Minority SH sued directors after directors solicited SH proxies for voting on a merger proposal.  Directors/(s promised Πs would get high price for their stock. Πs withheld their proxies and sued.
2. Holding: Court found in favor of ( b/c although knowingly false statements may be actionable, Πs failed to show basis for bringing a private action under SE Act of 1934.  The issue is really whether SH could have stopped the merger.
3. Rule: Under 14a-9, proxy solicitation cannot have materially misleading statements.  A fact is material is there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.  A statement that the price of a stock is “fair” is not misleading where that price is higher than both book value and market value.
b. Shareholder Proposals:
12. Shareholders’ INSPECTION Rights:
a. Generally, SH have the right to inspect, but there are limitations!

b. Kortum v. Webasto Sunroofs, Inc: 
i. Delaware Ct of Chancery, 2000, p49 CN, p231 book

ii. Facts: CEO of 50% SH (WAG) of Magna/( wants to inspect ( b/c of drop in profits.  Π wants to inspect as SH AND as Director of the corporation.

iii. Basically, there is a presumption that director has unfettered access to the books.  Shareholder, on the other hand, has the burden to prove that his purpose in inspecting is proper.

iv. RULES:

1. Under 8 Del. C. § 220, any director shall have right to examine records for a purpose reasonably related to the director’s positions as a director.  There is a presumption that a sitting director has unfettered access to the books of the corporation for which he sits.

2. Under 220, where the shareholder seeks to inspect corporation’s records, he shall first establish (1) that such a shareholder has complied with this section in regarding the form and manner of making demand for inspection of such documents (the demand to inspect must be under oath), and (2) that the inspection is for a proper purpose (it must be bona fide). Once the shareholder demonstrates its entitlement to inspection, it must also show that the scope of the requested inspection is proper, i.e., that the books and records sought are “essential and sufficient” to the shareholder’s stated purpose.

v. Court allowed SH/Π to inspect here.  Determining the value of your shares is a proper SH purpose.
vi. Burden of Proof:

1. In Π’s role as director, Magna/( has burden to rebut presumption of Π’s proper purpose.

2. In Π’s role as SH, Π must prove proper purpose.

vii. MBCA and Del Code cover this area w/slightly different requirements! (REVIEW this)

1. MBCA: purpose must be relevant to purpose SH states
2. Del: purpose must be relevant to SH purpose as a SH.

13. Shareholders’ VOTING AGREEMENTS:
a. Ringling Bros/ Barnum and Bailey v. Ringling: 
i. Sup Ct of Delaware, 1947, p45 CN, p245 book. 
ii. Facts: this is a cumulative voting case about SH agreements.  W & H entered into agreement whereby they would vote together to secure board and if they didn’t, they would go to arbitration.  H didn’t follow arbitration and W sued.  H wanted agreement deemed invalid. 
iii. Court held kind of in favor of W by saying that the agreement was valid but not necessarily enforceable.  So neither really won now that North had the best position to elect who he wanted to elect!
iv. Rule: A reasonable stockholder agreement/provision is valid and enforceable.

v. Two important things to remember (see MBCA §:
1. SH can limit board discretion through their shareholder agreement.  This rule is designed to protect minority SH—particularly those not party to the agreement…

2. People not party to the agreement require some sort of protection.  Such protection can be written into the agreement.  Under MBCA §7.32b, all the SH have to have notice and sign 
b. Alternatives to SH agreements (other ways to protect SH rights):

i. Employment Contracts: 

ii. Buy-Out Agreements: Viller could have force a buy-out if he had such an agreement signed in writing.

C. What are the Responsibilities of a Corporation’s Decision Makers and to Whom are they Responsible?

1. What are the Business Responsibilities?

a. Private Companies: shares are usually held by the firm’s senior management.  They are responsible for making important decisions that affect success or failure of the business.  

b. Public Companies: different from private in few ways:

i. their financial results are public 

ii. there are lots of shareholders/owners affected by company’s performance

iii. fed securities law require public co’s to announce any issues
iv. analysts devoted to studying stock exchange feed info to SH—SH rely on this info since they don’t really know what’s going on inside the company.

2. What are the Legal Responsibilities?

Both duty of care and duty of loyalty are procedural prerequisites to the BJR. If these duties are followed, the court will apply the BJR.   This is also relevant to the hostile takeover cases!!!! (p172 CN, Unocal, etc)
a. Duty of Care:
i. Duty to Stay Informed and Gather Information: There is a duty to stay informed particularly in regards to their decision making function.  


ii. Oversight: They must also monitor management.  This is the idea of oversight.

iii. MBCA 8.30: director shall act in good faith and in a manner that the director reasonably believes to be in the best interest of the corporation.

iv. Board may rely on the judgment of the officers, professionals outside the company—if they believe that these people are correct and that the information is relatively accurate.

v. Duty of care can be limited by insertion of a limited liability clause in the certificate of incorporation (MBCA 102b7, Del Code 202b4). 
vi. BJR: courts will not second guess business decisions of board directors unless there is evidence of fraud, illegality, conflict of interest, negligence.  On the one hand, BJR grants broad immunity for any mistakes.  If the decision was a poor one, the court will not second guess them.  On the other hand, there can’t be fraud, etc. 
vii. Conflict of interest relates to the idea of loyalty; Negligence relates to the duty of care.  
Breach of duty of care by BOARD ACTION: the following cases deal with a Director’s Duty of Care…

i. Shlensky v. Wrigley: board not liable 
1. {SH wants night games}
2. Illinois Ct of Appeals, 1968, p53 CN, p257 book

3. Facts: minority SH wants ( to schedule night games b/c they are more profitable.
RULES:

4. Fraud: Unless the conduct of the (s at least borders on one of the elements of fraud, the courts should not interfere.
5. Negligence: Courts may not decide questions of negligence in the absence of a clear showing of dereliction of duty on the part of directors. (HIGH standard of negligence here.  You have to really screw up to be held liable).
6. BJR: directors are not liable for their corporate economic decisions unless there is fraud, illegality, or conflict of interest.  Reluctance to impose director liability.
7. Ct defers to Del reasoning

8. Ct doesn’t say whether good or bad idea b/c they invoke the BJR.

ii. Joy v. North: board is liable 
1. U.S. Ct of Appeals, 1982, p55 CN, p262 book

2. Facts: financially dumb board keeps investing in losing ventures.
RULES: 
3. If a corporation puts itself in a situation where the likelihood of failure is high and the likelihood of success is low, this may be evidence of negligence (LOW standard of negligence here.  You don’t have to do a lot to be held liable)
4. Ignorance itself is a breach of fiduciary duty.

5. BJM not invoked here b/c directors put themselves in a no-win situation.

6. As background material, this case lays out reasons for invoking BJR:

a. Shareholders voluntarily choose to take a risk when they invest in a particular company.

b. After the fact litigation is hard to conduct when evaluating corporate business decisions since what seemed like a good idea then may look really stupid now.  

c. A rule that penalizes seemingly risky alternative may not be in the best interest of shareholders since the potential for risk often corresponds with the potential for profit.

iii. Smith v. Van Gorkum: board is liable

1. Sup Ct of Delaware, 1985, p57 CN, p269 book

2. Facts: Stupid board relies on (’s oral presentation in order to vote in favor of merger.  Class action subsequently brought by SH of the corporation.
RULES:

3. A business judgment is informed if the directors have informed themselves “prior to making a business decision, of all material information reasonably available to them.”  

4. The concept of gross negligence is the proper standard of care for determining whether a business judgment reached by a board was an informed one
5. Court concludes that the process of making the board decision was grossly negligent and thus not informed.
6. Mutua asked whether the court’s review was process-oriented (as it should have been) or substance-oriented:

a) Process: did they follow the correct procedures?  The dissent argues that what might seem like a bad process when you have lay people may not be bad when you have experts.
b) Substance: court doesn’t know whether $55 is enough to pay SH for their shares.  

7. Under current Del law and MBCA, this case might be decided differently.  Recent laws allow corporations to limit liability for breach of duty of care.

Breach of Duty of Care by Board INACTION:

iv. Barnes v. Andrews: board not liable
1. U.S. Dist Ct NY, 1924, p59 CN, p277 book
2. Facts: ( didn’t attend to the affairs of the corporation adequately.  Funds of the company were being steadily depleted b/c salaries were too high, delay in production.

3. Directors have a duty to be informed, but the lack of information/negligence on behalf of the director must be shown to have CAUSED a loss to the company for the director to be exposed to liability. 

4. Claimant/Π bears this burden of proving that the director’s/( slothfulness was a CAUSE of the company’s loss.  

5. (under Francis, due diligence is required—must inquire why business is not making money.  Francis also clarifies what is needed to prove causation)
6. There was board inaction here (( breached duty of care), but it was unclear whether the breach caused the loss.

7. This case is different than Del but same as MBCA:

a) Del later rejects this holding by asserting that once Π shows breach of duty of care, burden shifts to ( to show that the action did NOT cause the loss!
b) MBCA says burden in on the Π.  This case is consistent with this notion.
8. It is clear that attending meetings is simply not enough if a director does not keep advised on corporate affairs.

You have to really mess up in order to be found to have breached a duty of care.  You have to basically do nothing!  Mutua thinks the standard of review is pretty low.

v. In re Caremark: board not liable

1. Delaware Chancery Ct, 1996, p61 CN, p284 book

2. Facts: Directors didn’t closely monitor employees who caused losses to the corporation by violating Medicare and Medicaid rules.  SH derivative action followed alleging directors violated a duty to be active monitors of corporation performance.

RULE:

3. The core element of any corporate law duty of care inquiry is whether there was good faith effort to be informed and exercise judgment.  An utter failure to attempt to assure a reasonable information and reporting system will establish the lack of good faith that is a necessary condition to liability.

4. Basically, only a systematic failure to exercise oversight will establish the lack of good faith which is a necessary element of breach of duty of care.  It’s OK just as long as the board has some monitoring system in place.
5. This case shows that it’s much harder for Πs to prove board INACTION than it is to prove board ACTION! McCall interpreted CareMark to say that failure to monitor might go beyond a violation of duty of care and therefore bar protection of Del shield law b/c reckless disregard of duty of care could constitute a lack of good faith.
vi. McCall v. Scott:  board is liable
1. U.S. Ct of Appeals, 2001, p63 CN, p291 book

2. Facts: Πs allege that (s schemes encouraged employees to commit fraud.
3. Del §102 says corporation not liable unless directors display intentional misconduct.  
4. This court, however, holds that something LESS than intentional misconduct will invoke director liability!  In this case, the prior experience of the directors should have raised a RED FLAG warning them of systematic fraudulent practices encouraged by (’s management.
5. Delaware law relating to shareholder derivative suits requires that the “particularized allegations in the complaint present ‘a substantial likelihood’ of liability on the part of the directors.”  

6. Particularized facts, when taken together, are sufficient to present a substantial likelihood of doubt even in the face of RECKLESS (and not intentional) director behavior.

7. The duty here is owed to the CORPORATION!

	DUTY OF CARE

	What is the duty of care? 

	How do directors breach the duty of care? (breach can result from board action or inaction)


	Duty to stay informed

Relying on reporting systems

Relying on reports of officers


	Don’t attend meetings



	
	Don’t keep advised of corporate affairs



	
	But laziness must be cause of corporate loss (Barnes) 



	
	If process of decision-making was grossly negligent, there will be breach b/c directors not informed (Smith).



	Duty to provide oversight/monitoring – exercise business judgment and diligence (Caremark)


	Don’t monitor employees



	
	Reckless and not just intentional misconduct; red flag is raised; this is heightened duty of care (McCall)



	
	BJR vs. Negligence : 

Courts can’t interfere unless there is fraud (Shlensky)
The mere failure to follow the crowd is not negligence (Shlensky)

There may be negligence if board makes the likelihood of failure high and the likelihood of success low (Joy)




b. Duty of Loyalty:
i. Directors must act in best interest of the corporation:

1. Directors may not compete with the corporation.
2. Directors may not usurp a corporate opportunity (e.g. property).  Disclosure, however, may allow for this.
3. Directors may not self-deal.  This means they cannot be on both sides of a transaction.
ii. The Delaware Code § 102(b)(7) does not allow for waiver of the duty of loyalty. 

iii. Competing with the Corporation
1. Regenstein v. J. Regenstein Co. board not liable
2. Sup Ct of Georgia, 1957, p65 CN, p297 book
3. Facts: (s owned and operated Mirror and Whitehall (the corporation here).  Πs alleged (s breached duty of loyalty by profiting from corporation’s loss at a benefit to the Mirror and by diverting customers from Whitehall to the Mirror.
RULE:
4. When acting in good faith and without violating any legal or moral duty owed to the corporation or its stockholders, a director or officer may own and operate a business similar to the one the corporation owned and operated as long as he does not wrongfully use the corporation’s resources or enter into a business of such a nature as to injure the corporation. 

5. Mutua thinks:

a) that this court is basically saying that you are not breaching duty if you are only marginally successful in injuring the corporation!  If you are really successful, then you have committed a breach!
b) that it should have been relevant to the court that the (s were directors AND officers. Under agency law (the Restatement), and officer is an agent and thus has a duty to compete with his principle!
6. the duty not to compete is a pretty firm rule even though its common and desirable for directors to serve on many boards.
7. ALI prohibits competition unless prior authorization and no harm to the corporation

iv. “Usurping” a Corporate Opportunity

1. Meinhard was a case of usurping corporate opportunity but in the case of a partnership.

2. Northeast Harbor Golf Club, Inc. v. Harris: President may be liable; case remanded.  Rejects Guth.
a) Sup Ct of Maine, 1995, p67 CN, p300 book
b) Facts: (/President of the club bought 2 tracts of land adjacent to the golf course w/out disclosing her plans to the board.  The club alleged she breached her fiduciary duty to them.
c) Trial court applied Delaware/GUTH “line of business” test.  This court applied ALI “strict requirement of full disclosure” (see comparison below) and remanded to see if ( liable under ALI standard.
3. Broz v. Cellular Information Systems, Inc.: Director NOT liable.  Applies Guth.
a) Sup Ct of Delaware, 1996, p70 CN, p310 book

b) Facts: ( was director of one corporation (CIS) and SH of another (RFBC).  He did not tell CIS about an opportunity that came up with RFBC.  Here, we see the fact pattern of someone serving on TWO boards.
RULES: 

c) The failure of a director to present an opportunity to the corporation does not necessarily result in the improper usurpation of a corporate opportunity.

d) If another company who may buy the target company has an interest in the opportunity, the director of the target company doesn’t have a duty to present the opportunity to the target company.

e) Court applies Guth Test:

a. CIS wasn’t financially stable

b. This is line of business (cell phones) BUT no one factor is dispositive, all factors must be taken into account.
c. CIS didn’t have interest in the license

f) ( wasn’t required to disclose under the Guth test and thus did NOT breach any fiduciary duty.
g) Would ruling be different under ALI?

a. YES: meets line of business test (# 3 of ALI)

b. NO: Michigan came to ( in his individual capacity as board member of RFBC, not as board member of CIS (# 1 of ALI)
	USURPING CORPORATE OPPORTUNITIES 

(know these differences for EXAM)

	
	GUTH/ Delaware (Broz)
	ALI (Northeast)



	FINANCIAL RESOURCES
	Focuses on financial resources of the corporation.  If corporation can pay, then director shouldn’t take the opportunity.

	Doesn’t care about financial resources of the corporation

	POSITION OF TRUST
	Doesn’t mention whether position matters
	It is significant whether an opportunity was presented to someone b/c of her position as president (Northeast)



	DISCLOSURE
	Disclosure of a business opportunity is NOT required. Failure to disclose is not a breach of the duty of loyalty.


	Formal disclosure to the board IS required.  A disclosure then requires the board to act.

	PROCEDURE THAT MUST BE TAKEN
	The “line of business test” set out in Guth/ 

When a director CANNOT take advantage of a corporate opportunity/ When director is required to disclose:

1. Line of Business: If the business opportunity was so closely associated with the existing business activities as to cause the corporate officer purchasing it into competition with the company AND

2. Corporation has an interest: if the corporation wanted to pursue the opportunity AND 

3. if the corporation was financially able to pursue the opportunity

4. taking will result in a conflict
5. then the corporate officer should not buy it because it violates his duty of loyalty. 


	Definition of corporate opportunity: (1) director/president becoming aware in his capacity as director (2) becomes aware thru use of corporate info or property (3) opportunity is closely related or in the line of business of the corporation. 

The argument is always about whether or not there is a corporate opportunity.



	
	
	Once you have corporate opportunity: Once person (director) becomes aware, she can (1) must offer the opportunity to a disinterested board  (2) board must reject the opportunity or it can be ratified (3) if rejected and the rejection is fair to the corporation, then you can take the opportunity for yourself




Arguments for and against the taking of a corporate opportunity

Argument for director/for taking the opportunity: 

1. Will first say that it’s not a corporate opportunity by arguing against the ALI definitions.

2. Then will say that the board rejected it and you can take it.

Arguments against director taking the opportunity:

1. This fits the definition of ALI 

2. The person never disclosed

3. The board wasn’t disinterested

4. The board didn’t reject the opportunity
5. The board did reject the opportunity, but the rejection was not fair to the corporation.

v. Being on “Both Sides” of a Deal with the Corporation (i.e. “interested director transactions”)

1. HMG/ Courtland Properties, Inc. v. Gray  Director is liable
a) Delaware Chancery Ct, 1999, p71 CN, p317 bk
b) We should know Del §144 for exam!!

c) Facts:  Gray and Fieber were directors of HMG.  Gray was principal negotiator of a sale by HMG to NAF.  Gray also owned an interest in NAF but did not disclose it to the rest of the board and then proceeded to voted on the sale.

Delaware General Corporation Law § 144: 

Self dealing transactions are okay if: 
1. The director has APPROVAL from disinterested board or SH entitled to vote



and

2. All interests are DISCLOSED 



or  

3. In the absence of disclosure, the transactions were FAIR. 
4. BASICALLY, IF YOU DON’T DISCLOSE, YOU BETTER MAKE SURE THE DEAL WAS FAIR TO THE CORPORATION!!  
5. If you get prior approval by board or SH: the court will still look at whether the deal was fair under BJR. (court looks at PROCESS)
6. If you don’t get approval of board or SH: the court will look at substance of transaction under doctrine of “entire fairness.”  The court will ask whether there was 1) fair dealing and 2) fair price.  The court will not apply the BJR (court looks at SUBSTANCE)
7. HERE, there was neither 1 nor 2!

d) Whenever there’s a self-dealing transaction, courts will look at Del §144!
2. Cookie’s Food Products, inc. v. Lakes Warehouse Distributing, Inc.:  majority SH not liable b/c board was aware of what was going on.
a) Sup Ct of Iowa, 1998, p73 CN, p325 bk ( IOWA seems to be saying the same thing as DELAWARE 144 and MBCA 8.62 p202 supp.
b) Facts: ( owned Lakes and eventually became majority SH of Cookies at which time, he stacked the board of Cookies and extended their Ks with other businesses he owned.  There was self-dealing in 3 respects: exclusive contract, royalties, and salary upgrade.  Both directors and SH knew about (’s interests.
Rule:

c) Iowa follow Del §144/MBCA and

d) good faith standard

e) Burden: once Π proves conflict, the burden shifts to ( to show GF, honesty and fairness in the face of self-dealing (unlike duty of care).
f) Here, court said everybody was informed about (s interest.  Therefore the deal was honest. 
g) BUT Mutua argues:

a. ( didn’t have to prove fairness: that the court never really forced ( to prove that salary upgrade, etc would not hurt the company and was therefore fair.  The court seems to leave the burden with the Π since the company is doing well!
b. The court accepted the vote of “disinterested” directors when, in fact, ( controlled the board!
	Arguments for and against self dealing:

Arguments for allowing self-dealing:

1. Self-dealer disclosed and got approval

2. Self-dealer did not disclose, but the deal was fair.

Arguments against self-dealing:

1. Self-dealer sought approval but the directors were not really disinterested

2. Self-dealer did not seek approval AND the deal was unfair

3. Self-dealer did not fully disclose his interest to the board or SH
Disclosure is always a safe haven!


	Burden of Proof

	Duty of Care

Duty to not be lazy


	Duty of Loyalty

Duty to not compete

	Delaware Code
	MBCA & Barnes
	MBCA §§8.31, 8.60 
(define conflict of interest( pay close attention) 


	Del §144
	ALI 505



	First, there is a burden on Π to show breach of duty of care.

Then, the burden shifts to ( to show that the action did NOT cause the loss.
	Burden remains on the Π to show breach AND causation
	First, there is a burden on Π to show that there is a conflict of interest.

Then, the burden shifts to the ( to show that the deal was fair.  The director/( accused of self-dealing carries the burden of establishing his good faith, honesty and fairness (Cookies).



D. Who Sues and Who Recovers?
1. What is a derivative suit and why do we have them?
a. The shareholder sues to vindicate the corporation’s claim.  She stands in the shoes of the corporation asserting the claim.  Sometimes called “secondary suits” because the shareholder’s right to sue is secondary to the corporation’s
b. REMEMBER: it is essentially the corporation’s claim because the directors owe duties of care and loyalty to the corporation itself.

c. Whether to bring derivative suit is usually director/management decision.  Board may not want to vindicate corporation’s rights b/c 1) litigation would strain relationship b/w ( and the corporation 2) self-serving reasons
d. On the one hand, don’t want to second guess management.  On the other hand, board may not be in position to make impartial decisions regarding the suit.

	
	Derivative Suit
	Direct Suit


	Rights
	SH seek to vindicate corporation’s claim

	Seek to vindicate SH’s personal claim as a SH

	Recovery
	Corporation recovers
	SH recovers



	Class Action
	Cannot be a class action.  Only SH.

	Can be a class action

	SH Post Bond?
	Yes
	No


e. Eisenberg v. Flying Tiger Line, Inc.
i. U.S. Ct of Appeals, 1971, p78 CN, p337 bk

ii. Holding: Suit is direct; SH therefore not required to post a bond.
RULE:

iii. Security costs cannot be required where a Π does not challenge acts of management on behalf of the corporation.  If he challenges the right of the present management to exclude him and other stockholders from proper participation in the affairs of the corporation and if he claims that the (s are interfering with the Π’s rights and privileges as stockholders, then the suit is direct, not derivative (Lazar v. Knolls).

iv. If a shareholder is deprived of his voice in the affairs of a previously existing company after a merger or reorganization of the corporation, then the suit he brings is common to all shareholders and is a direct suit (not a derivative one).

v. Reasoning: 

1. the merger deprived Π of any voice

2. Π not suing for monetaty damages. (Π wants voting rts back by enjoining entire merger)

vi. Mutua argues Π wasn’t really harmed b/c as a minority SH he didn’t have a voice to stop the merger anyway!

2. QUESTIONS: Derivative vs. Direct Suits:

a. Could Π’s claim have been considered derivative, not direct?  
i. Π would have had to show harm to the corporation in order for his claim to be considered derivative.

ii. Directors were constrained b/c SH were exercising their rights.  To the extent that SH not exercising their rights is a harm to the corporation. 

b. Why did the court find it significant that the Π was not seeking monetary recovery from any of the (s?  ( Π not after a quick settlement.  And fear of blackmailing a corporation into a settlement is genuine when dealing with derivative suits.

c. In NY today, would suit to enforce corporation to issue dividends be derivative or direct?  ( Direct.  An action to enforce dividends is about SH, not corporation.  Therefore, the suit would be direct, not derivative.
d. Would you classify the following situations as direct or derivative suits?
i. Epstein sues directors of Bubba’s Burritos Inc b/c they issued stock w/out honoring his preemptive rights? (  Direct b/c it is about SH rights
ii. Roberts sues the directors of Bubba’s b/c they failed to permit him to inspect corporate books and records? (  Direct b/c inspection rights are SH rights
iii. The articles of Bubba’s provide that the corporation will “operate restaurants featuring burritos and related products.”  Epstein learns that directors plan to enter contract w/Chad and Associates to go into voting machine business.  He sues to enjoin the corporation for engaging in this ultra vires activitiy.  ( Derivative b/c the directors were acting outside the scope of their authority (ultra vires).
iv. Someone sues directors for paying themselves huge bonuses, why is this derivitve? Classic corporate waste—because it harms the corporation, and they are breaching the duty of loyalty.

v. Someone sues directors for usurping corporate opportunities. Derivative.

vi. Dirs purchase supplies at much higher price then necessary. Derivative, no harm to SH, but harms corporation.

vii. Suit against controlling SH saying they breached fiduciary duties. Direct, hurts him directly.
3. How does a derivative suit compare to a class action (and why are both so controversial?

	Differences
	Similarities



	Derivative: corporation’s claim being asserted by SH.
Class Action: a bunch of personal claims.  Nobody is asserting corporation’s claim.
	Both derivative suits and class actions are representative cases whereby a litigant is representing somebody else.  
This can lead to conflicts of interest.


4. Procedural Requirements of a Derivative Suit:  Because the potential for abuse is real, there are many procedural requirements.

a. Joinder of the corporation and alignment of the parties: corporation must be before the court.  Corporation is simultaneously an involuntary Π and a (.  But real (s are people who harmed the corporation.
b. Stock ownership and other standing requirements:  MBCA and NY do not allow individual to buy stock just to have standing.  Some courts uphold SH standing under “continuing wrong” theory.
c. Security-for-expenses: “security-for-expense” requires shareholder to post a bond to ensure the corporation’s expenses are paid even if the suit is unsuccessful.  SH would therefore prefer that suits be considered direct suits.
d. Demand on directors:  
i. FRCP and NY require that SHs make written demand on directors that they assert claim in favor of corporation.  So SH have to give directors written notice before they can bring a suit.  
ii. 11 states require demand + rejection in order to bring suit.  
iii. In some states, demand will be excused if demand will be futile!  This happens usually when all of the directors of the board have allegedly breached the duty of care.  NY will excuse demand if claims of futility/conflict are alleged with particularity.

1. When will demand be excused:  when all 5 directors are implicated.  Where 4 of 5 breach, demand will probably be excused.  3 or less- the court is more apt to discuss whether demand should have been made

iv. You can go forth if demand was rejected OR if there was no response by the board.

v. Upon demand, court will set up committee to investigate suit.  The court may then decide whether the committee’s decision was fair; or the court will do more than this (as in Zapata):
vi. Zapata Corporation v. Maldonado: 
1. Sup ct of Delaware, p83 CN, p372 bk
2. Π brought derivative action against 10 directors alleging breach of fiduciary duty.  Π didn’t demand that the board take action alleging it would have been futile.  Board’s committee dismissed the claim.  Court below said they couldn’t do this.
THIS RULE ONLY APPLIES WITH DEMAND THAT WAS NEVER MADE TO BOARD (excused demand) —NOT DEMAND THAT HAS BEEN REJECTED (refused demand):
3. Whether committee may dismiss derivative action when demand has not been made should rest in the discretion of the Court of Chancery.  We adopt a middle of the road approach b/w those cases which yield to the independent judgment of board and the Court below who yielded to unbridled Π stockholder control.  This approach prevents SH blackmail and Board misconduct.
The Court below should adopt a two-part test:
4. Court should inquire into good faith and independence of the committee.  The corporation has the burden of proving this.  The motion shall be denied if the court finds bad faith.  (The suit will then proceed). The court may proceed to step two if the corporation has proven good faith…  {This is basically a PROCESS prong)...
5. Court here determines whether the motion for dismissal of the suit should be granted.  The court must weigh how compelling corporation’s interest in dismissal is, matters of law, and public policy—in addition to the corporation’s best interest.   If the court’s independent business judgment is satisfied, the court may proceed to grant the motion… {So the court doesn’t automatically allow the dismissal once good faith has been shown.  Here the court is looking much more at SUBSTANCE}
6. Basically, corporation must prove good faith on part of committee (PROCESS).  If bad faith, suit proceeds.  If good faith, court will look at best interest of corporation, law, and public policy (SUBSTANCE) to determine whether suit should be dismissed.

7. The above rule would not apply to states that require a universal demand! 
8. MBCA = universal demand: you must always make a demand under MBCA.  But it allows suit to be brought after 90 days if SH hasn’t received any response

9. Del and NY = demand may be excused: do not require universal demand.  NY excuses when it’s alleged w/particularity that a majority of the board does not excuse itself, etc.  11 states require demand all the time

e. Demand on shareholders:

i. Some (but by no means most) states also have a requirement that the π make a demand on shareholders (or show why the demand should be excused) before filing a derivative suit. 

ii. In states that do require demands on shareholders, the courts have generally been fairly willing to excuse the demand on shareholders. 

1. One widely recognized excuse is that the majority of stock is held by one of the alleged wrongdoers. 

2. Another is that the demand would be excessively expensive because there is a large number of shareholders and they are geographically scattered.
f. Right to jury trial: some states do allow a jury trial in a derivative suit and some do not.

g. Court approval of settlement or dismissal: b/c class actions and derivative suits affect the interests of other people not before the court, procedural rules thrust the judge to review the proposed settlement or dismissal and in some cases, will give notice to interested parties.
5. Recovery in Derivative Suits:

a. If a derivative suit proceeds to judgment and the ∏ wins, the corporation gets the recovery. The successful shareholder can then recover her costs from the losing litigant and her attorney’s fees from the corporation.

b. If the shareholder loses the derivative suit, she cannot look to the corporation or the Δs to recover her costs or attorney’s fees. Under some statutes, the Δs may be able to recover their attorney’s fees from the shareholder if the court finds that she sued without reasonable cause. In addition, the shareholder’s loss is res judicata for other shareholders – they cannot sue to try to vindicate the corporation’s claim a second time

E. Who Really Pays? Statutes may allow corporations to limit or eliminate director liability for breach of duty of care.  
1. Insurance:
a. MBCA § 8.57: authorizes a corporation to buy liability insurance for its directors and officers (D & O insurance).   These insurance policies usually cover negligence but not intentional torts.  The issue is usually whether or not the actor engaged is covered by the insurance policy!

2. Indemnity: 

a. Indemnification for director from corporation found in statutes (MBCA), articles, bylaws, and contracts.

b. Relevant statutes typically differentiate between situations in which a corporation is permitted to indemnify its directors (MBCA §§ 8.51 and 8.55) and situations in which a corporation is required  to indemnify (MBCA § 8.52)

VI. HOW DOES A BUSINESS STRUCTURED AS A CORPORATION GROW?

A. Borrowing More Money:
1. Four basic problems with loans:

a. Who is going to make the loan?

b. What covenants will the lender require?

c. How is the corporation going to repay the loan?

d. What happens in the event the corporation defaults?

B. Issuing More Stock:
1. To whom?

a. Preemptive rights and other rights of existing shareholders:
i. When a corporation issues new shares:  a shareholder w/preemptive rights has the right to purchase the number of shares of any new issuance of shares that will enable the shareholder to maintain her percentage of ownership.  SH don’t get the stock for a reduced rate, they just get first dibs on it! (MBCA §6.30)
ii. REMEMBER: preemptive rights are only relevant to issuance of stock, not sale of stock.  They do not apply to trading of stock among SH.

iii. Whether SH will get preemptive rts depends on 1) state statutes 2) articles 3) purpose of issuance. 
iv. Byelick v. Vivadelli (395) Majority SH breached duty
1. U.S. Dist Ct, VA, 1999, p90 CN, p395 bk
2. Facts: (s/majority SH of corporation eliminated SH preemptive rights, issued 50,000 shares to themselves—thereby reducing Π’s ownership from 10% to 1%.
Rule:

3. Because a closely held corporation resembles a partnership, the trust and confidence essential to this enterprise is significant, and the inherent danger to minority interests in the corporation is significant, stockholders in the close corporation owe one another substantially the same fiduciary duty that partners would owe one another.
4. Where preemptive rights are not provided to shareholders in the articles of incorporation, a director’s fiduciary duty nonetheless constrains the issuance of shares
5. While this case purports to be about preemptive rights, it is really about fiduciary duties in a closely held corporation.
6. Major Points: 
a) Minority SH in closed corporation can be disadvantaged
b) SH in CC owe each other fiduciary duties akin to those owed by partners to each other
c) Minority SH in CC can sue in direct action on claims that would have been viewed as derivative.  Since breach of duties normally owed to corporation are seen as akin to partner-type duties, the SH can sue directly!!!  Corporation then owes duties also to other SH (not just to the corporation!!).
d) Fiduciary duties extend to the issuance of shares and thus wrongful issuance breaches fiduciary duty.
b. To venture capitalists:
i. Venture capital is a substantial equity investment in a non-public enterprise that does not involve active control of the firm.  But VC can still have a voice in corporation.  They may monitor but not necessarily manage the corporation.

ii. VCs are like SH w/special rights: 

1. VC may have significant stock in which they can compel payment of their shares.  

2. They may have preference in the event of liquidation.  

3. They may have take-along rights also.

4. Exit opportunities

iii. Different from SH or other investor b/c VC is investing in private corporation before its stocks are publicly traded on the stock market.
iv. Goal of VC is to get high returns on her investment. 

v. VCs are generally used when corporation can’t get loans—unstable and risky corporations.

vi. NEGATIVE:  Debt financing usually preferred over equity b/c equity demands higher return

vii. POSITIVE: The private sale of stock to the venture capitalist is exempt from registration.
c. To a person (or a few people) or to the public:
i. NEGATIVE: 

1. involves huge investments in payments to lawyers and accountants

2. Tedious registration requirements: must comply w/fed and state securities law
2. What are the legal constraints on how a corporation issues its stock?

a. Registration requirements for public offerings:
i. Some of what your client may have learned about securities registration in B-school (this section focuses on why a corporation would go public)
1. Corporations go public to raise more money
2. The process of making a public offering may take many months and may be expensive.  
a) First get underwriter (usually investment bank)
b) Then SEC will approve registration.  This is when price of stock will be set (which can cause problems if the market changes b/w the time SEC approves registration and the time the shares actually hit the market.
c) Then shares will hit the market
ii. Some of what you can learn about securities regulations from the SEC website

a. Securities Exchange Act of 1934 (34 Act): deals with resales and other securities activities.

b. Securities Act of 1933 (33 Act): governs the issuance of securities by the corporation itself.  
i. Registration statements have 2 parts:

1. Prospectus: is the legal offering or “selling” document. It must describe the important facts about business operations, financial condition and management. Every buyer must have access to this. 

2. Additional info available upon request by investors

ii. Requires companies to give investors full disclosure of all material facts. 

iii. Companies may be exempted from the requirement to register with the SEC. 

iv. Exempted companies are still subject to fraud laws

v. Exemption under federal law does not mean there is exemption under state law
b. Common law fraud and misrepresentation and Rule 10b-5 constraints on any stock issuance:
i. No issuance of stock is exempt from the common law of fraud and misrepresentation

ii. A misled investor who buys stock can invoke contract law of misrepresentation or tort law of fraud or deceit.

iii. Rule 10b-5, the securities antifraud rule, was promulgated by the SEC under § 10 of the 1934 Act. Most of the cases with this deal with the resale of stock and with mergers, but not fraud related to the issuance of stock
c. QUESTIONS: Application of 10b-5 to stock issuance:

i. A (CEO of Bubba’s) lies to R (investor) about B’s health ratings.  What should R do?
1. Roberts can sue A for fraud under 10b-5

2. Can sue in torts (if injured) or contracts also

ii. A didn’t lie but didn’t tell R that the inspector was almost certain B would get a bad health rating.  What should R do?

1. 10b-5 covers misleading omissions.

2. Agee knowingly “omitted” facts, so R can sue.

iii. A does not mention Health ratings at all—does not misrepresent, lie or disclose anything.

1. R may also be able to sue here under 10b-5 because A’s actions could constitute a misleading omission.

2. 10b5 was put in place to protect investors outside of registration requirements.  
3. When 10b5 fails to apply to your issuance, the common law rules of fraud (tort law) and misrepresentation (contract law) apply.  These become restraints on issuance of securities.

C. Debt vs. Equity:
1. There are powerful incentives for a company to load up its capital structure with debt:

a. Debt is less risky, but there is a lower return.

b. Company pays a lower price for debt than equity (thus lower return)

c. Company can deduct its interest payments from its reported income

2. Who then stops the company from its inclination to borrow all the money possible?

a. Lenders understand the incentives and will draw the line themselves to be sure that they will be repaid. 
b. Corporation will draw the line for fear of bankruptcy
D. Using Earnings:
1. A business structured as a corporation can grow by using its earnings. 

2. It will not want to use all of its earnings to help the business grow because it will have nothing left to distribute to shareholders.

VII. HOW DO THE OWNERS OF A CORPORATION MAKE MONEY?

· Receiving salaries and dividends in a close corporation are really important b/c these are the only way a SH can make money from the business.  It’s hard to find a buyer in a small, closely held corporation.

· Close corporation is typified by:

1. Small number of SH
2. Absence of a market for the corporation’s stock

3. Substantial SH participation in the management of the corporation (SH expect this in a close corporation)

· Two avenues of relief for minority SH in a close corporation:

1. Statutory: Dissolution statutes allow SH oppression to be a ground for involuntary dissolution of the SH

2. Judicial: oppressed SH may bring action for breach of duty
B. Receiving salaries from the corporation
1. Who decides which SH get salaries?

a. In public corporation, setting the salary is the duty of the board.  In close corporations, where ownership and management coincide, the danger of eluding the tax code is greater. 
b. Wilkes v. Springdale, p98 CN

i. The Court held for the ∏ because the Δs had not shown a “legitimate business purpose” in firing the ∏. 
ii. The Court also noted that the guarantee of employment is a big reason why a minority owner invests in close corporations and that the salary he gets is the principal return on his investment. 
iii. Rule: A fiduciary duty is not breached if the majority shareholders acted pursuant to a legitimate business purpose. When a legitimate purpose exists, the minority shareholder must be given an opportunity to demonstrate that the purpose could have been achieved through means less disruptive to its shareholder interests
c. Hollis v. Hill, US Ct of Appeals, 2000, p98 CN, p429 bk, case of the poor shmuck bullied by co-owner; ½ OWNER LIABLE FOR BREACH
i. Π and ( were both 50% owners of corporation.  ( was a director and pres, Π was a director and VP.  ( reduced Πs salary and eventually terminated Π as VP.  Π sued alleging SH oppression. (( was able to do what he did b/c he CONTROLLED the corporation)
Rule: (court declines to apply BJR and declines to apply Del law)
ii. Existence of Fiduciary Duty: The fiduciary duty existing between controlling SH and minority SH in close corporations is the same as the duty existing between partners.
iii. Breach of Fiduciary Duty: A controlling shareholder cannot deprive a minority shareholder of his interest as a shareholder by terminating the latter’s employment or salary – this would breach the fiduciary duty. 
iv. Remedy: However, shareholders are not entitled to their jobs – rather, the courts have limited relief to instances in which the shareholder has been harmed as a shareholder, i.e., his investment has been harmed. 
v. So the court can’t guarantee the oppressed SH his job, but it can help him if his investment was harmed.  The remedy here was a buyout.
vi. When ( reduced Π’s salary, he eliminated Π’s ability to make $ on his investment!

vii. ( could not have fired Π if Π had a long term employment K!!!

2. What are the legal limitations on the salaries?
a. The MBCA does not set limits on the salaries that a corporation pays its officers or directors.  But there are limitations in the Internal Revenue Code that limit the amount of salaries that a corporation can deduct as an ordinary and necessary business expense.
b. There is a strong tax incentive on “C” Corporations to set salaries to shareholders as high as possible since SALARIES ARE TAX DEDUCTIBLE WHILE DIVIDENDS ARE NOT.  So the IRS has a strong incentive to review the reasonableness of salaries paid to shareholder by “C” Corporations.
c. Exacto Spring Corp. v. Comm’r of Internal Revenue, US Ct of Appeals, 1999, p102 CN, p446 bk, CEO not receiving excessive salary; salary determination was afforded protection of the BJR
i. IRS thought CEO was receiving an excessive salary and suspected dividends were being incorporated into the salaries.
RULE: 
ii. The appropriate salary that a manager should earn is relative to how much revenue he can generate. The higher the rate of return that a manager generates, the greater salary that he can command. 
iii. A salary is presumptively reasonable where investors obtain a higher return than they expected. 
iv. Is there something that the gov’t could have showed that would have made the court change its mind?  If they argued the following, Posner might have bought it: (ARGUMENT AGAINST HIGH SALARY OF CEO)
1. If they could have showed that ( only worked part time.  He didn’t do that much.  Other officers really run the corporation.

2. That $ made by corporation was not the result of the (’s efforts as CEO—but rather an oil rich industry, for example.

v. In order to decide reasonableness of salary, look at:

1. Return on investment.

2. Salaries of directors at similar corporations

d. Gianotti v. Hamway, Sup Ct of Va., 1990, p104 CN, p452 bk, Board is liable for breach of duty
i. Minority SH brought action against directors asserting they breached their fiduciary duty by paying themselves excessive compensation, paying inadequate dividends and other improper party transactions.

RULE:

ii. Courts should question the reasonableness of a corporate officer’s compensation where the directors of a close corporation elect themselves as officers and set their own salaries, and they are all accused of combining to fix excessive salaries for each other, making it impossible to have a "disinterested board."
iii. There is a presumption of GF unless board is shown to have engaged in self-dealing or fraud.

iv. Three important concepts here:

1. The problem here is not that the directors make salaries, but that they get to DECIDE their own salaries!

2. BJR did NOT apply b/c management was setting their own salaries and this is evidence of conflict/self-dealing!
3. Burden of proof: first, on the Π to show self-dealing (?)

C. Receiving dividends from the corporation 

1. What is a dividend? 
a. Special type of distribution, a payment to shareholders by the corporation out of its current or retained earnings in proportion to the number of shares owned by the shareholder.  Public corporations tend to issue dividends, whereas closely held corporations generally do not. 

2. Why do corporations pay dividends?  Why to investors pay attention to dividends?
a. Return to the investor who put his money at risk into the corporation. 
b. Reward to existing shareholders
c. Encourage others to buy new issues of common stock at high prices. Investors may pay attention to dividends because only through dividends do they get a return on their investment or know when to sell shares at a higher price. 
d. A corporation not issuing dividends may try to demonstrate confidence that it has attractive investment opportunities that may earn the investors more money.
3. What is the law on when a dividend can or must be paid?  
a. Generally, whether to distribute dividends is a business judgment issue subject to the discretion of the directors.
b. Modern View/MBCA

i. Under MBCA “distribution” = dividend

ii. Basically, under the MBCA, a distribution is proper as long as the corporation is not insolvent and as long as the distribution doesn’t render the corporation insolvent.  Distributions in violation of this may impose liability on directors.
c. Traditional View/Delaware

i. NY and Del can issue dividends from surplus capital, but not stated capital.  You wouldn’t really want to distribute the cushion of stated capital, anyway.
ii. Earned by selling goods of the corporation.
1. Earned surplus: all profits generated by the business minus distributions to SH. 
iii. Earned by sale of stock:

1. Stated capital: par value (min. issuance price) of a par issuance plus the amt allocated to stated capital on a no-par issuance.
2. Capital surplus: whatever is left over from stated capital.
iv. EXAMPLE: Bubba’s issued 10,000 shares of $2 par stock for $100,000. The stated capital is $20,000 ($2 x 10,000). The remaining $80,000 on the money it raised from selling its stock is the capital surplus and this could be distributed. Under this approach, every cent earned from the issuance of stock is allocated either to stated capital or capital surplus.
d. Zidell v. Zidell, Sup Ct of Oregon, 1977, p108 CN, p465 bk, Majority SHs/board not liable for low dividends
i. Π felt that the increased salary of (s deprived the corporation of earnings and hence deprived Π of more dividends. Π sued for a larger dividend. 
RULE:

ii. Those in control of corporate affairs have fiduciary duties of good faith and fair dealing toward the minority shareholders, but those duties are discharged if the decision to declare dividends is made in good faith and reflects legitimate business purposes rather than the private interests of those in control. 

iii. The Π has the BURDEN of proving bad faith on the part of the directors in determining the amount of corporate dividends
iv. Π failed to meet his burden of proof as ( introduced lots of evidence to explain their conservative dividend policy; Π also left the corporation voluntarily (the court may have come out differently if Π was fired)
v. Πs only options are to try to have ( buy out his shares; he cannot sell them b/c this is close corporation and there is no market!

e. Sinclair Oil Corporation v. Levien, Sup Ct of Delaware, 1971, p110 CN, p470 bk, parent/majority SH not liable for excessive dividends
i. Parent corporation Sinclair ((/majority SH/controller of Sinven) accused of taking all the money out of Sinven (subsidiary) thru excessive dividend payments.  Minority SH/Π in Sinven alleged Sinclair did this b/c he needed cash.

RULE: (intrinsic fairness standard vs. BJR)
ii. If there is self-dealing (when the parent corporation, by virtue of its domination of the subsidiary, causes the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of the minority shareholders of the subsidiary), courts will apply the intrinsic fairness standard (and NOT the BJR).  Under the standard of intrinsic fairness, the BURDEN is on the parent corporation (Sinclair) to prove, subject to judicial scrutiny, that its transaction with its subsidiary (Sinven) was objectively fair. 
iii. If there is no self-dealing, the court applies the BJR and the BURDEN shifts to Π.  If a Π can meet his burden of proving that a dividend cannot be grounded on any reasonable business objective, then the courts can and will interfere with the board’s decision to pay the dividend.
iv. ASK JOE ABOUT REST OF THE NOTES!

v. There was no self-dealing here b/c Sinclair/( received nothing from Sinven to the exclusion of Sinven’s minority SHs.  The SHs received their proportionate share of the money.
4. To whom are dividends paid: preferred, participating, cumulative? (p110 CN—DIDN’T REVIEW VERY WELL)
a. Articles will usually specify to whom a corporation pays dividends.  SH in same class have same rts.  But one class may have more rts than another class.
b. Preferred Stock: All “preferred” stock means is that the owner of such stock gets paid first, but not necessarily the most
c. Preferred Participating Stock: The stock not only gets paid first, but gets paid again.
d. Preferred Cumulative Stock: carry over from year to year. All omitted cumulative dividends must be paid before any dividend is paid on common stock
D. Buying and selling stock at a profit

1. How does someone know what shares of a corporation’s stock are worth?

a. Available information: newspapers or businesses records
b. Reliability of information—Common law and 10b-5 protection from fraud:
i. A corporation with books and records that are the “product of manipulation and fraud” can be sued for common law fraud. Less obvious examples of fraud involve statement by corporations that are misleading or untrue
ii. Basic Inc. v. Levinson, US Sup Ct, 1998, p113 CN, p478 bk, Case remanded to determine liability of director
1. Basic SH sold their stock after director made 3 public statements denying that Basic was involved in merger negotiations.  Πs sued alleging ( issued false or misleading public statements, in violation of 10b-5.
RULE:

2. If there are misstatements or omissions of material facts concerning mergers, then the shareholder who relied on those misstatements or omissions has a private cause of action. Materiality in the merger context depends on the probability that the transaction will be completed, and in the significance the reasonable investor would place on the withheld or misrepresented information.  
3. Materiality depends on the facts and thus is to be determined on a case-by-case basis.
4. It is appropriate to apply a rebuttable presumption of reliance by investor supported by the fraud-on-the-market theory. 
5. 2 pronged materiality test:
a) There must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the “total mix” of information available (482).
b) For speculative events, like mergers, the test is whether the reasonable investor would have considered the omitted information significant at the time
6. Fraud on market theory: misleading statements will defraud purchasers of stock even though they didn’t directly rely on the statements since the price of the company’s stock is determined by available public information regarding the business.  Basically, bad information makes the price of shares lower and thus hurts everyone!
7. Directors/(s can rebut presumption of reliance 1) by showing that market price wouldn’t have been affected by misrepresentations 2) as to Πs who wouldn’t rely on market to divest their shares (e.g. Π who sold his share b/c of something else like political pressure to divest, or lack of $!)
iii. EP Medsystems Inc. v. Echocath, Inc., US Ct of Appeals, 2000, p115 CN, p489 bk, CEO may be liable for misleading statements
1. Π alleged that CEO enticed him into investing by spouting false statements.  Statements included telling Π lengthy negotiations had taken place and contracts were imminent.
RULE:

2. The Bespeaks caution doctrine states that cautionary language, if sufficient, renders the alleged omissions or misrepresentations immaterial as a matter of law.  The cautionary statements must also be related to the misrepresentations. The Safe harbor doctrine as laid out in the Reform Act states that an issuer is not liable for a forward-looking statement if it is identified as such and is accompanied by cautionary statements.
3. FRCP 9b requires that accusations of fraud be pled with particularity.  But the court recognizes that it’s difficult for Π to plead w/particularity w/out an opportunity to conduct discovery.
4. In short: the court found that there was a statement of fact in the context presented by plaintiff's complaint that could be construed as material. Moreover, a trier of fact could find that reliance was reasonable and that there was the requisite causal connection between the assurances and plaintiff's loss, i.e., its investment.
5. FYI: The court repeatedly stated that this case was different than the regular old securities case b/c Π is contending that it was induced to make the investment as a result of personal statements made by (--this is therefore not a claim based on public misrepresentations.  
iv. Malone v. Brincat, Sup Ct of Delaware, 1998, p117 CN, p504 bk

1. Based on corporate financial statements that had overstated the earnings of the corporation, shareholders and members of a class brought an action alleging breach of fiduciary duty by corporate directors.
2. RULE: If directors don’t release accurate information, stockholders can commence an action against them.  Directors who knowingly disseminate false information that results in corporate injury to an individual stockholder violate their fiduciary duty and may be held accountable in a manner appropriate to the circumstances. 
3. This is not a 10b-5 case b/c it wasn’t in connection with the sale or purchase of stock.  Here, there was no sale—the Πs held onto their stock.  So Del law is the standard.
4. Since the court declines to use fraud-on-the-market theory, you can’t argue that there’s a duty to disclose correct information, generally.
v. MAJOR ELEMENTS OF 10b-5 CASE (p114, 116, 119)
1. Material misstatement or omission:
a) Materiality: means substantial likelihood that reasonable investor would consider the information important in making a decision (Basic)

b) Must also look at the probability that the event will occur and the anticipated magnitude of the event.

c) Personal statements judged harsher (EP)

d) The very fact that directors act on the information goes towards proving that the information was material (Texas Gulf)

2. In connection with purchase or sale of security:
a) This requirement is quite broad.

3. Scienter:
a) Scienter is Intent to deceive, manipulate or defraud
4. Using instrumentality of interstate commerce:
a) This is also very broad.  10b-5 was intended to cover a whole host of activities.

b) Reliance:
c) Fraud on the market theory: does not require Π to prove that he directly relied on the misstatement (Basic)

d) Without fraud on the market theory: Π must prove direct reliance (Malone).

5. Reliance as proximate cause of injury:
a) Must prove first that there was some sort of injury and second that reliance on misstatement caused the injury.
· 10b-5 is a bare bones statute.
· 10b-5(2) discusses trust and misappropriation theory. 

· In cases of misrepresentation, 10b-5 complements common law fraud in providing a remedy for an aggrieved buyer or seller.
· In cases of insider trading, 10b-5 goes beyond what would have been actionable as common law fraud.
2. What are the legal duties applicable to buying and selling stock?
a. 10b-5 again and buying or selling with inside information:

i. Dupuy v. Dupuy, US Ct of Appeals, 1975, p120 CN, 10b-5 invoked b/c statements made over phone.
1. Plaintiff brought an action under 10b-5 asserting that defendant misrepresented material facts that resulted in Π’s selling (his shares at a low price. As a basis for federal jurisdiction, Π alleged that the sales negotiations were mostly conducted through intrastate telephone conversations. (argued intrastate telephone conversations did not confer federal jurisdiction over 10b-5 claim.
2. RULE: Intrastate use of the telephone may confer federal jurisdiction over a private action alleging violation of § 10 and Rule 10b-5.
3. The 2 brothers were in the same building!  This case deals with the issue of instrumentality.  Interstate commerce is a very broad requirement.  If any aspect of the transaction uses any public instrument, it will get captured under 10b-5.
Duty of Disclosure: Insider cases are not about misstatements, they are about silence/non-disclosure!!!
ii. Goodwin v. Agassiz, Sup Jud Ct of Mass, 1933, p121 CN, Directors NOT liable b/c there was no duty of disclosure 
1. COMMON LAW treatment of disclosure

2. Facts: Π/SH sold stock to (/directors and sued them alleging (’s purchase of stock w/out disclosing geological information was breach of their fiduciary duty.
RULE:

3. The starting point for most courts is that a director or officer who has obtained nonpublic information by virtue of her office is not under a common law duty to disclose that information in buying or selling stock (This used to be the MAJORITY VIEW—but it’s changing).
4. However, the “special facts” or “special circumstances” doctrine recognizes that there are situations in which a court will impose a duty of disclosure.  The relationship b/w a director and stockholder may be such that an equitable responsibility arises to communicate facts.  If a director personally seeks a stockholder for the purpose of buying his stocks, then the transaction will be closely scrutinized.  
5. In Mass, if there is a face to face interaction, the court will apply the special circumstances rule.
6. 10b-5 might have found (’s liable if Πs could prove omission
7. Mass didn’t find duty b/c this involved trading that occurred on an exchange—director did not personally seek out Π.  Further, the report was not conclusive.
8. Three common law approaches to the duty of disclosure:

a) No duty (majority rule that is changing): w/out a duty, there can be no breach
b) Yes duty (more modern rule):  this used to be minority rule but is becoming more prominent. This approach states that by virtue of their position, hold this information in trust for the SH.
c) Yes duty but only under special circumstances: although directors usually owe no duty to disclose, such a duty can arise in special circumstances (Strong, Goodwin).
9. This case is read as applying special circumstances approach.

iii. Securities and Exchange Commission v. Texas Gulf Sulphur Co, US Ct of Appeals, 1968, p123 CN, (s violated fiduciary duty b/c material facts involved.
1. 10b-5 treatment of disclosure
2. Facts: (/employees discovered deposits of minerals and purchased stock in the company.  First, released ambiguous statement.  Then released full statement after which the price of the stock rose.
RULE (DISCLOSE OR ABSTAIN)
Insiders must either disclose material information to the investing public OR abstain from trading until the information is disclosed. Where a corporate purpose is served by withholding the news of a material fact, those persons who true to their corporate trust must not during the period of non-disclosure deal personally in the corporation’s securities or give outsiders confidential information not generally available to all the corporation’s stockholders and to the public at large.
There is only a duty to disclose:
3. In situations extraordinary in nature.
4. In situations which are reasonably certain to have a substantial effect on the market price of the security.
5. When facts, and not conjectures, are involved.
6. When the facts are material.  The test for materiality is whether a reasonable man would attach importance to the issue, the probability of event occurring is high and the magnitude of the event is evident.
7. Directors were allowed to keep silent—but they shouldn’t have then traded on the information.  ARGUMENT to rebut disclose or abstain rule: Argue that you were selling or trading your stock for ANOTHER reason!!  For example, your mom was sick in the hospital.
8. There are duties here to the corporation AND to the SH!!!

9. Disclosure entails making a good faith effort to get the information to the public.

iv. Chiarella v. US, US Sup Ct, 1980, p124 CB, petitioner not liable b/c he owed no duty since he was not agent or fiduciary of the sellers.
1. Supreme Court treatment of disclosure.
2. Facts: While working for a financial printer, petitioner handled announcements of corporate takeover bids. Without disclosing his knowledge, petitioner purchased the targeted companies stock, selling the shares immediately after the takeover attempts were made public
RULE: 
In short, a duty to disclose arises from a specific relationship between two parties.  A duty to disclose does not arise from the mere possession of nonpublic market information. (COMPARE TO MISAPPROPRIATION THEORY)
Silence in connection w/the purchase or sale of securities may operate as fraud despite the absence of statutory language or legislative history.  But such liability is premised upon a duty to disclose arising from a relationship of trust and confidence between parties to a transaction 
3. 10b-5 does not cover whether silence can constitute a manipulative device—so this court looks to other courts.
4. The duty only runs b/w SH and director—not b/w SH and outside persons.  BUT, there are ARGUMENTS to rebut the absence of outsider duty:

a) Misappropriation Theory: there will be liability under the misappropriation theory if the outsider acquired the information illegally.

b) Level Playing Field: SH should not be allowed to trade w/better info than other SH.  You want to ban unequal access to material information.

Tipping… 

v. Dirks v. SEC, US Sup Ct, 1983, p126 CN, outsider not liable for tipping or for being a tippee
1. Dirks, officer of broker/dealer firm, told clients about corporation’s (EF) overstating assets.  He didn’t own stock in the corporation.
RULE: Basically, there must be a breach of the insider’s fiduciary duty before the tippee/outsider inherits the duty to disclose or abstain.
2. This case seems to add another dimension to Texas Gulf disclose or abstain rule…

3. Lawyers and accountants can be temporary insiders.

4. Three central points:

a) Derivative Duty: tippee only assume fiduciary duty to disclose or abstain if the tipper breached his duty by telling the tippee and the tippee knows a duty was breached.
b) Personal Gain: a tipper only breaches when the disclosure to the tippee was made for his own personal gain
c) Personal gain can be objectively measure by quid pro quo or gift of confidential information, for example.

vi. US v. O’Hagan. US Sup Ct, 1997, p128 CN

1. Lawyer purchased stock in a company his firm represented and later sold the stock for a significant profit.  He heard about the merger and acted on it.
RULE: The “misappropriation theory” holds that a person commits fraud “in connection with” a securities transaction, and thereby violated § 10(b) and Rule 10b-5, when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.  Instead of premising liability on special relationship, this theory premises liability on deception of those entrusted with confidential information (COMPARE SPECIAL RELATIONSHIP THEORY)
2. This is one source of liability –other than the special relationship theory!!!

3. Here, duty runs from agent to the principle (agent ( firm ( client ( SH)

4. Whereas w/spec relationship theory, the duty ran from insider to SH.
vii. NOTES PAGE 130-131=SUMMARY OF DISCLOSURE
b. Section 16b and Short-Swing Trading:

i. For the purpose of preventing insider trading, Section 16(b) of the 1934 Security and Exchange Act allows corporations to recover profits realized by the owner of more than 10% of the stock when he purchases it and sells it or sells it and purchases it within a 6 month period. 

ii. A person avoids liability if:

1. He is not an insider, i.e., he is not a beneficial owner (owns 10% of the stock), director or officer. REMEMBER: CORPORATION CAN RECOVER FROM DIRECTORS/OFFICERS AND 10% SHAREHOLDERS !!!!
2. He sells the stock more than six months after the purchase. 

iii. Reliance Electric Co. v. Emerson Electric Co, US Sup Ct, 1972, p131 CN, SH not liable b/c intent doesn’t matter!
1. (/SH made 2 sales of stock. The first sale was deliberately made to reduce ownership to under 10% so as not be held liable under 16(b).  16(b) allows corporations to recover profits realized by the owner of more than 10% of stock when s/he sells or purchases w/in a 6 month period.
RULE: 

Intentional avoidance of § 16(b) is irrelevant under the statute so long as the 2 sales are not legally tied to each other and are made at different times to different buyers.  {This case underscores the strict liability imposition of § 16b}

If less than 10% of the stock is sold, even within 6 months of the purchase of the stock, the profits cannot be recovered by the corporation. 

2. ( is liable for the 1st transaction—but not the 2nd!  However, there is an argument to made that Π was not liable for either sale b/c 16b covers a purchase and a sale.  Π wasn’t a 10% owner at the time he made the first purchase.  But the Π never argued this!!!!
3. If person wasn’t 10% owner at the start of the transaction, then 16b doesn’t apply
4. REMEMBER: Section § 16b applies only to large corporations, while § 10b-5 has no such size limitation
iv. PROBLEMS: 16b suits (p133 CN, 563 bk)
1. Bubba’s is registered under 34 Act with 1,000,000 shares outstanding. Roberts buys 200,000 at $10/share on Jan 20.  What is his § 16b liability if:
a) On May 1, he sells all 200,000 shares for $30/share
a. He is liable for $6,000,000 as he sold 20% of the shares within 6 months. 
b) On May 1, he sells 110,000 shares for $30/share.  On May 10, he sells the other 90,000 shares for $40/share
a. He is liable only for 3,300,000 because he sold 11% (110,000) of the stock within 6 months of purchase. 
b. He is not liable for selling the 90,000 shares, as that is only 9% of the stock. 
2. Same facts as #1 except Roberts was also director of Bubba’s
a) The results would be the same since § 16(b) applies to directors as well as shareholders. 
3. Freer is officer of Bubba’s which is registered under the ‘34 Act.  He owns 200,000 of the 1,000,000 outstanding shares of Bubba’s (20%).  He bought the stock 2 yrs ago for $70/share.  On Jan 1, Freer sells 100,000 shares for $30/share (10%).  On March 1, Freer buys 110,000 shares for $20/share (11%).  Who can sue whom for what under § 16(b)?
a) Freer is not liable for his sale of 100,000 shares, as that was more than 6 months after his initial purchase of the stock, even though he sold 10% of his shares. 
b) Freer is liable for his purchasing of 110,000 shares. The ’34 Act says that you are liable if you sell, then buy or buy and then sell 10% of your stock within a 6 months time frame.  Hence, he had 10% stock left over and bought an additional 11% of the stock within 6 months. Therefore, he is liable for $2,200,000.
4. Same facts as #3 except that in addition Freer sells 110,000 shares on Apr 5 for $10/share.
a) Freer is then also liable for $1,100,00 (110,000 x $10) because he sold 11% of the stock within 6 months of purchasing it. 
2. Common law duty of selling SH:

a. a SH who owns enough stock to exercise control over the corporation can sell her stock for more than the value of her stock.  This extra money is called a control premium.  No court has imposed liability on a controlling SH for getting a control premium in selling her stock.  But she must be careful….there are limitations! (namely selling to a looter!)
b. DeBaun v. First Western Bank & Trust, Calif Ct of Appeal, 1975, p134 CN, SH w/controlling stock liable b/c breached duty of care owed to corporation and to minority SH.
i. FACTS: Bank owned 70% of stock while Πs owned 30.  The Bank sold its shares to Mattison, ignoring information that he may loot the company once he purchased it. And this is exactly what Mattison did.  Πs sued bank in direct suit to claim their rt to recover as SH.  They also instituted derivative suit on behalf of corporation.
RULE:
In any transaction where the control of the corporation is material, the controlling majority shareholder must exercise good faith and fairness from the viewpoint of the corporation and those interested therein.  This duty of good faith and fairness encompasses an obligation of the controlling shareholder to conduct a reasonable and adequate investigation of the buyer of his shares when:
The shareholder is in possession of facts such as to awaken suspicion and put a prudent man on his guard that a potential buyer of his shares may loot the corporation of its assets. 
The measure of damages that is appropriate where the majority controlling shareholder violated its duty of good faith and fairness when selling stock to someone who it should have known would loot the company is: the amount which will compensate for all the detriment proximately caused by its breach of duty, not only in the loss of assets, but in the loss of earning power and its debt.  Damages here were a little over $400,000
ii. DUTY OF CARE OWED TO CORP AND SH.
c. Perlman v. Feldmann, US Ct of Appeals, 1954, p135 CN, majority SH liable for getting control premium
i. During a steel shortage, the Δ/director/dominant SH of a steel corporation, sold his stock to users of steel. The πs brought a derivative action against him, claiming the compensation he received for the stock included compensation for the sale of a corporate asset, namely the ability to control the right to distribute steel during a shortage. Basically, the ( tried to take advantage of his position by obtaining a control premium on his stock (this allows him to get more money).

RULE: In a time of market shortage, where a call on a corporation's product commands an unusually large premium, in one form or another, it is sound law that a fiduciary may not appropriate to himself the value of this premium. Hence, the dominant shareholder should not be compensated for this when selling his stock. 
ii. (was accountable to minority stockholders to the extent that the price paid represented payment for right to control distribution.
iii. This is a funny case b/c they court asserts that selling for a control premium is not against the law—but the court finds for the Πs anyway
3. To whom can a SH sell her shares?
a. Unlike the case with partnership dissociation, corporate codes do not obligate a corporation to repurchase stock from its shareholders. 
b. “Equal Access” Rule: a closely held corporation that had decided to repurchase some of its stock cannot discriminate among its shareholders in repurchasing its stock
c. Redemption and equal access rule:
i. Donahue v. Rodd Electrotype Co. of New England, Sup Ct of Mass, 1975, p137 CN, corporation/majority SH liable for not buying minority SH’s stock
1. Majority SH sold stock to ( and ( refused to purchase Π/minority SH’s stock.  Π alleged (s breached fiduciary duty by not allowing her an equal opportunity to sell her shares to the corporation

RULE: In a close corporation, the corporation cannot discriminate among shareholders when repurchasing shares (equal access rule).
The fiduciary duty b/w minority SH and majority SH is akin to a partnership.  Majority SH owed minority SH the duty not to profit when the minority SH were not offered the same opportunity
2. The equal access rule is not accepted universally
3. This case stands for equal access to buyback
d. Buy-sell agreements:
i. A buy sell agreement is simply a contract that requires the corporation or the majority shareholder of the corporation to purchase shares in specified situations at a specified price. It is critical to look at possible ownership outcomes (the future) when structuring a buy-sell agreement
ii. Conclusion: the importance of tying together all three elements—1) type of contract 2) business valuation 3) funding vehicle—cannot be overemphasized.  
iii. Most of the law relating to buy-sell agreements comes from common law of contracts
iv. Jordan v. Duff & Phelps, Inc, US Ct of Appeals, 1987, p140 CN, case of the shafted employee
1. Π/employee required to sell back his shares upon quitting but would have held on to them had he known about a possible merger.  

2. The question is whether the corporation had a duty to disclose the possibility of merger to the employee.
RULE:  Arguments about the expectations and intent of the parties are for the jury.  The jury will have to look at intent, magnitude, probability, substantial likelihood etc.  

One could certainly argue that there was intent on the part of the corporation to defraud Π.  It seems likely that he would have stayed in Chicago had he known about the merger possibilities.  
One can further argue that there was a substantial likelihood that Π would have taken this into account.  
Moreover, it was bad faith to allow the cheating employee/woman to take advantage of this information.  
3. It is unclear what Π’s claims for damages are since the original merger plans fell thru.  But, the court doesn’t look at this.  The court is concerned about what he should have been told and at what time.
v. Berreman v. West Publishing Co., Sup Ct Minn, 2000, p141 CN, directors not liable b/c probability of merger was low 
1. Plaintiff former employee alleged breach of fiduciary duty, unfairly prejudicial conduct in violation of Minn. Stat. § 320A.751, subd. 1(b)(3) (1994), and fraud. Plaintiff asserted that defendants had a duty to disclose to him, before he retired and sold his stock back to the company, that defendant directors had begun to consider the sale of (company.  The company West merged with (Thomson) ended up paying much more for stocks than Π received when he retired.
RULE: Tentative, speculative discussions about merger are not material.  There was therefore no duty to disclose possibility of merger w/Π.
2. Here, the court is examining what the status of the negotiations were at the time of Π’s departure.  The court held that the negotiations weren’t advanced enough at the relevant time.
3. Π argued that the magnitude was high.  The court responds by saying “yeah, but the probability was low.”
VIII. VARIOUS “ENDGAMES” FOR THE CORPORATION, ITS SHAREHOLDERS, ITS MANAGERS.
· Fundamental changes (like the ones described below) require shareholder approval

· Important issues at a glance:

1. Shareholder approval
a. Under Delaware statutes, both corporations are required to get SH approval in some cases

b. Under MBCA, surviving corporation does NOT require SH approval for mergers (MBCA 11.04).  But the disappearing corporation requires SH approval in ALL cases b/c this is a fundamental change (MBCA (11.04e,g)
c. How do you get SH approval?
i. MBCA: must have meeting at a quorum of all shares entitled to vote but all that is required is a majority of these votes.  All you need is the majority of the quorum which is made up of the majority of shares entitled to vote.
ii. NY: before 1998, needed 2/3 votes.  After 1998, now all you need is a majority of the votes cast that are entitled to vote.
2. Liability:
a. The surviving corporation assumes all the liabilities of the disappearing corporation.  Individual shareholders that were liable for a particular cost may remain liable in some instances.

3. Shareholder dissent
a. Shareholder can vote no at the meeting and then meet procedural requirements.  Can have votes appraised and paid for.  

b. But there no appraisal rights for shares that are PUBLICLY traded because there is a market for you to sell your shares if you don’t like the merger!  You can simply get out if you don’t like it.  

c. So, appraisal rights are mostly relevant to CLOSELY HELD corporations!

i. Since there is no market (which is typical of closely held corporation) you can commence suit for appraisal

ii. Bring suit for breach of duty of care.  

iii. Can also bring a class action for rescission—in order to enjoin (stop) the merger.  But if it’s after the fact and too late, you can bring damages.
d. What can does a shareholder do with her stock in the case of a merger:
i. Can exchange shares for shares—stockholders in old get shares in the new corporation

ii. Can exchange stock for cash—give your stock to the new corporation in exchange for cash.

B. Dissolution:
1. Judicial/Involuntary Dissolution: State corporation statutes generally provide for judicial dissolution in a proceeding brought by a shareholder who establishes that those in control of the corporation have acted fraudulently (cf. MBCA § 14.30-2)

a. Where shareholder brings an action for oppression

b. Creditors can also move for dissolution b/c the corporation is insolvent and they are not being paid.

c. The secretary of state can move for an administrative dissolution b/c the corporation failed to do something it was supposed to do (like appoint a registered agent).

2. Shareholder/Voluntary Dissolution: State statute also provide for shareholder(s) ordered dissolution.  Corporation statutes generally require that voluntary dissolution be recommended by a majority of the directors and then approved by 2/3 of the shares entitled to vote.

a. Have to be approved by 2/3 of the shareholders.  

b. Other states hold that a majority of shares that are entitled to vote must agree

c. The MBCA allows the majority of a quorum that is constituted by a majority of those shares entitled to vote.  The MBCA is therefore much more liberal (MBCA 14.02). 

3. In both judicial dissolution and voluntary dissolution, it is important to remember that:

a. The corporation continues after dissolution for the limited purpose of winding up.  Winding up includes collecting and liquidating the assets, using the proceeds to pay creditors.

b. These creditors must be paid in full before the shareholders get anything. 

c. Notice of the dissolution is to be filed in the same public records that contain the articles of incorporation.

d. Written notice “shall” be provided to “known claimants” and notice of publication “may” be used to reach unknown claimant. 
C. Merger:
1. MBCA § 11.06 provides that when a merger takes effect, the separate existence of every corporation except the surviving one ceases.

2. There are some differences b/w dissolution in partnership and in corporation

a. Partnership—a single partner can call for dissolution

b. Corporation—this cannot happen

3. There are 3 different kinds of mergers:

a. Corporations coming together and falling in love:  Merger of 2 corporations and the 2 entities no longer exist

b. Corporation gobbling up another corporation: disappearing corporation merges into surviving corporation and the surviving corporation becomes the remaining one.  One corporation gobbles up the other.  Like an acquisition.  Here, we are talking about a statutory merger—which is conducted according to a statute. 
c. Corporation’s subsidiary gobbling up another corporation.  Triangular: you have corporation and its subsidiary (which may have always existed or may have existed for sole purpose of the merger).  Then there’s a 3rd corporation that merges into the subsidiary.  The parent corporation owns all of the stock of the subsidiary.  The disappearing corporation merges with the subsidiary—not the parent.  Why would a parent corporation do this?

i. Regulatory reasons: The parent wants to get around regulatory schemes.

ii. Corporation reasons: shareholder approval.  Parent wants to avoid having to deal with shareholder approval.

4. Effects of merger on creditors and the shareholders of the disappearing corporation
a. See MBCA §§11.06, 11.07
5. Stockholder protection:
a. Sue the directors for breach of duty of care:
i. MBCA § 11.01(a) and (b):

1. Contemplates that the board of directors will agree on the merger

2. It also sets out the terms and conditions of the merger including:

a) Which corporation survives, and

b) What the shareholders of the disappearing corporation receive

b. Vote against the merger:
1. State statutes will vary as to what level of shareholder approval is required in a merger 

2. MBCA § 11.04(e) and (g): 

a. Approval of a plan of merger or share exchange requires the approval of the shareholders at a meeting consisting of at least a majority of the votes.

b. Shareholder approval of a merger plan is not required if the corporation will not change or is the acquiring corporation, the shareholders’ shares will not be affected by the merger, the issuance of a merger does not require a vote under § 6.21(f).

c. The articles of incorporation can amend both of these assertions.

c. Assert dissenting shareholders’ right of appraisal:
i. No state still requires unanimous approval of stockholders for a merger.  Statutes today provide “appraisal rights” to shareholders who dissent from a merger.

ii. A shareholder who properly asserts her dissenting shareholder’s right of appraisal can compel the corporation to pay her in cash the “fair value” of her shares as determined by a judicial appraisal process.  This means more for her and less for the other shareholders of a disappearing corporation.

iii. PROBLEMS with asserting right of appraisal:

1. One problem with asserting the right of appraisal is that statutory appraisal rights commonly require shareholders wishing to assert the rights to comply with exacting requirements which can confuse many persons.
2. Further, there are no statutory provisions governing how a court is to determine what the “fair value” is.

iv. HMO-W, Inc. v. SSM Health Care System, Wisc Sup Ct, 2000, p146 CN
1. FACTS: Πs/minority SH (SSM) of HMO thought they should get $ from the merger based on initial report.
RULE:

A dissenting stockholder is entitled to the proportionate interest of his or her minority shares in the event of a merger.  This proportionate share should not be subject to a minority discount as such a discount would doubly penalize a minority shareholder.

In an appraisal proceeding, the court may entertain assertions of misconduct that relate to the value of a dissenter’s shares.  And in determining the fair value of shares subject to appraisal, the court must consider all relevant factors.  

2. In short, no minority discount was allowed by this court.  But, HMO was allowed to value its company lower than it had originally.   
3. The court allows the issue of unfair dealing to be taken into account when deciding appraisal rights.  BUT the court here went on to render a determination of HMO’s net value that is supported by the record.  The VR report has flaws in it.  Further, SSM did not prove that there was unfair dealing on the part of HMO.  SSM failed to prove that it relied to its detriment on the initial VR report (RELIANCE) or that but for the report, HMO’s shareholders would not have approved the merger (CAUSATION).  Basically, SSM never showed that it would have voted against the merger had they known about the new value of HMO
4. In appraisal proceedings, the court’s job is to appraise the value of the shares.

d. Sue the director for breach of duty of loyalty:
i. Weinberger v. UOP, Inc, Delaware Sup Ct, 1983, p149 CN, Case remanded to determine whether there was fair dealing and fair price.
1. FACTS: Π/former SH of UOP sued Signal, UOP, officers/directors of those companies and UOP’s investment banker alleging breach of duty in context of merger. Signal was majority SH of UOP and wanted to take it over.  Board members had their hands in both Signal and UOP.  Πs thought circumstances of merger were not fair to them and that UOP directors did not engage in fair dealing.

RULE: (court applies FAIRNESS STANDARD) ( REMEMBER, Delaware applies fairness test, not business purpose test!
Rushed negotiations combined with incomplete public statements may be evidence of lack of fair dealing (and thus breach of duty of loyalty) on the part of directors.
In determining the fair price to be paid to the minority stockholders of a target corporation, the court should apply an appraisal remedy.  This more liberal approach must include proof of value by any techniques or methods which are generally considered acceptable in the financial community and otherwise admissible in court, subject only to the court’s interpretation of 8 Del. C. S 262(h).

BURDEN of PROOF: 

If there is a conflict of interest, the fairness standard should be applied.  

2. The Π first has the burden to show that there is a conflict of interest

3. Then the burden shifts to the ( to show that there was fair price and fair dealing
ii. QUESTIONS, p650:

1. Why does the court call this a cash-out merger?  Was it a merger?

a) This was a cash-out merger b/c the SH were getting money for their stocks, not equity.  

b) This was a merger b/c UOP ceased to exist.

2. Is every cash-out merger a freeze-out merger?
a) Whether the SH agree or not, they don’t have a choice.  They’re going to have to take cash for their stock.  Signal could have done this by themselves.  But they actually got some approval.  
b) When you think of freeze-out, you think of malicious intent.  Motivation matters.  It is clear that this case could be considered a freeze-out b/c Signal was in a position to act w/out SH approval.  But the facts of this case turned out differently.

3. What are rescissory damages?  Why couldn’t the Π get appraisal rights? 
a) No appraisal rights were allowed because the shares were traded on a national exchange.  Shares traded in this way are not subject to appraisal rights.

iii. Coggins v. New England Patriots Football Club, Inc, Mass Sup Jud Ct, 1981, p151 CN, president liable b/c freeze-out was for his own personal benefit/no legit business purpose and therefore violated duty to minority SH
1. FACTS: Π/minority SH brought class action following freeze out by majority SH.  (/pres was ousted from presidency and took out loans to buy rest of shares to regain control. He wanted to eliminate all the minority shares in order to achieve his goal of paying back his personal debt.  The freeze-out was designed for the majority shareholder's own personal benefit to eliminate the interests of the minority stockholders and did not further the interests of the corporation. The merger was a violation of fiduciary duty to minority stockholders, and therefore impermissible. 

RULE: (court applies combination of FAIRNESS and BUSINESS PURPOSE)
Business Purpose Test: Because the danger of abuse of fiduciary duty is especially great in a freeze-out merger, the court must be satisfied that the freeze-out was for the advancement of a legitimate corporate purpose.  
BURDEN of PROOF:


a. Π must first show freeze-out and no legit business purpose

b. Then burden shifts to ( in freeze out case to show the business purpose was legit AND there was fair dealing and price
Fairness Test (Weinberger): If satisfied that elimination of public ownership is in furtherance of a business purpose, the court should then proceed to determine if the transaction was fair by examining the totality of the circumstances


a. Was there fair dealing?

b. Was there a fair price?
Fairness: director has to show he didn’t violate any of his duties.
D. Sale of Assets:
Sale of Assets (MBCA 12.01, 12.02; Delaware § 271): referred to as a de facto merger

1. Sharheolder Approval: Shareholders of the selling corporation have to approve the sale of assets, but shareholders of the buying corporation do not have to approve of the sale of assets. 


2. Liability: The buying corporation does not inherit the selling corporation’s liability. The rationale is that the selling corporation is getting money to pay off its debts in a sale of assets. The seller can cover its own back now, and therefore should be liable for its own debts. 

3. Effect of Sale of Assets on the Creditors of the Selling Corporation:
a. Corporate sale of assets will affect creditors differently than corporate merger.  In a merger, the acquiring corporation is liable to the creditors.  This is not so if a company simply buys assets from a company that owes money to creditors.

b. Remember, though, that a corporation’s sale of assets does not automatically terminate its legal existence.  And if a corporation considering dissolution does not pay its creditors, the shareholders of such a corporation may be found personally liable for the debts of the corporation.

c. The following case considers the liability of corporation A who bought assets from corporation B whose employee was harmed by B’s unsafe working conditions…

d. Franklin v. USX Corp., Cal., 2001, p154 CN, successor corporation NOT liable for predecessor b/c adequate consideration was paid.
Where one corporation sells or transfers all of its assets to another corporation, the latter is not liable for the debts and liabilities of the former unless:

(1) the purchaser expressly or impliedly agrees to such assumption, 

(2) the transaction amounts to a consolidation or merger of the two corporations, 

(3) the purchasing corporation is merely a continuation of the selling corporation, or 

(4) the transaction is entered into fraudulently to escape liability for debts.

The crucial factor in determining whether a sale of assets is really a merger is whether adequate cash consideration was paid for the predecessor corporation's assets.  If there is adequate consideration, then the transaction will be considered a sale of assets.

Adequate cash consideration = sale of assets = no liability. 

Inadequate cash consideration = merger = liability.

Facts: Franklin contended that Jeannette had contracted mesothelioma, as a result of childhood exposure to secondhand asbestos carried home by her parents, who worked at the Western Pipe & Steel Shipyard (WPS) during WWII. Franklin sought to hold USX liable for their injuries on the theory that it was the successor in interest to WPS.

{WPS asset purchase ( Con Cal asset purchase ( *sale of assets* ( Con Del merged ( U.S. Steel (USX)}

Holding: 

DID CON CAL ASSUME WPS’S DEBT? 

Yes. Con Cal assumed WPS’s debt because there was an agreement that they would assume liability after the asset purchase. 

DID CON DEL ASSUME CON CAL’S DEBT?

No. It was a sale of assets because there was adequate cash consideration. Therefore, they are separate companies and Con Del is not liable for Con Cal’s debt. This was the crucial link in the case – because Con Del did not assume Con Cal’s debt, USX could not assume Con Cal’s (or WPS) debt!

DID USX ASSUME CON DEL’S DEBT?

Yes. After its merger with Con Del, USX was liable for Con Del’s debt, BUT Con Del was not liable for Con Cal’s debt. Hence, the π could not recover from USX.

Asset Purchase = No liability

Merger = Yes liability

Note: It is okay for companies to sell assets to escape liability because this promotes predictability. Otherwise, no company would every buy another company’s assets. 

4. Effect of the sale of all or substantially all of a corporation’s assets on the shareholders of the selling corporation and the shareholders of the buying corporation

a. The economic consequences to a shareholder of a sale of the corporation’s assets are the same as a merger.
b. The legal consequences are different. 
1. Shareholders of the selling corporation do NOT have appraisal rights, but they get to vote.
2. Shareholders of the buying corporation have NEITHER appraisal rights NOR the right to vote on their corporation’s buying the assets.
c. PROBLEMS: A sale of assets that arguably looks like a merger

E. Hostile Takeover:
1. What is a hostile takeover?
a. Takeover vs. Merger:
i. In takeover, no board approval 
1. A hostile takeover is an acquisition that gains control over a corporation despite the objection of that corporation’s board of directors. The acquisition of a takeover is made through and to the shareholders.

ii. In merger, there is board approval.
b. Purchase of stock does not require the approval of the directors. 
c. If the target company is public, the usual process for acquiring the shares is a “tender offer.” In a tender offer, the bidder makes a public offer of cash or securities of the bidder to the target stockholders who tender their stock. The tender offer will typically be conditioned on a sufficient number of the target’s shares being tendered to ensure that the bidder gains control of the target company. 
d. What duties are implicated in hostile takeovers?
i. Duty of Loyalty
ii. Duty of Care: Directors must show that they acted with reasonable care
e. At what stage are we talking about those duties?

i. Good faith and loyalty are required and when they are present, the business judgment rule applies.
ii. In the takeover context, because there is a conflict of interest (b/c board may be losing their jobs!), the board is subject to enhanced scrutiny and has the burden of showing that their response was reasonable and in the best interests of the shareholder.

2. Takeover defenses:
When you’re talking about takeovers, you’re talking about management losing their jobs. So you have to ask whether they’re acting to save their jobs. If they are, there may be a conflict. 
A target company’s management often takes action to prevent a takeover, but this action is typically challenged as breaching the fiduciary duty owed by the directors to the shareholders

a. Unocal Corp v. Mesa Petroleum Co, Delaware Sup Ct, 1985, p158 CN, directors NOT liable for defensive measures b/c belief of danger was reasonable as was response to the threat posed by bidder.
THE UNOCAL RULE:

When trying to forestall a takeover bid, the board must prove (BURDEN on directors):

(1) Reasonable grounds for believing that a danger to corporate policy and effectiveness existed because of another person’s stock ownership.

a. The corporation cannot be acting solely or primarily out of a desire to perpetuate themselves in office.
b. The directors can satisfy this burden by showing good faith, reasonable investigation and that the approval of the board comprised a majority of outside independent directors.
AND

(1) That the defensive measure adopted was reasonable in relation to the threat posed. 


a. This entails an analysis by the directors on the nature and effect of the takeover bid on the corporate enterprise. Such concerns include:

i. Inadequacy of the price offered

ii. Nature and timing of the offer

iii. Questions of illegality

iv. Impact on constituencies other than shareholders (creditors, customers, employees, etc.)

v. The risk of nonconsummation

vi. The quality of securities being offered in exchange.

If the board of directors is disinterested, has acted in good faith and with due care, its decision in the absence of an abuse of discretion will be upheld as a proper exercise of business judgment.

Thus, unless it is shown by a preponderance of the evidence that the directors' decisions were primarily based on perpetuating themselves in office, or some other breach of fiduciary duty such as fraud, overreaching, lack of good faith, or being uninformed, a Court will not substitute its judgment for that of the board.

IN SHORT: In a takeover context, the board must show that there was a danger to the corporation’s policy and effectiveness.  The defensive measures taken thereafter must derive from the board’s fiduciary duty to the corporation and to the SH (not from self-interest) and must be reasonably related to the threat posed. 
Facts: Unocal (Δ) was the target of a takeover bid by Mesa (π). Mesa owned 13% of Unocal’s outstanding stock. It had a 2 tiered approach to buy the remaining stock. It would pay $54 per share in cash for 37% of Unocal’s stock and then would buy the remaining 50% of the stock with high risk debt securities (junk bonds) at $54 per share. 

In response to this takeover bid, Unocal decided to “self-tender,” i.e., offer to its shareholders the opportunity to exchange their Unocal stock for debt worth around $72 per share. Unocal excluded Mesa from participating in this offer. 

Mesa challenged this takeover defense. Mesa claimed that there was a selective opportunity given to some shareholders and not others. 

One IMPORTANT FACT here is that the directors were INDEPENDENT which means there is less likelihood that there will be a conflict of interest!

Holding: The Unocal directors felt that the value of its stock was more than $54 per share and that Mesa tried to coerce shareholders to accept their offer of $54 in cash because otherwise, in their two-tiered approach, the only compensation they’d receive if they didn’t act quickly would be in junk bonds. 

The court further held that the repurchase plan chosen by Δ was reasonable in relation to the perceived threat and was entitled to be measured by business judgment rule. 

{The action taken by the board was subject to the BJR!!}

The board continues to owe Mesa, as a shareholder, the duties of due care and loyalty. But in the face of the destructive threat Mesa's tender offer was perceived to pose, the board had a supervening duty to protect the corporate enterprise, which includes the other shareholders, from threatened harm.

Notes: The SEC nullified this ruling, by prohibiting issuer tender offers that are not made to all shareholders. But, courts continue to look at the reasoning and the rule, albeit not the holding, in Unocal in ruling on takeover defenses.

( UNOCAL IS IMPLICATED SIMPLY WHEN THERE IS A THREAT TO THE CORPORATION’S POLICY AND EFFECTIVENESS.

b. Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., Delaware Sup Ct, 1986, p161 CN, directors are liable b/c duty changed once break-up was inevitable to getting best price for SH
Two circumstances may implicate Revlon duties. 

1. When a corporation initiates an active bidding process seeking to sell itself or to effect a business reorganization involving a clear break-up of the company. 

2.  Where, in response to a bidder's offer, a target abandons its long-term strategy and seeks an alternative transaction also involving the breakup of the company

When it becomes apparent that the break-up of a company is inevitable, the duty of the board changes from preserving the corporate entity to the maximization of the company’s value to the benefit of the shareholders. 

When a board ends an intense bidding contest for control over the corporation on an insubstantial basis, and where a significant by-product of that action is to protect the directors against a perceived threat of personal liability for consequences stemming from the adoption of previous defensive measures, the action cannot withstand the enhanced scrutiny which Unocal requires of director conduct.

Facts: Pantry Pride made an unsolicited tender offer to Revlon. Revlon though that the offer of $45 per share was too low, so its defense was to issue Notes with a face value of $47.50. Revlon agreed to a leveraged buyout with FL for $56 per share in cash. After PP matched, FL increased its offer to $57.25 and was willing to make an exchange offer for them. 
Part of its deal were conditions that Revlon wouldn’t shop for a more attractive deal (“no shop provision”), Revlon would pay FL 25 million if the deal fell through (“break-up” fee), an option (a “lock-up”) to buy 2 divisions of Revlon. 


Holding: 
1. The Revlon board was confronted with a common situation. A hostile and determined bidder sought the company at a price the board was convinced was inadequate. The initial defensive tactics worked to the benefit of the shareholders, and thus the board was able to sustain its Unocal burdens in justifying those measures.  

BASICALLY, Pantry pride made unwanted and unsolicited bid which Revlon found grossly inadequate.  They responded by offering notes and preferred stock.  The court said that these actions were OK under Unocal
2. However, in granting an asset option lock-up to FL, the break-up of the company was inevitable and the DUTY CHANGED!! The board now had a duty to maximize immediate shareholder value and an obligation to auction the company fairly once the break-up was inevitable. No such defensive measure can be sustained when it represents a breach of the directors' fundamental duty of care. In that context the board's action is not entitled to the deference accorded it by the business judgment rule. 

Then Revlon gets involved with Forstmann.  Here, the court said that Revlon’s actions were NOT OK b/c a bidding war was commenced and Revlon should have then been interested in getting the best price for the stock—acting in the interest of the shareholders.

{The action taken by the board was NOT subject to the BJR}

Notes: Revlon emphasizes that the Board must perform its fiduciary duties in the service of a specific objective: maximizing the sale price of the enterprise. 

GENERALLY, if GF and loyalty are present, the BJR will be applied.  But in the takeover context, the board is subject to enhanced scrutiny and they have burden of showing that their response was reasonable.
c. Paramount v. Time, Delaware Sup Ct, 1990, p164 CN, Board NOT liable b/c since break-up was not inevitable, Revlon duties don’t apply, and board’s action passed Unocal test.
Revlon duties may be triggered where, in response to a bidder's offer, a target abandons its long-term strategy and seeks an alternative transaction also involving the breakup of the company. 
If, however, the board's reaction to a hostile tender offer is found to constitute only a defensive response and not an abandonment of the corporation's continued existence, Revlon duties are not triggered, though Unocal duties attach..
Unocal is not to be interpreted mathematically – the board should not automatically accept the tender offer with the highest short term profits. Directors are not obliged to abandon a deliberately conceived corporate plan (like a merger) for a short-term shareholder profit unless there is clearly no basis to sustain the corporate strategy.

Facts: Time entered into a merger agreement with Warner. Paramount announced one month later that it wanted to make an all-cash offer to purchase all outstanding shares of Time for $175 per share. Time’s directors concluded that (1) the amount was inadequate, (2) the bid threatened Time’s control of its own destiny, and (3) that Time’s stockholders would not comprehend the long term benefits of the Warner merger and that Paramount’s cash premium would tempt them. Paramount raised its offer to $200, but Time still felt that this was inadequate. 

The π shareholders contended that the Time Warner Agreement effectively put Time up for sale, triggering Revlon duties, requiring Time’s board to enhance short-term shareholder value and to treat all other interested acquirers on an equal basis. Paramount asserts that the Time’s board did not have reasonable grounds to believe that Paramount posed both a legally cognizable threat to Time shareholders and a danger to Time’s corporate policy and effectiveness. 
Looked like Time was putting itself up for sale b/c Warner was getting a majority percentage of Time (62%).  But Time wanted control b/c they wanted to protect the “Time Culture.”  
Holding: 

REVLON ARGUMENT: There is an absence of any substantial evidence to conclude that Time's board, in negotiating with Warner, made the dissolution or breakup of the corporate entity inevitable, as was the case in Revlon. Hence, Revlon duties did not attach. {NO ABANDONMENT or no inevitability that corporation will BREAK-UP = NO REVLON DUTIES}  (BUT QVC changes this rule!…)
UNOCAL ARGUMENT: In this case, the Time board reasonably determined that inadequate value was not the only legally cognizable threat that Paramount's offer could present. One concern was that Time shareholders might elect to tender into Paramount's cash offer in ignorance or a mistaken belief of the strategic benefit which a business combination with Warner might produce.

The fiduciary duty to manage a corporate enterprise includes the selection of a time frame for achievement of corporate goals. That duty may not be delegated to the stockholders. Directors are not obliged to abandon a deliberately conceived corporate plan for a short-term shareholder profit unless there is clearly no basis to sustain the corporate strategy.

Notes: 
1. Unocal duties apply when defensive measures are taken and there is a sale of control. 
2. With this case, it seems that Revlon duties are triggered if the break-up of the corporation is inevitable – but, the QVC case changes it.

d. Paramount v. QVC, Delaware Sup Ct, 1993, p168 CN, Board IS liable b/c even though this isn’t a break-up, sale of control is implicated, thereby triggering Revlon duties.
{The following is the CURRENT RULE, although the rule is evolving.  The old rule was that Revlon duties are only implicated when there is a break-up}…
RULE: 

If there is EITHER a break-up OR a sale of control, then the REVLON DUTIES APPLY (to seek the best value reasonably available to the stockholders)

AND the court will apply the ENHANCED SCRUTINY STANDARD: 


1. Process: Was the decision-making process/investigation adequate?


2. Substance: Was the director’s action reasonable?

(A reasonable decision does not have to be perfect, and the courts won’t substitute their business judgment for the board’s if their judgment is within a range of reasonableness). 
According to this court:
1. If there is a break-up, then Revlon automatically applies
2. If there is no break-up, but there is a sale of control, then Revlon applies.
3. If there is no break-up AND no sale of control, then Revlon does not apply

So, when no sale of control is implicated (and therefore no Revlon) (Paramount v. QVC) AND defensive measure are being utilized (no shop, break up fee, etc) then the board will be allowed to use those measures if they pass Unocal (Paramount v. Time)

If contractual provisions that preclude negotiating with other parties are inconsistent with a Director’s fiduciary duties to act reasonably in seeking the transaction offering the best value reasonably available to the stockholders, then those provisions are invalid and unenforceable (Revlon) ( fiduciaries duties OVERRIDE an invalid contract!   Basically, The court rules that the no shop and the stock option were unenforceable contract provisions b/c they were violations of Paramount’s duty!
Facts: Δ corporations (Paramount and Viacom) entered into negotiations for Viacom to purchase controlling stock in Paramount. QVC (π) made an unsolicited tender offer that eventually exceeded the Viacom's final offer by over $1 billion (BIDDING WAR). The Δ corporations signed a "no-shop" defensive, a “Termination Fee” defensive provision , and a “Stock Option Agreement,” which granted Viacom an option to purchase 20% of Paramount’s outstanding stock if any of the triggering events for the Termination Fee occurred. 
Paramount’s Board determined that the QVC offer was not in the best interests of the shareholders on the basis that QVC’s bid was excessively conditional. QVC, however, obtained financing commitments for its tender offer and that there were no antitrust obstacles to the offer, thereby limiting the conditional aspects of its offer. 
IMPORTANT FACTS TO LOOK OUT FOR: The court here is particularly pissed off at Paramount’s first agreement with Viacom.  Whatever Paramount’s long term vision might be, Redstone (Viacom) has the power to change it!  This what a sale of control looks like! ALSO: judicial scrutiny seems to be increased when target accepts a lower bid.

Holding: 

Should there be enhanced judicial scrutiny?

In this case, heightened scrutiny is mandated by: (a) the diminution of the stockholders' voting power; (b) an asset belonging to public stockholders (a control premium) is being sold and (c) the traditional concern for actions which impair stockholder voting rights

The court rejected Δ's contention that a "break-up" of the corporation to be sold was required before such scrutiny applied. A break-up of the corporation is sufficient, but not necessary to subject directors to enhanced scrutiny.
If there is enhanced judicial scrutiny, did Paramount breach its fiduciary duty by not adequately considering if QVC’s offer was best for the stockholder?

Yes.  The Paramount Board, albeit unintentionally, had initiated an active bidding process seeking to sell itself by agreeing to sell control of the corporation to Viacom in circumstances where another potential acquirer (QVC) was equally interested in being a bidder. This violated the Board’s Revlon duties. 

Were the defensive measures valid, i.e., did they absolve Paramount of its fiduciary duties?

No. Because the defensive measures were improperly designed to deter potential bidders, they were unreasonable and are consequently invalid and unenforceable. 

Notes: The court seems to be expanding the holding of Revlon by allowing Revlon duties to be implicated here (even though there’s no inevitable break-up of the corporation). This is the point of the case – it broadened the Revlon duties!

ARGUMENTS:

1. This is not a break-up: Paramount argues that Revlon cannot apply b/c this isn’t a break-up!  The court {erroneously?} rejects this!  The court holds that Revlon applies when a sale of control is implicated.  Period.  
2. There is sale of control but Revlon shouldn’t be implicated: But Mutua argues that there are instances where the sale of control is implicated where it is unclear whether Revlon duties should be implicated.  
3. There is no sale of control here: Further, Mutua says there is an argument that there was no sale of control implicated in this particular case.  The board wanted to stay in control from the beginning.
4. Yet, in a hostile takeover, sale of control is often implicated.
	JUDICIAL SCRUTINY



	Business Judgment Rule
	Fairness Test/Enhanced Judicial Scrutiny



	Once the board shows their defensive measures were reasonable in light of the threat posed, the court will apply the BJR (as they did in Unocal).
	In the context of hostile takeovers, there is a problem w/ management trying to perpetuate itself in office—this automatically is a conflict of interest.  Then you don’t have the BJR applying.  What you do have is a fairness rule. 

Fairness:

1. Process—did you consider any other offers, their price, etc? Reasonable investigation, determination of a threat involving coercive measure, inadequate price.

2. Substance—was the response reasonable in light of the threat posed.

In the takeover context, fairness is called enhanced scrutiny.  Mutua suggests that we think of enhanced scrutiny as a fairness test.  QUESTION: but I thought Unocal applied BJR—not Fairness test!!  



3. Federal and state regulation of hostile takeovers:
The Williams Act focuses on disclosure by the bidder or prospective bidder but also contains substantive rules relating to a bidder’s high-pressure tactics and fraud. 

a. CTS Corp. v. Dynamics Corp. of America, Sup Ct of US, 1987, p173CN
The Williams Act has 2 requirements:

1. It requires the offeror/bidder to file a statement disclosing information about the offer.

2. It gives the shareholders a window of time to accept or reject the tender offer. 


The Williams Act preempts state laws that are inconsistent with its provisions and purposes (the most important of which is placing investors on an equal footing with the takeover bidder). 

If a state law is consistent with the Williams Act, in that it places investors on an equal footing with the takeover bidder, then it is not preempted by the Williams Act.

Facts: Indiana passed a law dealing with mergers. The Indiana Act requires voting rights to only be granted by resolution approved by the shareholders of the issuing public corporation. The practical effect of this requirement is to condition acquisition of control of a corporation on approval of a majority of the pre-existing disinterested shareholders. 

Dynamics purchased shares that would have raised its ownership interest in CTS to 27.5%, which was past the 20% threshold that triggered the Indiana Act. 
CTS claimed that the Act would require the shareholders to vote on whether the control could be acquired by Dynamics. 

Holding: The Indiana Act protects the independent shareholder against the contending parties. Thus, the Act furthers a basic purpose of the Williams Act – placing investors on an equal footing with the takeover bidder. The Indiana Act gave shareholders power – this was similar to the Williams Act which gave the shareholders protection. The Act did not violate the Dormant Commerce Clause as there was no discrimination against other states.

Important points:

i. Both Indiana Act and Williams Act seek to protect SH by allowing them to vote on sale of control.

ii. Such provisions make it difficult for buying corporation by laying out lots of procedural rules that the corporation must abide by

iii. No violation of DCC b/c Indiana doesn’t discriminate against other states.
b. Amanda Acquisition Corp v. Universal Foods Corp, Sup Ct of US, 1989, p175 CN
A state law that makes the shareholder worse off by making mergers harder to realize is not per se invalid if it does not violate any procedures established in federal law (Williams Act). Such a law will only hurt the state as corporations will incorporate in other states that are more favorable to them.

Facts: Amanda was created for the sole purpose of acquiring a publicly traded 

WI corporation, Universal. A WI anti-takeover statute held that unless the target's board agrees to the transaction in advance, the bidder must wait three years after buying the shares to merge with the target or acquire more than 5% of its assets. This waiting list would hurt the bidder’s opportunity for success, i.e., take control of the company. 

Amanda sued, claiming the WI anti-takeover statute, which made tender offers unattractive to potential bidders, was inconsistent with the Commerce Clause and was preempted by the Williams Act. 

Holding: All of the laws that make it more difficult for hostile takeovers are dumb because other states will be more acquisition friendly and corporations will go and incorporate there! But, just because it is a bad law, does not mean that it is an invalid law – if it is consistent with the Williams Act, then it will be upheld, even though it is dumb. 

Similarities between Corporations and Partnerships:


1. LEGAL ENTITY: A corporation had always been a separate legal entity. Now a partnership is also a separate legal entity. 


2. MANAGEMENT: Nowadays, a corporation can eliminate its board of directors and have a system of shareholder management of the corporation that operates very much like partner management of a partnership. 

Differences between Corporations and Partnerships:


1. OWNER LIABILITY: Shareholders are not (generally) personally liable for the debts of a corporation, but partners are personally liable for debts of the partnership. 


2. OWNER TRANSFERABILITY: 

a. There are no statutory constraints on a shareholder selling her ownership interest to a 3rd party, but there are significant statutory constraints on a partner selling to a 3rd party his ownership interest. 

b. On the other hand, a partner is statutorily empowered to trigger the partnership’s buyout of his rights as a partner through dissociation. 

c. There is no general corporate statute counterpart to dissociation: except for the limited situations that trigger a dissenting shareholder’s right of appraisal, a shareholder is not statutorily empowered to trigger the corporation’s buyout of her ownership interest. 

IX. WHAT IS A LIMITED PARTNERSHIP AND HOW DOES IT WORK?

A. What is a limited partnership and what is limited partnership law?
The BENEFITS of a limited partnership are:

1. LIMITED LIABILITY (like corporations, better than partnership) and 

2. PASS-THROUGH TAXATION (like general partnerships, better than corporation)

Essential FEATURES of a limited partnership are

i. Structure:

· RULPA and RUPA apply


· Must have general partners and limited partners (whereas GP only has GPs)
i. Corporation can be a general partner or limited partner

ii. A lot of limited partnerships have a corporation as a general partner.


· There must be a filing to the secretary of state

i. Must list names of general partners

· Must list name and address of the business.


· The Limited Partnership is a separate entity (like a corporation)


ii. Liability


· The General Partner may be personally liable for the debts of the partnership.


· But limited liability for limited partners 


i. Limited partners are NOT personally liable for the debts of the limited partnership.

ii. They have limited liability since they don’t have control. The limited partner gives trades control for limited liability. 


iii. They resemble shareholders more than partners

1. Separation of management and ownership

2. All they can lose is their investment.


iv. Limited partner is not personally liable unless he was in control AND the person with whom he did business reasonably believed that the limited partner acted as a general partner. 

1. The Limited Partner is only liable to the person who believes that he is a general partner.

2. Acting as an agent or an employee does not constitute control.

3. § 303(b): safe harbor provisions. The Limited Partner does not exercise control solely by doing something on this list. 

iii. Tax Liability:


· Pass-through Taxation (same as partnership): No double taxation (unlike a corporation).


iv. Control:


· The General Partner manages and controls the partnership and is liable for the partnership’s debts. 
· General Partner = Partner: 
i. General Partner resembles a partner in a General Partnership.

ii. The GP manages AND controls the partnership
· Limited Partner = Shareholder: 
i. Limited partners are owners, but they have given up control in exchange for limited liability (like shareholders).  
ii. The limited partners trade in the control of the partnership in exchange for limited liability.  If limited partners start exercising control, they may be found liable.
v. Transferability: 


· When limited partners sell their interest to third parties, the third party does not get management rights, but gets distribution rights. 

i. This is similar to a partnership, but here it is irrelevant that the third party gets no management rights as the limited partner had no management rights in the first place! In a partnership context, the buyer gets screwed because he doesn’t get the management rights that the partner had. 


vi. Fiduciary duties:


· General partner has fiduciary duties to the limited partners and to the partnership.

· RULPA: Fiduciary duties can be modified through the partnership agreement, but there are limits as to how much. They may not be totally waivable.

· Delaware: Fiduciary duties can be deleted. 


vii. Withdrawal:


· General Partner can withdraw at will as long as it doesn’t violate the partnership agreement. If there are other general partners or if the partnership agreement says that the partnership can continue, then there is no winding up (§ 801). 

· Limited Partners must give 6 months written notice to the general partner and partnership before withdrawing. 
· The reason for this difference is that the LPs are hired for capital while the GPs are hired for management.  If the LPs up and leave, they can really injure the partnership.


viii. Partnership Agreement:


· Not required

· Important, because it can modify the default rules (like fiduciary duties).


ix. Profits:


· Limited partners share in the profits in relation to their contributions or as provided by the agreement (like shareholders).

· In general partnerships, if the partnership agreement doesn’t say otherwise, the profits are shared equally.


x. Voting:


· Voting does not translate to exercise of control.

· Limited partners may vote, but this isn’t required.

· If there is nothing in the agreement dealing with voting, then the limited partners do not have the right to vote.
· This is different from corporation where even the SH can vote on fundamental changes!!


xi. Making Money


· Salary

· Distributions

· Selling Interest


xii. Securities

· The partner’s unit of ownership is characterized as a security in the same way as a shareholder’s stock is characterized as a security.

· Hence, security laws apply (Rule 10b-5).


xiii. LPs and Corporations:

· When thinking about limited partnerships, think of the limited partner as a shareholder in a corporation and the general partner as a partner in a general partnership. 


Governing Laws:

b. Limited Partnership Laws

c. Partnership Laws (b/c of the hybrid nature of Limited Partnerships)

d. Federal Securities Laws (10b-5) and State Securities Laws

B. What are the legal problems in starting a LP?

1. Certificate of Limited Partnership: Limited Partnerships require a public filing in order to come into existence (unlike General Partnerships; but similar to corporations).  This may be related to Limited Partnerships not having personal liability.

2. Limited Partnership Agreement: this is not required, but is recommended.  These agreements define the relative role of limited and general partners.  

3. Limited Partnership Statutes: require that:

e. A Limited Partnership must have at least one general partner

f. The General Partner is liable for the debts of the partnership

g. The name and address of the General Partner is set out in the Certificate.

i. The Limited Partnership statutes DO NOT require that the General Partner be a living person. The General Partner of a Limited Partnership can be a Corporation.
C. What are the legal problems in operating a LP?

1. Who decides what?

a. RULPA establishes the default rule that the General Partner decides

b. RULPA § 302 does not require that the limited partners vote on any matter; rather it permits limited partners to vote on matters as provided by the partnership agreement. 

c. RULPA § 303(b)(6)(v): relates to the removal of the general partner; It implies that limited partners may vote or approve of removing the general partner
2. Who is liable to whom for what?

i. RULPA § 403(b) General Partner Liability to 3rd Parties: Each General Partner of a limited partnership is personally liable for the partnership’s debts to 3rd parties as if the partnership was a general partnership. Hence, the general partner is liable to the extent allowed under RUPA § 306 and 307 (he is liable in the same way that a partner in a general partnership would be liable – hence RUPA applies).


ii. RULPA § 303: Exceptions to General Partner Liability: If the limited partner participates in the control of the business, he is liable only to people who transact business with the limited partnership, reasonably believing, based upon the limited partner’s conduct, that the limited partner is a general partner. 

· BUT, for the purposes of § 303, a limited partner is not in control of the business (and hence won’t be liable) solely because (1) he is an agent or employee of the limited partnership, (2) he is a director or shareholder of a general partner that is a corporation, (3) consults with and advises a general partner with respect to the business of the limited partnership, (4) requests a meeting of partners, (5) approves or disapproves dissolution, sale of assets, incurrence of indebtedness, change in the nature of the business, admission or removal of a general partner, etc., (6) winding up the limited partnership, etc

a. Liability to third parties:
i. Zeiger v. Wilf, NJ Superior Ct, 2000, p182 CN, LP NOT liable to 3rd party b/c mere participation in control doesn’t impose liability on a LP.
Limited partners will not be liable for participating in control without creditor reliance! Mere participation in control does not impose liability on a limited partner.

The modern view, epitomized by RULPA, is to curtail the threat of personal liability for limited partners unless there is some "reliance on the part of the outsider dealing with the limited partnership."

THE LIMITED PARTNERSHIP

GP                                        4 LP (Δ was an LP).

CORPORATION (Δ was a director)

Facts: Π was to receive a consultant fee according to a contract signed by him and the Δ, who was a LP and the director of a corporation that was the GP.  Consultant payments eventually ceased.  The Limited Partnership and the corporation filed bankruptcy..

ARGUMENTS: 

1. ( argues that in securing leases and a mortgage for the property, he was functioning as the vice president of the corporation.  

2. Π argues that (, should be held personally liable for the consultant payments and that such liability should also be imposed on a general partnership owned by ( and members of his family.  

3. Π claims the limited partnership statute imposes general partner liability on (because he functioned as the operating head of the parties' renovation project.
Holding: Section 27a sharply limits the circumstances under which the exercise of "control" could lead to imposition of general partner liability on a limited partner. If a limited partner's control activities are so extensive as to be "substantially the same as" those of a general partner, that control, by itself, is sufficient to impose liability. However, as was the case here, mere participation in control does not impose liability on a limited partner. Even if the Δ was in control, he is only liable if the 3rd party reasonably believed that the Δ was acting as a General Partner. Π did not reasonably believe this.

Notes: 

(1) Under RULPA’s Safe Harbor Provision of § 303, directors of a corporation that is a general partner are protected from personal liability. 

(2) A limited partner’s liability should be limited in the interest of promoting certainty and predictability. Investors would not invest in such business structures if they didn’t know for certain that they wouldn’t be liable.






Central Points:

i. ( was an officer and therefore protected by Safe Harbor provision.  The GP was liable—but the GP here was a corporation!

ii. Even if there was some control, ( only liable if Π believed LP was acting as GP.
iii. Limited liability for LPs promotes certainty and predictability for investors
b. Liability to the partnership and partners:
i. Kahn v. Icahn, Delaware Chancery Ct, 1998, p184 CN, GP/CEO/ Director NOT liable for usurping corporate opportunity b/c partnership agreements allows GP to compete with the partnership. 
DUTY MODIFIED: The traditional fiduciary duties among and between partners are defaults that may be modified by partnership agreements.  This is why limited partnership are so desirable.

USURPATION: Whether or not a fiduciary/general partner has appropriated for himself something that in fairness should belong to the limited partnership will depend on whether:

1) the opportunity is either essential to the corporation or is one in which it has an interest or expectancy,

2) the corporation is financially able to take advantage of the opportunity itself, and 

3) the party charged with taking the opportunity did so in an official rather than individual capacity.

Facts: 
i. AREP: Limited Partnership
ii. API: General Partner of AREP (THIS IS A FACT PATTERN WHERE THE GP IS A CORPORATION!!!)

iii. Icahn (Δ): owns 100% of API, is chairman of board and CEO of API
iv. Kahn (π): Limited Partner of AREP
Π’s argument: Π alleges that Δ breached his fiduciary duties to AREP and usurped, for himself, a corporate opportunity of AREP by failing to make the opportunities completely available to AREP.

Δ’s argument: Δ says that AREP's partnership agreement provides that API, the general partner, may "compete, directly or indirectly with the business of the Partnership."

Holding: 

1. Since π knew that the Δ was authorized to compete, they cannot now claim derivatively that AREP had a legally sufficient expectation of 100% involvement.

2. The Δ did not receive the investment opportunities in an official capacity and did not use that information for individual gain.

3. BASICALLY: the operating agreement expressly provided that the partners could compete.  Further, the Πs could not have had any reasonable expectation (under Guth) to get this opportunity
Notes: In Delaware, almost all fiduciary duties may be waived by the partnership agreement.  This was the case here. Not only could the Δs compete under the agreement, the partnership would have had to have an expectation of getting this opportunity for the π to win in this case. 

This case concerns how and why a limited partnership agreement can narrow, or redefine, the traditional fiduciary duties among and between limited partners under Delaware Law.
ii. Parties, otherwise unwilling to shoulder fiduciary burdens, maintain the opportunity to form limited partnerships precisely because the parties can contract around some or all of the fiduciary duties the general partner typically owes the limited partner. 
iii. Limited partners, like shareholders, may bring derivative suits on behalf of the business entity against errant management. 
iv. In re USA Cafes L.P, Delaware Chancery Ct, 1991, p187 CN, directors of corporation that is GP ARE liable b/c breached duty to LPs by personally benefiting from sale of the limited partnership’s assets.
The directors of a corporation that is a general partner have a fiduciary duty to the limited partners. They have a duty not to use control over the partnership’s property to advantage themselves at the expense of the partnership.  (DIRECTORS HAVE DUTY TO CORPORATION AND TO THE LIMITED PARTNERS)

Because the general partner was selling the partnership’s assets, they had the duty to get the most they can for the benefit of the limited partners (similar to the director’s duty in hostile takeovers to get the best deal for the shareholders).
PRINCIPLE OF FIDUCIARY DUTIES: one who controls property of another may not, without implied or express agreement, intentionally use that property in a way that benefits the holder of the control to the detriment of the property or its beneficial owner.  

Facts: Πs, LPs, argue that the sale of the LP’s assets was at a low price, favorable to acquiring corp., because the directors of the corporation that was a General Partner all received substantial side payments that induced them to authorize the sale of the Partnership assets for less than the price that a fair process would have yielded. The (s believe that, as directors of a corporation, their only duty of loyalty was to the corporation (which was the general partner), not to the limited partners.

Holding: Here, the directors of the general partner breached their duty by using their control over the partnership’s property to advantage themselves at the expense of the partnership.

Notes: This holding was limited to the specific facts.

Under Kahn, the result of this case may have been different had there been a provision in the partnership agreement that limited fiduciary duties. Kahn held that the general partner could compete with the partnership because it was allowed under the partnership agreement. In this case, there was no agreement. 

QUESTION: Mutua is unsure whether this case is consistent with Zieger!
D. How do the owners of a LP make money?

· Like the owners of corporations and partnerships, the owners of limited partnerships make money by 

1. Being employed by the Limited Partnership and receiving salaries 

2. Sharing in distributions of the earnings of the business and 

3. Selling the ownership interest for more than it cost.

1. Transfer of Ownership Interest to a Third Party:
a. Like the RUPA, the RULPA restricts transferability of interest in a limited partnership.
b. The buyer will only get distribution rights, but no management or information rights unless the agreement provides otherwise (similar to RUPA).
2. Transfers of Ownership Interest to the Limited Partnership:
a. Like the RUPA, the RULPA contains default rules forcing the business to buy the owner’s ownership interest in the event of withdrawal.
b. RULPA § 602: Withdrawal by a General Partner: A general partner may withdraw at any time by giving notice to the other partners, but if the withdrawal violates the partnership agreement, the limited partnership may recover from the general partner damages for breach of the partnership. 
c. RULPA § 603: Withdrawal by a Limited Partner: A limited partner may withdraw from a limited partnership at the time or upon the happening of events specified in the partnership agreement. If the agreement does not specify the time or events, the limited partner may withdraw upon no less than 6 months’ prior written notice to each general partner.
X. WHAT IS A LIMITED LIABILITY COMPANY AND HOW DOES IT WORK?

An LLC is much more FLEXIBLE than other forms of business.  It has: 
1. Pass through taxation
2. Limited liability for ALL members
3. Flexibility of the operating agreement. 

·  This underscores the primacy of contract law: if you negotiate it, you’re stuck w/ it.  

· One of the drawbacks is that you really do need an agreement.  And the agreement must be well drafted b/c you will be held to it.
An LLC can be member-managed OR manager-managed.  What are the CONSEQUENCES of this?


	Member-Managed
	Manager-Managed



	Members have fiduciary duties to the company
	Managers have fiduciary duties. Non-managing members do NOT have fiduciary duties.



	No personal liability
	No personal liability



	Pass through taxation
	Pass through taxation


1. Limited Liability: 


· Even though you have this bifurcation (manager-managed vs. member-managed), in terms of liability, you still have limited liability.  


· Liability is NOT a consequence of how it’s organized!  No matter what the organization, there is no implication of liability.  

· This is different from the Limited Partnership whereby the General Partners are liable, but not the Limited Partners.  This is a big distinction!!!!


2. Fiduciary Duties:


· Organization, on the other hand, does have consequences for fiduciary duties (even though no consequences for liability)


· A member-managed LLC looks very much like a partnership in terms of how it’s managed.  Members are not subject to liability like partners, but the members have fiduciary duties to one another—just like partners do.


· If manager-managed, only the managers have fiduciary duties.  This looks much more like a board of directors.


· Duties run to the company as an entity (like corporations).  However, the reality is that this will be fact-sensitive.  Depending on the facts of the case, duties may run to the members.

OTHER IMPORTANT POINTS:
· The case law in this area in scarce.  But two points are clear: 

(1)  They will hold you to your agreement 

(2)  When they say no liability, they mean no liability!

· LLCs tend to be small
· Mutua does not think the shares are publicly traded (that would be a C corporation).  
· We are not seeing LLCs publicly traded.
A. What is an LLC and what is LLC law?

1. An LLC offers all of its owners, generally referred to as members, both:


a. Protection from liability for the business’ debts similar to the liability protection of shareholders of a corporation AND


b. The same pass through taxation of a partnership. 


2. Relevant Law:
a. LLC Statutes

1. Each state has a statute authorizing the creation of LLCs. 

2. The ULLCA has not been widely adopted. 

b. Even though each state has an LLC statute, the law of LLCs is primarily contract law.


3. The Operating Agreement:

a. A contract between members which sets out the rules that governs that particular LLC (similar to a partnership agreement).

b. This is the most important document for most LLCs.

c. It takes precedence over the statutes. LLC statutes merely establish default rules that govern if and only if there is no contrary provision in the operating agreement. 

d. Transferability and dissolution is governed by the operating agreement.

Delaware gives great deference to the Operating Agreement.

B. What are the legal problems in starting an LLC?
1. An LLC is formed at the time of the filing of the initial certificate of formation in the office of the Secretary of State.  This is not a residual category.

2. The Delaware Certificate of Formation cannot be used as articles of organization in an ULLCA state, as the ULLCA requires more information to be put on it than the Delaware statute does (cf. ULLCA § 203 with p. 789).
3. The name of the business must include the word “Limited Liability Company” or LLC or LC (UCCLA § 105). 

C. What are the legal problems is operating an LLC?

1. Who decides what?
a. Every state’s LLC statute affords the owners (members) the option of electing to manage the business themselves (Member-Managed-Company) or have managers (Manager-Managed-Company) – or some combination of both. 

b. Member-Manager-Company
i. The decision making authority is similar to that of partners in a general partnership. 
ii. The Operating Agreement will answer:
1. How to determine how many votes each member has 
2. How to determine what matters require more than majority vote

c. Manager-Managed-Company

i. The decision making authority is like that of the board of directors of a corporation. 
ii. The Operating Agreement will answer:
1. How members elect and remove managers
2. What issues require a member to vote

2. What is liable to whom for what?

a. Members’ liability to third parties:
a. An LLC is an entity (ULLCA § 201).


b. It can incur debts from the actions and inactions of its managers and members (ULLCA §§ 301-302).


c. LLC Statutes protect owners from personal liability for these claims against the company. Hence, there is no personal liability of members for the company’s debts. 

d. Piercing the Corporate Veil:


1. There is an open question of whether courts will pierce. 

2. In Hollowell v. Orleans Hosp. LLC, a federal district court in LA held that the LLC veil may be pierced in the same manner as the corporate veil when (1) the LLC acts as an alter-ego of its members or (2) the LLC’s members are committing fraud or deceit. 

e. But, the failure of the LLC to observe corporate formalities is not a ground for personal liability (ULLCA § 301-303).


b. Members’ and managers’ liability to the company:
a. Contractual Obligation to Make Contributions: 


1. Generally, a member acquires her ownership interest in an LLC by making or agreeing to make a payment or other contribution to the company. 


b. Fiduciary Duties: 


2. Members of LLC’s that are member-managed and managers or LLC’s that are manager-managed owe the company fiduciary duties. 


3. Members of a manager-managed LLC generally owe NO fiduciary duties to the company. 

i. Lynch Multimedia Corp. v. Carson Communications, LLC, US Dist Ct Kansas, 2000, p195 CN, ( is NOT liable for breach duty of loyalty to LLC by buying cable company b/c operating agreement allowed for it.
When interpreting provisions of operating agreements, courts must read those provisions in the context of the entire agreement. 

Facts: Π company and Δ, another company, had formed a joint venture LLC. The LLC’s operating agreement said that “any opportunity which comes to the attention of a Member to purchase cable TV systems shall be first offered to the company. [But] the pursuit of other ventures by Members or Managers is consented to not wrongful or improper.” 
Π argues Δ breached the LLC's operating agreement and various fiduciary duties when they independently acquired other cable franchises rather than securing them for the LLC. 

Holding: The court concluded that defendants had not violated the operating agreement because a defendant owner had informed the other members of the LLC of certain opportunities (“offered them knowledge”) to purchase cable companies and defendants had independently acquired the companies only after the passage of several months or years without a response.  ALL THE ( HAD TO DO WAS OFFER KNOWLEDGE OF THE OPPORTUNITY!!!
Notes: Under a typical entity opportunity situation, π’s position might prevail.  The court rejected π’s position based on the language of the agreement. 
This case underscores the importance of CONTRACTS in the LLC context  

There seems to be some differences b/w this case and Northeast:
i. In Northeast Harbor, she was an officer—an important fact.
ii. Here, the language of the operating agreement is at issue—so it’s a matter of interpretation by the court
D. How do the owners of an LLC make money?

a. The operating agreement provides how and when an LLC’s earnings are to be distributed to its members. Statutory provisions on distributions are default rules. 


b. The most important limitation on selling interest in an LLC is imposed by the market, as it is usually difficult to find a buyer for a business that has relatively few owners. 


c. Even if a member of an LLC is able to find a buyer for her interest, her ability to sell would be limited by statute or by the operating agreement or by both. 


d. Delaware LLCA § 18-702 (Default Rule):


2. An LLC’s interest is assignable in whole or in part except as limited by the operating agreement. 


3. The buyer has no right to participate in management of the business and affairs of the LLC except as provided in the agreement and upon:

a. The approval of all the members

b. Compliance with any procedure provided for in the agreement. 


4. Unless otherwise provided in an LLC agreement:

a. An assignment does not entitle the assignee to become a member or have member powers. 

b. An assignment entitles the assignee to a share in profits and losses. 


TRANSFERABILITY:

1. The question of whether a member can compel the LLC to purchase her ownership interest and the question of whether an LLC can compel a member to sell her ownership are important.  These questions are answered by operating agreements, LLC statutes and by the next case. 

2. Look to the statute of your state to see what happens at dissolution, if you do not have an operating agreement.

3. Transferability and dissolution is governed by the operating agreement.


4. Think of LLC as substitute for the close corporation.  In almost all of these entities, you have LIMITED transfer rights.  The members CARE about who they are working with!

5. CANNOT transfer management rights.

6. Dissociation and Dissolution: will depend on operating agreement and state statutes.  ULLCA allows for dissociation for a member.  If member withdraws at will, that does not necessarily cause a dissolution of the company.  Under ULLCA, these members must be paid fair value of their membership. Contrast this with a partnership, where when a partner withdraws, the partnership moves into dissolution.  Here, when a member withdraws, he is just paid off.

7. DIFFERENCE IN BUY-OUT RIGHTS BETWEEN CLOSED CORPORATION AND LLC:  In a closed corporation, 1) shares are not publicly traded 2) transferability is therefore not easy; when they want to get out, it’s hard to find a buyer.  Shareholders cannot force dissolution of the corporation.  So, when minority shareholders want to get out, they are stuck!  On the other hand, in an LLC situation, you can force the corporation to buy you out in the same way partners can force partnership to buy them out.  This is a big advantage to the LLC!

1. Lieberman v. Wyoming.com LLC, Sup Ct of Wyoming, 2000, p200 CN
Withdrawing members of an LLC are entitled to receive their capital contribution back from the LLC if all liabilities of the company had been paid, the consent of all members had been given, the articles of organization were amended to reflect the withdrawal, etc. 

It is uncertain whether they are entitled to receive their equity interest (potential profits, right to participate in management, etc.).

Facts: Lieberman was a member of the Wyoming.com LLC. Lieberman made an initial contribution of $20,000 and thereby owned 40% of the company. Lieberman withdrew from the LLC. The members of the LLC elected to continue the LLC, rather than dissolve. The LLC offered to pay him his $20,000, but he refused, claiming that the current estimated value of his share was $400,000. 

Holding: 

1. Under Wyoming Law, the LLC must dissolve unless all the remaining members of the company consent to continue under a right to do so stated in the Articles of Organization. In this case, the Company’s Articles permitted continuation and the members elected to continue. There was no dissolution and Lieberman is not entitled to a distribution of assets resulting from dissolution. 


2. Under Wyoming Law, Lieberman is entitled to receive his contribution if all liabilities of the company had been paid, the consent of all members had been given, the articles of organization were amended to reflect the withdrawal, etc. Lieberman was entitled to his $20,000, as both parties agreed. But, what happened to Lieberman’s remaining ownership interest? He contended that he didn’t simply forfeit his interest, as he believed it was worth to be $400,000. The court agreed with this, but said that under the LLC’s Operating Agreement, a member’s equity interest was to be represented by a membership certificate, which was missing in this case. Therefore, the court remanded this for a full declaration of the parties’ rights. 

Notes: 

ULLCA §§ 602, 701: provides for member dissociation and the LLC’s purchase of the dissociating member’s distributional interest at “fair value” unless the operating agreement provides otherwise. 

The inability to transfer or liquidate an ownership interest in an LLC results in a lower valuation for purposes of the estate and gift tax and thus less tax. 

E. From limited liability companies to…
1. Limited Liability Partnership: all partners have limited liability protection. 
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